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Introduction to the Revised Edition of Management: Tasks, Responsibilities, Practices



The original edition of Management: Tasks, Responsibilities, Practices was published in 1973. Peter Drucker continued to write, teach, and act as a consultant to management for thirty-two years after the publication of the book. This revised edition updates the original edition by integrating it with the work published on this subject by Peter Drucker from 1974 to 2005. All of the sources used to revise this book, except for the content of this chapter, are from materials housed at The Drucker Institute, Claremont, California, and are copyrighted by Peter F. Drucker.

My task was one of synthesizing this new material with the original material, always replacing the old with the new. In addition, I eliminated obsolescent material from the original edition and updated specific examples whenever possible.

HOW TO USE THIS BOOK

This book, like the original, is a comprehensive treatment of management. It describes in detail the three responsibilities of management: the performance of the institution for which managers work, making work productive and the worker achieving, and managing social impacts and social responsibilities. It goes on to describe the tasks and practices that a manager must acquire to fulfill his or her responsibilities.

Parts 1 through 5 of the book are devoted both to the responsibilities of managers and to the responsibilities of the leadership group of an organization. Parts 6 through 9 are devoted to the numerous, interrelated tasks and practices managers must acquire to fulfill their responsibilities. Part 10 describes in detail the new demands placed on managers and management by the information revolution and by the advent of the knowledge society. These new demands were foreshadowed but not fully addressed in the original edition.

The revised edition follows the original in that it addresses a number of audiences. Experienced executives and consultants may want to use this as a reference to consult when facing a specific problem or issue. The most effective way to use an insight from this book is to put it into practice. This is how one acquires maximum value from management principles.

A new manager should try to relate each of the issues in this book to his or her position or organization. Here one must be careful. These principles have all been worked out over a period of sixty-five years in actual organizations. Therefore, a principle will make much more sense to you when you can relate it to actual practice. So, new managers should think through each chapter in light of their specific responsibilities. Parts 6 through 9 may be of immediate relevance for the new manager.

Students of management and of the liberal arts can also use Peter Drucker’s companion book, Management Cases, to learn how to apply the principles in this book to actual management problems. When possible, they should also try to process the material in each of the chapters by relating principles to actual organizations with which they are familiar. Some material may be truly effective only once the reader has real-world experience with the issue.

The systems perspective contained in figure 1 and described in the remainder of this introduction may be absorbed immediately by the experienced executive or consultant to integrate the entire contents of this book into a cohesive whole. Figure 1 and this introduction may also be used as a reference guide for relating each of Peter Drucker’s dozen or so major management concepts to one another.

The material in this introduction has been successfully used as a reference guide for teaching this book to undergraduate and graduate students, and to executives. When used this way, it has been of greatest utility when used continuously from the beginning to the end of a course.

MANAGEMENT AS A SYSTEM OF INTERRELATED ELEMENTS (FIGURE 1)

Peter Drucker’s writings on management are extensive and varied. Yet through all of his work a definite vision of what management is and how leaders and managers should operate does emerge. Management is a discipline and a practice. It is polycentric—it has many centers and interrelated elements. It is, therefore, very difficult to master this subject by mastering individual chapters in a linear way. One must integrate the elements into a working framework, as the whole is greater and different than the sum of its parts. Each of the ten parts of this book is related to one or more other parts. Each chapter is a part of the whole—the “words”—but the “music,” if you will, comes from seeing management as an organic whole.


Figure 1 Systems View: Management as a Whole
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This introduction describes these interrelated elements of management as a system. Figure 1 provides a road map that relates each element to the whole subject. Each element is the subject of one or more chapters in this book. Seek to understand and apply the subject of management as an organic whole and not merely as a set of isolated elements. This portrayal of management as an organic whole is consistent with the view expressed in the original text where Peter Drucker explains the nature of organizations and management:



There is one fundamental insight underlying all management science. It is that the business enterprise is a system of the highest order: a system the parts of which are human beings contributing voluntarily of their knowledge, skill, and dedication to a joint venture. And one thing characterizes all genuine systems, whether they be mechanical, like the control of a missile, biological like a tree, or social like the business enterprise: it is interdependence. The whole of a system is not necessarily improved if one particular function or part is improved or made more efficient. In fact, the: system may well be damaged thereby, or even destroyed. In some cases the best way to strengthen the system may be to weaken a part—to make it less precise or less efficient. For what matters in any system is the performance of the whole; this is the result of growth and of dynamic balance, adjustment, and integration rather than of mere technical efficiency (p. 508, Management: Tasks, Responsibilities, Practices).




Figure 1 provides a systems view of this revised edition. The diagram and the material in this chapter will help you navigate, absorb, and apply the material contained in this book. The elements and chapters in the book are most effectively viewed as an organic whole, an interrelated system of elements that encompass responsibilities, tasks, and practices. These elements taken together create the basis for the practice of management.

THE SPIRIT OF PERFORMANCE (CHAPTER 27)

The Spirit of Performance (lower left in figure 1) is at the core of Drucker’s work on leadership and management. Organizations that exhibit a high spirit of performance are led by managers who are committed to doing the right thing and to getting the right things done.

Managers should focus on creating organizations that have a high spirit of performance. To attain such a spirit of performance, managers must




        • Exhibit high levels of integrity in their moral and ethical conduct


        • Focus on results


        • Build on strengths—one’s own and others’


        • Meet at least the minimum requirements of major stakeholders such as customers, employees, and stockholders


        • Lead beyond borders by meeting certain additional social needs that contribute to the common good




Managers committed to a high Spirit of Performance possess integrity of character, have a vision for the purpose of their organization, focus on opportunities and results, are change leaders, and follow the essential tasks, responsibilities, and practices of management.

THE THEORY OF THE BUSINESS (CHAPTER 8)

Leading a business begins by formulating a valid “theory of the business.”

The theory of the business is the way an organization intends to create value for its customers, and the concept is therefore applicable to all organizations, not just business organizations. Formulating the theory requires answers to the following questions:




        • What is our mission?


        • What are our core competencies?


        • Who are our customers and noncustomers?


        • What do we consider results for the enterprise?


        • What should our theory be? (This in turn requires managers to look for opportunities for innovation.)




The theory of a business is often not obvious, nor can it be formulated without controversy. Formulating a theory of business requires that executives look beyond the walls of the organization to the external environment. The environment is not limited to where the enterprise is currently operating, but also includes other “environments,” such as those where noncustomers are being served and where future customers are likely to be served. Formulating a theory of the business must be a forward-looking exercise. It requires creating a mission, which in turn compels the organization to systematically evaluate emerging trends, future changes in its environments, and current or emerging social problems that may be turned into opportunities.

In determining core competencies, an organization’s managers must ask, “What are we really good at?” And, “What should we be doing?”

Assumptions about mission, core competencies, and customers must not only fit reality, but also be consistent with each other. It is for this reason that an organization’s theory must be constantly tested and updated, since, for example, one does not want to be selling only mainframe computers, as IBM once did, when one’s customers are shifting their preferences to personal computers.

If the theory of the business is different from an organization’s current business, then the practices of abandonment and of innovation and change become necessary. Leaders must be able to recognize when to give up products, processes, and customers and reallocate resources toward more promising opportunities.

In summary, the theory of the business sets direction; it should be used to communicate to the organization’s members where the organization is going, provide the rationale for why it is going down a given path, and align the activities of its members.

IDENTIFYING ENVIRONMENTAL TRENDS AND THE FUTURE THAT HAS ALREADY HAPPENED (CHAPTERS 4–7, 10, PART 4)

Current and soon-to-be-upon-us trends do not change the need for a theory of the business, for management practices, for skills and tasks, and for managing social impacts and the other elements in figure 1, but they do shift the opportunity set based on known and projected trends that are evident in the environment.

Given the growing importance of knowledge work, for example, managers will have to focus much more attention on making knowledge-work productive and knowledge-workers achieving. This requires attention to building on strengths and to increasing the productivity of knowledge workers, but also to integrating these specialists into a performing whole. This integration of specialists is becoming the very essence of management in knowledge societies.

Demographic changes in the developed world include a population that is getting older, accompanied by a birthrate in many developed countries that is below the level required to maintain the size of the population. Consequently, the traditional workforce in these places is shrinking. Such demographic changes mean that an enterprise’s marketing strategies and theory of the business may have to change. Split markets in which both the younger and older generations make up the population dictate very different value propositions and marketing strategies. “What is value?” to customers will have to be viewed through two different generational value systems (e.g., that of the millennium generation and that of the baby boom generation).

SOCIAL IMPACTS AND SOCIAL RESPONSIBILITIES (CHAPTERS 20–21)

The ethical rule that managers should live by when pursuing their organization’s mission is primum non nocere: “above all, not knowingly to do harm.” Organizations are public institutions, and their actions have impacts on society. Their codes of professional ethics must include to not knowingly do harm. Legal and ethical violations should be met with stiff penalties for those who break the law or otherwise knowingly do harm.

There are two different types of social impact in this context (bottom center of figure 1):




        • Those negative ones that an organization creates


        • Social ills that may be converted to business opportunities




Both types of impact are important and must be managed, since the first deals with what an organization does to harm society, and the second with what an organization can do to help society.

An organization’s social impact is defined as activities or results of activities that derive from an organization’s pursuit of its mission. Each institution must be dedicated to a social impact or purpose. For example, a hospital should heal the sick, a business should satisfy economic wants, and a church, synagogue, or mosque should nourish people spiritually. Detrimental impacts to society created in this process must be minimized, because they are harmful to the common good and are also outside of the proper mission of an organization.

There also needs to be a balance between cleaning up after one’s negative impacts and, in doing so, incurring costs that create a competitive disadvantage for the organization within its industry. In the latter case, it is in the interest of executives in an industry (e.g., the accounting profession) to agree on regulations (i.e., to avoid auditing scandals such as those involving Enron, WorldCom, and so on) that minimize negative impacts.

Organizations must focus on their missions, minimize negative social impacts, and take proactive interest in the common good. Institutions are organs of society. As such, they are significantly dependent upon the welfare of society for their own welfare. To this end, when executive insiders know that substantial negative social impacts are present, management must work to obtain appropriate regulations so as to level the competitive playing field within its industry.

The difficulty and expense that executives are now incurring as they comply with the requirements of the Sarbanes-Oxley Act of 2002 (enacted as a result of the public outcry over numerous accounting scandals of the 1990s) were preventable. All that was needed was self-regulation by members of the accounting profession as represented by the American Institute of Certified Public Accountants and the Financial Accounting Standards Board. Such self-regulation would have led to far more effective legislation for preventing accounting abuses, because it would have been developed by the professional groups best informed to propose the regulation to Congress and to later enforce the regulation among their members.

The second type of social impact, social ills or dysfunctions, should be thought of as challenges and treated as potential business opportunities. Organizations should aggressively pursue activities that turn the elimination of social dysfunctions into business opportunities (e.g., Branch Rickey, general manager of the Brooklyn Dodgers, breaking the color line by bringing Jackie Robinson into major league baseball).

Another example of turning social ills into business opportunities is the recent emphasis by General Electric on “17 clean-technology businesses” and its expectation that the new emphasis will expand sales of products supported by these “green” technologies “from $10 billion in sales in 2004 to $20 billion by 2010, with more ambitious targets thereafter,” which is indicative of the potential opportunities created by the global increase in greenhouse gases (GHG). In addition, GE has established for each business unit different targets for reducing emissions of carbon dioxide and overall GHG.*

Finally, management must also support the common good by helping community organizations financially and personally, through corporate donations and by encouraging employees to donate money and to volunteer their time. Management should also lend their executive expertise to help community groups address major social problems (in one example, the revitalization of downtown Cleveland, Ohio, was aided by the executive expertise of local CEOs). Executives should remember that a business cannot prosper in a dying society. Yet, in the process of seeking to promote the common good, executives should never lose sight of their principal mission, for if they lose sight of their principal mission, they will be of little use to society.

CREATIVE DESTRUCTION AND INNOVATION AND ENTREPRENEURSHIP (PART 8)

The Internet provides everyone with equal access to information and eliminates distance in the world economy. Globalization and outsourcing have intensified competition in labor, product, and capital markets. The rate of change is becoming torrid, and one can react to it, adapt to it, or become proactive and lead it—thus influencing future environmental trends. A highly spirited organization consists of executives who are proactive in leading change by discerning the “future that has already happened.”

By taking advantage of these emerging trends, these executives embrace the ongoing process of creative destruction that is characteristic of free and global markets and, by doing so, these executives become change leaders. They recognize that an organization that seeks to maintain the status quo is already in decline.*

Change leaders formulate entrepreneurial strategies and look for opportunities to apply these strategies. They also create an internal culture and set of management systems that encourage and reward innovation and entrepreneurship.

The most effective way to seize opportunities to manage the future that has already happened is to be proactive, take advantage of emerging trends, embrace change, and become a change leader. Management practices must change to fit these new realities of the global, knowledge-based information society.

MANAGERIAL SKILLS, MANAGERIAL TASKS, AND PERSONAL SKILLS

The corporation of tomorrow will be far more complex than that of today. It will constitute a web of partnerships, joint ventures, alliances, outsourcing contractors, and various other kinds of associates or affiliates that is unprecedented in the current breadth and intricacy. Each aspect of the corporation may have its own management, but the relationships among entities will certainly have to be coordinated and made to perform. This complexity requires of the manager advanced skills and practices, both in his or her role as manager and as individual professional.

Management effectiveness requires three interconnected skills and practices, as shown in figure 1.




        • Specific skills managers must acquire to be effective as leaders


        • Particular tasks that managers must perform to lead their organizations to effectiveness


        • Personal skills and practices that make individuals effective both in life and in managerial practice





MANAGERIAL SKILLS (CHAPTERS 28–33)

To be effective, managers must acquire skills in six areas:




        • Decision making


        • People decisions


        • Communications


        • Budgeting


        • Measurement and controls


        • Information literacy




Effective managers make effective decisions. There are six steps of effective decision making and five characteristics of effective decisions. First, and by far the most important step, effective decision makers define and classify the problem. It is much easier to fix a wrong solution to a problem if the problem has been defined correctly than it is to fix a “correct” solution to a problem that has been defined incorrectly. If a problem has been defined incorrectly, no solution to that problem can be found. Conversely, if a problem is defined correctly, then an incorrect solution will provide useful feedback information, leading the executive closer to the right solution. The remaining five steps of effective decision making are




       1. Ask, “Is this problem generic or unique?” Decisions that are generic ought to be solved by finding and applying a rule that someone else has used to solve the problem. For problems that are unique, the decision maker must next determine the boundary conditions that must be satisfied in order for the decision to be effective.


       2. Establishing boundary conditions requires an answer to the question, “What does the decision have to accomplish to be effective in solving the problem?”


       3. Next, the decision maker asks, “What is the right solution, given these conditions?”


       4. Then—and this is where a great many decisions fail—the decision maker must convert the decision into action by assigning to one or more persons the responsibility for carrying out the decision and by eliminating any barriers faced by those who must act.



       5. Finally, the effective decision maker follows up on the decision, obtains feedback on what actually happened as a result of the decision, and compares this with the intended or desired results.




As for the characteristics of an effective decision-making process, decision makers first ask, “Is a decision necessary at all?” If it is, they explore alternatives by soliciting opinions from those closest to the problem. Next, they ask the proponents of decisions to test their “hypothesis” against the facts to determine if the facts support their opinions (in other words, What would the facts have to be for a specific opinion to be correct?).

Effective decision makers encourage dissent on alternatives and then act on the chosen alternative if the potential benefits of doing so outweigh the costs and risks. Dissent, properly carried out, taps the imaginations of the parties involved in the search for an appropriate decision and leads to a more complete understanding of what the problem is all about. And if a decision fails to meet the boundary conditions after vigorous debate, the decision maker will now have a better understanding of the possible causes of failure, having considered other alternatives.

Finally, effective decision making takes courage, since, as with many effective medicines, effective decisions can sometimes have side effects or unintended outcomes.

People decisions are a special case of decision making requiring their own rules. These decisions are among the most important decisions made by managers, because they have the greatest impact on the performance of the organization. And many of these decisions turn out to be ineffective.

There are five steps in making effective people decisions:




       1. Carefully think through the assignment.


       2. Look at three to five qualified people.


       3. Consider each candidate’s strengths.


       4. Discuss each candidate with his or her colleagues and bosses.


       5. Make sure the appointee understands the job and what it requires, and reports back on what it requires once he or she is in the job.




In addition to the five steps, there are other considerations for the decision maker. Accept responsibility for any people decision you make, such as placement or promotion that fails. Accept also that people who do not perform must be removed. However, just because a person does not perform in the job does not mean that the person is a bad worker whom the organization should let go.

Newcomers are best put in an established position where the expectations are known and help is available. Finally and most fundamentally, it is the manager’s responsibility to try to make the right people decision every time.

Next we turn to a discussion of the remaining four areas of managerial skills that executives must acquire to carry out their tasks.




       1. First, managers must learn to be good communicators. Effective executives must engage in upward communication, a two-way process in which communication is initiated by the recipient as well as received. This helps ensure that the recipient understands what is being communicated—because unless the recipient “hears,” communication has not taken place. Information and communication are different. Communication has not taken place unless the emitter is sure that the receiver understands what action is to be taken as a result of, say, a conversation or a memo. The most effective way to ensure that real communication has taken place is to ask the receiver to describe what he or she has heard from the conversation, including the demands for required action, and to make sure it is what the emitter wanted to convey.


       2. Budgeting is the most widely used tool of management. Budgets are revenue-and-expenditure plans developed for each unit to help management decide where to apply the financial and human resources of an organization. In estimating revenues and expenses, executives are able to establish communication with each part of the organization and integrate each part’s objectives, plans, and expenditures with the whole of the organization. Budgets, correctly understood and used, are thus major tools for integrating the plans and performance of the organization—upward, downward, and sideways. By holding each unit responsible for the plans and expenditures in the budget, the budgeting process provides a framework for achieving accountability for performance for each unit and person in the organization. Budgeting is thus crucial to the process of managing an organization.
      The budget process provides a forum for evaluating existing markets, products, processes, and programs for continuation. Activities that would not be supported if not already in place are prime candidates for abandonment. So as not to cause chaos each period, a periodic review (sometimes called a zero-based review) of the activities for each unit should be established well in advance. This helps to institutionalize a systematic process of abandonment within the organization.



       3. Creating appropriate measurements and maintaining control are other skills that effective executives must acquire. An organization’s choice of controls indicates to people what is valued and what is desired. Controls are therefore not neutral. They reflect the values of the organization, and they direct behavior. Consequently, controls must focus on results. They should be easy to understand and be considered a resource for the person who is responsible for the work that is being controlled. Controls must also be timely and congruent with goals.


       4. Organizing information for decision making is a skill that managers must acquire. Managers and organizations increasingly must rely on technology to support and guide their organization (e.g., the creation of performance dashboards, or comprehensive metrics, for each position is now not uncommon). The blizzard of data will have to be converted into information that is pertinent for each knowledge worker and executive. This will enhance the ability of managers to expand output per hour for both service and knowledge workers.
      Most important, management, to be effective, must obtain information external to the enterprise. Many, if not most, changes that have transformed enterprises have originated outside the specific industry of the enterprise. This information is not contained in the computers of organizations in a specific industry.
      Creating data networks and knowledge management systems will also be important in order to link databases and create direct access to relevant information across global supply chains.
      Information has to be organized to challenge a company’s strategy. It has to test the company’s assumptions, its theory of the business. This includes testing the company’s assumptions about the environment: society and its structure, the market, the customer, and technology. And information on the environment, where the major threats and opportunities are likely to arise, has become increasingly urgent.




MANAGEMENT TASKS (CHAPTERS 9–11, 24–26, PART 9, CHAPTER 45)

The five tasks of the manager are aimed at implementing the Theory of the Business. The effectiveness with which these tasks are carried out depends on the acquisition of managerial and personal skills.

1. The theory of the business (THOB) is the starting point for setting objectives. Management by objectives (MBO) is a well-defined method of setting objectives to achieve the mission of the organization, as defined in the THOB. MBO involves setting goals and objectives to balance short-range and long-range objectives. These objectives become the basis for organizing the human and capital resources of the firm and for making work assignments.

The MBO process brings together aspects of the management process. For example, to determine mission and objectives, an executive must determine an organization’s theory of the business. And to make sure that an organization is properly implementing its THOB, managers must engage in a communication process, make decisions, use measurements, and use tools of information technology. But management by objectives is not only a technique that executives should learn; it is a genuine philosophy of management.

MBO embodies a process that supports and facilitates teamwork. Communication—upward, downward, and sideways—is essential to setting and accomplishing objectives. Upward communication must be used to ensure that each executive has a clear picture of where the organization is going and how his or her objectives fit into the whole. Most important, when properly employed, MBO relies on a process of self-control and seeks to achieve alignment between individual needs and the goals of the organization. MBO thus seeks to meld individual freedom and responsibility with organizational performance and results. It rests on a high concept of human motivation and behavior. It is the underpinning for a highly-spirited organization.

2. An executive’s responsibility to organize would appear simple on its surface; however, organizing requires analytical skill in order to understand the activities, decisions, and relationships required if the organization is to achieve its mission. Organizing requires that managers classify activities and place them in the organization’s structure according to their contribution to results. Organizing should result in minimizing the number of relationships required for each position to achieve desired performance.

The organization’s structure should allow decisions to be made at the lowest level possible, consistent with minimizing the number of people that must be consulted to make each decision. Managers should seek clarity, simplicity, and economy in their structures, and they should keep to a minimum the number of layers required, because each layer in an organization is a communication link that adds complexity and noise to the decision process.

3. A manager must also motivate and communicate. This requires social skills, trust, a focus on results, and other conditions for a highly spirited organization, which includes providing equitable rewards that balance the merits of the individual with the needs and stability of the group. Motivation comes from thoughtful people decisions, job design, high expectations for performance, and sound decisions on compensation and rewards.

4. To ensure that efforts in the organization are directed toward objectives, a manager must establish yardsticks of performance. Performance in each position is measured in relation to the objectives of the person and those of the organization. Establishing controls and appropriate reporting mechanisms facilitate the process of self-control as well as the processes of developing oneself and others.

5. Managing oneself and one’s career and developing others are becoming more important with the advent of knowledge work, the knowledge economy, and competition brought about by the forces of globalization. Managing oneself requires the individual to establish a process for determining what one is good at (in other words, one’s strengths) and for determining where one’s efforts in one’s work will be the most fruitful, that is, will make the greatest contribution.

Managers must also take responsibility for developing the abilities of subordinates and coworkers around them. This is a key result area for the manager. This process is crucial for cultivating future leaders of an enterprise and for helping employees acquire personal skills that will prepare them for the future. Development is, however, a double-edged process. One cannot develop oneself unless one is actively engaged in the development of others.

PERSONAL SKILLS (PART 10)

Managing oneself requires that the knowledge worker take responsibility for managing his or her career. This requires self-knowledge and self-development.

Knowledge workers face significant new demands.




       1. They have to ask, “Who am I? What are my strengths? How do I work?”


       2. They have to ask, “Where do I belong?”


       3. They have to ask, “What is my contribution?”


       4. They have to take responsibility for their relationships, up and down and sideways.




If one were to take a poll, it is likely that few people would identify themselves as ever having considered topics such as: Am I a listener or reader? How do I learn most effectively? Is my job aligned with my values? What is my plan for continuous learning and self-revitalization? What is my plan for the second half of my life? What do I want to be remembered for?

But these are important issues to settle in order to set the direction of one’s career and one’s life. One must determine where one belongs—in a large or small organization; as a freelancer; in a corporation, government, or a social-sector institution; or perhaps as an executive or a technologist.

People and communication skills are going to be increasingly important for managers of the future as they navigate and negotiate their way through their organizations’ complex system, network, and cellular structures.*

The increased use of technology will have an impact on the productivity of managers and professionals, thus requiring an expansion of personal skills—including the ability to take full advantage of technology tools such as the Internet, mobile electronic devices, and videoconferencing. These skills can enhance one’s ability to collaborate among colleagues and to network across the globe.

SUMMARY

Figure 1 presents a systems view of Drucker on management. It summarizes Drucker’s teachings on management as an organic whole. Managerial skills, personal skills, and managerial tasks must be combined into principles of managerial effectiveness to implement an enterprise’s theory of the business. These principles include the discipline of innovation and entrepreneurship. Management principles must be directed toward developing and maintaining a high spirit of performance, achieving organizational results, and managing social impacts to serve the common good.

Each element of figure 1 is described in this book. Unless otherwise indicated, all chapters in this book are adapted from the works of Peter Drucker and are contained in his numerous books and articles. This book draws upon his entire body of knowledge, which is housed at The Drucker Institute (http://www.thedruckerinstitute.com).










Preface



What will future historians consider the most important event of the twentieth century: The two World Wars? The atomic bomb? The rise of Japan to be the first non-Western great economic power? The information revolution? The demographic revolutions that occurred in the twentieth century—revolutions that have profoundly changed the world’s human landscape and that have no precedents. And I mean not only the quantitative change: the explosive growth of population in the twentieth century and the equally explosive extension of life spans resulting in an aging population in all developed and in most emerging countries. Equally important, indeed perhaps more important, was the qualitative change: the unprecedented transformation of the workforce in all developed countries, from one doing largely unskilled, manual work, to one doing knowledge work.

At the beginning of the twentieth century, ninety out of every hundred people in the working population in every country were manual workers, farmers and their hired hands, domestic servants, factory workers, miners, or construction workers. And life expectancies, especially work-life expectancies, were so low that a majority of working people were disabled well before they reached what was then the threshold of old age, that is, age fifty.

But while the life expectancy of the individual and especially the individual knowledge worker has risen beyond anything anybody could have foretold at the beginning of the twentieth century, the life expectancy of the employing institution has been going down, and is likely to keep going down. Or rather, the number of years has been shrinking during which an employing institution—and especially a business enterprise—can expect to stay successful. This period was never very long. Historically, very few businesses were successful for as long as thirty years in a row. To be sure, not all businesses ceased to exist when they ceased to do well. But the ones that survived beyond thirty years usually entered into a long period of stagnation—and only rarely did they turn around again and once more become successful growth businesses.

Thus, while the life expectancies and especially the working-life expectancies of the individual and especially of the knowledge worker have been expanding very rapidly, the life expectancy of the employing organizations has actually been going down. And—in a period of very rapid technological change, of increasing competition because of globalization, of tremendous innovation—the successful life-expectancies of employing institutions are almost certain to continue to go down. More and more people, and especially knowledge workers, can therefore expect to outlive their employing organizations and to have to be prepared to develop new careers, new skills, new social identities, new relationships, for the second half of their lives.

And now the largest single group in the workforce in all developed countries is knowledge workers rather than manual workers. At the beginning of the twentieth century, knowledge workers in any country, even the most highly developed ones, were very scarce. I doubt that there was any country in which they exceeded 2 or 3 percent of the working population. Now, in the United States, they account for around 33 percent of the working population. By the year 2020, they will account for about the same proportion in Japan and in Western Europe. They are something we have never seen before. These knowledge workers own their means of production, for they own their knowledge. And their knowledge is portable; it is between their ears.

For untold millennia, there were no choices for the overwhelming majority of people in any country. A farmer’s son became a farmer. A craftsman’s son became a craftsman, and a craftsman’s daughter married a craftsman; a factory worker’s son or daughter went to work in a factory. Whatever mobility there was was downward mobility. In the 250 years of Tokugawa rule in Japan, for instance, very few people advanced from being commoners to being samurai—that is, privileged warriors. An enormous number of samurai, however, lost their status and became commoners, that is, moved down. The same was true all over the world. Even in the most mobile of countries, the early twentieth-century United States, upward mobility was still the exception. We have figures from the early 1900s until 1950 or 1955. They show conclusively that at least nine out of every ten executives and professionals were themselves the sons of executives and professionals. Only one out of every ten executives or professionals came from the “lower orders” (as they were then called).

The business enterprise, as it was invented around 1860 or 1870—and it was an invention that had little precedent in history—was such a radical innovation precisely because there was upward mobility within it for a few people. This was the reason why the business enterprise ruptured the old communities—the rural village, the small town, or the craft guild.

But even the business enterprise, as it was first developed, tried to become a traditional community. It is commonly believed—in Japan as well as in the West—that the large Japanese company with its lifetime employment is something that exists only in Japan and expresses specific Japanese values. Apart from the fact that this is historical nonsense—lifetime employment in Japan even for white collar, salaried employees was a twentieth-century invention and did not exist before the end of Meiji (that is, before the twentieth century)—the large business enterprise in the West was not very different. Anyone who worked as a salaried employee for a large company in Germany, Great Britain, the United States, Switzerland, and so on had, in effect, lifetime employment. And even a salaried employee above the entry level in such a company considered himself “a company man” and identified himself with the company. He—and of course in those days they were all men—was a “Siemens Man” in Germany or a “General Electric Man” in the United States. Most of the big companies all over the West, just like the Japanese companies, hired people for only the entrance positions, and they expected them to stay until they died or retired. In fact, the Germans, with their passion for codifying everything, even created a category for such people. They were called “private civil servants” (Privatbeamte). Socially, they ranked below civil servants. But legally, they had the same job security and, in effect, lifetime employment—with the implicit assumption that they, in turn, would be committed to their employer for their entire working life and career. The Japanese company as it was finally formulated in the 1950s or early 1960s was, in other words, simply the most highly structured and most visible expression of the large business enterprise as it had been first developed in the late nineteenth-century and then reached full maturity in the first half of the twentieth century.

The early nineteenth-century business—and even the mid-nineteenth-century business—derived success from low costs. Successfully managing a business meant being able to produce the same commodities everybody else produced but at lower cost. In the twentieth century this then changed to what we now call “strategy” or analysis for the purpose of creating competitive advantage. I may claim to have been the first one to point this out, in a 1964 book called Managing for Results. But by that time a shift was already underway to another basic foundation: knowledge. [I had realized that in 1959—and the first result of this realization was my book The Effective Executive (1966). It was in that book that the shift to the knowledge worker was foreshadowed and its implication for the business first analyzed.]

The knowledge worker, to repeat, differs from any earlier worker in two major aspects. First, the knowledge worker owns the means of production and they are portable. Second, he or she is likely to outlive any employing organization. Add to this that knowledge work is very different in character from earlier forms of work. It is effective only if highly specialized. What makes a brain surgeon effective is that he is a specialist in brain surgery. By the same token, however, he probably could not repair a damaged knee. And he certainly would be helpless if confronted with a tropical parasite in the blood.



This is true for all knowledge work. “Generalists”—and this is what the traditional business enterprise, including the Japanese companies, tried to develop—are of limited use in a knowledge economy. In fact, they are productive only if they themselves become specialists in managing knowledge and knowledge workers. This, however, also means that knowledge workers, no matter how much we talk about “loyalty,” will increasingly and of necessity see their knowledge area—that is, their specialization rather than the employing organization—as what identifies and characterizes them. Their community will increasingly be people who share the same highly specialized knowledge, no matter where they work or for whom.

In the United States, as late as the 1950s or 1960s, when meeting somebody at a party and asking him what he did, one would get the answer, “I work for General Electric” or “for Citibank”—or for some other employing organization. In other words, one would get exactly the same kind of answer in Germany, in Great Britain, in France, and in any other developed country. Today, in the United States, if one asks someone whom one meets at a party, “What do you do?” the answer is likely to be, “I am a metallurgist” or “I am a tax specialist” or “I am a software designer.” In other words, in the United States, at least, knowledge workers no longer identify themselves with an employer. They identify themselves with a knowledge area. The same is increasingly true in Japan, certainly among the younger people.

This is more likely to change the organization of the future, and especially the business enterprise, than technology, information, or e-commerce.

Since 1959, when I first realized that this change was about to happen, I consciously worked at thinking through the meaning of this tremendous change, and especially the meaning for individuals. For not only is it individuals who will have to convert this change into opportunity for themselves, for their careers, for their achievement, for their identification and fulfillment. It is the individual knowledge worker who, in large measure, will determine what the organization of the future will look like and which kind of organization of the future will be successful.

There is as a consequence only one satisfactory definition of management, whether we talk of a business, a government agency, or a nonprofit organization: to make human resources productive. It will increasingly be the only way to gain competitive advantage. Of the traditional resources of the economist—land, labor, and capital—none anymore truly confers a competitive advantage. To be sure, not to be able to use these resources as well as anyone else is a tremendous competitive disadvantage. But every business has access to the same raw materials at the same price. Access to money is worldwide. And manual labor, the traditional third resource, has become a relatively unimportant factor in most enterprises. Even in traditional manufacturing industries, labor costs are no more than 12 or 13 percent of total costs, so that even a very substantial advantage in labor costs (say a 5 percent advantage) results in a negligible competitive advantage except in a very small and shrinking number of highly labor-intensive industries (e.g., knitting woolen sweaters). The only meaningful competitive advantage is the productivity of the knowledge worker. And that is very largely in the hands of the knowledge worker rather than in the hands of management. Knowledge workers will increasingly determine the shape of the successful employing organizations.

What this implies is basically the topic of this book. These are very new demands. To satisfy them will increasingly be the key to success and survival for the individual and enterprise alike. To enable its readers to be among the successes—as executives in their organization, in managing themselves and others—is the primary aim of the revised edition of this book.

I suggest you read one chapter at a time—it is a long book. And then first ask, “What do these issues, these challenges, mean for our organization and for me as a knowledge worker, a professional, an executive?” Once you have thought this through, ask, “What action should our organization and I, the individual knowledge worker and/or executive, take to make the challenges of this chapter into opportunities for our organization and me?”
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Introduction: Management and Managers Defined



Management may be the most important innovation of the twentieth century—and the one most directly affecting the young, educated people in colleges and universities who will be tomorrow’s “knowledge workers” in managed institutions, and their managers the day after tomorrow. But what is management? Why management? How do you define “managers”? What are their tasks, their responsibilities? And how has the study and discipline of management developed to its present state?

When the first business schools in the United States opened around the turn of the twentieth century, they did not offer a single course in management. At about that same time, the word “management” was first popularized by Frederick Winslow Taylor to describe what he had formerly (and more accurately) called “work study” or “task study”; we call it “industrial engineering” today. But when Taylor talked about what we now call “management” and “managers,” he said “the owners” and “their representatives.”

The roots of the discipline of management go back approximately 200 years (see “Note: The Roots and History of Management,” later in this chapter). But management as a function, management as a distinct work, management as a discipline and area of study—these are all products of the twentieth century. And most people became aware of management only after World War II.

Within the life span of today’s old-timers, our society has become a “knowledge society,” a “society of organizations,” and a “networked society.” In the twentieth century, the major social tasks came to be performed in and through organized institutions—business enterprises, large and small; school systems; colleges and universities; hospitals; research laboratories; governments and government agencies of all kinds and sizes; and many others. And each of them in turn is entrusted to “managers” who practice “management.”



WHAT IS MANAGEMENT?

Management and managers are the specific need of all institutions, from the smallest to the largest. They are the specific organ of every institution. They are what holds it together and makes it work. None of our institutions could function without managers. And managers do their own job—they do not do it by delegation from the “owner.” The need for management does not arise just because the job has become too big for any one person to do alone. Managing a business enterprise or a public-service institution is inherently different from managing one’s own property or from running a practice of medicine or a solo law or consulting practice.

Of course, many a large and complex enterprise started from a one-man shop. But beyond the first steps, growth soon entails more than a change in size. At some point (and long before the organization becomes even “fair-sized”), size turns into complexity. At this point “owners” no longer run “their own” businesses even if they are the sole proprietors. They are then in charge of a business enterprise—and if they do not rapidly become managers, they will soon cease to be “owners” and be replaced, or the business will go under and disappear. For at this point, the business turns into an organization and requires for its survival different structure, different principles, different behavior, and different work. It requires managers and management.

Legally, management in the business enterprise is still seen as a delegation of ownership. But the doctrine that already determines practice, even though it is still only evolving in law, is that management precedes and even outranks ownership. The owner has to subordinate himself to the enterprise’s need for management and managers. There are, of course, many owners who successfully combine both roles, that of owner-investor and that of top management. But if the enterprise does not have the management it needs, ownership itself is worthless. And in enterprises that are big or that play such a crucial role as to make their survival and performance matters of national concern, public pressure or governmental action will take control away from an owner who stands in the way of management. Thus the late Howard Hughes was forced by the United States government in the 1950s to give up control of his wholly owned Hughes Aircraft Company, which produced electronics crucial to U.S. defense. Managers were brought in because he insisted on running the company as “owner.” Similarly the German government in the 1960s put the faltering Krupp company under autonomous management, even though the Krupp family owned 100 percent of the stock.

The change from a business that the owner-entrepreneur can run with “helpers” to a business that requires management is a sweeping change. It requires the application of basic concepts, basic principles, and individual vision to the enterprise.



One can compare the two kinds of business to two different kinds of organism: the insect, which is held together by a tough, hard skin, and the vertebrate animal, which has a skeleton. Land animals that are supported by a hard skin cannot grow beyond a few inches in size. To be larger, animals must have a skeleton. Yet the skeleton has not evolved out of the hard skin of the insect; for it is a different organ with different antecedents. Similarly, management becomes necessary when an organization reaches a certain size and complexity. But management, while it replaces the “hard-skin” structure of the owner-entrepreneur, is not its successor. It is, rather, its replacement.

When does a business reach the stage at which it has to shift from “hard skin” to “skeleton”? The line lies somewhere between 300 and 1,000 employees in size. More important, perhaps, is the increase in complexity. When a variety of tasks all have to be performed in cooperation, synchronization, and communication, an organization needs managers and management. One example would be a small research lab in which twenty to twenty-five scientists from a number of disciplines work together. Without management, things go out of control. Plans fail to turn into action. Or worse, different parts of the plans get going at different speeds, different times, and with different objectives and goals. The favor of the “boss” becomes more important than performance. At this point the product may be excellent, the people able and dedicated. The boss may be—and often is—a person of great ability and personal power. But the enterprise will begin to flounder, stagnate, and soon go downhill unless it shifts to the “skeleton” of managers and management structure.

The word “management” is centuries old. Its application to the governing organ of an institution and particularly to a business enterprise is American in origin. “Management” denotes both a function and the people who discharge it. It denotes a social position and authority, but also a discipline and a field of study.

Even in American usage, “management” is not an easy term, for institutions other than business do not always speak of management or managers. Universities or government agencies have administrators, as have hospitals. Armed services have commanders. Other institutions speak of executives, and so on.

Yet all these institutions have in common the management function, the management task, and the management work. All of them require management. And in all of them, management is the effective, the active organ.

Without the institution, there would be no management. But without management, there would be only a mob rather than an institution. The institution is itself an organ of society and exists only to contribute a needed result to society, the economy, and the individual. Organs, however, are never defined by what they do, let alone by how they do it. They are defined by their contribution. And it is management that enables the institution to contribute.



Management is tasks. Management is a discipline. But management is also people. Every achievement of management is the achievement of a manager. Every failure is a failure of a manager. People manage rather than “forces” or “facts.” The vision, dedication, and integrity of managers determine whether there is management or mismanagement.

WHO ARE THE MANAGERS?

Most people when asked what they mean by “manager” will reply, “a boss.” But when the sign over the shoeshine stand in an airport reads “John Smith, Manager,” everybody knows that this means that Mr. Smith is not the boss, but a hired hand with a minimum of authority and a salary just above that of the workers who shine the shoes.

Early in the history of management a manager was defined as someone who is “responsible for the work of other people.” This definition distinguished the manager’s function from that of the owner. It made clear that managing was a specific kind of work that could be analyzed, studied, and improved systematically. The definition focused on the essentially new, large, and permanent organization emerging to perform the economic tasks of society.

Yet, the definition is not at all satisfactory. In fact, it never was. From the beginning, there were people in the enterprise, often in responsible positions, who were clearly management and yet did not “manage,” that is, were not responsible for the work of other people. The treasurer of a company, the person responsible for the supply and use of money in the business, may have subordinates and in that sense be a manager in terms of the traditional definition. But clearly, the treasurer alone does most of the treasurer’s job—working with the company’s underwriters, with the financial community, and so on. The treasurer is an “individual contributor” rather than a manager. But treasurers are executives in that they contribute directly to the results of the enterprise and they are members of top management. Also, the definition focuses on the tools for a task rather than on the task itself. The person in charge of market research in a company may have a large number of subordinates and is thus a manager in the traditional sense. But it really makes no difference to his or her function and contribution whether there is a large staff, a small staff, or no staff at all. The same contribution, in terms of market research and market analysis, can well be made by a person to whom no one reports.

In fact, the market researcher may even make a greater contribution when not forced to spend a great deal of time with subordinates and on their work. He or she may thus make market research more effective in the business, better understood by management associates, and more firmly built into the company’s basic business decisions.



The most rapidly growing group in today’s organizations is composed of people who are management in the sense of being responsible for contribution to and results of the enterprise but who are not responsible for the work of other people. They are individual professional contributors of all kinds who work by themselves (perhaps with an assistant and a secretary) and yet have an impact on the company’s wealth-producing capacity, the direction of its business, and its performance. They are executives, because they bear executive responsibility, yet they are not responsible for the work of other people.

Such people are not to be found only in technical research work, though it was here that they first emerged as a distinct group. The senior chemist in the laboratory has major responsibility and makes major decisions, many of them irreversible in their impact. But so does the person who works out and thinks through the company’s organizational structure and designs managerial jobs. Here also belongs the senior cost accountant who determines the definition and allocation of costs. By defining the measurements for management, he or she, in effect, largely decides whether a certain product will be kept or will be abandoned. Other people in this same category are the people charged with the development and maintenance of quality standards for a company’s products, the woman working on the distributive system through which the company’s products are being brought to the market, and the advertising director, who may be responsible for the basic promotion policy of a company, its advertising message, the media it uses, and the measurements of advertising effectiveness.

The traditional definition of “management” is responsible for the fact that the individual professional contributor presents a problem within the structure and a problem to himself. His or her title, pay, function, and career opportunities are confused, ambiguous, and a cause of dissatisfaction and friction. Yet the number of these career professionals is increasing fast.

THE NEW DEFINITION OF A MANAGER

What really defines a manager? Who should be considered management? The first attempt at answering these questions, made in the early 1950s, merely supplemented the old definition of the manager by recognizing the “individual professional contributor” and calling for “parallel paths of opportunity” for both. This made it possible to pay properly for advanced “professional” work rather than have higher pay dependent on promotion into a position of responsibility for the work of others.

Yet this formula has not fully solved the problem. The organizations that have adopted it report that individual professional contributors are only slightly less dissatisfied than they were before. They remain convinced that true opportunities for advancement still exist primarily within the administrative structure, and that one has to become a “boss” to “get ahead.” Above all, the separation of the managerial world into two groups serves to emphasize the inferiority of those who do their own work as compared with those responsible for the work of others. The emphasis is still on power and authority rather than on responsibility and contribution.

Any analysis that does not start out from the traditional definition but instead looks at the work itself will come to the conclusion that the traditional definition of a manager as “one responsible for the work of others” emphasizes a secondary, rather than a primary, characteristic.

As we will see a little later, one can divide the work of a manager into planning, organizing, integrating, measuring, and developing people. Career professionals, knowledge workers—for example, a market researcher who works alone or a senior cost accountant—also have to plan, to organize, and to measure results against objectives and expectations. What they do and how they do it has a considerable impact on how people develop, especially if they also act as teachers to others in the organization. Career professionals also have to integrate their work with the work of other people in the organization. Above all, if they are to have results, they have to integrate “sideways,” that is, with people in other areas and functions who have to put their work to use.

The traditional definition of the manager focuses on “integrating downward,” that is, on integrating the work of subordinates. But even for managers who have subordinates, “sideways” relationships with people over whom they have no supervisory authority are usually at least as important in the work and are usually more important in terms of decision and information. The district sales manager has to work closely with the operations scheduler, sales analyst, and cost accountant—and they, in turn, have to work closely with the district sales manager. Most of the day-to-day decisions these people have to make are decisions that affect their “peers” rather than their subordinates. Integrating, in other words, is important because people work in organizations and with other people rather than because they have subordinates.

The essence of the job of the first-line supervisor in plant or office—the supervisor on the assembly line or the supervisor of the processing room for policies in the insurance company—is indeed the management of people. But then, the first-line supervisor is only marginally a “manager”—which is the reason why first-line supervision presents so many “problems.” First-line supervisors, whether in the factory or in the office, are not commonly expected to plan and to organize, or to take much responsibility for their contribution and results. Thus they are not managers. They are expected to deliver according to objectives set for them by others. In the typical mass-production plant, this is all the supervisor possibly can or should do.

It would, therefore, seem appropriate to stress that the first criterion in identifying those people within an organization who have management responsibility is not command over people. It is responsibility for contribution. Function rather than power has to be the distinctive criterion and the organizing principle.

But what should these people be called? Many organizations have experimented with new definitions or have tried to give old terms a new meaning. Perhaps the best thing is not to coin a new term but to follow popular usage that speaks of the “management group,” all of whom have executive responsibility for contribution. Within the management group there will be people whose function includes the traditional managerial function, responsibility for the work of others. There will be others who do not carry this responsibility within their specific assignment. And there will be a third group, somewhat ambiguous and in between: people whose job is that of a team leader or task-force captain, or people who combine the function of adviser to top management with supervisory and administrative responsibilities over a staff in a given area. Managers will move into situations where they are not superiors, and career professionals will sometimes serve as task-force leaders.

This is not a neat, let alone a perfect, solution. In every organization there are people who are true specialists and who, though they are anything but rank-and-file workers, do not see themselves as part of management either. Their allegiance is to their technical or professional skill, rather than to their organization. The psychologist within a human resources department would prefer to be thought of as a professional—that is, a member of the world of a particular academic specialty—rather than as an executive of this or that organization (or even as a faculty member of this or that university). And so does the software design specialist.

Nevertheless, this definition enables us to call “manager” all the people who perform management tasks, whether or not they have power over others.

WHAT DO MANAGERS DO?

Most managers spend most of their time on things that are not “managing.” A sales manager makes a statistical analysis or handles an important customer. A manufacturing manager designs a new plant layout or tests new materials. A company president works through the details of a bank loan or negotiates a big contract—or spends hours presiding at a dinner in honor of longtime-service employees. All these pertain to a particular function. All are necessary and have to be done well. But they are apart from the work that is common to all managers, whatever their function or activity, rank or position. We can apply to the job of manager the systematic analysis of “scientific management.” We can isolate that which a person does because he or she is a manager. We can divide the work into its constituent operations. And everybody can improve his or her performance as a manager by improving performance of these activities.

There are five basic operations in the work of the manager. Together they result in the integration of resources into a viable, growing organism.



A manager, in the first place, sets objectives. He or she determines what the objectives should be. She determines what the goals in each area of objective should be. She decides what has to be done to reach these objectives. She makes the objectives effective by communicating them to the people whose performance is needed to attain them.

Second, a manager organizes. He or she analyses the activities, decisions, and relations needed. He classifies the work. He divides it into manageable activities and further divides the activities into manageable jobs. He groups these units and jobs into an organization structure. He or she selects people for the management of these units and for the jobs to be done.

Third, a manager motivates and communicates. He makes a team out of the people that are responsible for various jobs. He does that in his own relations to the people with whom he works. He does it through his “people decisions” on pay, placement, and promotion. And he does it through constant communication, to and from his subordinates, and to and from his superior, and to and from his colleagues. This is the manager’s integrating function.

The fourth basic element in the work of the manager is measurement. The manager establishes targets and yardsticks—and few factors are as important to the performance of the organization and of every person in it. He or she sees to it that each person has measurements available that are focused on the performance of the whole organization and that, at the same time, focus on the work of the individual. The manager analyzes, appraises, and interprets performance. As in all other areas of this work, he or she communicates the meaning of the measurements and their findings to subordinates, superiors, and colleagues.

Fifth, and finally, a manager develops people, including himself or herself. This task, which in this age of knowledge takes on even greater importance, occupies an entire section in this book.

Every one of these categories can be divided further into subcategories, and each of the subcategories could be discussed in a book of its own. Moreover, every category requires different qualities and qualifications.

Setting objectives, for instance, is a problem of achieving balances: a balance between organization results and realization of the principles one believes in; a balance between the immediate needs of the business and those of the future; a balance between desirable ends and available means. Setting objectives clearly requires analytical and synthesizing ability.

Organizing, too, requires analytical ability. For it demands the most economical use of scarce resources. But it deals with human beings and, therefore, stands under the principle of justice and requires integrity. Both analytical ability and integrity are similarly required for the development of people, but there is also a need for human perception and insight.



The skill needed for motivation and communication is primarily social. Instead of analysis, integration and synthesis are needed. Justice dominates as the principle; economy is secondary. And integrity is of much greater importance than analytical ability.

Measuring requires, first and foremost, analytical ability. But it also demands that measurement be used to make self-control possible, rather than abused to control people from the outside and above—that is, to dominate them. It is the common violation of this principle that largely explains why measurement is the weakest area in the work of the manager today. For example, measurements are sometimes used as a weapon of an internal secret police that supplies audits and critical appraisals of a manager’s performance to the boss without even sending a copy to the appraised manager. As long as measurements are abused as a tool of control, measuring will remain the weakest area in the manager’s performance.

Setting objectives, organizing, motivating and communicating, measuring, and developing people are formal, classifying categories. Only a manager’s experience can bring them to life and make them concrete and meaningful. But because they are formal, they apply to every manager and to everything he or she does as a manager. They can, therefore, be used by all managers to appraise their own skill and performance and to work systematically on improving themselves and their performance.

Being able to set objectives does not make a manager, any more than the ability to tie a small knot in a confined space makes a surgeon. But without the ability to set objectives, a person cannot be an adequate manager; just as no one can do good surgery without tying small knots. And as a surgeon becomes a better surgeon by improving the knot-tying skill, so a manager becomes a better manager by improving skill and performance in all categories of the work.

THE MANAGER’S RESOURCE: PEOPLE

The manager works with a specific resource: people. And the human being is a unique resource, requiring particular qualities in whoever attempts to work with it.

“Working” with the human being always means developing him or her. The direction that this development takes decides whether the human being—both as a person and as a resource—will become more productive or cease, ultimately, to be productive at all. This applies, as cannot be emphasized too strongly, not alone to the person who is being managed but also to the manager. Whether he or she develops subordinates in the right direction, helps them to grow and become bigger and richer persons, will directly determine whether he or she will develop, will grow or wither, become richer or become impoverished, improve or deteriorate.

One can learn certain skills in managing people—for instance, the skill to lead a conference or to conduct an interview. One can set down practices that aid development—in the structure of the relationship between manager and subordinate, in a promotion system, in the rewards and incentives of an organization. But when all is said and done, developing people still requires a basic quality in the manager that cannot be created by supplying skills or by emphasizing the importance of the task. It requires integrity of character.

There is tremendous stress these days on liking people, helping people, getting along with people, as qualifications for a manager. These alone are never enough. In every successful organization there are bosses who do not like people, who do not help them, and who do not get along with them. Cold, unpleasant, demanding, they often teach and develop more people than anyone else. They command more respect than the most likable person ever could. They demand exacting workmanship of themselves and other people. They set high standards and expect that they will be lived up to. They consider only what is right and never who is right. And though often themselves persons of brilliance, they never rate intellectual brilliance above integrity in others. The manager who lacks these qualities of character—no matter how likable, helpful, or amiable, no matter, even, how competent or brilliant—is a menace who is unfit to be a manager.

What a manager does can be analyzed systematically. What a manager has to be able to do can be learned. But there is one qualification the manager cannot acquire but must bring to the task. It is not genius: it is character.

MANAGEMENT: A PRACTICE, NOT A SCIENCE

During the years since the 1930s, every developed country has become a society of institutions. Every major social task—whether economic performance or health care, education or the protection of the environment, the pursuit of new knowledge or defense—is today being entrusted to organizations, designed for long life and managed by their own managements. On the performance of these institutions, the performance of modern society—if not the very survival of its members—increasingly depends. The performance and the survival of the institution depend on the performance of management.

The individual has a direct stake in the performance of managers and management. Nine out of every ten of the people who go to college beyond high school go to work as employees in organizations. Their effectiveness and performance, their satisfaction, their achievement, and their growth as human beings largely depend on the performance of management in the employing institution. And a good many of these “knowledge workers” will themselves become managers, so their own capacity to perform and to achieve will depend on their knowledge of management and on their skill as practitioners of management.

In view of this, it would be comforting to be able to speak of management as a “science.” But, in fact, we can only do harm by believing that management can ever fully be a science.



To be sure, the work of the manager can be systematically analyzed and classified. There are, in other words, distinct professional features and a scientific aspect to management. Management is not just a matter of experience, hunch, or native ability. Its elements and requirements can be analyzed, organized systematically, and learned by anyone with normal intelligence. Altogether this entire book is based on the proposition that the days of the “intuitive” manager are numbered. This book assumes that managers can improve their performance in all areas of management and at all levels of management—from the trainee position to the level of the chief executive officer of the giant multinational corporation—through the systematic study of principles, the acquisition of organized knowledge, and the continuing analysis of performance in all areas of work. Nothing can contribute so much to skill, to effectiveness, and to performance as a manager. And underlying this theme is the conviction that the impact of the manager on modern society and its citizens is so great as to require of the manager the self-discipline and the high service standards of the true professional.

And yet, the ultimate test of management is performance. Achievement rather than knowledge remains, of necessity, both aim and proof. Management is a practice rather than a science or a profession, though containing elements of both. Only damage to society and the economy could result from the attempt to “professionalize” management by limiting access to management to people with a special academic degree. The end would be the replacement of managers by bureaucrats and the stifling of innovation, entrepreneurship, and creativity.

Anyhow, we still know far too little to put management into the straitjacket of a “science” or to make the practice of management into a licensed professional monopoly. For the study of management is no older than management itself—and that means that it has barely begun.

But we do know a good deal—though, as this book will make clear, the areas of ignorance and searching exceed the areas in which we have truly firm, truly tested knowledge, and the “right answer.”

We know, first, a good many things that, however plausible they may seem, do not work in the practice of management. We further know that management is not confined to one country or to one culture. Indeed, over a century ago when the first managed institutions arose—the transcontinental railroad in America, for instance—management as a practice and management as a discipline were tackled by people of many nationalities. In the years following World War II it sometimes seemed to many observers that management was an American invention. This was a mistake—and shortly proven to be such by the rapid recovery of Western Europe and Japan. The management function, the work of management, its tasks and its dimensions, are universal and do not vary from country to country. But the way the work is done is strongly influenced by national traits, national traditions, national history—and sometimes determined by them, as in such important areas as the relationship between government and business, the dos and don’ts in managing people, or the structure of top management.

Management is a social function, embedded both in a tradition of values, customs, and beliefs, and in governmental and political systems. Management is—and should be—culture-conditioned; in turn, management and managers shape culture and society. Thus, although management is an organized body of knowledge and, as such, applicable everywhere, it is also culture. It is not “value-free” science.

Above all we know that managers practice management. They do not practice economics. They do not practice quantification. They do not practice behavioral science. These are tools for managers. But they no more practice economics than a physician practices blood testing. They no more practice behavioral science than a biologist practices the microscope. They no more practice quantification than a lawyer practices precedents. Managers practice management.

Thus, there are specific managerial skills that pertain to management, rather than to any other discipline. One of these is communication within organizations. Another is the making of decisions under conditions of uncertainty. And there is also a specific entrepreneurial skill: strategic planning.

As a specific discipline, management has its own basic problems, its own specific approaches, its own distinct concerns. A manager who understands the discipline of management will still be an effective—perhaps even first-rate—manager with no more than minimum competence in managerial skills and tools. A person who knows only the skills and techniques, without understanding the fundamentals of management, is not a manager but merely a technician.

Management is a practice rather than a science. In this, it is comparable to medicine, law, and engineering. It is not knowledge but performance. Furthermore, it is not the application of common sense, or leadership, let alone financial manipulation. Its practice is based both on knowledge and on responsibility.

NOTE: THE ROOTS AND HISTORY OF MANAGEMENT

Some recent writings on management give the impression that their authors consider management to be an invention of the years since World War II, and an American invention at that. True, before World War II interest in and study of management was confined to small groups—the popular interest in management as a discipline and a field of study is fairly recent. But management, both as a practice and as a field of study, has a respectable history, in many different countries, going back almost two centuries.

When the early economists—from Adam Smith (1723–1790) to Karl Marx (1818–1883)—did their work, management did not exist. To them, the economy was impersonal and governed by objective economic forces. As a modern spokesman for the classical tradition, the Anglo-American Kenneth Boulding (1910–1993), phrased it: “Economics deals with the behavior of commodities, rather than with the behavior of men.” Or, as with Marx, impersonal laws of history were seen to dominate. Humanity can only adapt. It can, at best, optimize what the economy makes possible; at worst, it impedes the forces of the economy and wastes resources. The last of the great English classical economists, Alfred Marshall (1842–1924), did add management to the factors of production, land, labor, and capital. But this was a halfhearted concession. Management was still not a central factor.

From the beginning there was, however, a different approach that put the manager into the center of the economy and that stressed the managerial task of making resources productive. J. B. Say (1767–1832), the brilliant French economist, was an early follower of Adam Smith. But in his own works, the pivot is not the factors of production. It is the entrepreneur—a word Say coined—who directs resources from less productive into more productive investments and who thereby creates wealth. Say was followed by the “utopian socialists” of the French tradition, notably Francois Fourier (1772–1837) and that eccentric genius the Comte de Saint-Simon (1760–1825). At that time there were no large organizations and no managers, but both Fourier and Saint-Simon anticipated developments and “discovered” management before it actually came into being. Saint-Simon, in particular, saw the emergence of organization. And he saw the task of making resources productive and of building social structures. He saw managerial tasks.

It is for their stress on management as a separate and distinct force, and one that can act independently of the factors of production as well as the laws of history, that Marx vehemently denounced the French. But it is the French—and above all Saint-Simon—who, in effect, laid down the basic approaches and the basic concepts on which every socialist economy has actually been designed. No matter how much the socialists today invoke the name of Marx, their spiritual ancestor is Saint-Simon.

In America, too, management was early seen as central. Alexander Hamilton (1757–1804), in his famous “Report on Manufactures,” started out with Adam Smith, but then Hamilton gave emphasis to the constructive, purposeful, and systematic role of management. He saw in management, rather than in economic forces, the engine of economic and social development; and in organization, the carrier of economic advance. Following him, Henry Clay (1777–1852), with his famous “American system,” produced what might be called the first blueprint for systematic economic development.

A little later, an industrialist in Scotland, Robert Owen (1771–1858), actually became the first manager. In his textile mill, Owen, in the 1820s, first tackled the problems of productivity and motivation, or the relationship of worker to work or worker to enterprise and of worker to management—to this day key questions in management. With Owen, the manager emerges as a real person. But it was a long time before Owen had successors.

THE EMERGENCE OF LARGE-SCALE ORGANIZATION

What had to happen first was the rise of large-scale organization. This occurred simultaneously—around 1870—in two places. In North America the transcontinental railroad emerged as a managerial problem. On the continent of Europe, the “universal bank”—entrepreneurial in aim, national in scope, and with multiple headquarters—made obsolescent traditional structures and concepts and required management.

One response was given by Henry Towne (1844–1924) in the United States, especially in his paper The Engineer as Economist. Towne outlined what might be called the first program for management. He raised basic questions: effectiveness as against efficiency; organization of the work as against the organization of workers; value set in the marketplace and by the customer as against technical accomplishment. With Towne begins the systematic concern with the relationship between the tasks of management and the work of management.

At roughly the same time, in Germany, Georg Siemens (1839–1901), in building the Deutsche Bank into the leading financial institution of continental Europe, first designed an effective top management, first thought through the top-management tasks, and first tackled the basic problems of communications and information in the large organization.

In Japan, Eiichi Shibusawa (1840–1931), a statesman turned business leader, in the 1870s and 1880s first raised fundamental questions regarding the relationship between business enterprise and national purpose, and between business needs and individual ethics. He tackled management education systematically. Shibusawa first envisioned the professional manager. Japan’s rise to economic leadership in this century is largely founded on Shibusawa’s thought and work.

A few decades later, in the years before and after the turn of the twentieth century, all the major approaches to modern management were fashioned. Again the developments occurred independently in many countries.

In the 1880s, Frederick Winslow Taylor (1856–1915), a self-taught American engineer, began the study of work. It is fashionable today to look down on Taylor for his outdated psychology, but Taylor was the first person in history who did not take work for granted, but looked at it and studied it. His approach to work is still the basic foundation. And, although Taylor in his approach to the worker was clearly a man of the nineteenth century, he started out with social rather than engineering or profit objectives. What led Taylor to his work and provided his motivation throughout was, first, the desire to free the worker from the burden of heavy toil, destructive of body and soul. And then it was the hope to make it possible to give the laborer a decent livelihood through increasing the productivity of work.

Around the same time in France, Henri Fayol (1841–1925), head of a coal mine that for its time was a very large company, first thought through organization structure and developed the first rational approach to the organization of enterprise: the functional principle. In Germany, Walter Rathenau (1867–1922), whose early training had been in a large company, asked, “What is the place of the large enterprise in a modern society and in a modern nation? What impact does it have on both? And what are its fundamental contributions and its fundamental responsibilities?” Most of the present questions concerning the social responsibilities of business were first raised and thought through by Rathenau in the years before World War I. Also in Germany, at the same time, the new discipline of Betriebswissenschaft (literally, the science of enterprise) was developed by such men as Eugen Schmalenbach (1873–1955). The management sciences developed since—managerial accounting, operations research, decision theory, and so on—are largely extentions (though, in the main, unconscious ones) of the Betriebswissenschaft of those years before World War I. And in America, German-born Hugo Muensterberg (1863–1916) first tried to apply the social and behavioral sciences, and especially psychology, to modern organization and management.

THE FIRST MANAGEMENT BOOM

After World War I there came what might be called the first management boom. It was sparked primarily by two of the most highly respected statesmen of the period, the American Herbert Hoover (1874–1964) and the Czech Thomas G. Masaryk (1850–1937). Hoover, a Quaker engineer, had vaulted to worldwide prominence by applying principles of management to the first massive foreign-aid operation in history. He planned the feeding of hundreds of thousands of starving people: first, before America’s entry into World War I, in his Belgian Relief Operation, and then, after the end of World War I, in the relief operations in Central and Eastern Europe. But it was Masaryk, a historian who had become the first president of the new Czech Republic, who conceived the idea that management would be able to restore the economies of Europe after their destruction by war—an idea that then found its realization twenty-five years later in the Marshall Plan after World War II. These two men founded the international management movement and tried to mobilize management as a major social force.

But the period between the two World Wars was not congenial to such an idea. It was a period of stagnation, a period in which the highest goal that any national government or any economy—except that of the United States—could conceive was a return to what had been. It rapidly became a world in which mounting political, social, and economic tensions paralyzed will as well as vision.



THE WORK OF THE 1920s AND 1930s

The first management boom fizzled out. Its high hopes were replaced by frustration. Yet behind the apparent stagnation, work went on. It was in those years that the foundations for the sweeping management boom of the post–World War II period were put in place.

In the early 1920s, Pierre S. du Pont (1870–1954) at the Du Pont Company, followed by Alfred P. Sloan, Jr., (1875–1966) at General Motors, first developed the organization principle for the new “big business”—the principle of decentralization. Du Pont and, even more, Sloan also first developed systematic approaches to business objectives, to business strategy, and to strategic planning. Also, in the United States, Sears, Roebuck and Company—led first by Julius Rosenwald (1862–1932) and then by Robert E. Wood (1879–1969)—built the first business to be based on the marketing approach. In Europe shortly thereafter, the architects of the Dutch-English merger that resulted in the Unilever companies designed what may well be to this day the most advanced structure for the multinational corporation and also came to grips with the problem of multinational business planning and multinational marketing.

The discipline of management was also further developed. In the United States there were the successors to Taylor, the husband-and-wife team of Frank and Lillian Gilbreth (1868–1924, 1878–1972) and Henry L. Gantt (1861–1919). In Great Britain, Ian Hamilton (1853–1947), reflecting on his experiences as a military leader during World War I, realized the need to balance formal structure with policies that give “soul” to an organization. Two Americans, Mary Parker Follett (1868–1933) and Chester Barnard (1886–1961), first studied the process of decision making in organizations, the relationships between formal and informal organizations, and the role and function of the executive. Cyril Burt (1883–1972) in England and the Australian Elton Mayo (1880–1949), working at Harvard, developed the disciplines of, respectively, industrial psychology and human relations and applied each to enterprise and management.

Management as a discipline also began to be taught in the interwar years. The Harvard Business School first began in the 1930s to teach courses in management—though still mainly in production management. And at the same time, the Massachusetts Institute of Technology started advanced management work with young executives in mid-career.

The American James McKinsey (1889–1937) and the Englishman Lyndall F. Urwick (1891–1983) started management consulting, that is, consulting no longer confined to technical problems but dealing with fundamental management concerns, such as business policy and management organization. Urwick also classified and codified the work on the structure of management and on the function of the executive that had been done until that time.



SUMMARY

In the twentieth century our society became a society of organizations. Organizations depend on managers—are built by managers, directed and held together by managers, and made to perform by managers. Once an organization grows beyond a very small size, it needs managers who practice professional management. This means management grounded in a discipline and informed by the objective needs of the organization and of its people, rather than management based on ownership or on political appointment. Every organization needs people managers who do the specific work of management: planning, organizing, integrating, measuring, and developing people. It needs managers who take responsibility for contribution. Responsibility for contribution, rather than rank or title or command over people, defines the manager. And integrity rather than genius is the manager’s basic requirement.
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Management as a Social Function and Liberal Art



In the 1850s, when Karl Marx was beginning to work on Das Kapital the phenomenon of management was unknown. So were the enterprises that managers run. The largest manufacturing company around was a Manchester, England, cotton mill employing fewer than 300 people and owned by Marx’s friend and collaborator, Friedrich Engels. And in Engels’s mill—one of the most profitable businesses of its day—there were no “managers,” only “charge hands” who, themselves workers, enforced discipline over a handful of fellow “proletarians.”

Rarely in human history has any institution emerged as quickly as management or had as great an impact so fast. In less than 150 years, management has transformed the social and economic fabric of the world’s developed countries. It has created a global economy and set new rules for countries that would participate in that economy as equals. And it has itself been transformed. Few executives are aware of the tremendous impact management has had. Indeed, a good many are like M. Jourdain, the character in Le Bourgeois Gentilhomme, the Molière play, who did not know that he spoke prose. They barely realize that they practice—or mispractice—management. As a result, they are ill-prepared for the tremendous challenges that now confront them. The truly important problems managers face do not come from technology or politics. They do not originate outside management and enterprise. They are problems caused by the very success of management itself.

To be sure, the fundamental task of management remains the same: to make people capable of joint performance through common goals, common values, the right structure, and the training and development they need to perform and to respond to change. But the very meaning of this task has changed, if only because the performance of management has converted the workforce from one composed largely of unskilled laborers to one of highly educated knowledge workers.



MANAGEMENT AS THE AGENT OF TRANSFORMATION

On the threshold of World War I, a few thinkers were just becoming aware of management’s existence. But few people, even in the most advanced countries, had anything to do with “management.” Now the largest single group in the labor force, more than one-third of the total, are people whom the U.S. Bureau of the Census calls “managerial and professional.” Management has been the main agent of this transformation.

Management explains why, for the first time in human history, we can employ large numbers of knowledgeable, skilled people in productive work. No earlier society could do this. Indeed, no earlier society could support more than a handful of such people. Until quite recently, no one knew how to put people with different skills and knowledge together to achieve common goals.

Eighteenth-century China was the envy of contemporary Western intellectuals because it supplied more jobs for educated people than did all of Europe—some 20,000 per year. Today the United States, with about the same population China then had, graduates more than one million college students a year, few of whom have the slightest difficulty finding well-paid employment. Management enables us to employ them.

Knowledge, especially advanced knowledge, is always specialized. By itself it produces nothing. Yet a modern business, and not only the largest ones, may employ up to 10,000 highly knowledgeable people who represent up to sixty different knowledge areas. Engineers of all sorts, designers, marketing experts, economists, statisticians, psychologists, planners, accountants, human resources people—all working together in a joint venture. None would be effective without the managed enterprise.

There is no point in asking which came first: the educational explosion of the last hundred years or the management that put this knowledge to productive use. Modern management and modern enterprise could not exist without the knowledge base that developed societies have built. But equally it is management, and management alone, that makes effective all this knowledge and these knowledgeable people. The emergence of management has converted knowledge from social ornament and luxury into the true capital of any economy.

Not many business leaders could have predicted this development back in 1870, when large enterprises were first beginning to take shape. The reason was not so much lack of foresight as lack of precedent. At that time, the only large permanent organization around was the army. Not surprisingly, therefore, its command-and-control structure became the model for the men who were putting together transcontinental railways, steel mills, modern banks, and department stores. The command model, with a very few at the top giving orders and a great many at the bottom obeying them, remained the norm for nearly one hundred years. But it was never as static as its longevity might suggest. On the contrary, it began to change almost at once, as specialized knowledge of all sorts poured into enterprise.

The first university-trained engineer in manufacturing industry was hired by Siemens in Germany in 1867; his name was Friedrich von Hefner-Alteneck. Within five years he had built a research department. Other specialized departments followed suit. By World War I the standard functions of a manufacturer had been developed: research and engineering, manufacturing, sales, finance and accounting, and, a little later, human resources (or personnel).

Even more important for its impact on enterprise—and on the world economy in general—was another management-directed development that took place at this time. That was the application of management to manual work in the form of training. The child of wartime necessity, training has propelled the transformation of the world economy in the last sixty years because it allows low-wage countries to do something that traditional economic theory had said could never be done: to become efficient—and yet still low-wage—competitors almost overnight.

Adam Smith reported that it took several hundred years for a country or region to develop a tradition of labor and the expertise in manual and managerial skills needed to produce and market a given product, whether cotton textiles or violins.

During World War I, however, large numbers of unskilled, preindustrial people had to be made productive workers in practically no time. To meet this need, businesses in the United States and the United Kingdom began to apply “scientific management”—developed by Frederick W. Taylor between 1885 and 1910 and outlined in his book of that title—to the systematic training of blue-collar workers on a large scale. They analyzed tasks and broke them down into individual, unskilled operations that could then be learned quite quickly. Further developed in World War II, training was then picked up by the Japanese and, twenty years later, by the South Koreans, who made it the basis for their countries’ phenomenal development.

During the 1920s and 1930s, management was applied to many more areas and aspects of the manufacturing business. Decentralization, for instance, arose to combine the advantages of bigness and the advantages of smallness within one enterprise. Accounting went from “bookkeeping” to analysis and control. Planning grew out of the “Gantt charts” designed in 1917 and 1918 to plan war production, and so did the use of analytical logic and statistics, which use quantification to convert experience and intuition into definitions, information, and diagnosis. Marketing evolved as a result of applying management concepts to distribution and selling. Moreover, as early as the mid 1920s and early 1930s, some American management pioneers—Thomas Watson, Sr., at the fledgling IBM, Robert E. Wood at Sears, Roebuck, and Elton Mayo at the Harvard Business School among them—began to question the way manufacturing was organized. They concluded that the assembly line was a short-term compromise. Despite its tremendous productivity, it was poor economics because of its inflexibility, poor use of human resources, even poor engineering. They began the thinking and experimenting that eventually led to “automation” as the way to organize the manufacturing process, and to teamwork, quality circles, and the information-based organization as the way to manage human resources. Every one of these managerial innovations represented the application of knowledge to work—the substitution of system and information for guesswork, brawn, and toil. Every one, to use Frederick Taylor’s terms, replaced “working harder” with “working smarter.”

The powerful effect of these changes became apparent during World War II. To the very end, the Germans were by far the better strategists. Having much shorter interior lines, they needed fewer support troops and could match their opponents in combat strength. Yet the Allies won—their victory achieved by management. The United States had one-fifth the population of all the other belligerents together and almost the same proportion of men in uniform, yet it produced more war materiel than all the others taken together. It managed to transport the stuff to fighting fronts as far apart as China, Russia, India, Africa, and Western Europe. No wonder, then, that by the war’s end almost all the world had become management-conscious. Or that management had emerged as a recognizably distinct kind of work, one that could be studied and developed into a discipline—as happened in each country that has enjoyed economic leadership during the postwar period.

After World War II we began to see that management is not business management. It pertains to every human effort that brings together in one organization people of diverse knowledge and skills. It needs to be applied to all social sector institutions, such as hospitals, universities, churches, arts organizations, and social-service agencies, which since World War II have grown faster in the United States than either business or government. For even though the need to manage volunteers or raise funds may differentiate nonprofit managers from their for-profit peers, many more of their responsibilities are the same—among them defining the right strategy and goals, developing people, measuring performance, and marketing the organization’s services. Management, world-wide, has become the new social function.

MANAGEMENT AND ENTREPRENEURSHIP

One important advance in the discipline and in the practice of management is that both now embrace entrepreneurship and innovation. A sham fight these days pits “management” against “entrepreneurship” as adversaries, if not as mutually exclusive. That’s like saying that the fingering hand and the bow hand of the violinist are “adversaries” or “mutually exclusive.” Both are always needed and at the same time. And both have to be coordinated and work together. Any existing organization, whether a business, a church, a labor union, or a hospital, goes down fast if it does not innovate. Conversely, any new organization, whether a business, a church, a labor union, or a hospital, collapses if it does not manage. Not to innovate is the single largest reason for the decline of existing organizations. Not to know how to manage is the single largest reason for the failure of new ventures.

Yet few management books paid attention to entrepreneurship and innovation. One reason was that during the period after World War II when most of these books were written, managing the existing, rather than innovating the new and different, was the dominant task. During this period most institutions developed along lines laid down clearly thirty or fifty years earlier. This has now changed dramatically. We have again entered an era of innovation, and it is by no means confined to “high tech” or even to technology generally. In fact, social innovation—as this book tries to make clear—may be of greater importance and may have a much greater impact than any scientific or technical invention. Furthermore we now have a “discipline” of entrepreneurship and innovation (on this see my book Innovation and Entrepreneurship [1985]). This discipline is clearly a part of management and indeed rests on well-known and tested management principles. It applies to both existing organizations and new ventures, and to both business and nonbusiness institutions, including government.

THE ACCOUNTABILITY OF MANAGEMENT

Management books tend to focus on the function of management inside its organizations. Few yet accept its social function. But it is precisely because management has become so pervasive as a social function that it faces its most serious challenge. To whom is management accountable? And for what? On what does management base its power? What gives it legitimacy? These are not business questions or economic questions. They are political questions. Yet they underlie the most serious assault on management in its history, a far more serious assault than any mounted by Marxists or labor unions: the takeover. An American phenomenon at first, it has spread throughout the noncommunist developed world. What made it possible was the emergence of employee pension funds as controlling shareholders of publicly owned companies. The pension funds, while legally “owners,” are economically “investors”—and, indeed, often “speculators.” They have no interest in the enterprise or its welfare. In fact, in the United States, at least, they are “trustees” and are not supposed to consider anything but immediate pecuniary gain. What underlies the takeover bid is the postulate that the enterprise’s sole function is to provide the largest possible immediate gain to the shareholder. In the absence of any other justification for management and enterprise, the takeover firms with their attractive bids prevail—and only too often dismantle or loot the going concern, sacrificing long-range, wealth-producing capacity to short-term gains.

Management—and not only in the business enterprise—has to be accountable for performance. But how is performance to be defined? How is it to be measured? How is it to be enforced? And to whom should management be accountable? That these questions can be asked is itself a measure of the success and importance of management. That they need to be asked is, however, also an indictment of managers. They have not yet faced up to the fact that they represent power—and power has to be accountable, has to be legitimate. They have not yet faced up to the fact that they matter.

WHAT IS MANAGEMENT?

But what is management? Is it a bag of techniques and tricks? A bundle of analytical tools like those taught in business schools? These are important, to be sure, just as a thermometer and anatomy are important to the physician. But the evolution and history of management—its successes as well as its problems—teach that management is, above all else, a very few, essential principles. To be specific:

 

1. Management is about human beings. Its task is to make people capable of joint performance, to make their strengths effective and their weaknesses irrelevant. This is what organization is all about, and it is the reason that management is the critical, determining factor. These days practically all of us, especially educated people, are employed by managed institutions, large and small, business and nonbusiness. We depend on management for our livelihoods. And our ability to contribute to society also depends as much on the management of the organization in which we work as it does on our own skills, dedication, and effort.

2. Because management deals with the integration of people in a common venture, it is deeply embedded in culture. What managers do in West Germany, in Britain, in the United States, in Japan, or in Brazil is exactly the same. How they do it may be quite different. Thus one of the basic challenges managers in a developing country face is to find and identify those parts of their own tradition, history, and culture that can be used as management building blocks. The difference between Japan’s economic success and India’s relative backwardness is largely explained by the fact that Japanese managers were able to plant imported management concepts in their own cultural soil and make them grow.

3. Every enterprise requires commitment to common goals and shared values. Without such commitment, there is no enterprise. There is only a mob. The enterprise must have simple, clear, and unifying objectives. The mission of the organization has to be clear enough and big enough to provide common vision. The goals that embody it have to be clear, public, and constantly reaffirmed.



Management’s first job is to think through, set, and exemplify those objectives, values, and goals.

4. Management must also enable the enterprise and each of its members to grow and develop as needs and opportunities change. Every enterprise is a learning and teaching institution. Training and development must be built into it on all levels—training and development that never stop.

5. Every enterprise is composed of people with different skills and knowledge doing many different kinds of work. It must be built on communication and on individual responsibility. All members need to think through what they aim to accomplish—and make sure that their associates know and understand that aim. All have to think through what they owe to others—and make sure that others understand. All have to think through what they, in turn, need from others—and make sure that others know what is expected of them.

6. Neither the quantity of output nor the “bottom line” is by itself an adequate measure of the performance of management and enterprise. Market standing, innovation, productivity, development of people, quality, financial results—all are crucial to an organization’s performance and to its survival. Nonprofit institutions, too, need measurements in a number of areas specific to their mission. Just as a human being needs a diversity of measures to assess its health and performance, an organization needs a diversity of measures to assess its health and performance. Performance has to be built into the enterprise and its management; it has to be measured—or at least judged—and it has to be continuously improved.

7. Finally, the single most important thing to remember about any enterprise is that results exist only on the outside. The result of a business is a satisfied customer. The result of a hospital is a healed patient. The result of a school is a student who has learned something and puts it to work ten years later. Inside an enterprise, there are only costs.

Managers who understand these principles and manage themselves in their light will be achieving, accomplished managers.

MANAGEMENT AS A LIBERAL ART

Thirty years ago, the English scientist and novelist C. P. Snow talked of the “two cultures” of contemporary society. Management, however, fits neither Snow’s “humanist” nor his “scientist.” It deals with action and application; and its test is its results. This makes it a technology. But management also deals with people, their values, their growth and development—and this makes it a humanity. So does its concern with and impact on social structure and the community. Indeed, as has been learned by everyone who, like this author, has been working with managers of all kinds of institutions for long years, management is deeply involved in spiritual concerns—the nature of man, good and evil.



Management is thus what tradition used to call a liberal art: “liberal” because it deals with the fundamentals of knowledge, self-knowledge, wisdom, and leadership; “art” because it is practice and application. Managers draw on all the knowledge and insights of the humanities and the social sciences—on psychology and philosophy, on economics and history, on ethics as well as on the physical sciences. But they have to focus this knowledge on effectiveness and results—on healing a sick patient, teaching a student, building a bridge, designing and selling a “user-friendly” software program.

For these reasons, management will increasingly be the discipline and the practice through and in which the “humanities” will again acquire recognition, impact, and relevance.

SUMMARY

Managers have been agents of transformation, converting the workforce in developed countries from one of manual workers to one of highly educated knowledge workers. This has been accomplished by applying knowledge to work. Management brings human effort from all disciplines together in a single organization and therefore has become a new social function. As such the discipline and practice of management is important to the effectiveness of all of society’s institutions. In carrying out its function, management relies on knowledge from the humanities, social sciences, and technology. As such, management is a liberal art in the truest sense and a discipline wherein the liberal arts find relevance and usefulness.
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The Dimensions of Management



Business enterprises and public-service institutions as well are organs of society. They do not exist for their own sake, but to fulfill a specific social purpose and to satisfy a specific need of society, community, or individual. They are not ends in themselves, but means. The right question to ask in respect to them is not What are they? but What are they supposed to be doing and what are their tasks?

Management, in turn, is the organ of the institution.

The question What is management? comes second. First we have to define management in and through its tasks.

There are three tasks—equally important but essentially different—that face the management of every institution:




        • To think through and define the specific purpose and mission of the institution, whether business enterprise, hospital, or university


        • To make work productive and the worker achieving


        • To manage social impacts and social responsibilities




These might be called the dimensions of management.

MISSION

An institution exists for a specific purpose and mission, a specific social function. In the business enterprise, this means economic performance.

With respect to this first task, the task of specific performance, business and nonbusiness institutions differ. In respect to every other task, they are similar. But only business has economic performance as its specific mission. It is the definition of a business that it exists for the sake of economic performance. In all other institutions—hospital, church, university, or armed services—economics is a restraint. In those institutions, the budget sets limits to what the institution and the manager can do. In business enterprise, economic performance is the rationale and purpose.

Business management must always, in every decision and action, put economic performance first. It can justify its existence and its authority only by the economic results it produces. A business management has failed if it fails to produce economic results. It has failed if it does not supply goods and services desired by the consumer at a price the consumer is willing to pay. It has failed if it does not improve, or at least maintain, the wealth-producing capacity of the economic resources entrusted to it. And this, whatever the economic or political structure or ideology of a society, means responsibility for profitability.

But business management is no different from the management of other institutions in one crucial respect: it has to manage. And managing is not just passive, adaptive behavior; it means taking action to make the desired results come to pass.

The early economist conceived of the businessman’s behavior as purely passive; success in business meant rapid and intelligent adaptation to events occurring outside, in an economy shaped by impersonal, objective forces that were neither controlled by the businessman nor influenced by his reaction to them. We may call this the concept of the “trader.” Even if he was not considered a parasite, his contributions were seen as purely mechanical: the shifting of resources to more productive use. Today’s economist sees the businessman as choosing rationally between alternatives of action. This is no longer a mechanistic concept; obviously the choice has a real impact on the economy. But still, the economist’s “businessman”—the picture that underlies the prevailing economic “theory of the firm” and the theorem of the “maximization of profits”—reacts to economic developments. The businessperson is still passive, still adaptive—though with a choice among various ways to adapt. Basically, this is a concept of the “investor” or the “financier” rather than of the manager.

Of course, it is always important to adapt to economic changes rapidly, intelligently, and rationally. But managing implies responsibility for attempting to shape the economic environment; for planning, initiating, and carrying through changes in that economic environment; for constantly pushing back the limitations of economic circumstances on the enterprise’s ability to contribute. What is possible—the economist’s “economic conditions”—is therefore only one pole in managing a business. What is desirable in the interest of economy and enterprise is the other. And while humanity can never really “master” the environment, while we are always held within a tight vise of possibilities, it is management’s specific job to make what is desirable first possible and then actual. Management is not just a creature of the economy; it is a creator as well. And only to the extent to which it masters the economic circumstances, and alters them by consciously directed action, does it really manage. To manage a business means, therefore, to manage by objectives.



PRODUCTIVE WORK AND WORKER ACHIEVEMENT

The second task of management is to make work productive and the worker achieving. Business enterprise (or any other institution) has only one true resource: people. It performs by making human resources productive. It accomplishes its performance through work. To make work productive is, therefore, an essential function. But at the same time, these institutions in today’s society are increasingly the means through which individual human beings find their livelihood, find their access to social status, to community, and to individual achievement and satisfaction. To make the worker achieving is, therefore, more and more important and is a measure of the performance of an institution. It is increasingly a task of management.

Organizing work according to its own logic is only the first step. The second and far more difficult one is making work suitable for human beings—and their logic is radically different from the logic of work. Making the worker achieving implies consideration of the human being as an organism having peculiar physiological and psychological properties, abilities, and limitations.

The enterprise, by definition, must be capable of producing more or better than all the resources that comprise it. It must be a genuine whole: greater than—or at least different from—the sum of its parts, with its output larger than the sum of all inputs.

The enterprise cannot, therefore, be a mechanical assemblage of resources. To make an enterprise out of resources it is not enough to put them together in logical order and then throw the switch of capital, as the nineteenth-century economists firmly believed (and as many of their successors among academic economists still believe). What is needed is a change of the resources into a more productive form. This requires management.

But it is also clear that the “resources” capable of enlargement can only be human resources. All other resources stand under the laws of mechanics. They can be better utilized or worse utilized, but they can never have an output greater than the sum of the inputs. People, alone of all resources, can grow and develop. Only the directed, focused, united effort of free human beings can produce a real whole. When we speak of growth and development, we imply that the human being himself determines what he contributes.

Yet, we habitually define rank-and-file workers—as distinguished from managers—as people who do as they are directed, without responsibility or share in the decisions concerning their own work. This indicates that we consider workers in the same light as other material resources and, as far as their contribution to the enterprise is concerned, as standing under the laws of mechanics. This is a serious misunderstanding. The misunderstanding, however, is not in the definition of rank-and-file work, but rather in the failure to see that rank-and-file jobs are potentially managerial, or would be more productive if made so.

Human resources acquire the capacity to grow, to develop, to contribute through management. We speak of “organization”—the formal structure of the enterprise. But what we mean is the organization of managers and of the functions they manage; neither brick and mortar nor rank-and-file workers are the stuff of organization structure. We speak of “leadership” and of the “spirit” of an organization. But leadership is given by managers and effective primarily within management; and the spirit is made by the spirit within the management group. We talk of “objectives” for the company and of its performance. But the objectives are goals for management people; the performance is management performance. And if an enterprise fails to perform, we rightly hire not different workers but a new president.

SOCIAL RESPONSIBILITIES

The third task of management is managing the social impacts and the social responsibilities of the enterprise. None of our institutions exists by itself and as an end in itself. Every one is an organ of society and exists for the sake of society. Business is no exception. “Free enterprise” cannot be justified as being good for business. It can be justified only as being good for society.

Every one of our institutions today exists to contribute outside of itself, to supply and satisfy nonmembers. Business exists to supply goods and services to customers and economic surplus to society, rather than to supply jobs to workers and managers, or even dividends to shareholders. Jobs and dividends are necessary means but not ends. The hospital exists not for the sake of doctors and nurses, but for the sake of the patients whose one and only desire is to leave the hospital cured and never come back. The school exists not for the sake of teachers, but for the students. For a management to forget this is mismanagement.

To discharge its job, to produce economic goods and services, the business enterprise has to have impacts on people, on communities, and on society. It has to have power and authority over people, for example, employees, whose own ends and purposes are not defined by and within the enterprise. It has to have impact on the community as a neighbor, as the source of jobs and tax revenue but also of waste products and pollutants. And, increasingly, in our pluralist society of organizations, it has to add to its fundamental concern for the quantities of life (economic goods and services) a concern for the quality of life, for the physical, human, and social environment of modern man and modern community.



WHICH TASK IS MOST IMPORTANT?

Managing these three tasks always has to be done at the same time and within the same managerial action. It cannot even be said that one of the three tasks predominates or requires greater skill or competence. True, economic performance comes first—it is the aim of the enterprise and the reason for its existence. But if work and worker are grossly mismanaged, there will be no economic performance, no matter how good the chief executive may be in managing the business. Economic performance achieved by mismanaging work and workers is illusory and actually destructive of capital, even in the fairly short run. Such performance will raise costs to the point where the enterprise ceases to be competitive. It will, by creating class hatred and class warfare, make it impossible in the end for the enterprise to operate at all. And mismanaging social impacts eventually will destroy society’s support for the enterprise—and with it the enterprise as well.

Each of these three dimensions has a primacy of its own. Managing a business has primacy because the enterprise is an economic institution; but making work productive and workers achieving has importance precisely because society is not an economic institution and looks to management for the realization of basic beliefs and values. Managing the enterprise’s social impacts has importance because no organ can survive the body that it serves; and the enterprise is an organ of society and community.

THE TIME DIMENSION

One complexity is ever present in every management problem, every decision, every action—not, properly speaking, a fourth task of management, and yet an additional dimension: time.

Management always has to consider both; the present and the future; both the short run and the long run. A management problem is not solved if immediate profits are purchased by endangering the long-range health, perhaps even the survival, of the company. A management decision is irresponsible if it risks disaster this year for the sake of a grandiose future. The all too common case of the great man in management who produces startling economic results as long as he runs the company but leaves behind nothing but a sinking hulk is an example of irresponsible managerial action and of failure to balance present and future. The immediate economic results are actually fictitious and are achieved by destroying capital. In every case where present and future are not both satisfied, where their requirements are not harmonized, or at least balanced, capital—that is, wealth-producing resource—is endangered, damaged, or destroyed.

There are two reasons why the time dimension is of particular importance in management’s job, and of particular difficulty. In the first place, through economic and technological progress, the time span for the fruition and proving out of a decision is steadily lengthening. Thomas Edison, in the 1880s, needed two years or so between the start of laboratory work on an idea and the start of pilot-plant operations. Today it may well take Edison’s successors fifteen years. A human organization, such as a sales force or a management group, may take even longer to build and to pay for itself.

The second peculiar characteristic of the time dimension is that management has to live always in both present and future. It must keep the enterprise performing in the present—or else there will be no enterprise capable of performing in the future. And it has to make the enterprise capable of performance, growth, and change in the future. Otherwise it has destroyed capital—that is, the capacity of resources to produce wealth tomorrow.

For the manager the future is discontinuity. And yet the future, however different, can be reached only from the present. The greater the leap into the unknown, the stronger the foundation for the takeoff has to be. The time dimension gives the managerial decision its special characteristics.

ADMINISTRATION AND ENTREPRENEURSHIP

Managers always have to administer, to manage and improve, what already exists and is already known. But there is another dimension to managerial performance. Managers also have to be entrepreneurs. They have to redirect resources from areas of low or diminishing results to areas of high or increasing results. They have to slough off yesterday and to make obsolete what already exists and is already known. They have to create tomorrow.

In the ongoing business markets, technologies, products, and services exist. Facilities and equipment are in place. Capital has been invested and has to be serviced. People are employed and are in specific jobs, and so on. The administrative job of the manager is to optimize the yield from these resources.

This means efficiency, that is, doing better what is already being done. It means focus on costs. But the optimizing approach should focus on effectiveness. It focuses on opportunities to produce revenue, to create markets, and to change the economic characteristics of existing products and markets. It asks not, How do we do this or that better? It asks, Which of the products really produce extraordinary economic results or are capable of producing them? Which of the markets and/or end uses are capable of producing extraordinary results? It then asks, To what results should, therefore, the resources and efforts of the business be allocated so as to produce extraordinary results rather than the “ordinary” ones, which is all efficiency can possibly produce?

Of course efficiency is important. Even the healthiest business, the business with the greatest effectiveness, can die of poor efficiency. But even the most efficient business cannot survive, let alone succeed, if it is efficient in doing the wrong things, that is, if it lacks effectiveness. No amount of efficiency would have enabled the manufacturer of buggy whips to survive.

Effectiveness is the foundation of success—efficiency is a minimum condition for survival after success has been achieved. Efficiency is concerned with doing things right. Effectiveness is doing the right things.

Efficiency concerns itself with the input of effort into all areas of activity. Effectiveness, however, starts out with the realization that in business, as in any other social organism, 10 or 15 percent of the phenomena—such as products, orders, customers, markets, or people—produce 80 to 90 percent of the results. The other 85 to 90 percent of the phenomena, no matter how efficiently taken care of, produce nothing but costs.

The first administrative job of the manager is, therefore, to make effective the very small core of worthwhile activities that is capable of being effective. At the same time, he or she neutralizes (or abandons) the very large number of ordinary transactions—products or staff activities, research work or sales efforts—that, no matter how well done, will not yield extraordinarily high results.

The second administrative task is to bring the business all the time a little closer to the full realization of its potential. Even the most successful business works at a low performance as measured against its potential—the economic results that could be obtained were efforts and resources marshaled to produce the maximum yield they are inherently capable of.

This task is not innovation; it actually takes the business as it is today and asks, What is its theoretical optimum? What prevents us from attaining it? Where (in other words) are the limiting and restraining factors that hold back the business and deprive it of the full return on its resources and efforts?

At the same time, inherent in the managerial task is entrepreneurship: making the business of tomorrow. Inherent in this task is innovation.

Making the business of tomorrow starts out with the conviction that the business of tomorrow will be and must be different. But it also starts out—of necessity—with the business of today. Making the business of tomorrow cannot be a flash of genius. It requires systematic analysis and hard, rigorous work today—and that means by people in today’s business and operating within it.

Success cannot, one might say, be continued forever. Businesses are, after all, human creations, which have no true permanence. Even the oldest businesses are creations of recent centuries. But a business enterprise must continue beyond the lifetime of the individual or of the generation to be capable of producing its contributions to economy and to society. The perpetuation of a business is a central entrepreneurial task—and ability to do so may well be the most definitive test of a management.



SUMMARY

There are three basic tasks—they might be called dimensions—in management. There is the first task of thinking through and defining the specific purpose and mission of the organization—whether business enterprise, hospital, school, or government agency. There is the second task of making work productive and the worker achieving. There is finally the task of managing social impacts and social responsibilities. In respect to the second and third tasks, all institutions are alike. It is the first task that distinguishes the business from the hospital, school, or government agency. And the specific purpose and mission of business enterprise is economic performance. To discharge it, managers always have to balance the present against an uncertain and risky future, have to perform for the short run and make their business capable of performance over the long run. Managers always have to be stewards of what already exists; they have to be administrators. They also have to create what is to be; they have to be entrepreneurs, risk takers, and innovators. For a modern business can produce results, both for society and for its own people, only if it can survive beyond the life span of a person and perform in a new and different future.











Part I

Management’s New Realities



There is no doubt that in the developed world, and in emerging countries as well, the environment is becoming quite different from the environment of the late twentieth century. Much of it is unprecedented. And most of it is already here, or is rapidly emerging.

Against that background, the next four chapters seek to answer three questions: What can and should managements do now to be ready for the new realities? What other big changes may lie ahead of which we are as yet unaware? What are the new management paradigms emerging out of these new realities?
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Knowledge Is All



The new reality is that knowledge is the key resource in society and knowledge workers are the dominant group in the workforce. The three main characteristics of knowledge economy are




        • Borderlessness, because knowledge travels even more effortlessly than money.


        • Upward mobility, available to everyone through easily acquired formal education.


        • The potential for failure as well as success. Anyone can acquire the “means of production”—that is, the knowledge required for the job—but not everyone can win.




These three characteristics are making the knowledge society a highly competitive one, for organizations and individuals alike. Information technology, although only one of many new features of the new realities, is already having one hugely important effect: it is allowing knowledge to spread nearly instantly, and making it accessible to everyone. Given the ease and speed at which information travels, every institution in the knowledge society—not only businesses, but also schools, universities, hospitals, and increasingly government agencies too—has to be globally competitive, even though most organizations will continue to be local in their activities and in their markets. This is because the Internet will increasingly keep customers everywhere informed on what is available anywhere in the world, and at what price.

This new knowledge economy relies heavily on knowledge workers. At present, this term is widely used to describe people with considerable theoretical knowledge and learning: doctors, lawyers, teachers, accountants, chemical engineers. But the most striking growth will be in “knowledge technologists”: computer technicians, software designers, analysts in clinical labs, manufacturing technologists, paralegals. These people are as much manual workers as they are knowledge workers; in fact, they usually spend far more time working with their hands than with their brains. But their manual work is based on a substantial amount of theoretical knowledge that can be acquired only through formal education, not through an apprenticeship. They are not, as a rule, much better paid than traditional skilled workers, but they see themselves as “professionals.” Just as unskilled manual workers in manufacturing were the dominant social and political force in the twentieth century, knowledge technologists are likely to become the dominant social—and perhaps also political—force over the next decades.

THE NEW WORKFORCE

A century ago, the overwhelming majority of people in developed countries worked with their hands: on farms, in domestic service, in small craft shops, and (at that time still a small minority) in factories. Fifty years later, the proportion of manual workers in the American labor force had dropped to around half, and factory workers had become the largest single section of the workforce, making up 35 percent of the total. Now, another fifty years later, less than a quarter of American workers make their living from manual jobs. Factory workers still account for the majority of the manual workers, but their share of the total workforce is down to around 15 percent.

Of all the big developed countries, America now has the smallest proportion of factory workers in its labor force. Britain is not far behind. In Japan and Germany, their share is still around a quarter, but it is shrinking steadily.

Before World War I there was not even a word for people who made their living other than by manual work. The term “service worker” was coined around 1920, but it has turned out to be rather misleading. These days, fewer than half of all nonmanual workers are actually service workers. The only fast-growing group in the workforce, in America and in every other developed country, is “knowledge workers”—people whose jobs require formal and advanced schooling. They now account for a full third of the American workforce, outnumbering factory workers by two to one. In another fifteen years or so, they are likely to make up close to two-fifths of the workforce of all rich countries.

The terms knowledge industries, knowledge work and knowledge worker are nearly fifty years old. They were coined around 1960, simultaneously but independently—the first by a Princeton economist, Fritz Machlup, the second and third by this writer. Now everyone uses them, but as yet hardly anyone understands their implications for human values and human behavior, for managing people and making them productive, for economics, and for politics. What is already clear, however, is that the emerging knowledge society and knowledge economy will be radically different from the society and economy of the late twentieth century, in the following ways.

The knowledge workers, collectively, are the new capitalists. Knowledge has become the key resource, and the only scarce one. This means that knowledge workers collectively own the means of production. But as a group, they are also capitalists in the old sense: through their stakes in pension funds and mutual funds, they have become majority shareholders and owners of many large businesses in the knowledge society.

Effective knowledge is specialized. That means knowledge workers need access to an organization—a collective that brings together an array of knowledge workers and applies their specialties to a common end-product. The most gifted mathematics teacher in a secondary school is effective only as a member of the faculty. The most brilliant consultant on product development is effective only if there is an organized and competent business to convert her advice into action. The greatest software designer needs a hardware producer. But in turn, the high school needs the mathematics teacher, the business needs the expert on product development, and the PC manufacturer needs the software programmer. Knowledge workers therefore see themselves as equal to those who retain their services, as “professionals” rather than as “employees.” The knowledge society is a society of seniors and juniors rather than of bosses and subordinates.

HIS AND HERS

All this has important implications for the role of women in the labor force. Historically, women’s participation in the world of work has always equaled men’s. The lady of leisure sitting in her parlor was the rarest of exceptions even in a wealthy nineteenth-century society. A farm, a craftsman’s business, or a small shop had to be run by a couple to be viable. As late as the beginning of the twentieth century, a doctor could not start a practice until he had got married; he needed a wife to make appointments, open the door, take patients’ histories, and send out the bills.

But although women have always worked, since time immemorial the jobs they have done have usually been different from men’s. There was men’s work and there was women’s work. Countless women in the Bible go to the well to fetch water, but not one man. Knowledge work, on the other hand, is “unisex,” not because of feminist pressure but because it can be done equally well by both sexes. That said, the first modern knowledge jobs were designed for only one sex or the other. Teaching as a profession was invented in 1794, the year the École Normale was founded in Paris, and was seen as strictly a man’s job. Sixty years later, during the Crimean War of 1853–56, Florence Nightingale founded the second new knowledge profession, nursing. This was considered as exclusively women’s work. But by 1850 teaching everywhere had become unisex, and in 2000 two-fifths of America’s students at nursing school were men.

There were no women doctors in Europe until the 1890s. But one of the earliest European women to get a medical doctorate, the great Italian educator Maria Montessori, reportedly said, “I am not a woman doctor; I am a doctor who happens to be a woman.” The same logic applies to all knowledge work. Knowledge workers, whatever their sex, are professionals, applying the same knowledge, doing the same work, governed by the same standards, and judged by the same results.

High-knowledge workers such as doctors, lawyers, scientists, clerics, and teachers have been around for a long time, although their number has increased exponentially in the past one hundred years. The largest group of knowledge workers, however, barely existed until the start of the twentieth century, and its numbers took off only after World War II. They are knowledge technologists—people who do much of their work with their hands (and to that extent are the successors to skilled workers), but whose pay is determined by the knowledge between their ears, acquired in formal education rather than through apprenticeship. They include X-ray technicians, physiotherapists, ultrasound specialists, psychiatric case workers, dental technicians, and scores of others. Since the early 1970s medical technologists have been the fastest-growing segment of the labor force in America, and probably in Britain as well.

In the next fifteen or twenty-five years the number of knowledge technologists in computers, manufacturing, and education is likely to grow even faster. Office technologists such as paralegals are also proliferating. And it is no accident that yesterday’s “secretary” is rapidly turning into an “assistant,” having become the manager of the boss’s office and the boss’s work. Within two or three decades, knowledge technologists will become the dominant group in the workforce in all developed countries, occupying the same position of importance that unionized factory workers held at the peak of their power in the 1950s and 1960s.

The most important thing about these knowledge workers is that they do not identify themselves as “workers” but as “professionals.” Many of them spend a good deal of their time doing largely unskilled work, for example, straightening out patients’ beds, answering the telephone, or filing. However, what identifies them in their own and in the public’s mind is that part of their job that involves putting their formal knowledge to work. It is what makes them full-fledged knowledge workers.

Such workers have two main needs: formal education that enables them to enter knowledge work in the first place, and continuing education throughout their working lives to keep their knowledge up to date. For the old high-knowledge professionals such as doctors, clerics, and lawyers, formal education has been available for many centuries. But for knowledge technologists, only a few countries so far provide systematic and organized preparation. Over the next few decades, educational institutions to prepare knowledge technologists will grow rapidly in all developed and emerging countries, just as new institutions to meet new requirements have always appeared in the past. What is different this time is the need for the continuing education of already well-trained and highly knowledgeable adults. Schooling traditionally stopped when work began. In the knowledge society, it never stops.

Knowledge is unlike traditional skills, which change very slowly. A museum near Barcelona in Spain contains a vast number of the hand tools used by the skilled craftsmen of the late Roman Empire, which any craftsman today would instantly recognize, because they are very similar to the tools still in use. For the purposes of skill training, therefore, it was reasonable to assume that whatever had been learned by age seventeen or eighteen would last for a lifetime.

Conversely, knowledge rapidly becomes obsolete, and knowledge workers regularly have to go back to school. Continuing education of already highly educated adults will therefore become a big growth area in the next society. But most of it will be delivered in nontraditional ways, ranging from weekend seminars to online training programs, and in any number of places, from a traditional university to the student’s home. The information revolution, which is expected to have an enormous impact on education and on traditional schools and universities, will probably have an even greater effect on the continuing education of knowledge workers.

Knowledge workers of all kinds tend to identify themselves with their knowledge. They introduce themselves by saying, “I am an anthropologist” or “I am a physiotherapist.” They may be proud of the organization they work for, be it a company, a university, or a government agency, but they “work at” the organization; they do not “belong to” it. Most of them probably feel that they have more in common with someone who practices the same specialty in another institution than with their colleagues at their own institution who work in a different knowledge area.

Although the emergence of knowledge as an important resource increasingly means specialization, knowledge workers are highly mobile within their specialty. They think nothing of moving from one university, one company, or one country to another, as long as they stay within the same field of knowledge. There is a lot of talk about trying to restore knowledge workers’ loyalty to their employing organization, but such efforts will get nowhere. Knowledge workers may have an attachment to an organization and feel comfortable with it, but their primary allegiance is likely to be to their specialized branch of knowledge.

Knowledge is nonhierarchical. Either it is relevant in a given situation or it is not. An open-heart surgeon may be much better paid than, say, a speech therapist and enjoy a much higher social status, yet if a particular situation requires the rehabilitation of a stroke victim, then in that instance the speech therapist’s knowledge is greatly superior to that of the surgeon. This is why knowledge workers of all kinds see themselves not as subordinates but as professionals, and expect to be treated as such.

Money is as important to knowledge workers as to anybody else, but they do not accept it as the ultimate yardstick, nor do they consider money as a substitute for professional performance and achievement. In sharp contrast to yesterday’s workers, to whom a job was first of all a living, most knowledge workers see their job as a life.

EVER UPWARD

The knowledge society is the first human society where upward mobility is potentially unlimited. Knowledge differs from all other means of production in that it cannot be inherited or bequeathed. It has to be acquired anew by every individual, and everyone starts out with the same total ignorance.

Knowledge has to be put in a form in which it can be taught, which means it has to become public. It is always universally accessible, or quickly becomes so. All this makes the knowledge society a highly mobile one. Anyone can acquire any knowledge at a school, through a codified learning process, rather than by serving as an apprentice to a master.

Until 1850 or perhaps even 1900, there was little mobility in any society. The Indian caste system, in which birth determines not only an individual’s status in society but his occupation as well, was only an extreme case. In most other societies too, if the father was a peasant, the son was a peasant, and the daughters married peasants. By and large, the only mobility was downward, caused by war or disease, personal misfortune or bad habits such as drinking or gambling.

Even in America, the land of unlimited opportunities, there was far less upward mobility than is commonly believed. The great majority of professionals and managers in America in the first half of the twentieth century were still the children of professionals and managers rather than the children of farmers, small shopkeepers, or factory workers. What distinguished America was not the amount of upward mobility but, in sharp contrast to most European countries, the way it was welcomed, encouraged, and cherished.

The knowledge society takes this approval of upward mobility much further: it considers every impediment to such mobility a form of discrimination. This implies that everybody is now expected to be a “success”—an idea that would have seemed ludicrous to earlier generations. Naturally, only a tiny number of people can be outstanding successes; but a very large number are expected to be adequately successful.

In 1958, John Kenneth Galbraith first wrote about “The Affluent Society.” This was not a society with many rich people, or in which the rich were richer, but one in which the majority could feel financially secure. In the knowledge society, a large number of people, perhaps even a majority, have something even more important than financial security: social standing, or “social affluence.”

THE PRICE OF SUCCESS

The upward mobility of the knowledge society, however, comes at a high price: the psychological pressures and emotional traumas of the rat race. There can be winners only if there are losers. This was not true of earlier societies. The son of the landless laborer who became a landless laborer himself was not a failure. In the knowledge society, however, he is not only a personal failure but a failure of society as well.

Japanese youngsters suffer sleep deprivation because they spend their evenings at a crammer to help them pass their exams. Otherwise they will not get into the prestige university of their choice, and thus into a good job. These pressures create hostility to learning. They also threaten to undermine Japan’s prized economic equality and turn the country into a plutocracy, because only well-off parents can afford the prohibitive cost of preparing their youngsters for university. Other countries, such as America, Britain, and France, are also allowing their schools to become viciously competitive. That this has happened over such a short time—no more than thirty or forty years—indicates how much the fear of failure has already permeated the knowledge society.

Given this competitive struggle, a growing number of highly successful knowledge workers of both sexes—business managers, university teachers, museum directors, doctors—“plateau” in their forties. They know they have achieved all they will achieve. If their work is all they have, they are in trouble. Knowledge workers therefore need to develop, preferably while they are still young, a noncompetitive life and community of their own, and some serious outside interest—be it working as a volunteer in the community, playing in a local orchestra, or taking an active part in a small town’s local government. This outside interest will give them the opportunity for personal contribution and achievement.

SUMMARY

Knowledge industries, knowledge work, and the knowledge societies have been emerging steadily since the 1950s. They are now realities in developed countries. And this has a number of implications for managers. The expansion of knowledge work corresponds to the decline in manufacturing employment. A rapidly growing segment of knowledge work consists of knowledge technicians, a trend that should continue.

The long-term trend in manufacturing employment is following the long-term decline in employment in agriculture. Participation rates of women in the workforce have been steadily trending up because knowledge work is unisex, unlike most manufacturing employment, which is dominated by men.

Knowledge workers tend to identify at least as much with their knowledge discipline as they do with the organization in which they are employed. This creates new challenges for managers, because knowledge workers are highly mobile and more difficult to integrate into the mission of the organization.
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New Demographics



By 2030, people over sixty-five in Germany, the world’s third-largest economy, will account for almost half the adult population, compared with one-fifth now. And unless the country’s birth rate recovers from its present low of 1.3 per woman, over the same period its population of under-thirty-fives will shrink about twice as fast as the older population will grow. The net result will be that the total population, now 82 million, will decline to 70 to 73 million. The number of people of working age will fall by a full quarter, from 40 million today to 30 million.

The German demographics are far from exceptional. In Japan, the world’s second-largest economy, the population is peaking about now (2007), at around 128 million. By 2050, according to the more pessimistic government forecasts, the population will have shrunk to around 95 million. Long before that, around 2030, the share of the over-sixty-fives in the adult population will have grown to about half. And the birth rate in Japan, as in Germany, is down to 1.3 per woman.

The figures are much the same for most other developed countries—Italy, France, Spain, Portugal, the Netherlands, Sweden—and for a good many emerging ones, including China. In some regions, such as central Italy, southern France, or southern Spain, birth rates are even lower than in Germany or Japan.

Life expectancy—and with it the number of older people—has been going up steadily for three hundred years. But the decline in the number of young people is something new. The only developed country that has so far avoided this fate is America. But even here the birth rate is below replacement level, and the proportion of older people in the adult population will rise steeply in the next thirty years.

This means that winning the support of older people will become a political imperative in every developed country. Pensions have already become a regular election issue in these places. There is also a growing debate about the desirability of immigration to maintain a country’s population and workforce. Together these two issues are transforming the political landscape in every developed country.

By 2030 at the latest, the age at which full retirement benefits start will have risen to the mid-seventies in all developed countries, and benefits for healthy pensioners will be substantially lower than they are today. Indeed, fixed retirement ages for people in reasonable physical and mental condition may have been abolished to prevent the pension’s burden on the working population from becoming unbearable. Already young and middle-aged people at work suspect that there will not be enough pension money to go around when they themselves reach traditional retirement age. But politicians everywhere continue to pretend that they can save the current pensions system.

NEEDED BUT UNWANTED

Immigration is certain to be an even hotter issue. The respected DIW research institute in Berlin estimates that by 2020 Germany will have to import 1 million immigrants of working age each year simply to maintain its workforce. Other rich European countries are in the same boat. And in Japan there is talk of admitting 500,000 Koreans each year—and sending them home five years later. For all big countries but America, immigration on such a scale is unprecedented.

The political implications are already being felt. In 1999, fellow Europeans were shocked by the electoral success in Austria of a xenophobic, right-wing party whose main plank was “no immigration.” Similar movements are growing in Flemish-speaking Belgium, in traditionally liberal Denmark, and in northern Italy. Even in America, immigration is upsetting long-established political alignments. American trade unions’ opposition to large-scale immigration has put them in the antiglobalization camp that organized violent protests during the Seattle meeting of the World Trade Organization in 1999. A future Democratic candidate for the American presidency may have to choose between getting the union vote by opposing immigration or getting the vote of Latinos and other newcomers by supporting it. Equally, a future Republican candidate may have to choose between the support of business, which is clamoring for workers, and the vote of a white middle class that increasingly opposes immigration.

Even so, America’s experience of immigration should give it a lead in the developed world for several decades to come. Since the 1970s, it has been admitting large numbers of immigrants, either legally or illegally. Most immigrants are young, and the birth rates of first-generation immigrant women tend to be higher than those of other women of their adopted country. This means that for the next thirty or forty years America’s population will continue to grow, albeit slowly, whereas in some other developed countries it will fall.

A COUNTRY OF IMMIGRANTS

But it is not numbers alone that will give America an advantage. Even more important, the country is culturally attuned to immigration, and long ago learned to integrate immigrants into its society and economy. In fact, recent immigrants, whether Latinos or Asians, may be integrating faster than ever. One-third of all recent Latino immigrants, for instance, are reported to be marrying non-Latinos and nonimmigrants. The one big obstacle to the full integration of recent immigrants in America is the poor performance of American public schools (see chapter 14).

Among developed countries, only Australia and Canada have a tradition of immigration similar to America’s. Japan has resolutely kept foreigners out, except for a spate of Korean immigrants in the 1920s and 1930s, whose descendants are still being discriminated against. The mass migrations of the nineteenth century were either into empty, unsettled spaces (such as the United States, Canada, Australia, Brazil) or from farm to city within the same country. By contrast, immigration in the twenty-first century is by foreigners—in nationality, language, culture, and religion—who move into settled countries. European countries have so far been less than successful at integrating such foreigners.

The biggest effect of the demographic changes may be to split hitherto homogeneous societies and markets. Until the 1920s or 1930s, every country had a diversity of cultures and markets. They were sharply differentiated by class, occupation, and residence, for example, “the farm market” or “the carriage trade,” both of which disappeared some time between 1920 and 1940. Yet since World War II, all developed countries have had only one mass culture and one mass market. Now that demographic forces in all the developed countries are pulling in opposite directions, will that homogeneity survive?

The markets of the developed world have been dominated by the values, habits, and preferences of the young population. Some of the most successful and most profitable businesses of the past half-century, such as Coca-Cola and Procter & Gamble in America, Unilever in Britain, and Henkel in Germany, owe their prosperity in large measure to the growth of the young population and to the high rate of family formation between 1950 and 2000. The same is true of the car industry over that period.

THE END OF THE SINGLE MARKET

Now there are signs that the market is splitting. In financial services, perhaps America’s fastest-growing industry over the past twenty-five years, it has split already. The bubble market of the late 1990s, with its frantic day-trading in high-tech stocks, belonged mainly to the under-forty-fives. But the customers in the markets for such investments as mutual funds or deferred annuities tend to be over fifty, and that market has also been growing apace. The fastest-growing industry in any developed country may turn out to be the continuing education of already well-educated adults, which is based on values that are all but incompatible with those of the youth culture.



But it is also conceivable that some youth markets will become exceedingly lucrative. In the coastal cities of China, where the government was able to enforce its one-child policy, middle-class families are now reported to spend more on their one child than earlier middle-class families spent on their four or five children together. This seems to be true in Japan too. Many American middle-class families are spending heavily on the education of their single child, mainly by moving into expensive suburban neighborhoods with good schools. But this new luxury youth market is quite different from the homogeneous mass market of the post–Korean War era. That mass market is rapidly weakening because of the decline in the number of young people reaching adulthood.

In the future there will almost certainly be two distinct workforces, broadly made up of the under-fifties and the over-fifties respectively. These two workforces are likely to differ markedly in their needs and behavior, and in the jobs they do. The younger group will need a steady income from a permanent job, or at least a succession of full-time jobs. The rapidly growing older group will have much more choice and will be able to combine traditional jobs, nonconventional jobs, and leisure in whatever proportion suits them best.

The split into two workforces is likely to start with female knowledge technologists. A nurse, a computer technologist, or a paralegal can take fifteen years out to look after her children and then return to full-time work. Women, who now outnumber men in American higher education, increasingly look for work in the new knowledge technologies. Such jobs are the first in human history to be well adapted to the special needs of women as childbearers, and to their increasing longevity. That longevity is one of the reasons for the split in the job market. A fifty-year working life—unprecedented in human history—is simply too long for one kind of work.

The second reason for the split is a shrinking life expectancy for businesses and organizations of all kinds. In the past, employing organizations have outlived employees. In the future, employees, and especially knowledge workers, will increasingly outlive even successful organizations. Few businesses or even government agencies or programs last for more than thirty years. Historically, the working life span of most employees has been less than thirty years, because most manual workers simply wore out. But knowledge workers who enter the labor force in their twenties are likely to be still in good physical and mental shape fifty years later.

“Second career” and “second half of one’s life” have already become buzzwords in America. Increasingly, employees there take early retirement as soon as their pension and Social Security rights are guaranteed for the time when they reach traditional retirement age; but they do not stop working. Instead, their “second career” often takes an unconventional form. They may work freelance (and often forget to tell the tax man about their work, thus boosting their net income), or part-time, or as “temporaries,” or for an outsourcing contractor, or as contractors themselves. Such “early retirement to keep on working” is particularly common among knowledge workers, who are still a minority among people now reaching fifty or fifty-five, but will become the largest single group of older people in America from about 2030.

BEWARE DEMOGRAPHIC CHANGES

Population predictions for the next fifteen years can be made with some certainty because everybody who will be in the workforce in 2020 is already alive. But, as American experience in the past couple of decades has shown, demographic trends can change quite suddenly and unpredictably, with fairly immediate effects. The American baby boom of the late 1940s, for instance, triggered the housing boom of the 1950s.

In the mid-1920s, America had its first “baby bust.” Between 1925 and 1935 the birth rate declined by almost half, dipping below the replacement rate of 2.2 live births per woman. In the late 1930s, President Franklin Roosevelt’s Commission on American Population (consisting of the country’s most eminent demographers and statisticians) confidently predicted that America’s population would peak in 1945 and would then start declining. But an exploding birth rate in the late 1940s proved it wrong. Within ten years, the number of live births per woman doubled from 1.8 to 3.6. Between 1947 and 1957, America experienced an astonishing “baby boom.” The number of babies born rose from 2.5 million to 4.1 million.

Then, in 1960–61, the opposite happened. Instead of the expected second-wave baby boom as the first boomers reached adulthood, there was a big bust. Between 1961 and 1975, the birth rate fell from 3.7 to 1.8. The number of babies born went down from 4.3 million in 1960 to 3.1 million in 1975. The next surprise was the “baby boom echo” in the late 1980s and early 1990s. The number of live births went up quite sharply, surpassing even the numbers of the first baby boom’s peak years. With the benefit of hindsight, it is now clear that this echo was triggered by large-scale immigration into America, beginning in the early 1970s. When the girls born to these early immigrants started having children of their own in the late 1980s, their birth rates were still closer to those of their parents’ country of origin than to those of their adopted country. Fully one-fifth of all children of school age in California in the first decade of this century have at least one foreign-born parent.

But nobody knows what caused the two baby busts, or the baby boom of the 1940s. Both busts occurred when the economy was doing well, which, in theory, should have encouraged people to have lots of children. And the baby boom should never have happened, because historically birth rates have always gone down after a big war. The truth is that we simply do not understand what determines birth rates in modern societies. So not only will demographics be the most important factor in the next society, it will also be the least predictable and least controllable one.

SUMMARY

Demographic trends are having significant political and economic effects in developed countries. Low birth rates in these countries are escalating political tensions over immigration policies and favor those countries, such as the United States, that have a culture of easily assimilating immigrants. Yet even in the United States, immigration is increasing political tensions among various groups: employers who need immigrant workers, unions who fear the impact of new immigrants on wages and employment of their members, and large existing immigrant populations, such as the Latino population, which strongly favor lenient policies toward both legal and illegal immigrants.

The aging of the population in developed countries is straining existing social pension systems, leading to pressure to increase the traditional retirement age. Knowledge workers are likely to reenter labor markets as part-time employees after retirement in order to supplement their pensions. Increased life expectancies, especially among knowledge workers, should make second and parallel careers possible and desirable. This should continue to change the structure of the workforce.

As the population ages, so will the demand for financial services among the post-fifty-years-old segment of the population. This is also the segment that is likely to increase its demand for continuing education. Continuing education, health care, and financial services are likely to continue to be among the growth markets of the future.
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The Future of the Corporation and the Way Ahead



For most of the time since the corporation was invented around 1870, the following five basic points have been assumed to apply:

1. The corporation is the “master,” the employee is the “servant.” Because the corporation owns the means of production without which the employee cannot make a living, the employee needs the corporation more than vice versa.

2. The great majority of employees work full-time for the corporation. The pay they get for the job is their only income and provides their livelihood.

3. The most efficient way to produce anything is to bring together under one management as many as possible of the activities needed to turn out the product.

The theory underlying the latter was not developed until after World War II, by Ronald Coase (b. 1910), an Anglo-American economist, who argued that bringing together activities into one company lowers “transactional costs,” and especially the cost of communications (for which theory he received the 1991 Nobel Prize in economics). But the concept itself was discovered and put into practice seventy or eighty years earlier by John D. Rockefeller, Sr. He saw that to put exploration, production, transport, refining, and selling into one corporate structure resulted in the most efficient and lowest-cost petroleum operation. On this insight he built the Standard Oil Trust, probably the most profitable large enterprise in business history. The concept was carried to an extreme by Henry Ford in the early 1920s. The Ford Motor Company not only produced all parts of the automobile and assembled it, but made its own steel, its own glass, and its own tires. It owned the plantations in the Amazon that grew the rubber trees, owned and ran the railroad that carried supplies to the plant and carried the finished cars from it, and planned eventually to sell and service Ford cars too (though it never did).

4. Suppliers and especially manufacturers have market power because they have information about a product or a service that the customer does not and cannot have, and does not need if he or she can trust the brand. This explains the profitability of brands.



5. To any one particular technology pertains one, and only one, industry, and conversely, to any one particular industry pertains one, and only one, technology. This means that all technology needed to make steel is peculiar to the steel industry; and conversely, that whatever technology is being used to make steel comes out of the steel industry itself. The same applies to the paper industry, to agriculture, or to banking and commerce.

EVERYTHING IN ITS PLACE

Similarly, everybody took it for granted that every product or service had a specific application, and that for every application there was a specific product or material. So beer and milk were sold only in glass bottles, car bodies were made only from steel, working capital for a business was supplied by a commercial bank through a commercial loan, and so on. Competition therefore took place mainly within an industry. By and large, it was obvious what the business of a given company was and what its markets were.

Every one of these assumptions remained valid for a whole century, but from 1970 onward every one of them has been turned upside down. The list now reads as follows:

1. The means of production is knowledge, which is owned by knowledge workers and is highly portable. This applies equally to high-knowledge workers such as research scientists and to knowledge technologists such as physiotherapists, computer technicians, and paralegals. Knowledge workers provide “capital” just as much as do those who provide money. The two are dependent on each other. This makes the knowledge worker an equal—an associate or a partner.

2. Many employees, perhaps a majority, will still have full-time jobs with a salary that provides their only or main income. But a growing number of people who work for an organization will not be full-time employees but be part-timers, temporaries, consultants, or contractors. Even of those who do have a full-time job, a large and growing number may not be employees of the organization for which they work, but employees of, for example, an outsourcing contractor.

3. There always were limits to the importance of transactional costs. Henry Ford’s all-inclusive Ford Motor Company proved unmanageable and became a disaster. But now the traditional axiom that an enterprise should aim for maximum integration has become almost entirely invalidated. One reason is that the knowledge needed for any activity has become highly specialized. It is therefore increasingly expensive, and also increasingly difficult, to maintain enough critical mass for every major task within an enterprise. And because knowledge rapidly deteriorates unless it is used constantly, maintaining within an organization an activity that is used only intermittently guarantees incompetence.

The second reason why maximum integration is no longer needed is that communications costs have come down so fast as to become insignificant. This decline began well before the information revolution. Perhaps its biggest cause has been the growth and spread of business literacy. When Rockefeller built his Standard Oil Trust, he had great difficulty finding people who knew even the most elementary bookkeeping or had heard of the most common business terms. At the time, there were no business textbooks or business courses, so the transactional costs of making oneself understood were extremely high. Sixty years later, by 1950 or 1960, the large oil companies that succeeded the Standard Oil Trust could confidently assume that their more senior employees were business literate.

By now the new information technology—Internet and e-mail—has practically eliminated the physical costs of communications. This has meant that the most productive and most profitable way to organize is to disintegrate. This is being extended to more and more activities. Outsourcing the management of an institution’s information technology, data processing, and computer system has become routine. In the early 1990s, most American computer firms, for example, Apple, even outsourced the production of their hardware to manufacturers in Japan or Singapore. In the late 1990s, practically every Japanese consumer-electronics company repaid the compliment by outsourcing the manufacturing of its products for the American market to American contract manufacturers.

In the past decade the entire human-resources management of more than 2 million American workers—hiring, firing, training, benefits, and so on—has been outsourced to professional employee organizations (PEOs) and business processing organizations (BPOs). This sector, which ten years ago barely existed, is now growing at a rate of 30 percent a year. It originally concentrated on small and medium-sized companies, but the biggest of the firms, Exult, a BPO, founded only in 1998, now manages the full spectrum of employee processes, such as payroll, recruiting and staffing, training administration, employee data management, relocation, and severance administration for a number of Global Fortune 500 companies. Their ever-growing client list includes British Petroleum, Bank of America, International Paper, Prudential Financial, Circuit City, McKesson, Universal Entertainment, Unisys, and Bank of Montreal.

4. The customer now has the information. Whoever has the information has the power. Power is thus shifting to the customer, be it another business or the ultimate consumer. Specifically, that means the supplier, for example, the manufacturer, will cease to be a seller and instead become a buyer for the customer. This is already happening.

5. Lastly, there are few unique technologies anymore. Increasingly, the knowledge needed in a given industry comes out of some totally different technology with which, very often, the people in the industry are unfamiliar. No one in the telephone industry knew anything about fiberglass cables. They were developed by a glass company, Corning. Conversely, more than half of the important inventions developed since World War II by the most productive of the great research labs, the Bell Laboratories (now Lucent), have been applied mainly outside the telephone industry. (On this topic see extended discussion in chapter 7.)

WHO NEEDS A RESEARCH LAB?

Research directors, as well as high-tech industrialists, now tend to believe that the company-owned research lab, that proud nineteenth-century invention, has become obsolete. This explains why, increasingly, development and growth of a business is taking place not inside the corporation itself but through partnerships, joint ventures, alliances, minority participation, and know-how agreements with institutions in different industries and with a different technology. Something that only fifty years ago would have been unthinkable is becoming common: alliances between institutions of a totally different character—say, a profit-making company and a university department, or a city or state government and a business that contracts for a specific service such as cleaning the streets or running prisons.

Practically no product or service any longer has either a single specific end-use or application, or its own market. Commercial paper, short-term unsecured debt issued by corporations and financial institutions, competes with the banks’ commercial loans. Cardboard, plastic, and aluminum compete with glass for the bottle market. Glass is replacing copper in cables. Steel is competing with wood and plastic in providing the studs around which the American one-family home is constructed. The deferred annuity is pushing aside traditional life insurance—but, in turn, insurance companies rather than financial-service institutions are becoming the managers of commercial risks.

A “glass company” may, therefore, have to redefine itself by what it is good at doing rather than by the material in which it has specialized in the past. One of the world’s largest glassmakers, Corning, sold its profitable business making traditional glass products to become the number one producer and supplier of high-tech materials. Merck, America’s largest pharmaceutical company, diversified from making drugs into wholesaling every kind of pharmacy product, most of them not even made by Merck and a good many made by competitors.

The same sort of thing is happening in the nonbusiness sectors of the economy. One example is the freestanding “birthing center” run by a group of obstetricians that competes with the American hospital’s maternity ward. And Britain, long before the Internet, created the Open University, which allows people to get a university education and obtain a degree without ever setting foot in a classroom or attending a lecture.



THE NEXT COMPANY

One thing is almost certain: in the future there will be, not one kind of corporation, but several different ones. The modern company was invented simultaneously but independently in three countries: America, Germany, and Japan. It was a complete novelty and bore no resemblance to the economic organization that had been the “economic enterprise” for millennia: the small, privately owned, and personally run firm. As late as 1832, England’s McLane Report—the first statistical survey of business—found that nearly all firms were privately owned and had fewer than ten employees. The only exceptions were quasi-governmental organizations such as the Bank of England and the East India Company. Forty years later, a new kind of organization with thousands of employees had appeared on the scene, for example, the American railroads, built with federal and state support, and Germany’s Deutsche Bank.

Wherever the corporation went, it acquired some local national characteristics and adapted to each country’s different legal rules. Moreover, very large corporations everywhere are run quite differently from the small owner-managed kind. And there are substantial internal differences in culture, values, and rhetoric between corporations in different industries. Banks everywhere are very much alike, and so are retailers or manufacturers. But banks everywhere are different from retailers or manufacturers. Otherwise, however, the differences between corporations everywhere are more of style than of substance. The same is true of all other organizations in modern society: government agencies, armed forces, hospitals, universities, and so on.

The tide turned around 1970, first with the emergence of new institutional investors such as pension funds and mutual trusts as the new owners, then—more decisively—with the emergence of knowledge workers as the economy’s big new resource and the society’s representative class. The result has been a fundamental change in the corporation.

A bank in the next society will still not look like a hospital, nor be run like one. But different banks may be quite different from one another, depending on how each of them responds to the changes in its workforce, technology, and markets. A number of different models are likely to emerge, especially of organization and structure, but perhaps also different models of recognition and reward.

The same legal entity—for example, a business, a government agency, or a large not-for-profit organization—may well contain several different human organizations that interlock but are managed separately and differently. One of these is likely to be a traditional organization of full-time employees. Yet there may also be a closely linked but separately managed human organization made up mainly of older people who are not employees but associates or affiliates. And there are likely to be “perimeter” groups, such as the people who work for the organization, even full-time, but as employees of an outsourcing contractor or of a contract manufacturer. These people have no contractual relationship with the business they work for, which in turn has no control over them. They may not have to be “managed,” but they have to be made productive. They will, therefore, have to be deployed where their specialized knowledge can make the greatest contribution.

Just as important, the people in every one of these organizational categories will have to be satisfied. Attracting them and holding them will become the central task of people management. We already know what does not work: bribery. In the past ten or fifteen years many businesses in America have used bonuses or stock options to attract and keep knowledge workers. It always fails.

Of course knowledge workers need to be satisfied with their pay, because dissatisfaction with income and benefits is a powerful disincentive. The incentives, however, are different. The management of knowledge workers should be based on the assumption that the corporation needs them more than they need the corporation. They know they can leave. They have both mobility and self-confidence. This means they have to be treated and managed as volunteers, in the same way as volunteers who work for not-for-profit organizations (on the treatment of volunteers in the not-for-profit organization, see chapter 13). The first thing such people want to know is what the company is trying to do and where it is going. Next, they are interested in personal achievement and personal responsibility—which means they have to be put in the right job. Knowledge workers expect continuous learning and continuous training. Above all, they want respect, not so much for themselves but for their area of knowledge. In that regard, they have moved several steps beyond traditional workers, who used to expect to be told what to do, although later they were increasingly expected to “participate.” Knowledge workers, in contrast, expect to make the decisions in their own area.

FROM CORPORATION TO CONFEDERATION

The first example of the corporation as a confederation is General Motors which, in the 1920s, first developed both the organizational concepts and the organizational structure upon which today’s large corporations everywhere are based. And it was based for seventy-five of those eighty years on two basic principles: we own as much as possible of whatever we manufacture, and we own everything we do.

Now it is experimenting with becoming the minority partner in competing companies—Saab in Sweden, Suzuki and Isuzu in Japan.

At the same time, it has divested itself of 70 to 80 percent of what it manufactures, but at the same time it is turning itself into a merchant, buying for the customers through its dealership but also directly, finding the car the customer wants.



THE TOYOTA WAY

The second example of a corporation as a confederation goes exactly the other way. Toyota, which since the 1980s, has been the most successful automotive company and is the now the largest. It is restructuring itself around its core competency—manufacturing. It is moving away from having multiple suppliers of parts and accessories to having only one or two everywhere. At the same time, it uses its manufacturing competence to manage these suppliers. They remain independent companies, but they are basically part of Toyota in terms of management.

This is not a new idea. Sears, Roebuck did the same for its suppliers in the 1920s and 1930s. Britain’s Marks & Spencer was the world’s most successful retailer for fifty years, maintaining its preeminence largely by keeping an iron grip on its suppliers. It is rumored in Japan that Toyota intends ultimately to market its manufacturing consultancy to non-car companies, turning its manufacturing core competence into a separate big business.

Yet another approach is being explored by a large manufacturer of branded and packaged consumer goods. Some 60 percent of the company’s products are sold in the developed countries through some 150 retail chains. The company plans to create a worldwide Web site that will take orders from customers in all countries, either to be picked up in the retail store nearest to them or to be delivered by that store to their home. But—and this is the true innovation—the Web site will also take orders for noncompeting packaged and branded consumer products made by other, and especially smaller, firms. Such firms have great difficulty in getting their wares on to increasingly crowded supermarket shelves. The multinational’s Web site could offer them direct access to customers and delivery through an established large retailer. The pay-off for the multinational and the retailer would be that both get a decent commission without having to invest any money of their own, without risk, and without sacrificing shelf space to slow-moving items.

There are already a good many variations on this theme: the already mentioned American contract manufacturers, who now make the products for half a dozen competing Japanese consumer-electronics firms; a few independent specialists who design software for competing information-hardware makers; the independent specialists who design credit cards for competing American banks and also often market and clear the cards for the bank (all the bank does is the financing).

All these approaches, however different, still take the traditional corporation as their point of departure. But there are some new ideas that do away with the corporate model altogether. One example is a “syndicate” being tested by several noncompeting manufacturers in the European Union. Each of the constituent companies is medium-sized, family-owned, and owner-managed. Each is a leader in a narrow, highly engineered product line. Each is heavily export-dependent. The individual companies intend to remain independent and to continue to design their products separately. They will also continue to make them in their own plants for their main markets and to sell them in these markets. But for other markets, and especially for emerging or less developed countries, the syndicate will arrange for the making of the products, either in syndicate-owned plants producing for several of the members or by local contract manufacturers. The syndicate will handle the delivery of all members’ products and service them in all markets. Each member will own a share of the syndicate, and the syndicate, in turn, will own a small share of each member’s capital. If this sounds familiar, it is because the model is the nineteenth-century farmers’ cooperative.

As the corporation moves toward a confederation or a syndicate, it will increasingly need a top management that is separate, powerful, and accountable. This top management’s responsibilities will cover the entire organization’s direction, planning, strategy, values, and principles; its structure and its relationship among its various members; its alliances, partnerships, and joint ventures; and its research, design, and innovation. Top management will have to take charge of the management of the two resources common to all units of the organization: key people and money. It will represent the corporation to the outside world and maintain relationships with governments, the public, the media, and organized labor.

LIFE AT THE TOP

An equally important task for top management in the next society’s corporation will be to balance the three dimensions of the corporation: as an economic organization, as a human organization, and as an increasingly important social organization. Each of the three models of the corporation developed in the past half century stressed one of these dimensions and subordinated the other two. The German model of the “social market economy” put the emphasis on the social dimension; the Japanese one, on the human dimension; and the American one (“shareholder sovereignty”), on the economic dimension.

None of the three is adequate on its own. The German model achieved both economic success and social stability, but at the price of high unemployment and dangerous labor-market rigidity. The Japanese model was strikingly successful for twenty years, but faltered at the first serious challenge; indeed, it has become a major obstacle to Japan’s recovery from its most recent deep recession. The “shareholder sovereignty” model is also bound to flounder. It is a fair-weather model that works well only in times of prosperity. Obviously, the enterprise can fulfill its human and social functions only if it prospers as a business. But now that knowledge workers are becoming the key employees, a company also needs to be a desirable employer to be successful.

Crucially, the claim that made shareholder sovereignty possible, the absolute primacy of business gains, has also highlighted the importance of the corporation’s social function. The new shareholders whose emergence since 1960 or 1970 produced shareholder sovereignty are not “capitalists.” They are employees who own a stake in the business through their retirement and pension funds. By 2000, pension funds and mutual funds had come to own the majority of the share capital of America’s large companies. This has given shareholders the power to demand short-term rewards. But the need for a secure retirement income will increasingly focus people’s minds on the future value of the investment. Corporations, therefore, will have to pay attention to both their short-term business results and their long-term performance, as providers of retirement benefits. The two are not irreconcilable, but they are different, and they will have to be balanced.

In the last half-century after World War II, the business corporation has proven itself brilliantly as an economic organization—a creator of wealth and jobs. In the next society, the biggest challenge for the large company may be its social legitimacy: its values, its mission, its vision. In their different ways, the top people at all of these German, Japanese, and American companies were trying to do the same thing: to establish their organization’s unique personality.

Will the corporation survive? Yes, after a fashion. Something akin to a corporation will have to coordinate the next society’s economic resources. Legally and perhaps financially, it may even look much the same as today’s corporation. But instead of there being a single model adopted by everyone, there will be a range of models to choose from.

THE WAY AHEAD: THE TIME TO GET READY FOR THE NEW REALITIES IS NOW

The next society has developed far enough for action to be considered in the following areas:

The future corporation. Enterprises—including a good many nonbusinesses, such as universities—should start experimenting with new corporate forms and conducting a few pilot studies, especially in working with alliances, partners, and joint ventures, and in defining new structures and new tasks for top management. New models are also needed for geographical and product diversification for multinational companies, and for balancing concentration and diversification.



People policies. The way people are managed almost everywhere assumes that the workforce is still largely made up of people who are employed by the enterprise and work full-time for it until they are fired, quit, retire, or die. Yet already in many organizations as many as two-fifths of the people who work there are not employees and do not work full-time.

Today’s human-resources managers also still assume that the most desirable and least costly employees are young ones. In America, especially, older people, and particularly older managers and professionals, have been pushed into early retirement to make room for younger people who are believed to cost less or to have more up-to-date skills. The results of this policy have not been encouraging. Generally speaking, after two years wage costs per employee for the younger recruits tend to be back where they were before the “oldies” were pushed out, if not higher. The number of salaried employees seems to be going up at least as fast as production or sales, which means that the new young hires are no more productive than the old ones were. But in any event, demography will make the present policy increasingly self-defeating and expensive.

The first need is for a people policy that covers all those who work for an enterprise, whether they are employed by it or not. After all, the performance of every single one of them matters. So far, no one seems to have devised a satisfactory solution to this problem. Second, enterprises must attract, hold, and make productive people who have reached official retirement age, have become independent outside contractors, or are not available as full-time permanent employees. For example, highly skilled and educated older people, instead of being retired, might be offered a choice of continuing relationships that convert them into long-term “inside outsiders,” preserving their skill and knowledge for the enterprise and yet giving them the flexibility and freedom they expect and can afford.

There is a model for this, but it comes from academia rather than business: the professor emeritus, who has vacated his chair and no longer draws a salary. He remains free to teach as much as he wants, but gets paid only for what he or she does. Many emeriti do retire altogether, but perhaps as many as half continue to teach part-time, and many continue to do full-time research. A similar arrangement might well suit senior professionals in a business. A big American corporation is currently trying out such an arrangement for older top-level people in its law and tax departments, in research and development, and in staff jobs. But for people in operating work, for example, sales or manufacturing, something different needs to be developed.

Outside information. Perhaps surprisingly, it can be argued that the information revolution has caused managements to be less well informed than they were before. They have more data, to be sure, but most of the information made so readily available through information technology is about internal company matters. As this chapter has shown, though, the most important changes affecting an institution today are likely to be outside ones, about which present information systems offer few clues.

One reason is that information about the outside world is not usually available in computer-useable form. It is not codified, nor is it usually quantified. This is why information technology people, and their executive customers, tend to scorn information about the outside world as “anecdotal.” Moreover, far too many managers assume, wrongly, that the society they have known all their lives will remain the same forever.

Outside information is becoming available on the Internet. It is now possible for managements to ask what outside information they need, as a first step toward devising a proper information system for collecting relevant information about the outside world. (On converting data to information, see chapter 33.)

Change agents. To survive and succeed, every organization will have to turn itself into a change agent. The most effective way to manage change successfully is to create it. But experience has shown that grafting innovation onto a traditional enterprise does not work. The enterprise has to become a change agent. This requires the organized abandonment of things that have been shown to be unsuccessful, and the organized and continuous improvement of every product, service, and process within the enterprise (which the Japanese call kaizen). It requires the exploitation of successes, especially unexpected and unplanned-for ones, and it requires systematic innovation. The point of becoming a change agent is that it changes the mind-set of the entire organization. Instead of seeing change as a threat, its people will come to consider it as an opportunity.

AND THEN?

So much for getting ready for the future that we can already see taking shape. But what about future trends and events we are not even aware of yet? If there is one thing that can be forecast with confidence, it is that the future will turn out in unexpected ways.

Take, for example, the information revolution. Almost everybody is sure of two things about it: first, that it is proceeding with unprecedented speed; and second, that its effects will be more radical than anything that has gone before. Wrong, and wrong again. Both in its speed and its impact, the information revolution uncannily resembles its two predecessors within the past two hundred years—the first industrial revolution of the later eighteenth and early nineteenth centuries, and the second industrial revolution in the late nineteenth century.



The first industrial revolution, triggered by James Watt’s improved steam engine in the mid-1770s, immediately had an enormous impact on the West’s imagination, but it did not produce many social and economic changes until the invention of the railroad, in 1829, and of prepaid postal service and of the telegraph, in the decade thereafter. Similarly, the invention of the computer in the mid-1940s, the information revolution’s equivalent of the steam engine, stimulated people’s imagination, but it was not until forty years later, with the spread of the Internet in the 1990s, that the information revolution began to bring about big economic and social changes.

Equally, today we are puzzled and alarmed by the growing inequality in income and wealth and by the emergence of the “superrich,” such as Microsoft’s Bill Gates. Yet the same sudden and inexplicable growth in inequality and the same emergence of the “superrich” of their day, characterized both the first and the second industrial revolutions. Those earlier superrich were a good deal richer, relative to the average income and average wealth of their time and country, than a Bill Gates is, relative to today’s average income and wealth in America.

These parallels are close enough and striking enough to make it almost certain that, as in the earlier industrial revolutions, the main effects of the information revolution on the next society still lie ahead. The decades of the nineteenth century following the first and second industrial revolutions were the most innovative and most fertile periods since the sixteenth century for the creation of new institutions and new theories. The first industrial revolution turned the factory into the central production organization and the main creator of wealth. Factory workers became the first new social class since the appearance of knights in armor more than one thousand years earlier. The house of Rothschild, which emerged as the world’s dominant financial power after 1810, was not only the first investment bank but also the first multinational company since the fifteenth-century Hanseatic League and the Medici family. The first industrial revolution brought forth, among many other things, intellectual property, universal incorporation, limited liability, the trade union, the cooperative, the technical university, and the daily newspaper. The second industrial revolution produced the modern civil service and the modern corporation, the commercial bank, the business school, and the first nonmenial jobs outside the home for women.

The two industrial revolutions also bred new theories and new ideologies. The Communist Manifesto was a response to the first industrial revolution; the political theories and theorists that together shaped the twentieth-century democracies—Otto von Bismarck’s welfare state, Britain’s Christian Socialism and Fabian Society, America’s regulation of business—were all responses to the second one. So was Frederick Winslow Taylor’s scientific management (starting in 1881), with its productivity explosion.

BIG IDEAS

Following the information revolution, once again we see the emergence of new institutions and new theories. The new economic regions—the European Union, NAFTA (North American Free Trade Agreement) and the proposed Free-Trade Area of the Americas—are neither traditionally free-trade nor traditionally protectionist. They attempt a new balance between the two and between the economic sovereignty of the national state and supranational economic decision making. Equally, there is no real precedent for the Citigroups, Goldman Sachses, or ING Barings that have come to dominate world finance. They are not multinational but transnational. The money they deal in is almost totally beyond the control of any country’s government or central bank.

And then there is the upsurge in interest in the Austro-American economist Joseph Schumpeter’s postulates of dynamic disequilibrium as the economy’s only stable state, of the innovator’s creative destruction as the economy’s driving force, and of new technology as the main, if not the only, economic change agent—the very antitheses of earlier economic theories based on the idea of equilibrium as a healthy economy’s norm, monetary and fiscal policies as the drivers of a modern economy, and technology as exogenous.

All of this suggests that the greatest changes are almost certainly still ahead of us. We can also be sure that the society of 2030 will be very different from that of today. It will not be dominated or even shaped by information technology. Information technology will, of course, be important, but it will be only one of several important new technologies. The central features of the next society, as of its predecessors, will be new institutions and new theories, ideologies, and problems.

SUMMARY

A number of key assumptions on which the corporation was invented are now being reversed. Some of these assumptions will be discussed further in chapter 7. Two are especially important to summarize. First, the specialized nature of knowledge, the reduction in communications costs, and the crisscross of technology are having a profound impact on reversing the century trend toward integrating the separate activities of the corporation into a hierarchy. Second, development and growth of a business is increasingly taking place, not inside the corporation itself, but through partnerships, joint ventures, alliances, minority participation, and know-how agreements with institutions in different industries and with different technologies. Thus the process of “integration” is being reversed by the process of “disintegration.” Attracting and holding these diverse groups will become the central tasks of people management in the new corporation. The people in these groups do not have permanent relationships with the business. They may not have to be managed, but they have to be made productive. They will, therefore, have to be deployed where their specialized knowledge can make the greatest contribution. And they will have to be satisfied.
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Management’s New Paradigm



INTRODUCTION

Basic assumptions about reality are the paradigms of a social science, such as management. They are usually subconsciously held by the scholars, the writers, the teachers, the practitioners in the field. Yet those assumptions largely determine what the discipline—scholars, writers, teachers, practitioners—assumes to be reality.

The discipline’s basic assumptions about reality determine what it focuses on. They determine what a discipline considers “facts” and, indeed, what it considers the discipline itself to be all about. The assumptions also largely determine what is being disregarded in a discipline or is being pushed aside as an “annoying exception.” They decide in a given discipline both what is being paid attention to and what is neglected or ignored.

Yet, despite their importance, the assumptions are rarely analyzed, rarely studied, rarely challenged—indeed rarely even made explicit.

For a social discipline such as management the assumptions are actually a good deal more important than are the paradigms for a natural science. The paradigm—that is, the prevailing general theory—has no impact on the natural universe. Whether the paradigm states that the sun rotates around the earth or, on the contrary, that the earth rotates around the sun has no effect on sun and earth. A natural science deals with the behavior of objects. But a social discipline such as management deals with the behavior of people and human institutions. Practitioners will, therefore, tend to act and to behave as the discipline’s assumptions tell them to. Even more important, the reality of a natural science, the physical universe and its laws, do not change (or if they do, only over eons rather than over centuries, let alone over decades). The social universe has no natural laws of this kind. It is thus subject to continuous change. And this means that assumptions that were valid yesterday can, in no time at all, become invalid and, indeed, totally misleading.

What matter most in a social discipline such as management are, therefore, the basic assumptions. And a change in the basic assumptions matters even more. Since the study of management first began—and it truly did not emerge until the 1930s—two sets of assumptions regarding the realities of management have been held by most scholars, most writers, and most practitioners.

One set of assumptions underlies the discipline of management:




       1. Management is business management.


       2. There is—or there must be—one right organization structure.


       3. There is—or there must be—one right way to manage people.




Another set of assumptions underlies the practice of management:




      1. Technologies, markets, and end-uses are given.


       2. Management’s scope is legally defined.


       3. Management is internally focused.


       4. The economy as defined by national boundaries is the “ecology” of enterprise and management.




MANAGEMENT IS BUSINESS MANAGEMENT

To most people, inside and outside management, this assumption is self-evident. Indeed, management writers, management practitioners, and the laity do not even hear the lone word “management”; they automatically hear business management.

This assumption regarding the universe of management is of fairly recent origin. Before the 1930s, the few writers and thinkers who concerned themselves with management—beginning with Frederick Winslow Taylor around the turn of the century and ending with Chester Barnard just before World War II—all assumed that business management was just a subspecies of general management and basically no more different from the management of any other organization than one breed of dog is from another breed of dog.

What led to the identification of management with business management was the Great Depression and with it a hostility to business and contempt for business executives. In order not to be tarred with the business brush, management in the public sector was rechristened public administration and proclaimed a separate discipline—with its own university departments, its own terminology, its own career ladder. At the same time—and for the same reason—what had begun as a study of management in the rapidly growing hospital (e.g., by Raymond Sloan, the younger brother of GM’s Alfred Sloan) was split off as a separate discipline and christened hospital administration.



Not to refer to management was, in other words, political correctness in the Depression years.

In the postwar period, however, the fashion turned. By 1950, business had become a good word—largely as the result of the performance during World War II of American business management—and then very soon business management became politically correct, as a field of study, above all. And ever since, management has remained identified, in the public mind as well as in academia, with business management.

Now we are beginning to unmake this seventy-year-old mistake—as witness the renaming of so many “business schools” as “schools of management,” the rapidly growing offerings in “nonprofit management” by these schools, the emergence of executive management programs recruiting both business and nonbusiness executives, or the emergence of departments of pastoral management in divinity schools.

But the assumption that management is business management still persists. It is therefore important to assert, and to do so loudly, that Management is not Business Management—any more than, say, medicine is obstetrics.

There are, of course, differences in management among different organizations—mission defines strategy, after all, and strategy defines structure. There surely are differences between managing a chain of retail stores and managing a Catholic diocese (though amazingly fewer than either chain stores or bishops believe); between managing an air base, a hospital, and a software company. But the greatest differences are in the terms that individual organizations use. Otherwise the differences are mainly in application rather than in principles. There are not even tremendous differences in tasks and challenges.

The first conclusion of this analysis of the assumptions that must underlie management to make productive both its study and its practice is therefore: Management is the specific and distinguishing organ of any and all organizations.

THE ONE RIGHT ORGANIZATION

Concern with management and its study began with the sudden emergence of large organizations—business, governmental civil service, the large standing army (which was the novelty of late nineteenth-century society). And from the very beginning more than a century ago, the study of organization has rested on one assumption: There is—or there must be—one right organization.

What is presented as the one right organization has changed more than once. But the search for the one right organization has continued and continues today.

It was World War I that made clear the need for a formal organization structure. But it was also World War I that showed that Henri Fayol’s (and Andrew Carnegie’s) functional structure was not the one right organization. Immediately after World War I, first Pierre S. du Pont (1870–1954) and then Alfred P. Sloan (1875–1966) developed decentralization. And now, in the last few years, we have come to tout the “team” as the one right organization for pretty much everything.

By now, however, it should have become clear that there is no such thing as the one right organization. There are only organizations, each of which has distinct strengths, distinct limitations, and specific applications. Organization is not an absolute. It is a tool for making people productive in working together. As such, a given organization structure fits certain tasks in certain conditions and at certain times.

One hears a great deal today about “the end of hierarchy.” This is blatant nonsense. In any institution there has to be a final authority, that is, a “boss”—someone who can make the final decisions and who can expect them to be obeyed. In a situation of common peril—and every institution is likely to encounter it sooner or later—the survival of all depends on clear command. If the ship goes down, the captain does not call a meeting, the captain gives an order. And if the ship is to be saved, everyone must obey the order, must know exactly where to go and what to do, and do it without “participation” or argument. “Hierarchy,” and the unquestioning acceptance of it by everyone in the organization, is the only hope in a crisis.

Other situations within the same institution require deliberation. Others still require teamwork—and so on. In any one enterprise—probably even in Fayol’s “typical manufacturing company”—there is the need for a number of different organization structures coexisting side by side.

Managing foreign currency exposure is an increasingly critical—and increasingly difficult—task in a world economy. It requires total centralization. No one unit of the enterprise can be permitted to handle its own foreign currency exposures. But in the same enterprise, servicing the customer, especially in high-tech areas, requires almost complete local autonomy—going way beyond traditional decentralization. Each of the individual service people has to be the “boss,” with the rest of the organization taking its direction from them.

Certain forms of research require a strict functional organization, with all specialists “playing their instrument” by themselves. Other kinds of research, however, especially research that involves decision making at an early stage (e.g., some pharmaceutical research), require teamwork from the beginning. And the two kinds of research often occur side by side and in the same research organization.

The belief that there must be one right organization is closely tied to the fallacy that management is business management. If earlier students of management had not been blinkered by this fallacy but had looked at nonbusinesses, they would have soon found that there are vast differences in organization structure, according to the nature of the task.



A Catholic diocese is organized very differently from an opera. A modern army is organized very differently from a hospital.

There are, indeed, some principles of organization.

One is surely that organization has to be transparent. People have to know and have to understand the organization structure they are supposed to work in. This sounds obvious—but it is far too often violated in most institutions (even in the military).

Another principle has already been mentioned: Someone in the organization must have the authority to make the final decision in a given area. And someone must clearly be in command in a crisis. It also is a sound principle that authority be commensurate with responsibility.

It is a sound principle that one person in an organization should have only one “master.” There is wisdom to the old proverb of the Roman law that a slave who has three masters is a free man. It is a very old principle of human relations that no one should be put into a conflict of loyalties—and having more than one master creates such a conflict (which, by the way, is the reason that the jazz combo team, so popular now, is so difficult—every one of its members has two masters, the head of the specialty function, e.g., engineering, and the team leader). It is a sound structural principle to have the fewest layers, that is, to have an organization that is as flat as possible—if only because, as information theory tells us, every relay doubles the noise and cuts the message in half.

But these principles do not tell us what to do. They only tell us what not to do. They do not tell us what will work. They tell us what is unlikely to work. These principles are not too different from the ones that inform an architect’s work. They do not tell him what kind of building to build. They tell him what the restraints are. And this is pretty much what the various principles of organization structure do.

One implication: Individuals will have to be able to work at one and the same time in different organization structures. For one task they will work in a team. But for another task they will have to work—and at the same time—in a command-and-control structure. The same individual who is a “boss” within his or her own organization is a “partner” in an alliance, minority participation, a joint venture, and so on. Organizations, in other words, will have to become part of the executive’s toolbox.

Even more important: We need to go to work on studying the strengths and the limitations of different organizations (see chapters 38–42). For what tasks are what organizations most suitable? For what tasks are what organizations least suitable? And when, in the performance of a task, should we switch from one kind of organization to another? This analysis is perhaps most needed for the currently politically correct organization: the team.

One area in which research and study are particularly needed is the organization of top management. Yet I doubt that anyone would assert that we really know how to organize the top management job, whether in a business, a university, a hospital, or even a modern church. One clear sign is the growing disparity between our rhetoric and our practice: we talk incessantly about teams—and every study comes to the conclusion that the top management job does, indeed, require a team—yet we now practice, not only in American industry, the most extreme personality cult of CEO supermen. And no one seems to pay the slightest attention, in our present worship of these larger-than-life CEOs, to the question of how and by what process they are to be succeeded. Yet, succession has always been the ultimate test of any top management of any institution.

There is, in other words, an enormous amount of work to be done in organizational theory and organization practice—even though both are the oldest areas of organized work and organized practice in management.

The pioneers of management a century ago were right, organizational structure is needed. The modern enterprise—whether business, civil service, university, hospital, large church, or large military—needs organization, just as any biological organization beyond the amoeba needs structure. But the pioneers were wrong in their assumption that there is—or should be—one right organization. Just as there are a great number of different structures for biological organizations, so there are a number of organizations for the social organism that is the modern institution. Instead of searching for the right organization, management needs to learn to look for, to develop, to test: The organization that fits the task.

THE ONE RIGHT WAY TO MANAGE PEOPLE

In no other area are the basic traditional assumptions held as firmly—though mostly subconsciously—as in respect to people and their management. And in no other area are they so totally at odds with reality and so totally counterproductive.

There is one right way to manage people—or at least there should be. This assumption underlies practically every book or paper on the management of people. Its most quoted exposition is Douglas McGregor’s book The Human Side of Enterprise (1960), which asserted that managements have to choose between two and only two different ways of managing people, “Theory X” and “Theory Y,” and which then asserted that Theory Y is the only sound one. (A little earlier I had said pretty much the same thing in my 1954 book The Practice of Management.) A few years later, Abraham H. Maslow (1908–1970) showed in his Eupsychian Management (1965; new edition 1995, entitled Maslow on Management) that both McGregor and I were wrong. He showed conclusively that different people have to be managed differently.

I became an immediate convert—Maslow’s evidence is overwhelming. But to date, very few people have paid much attention.

On this fundamental assumption that there is—or at least should be—one and only one right way to manage people rest all the other assumptions about people in organizations and their management.

One of these assumptions is that the people who work for an organization are employees of the organization, working full-time and dependent on the organization for their livelihood and their careers. Another such assumption is that the people who work for an organization are subordinates. Indeed, it is assumed that the great majority of these people have either no skill or low skills and do what they are being assigned to do.

Decades ago, when these assumptions were first formulated, during and at the end of World War I, they conformed closely enough to reality to be considered valid. Today every one of them has become untenable. The majority of people who work for an organization may still be employees of the organization. But a very large and steadily growing minority—though working for the organization—are no longer its employees, let alone its full-time employees (as was described in chapter 6). They work for an outsourcing contractor—for example, the outsourcing firm that provides maintenance in a hospital or a manufacturing plant, or the outsourcing firm that runs the data processing system for a government agency or a business. They are temps or part-timers. Increasingly, they are individual contractors working on a retainer or for a specific contractual period.

Even if employed full-time by the organization, fewer and fewer people are “subordinates”—even in fairly low-level jobs. Increasingly they are “knowledge workers.” And knowledge workers are not subordinates; they are “associates.” For, once beyond the apprentice stage, knowledge workers must know more about their job than their boss does—or else they are no good at all. In fact, that they know more about their job than anybody else in the organization is part of the definition of knowledge workers.

In addition, today superiors usually have not held the jobs their subordinates hold—as they did only a few short decades ago and as it is still widely assumed they do. A regimental commander in the army, only a few decades ago, had held every one of the jobs of his subordinates—battalion commander, company commander, platoon commander. The only difference in these respective jobs—between the lowly platoon commander and the lordly regimental commander—was in the number of people each commands; the work was exactly alike. To be sure, today’s regimental commanders have commanded troops earlier in their careers—but often for only a short period. They have also advanced through captain and major. But for most of their careers they have held very different assignments—staff jobs, research jobs, teaching jobs, attached to an embassy abroad, and so on. They simply can no longer assume that they know what their subordinate, the captain in charge of a company, is doing or trying to do—they have been captains, of course, but they may have never commanded a company.



Similarly, the vice president of marketing may have come up the sales route. He or she knows a great deal about selling. But he or she knows nothing about market research, pricing, packaging, service, sales forecasting. The marketing vice president, therefore, cannot possibly tell the experts in the marketing department what they should be doing, or how. Yet these people are supposed to be the marketing vice president’s subordinates—and the marketing vice president is definitely responsible for their performance and for their contribution to the company’s marketing efforts.

The same is true for the hospital administrator or the hospital’s medical director in respect to the trained knowledge workers in the clinical laboratory or in physical therapy.

To be sure, these associates are subordinates in that they depend on the boss when it comes to being hired or fired, promoted, appraised, and so on. But in his or her own job the superior can perform only if these so-called subordinates take responsibility for educating him or her, that is, for making the superior understand what market research or physical therapy can do and should be doing, and what results are in their respective areas. In turn, these “subordinates” depend on the superior for direction; they depend on the superior to tell them what the score is.

Their relationship, in other words, is far more like that between the conductor of an orchestra and the instrumentalist than it is like the traditional superior-subordinate relationship. The superior in an organization employing knowledge workers cannot, as a rule, do the work of the supposed subordinate any more than the conductor of an orchestra can play the tuba. In turn, the knowledge worker is dependent on the superior to give direction and, above all, to define what the score is for the entire organization—that is, what are the standards and values, performance and results. And just as an orchestra can sabotage even the ablest conductor—and certainly even the most autocratic one—a knowledge organization can easily sabotage even the ablest, let alone the most autocratic, superior.

Altogether, an increasing number of people who are full-time employees have to be managed as if they were volunteers. They are paid, to be sure. But knowledge workers have mobility. They can leave. They own their means of production, which is their knowledge. What motivates—and especially what motivates knowledge workers—is what motivates volunteers. Volunteers, we know, have to get more satisfaction from their work than paid employees, precisely because they do not get a paycheck. They need, above all, challenge. They need to know the organization’s mission and to believe in it. They need continuous training. They need to see results.

Implicit in this is that different groups in the work population have to be managed differently, and that the same group in the work population has to be managed differently at different times. Increasingly, employees have to be managed as partners—and it is the definition of a partnership that all partners are equal. It is also the definition of a partnership that partners cannot be ordered. They have to be persuaded. Increasingly, therefore, the management of people is a marketing job. And in marketing one does not begin with the question, “What do we want?” One begins with the question, “What does the other party want? What are its values? What are its goals? What does it consider results?” And this is neither “Theory X” nor “Theory Y,” nor any other specific theory of managing people.

Maybe we will have to redefine the task altogether. It may not be “managing the work of people.” The starting point, both in theory and in practice, may have to be “managing for performance.” The starting point may be a definition of results—just as the starting points of both the orchestra conductor and the football coach are the score.

The productivity of the knowledge worker is likely to become the center of the management of people, just as the work on the productivity of the manual worker became the center of managing people a hundred years ago, that is, since Frederick W. Taylor. This will require, above all, very different assumptions about people in organizations and their work:

One does not “manage” people. The task is to lead people.

And the goal is to make productive the specific strengths and knowledge of each individual.

TECHNOLOGIES AND END-USERS ARE FIXED AND GIVEN

Four major assumptions, as said at the beginning of this chapter, have been underlying the practice of management all along—in fact, for much longer than there has been a discipline of management.

The assumptions about technology and end-users underlie, to a very large extent, the rise of modern business and of the modern economy altogether. They go back to the very early days of the Industrial Revolution. When the textile industry first developed, out of what had been cottage industries, it was assumed—and with complete validity—that the textile industry had its own unique technology. The same was true in respect to coal mining and any of the other industries that arose in the late eighteenth century and the first half of the nineteenth century. The first one to understand this and to base a major enterprise on it was also one of the first men to develop what we would today call a modern business, the German Werner Siemens (1816–1892). It led him, in 1869, to hire the first university-trained scientist to start a modern research lab—devoted exclusively to what we would now call electronics, and based on a clear understanding that electronics (in those days called “low-voltage”) was distinct and separate from all other industries and had its distinct and separate technology.

Out of the insight that technologies and their end-uses are distinct, grew not only Siemens’s own company with its own research lab, but also the German chemical industry, which assumed worldwide leadership because it based itself on the assumption that chemistry—and especially organic chemistry—had its own unique technology. Out of it then grew the other major leading companies the world over—the American electrical and chemical companies, the automobile companies, the telephone companies, and so on. Out of this insight also grew more of what may well be the most successful invention of the nineteenth century, the research laboratory—the last one, almost a century after Siemens’s, the 1950 lab of IBM. At around the same time the research labs of the major pharmaceutical companies emerged as a worldwide industry after World War II.

By now, though, the assumptions underlying these successes have become untenable. The best example of this is in the pharmaceutical industry, which increasingly has come to depend on technologies that are fundamentally different from the technologies on which the pharmaceutical research lab is based: genetics, microbiology, molecular biology, medical electronics, and so on.

In the nineteenth century and throughout the first half of the twentieth century, it could be taken for granted that technologies outside one’s own industry had no, or at least only minimal, impact on it. Now the assumption to start with is that the technologies that are likely to have the greatest impact on a company and an industry are technologies outside its own field.

The original assumption was, of course, that one’s own research lab would and could produce everything the company—or the company’s industry—needed. And, in turn, the assumption was that everything that this research lab produced would be used in and by the industry that it served.

Today’s technologies, unlike the nineteenth-century technologies, no longer run in parallel. They constantly crisscross, as discussed briefly in chapter 6. Technology that people in their given industries have barely heard of ( just as the people in the pharmaceutical industry had never heard of genetics, let alone medical electronics) revolutionizes those industries. Such outside technologies force industries to learn, to acquire, to adapt, to change their very mind-set, not to mention their technical knowledge.

A second assumption that was equally important to the rise of nineteenth- and twentieth-century industry and companies was: End-uses are fixed and given. For example, for the end-use of putting beer into containers, there is now extreme competition among various suppliers of containers. But at one time all of them were glass companies, and there was only one way of putting beer into containers—put it in a glass bottle. Fixed end-use was accepted as obvious, not only by business, industry, and the consumer, but by governments as well. The American regulation of business rests on the assumptions that to every industry there pertains a unique technology and that to every end-use there pertains a specific and unique product or service. These are the assumptions on which antitrust was based. And to this day antitrust law concerns itself with the domination of the market in glass bottles and pays little attention to the fact that beer increasingly is put not into glass bottles but into cans or plastic bottles.

But since World War II end-uses are no longer uniquely tied to a certain product or service. The plastics, of course, were the first major exception to the rule. But by now it is clear that it is not just one material moving in on what was considered the “turf” of another one. Increasingly, the same want is being satisfied by very different means. It is the want that is unique, and not the means to satisfy it.

As late as the beginning of World War II, dissemination of news was basically the monopoly of the printed newspaper—an eighteenth-century invention that saw its biggest growth in the early years of the twentieth century. Now there are many competing deliverers of news: the radio, the television, still the printed newspaper, increasingly the same newspaper delivered online through the Internet, separate news organizations that operate only electronically—(as is increasingly the case with economic and business news), and quite a few additional ones.

And then there is the new “basic resource” information. It differs radically from all other commodities in that it does not stand under the scarcity theorem. On the contrary, it stands under an abundance theorem. If I sell a thing—for example, a book—I no longer have the book. If I impart information, I still have it. And in fact, information becomes more valuable the more people have it. What this means for economics is well beyond the scope of this chapter, though it is clear that it will force us to radically revise basic economic theory. But it also means a good deal for management. Increasingly, basic assumptions will have to be changed. Information does not pertain exclusively to any industry or to any business. Information also does not have any one end-use, nor does any end-use require or depend upon one particular kind of information.

Therefore, management now has to start out with the assumption that there is no one technology that pertains to an industry and that, on the contrary, all technologies are capable—and indeed likely—to be of major importance to any industry and to have impact on any industry. Similarly, management has to start with the assumption that there is no one given end-use for any product or service and that, conversely, no end-use is going to be linked solely to any one product or service.

One implication of this is that increasingly the noncustomers of an enterprise—whether a business, a university, a church, a hospital—are as important as the customers, if not more important.

Even the biggest enterprise (other than a government monopoly) has many more noncustomers than it has customers. There are very few institutions that supply as large a percentage of a market as 30 percent. There are, therefore, few institutions where the noncustomers do not amount to at least 70 percent of the potential market. And yet very few institutions know anything about the noncustomers—very few of them even know that they exist, let alone know who they are. And even fewer know why they are not customers. Yet, it is with the noncustomers that changes always start.

The starting point has to be what customers consider value. The starting point has to be the assumption—an assumption amply proven by all our experience—that the customer never buys what the supplier sells. What is value to the customer is always something quite different from what is value or quality to the supplier. This applies as much to a business as to a university or to a hospital.

Management, in other words, will increasingly have to be based on the assumption that neither technology nor end-use is a foundation for management policy. They are limitations. The foundations have to be customer values and customer decisions on the distribution of their disposable income. It is with those that management policy and management strategy increasingly will have to start.

MANAGEMENT ’S SCOPE IS LEGALLY DEFINED

Management, both in theory and in practice, deals with a legal entity, the individual enterprise—whether the business corporation, the hospital, the university, and so on. The scope of management is thus legally defined. This has been—and still is—the almost universal assumption.

One reason for this assumption is the traditional concept of management as being based on command and control. Command and control are indeed legally defined. The chief executive of a business, the bishop of a diocese, the administrator of a hospital, have no command-and-control authority beyond the legal confines of their institution.

Almost a hundred years ago it first became clear that the legal definition was not adequate to manage a major enterprise.

The Japanese are usually credited with the invention of the keiretsu, the management concept in which the suppliers to an enterprise are tied together with their main customer, for example, Toyota, for planning, product development, cost control, and so on. But actually the keiretsu is much older and an American invention. It goes back to around 1910 and to the man who first saw the potential of the automobile to become a major industry, William C. Durant (1861–1947). It was Durant who created General Motors by buying up small but successful automobile manufacturers such as Buick and merging them into one big automobile company. A few years later Durant then realized that he needed to bring the main suppliers into his corporation. He began to buy up and merge into General Motors one parts-and-accessories maker after the other, finishing in 1920 by buying Fisher Body, the country’s largest manufacturer of automobile bodies. With this purchase General Motors had come to own the manufacturers of 70 percent of everything that went into its automobiles—and had become by far the world’s most integrated large business. It was this prototype keiretsu that gave General Motors the decisive advantage, both in cost and in speed, that made it within a few short years both the world’s largest and the world’s most profitable manufacturing company, and the unchallenged leader in an exceedingly competitive American automobile market. In fact, for some thirty-odd years, General Motors enjoyed a 30 percent cost advantage over all its competitors, including Ford and Chrysler.

But the Durant keiretsu was still based on the belief that management means command and control—this was the reason that Durant bought all the companies that became part of General Motors’ keiretsu. And this eventually became the greatest weakness of GM. Durant had carefully planned to ensure the competitiveness of the GM-owned accessory suppliers. Each of them (except Fisher Body) had to sell 50 percent of its output outside of GM, that is, to competing automobile manufacturers, and thus had to maintain competitive costs and competitive quality. But after World War II the competing automobile-parts market disappeared—and with them the check on the competitiveness of GM’s wholly owned accessory divisions. Also, with the unionization of the automobile industry, in 1936–1937, the high labor costs of automobile assembly plants were imposed on General Motors’ accessory divisions, which put them at a cost disadvantage that, to this day, they have not been able to overcome. In other words, that Durant based his keiretsu on the assumption that management means command and control largely explains the decline of General Motors in the last twenty-five years and the company’s inability to turn itself around.

This was clearly realized in the 1920s and 1930s by the builder of the next keiretsu, Sears, Roebuck. As Sears became America’s largest retailer, especially of appliances and hardware, it too realized the necessity of bringing together its main suppliers into one group, so as to make possible joint planning, joint product development and product design, and cost control across the entire economic chain. But instead of buying these suppliers, Sears bought small minority stakes in them—more as a token of its commitment than as an investment—and based the relationship otherwise on contract. And the next keiretsu builder—and probably the most successful one so far (even more successful than the Japanese)—was Marks & Spencer in England, which, beginning in the early 1930s, integrated practically all its suppliers into its own management system, but exclusively through contracts, rather than through ownership stakes or ownership control.

It is the Marks & Spencer model that the Japanese, quite consciously, copied in the 1960s.

In every single case, beginning with General Motors, the keiretsu—that is, the integration, into one management system, of enterprises that are linked economically rather than controlled legally—has given a cost advantage of at least 25 percent and more often 30 percent. In every single case, it has given dominance in the industry and in the marketplace.

And yet the keiretsu is not enough. It is still based on power. Whether it is General Motors and the small, independent accessory companies that Durant bought between 1915 and 1920, or Sears, Roebuck, or Marks & Spencer, or Toyota—the central company has overwhelming economic power. The keiretsu is not based on a partnership of equals. It is based on the dependence of the suppliers.

Increasingly, however, the economic chain brings together genuine partners, that is, institutions in which there is equality of power and genuine independence. This is true of the partnership between a pharmaceutical company and the biology faculty of a major research university. This is true of the joint ventures through which American industry got into Japan after World War II. This is true of the partnerships today between chemical or pharmaceutical companies and companies in genetics, molecular biology, or medical electronics.

These companies in the new technologies may be quite small—and very often are—and badly in need of capital. But they own independent technology. Therefore, they are the senior partners when it comes to technology. They, rather than the much bigger pharmaceutical or chemical company, have a choice about whom to ally themselves with. The same is largely true in information technology, and also in finance. Then, neither the traditional keiretsu nor command and control work.

What is needed, therefore, is a redefinition of the scope of management. Management has to encompass the entire process. For business, this by and large means the economic process.

The new assumption on which management, both as a discipline and as a practice, will increasingly have to base itself is that the scope of management is not legal. It has to be operational. It has to embrace the entire process. It has to be focused on results and performance across the entire economic chain.

MANAGEMENT ’S SCOPE IS POLITICALLY DEFINED

It is still generally assumed in the discipline of management—and very largely still taken for granted in the practice of management—that the domestic economy, as defined by national boundaries, is the ecology of enterprise and management—and of nonbusinesses as much as of businesses.

This assumption underlies the traditional “multinational.” As is well known, before World War I, as large a share of the world’s production of manufactured goods and of financial services was multinational as it is now. The 1913 leading company in any industry, whether in manufacturing or in finance, derived as large a share of its sales from selling outside its own country as it did by selling inside its own country. But insofar as it produced outside its own national boundaries, it produced within the national boundaries of another country.

One example of this was Fiat. The largest supplier of war materiel to the Italian army during World War I was a young but rapidly growing company in Turin called Fiat—it made all the automobiles and trucks for the Italian army. The largest supplier of war materiel to the Austo-Hungarian army in World War I was also a company called Fiat—in Vienna. It supplied all the automobiles and trucks to the Austro-Hungarian army. It was two to three times the size of its parent company. For Austria-Hungary was a much larger market than Italy, partly because it had a much larger population, and partly because it was more highly developed, especially in its western parts. Fiat-Austria was wholly owned by Flat-Italy. But except for the designs that came from Italy, Fiat-Austria was a separate company. Everything it used was made or bought in Austria. All products were sold in Austria. And every employee up to and including the CEO was an Austrian. When World War I came, and Austria and Italy became enemies, all the Austrians had had to do, therefore, was change the bank account of Fiat-Austria—it kept on working as it had all along.

Even traditional industries like the automotive industry or insurance are no longer organized that way.

Post–World War II industries such as the pharmaceutical industry or the information industries are increasingly not even organized in “domestic” and “international” units, as GM and Allianz, the global financial services company, still are. They are run as a worldwide system in which individual tasks—whether research, design, engineering, development, testing, or, increasingly, manufacturing and marketing—are each organized transnationally.

One large pharmaceutical company has seven labs in seven different countries, each focusing on one major area (e.g., antibiotics) but all run as one “research department” and all reporting to the same research director in headquarters. The same company has manufacturing plants in eleven countries, each highly specialized and producing one or two major product groups for worldwide distribution and sale. It has one medical director who decides in which of five or six countries a new drug is to be tested. But managing the company’s foreign exchange exposure is totally centralized in one location for the entire system.

In the traditional multinational, economic reality and political reality were congruent. The country was the “business unit,” to use today’s term. In today’s transnational—but also, increasingly, in the old multinationals, as they are forced to transform themselves—the country is only a cost center. It is a complication rather than the unit for organization or the unit of business, of strategy, of production, and so on. Management and national boundaries are no longer congruent. The scope of management can no longer be politically defined. National boundaries will continue to be important. But the new assumption has to be:



National boundaries are important primarily as restraints. The practice of management—and by no means for businesses only—will increasingly have to be defined operationally rather than politically.

THE INSIDE IS MANAGEMENT ’S DOMAIN

All the traditional assumptions led to one conclusion: The inside of the organization is the domain of management.

This assumption explains the otherwise totally incomprehensible distinction between management and entrepreneurship.

In actual practice, this distinction makes no sense whatever. An enterprise, whether a business or any other institution, that does not innovate and does not engage in entrepreneurship will not survive long.

It should have been obvious from the beginning that management and entrepreneurship are only two different dimensions of the same task. An entrepreneur who does not learn how to manage will not last long. A management that does not learn to innovate will not last long. In fact, as chapter 8 argues in detail, business—and every other organization today—has to be designed for change as the norm and has to create change rather than just react to it.

But entrepreneurial activities start with the Outside and are focused on the outside. They therefore do not fit within the traditional assumptions of management’s domain—which explains why the two activities have so commonly come to be regarded as different, if not incompatible. Any organization, however, that actually believes that management and entrepreneurship are different, not to mention incompatible, will soon find itself out of business.

The inward focus of management has been greatly aggravated in the last decades by the rise of information technology. Information technology may, so far, have actually done more damage to management than helped it, as is discussed in greater depth in chapter 33.

The traditional assumption that the inside of the organization is the domain of management includes the idea that management concerns itself with efforts, if not costs only. For effort is the only thing that exists within an organization. And, similarly, everything inside an organization is a cost center.

But the results of any institution exist only on the outside.

It is understandable that management began as a concern for the inside of the organization. When the large organizations first arose—with the business enterprise, around 1870, being the first and by far the most visible one—managing the inside was the new challenge. Nobody had ever done it before. But while the assumption that management’s domain is the inside of the organization originally made sense—or can at least be explained—its continuation makes no sense whatever. It contradicts the very function and nature of organization.



Management must focus on the results and performance of the organization. Indeed, the first task of management is to define what results and performance are in a given organization—and this, as anyone who has worked on this task can testify, is in itself one of the most difficult, one of the most controversial, but also one of the most important tasks. It is, therefore, the specific function of management to organize the resources of the organization for results outside the organization.

The new assumption—and the basis for the new paradigm on which management, both as a discipline and as a practice has to be based—is therefore:

Management exists for the sake of the institution’s results. It has to start with the intended results and has to organize the resources of the institution to attain these results. It is the organ to make the institution—whether business, church, university, hospital, or a battered women’s shelter—capable of producing results outside of it.

This chapter has not tried to give answers—intentionally so. It has tried to raise questions and to pull together various strains from earlier chapters into six new paradigms for management. But underlying all of these is one insight: Management is the specific tool, the specific function, the specific instrument, to make institutions capable of producing results.

This, however, requires a final new management paradigm:

Management’s concern and management’s responsibility are everything that affects the performance of the institution and its results—whether inside or outside, whether under the institution’s control or totally beyond it.

SUMMARY

Prevailing assumptions about the realities of management determine what scholars, teachers, and executives assume to be reality. This chapter challenges three assumptions underlying the discipline of management: management is business management, there is one right organization, and there is one right way to manage people. Also challenged are four assumptions underlying the practice of management: technologies and end-users are fixed and given, management’s scope is legally defined, and the inside is management’s domain.

The new paradigms that supersede the three disciplinary assumptions of management are




       1. Management is the specific and distinguishing organ of any and all organizations.


       2. Management must look for the organization that fits the task.


       3. One does not “manage” people. The task is to lead people and make productive the specific strengths and knowledge of each individual.





The new paradigms that supersede the four practice assumptions of management are




      1. Neither technology nor end-use of a product is the correct foundation for management policy. Management must start with customer values and customer decisions as the basis for its strategy.


       2. The scope of management is not legal; it is operational, covering the entire economic chain.


       3. The practice of management will have to be defined operationally rather than by political boundaries.


       4. Finally, the results of any institution exist only on the outside.












Part II

Business Performance



We do not yet have an integrated discipline of business management. But we know what a business is and what its key functions are. We understand the functions of profit and the requirements of productivity. Any business needs to think through the question, What is our business and what should it be? From the definition of its mission and purpose, a business must derive objectives in a number of key areas, and it must balance these objectives against each other and against the competing demands of today and tomorrow. A business needs to convert objectives into concrete strategies and to concentrate resources on them. Finally, it needs to think through its strategic planning, the decisions of today that will make the business of tomorrow.











8

The Theory of the Business



Not in a very long time—not, perhaps, since the late 1940s or early 1950s—have there been as many new major management techniques as there are today: downsizing, outsourcing, total quality management, six-sigma, activity-based costing, economic value analysis, benchmarking, reengineering. Each is a powerful tool. But, with the exceptions of outsourcing and reengineering, these tools are designed primarily to do differently what is already being done. They are “how to do” tools.

Yet “what to do” is increasingly becoming the central challenge facing managements, especially those of big companies that have enjoyed long-term success. The story is a familiar one: a company that was a superstar only yesterday finds itself stagnating and frustrated, in trouble, and, often, in a seemingly unmanageable crisis. This phenomenon is by no means confined to the United States. It has become common in Japan and Germany, the Netherlands and France, Italy and Sweden. And it occurs just as often outside business—in labor unions, government agencies, hospitals, museums, and churches. In fact, the phenomenon seems even less tractable in those areas.

The root cause of nearly every one of these crises is not that things are being done poorly. It is not even that the wrong things are being done. Indeed, in most cases, the right things are being done—but fruitlessly. What accounts for this apparent paradox? The assumptions on which the organization has been built and is being run no longer fit reality. These are the assumptions that shape any organization’s behavior, dictate its decisions about what to do and what not to do, and define what the organization considers meaningful results. These assumptions are about markets. They are about identifying customers and competitors, their values and behavior. They are about technology and its dynamics, about a company’s strengths and weaknesses. These assumptions are about what a company gets paid for. They are what I call a company’s theory of the business.

Every organization, whether a business enterprise or not, has a theory of the business. Indeed, a valid theory that is clear, consistent, and focused is extraordinarily powerful. The theory of the business explains both the past successes of companies like General Motors and IBM, which dominated the U.S. economy for the latter half of the twentieth century, and the challenges they have faced since. In fact, what underlies the current malaise of so many large and successful organizations worldwide is that their theory of the business no longer works.

IBM AGILITY

Whenever a big organization gets into trouble—and especially if it has been successful for many years—people blame sluggishness, complacency, arrogance, mammoth bureaucracies. Plausible explanations? Yes. But rarely the relevant ones or correct. Consider the two most visible and widely reviled bureaucracies among large U.S. companies that have recently experienced trouble.

Since the earliest days of the computer, it had been an article of faith at IBM that the computer would go the way of electricity. The future, IBM knew, and could prove with scientific rigor, lay with the central station, the ever-more-powerful mainframe into which a huge number of users could plug. Everything—economics, the logic of information, technology—led to that conclusion. But then, suddenly, when it seemed as if such a central-station, mainframe-based information system was actually coming into existence, two young men came up with the first commercial personal computer. Every computer maker knew that the PC was absurd. It did not have the memory, the database, the speed, or the computing ability necessary to succeed. Indeed, every computer maker knew that the PC had to fail—a conclusion reached by Xerox only a few years earlier, when its research team had actually built the first PC. But when that misbegotten monstrosity—first the Apple, then the Macintosh—came on the market, people not only loved it, they bought it.

Every big, successful company throughout history, when confronted with such a surprise, has refused to accept it. Most mainframe makers responded in the same way. The list was long: Control Data, Univac, Burroughs, and NCR in the United States; Siemens, Nixdorf, Machines Bull, and ICL in Europe; Hitachi and Fujitsu in Japan. IBM—the overlord of mainframes, with as much in sales as all the other computer makers put together and with record profits—could have reacted in the same way. In fact, it should have. Instead, IBM immediately accepted the PC as the new reality. Almost overnight, it brushed aside all its proven and time-tested policies, rules, and regulations and set up not one but two competing teams to design an even simpler PC. A couple of years later, IBM had become the world’s largest PC manufacturer and the industry standard setter.

There is absolutely no precedent for this achievement in all of business history; it hardly argues bureaucracy, sluggishness, or arrogance. Yet despite this unprecedented flexibility, agility, and humility, IBM was floundering a few years later in both the mainframe and the PC businesses. It was suddenly unable to move, to take decisive action, to change.



GM HAD STRENGTH

The case of GM is equally perplexing. In the early 1980s—the very years in which GM’s main business, passenger automobiles, seemed almost paralyzed—the company acquired two large businesses: Hughes Electronics and Ross Perot’s Electronic Data Systems. Analysts generally considered both companies to be mature and chided GM for grossly overpaying for them. Yet, within a few short years, GM had more than tripled the revenues and profits of the allegedly mature EDS. And ten years later, in 1994, EDS had a market value six times the amount that GM had paid for it and ten times its original revenues and profits.

Similarly, GM bought Hughes Electronics—a huge but profitless company involved exclusively in defense—just before the defense industry collapsed. Under GM management, Hughes actually increased its defense profits and became one of the few big defense contractors to move successfully into large-scale nondefense work. Remarkably, the same finance-oriented people who had been so ineffectual in the automobile business—thirty-year GM veterans who had never worked for any other company or, for that matter, outside of finance and accounting departments—were the ones who achieved these startling results. And in the two acquisitions, they simply applied policies, practices, and procedures that had already been used by GM.

This story is a familiar one at GM. Since the company’s founding in a flurry of acquisitions in 1908, one of its core competencies has been to overpay for well-performing but mature businesses—as it did for Buick, AC Spark Plug, and Fisher Body in those early years—and then turn them into world-class champions. Very few companies have been able to match GM’s performance in making successful acquisitions, and GM surely did not accomplish these feats by being bureaucratic, sluggish, or arrogant. Yet what worked so beautifully in those businesses that GM knew nothing about failed miserably in GM itself.

PARALYZED IBM

What can explain the fact that at both IBM and GM the policies, practices, and behaviors that worked for decades—and in the case of GM, are still working well when applied to something new and different—no longer work for the organization in which and for which they were developed? The realities that each organization actually faces today are quite dramatically different from those that each still assumes it lives with. Put another way, reality has changed, but the theory of the business has not changed with it.

Mainframe computers and PCs are no more one entity, in fact, than are electric generating stations and electric toasters. The latter, while different, are interdependent and complementary. In contrast, mainframe computers and PCs are primarily competitors. And in their basic definition of information, they actually contradict each other: for the mainframe, information means memory; for the PC, it means software. Building generating stations and making toasters must be run as separate businesses, but they can be owned by the same corporate entity, as General Electric did for decades. This was not the case for IBM.

IBM tried to combine mainframe computers and PCs. But because the PC was the fastest-growing part of the business, IBM could not subordinate it to the mainframe business while simultaneously competing successfully in the PC market. And because the mainframe was still the cash cow, IBM could not divest it in order to capture a leadership position in the PC market.

In the end, IBM shifted its strategy to one of providing information solutions and accepted the premise that “over time, the information technology industry would be service-led, not technology-led.”*

PATCHING GM

GM had an even more powerful, and successful, theory of the business than IBM had, one that made GM the world’s largest and most profitable manufacturing organization. The company did not have one setback in seventy years—a record unmatched in business history. GM’s theory combined in one seamless web assumptions about markets and customers with assumptions about core competencies and organizational structure.

Since the early 1920s, GM assumed that the U.S. automobile market was homogeneous in its values and segmented by extremely stable income groups. The resale value of the “good” used car was the only independent variable under management’s control. High trade-in values enabled customers to upgrade their new-car purchases to the next category—in other words, to cars with higher profit margins. According to this theory, frequent or radical changes in models could only depress trade-in values.

Internally, these market assumptions went hand in hand with assumptions about how production should be organized to yield the biggest market share and the highest profit. In GM’s case, the answer was long runs of mass-produced cars with a minimum of changes each model year, resulting in the largest number of uniform yearly models on the market at the lowest fixed cost per car.

GM’s management then translated these assumptions about market and production into a structure of semiautonomous divisions, each focusing on one income segment and each arranged so that its highest-priced model overlapped with the next division’s lowest-priced model, thus almost forcing people to trade up, provided that used-car prices were high.



For seventy years, this theory worked like a charm. Even in the depths of the Depression, GM never suffered a loss while steadily gaining market share. But in the late 1970s, its assumptions about the market and about production became invalid. The market was fragmenting into highly volatile “lifestyle” segments. Income became one factor among many in the buying decision, not the only one. At the same time, lean manufacturing created an economics of small scale. It made short runs and variations in models less costly and more profitable than long runs of uniform products.

GM knew all this but simply could not believe it. (GM’s union still doesn’t.) Instead, the company tried to patch things over. It maintained the existing divisions based on income segmentation, but each division now offered a “car for every purse.” It tried to compete with lean manufacturing’s economics of small scale by automating the large-scale, long-run mass production (losing billions in the process). Contrary to popular belief, GM patched things over with prodigious energy, hard work, and lavish investments of time and money. But patching only confused the customer, the dealer, and the employees and management of GM itself. In the meantime, GM neglected its real growth market, where it had leadership and would have been almost unbeatable: light trucks and minivans.

THE THREE ASSUMPTIONS

A theory of the business has three parts. First, there are assumptions about the environment of the organization: society and its structure, the market, the customer, and technology.

Second, there are assumptions about the specific mission of the organization. Sears, Roebuck and Company, in the years during and following World War I, defined its mission for itself as being the informed buyer for the American family. A decade later, Marks & Spencer in Great Britain defined its mission as being the change agent in British society by becoming the first classless retailer. AT&T, again in the years during and immediately after World War I, defined its role as ensuring that every U.S. family and business have access to a telephone. An organization’s mission need not be so ambitious. GM envisioned a far more modest role—as the leader in “terrestrial motorized transportation equipment,” in the words of Alfred P. Sloan, Jr.

Third, there are assumptions about the core competencies needed to accomplish the organization’s mission. For example, West Point, founded in 1802, defined its core competence as the ability to turn out leaders who deserve trust. Marks & Spencer, around 1930, defined its core competence as the ability to identify, design, and develop the merchandise it sold, instead of as the ability to buy. AT&T, around 1920, defined its core competence as technical leadership that would enable the company to improve service continuously while steadily lowering rates.



The assumptions about environment define what an organization is paid for. The assumptions about mission define what an organization considers to be meaningful results; in other words, they point to how it envisions itself making a difference in the economy and in the society at large. Finally, the assumptions about core competencies define where an organization must excel in order to maintain leadership.

Of course, all this sounds deceptively simple. It usually takes years of hard work, thinking, and experimenting to reach a clear, consistent, and valid theory of the business. Yet to be successful, every organization must work one out.

What are the specifications of a valid theory of the business? There are four.

THE FOUR SPECIFICATIONS

1. The assumptions about environment, mission, and core competencies must fit reality. When four penniless young men from Manchester, England, Simon Marks and his three brothers-in-law, decided in the early 1920s that a humdrum penny bazaar should become an agent of social change, World War I had profoundly shaken their country’s class structure. It had also created masses of new buyers for good-quality, stylish, but cheap merchandise like lingerie, blouses, and stockings—Marks & Spencer’s first successful product categories. Marks & Spencer then systematically set to work developing brand-new and unheard-of core competencies. Until then, the core competence of a merchant was the ability to buy well. Marks & Spencer decided that it was the merchant, rather than the manufacturer, who knew the customer. Therefore, the merchant, not the manufacturer, should design the products, develop them, and find producers to make the goods to his design, specifications, and costs. This new definition of the merchant took five to eight years to develop and make acceptable to traditional suppliers, who had always seen themselves as “manufacturers,” not “subcontractors.”

2. The assumptions in all three areas have to fit one another. This was perhaps GM’s greatest strength in the long decades of its ascendancy. Its assumptions about the market and about the optimum manufacturing process were a perfect fit. GM decided in the mid-1920s that it also required new and as-yet-unheard-of core competencies: financial control of the manufacturing process and a theory of capital allocations. As a result, GM invented modern cost accounting and the first rational capital-allocation process.

3. The theory of the business must be known and understood throughout the organization. That is easy in an organization’s early days. But as it becomes successful, an organization tends increasingly to take its theory for granted, becoming less and less conscious of it. Then the organization becomes sloppy. It begins to cut corners. It begins to pursue what is expedient rather than what is right. It stops thinking. It stops questioning. It remembers the answers but has forgotten the questions. The theory of the business becomes “culture.” But culture is no substitute for discipline, and the theory of the business is a discipline.

4. The theory of the business has to be tested constantly. It is not graven on tablets of stone. It is a hypothesis. And it is a hypothesis about things that are in constant flux—society, markets, customers, technology. And so, built into the theory of the business must be the ability to change itself.

PREVENTIVE CARE

Some theories of the business are so powerful that they last for a long time. But being human artifacts, they don’t last forever, and indeed, today they rarely last for very long at all. Eventually every theory of the business becomes obsolete and then invalid. That is precisely what happened to those on which the great U.S. businesses of the 1920s were built. It happened to the GMs and the AT&Ts. It has happened to IBM. It is clearly happening today to Deutsche Bank and its theory of the universal bank. It is also clearly happening to the rapidly unraveling Japanese keiretsu.

The first reaction of an organization whose theory is becoming obsolete is almost always a defensive one. The tendency is to put one’s head in the sand and pretend that nothing is happening. The next reaction is an attempt to patch, as GM did in the early l980s or as Deutsche Bank is doing today. Indeed, the sudden and completely unexpected crisis of one big German company after another of which Deutsche Bank is the “house bank” indicates that its theory no longer works. That is, Deutsche Bank no longer does what it was designed to do: provide effective governance of the modern corporation.

But patching never works. Instead, when a theory shows the first signs of becoming obsolete, it is time to start thinking again, to ask again which assumptions about the environment, mission, and core competencies reflect reality most accurately—with the clear premise that our historically transmitted assumptions, those with which all of us grew up, no longer suffice.

What, then, needs to be done? There is a need for preventive care—that is, for building into the organization systematic monitoring and testing of its theory of the business. There is a need for early diagnosis. Finally, there is a need to rethink a theory that is stagnating and to take effective action in order to change policies and practices, bringing the organization’s behavior in line with the new realities of its environment, with a new definition of its mission and with new core competencies to be developed and acquired.

There are only two preventive measures. But, if used consistently, they should keep an organization alert and capable of rapidly changing itself and its theory. The first measure is abandonment. Every three years, an organization should challenge every product, every service, every policy, every distribution channel with the question, If we were not in it already, would we be going into it now? By questioning accepted policies and routines, the organization forces itself to think about its theory. It forces itself to test assumptions. It forces itself to ask, Why didn’t this work, even though it looked so promising when we went into it five years ago? Is it because we made mistakes? Is it because we did the wrong things? Or is it because the right things didn’t work?

Without systematic and purposeful abandonment, an organization will be overtaken by events. It will squander its best resources on things it should never have been doing or should no longer do. As a result, it will lack the resources, especially capable people, needed to exploit the opportunities that arise when markets, technologies, and core competencies change. In other words, it will be unable to respond constructively to the opportunities that are created when its theory of the business becomes obsolete.

The failure to incorporate preventative care—to follow and continually update their theory of the business—led Marks & Spencer to become vulnerable to a takeover bid, one which the company did successfully defeat. Marks & Spencer had so completely moved into complacency and away from what made them successful that the business itself was threatened, both internally and by competitive pressures. It took this threat for the company to refocus on the customer, on providing quality, value, service, innovation, and trust. It took near-failure to reinvest themselves in their people, to shift from their former reliance on outside consultants and on a demoralizing strategy-hopping approach. To regain their focus, they had to evaluate all aspects of their theory of the business and incorporate systematic abandonment (for a complete account see “Back in Fashion: How We’re Reviving a British Icon” Harvard Business Review, May 2007).

The second preventive measure is to study what goes on outside the business, and especially to study noncustomers. Walk-around management became fashionable a few years back. It is important. And so is knowing as much as possible about one’s customers—the area, perhaps, where information technology is making the most rapid advances. But the first signs of fundamental change rarely appear within one’s own organization or among one’s own customers. Almost always they show up first among one’s noncustomers. Noncustomers always outnumber customers. Wal-Mart, today’s retail giant, has 20 percent of the U.S. consumer-goods market. That means 80 percent of the market is noncustomers.

In fact, the best recent example of the importance of the noncustomer is U.S. department stores. At their peak over thirty years ago, department stores served 30 percent of the U.S. nonfood retail market. They questioned their customers constantly, studied them, and surveyed them. But they paid no attention to the 70 percent of the market who were not their customers. They saw no reason why they should. Their theory of the business assumed that most people who could afford to shop in department stores did. Sixty years ago, that assumption fit reality. But when the baby boomers came of age, it ceased to be valid. For the dominant group among baby boomers—women in educated two-income families—it was not money that determined where to shop. Time was the primary factor, and this generation’s women could not afford to spend their time shopping in department stores.

Today the department stores’ prototypical customer has a paying job, if not a career. She has many occasions to choose or to make decisions, most of which are more interesting than what to cook for dinner. And even if she never leaves the house, she has unlimited access to the outside world through the telephone and computer screen. Shopping is no longer a satisfaction to her. It’s a chore.

Because department stores looked only at their own customers, they did not recognize this change until a few years ago. By then, business was already drying up. And it was too late to get the baby boomers back. The department stores learned the hard way that although being customer driven is vital, it is not enough. An organization must be market driven too.

THE WARNING SIGNS

To diagnose problems early, managers must pay attention to the warning signs. A theory of the business always becomes obsolete when an organization attains its original objectives. Attaining one’s objectives, then, is not cause for celebration; it is cause for new thinking. By the mid-1950s, AT&T accomplished its mission to give every U.S. family and business access to the telephone. Some executives then said it was time to reassess the theory of the business and, for instance, separate local service—where the objectives had been reached—from growing and future businesses, beginning with long-distance service and extending into global telecommunications. Their arguments went unheeded, and a few years later AT&T began to flounder, only to be rescued by an antitrust settlement, which did by fiat what the company’s management had refused to do voluntarily.

Rapid growth is another sure sign of crisis in an organization’s theory. Any organization that doubles or triples in size within a fairly short period of time has necessarily outgrown its theory. Even Silicon Valley has learned that beer bashes are no longer adequate for communication once a company has grown so big that people have to wear name tags. But such growth challenges much deeper assumptions, policies, and habits. To continue in health, let alone grow, the organization has to again ask itself the questions about its environment, mission, and core competencies.

There are two more clear signals that an organization’s theory of the business is no longer valid. One is unexpected success—whether one’s own or a competitor’s. The other is unexpected failure—again, whether one’s own or a competitor’s.

At the same time that Japanese automobile imports had Detroit’s Big Three on the ropes, Chrysler registered a totally unexpected success. Its traditional passenger cars were losing market share even faster than GM’s and Ford’s were. But sales of its Jeep and its new minivans—an almost accidental development—skyrocketed. At the time, GM was the leader of the U.S. light-truck market and unchallenged in the design and quality of its products, but it wasn’t paying attention to its light-truck capacity. After all, minivans and light trucks had always been classified as commercial rather than passenger vehicles in traditional statistics, even though most of them are now being bought as passenger vehicles. However, had it paid attention to the success of its weaker competitor, Chrysler, GM might have realized much earlier that its assumptions about both its market and its core competencies were no longer valid. From the beginning, the minivan and light-truck market was not an income-class market and was little influenced by trade-in prices. And, paradoxically, light trucks were the one area in which GM, twenty-five years ago, had already moved quite far toward what we now call lean manufacturing.

Unexpected failure is as much a warning as unexpected success and should be taken as seriously as a sixty-year-old man’s first “minor” heart attack. Seventy years ago, in the midst of the Depression, Sears decided that automobile insurance had become an “accessory” rather than a financial product and that selling it would therefore fit its mission of being the informed buyer for the American family. Everyone thought Sears was crazy. But automobile insurance became Sears’s most profitable business almost instantly. Twenty years later, in the 1950s, Sears decided that diamond rings had become a necessity rather than a luxury, and the company became the world’s largest—and probably most profitable—diamond retailer. It was only logical for Sears to decide in 1981 that investment products had become consumer goods for the American family. It bought Dean Witter and moved its offices into Sears’s stores. The move was a total disaster. The U.S. public clearly did not consider its financial needs to be “consumer products.” When Sears finally gave up and decided to run Dean Witter as a separate business outside Sears stores, Dean Witter at once began to blossom. In 1992, Sears sold it at a tidy profit.

Had Sears seen its failure to become the American family’s supplier of investments as a failure of its theory and not as an isolated incident, it might have begun to restructure and reposition itself ten years earlier than it actually did, when it still had substantial market leadership. For Sears might then have seen that the Dean Witter failure threw into doubt the entire concept of market homogeneity—the very concept on which Sears and other mass retailers had based their strategy for years.

DECISIVE ACTION

Traditionally, we have searched for the miracle worker with a magic wand to turn an ailing organization around. To establish, maintain, and restore a theory, however, does not require a Genghis Khan or a Leonardo da Vinci in the executive suite. What is required is not genius; it is hard work. It is not being clever; it is being conscientious. It is what CEOs are paid for.

There are, indeed, quite a few CEOs who have successfully changed their theory of the business. The CEO who built Merck into the world’s most successful pharmaceutical business by focusing solely on the research and development of patented, high-margin breakthrough drugs radically changed the company’s theory by acquiring a large distributor of generic and nonprescription drugs. He did so without a “crisis,” while Merck was ostensibly doing very well. Similarly, a few years ago, the new CEO of Sony, the world’s best-known manufacturer of consumer electronic hardware, changed the company’s theory of the business. He acquired a Hollywood movie-production company and, with that acquisition, shifted the organization’s center of gravity from being a hardware manufacturer in search of software to being a software producer that creates a market demand for hardware.

But for every one of these apparent miracle workers, there are scores of equally capable CEOs whose organizations stumble. We can’t rely on miracle workers to rejuvenate an obsolete theory of the business any more than we can rely on them to cure other types of serious illness. And when one talks to these supposed miracle workers, they deny vehemently that they act by charisma, vision, or, for that matter, the laying on of hands. They start out with diagnosis and analysis. They accept that attaining objectives and rapid growth demand a serious rethinking of the theory of the business. They do not dismiss unexpected failure as being the result of a subordinate’s incompetence or as an accident but treat it as a symptom of “systems failure.” They do not take credit for unexpected success but treat it as a challenge to their assumptions.

They accept that a theory’s obsolescence is a degenerative and, indeed, life-threatening disease. And they know and accept the surgeon’s time-tested principle, the oldest principle of effective decision making: a degenerative disease will not be cured by procrastination. It requires decisive action.

SUMMARY

A theory of the business has three parts:




       1. Assumptions about the environment of the organization. These define what the organization expects it can be paid for.


       2. Assumptions about the specific mission of the organization. These define how the organization intends to make a difference in society and what results are meaningful.


       3. Assumptions about the core competencies needed to accomplish the mission. These define in which areas the organization must excel in order to achieve its mission.





These three assumptions must fit one another and reality. The theory of the business must be understood throughout the organization.

When an organization takes its theory for granted, it stops thinking and questioning the very premises of its existence. And every theory eventually becomes obsolete. Without systematic abandonment, an organization will squander its scarce resources on what it should not do and deprive itself of resources it needs to exploit opportunities.

One of the most effective ways to test the validity of a theory is to study the behavior of noncustomers.
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The Purpose and Objectives of a Business



Asked what a business is, the typical businessman is likely to answer, “An organization to make a profit.” The typical economist is likely to give the same answer, “to maximize profits.” This answer is not only false, it is irrelevant.

The danger in the concept of profit maximization is that it makes profitability appear to be a myth. Profit and profitability are, however, crucial—for society even more than for the individual business. Yet profitability is, not the purpose of, but a limiting factor on business enterprise and business activity. Profit is not the explanation, cause, or rationale of business behavior and business decisions, but the test of their validity. If archangels instead of businessmen sat in directors’ chairs, they would still have to be concerned with profitability, despite their total lack of personal interest in making profits.

The root of the confusion is the mistaken belief that the motive of a person—the so-called profit motive of the executive—is an explanation of his behavior or his guide to right action. Whether there is such a thing as a profit motive at all is highly doubtful. It was invented by the classical economists to explain the economic reality that their theory of static equilibrium could not explain. There has never been any evidence for the existence of the profit motive. We have long since found the true explanation for the phenomena of economic change and growth that the profit motive was first put forth to explain.

It is irrelevant for an understanding of business behavior, profit, and profitability whether there is a profit motive or not. That Jim Smith is in business to make a profit concerns only him and the Recording Angel. It does not tell us what Jim Smith does and how he performs. We do not learn anything about the work of a prospector hunting for uranium in the Nevada desert by being told that he is trying to make his fortune. We do not learn anything about the work of a heart specialist by being told that he is trying to make a livelihood, or even that he is trying to benefit humanity. The profit motive and its offspring maximization of profits are just as irrelevant to the function of a business, the purpose of a business, and the job of managing a business.



In fact, the concept is worse than irrelevant: it does harm. It is a major cause for the misunderstanding of the nature of profit in our society and for hostility to profit, which are among the most dangerous diseases of a society or organizations. It is largely responsible for the worst mistakes of public policy—in this country as well as in Western Europe—which are squarely based on the failure to understand the nature, function, and purpose of business enterprise. And it is in large part responsible for the prevailing belief that there is an inherent contradiction between profit and a company’s ability to make a social contribution. Actually, a company can make a social contribution only if it is highly profitable.

To know what a business is, we have to start with its purpose. Its purpose must lie outside of the business itself. In fact, it must lie in society, since business enterprise is an organ of society. There is only one valid definition of business purpose: to create a customer.

Markets are not created by God, nature, or economic forces but by executives. The want a business satisfies may have been felt by the customer before he was offered the means of satisfying it. Like food in a famine, it may have dominated the customer’s life and filled all his waking moments, but it remained a potential want until the action of businessmen converted it into effective demand. Only then is there a customer and a market. The want may have been unfelt by the potential customer; no one knew that he wanted a photocopier or a computer until these became available. There may have been no want at all until business action created it—by innovation, by credit, by advertising, or by salesmanship. In every case, it is business action that creates the customer.

It is the customer who determines what a business is. It is the customer alone whose willingness to pay for a good or for a service converts economic resources into wealth, things into goods. What the customer buys and considers value is never a product. It is always utility, that is, what a product or a service does for him.

THE PURPOSE OF A BUSINESS

Because its purpose is to create a customer, the business enterprise has two—and only these two—basic functions: marketing and innovation.

Despite the emphasis on marketing and the marketing approach, marketing is still rhetoric rather than reality in far too many businesses. Consumerism proves this. For what consumerism demands of business is that it actually market. It demands that business start out with the needs, the realities, the values of the customer. It demands that business define its goal as the satisfaction of customer needs. It demands that business base its reward on its contribution to the customer.

But consumerism is also the opportunity for organizations to adopt a customer focus through marketing. It forces businesses to become market-focused in their actions as well as in their pronouncements.

Above all, consumerism should dispel the confusion which largely explains why there has been so little real marketing. When managers speak of marketing, they usually mean the organized performance of all selling functions. This is still selling. It still starts out with “our products.” It still looks for “our market.” True marketing starts out the way Marks & Spencer starts out, with the customer, his demographics, his realities, his needs, his values. It does not ask, “What do we want to sell?” It asks, “What does the customer want to buy?” It does not say, “This is what our product or service does.” It says, “These are the satisfactions the customer looks for, values and needs.

Indeed, selling and marketing are antithetical rather than synonymous or even complementary.

There will always be, one can assume, a need for some selling. But the aim of marketing is to make selling superfluous. The aim of marketing is to know and understand the customer so well that the product or service fits him and sells itself.

Marketing alone does not make a business enterprise. In a static economy, there are no business enterprises. There are not even executives. The middleman of a static society is a broker who receives his compensation in the form of a fee, or a speculator who creates no value. A business enterprise can exist only in an expanding economy, or at least in one that considers change both natural and acceptable. And business is the specific organ of growth, expansion, and change.

The second function of a business is, therefore, innovation—the provision of different economic satisfactions. It is not enough for the business to provide just any economic goods and services; it must provide better and more economic ones. It is not necessary for a business to grow bigger; but it is necessary that it constantly grow better.

Innovation may result in a lower price—the datum with which the economist has been most concerned, for the simple reason that it is the only one that can be handled by quantitative tools. But the result may also be a new and better product, a new convenience, or the definition of a new want.

The most productive innovation is a different product or service that creates a new potential of satisfaction, rather than an improvement. Typically this new and different product costs more—yet its overall effect is to make the economy more productive.

The antibiotic drug costs far more than the cold compress, which is all yesterday’s physician had to fight pneumonia.

Innovation may be finding new uses for old products. A salesman who succeeds in selling refrigerators to Eskimos to prevent food from freezing would be as much of an innovator as he would have been had he developed brand-new processes or invented a new product. To sell Eskimos a refrigerator to keep food cold is finding a new market; to sell a refrigerator to keep food from getting too cold is actually creating a new product. Technologically there is, of course, only the same old product; but economically there is innovation.

Above all, “innovation” is not invention. It is a term of economics rather than of technology. Nontechnical innovations—social or economic innovations—are at least as important as technological ones.

In the organization of the business enterprise, innovation can no more be considered a separate function than can marketing. It is not confined to engineering or research but extends across all parts of the business, all functions, all activities. It cannot be confined to manufacturing. Innovation in distribution is as important as innovation in manufacturing; and so is innovation in an insurance company or in a bank.

Innovation can be defined as the task of endowing human and material resources with new and greater wealth-producing capacity.

Managers must convert society’s needs into opportunities for profitable business. That, too, is a definition of innovation. It needs to be stressed today, when we are so conscious of the needs of society, schools, health-care systems, cities, and the environment.

Today’s business enterprise (but also today’s hospital and government agency) brings together a great many men and women of high knowledge and skill, at practically every level of the organization. But such high knowledge and skill impacts how the work is to be done and what work is actually tackled.

As a result, decisions affecting the entire business and its capacity to perform are made at all levels of the organization, even fairly low ones. Risk-taking decisions—what to do and what not to do, what to continue work on and what to abandon, what products, markets, or technologies to pursue with energy and which ones to ignore—are, in the reality of today’s business enterprise (especially the large one), made every day by a host of people of subordinate rank, very often by people without a traditional managerial title or position (e.g., research scientists, design engineers, product planners, and tax accountants).

Every one of these executives bases his or her decisions on some theory, if only vague, of the business. Everyone, in other words, has an answer to the question, “What is our business and what should it be?” Unless, therefore, the business itself—and that means its top management—has thought through the question and formulated the answer or answers to it, the decision makers in the business, all the way up and down, will decide and act on the basis of different, incompatible, and conflicting theories of the business. They will pull in different directions without even being aware of their divergences. But they will also decide and act on the basis of wrong and misdirecting theories of the business.



Common vision, common understanding, and unity of direction and effort of the entire organization require definition of “what our business is and what it should be.”

Nothing may seem simpler or more obvious than to know what a company’s business is. A steel mill makes steel; a railroad runs trains to carry freight and passengers; an insurance company underwrites fire risks; a bank lends money. Actually, “What is our business?” is almost always a difficult question and the right answer is usually anything but obvious.

The answer to the question “What is our business?” is the first responsibility of top management. That business purpose and business mission are so rarely given adequate thought is perhaps the most important single cause of business frustration and business failure. Conversely, in outstanding businesses such as Procter & Gamble and Toyota, success always rests to a large extent on clearly and deliberately raising the question, “What is our business?,” and answering it thoughtfully and thoroughly.

With respect to the definition of business purpose and business mission, there is only one such focus, one starting point. It is the customer. The customer defines the business. A business is not defined by the company’s name, statutes, or articles of incorporation. It is defined by the want the customer satisfies when he buys a product or a service. To satisfy the customer is the mission and purpose of every business.

The question “What is our business?” can, therefore, be answered only by looking at the business from the outside, from the point of view of customer and market. All the customer is interested in is his own values, his own wants, his own reality. For this reason alone, any serious attempt to state “what our business is” must start with the customer, and her realities, situation, behavior, expectations, and values.

“Who is the customer?” is the first and the crucial question in defining business purpose and business mission. It is not an easy, let alone an obvious question. How it is answered determines, in large measure, how the business defines itself.

The consumer—that is, the ultimate user of a product or a service—is always a customer. But he is never the customer; there are usually at least two, sometimes more. Each customer defines a different business, has different expectations and values, buys something different.

Most businesses have at least two customers. The rug and carpet industry has both the contractor and the homeowner for its customers. Both have to buy if there is to be a sale. The manufacturers of branded consumer goods always have two customers at the very least: the housewife and the grocer. It does not do much good to have the housewife eager to buy if the grocer does not stock the brand. Conversely, it does not do much good to have the grocer display merchandise advantageously and give it shelf space if the housewife does not buy.



It is also important to ask, “Where is the customer?” One of the secrets of Sears’s success in the 1920s was the discovery that its old customer was now in a different place: the farmer had become mobile and was beginning to buy in town.

The next question is, “What does the customer buy?” The Cadillac people say that they make an automobile, and their business is called the Cadillac Motor Car Company. But does the man who spends $50,000 on a new Cadillac buy transportation, or does he buy primarily prestige? Does the Cadillac compete with Chevrolet, Ford, and Volkswagen? Nicholas Dreystadt, the German-born service mechanic who took over Cadillac in the Depression years of the 1930s, answered, “Cadillac competes with diamonds and mink coats. The Cadillac customer does not buy “transportation” but “status.” This answer saved Cadillac, which was about to go under. Within two years or so, it was a major growth business despite the Depression.

Most managements, if they ask the question at all, ask, “What is our business?” when the company is in trouble. Of course, then it must be asked. And asking the question then may, indeed, yield spectacular results and may even reverse what appears to be irreversible decline.

To wait until a business or an industry is in trouble is playing Russian roulette. It is irresponsible management. The question should be asked at the inception of a business—and particularly in the case of a business that has ambitions to grow.

The most important time to seriously ask, “What is our business?” is when a company has been successful. Success always obsoletes the very behavior that achieved it. It always creates new realities. It always creates, above all, its own and different problems. Only the fairy story ends “They lived happily ever after.”

It is not easy for the management of a successful company to ask, “What is our business?” Everybody in the company then thinks that the answer is so obvious as not to deserve discussion. It is never popular to argue with success, never popular to rock the boat. Sooner or later, however, even the most successful answer to the question, “What is our business?” becomes obsolete.

In asking, “What is our business?” management therefore also needs to add, “And what will it be? What changes in the environment are already discernible that are likely to have a high impact on the characteristics, mission, and purpose of our business?” and “How do we now build these anticipations into our theory of the business, into its objectives, strategies, and work assignments?”

Again the market, its potential and its trends, is the starting point. How large a market can we project for our business in five or ten years, assuming no basic changes in customers, in market structure, or in technology? And, what factors could validate or disprove these projections?

The most important of these trends is one to which few businesses pay much attention: changes in population structure and population dynamics. Traditionally executives, following economists, have assumed that demographics are a constant. Historically this has been a sound assumption. Populations used to change very slowly except as a result of catastrophic events, such as major war or famine. This is no longer true, however. Populations nowadays can and do change drastically, in developed as well as in developing countries.

The importance of demographics does not lie only in the impact population structure has on buying power and buying habits, and on the size and structure of the workforce. Population shifts are the only future events for which true prediction is possible.

Management needs to anticipate changes in market structure that result from changes in the economy, from changes in fashion or taste, from moves by competition. And competition must always be defined according to the customer’s concept of what product or service he buys, and thus, it must include indirect as well as direct competition.

Finally, management has to ask, “Which of the consumer’s wants are not adequately satisfied by the products or services offered to him today?” The ability to ask this question and to answer it correctly usually makes the difference between a growth company and one that depends for its development on the rising tide of the economy or of the industry. But whoever contents himself to rise with the tide will also fall with it.

“WHAT SHOULD OUR BUSINESS BE?”

“What will our business be?” aims at adaptation to anticipated changes. It aims at modifying, extending, developing the existing, ongoing business.

But there is need also to ask, “What should our business be?” What opportunities are opening up, or can be created, to fulfill the purpose and mission of the business by making it into a different business?

Businesses that fail to ask this question are likely to miss their major opportunity.

Next to changes in the society, the economy, and the market, as factors demanding consideration in answering “What should our business be?” comes, of course, innovation—one’s own and that of others.

Just as important as the decision concerning what new and different things should be done is planned, systematic abandonment of the old that no longer fits the purpose and mission of the business, no longer conveys satisfaction to the customer or customers, no longer makes a superior contribution.

An essential step in deciding what our business is, what it will be, and what it should be is, therefore, systematic analysis of all existing products, services, processes, markets, end-uses, and distribution channels. Are they still viable? And are they likely to remain viable? Do they still give value to the customer? And are they likely to do so tomorrow? Do they still fit the realities of population and markets, of technology and economy? And if not, how can we best abandon them—or at least stop pouring in further resources and efforts? Unless these questions are being asked seriously and systematically, and unless managements are willing to act on the answers to them, the best definition of “what our business is, will be, and should be” will remain a pious platitude. Energy will be used up in defending yesterday. No one will have the time, resources, or will to work on exploiting today, let alone to work on making tomorrow.

Defining the purpose and mission of the business is difficult, painful, and risky. But it alone enables a business to set objectives, to develop strategies, to concentrate its resources, and to go to work. It alone enables a business to be managed for performance.

The basic definition of the business and of its purpose and mission have to be translated into objectives. Otherwise, they remain insight, good intentions, and brilliant epigrams that never become achievement.

1. Objectives must be derived from “what our business is, what it will be, and what it should be.” They are not abstractions. They are the action commitments through which the mission of a business is to be carried out, and the standards against which performance is to be measured. Objectives, in other words, are the fundamental strategy of a business.

2. Objectives must be operational. They must be capable of being converted into specific targets and specific assignments. They must be capable of becoming the basis, as well as the motivation, for work and achievement.

3. Objectives must make possible concentration of resources and efforts. They must winnow out the fundamentals among the goals of a business so that the key resources of people, money, and physical facilities can be concentrated. They must, therefore, be selective rather than encompass everything.

4. There must be multiple objectives rather than a single objective. Much of today’s lively discussion of management by objectives is concerned with the search for the “one right objective.” This search is not only likely to be as unproductive as the quest for the philosopher’s stone; it does harm and misdirects. To manage a business is to balance a variety of needs and goals, and this requires multiple objectives.

5. Objectives are needed in all areas on which the survival of the business depends. The specific targets, the goals in any objective area, depend on the strategy of the individual business. But the areas in which objectives are needed are the same for all businesses, for all businesses depend on the same factors for their survival.

A business must first be able to create a customer. There is, therefore, need for a marketing objective. Businesses must be able to innovate, or else their competitors will obsolesce them. There is need for an innovation objective. All businesses depend on the three factors of production of the economist, that is, on human resources, capital resources, and physical resources. There must be objectives for their supply, their employment, and their development. The resources must be employed productively and their productivity has to grow if the business is to survive. There is need, therefore, for productivity objectives. Business exists in society and community and, therefore, has to discharge social responsibilities, at least to the point where it takes responsibility for its impact upon the environment. Therefore objectives in respect to the social dimensions of business are needed.

Finally, there is need for profit—otherwise none of the objectives can be attained. They all require effort, that is, cost. And they can be financed only out of the profits of a business. They all entail risks; they all, therefore, require a profit to cover the risk of potential losses. Profit is not an objective, but it is a requirement that has to be objectively determined with respect to the individual business, its strategy, its needs, and its risks.

Objectives, therefore, have to be set in these eight key areas:




        • Marketing


        • Innovation


        • Human Resources


        • Financial Resources


        • Physical Resources


        • Productivity


        • Social Responsibility


        • Profit Requirements




Objectives are the basis for work and assignments. They determine the structure of the business, the key activities that must be discharged, and, above all, the allocation of people to tasks. Objectives are the foundation for designing both the structure of the business and the work of individual units and individual managers.

Objectives are always needed in all eight key areas. The area without specific objectives will be neglected. Unless we determine what shall be measured and what the yardstick of measurement in an area will be, the area itself will not be seen. (On measurement, see chapter 31.)

The measurements available for the key areas of a business enterprise are still by and large haphazard. We do not even have adequate concepts, let alone measurements, except for market standing. For something as central as profitability we have only a rubber yardstick, and we have no real tools at all to determine how much profitability is necessary. With respect to innovation and, even more, to productivity, we hardly know more than that something ought to be done. In the other areas, including physical and financial resources, we are reduced to statements of intentions; we do not possess goals and measurements for their attainment.

However, enough is known about each area to give at least a progress report. Enough is known for each business to go to work on objectives.

We know one more thing about objectives: how to use them.

If objectives are only good intentions, they are worthless. They must degenerate into work. And work is always specific, always has—or should have—clear, unambiguous, measurable results, a deadline, and a specific assignment of accountability. But objectives that become a straitjacket do harm. Objectives are always based on expectations. And expectations are, at best, informed guesses. Objectives express an appraisal of factors that are largely outside the business and not under its control. The world does not stand still.

The proper way to use objectives is the way an airline uses schedules and flight plans. The schedule provides for the 9:00 AM flight from Los Angeles to get to Boston by 5:00 PM. But if there is a blizzard in Boston that day, the plane will land in Pittsburgh instead and wait out the storm. The flight plan provides for flying at 30,000 feet and for flying over Denver and Chicago. But if the pilot encounters turbulence or strong headwinds, he will ask flight control for permission to go up another 5,000 feet and to take the Minneapolis-Montreal route. Yet no flight is ever operated without a schedule and flight plan. Any change is immediately fed back to produce a new schedule and flight plan. Unless 97 percent or so of its flights proceed on the original schedule and flight plan—or within a very limited range of deviation from either—a well-run airline gets another operations manager who knows his job.

Objectives are not fate; they are direction. They are not commands; they are commitments. They do not determine the future; they are a means to mobilize the resources and energies of the business for the making of the future.

MARKETING OBJECTIVES

Marketing and innovation are the foundation areas in objective setting. It is in these two areas that a business obtains its results. It is performance and contribution in these areas for which a customer pays.

It is somewhat misleading to speak of a marketing objective. Marketing performance requires a number of objectives:




        • for existing products and services in existing and present markets;


        • for abandonment of “yesterday” in product, services, and markets;



        • for new products and services for existing markets;


        • for new markets;


        • for the distributive organization;


        • for service standards and service performance;


        • for credit standards and credit performance, and so on.




Many books have been written on every one of these areas. But it is almost never stressed that objectives in these areas can be set only after two key decisions have been made: the decision on concentration, and the decision on market standing.

Archimedes, one of the great scientists of antiquity, is reported to have said, “Give me a place to stand on, and I can lift the universe off its hinges.” The place to stand on is the area of concentration. It is the area that gives a business the leverage that lifts the universe off its hinges. The concentration decision is, therefore, a crucial decision. In large measure, it converts the definition of “what our business is” into meaningful operational commitment.

The other major decision underlying marketing objectives is that on market standing. One common approach is to say, “We want to be the leader.” The other one is to say, “We don’t care what share of the market we have as long as sales go up.” Both sound plausible, but both are wrong.

Obviously, not everybody can be the leader. One has to decide in which segment of the market, with what product, what services, what values, one should be the leader. It does not do much good for a company’s sales to go up if it loses market share, that is, if the market expands much faster than the company’s sales do.

A company with a small share of the market will eventually become marginal in the marketplace, and thereby exceedingly vulnerable.

Market standing, regardless of the sales curve, is therefore essential. The point at which a supplier becomes marginal varies from industry to industry. But to be a marginal producer is dangerous for long-term survival.

There is also a maximum market standing above which it may be unwise to go—even if there were no antitrust laws. Market domination tends to lull the leader to sleep; monopolists flounder on their own complacency rather than on public opposition. Market domination produces tremendous internal resistance against any innovation and thus makes adaptation to change dangerously difficult.

There is also well-founded resistance in the marketplace to dependence on one dominant supplier. Whether it is the purchasing agent of a manufacturing company, the procurement officer in the Air Force, or the housewife, no one likes to be at the mercy of the monopoly supplier.



Finally, the dominant supplier in a rapidly expanding, especially a new, market is likely to do less well than if he shared that market with one or two other major and competing suppliers. This may seem paradoxical—and most businessmen find it difficult to accept. But the fact is that a new market, especially a new major market, tends to expand much more rapidly when there are several suppliers rather than only one. It may be very flattering to a supplier’s ego to have 80 percent of a market. But if as a result of domination by a single source, the market does not expand as it otherwise might, the supplier’s revenues and profits are likely to be considerably lower than they would have been if two suppliers shared a fast-expanding market. Eighty percent of 100 is considerably less than 50 percent of 250. A new market that has only one supplier is likely to become static at 100. It will be limited by the imagination of the one supplier, who is likely to always know what his product or service cannot or should not be used for. If there are several suppliers, they are likely to uncover and promote markets and end-uses the single supplier never dreams of. And the market might grow rapidly to 250.

DuPont seems to have grasped this. In its most successful innovations, DuPont retains a sole-supplier position only until the new product has paid for the original investment. Then DuPont licenses the innovation and launches competitors deliberately. As a result, a number of aggressive companies start developing new markets and new uses for the product. Nylon would surely have grown much more slowly without DuPont-sponsored competition. Its markets are still growing, but without competition it would probably have begun to decline in the early 1950s, when newer synthetic fibers were brought on the market by Monsanto and Union Carbide in the U.S., Imperial Chemicals in Great Britain, and AKU in Holland.

The market standing to aim at is not the maximum but the optimum.

THE INNOVATION OBJECTIVE

The innovation objective is the objective through which a company makes operational its definition of “what our business should be.”

There are essentially three kinds of innovation in every business: innovation in product or service, innovation in marketplace and consumer behavior and values, and innovation in the various skills and activities needed to make the products and services and to bring them to market. They might be called respectively product innovation, social innovation (e.g., installment credit), and managerial innovation.

The problem in setting innovation objectives is the difficulty of measuring the relative impact and importance of various innovations. But how are we to determine what weighs more: a hundred minor but immediately applicable improvements in packaging a product, or one fundamental chemical discovery that after ten more years of hard work may change the character of the business altogether?



A department store and a pharmaceutical company will answer this question differently, but so may two different pharmaceutical companies.

RESOURCES OBJECTIVES

A group of objectives deals with the resources a business needs to be able to perform—with their supply, their utilization, and their productivity.

All economic activity, economists have told us for two hundred years, requires three kinds of resources: land, that is, products of nature; labor, that is, human resources; and capital, that is, the means to invest in tomorrow. The business must be able to attract all three and put them to productive use.

A business that cannot attract the people and the capital it needs will not last long.

The first sign of the decline of an industry is its loss of appeal to qualified, able, and ambitious people. The American railroads, for instance, did not begin their decline after World War II—it only became obvious and irreversible then. The decline actually set in around the time of World War I. Before World War I, able graduates of American engineering schools looked for a railroad career. From the end of World War I on, for whatever reason, the railroads no longer appealed to young engineering graduates, or to any educated young people.

In the two areas of people and capital supply, genuine marketing objectives are therefore required. “What do our jobs have to be to attract and hold the kind of people we need and want? What is the supply available on the job market? And, what do we have to do to attract it?” Similarly, “What does the investment in our business have to be, in the form of bank loans, long-term debts, or equity, to attract and hold the capital we need?”

Resource objectives have to be set in a double process. One starting point is the anticipated needs of the business, which then have to be projected on the outside, that is, on the market for land, labor, and capital. But the other starting points are these “markets” themselves, which then have to be projected onto the structure, the direction, the plans of the business.

PRODUCTIVITY OBJECTIVES

Attracting resources and putting them to work is only the beginning. The task of a business is to make resources productive. Every business, therefore, needs productivity objectives with respect to each of the three major resources—people, capital, and products of nature—and with respect to overall productivity itself.

A productivity measurement is the best yardstick for comparing managements of different units within an enterprise, and for comparing managements of different enterprises.

All businesses have access to pretty much the same resources. Except for the rare monopoly situation, the only thing that differentiates one business from another in any given field is the quality of its management on all levels. The first measurement of this crucial factor is productivity, that is, the degree to which resources are utilized and their yield.

The continuous improvement of productivity is one of management’s most important jobs. It is also one of the most difficult; for productivity is a balance between a diversity of factors, few of which are easily definable or clearly measurable.

Capital is one of the three factors of production. And if productivity of capital is accomplished by making the other resources less productive, there is actually a loss of productivity.

Productivity is a difficult concept, but it is central. Without productivity objectives, a business does not have direction. Without productivity measurements, it does not have control.

THE SOCIAL RESPONSIBILITY OBJECTIVES

Only a few years ago executives as well as economists considered the social dimension so intangible that performance objectives could not be set. We have now learned that the intangible can become very tangible indeed. Such lessons as the attacks on industry for the destruction of the environment are expensive ways to learn that business needs to think through its impacts and its responsibilities and to set objectives for both.

The social dimension is a survival dimension. An enterprise exists in society and the economy. Within an institution one always tends to assume that the institution exists by itself in a vacuum. And managers inevitably look at their business from the inside. But the business enterprise is a creature of society and the economy. Society or the economy can put any business out of existence overnight. The enterprise exists on sufferance and exists only as long as society and the economy believe that it does a job, and a necessary, useful, and productive one.

That such objectives need to be built into the strategy of a business, rather than be statements of good intentions, needs to be stressed here. These are not objectives that are needed because the manager has a responsibility to society. They are needed because the manager has a responsibility to the enterprise.

PROFIT: A NEED AND LIMITATION

Only after the objectives in the aforementioned seven key areas have been thought through and established can a business tackle the question “How much profitability do we need?” To attain any of these objectives entails high risks. It requires effort, and that means cost. Profit is, therefore, needed to pay for attainment of the objectives of the business. Profit is a condition of survival. It is the cost of the future, the cost of staying in business.

A business that obtains enough profit to satisfy its objectives in the key areas is a business that has the means of survival. A business that falls short of the profitability demands made by its key objectives is a marginal and endangered business.

Profit planning is necessary. But it is planning for a needed minimum profitability rather than for that meaningless shibboleth “profit maximization.” The minimum needed may well turn out to be a good deal higher than the profit goals of many companies, let alone their actual profit results.

BALANCING OBJECTIVES

There are three kinds of balance needed in setting objectives. Objectives have to be balanced against attainable profitability. Objectives have to be balanced as to the demands of the immediate and the distant future. They have to be balanced against each other, and trade-offs have to be established between desired performance in one area and desired performance in others. In setting objectives, management always has to balance the immediate future against the long-range future. But if it sacrifices the long-range needs of “what our business will be” and “what our business should be” to immediate results, there will also be no business fairly soon.

Setting objectives always requires a decision on where to take the risks, a decision as to how immediate results should be sacrificed for the sake of long-range growth, or how long-range growth should be jeopardized for the sake of short-run performance. There is no formula for these decisions. They are risky, entrepreneurial, and uncertain—but they must be made.

Growth companies often promise both more sales and higher profits indefinitely. This alone is reason to distrust them. Every experienced manager should know that these two objectives are not normally compatible. To produce more sales almost always means to sacrifice immediate profit. To produce higher profit almost always means to sacrifice long-range sales.

There are few things that distinguish competent from incompetent management quite as sharply as performance in balancing objectives. There is no formula for doing the job. Each business requires its own balance—and it may require a different balance at different times. Balancing is not a mechanical job. It is a risk-taking decision that is made in the budgeting and priority-setting processes. (On the topic of budgeting, see chapter 32.)

FROM OBJECTIVES TO DOING

One final step remains: to convert objectives into doing. Action rather than knowledge is the purpose of asking, “What is our business, what will it be, what should it be?” and of thinking through objectives. The aim is to focus the energies and resources of the organization on the right results. The end products of business analysis, therefore, are work programs and specific and concrete work assignments with defined goals, with deadlines, and with clear accountability. Unless objectives are converted into action, they are not objectives; they are dreams.

SUMMARY

Marketing and innovation are the two result areas with which the setting of objectives has to begin. Both are likely to require a range of objectives rather than one target figure. Both also require prior decisions of high risk: on concentration and on market standing. And then there is the need for objectives with respect to all resources—people, capital, and key physical resources—their supply, their utilization, and their productivity. There is the need for objectives with respect to the social dimension of business, its social responsibilities and social impacts. In all these areas, the small business needs clear objectives just as much as the big one. Profit and profitability come at the end; they are survival needs of a business and therefore require objectives. But the needed profitability also establishes limitations on all the other objectives. Objectives have to be balanced—with each other, in terms of the different requirements of the short and the long term, and against available resources. Finally, action priorities have to be set.
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Making the Future Today



We know only two things about the future:




        • It cannot be known.


        • It will be different from what exists now and from what we now expect.




These assertions are not particularly new or particularly striking. But they have far-reaching implications.

1. Any attempt to base today’s actions and commitments on predictions of future events is futile. The best we can hope to do is to anticipate the future effects of events that have already irrevocably happened.

2. But precisely because the future is going to be different and cannot be predicted, it is possible to make the unexpected and unpredicted come to pass. To try to make the future happen is risky; but it is a rational activity. And it is less risky than coasting along on the comfortable assumption that nothing is going to change, less risky than following a prediction as to what “must” happen or what is “most probable.”

Managers must accept the need to work systematically on making the future. But this does not mean the manager can work for the elimination of risks and uncertainties. That power is not given to mortal man. The one thing he or she can try to do is to find, and occasionally to create, the right risk and to exploit uncertainty. The purpose of the work on making the future is not to decide what should be done tomorrow, but what should be done today to have a tomorrow.

We are slowly learning how to do this work systematically and with direction and control. The starting point is the realization that there are two different, though complementary, approaches:




        • Finding and exploiting the time lag between the appearance of a discontinuity in economy and society and its full impact—one might call this anticipation of a future that has already happened.



        • Imposing on the, as yet, unborn future a new idea that tries to give direction and shape to what is to come. This one might call making the future happen.




THE FUTURE THAT HAS ALREADY HAPPENED

There is a time lag between a major social, economic, or cultural event and its full impact. A sharp rise or a sharp drop in the birthrate will not have an effect on the size of the available labor force for fifteen to twenty years. But the change has already happened. Only catastrophe—destructive war, famine, or pandemic—could alter its impact tomorrow.

These are the opportunities of the future that has already happened. They might therefore be called a potential. But the future that has already happened is not within the present organization; it is outside: a change in society, knowledge, culture, industry, or economic structure.

It is, moreover, a major change rather than a trend, a break in the pattern rather than a variation within it. There is, of course, considerable uncertainty and risk in committing resources to anticipation. But the risk is limited. We cannot really know how fast the impact will occur. But that it will occur, we can say with a high degree of assurance; and we can, to a useful extent, describe it.

Fundamental knowledge has to be available today to be able to serve us ten or fifteen years hence. In the mid-nineteenth century one could only speculate about the consequences for the economy of Michael Faraday’s discoveries in electricity. A good many of the speculations were undoubtedly wide of the mark. But that this breakthrough into an entirely new field of energy would have major impact could be said with some certainty.

Major cultural changes, too, operate over a fairly long period. This is particularly true of the subtlest but most pervasive cultural change: a change in people’s awareness. It is by no means certain that present underdeveloped countries will succeed in rapidly developing themselves. On the contrary, it is probable that only a few will succeed, and that even these few will go through difficult times and suffer severe crises. But that the peoples of Latin America, Asia, and Africa have become aware of the possibility of development and that they have committed themselves to it and to its consequences is a fact. It creates a momentum that only disaster could reverse. These countries may not succeed in industrializing themselves. But they will, for a historical period at least, give priority to industrial development—and hard times may only accentuate their new awareness of the possibility of, and need for, industrial development.

The changes that generate the future that has already happened can be found through systematic search. The first area to examine is always demographics. Population changes are the most fundamental—for the labor force, for the market, for social pressures, and economic opportunities. They are the least reversible in the normal course of events. They have a known minimum lead-time between change and impact: before a rise in the birthrate puts pressure on school facilities, at least five or six years will elapse—but then the pressure will come. And the consequences of population changes are most nearly predictable.

Another field that always should be searched for a future that has already happened is that of knowledge. This search should not, however, be confined to the present knowledge areas of the organization. In looking for the future, we assume that, say, the business will be different. And one of the major areas in which we may be able to anticipate a different business is that of the knowledge resource on which the specific excellence of a business is founded. We must, therefore, look at major knowledge areas, whether they have a direct relation to the present business or not. And wherever we find a fundamental change that has not yet had major impact, we should ask, “Are there opportunities here that we should and could anticipate?”

The behavioral sciences provide an example of a major change in a knowledge area, although few businesses would consider it directly relevant to them. Learning theory is one area in psychology where really new knowledge has been developed these last seventy-five years. Although this may seem rather remote to managers, the new knowledge is likely to have an impact not only on the form and content of education but on teaching and learning materials, school equipment, school design, and even on research organization and research management.

One also looks at other industries, other countries, other markets, with the question, Has anything happened there that might establish a pattern for our industry, our country, our market?

Next, one always asks, Is anything happening in the structure of an industry that indicates a major change?

One such change—well in progress throughout the entire industrial world—is the materials revolution, which erases or blurs the lines that traditionally separated different materials streams. Only a generation ago materials streams were separate from beginning to end. Paper, for instance, was the main manufactured material into which wood could be converted. Paper, in turn, had to be made from a tree. The same situation held for other major materials—aluminum and petroleum, steel and zinc. Most of the finished products coming out of these material streams had specific and unique end-uses. In other words, most substances determined end-uses, and most end-uses determined substances. Today, however, even the process is no longer unique. The paper industry increasingly incorporates into their processes techniques developed by the plastics manufacturers and converters; and the textile industry increasingly adapts paper industry processes.



Inside the business, also, there can usually be found clues to events that, while basic and irreversible, have not yet had their full impact.

Often one indication is internal friction within the company. Something is being introduced—and it becomes a source of dissension. Unwittingly, one has touched a sensitive spot—sensitive often because the new activity is in anticipation of future changes and, therefore, in contradiction to the accepted pattern.

For example, in an American company, when product development is introduced as a new function and as a specific kind of work, it creates friction. Usually this manifests itself in a long wrangle as to where the new activity belongs. Does it belong in marketing? Or does it belong in research and engineering? Actually, this is much less a dispute over the new function than it is a dim first awareness that the marketing approach tends to make all functions secondary and that all functions are cost centers rather than producers of results. This, however, must lead to fundamental changes in organization. It is the anticipation of these changes that makes people react violently to the symptom, “product development.”

IT HAS HAPPENED

Two additional and related questions should be asked: “What do the generally approved forecasts assert is likely to happen ten, fifteen, twenty years hence?” “Has it actually happened already?” Most people can imagine only what they have already seen. If, therefore, a forecast meets with widespread acceptance, it is quite likely that it does not forecast the future, but in effect, reports on the recent past.

There is in American business history one famous illustration of the productivity of this approach. Around 1910, in the early years of Henry Ford’s success, the first forecasts appeared that predicted the growth of the automobile into mass transportation. Most people at that time still considered this unlikely to happen before another thirty years or so. But William C. Durant, then a small manufacturer, asked, “Has this not already happened?” As soon as he asked the question, the answer was obvious: It had happened, though the main impact was yet to come. The public’s awareness had changed from regarding the car as a toy of the rich to demanding a car for mass transportation. And this would require large automobile companies. On this insight, Durant imagined General Motors and began to pull together a number of small automobile manufacturers and small accessory companies into the kind of business that would be able to take advantage of this new market and its opportunity.

The final question should therefore be: “What are our own assumptions regarding society and the economy, the market and customer, knowledge and technology? And are they still valid?”

Looking for the future that has already happened and anticipating its impacts introduces a new perception in the beholder. The new event is easily visible, as the illustrations should have made clear. The need is to make oneself see it. What could or might then be done is usually not too difficult to discover. The opportunities, in other words, are neither remote nor obscure. The pattern, however, has to be recognized first.

As the examples should also have demonstrated, this is an approach of great power. But there is also a major danger: the temptation to see as a change that which we believe to be happening, or worse, what we believe should happen. This is so great a danger that, as a general rule, any finding should be distrusted for which there is enthusiasm within the company. If everybody shouts, “This is what we wanted all along,” it is likely that wishes rather than facts are being reported.

For the power of this approach is that it questions and ultimately overturns deeply entrenched assumptions, practices, and habits. It leads to decisions to work toward change in the entire conduct, if not in the structure, of the business. It leads to the decision to make the business different.

THE POWER OF AN IDEA

It is futile to try to guess what products and processes the future will want. But it is possible to decide what idea one wants to make a reality in the future, and to build a different business on such an idea.

Making the future happen also means creating a different business. But what makes the future happen is always a business’s embodiment of an idea of a different economy, a different technology, a different society. It need not be a big idea; but it must be one that differs from the norm of today.

The idea has to be an entrepreneurial one—an idea of wealth-producing potential and capacity, expressed in a going, working, producing business, and effective through business actions and behavior. It does not emerge from the question, “What should future society look like?”—the question of the social reformer, revolutionary, or philosopher. Underlying the entrepreneurial idea that makes the future is always the question, “What major change in the economy, the market, or knowledge would enable us to conduct business the way we would really like to do it, the way we would really obtain the best economic results?”

Because this seems so limited and self-centered an approach, historians tend to overlook it and to be blind to its impact. The great philosophical idea has, of course, more profound effects. But few philosophical ideas have any effect at all. While each business idea is more limited, a large proportion of business ideas are effective. Innovating managers have, therefore, had a good deal more impact as a group than the historians realize.

The very fact that an entrepreneurial idea does not encompass all of society or all of knowledge but encompasses just one narrow area makes it more viable. The people who have this idea may be wrong about everything else in the future economy or society. But that does not matter as long as they are approximately right with respect to their own business focus. All that they need to be successful is one small, specific development.

Thomas Watson, who founded and built IBM, did not see, at all, the development of technology. But he had the idea of data processing as a unifying concept on which to build a business. The business was, for a long time, fairly small and confined itself to such mundane work as keeping accounting ledgers and time records. But it was ready to jump when the technology came in—out of totally unrelated wartime work—that made data processing actually possible, the technology of the electronic computer. While Watson built a small and unspectacular business in the 1920s designing, selling, and installing punch-card equipment, the mathematicians and logicians of logical positivism (e.g., P. W. Bridgman in the United States and Rudolf Carnap in Austria) talked about and wrote a systematic methodology of quantification and universal measurements. It is most unlikely that they ever heard of the young, struggling IBM Company, and certain that they did not connect their ideas with it. Yet it was Watson’s IBM and not their philosophical ideas that became operational when the new technology emerged in World War II.

The men who built Sears, Roebuck—Richard Sears, Julius Rosenwald, Albert Loeb, and, finally, General Robert E. Wood—had active social concerns and a lively social imagination. Yet not one of them thought of remaking the economy. I doubt even that the idea of a mass market—as opposed to the traditional class markets—occurred to them until long after the event. Yet, from its early beginnings, Sears, Roebuck had the idea that the poor man’s money could be made to have the same purchasing power as the rich man’s. This was not a particularly new idea. Social reformers and economists had bandied it about for decades. The cooperative movement in Europe largely grew out of it. But Sears was the first business built on the idea in the United States. It started out with the question, “What would make the farmer a customer for a retail business?” The answer was simply, “He needs to be sure of getting goods of the same dependable quality as do city people at the same low price.” At the time, this was an innovative idea of considerable audacity.

Great entrepreneurial innovations have been achieved by converting an existing theoretical proposition into an effective business. The entrepreneurial innovation that has had a great impact on economic development converted the theoretical proposition of the French social philosopher Comte de Saint-Simon into a bank. Saint-Simon, starting from J. B. Say’s concept of the entrepreneur, developed a philosophical system around the creative role of capital. The idea became effective, however, through a banking business, the famous Crédit Mobilier, which his disciples, the brothers Pereire, founded in Paris in the middle of the nineteenth century. The Crédit Mobilier was to be the conscious developer of industry through the direction of the liquid resources of the community. It became the prototype for the entire banking system of the then underdeveloped continent of Europe—beginning with the France, Holland, and Belgium of the Pereires’ day. The Pereires’ imitators then founded the “business banks” of Germany, Switzerland, Austria, Scandinavia, and Italy that became the main agents for the industrial development of their countries. After the American Civil War the idea crossed the Atlantic. The American bankers who developed American industry—from Jay Cooke and the American Crédit Mobilier that financed the transcontinental railroad, to J. P. Morgan—were all imitators of the Pereires, whether they knew it or not. So were the Japanese Zaibatsu, the great banker-industrialists who built the economy of modern Japan.

The basic entrepreneurial idea may merely be imitation of something that works well in another country or in another industry. When Thomas Bata, a Slovak shoemaker, returned to Europe from the United States after World War I, he had the idea that everybody in Slovakia and the Balkans could have shoes to wear as everybody had in the United States. “The peasant goes barefoot,” he is reported to have said, “not because he is too poor, but because there are no shoes.” What was needed to make this vision of a shod peasant come true was a supply of cheap and standardized, but well-designed and durable, footwear as there was in America. On this analogy Bata built in a few years Europe’s largest shoe business and one of Europe’s most successful companies.

CREATIVITY

To make the future happen one need not, in other words, have a creative imagination. It requires work rather than genius—and therefore is accessible in some measure to everybody. The man of creative imagination will have more imaginative ideas, to be sure. But that the more imaginative idea will actually be more successful is by no means certain. Pedestrian ideas have at times been successful; Bata’s idea of applying American methods to making shoes was not very original in the Europe of 1920, with its tremendous interest in Ford and his assembly line. What mattered was his courage rather than his genius.

To make the future happen one has to be willing to do something new. One has to be willing to ask, “What do we really want to see happen that is quite different from today?” One has to be willing to say, “This is the right thing to happen as the future of the business. We will work on making it happen.”

Lack of “creativity,” which looms so large in present discussions of innovation, is not the real problem. There are more ideas in any organization, including businesses, than can possibly be put to use. What is lacking, as a rule, is the willingness to look beyond products to ideas. Products and processes are only the vehicle through which an idea becomes effective. And, as the illustrations should have shown, the specific future products and processes can usually not even be imagined.

When DuPont started the work on polymer chemistry out of which nylon eventually evolved, it did not know that manmade fibers would be the end product. DuPont acted on the assumption that any gain in man’s ability to manipulate the structure of large, organic molecules—at that time in its infancy—would lead to commercially important results of some kind. Only after six or seven years of research work did manmade fibers first appear as a possible major result area.

Moreover, the manager often lacks the courage to commit resources to such an idea. The resources that should be invested in making the future happen should be small, but they must be of the best. Otherwise nothing happens.

However, the greatest lack of the manager is a touchstone of validity and practicality. An idea has to meet rigorous tests if it is to be capable of making the future of a business.

It has to have operational validity. Can we take action on this idea? Or can we only talk about it? Can we really do something right away to bring about the kind of future we want to make happen?

To be able to spend money on research is not enough. It must be research directed toward the realization of the idea. The knowledge sought may be general, as was that of DuPont’s project. But it must at least be reasonably clear that if available, it would be applicable knowledge.

The idea must also have economic validity. If it could be put to work right away in practice, it should be able to produce economic results. We may not be able to do what we would like to for a long time, perhaps never. But if we could do it now, the resulting products, processes, or services would find a customer, a market, an end-use; should be capable of being sold profitably; should satisfy a want and a need.

The idea itself might aim at social reform. But unless an organization can be built on it, it is not a valid entrepreneurial idea. The test of the idea is not the votes it gets or the acclaim of the philosophers. It is economic performance and economic results. Even if the rationale of the business is social reform rather than business success, the touchstone must be the ability to perform and to survive as a business.

Finally, the idea must meet the test of personal commitment. Do we really believe in the idea? Do we really want to be that kind of people, do that kind of work, run that kind of business?

To make the future demands courage. It demands work. But it also demands faith. To commit ourselves to the expedient is simply not practical. It will not suffice for the tests ahead. For no such idea is foolproof—nor should it be. The one idea regarding the future that must inevitably fail is the apparently “sure thing,” the “riskless idea,” the one “that cannot fail.” The idea on which tomorrow’s business is to be built must be uncertain; no one can really say as yet what it will look like if and when it becomes reality. It must be risky: it has a probability of success but also of failure. If it is not both uncertain and risky, it is simply not a practical idea for the future. For the future itself is both uncertain and risky.

Unless there is personal commitment to the values of the idea and faith in them, the necessary efforts will therefore not be sustained. The manager should not become an enthusiast, let alone a fanatic. She should realize that things do not happen just because she wants them to happen—not even if she works very hard at making them happen. Like any other effort, the work on making the future happen should be reviewed periodically to see whether continuation can still be justified both by the results of the work to date and by the prospects ahead. Ideas regarding the future can become investments in managerial ego too, and need to be carefully tested for their capacity to perform and to give results. But the people who work on making the future also need to be able to say with conviction, “This is what we really want our business to be.”

It is perhaps not absolutely necessary for every organization to search for the idea that will make the future. A good many organizations and their managements do not even make their present organizations effective—and yet the organizations somehow survive for a while. The big business, in particular, seems to be able to coast a long time on the courage, work, and vision of earlier managers.

But tomorrow always arrives. It is always different. And then even the mightiest company is in trouble if it has not worked on the future. It will have lost distinction and leadership—all that will remain is big-company overhead. It will neither control nor understand what is happening. Not having dared to take the risk of making the new happen, it perforce took the much greater risk of being surprised by what did happen. And this is a risk that even the largest and richest organization cannot afford and that even the smallest one need not run.

To be more than a slothful steward of the talents in one’s keeping, the manager has to accept responsibility for making the future happen. It is the willingness to tackle this purposefully that distinguishes the great organization from the merely competent one, and the organization builder from the manager-suite custodian.

SUMMARY

In human affairs it is pointless to try to predict the future. But it is possible and fruitful to identify major events that have already happened irrevocably and that will have predictable effects in the next decade or two. It is possible, in other words, to identify and prepare for the future that has already happened.

A dominant factor for organizations in the next few decades is going to be demographics. The key factor for business will not be overpopulation that we have been warned of for many years but underpopulation of the developed countries—Japan, South Korea, and the nations of Western Europe.
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Strategic Planning: The Entrepreneurial Skill



Practically every basic management decision is a long-range decision—ten years is a rather short time span these days. Whether concerned with research or with building a new plant, designing a new marketing organization or a new product, every major management decision takes years before it is really effective. And it has to be productive for years thereafter to pay off the investment of people and money. Managers, therefore, need to be skilled in making decisions with long futurity on a systematic basis.

Management has no choice but to anticipate the future, to attempt to mold it, and to balance short-range and long-range goals. It is not given to mortals to do well any of these things. But lacking divine guidance, management must make sure that these difficult responsibilities are not overlooked or neglected.

The idea of long-range planning—and much of its reality—rests on a number of misunderstandings. The present and the immediate short range require strategic decisions fully as much as the long range. The long range is largely made by short-run decisions. Unless the long range is built into, and based on, short-range plans and decisions, the most elaborate long-range plan will be an exercise in futility. And conversely, unless the short-range plans, that is, the decisions on the here and now, are integrated into one unified plan of action, they will be expedients, guesses, and misdirection.

“Short range” and “long range” are not determined by any given time span. A decision is not short range because it takes only a few months to carry it out. What matters is the time span over which it has to be effective. A decision is not long range because in early 2008 we resolve on making it in 2012; this is not a decision but an idle diversion. It has as much reality as the eight-year-old boy’s plan to be a fireman when he grows up.

The idea behind long-range planning is that the question, “What should our business be?” can and should be worked on and decided by itself, independent of the thinking on “What is our business” and “What will it be?” There is some sense to this. It is necessary in strategic planning to start separately with all three questions: What is the business? What will it be? What should it be? These are, and should be, separate conceptual approaches. With respect to what the business should be, the first assumption must be that it will be different.

Long-range planning should prevent managers from uncritically extending present trends into the future, from assuming that today’s products, services, markets, and technologies will be the products, services, markets, and technologies of tomorrow, and, above all, from dedicating their resources and energies to the defense of yesterday.

Planning what is our business, planning what will it be, and planning what should it be have to be integrated. What is short range and what is long range is then decided by the time span and futurity of the decision. Everything that is planned becomes immediate work and commitment.

The skill we need is not long-range planning. It is strategic decision making, or perhaps strategic planning.

General Electric calls this work “strategic business planning.” The ultimate objective of the activity is to identify the new and different businesses, technologies, and markets that the company should try to create long range. But the work starts with the question, “What is our present business?” Indeed, it starts with the questions, “Which of our present businesses should we abandon? Which should we play down? Which should we push and supply new resources?”

WHAT STRATEGIC PLANNING IS NOT

It is important for the manager to know what strategic planning is not:

1. It is not a box of tricks, a bundle of techniques. It is analytical thinking and commitment of resources to action.

Many techniques may be used in the process—but, then again, none may be needed. Strategic planning may require a computer, but the most important questions—What is our business? or What should it be?—cannot be quantified and programmed for the computer. Model building or simulation may be helpful, but they are not strategic planning; they are tools for specific purposes and may or may not apply in a given case.

Quantification is not planning. To be sure, one uses rigorous logical methods as far as possible—if only to make sure that one does not deceive oneself. But some of the most important questions in strategic planning can be phrased only in terms such as “larger” or “smaller,” “sooner” or “later.” These terms cannot easily be manipulated by quantitative techniques. And some equally important areas—such as those of political climate, social responsibilities, or human (including managerial) resources—cannot be quantified at all. They can be handled only as restraints or boundaries but not as factors in the equation itself.



Strategic planning is not the application of scientific methods to business decision. It is the application of thought, analysis, imagination, and judgment. It is responsibility, rather than technique.

2. Strategic planning is not forecasting. It is not masterminding the future. Any attempt to do so is foolish; the future is unpredictable. We can only discredit what we are doing by attempting it.

If anyone suffers from the delusion that the human being is able to forecast beyond a very short time span, look at the headlines in yesterday’s paper and ask which of them anyone could possibly have predicted a decade or so ago. For example, could we, in 1960, in the waning days of the Eisenhower administration, have forecast the almost explosive growth of the black middle class in America, which by 1970, had raised two-thirds of black families above the poverty line and had given the African-American family an average income well above the average income of affluent Great Britain? And could we also have predicted that this unprecedented achievement would only make more acute and pressing the problem of the one-quarter of African-Americans remaining in poverty?

We must start out with the premise that forecasting is not a respectable human activity and not worthwhile beyond the shortest of periods. Strategic planning is necessary precisely because we cannot forecast.

Another, even more compelling, reason why forecasting is not strategic planning is that forecasting attempts to find the most probable course of events or, at best, a range of probabilities. But the entrepreneurial problem is the unique event that will change the possibilities; the entrepreneurial universe is not a physical but a social universe. Indeed, the central entrepreneurial contribution, which alone is rewarded with a profit, is to bring about the unique event or innovation that changes the economic, social, or political situation.

This was what Xerox Corporation did in the 1950s when it developed and marketed photocopying machines. This is what the entrepreneurs in mobile housing did in the 1960s, when the trailer became the new, permanent, and immobile home and took over practically the entire U.S. low-cost housing market. The unique event of Rachel Carson’s book Silent Spring, in the 1950s, changed the attitude of a whole civilization toward the environment. On the social and political scene, this is what the leaders of the civil rights movement did in the 1960s, and what the leaders in women’s rights did at the start of the 1970s.

Since the entrepreneur upsets the probabilities on which predictions are based, forecasting does not serve the purposes of planners who seek to direct their organizations to the future. It certainly is of little use to planners who would innovate and change the ways in which people work and live.

3. Strategic planning does not deal with future decisions. It deals with the futurity of present decisions. Decisions exist only in the present. The question that faces the strategic decision maker is not what the organization should do tomorrow. It is, “What do we have to do today to be ready for an uncertain tomorrow?” The question is not what will happen in the future. It is, “What futurity do we have to build into our present thinking and doing, what time spans do we have to consider, and how do we use this information to make a rational decision now?”

Decision making is a time machine that synchronizes into a single time—the present—a great number of divergent time spans. We are learning this only now. Our approach still tends toward making plans for something we will decide to do in the future, which may be entertaining but is futile. We can make decisions only in the present, and yet we cannot make decisions for the present alone; the most expedient, most opportunistic decision—let alone the decision not to decide at all—may commit us for a long time, if not permanently and irrevocably.

4. Strategic planning is not an attempt to eliminate risk. It is not even an attempt to minimize risk. Such an attempt can lead only to irrational and unlimited risks and to certain disaster.

Economic activity, by definition, commits present resources to the future, that is, to highly uncertain expectations. To take risks is the essence of economic activity. An important principle of economics (Boehm-Bawerk’s Law) proves that existing means of production will yield greater economic performance only through greater uncertainty, that is, through greater risk.

WHAT STRATEGIC PLANNING IS

While it is futile to try to eliminate risk, and questionable to try to minimize it, it is essential that the risks taken be the right risks. The end result of successful strategic planning must be the capacity to take a greater risk, for this is the only way to improve entrepreneurial performance. To extend this capacity, however, we must understand the risks we take. We must be able to choose rationally among risk-taking courses of action rather than plunge into uncertainty on the basis of hunch, hearsay, or experience, no matter how carefully quantified.

We can now attempt to define what strategic planning is. It is the continuous process of making present risk-taking decisions systematically with the greatest knowledge of their futurity; organizing systematically the efforts needed to carry out these decisions; and measuring the results of these decisions against the expectations through organized, systematic feedback.

SLOUGHING OFF YESTERDAY

Planning starts with the objectives of the business. In each area of objectives, the question needs to be asked, “What do we have to do now to attain our objectives tomorrow?” The first thing to do to attain tomorrow is to slough off yesterday. Most plans concern themselves only with the new and additional things that have to be done—new products, new processes, new markets, and so on. But the key to doing something different tomorrow is getting rid of the no-longer-productive, the obsolescent, and the obsolete.

The first step in planning is to ask of any activity, any product, any process or market, “If we were not committed to this today, would we go into it?” If the answer is no, one says, “How can we get out—fast?”

Systematic sloughing off of yesterday is a plan by itself—and adequate in many businesses. It will force thinking and action. It will make available people and money for new things. It will create the willingness to act.

The plan that provides only for doing additional and new things without provision for sloughing off old and tired ones is unlikely to have results. It will remain plan and never become reality. Yet getting rid of yesterday is the decision that most long-range plans in business (and even more in government) never tackle—which may be the main reason for their futility.

WHAT NEW THINGS DO WE HAVE TO DO—WHEN?

The next step in the planning process is to ask, “What new and different things do we have to do, and when?”

In every plan there will be areas where all that is needed—or appears to be needed—is to do more of what we already do. It is prudent, however, to assume that what we already do is never adequate to the needs of the future. But, “What do we need?” is only half the question. Equally important is, “When do we need it?” for it fixes the time for beginning work on the new tasks.

There is indeed a “short range” and a “long range” to every decision. The five years between the commitment to a course (building a steel mill) and the earliest possible moment for results (getting finished steel) is the short range of a decision. And the twenty years or more it takes before we get back with compound interest the money invested in the steel mill is the long range. The long range is the time during which the initial decision must remain reasonably valid—as to markets, process, technology, plant location, etc.—to have been the right decision originally.

But it is meaningless to speak of short-range and long-range plans. There are plans that lead to action today—and they are true plans, true strategic decisions. And there are plans that talk about action tomorrow—they are dreams, if not pretexts for nonthinking, nonplanning, nondoing. The essence of planning is to make present decisions with knowledge of their futurity. It is the futurity that determines the time span, and not vice versa.

Results that require a long gestation period will be obtained only if initiated early enough. Hence, long-range planning requires knowledge of futurity: “What do we have to do today if we want to be in some particular place in the future? What will not get done at all if we do not commit resources to it today?”



To repeat an oft-used illustration: If we know that it takes ninety-nine years to grow Douglas firs in the Northwest to pulping size, planting seedlings today is the only way we can provide for this pulp supply in ninety-nine years. Someone may well develop a speeding-up hormone; but we cannot bank on it if we are using pulp from Douglas firs to make paper. If paper plants depend on Douglas fir, planning cannot confine itself to twenty years, but must consider ninety-nine years.

For other decisions, even five years would be absurdly long. If our business is buying up distress merchandise and selling it at auction, next week’s clearance sale is the long-range future; anything beyond is largely irrelevant to us. Thus, the nature of the business and the nature of the decision determine the time spans of planning.

Time spans are neither fixed nor “given.” The time decision itself is a risk-taking decision in the planning process. It largely determines the allocation of resources and efforts. It largely determines the risks taken. One cannot repeat too often that to postpone a decision is in itself a risk-taking and often irrevocable decision. The time decision largely determines the character and nature of the business.

To sum up: What is crucial in strategic planning is, first, that systematic and purposeful work on attaining objectives be done; second, that planning start out with sloughing off yesterday and that abandonment be planned as part of the systematic attempt to attain tomorrow; third, that we look for new and different ways to attain objectives rather than believe that doing more of the same will suffice; and finally, that we think through the time dimensions and ask, “When do we have to start work to get results when we need them?”

EVERYTHING DEGENERATES INTO WORK

The best plan is only good intentions unless it leads into work. What makes a plan capable of producing results is the commitment of key people to work on specific tasks. The test of a plan is whether management actually commits resources to action that will bring results in the future. Unless such commitment is made, there are only promises and hopes, but no plan.

A plan needs to be tested by asking managers, “Which of your best people have you put on this work today?” The manager who comes back (as most of them do) and says, “But I can’t spare my best people now; they have to finish what they are doing now before I can put them to work on tomorrow” is simply admitting that he or she does not have a plan. But this manager also proves that a plan is needed, for it is precisely the purpose of a plan to show where scarce resources—and the scarcest is good people—should be working.

Work implies not only that somebody is supposed to do the job, but also accountability, a deadline, and, finally, the measurement of results—that is, feedback from results on the work and on the planning process itself.



In strategic planning, measurements present very real problems, especially conceptual ones. Yet precisely because what we measure and how we measure determine what will be considered relevant, and, thereby, determine not just what we see, but what we—and others—do, measurements are all-important in the planning process. Above all, unless we build expectations into the planning decision—including a fair understanding of what are significant deviations both in time and in scale—in such a way that we can find out early whether they are actually fulfilled or not, we cannot plan. We have no feedback, no way of self-control from events back to the planning process.

The manager cannot decide whether he or she wants to make risk-taking decisions with long futurity; making such decisions defines the role of manager. All that is within a manager’s power is to decide whether he or she wants to make them responsibly or irresponsibly, with a rational chance of effectiveness and success, or as a blind gamble against all odds. And both because the decision-making process is essentially a rational process and because the effectiveness of the entrepreneurial decisions depends on the understanding and voluntary efforts of others, the approach will be more responsible and more likely to be effective if it is rational, organized, and based on knowledge, not prophecy. The end result, however, is not knowledge but strategy. Its aim is action now.

Strategic planning does not substitute facts for judgment, does not substitute science for the manager. It does not even lessen the importance and role of managerial ability, courage, experience, intuition, or even hunch—just as scientific biology and systematic medicine have not lessened the importance of these qualities in the individual physician. On the contrary, the systematic organization of the planning job and the supply of knowledge to it strengthens the manager’s judgment, leadership, and vision.

SUMMARY

Strategic planning prepares today’s business for the future. It asks, What should our business be? It asks, What do we have to do today to deserve the future? Strategic planning requires risk-taking decisions. It requires an organized process of abandoning yesterday. It requires that the work to be done to produce the desired future be clearly defined and clearly assigned. The aim of strategic planning is action now.










Part III

Performance in Service Institutions



The public-service institutions—government agency and hospital; school, college, and university; armed service and professional association—have been growing much faster than business in recent decades. They are the growth sector of a modern society. Yet their performance has not kept up with their growth or importance. What explains the lag in performance in the public-service institutions? How can public-service institutions be managed for performance? And within business, service staffs often grow faster than operating units. Yet the performance of service staffs represents a challenge to management.
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Managing Service Institutions in the Society of Organizations



Business enterprise is only one of the institutions of modern society, and business managers are by no means our only managers. Service institutions are equally institutions and, therefore, equally in need of management. Some of the most familiar of these institutions are government agencies, the armed services, schools, colleges, universities, research laboratories, hospitals and other health-care institutions, unions, professional practices such as the large law firm, and professional, industry, and trade associations. They all have people who are paid for doing the management job, even though they may be called administrators, commanders, directors, or executives, rather than managers.

THE MULTI-INSTITUTIONAL SOCIETY

We are a multi-institutional society. Public-service institutions are supported by the economic surplus produced by economic activity. They are social overhead. The growth of the public service institution in the twentieth and twenty-first centuries is the best testimonial to the success of business in discharging its economic task—producing economic surplus.

Yet, unlike the early nineteenth-century university, the service institutions are not a luxury or an ornament. They are essentials of a modern society. They have to perform if society and business are to function. These service institutions are the main expense of a modern society. Approximately half of the gross national product of the United States (and of most of the other developed countries) is spent on public-service institutions. Every citizen in the developed, industrialized, urbanized societies depends for survival on the performance of the public-service institutions. These institutions also embody the values of developed societies. Education, health care, knowledge, and mobility—not just more food, clothing, and shelter—are the fruits of our society’s increased economic capacities and productivity.

Yet the evidence for performance in the service institutions is not impressive, let alone overwhelming. Colleges, hospitals, and universities have grown larger than an earlier generation would have dreamed possible. Their budgets have grown even faster. Yet everywhere they are in crisis. A generation or two ago their performance was taken for granted. Today they are attacked on all sides for lack of performance. Services that the nineteenth century managed successfully with little apparent effort—the postal service, for instance, or the railroads—are today deep in the red and require enormous subsidies. National and local government agencies are constantly being reorganized for efficiency. Yet in every country citizens complain loudly of growing bureaucracy in government. What they mean is that the government agency is being run more for the convenience of its employees than for contribution and performance. This is mismanagement.

ARE SERVICE INSTITUTIONS MANAGED?

The service institutions themselves have become “management conscious.” Increasingly they turn to business to learn management. In all service institutions, manager development, management by objectives, and many other concepts and tools of business management are now common.

This is a healthy sign, but it does not mean that the service institutions understand the problems of managing themselves. It only means that they begin to realize that at present they are not being managed.

BUT ARE THEY MANAGEABLE?

There is another and very different response to the performance crisis of the service institutions. A growing number of critics have come to the conclusion that service institutions are inherently unmanageable and incapable of performance. Some go so far as to suggest that they should, therefore, be dissolved. But there is not the slightest evidence that today’s society is willing to do without the contributions the service institutions provide. The people who most vocally attack the shortcomings of the hospitals want more and better health care. Those who criticize public schools want better, not less, education. The voters bitterest about government bureaucracy vote for more government programs.

We have no choice but to learn to manage the public-service institutions for performance.

And they can be managed for performance.

MANAGING PUBLIC-SERVICE INSTITUTIONS FOR PERFORMANCE

Different classes of service institutions need different structures. But all of them need first to impose on themselves discipline of the kind imposed by leaders of the institutions in the examples in the previous chapters.





       1. They need to define “what our business is and what it should be.” They need to bring alternative definitions into the open and consider them carefully. They should perhaps even work out some balance between the different and conflicting definitions of mission (as did the presidents of the emerging American universities—see later in this chapter).


       2. They must derive clear objectives and goals from their definition of function and mission.


       3. They then must set priorities that enable them to select targets, to set standards of accomplishment and performance—that is, to define the minimum acceptable results, to set deadlines, to go to work on results, and to make someone accountable for results.


       4. They must define measurements of performance—customer-satisfaction measurements for the performance of Medicare services, or the number of households supplied with electric power (a quantity much easier to measure).


       5. They must use these measurements to feed back on their efforts. That is, they must build self-control by results into their system.


       6. Finally, they need an organized review of objectives and results, to weed out those objectives that no longer serve a purpose or have proven unattainable. They need to identify unsatisfactory performance and activities that are outdated or unproductive, or both. And they need a mechanism for dropping such activities rather than wasting money and human energies where the results are poor.




The last requirement may be the most important one. Without a market test, the service institution lacks the built-in discipline that forces a business eventually to abandon yesterday—or else go bankrupt. Assessing and abandoning low-performance activities in service institutions, outside and inside business, would be the most painful but also the most beneficial improvement.

As the examples have shown, no success is “forever.” Yet it is even more difficult to abandon yesterday’s success than it is to reappraise a failure. A once-successful project gains an air of success that outlasts the project’s real usefulness and disguises its failings. In a service institution particularly, yesterday’s success becomes “policy,” “virtue,” “conviction,” if not holy writ. The institution must impose on itself the discipline of thinking through its mission, its objectives, and its priorities, and of building in feedback control from results and performance on policies, priorities, and action. Otherwise, it will gradually become less and less effective. We are in such a welfare mess today in the United States largely because the welfare program of the 1930s was such a success. We could not abandon it and, instead, misapplied it to the radically different problem of the inner-city poor.

To make service institutions perform, it should by now be clear, does not require great leaders. It requires a system. The essentials of this system are not too different from the essentials of performance in a business enterprise, but the application will be quite different. The service institutions are not businesses; performance means something quite different in them.

The applications of the essentials differ greatly for different service institutions. As our later examples will show, there are at least three different kinds of service institutions—institutions that are not paid for performance and results, but for efforts and programs.

THE THREE KINDS OF SERVICE INSTITUTIONS

There is first the natural monopoly. It produces economic goods and services, or at least, it is supposed to. Yet it cannot be paid for out of results and performance precisely because it is a monopoly.

The economist defines as natural monopolies those businesses that must have exclusive rights in a given area—the electric power or water utility service. But the research laboratory of a chemical company may also be a natural monopoly within its business.

LILIENTHAL AND THE TVA

The Tennessee Valley Authority, the public utility and public works complex in the south central United States built mainly in New Deal days, today is no longer controversial.* It is just another large power company, but one owned by the government rather than by private investors. But in its early days, seventy-five years ago, the TVA was more: it was a slogan, a battle cry, a symbol. Some, friends and enemies alike, saw government ownership of the TVA as the opening wedge for the nationalization of electric energy in the United States. Others saw it as a boon to the Tennessee Valley region, providing cheap power and free fertilizer to a largely agricultural area. Others, still, were primarily interested in flood control and navigation. There was such a conflict in expectations that TVA’s first head, Arthur Morgan, floundered completely. Unable to think through what the business of the TVA should be and how varying objectives might be balanced, he accomplished nothing. Finally, President Franklin Roosevelt replaced him with an almost totally unknown young lawyer with little previous experience as an administrator, David Lilienthal.



Lilienthal faced up to the need to define TVA’s business. He concluded that the first objective was to build truly efficient electric plants and to supply an energy-starved region with plentiful and cheap power. All the rest, he decided, hinged on attaining this first need. Today TVA has accomplished many other objectives as well: flood control, navigable waterways, fertilizer production, and even balanced community development. But it was Lilienthal’s insistence on a clear definition of TVA’s business and on setting priorities that explains why TVA is now taken for granted, even by those who, forty years ago, were its enemies.

 

The next group of service institutions are those that have to be paid for out of a budget allocation. While all of these share a common character, their individual purpose and the specific way in which they try to accomplish it need not be uniform. Their priorities can—and indeed often should—be quite diverse.

The American university is one example.

The American University

The building of the modern American university from 1860 to World War I also illustrates how service institutions can be made to perform. The American university as it emerged during that period is primarily the work of a small number of men: Andrew W. White (president of Cornell University, 1868–1885); Charles W. Eliot (president of Harvard University, 1869–1909); Daniel Coit Gilman (president of Johns Hopkins University, 1876–1901); David Starr Jordan (president of Stanford University, 1891–1913); William Rainey Harper (president of the University of Chicago, 1892–1904); and Nicholas Murray Butler (president of Columbia University, 1902–1945).

These men all had one basic insight in common: the traditional college—essentially an eighteenth-century seminary to train preachers—had become totally obsolete, sterile, and unproductive.

It was dying fast; America in 1860 had far fewer college students than it had had forty years earlier with a much smaller population. The men who built the new universities shared a common objective: to create a new institution, a true university. They all realized, however, that while European universities had much to offer as examples, these new universities had to be American institutions.

Beyond these shared beliefs, though, they differed sharply on what a university should be and what its purpose and mission were.

Eliot, at Harvard, saw the purpose of the university as educating a leadership group with a distinct style. His Harvard was to be a national institution rather than the preserve of the “proper Bostonian,” for whom Harvard College had been founded. But its function was also to restore to New England the leadership of a moral elite, such as had been held by the Federalist leaders in the early days of the Republic. Butler at Columbia—and to a lesser degree, Harper at Chicago—saw the function of the university as the systematic application of rational thought and analysis to the basic problems of a modern society—education, economics, government, and foreign affairs. Gilman at Johns Hopkins saw the university as the producer of advanced knowledge. Originally Johns Hopkins was to confine itself to advanced research and was to give no undergraduate instruction. White at Cornell aimed at producing an educated public, and so on.

Each of these men knew that he had to make compromises. Each knew that he had to satisfy a number of constituencies and publics, each of whom saw the university differently. Eliot and Butler, for instance, had to build their new universities on existing, old foundations without alienating existing alumni and existing faculty. The others could build from the ground up. They all had to be exceedingly conscious of the need to attract and hold financial support.

It was Eliot, with all his insistence on “moral leadership,” who invented the first placement office and set out to find for Harvard graduates well-paid jobs, especially in business. Butler, conscious that Columbia was a latecomer and that the millionaire philanthropists of his day had already been snared by his competitors, invented the first public relations office in a university. It was designed—and most successfully—to reach the merely well-to-do and get their money.

Each of these men gave priority to his definition of the university’s purpose and mission. These definitions did not outlive the founders. Even during the lifetimes of Eliot and Butler, for instance, their institutions escaped their control, began to diffuse objectives and to confuse priorities. In the twentieth century all these universities—and many others like the University of California and other major state universities—have converged toward a common type.

Today it is hard to tell one “multiversity” from another. Yet the imprint of the founders has still not been totally erased. It is hardly an accident that Roosevelt’s New Deal chose primarily faculty members from Columbia and Chicago as high-level advisers and policy makers. The New Deal, like these universities, was committed to the application of rational thought and analysis to public policies and problems. Thirty years later when the Kennedy administration came in with an underlying belief in the style of an elite, it naturally turned to Harvard. The original clear commitment to purpose and to mission that made these institutions effective is still visible—though only faintly—in their faculty and graduates.

Each of the six university presidents was concerned with higher education. Each was out to build a university on the ruins of the old, decayed eighteenth-century seminary. They all saw alternative missions and functions. Each tried to structure his university to give different emphasis among these alternatives of “what our business is or should be,” and each set different priorities. They knowingly and deliberately built competing institutions with the same structure: trustees, an administration, faculty and students, and similar courses leading to the same degrees.

 

Finally, the third kind of service institution is the service institution in which means are as important as ends and which, therefore, must be structured and operated uniformly. In this class belongs the administration of justice and defense.

THE INSTITUTIONS’ SPECIFIC NEED

What does each of these institutions need?

The natural monopoly needs the least structure. Even though it is not directly paid for results, it is close to them. It just needs to do what any business should be doing anyhow, but to do it more systematically.

This, incidentally, is a strong argument in favor of keeping natural monopolies under public regulation rather than under public ownership. An unregulated natural monopoly will inevitably exploit, in addition to being ineffective and inefficient. A government-owned monopoly may not exploit, but the customer has no redress against inefficiency, poor service, high rates, and disregard of his or her needs. An independently managed monopoly under public regulation is likely to be far more responsive to customer dissatisfactions and consumer needs than either the unregulated private or the government-owned monopoly. The regulated but independently managed monopoly stays in touch with its performance through the regulatory agencies. By their control of rates and profits, these agencies express, at least in theory, public opinion on the performance of the monopoly.

In the late 1960s, the operating efficiency of the American telephone system declined in some areas, notably New York City, and waiting periods for service or for repair grew from days to weeks or months. Customers could and did take effective action. They began immediately to oppose requests from the telephone company for rate increases—and a more effective means of disciplining a monopoly is hard to imagine. The American telephone system has now been deregulated and is subject to intense market competition.

The French telephone customer, on the other hand, who enjoys about the worst telephone service in any developed country, can only grumble. Telephone service there is a government-owned monopoly, against which the consumer is powerless.

In addition, government regulatory agencies can provide the means for building into the structure of monopolies the self-discipline that leads to systematic performance.

With respect to the monopoly that the research laboratory represents in a business, top management can and should demand the discipline of thinking through objectives, setting goals and priorities, measuring performance, and sloughing off the unproductive. This is the only way to make the monopoly research laboratory productive and responsive to the company’s needs.

One of the most effective research managers—himself a scientist of world renown—makes it his practice to ask, “What have you in this research lab contributed to the company’s vision, knowledge, and results during the last three to five years?” And then he asks, “What do you expect to contribute to the company’s vision, knowledge, and results during the next five years?” He reports that he never gets an answer the first time he asks the question. But after asking the question for a few years, he begins to get answers; and a few years later, he even gets research results.

SOCIALIST COMPETITION IN THE SERVICE SECTOR

The second kind of service institution is exemplified by schools, universities, and hospitals. Most of the service staffs within business organizations belong here too. Service institutions of the second kind are characteristic of a developed society.

Monopolies and institutions of government—the service institutions of the first and third categories—dominate undeveloped societies. But the service institution of the second category becomes central in the process of economic and social development. Its performance is crucial to modern developed society. And in developed societies, or developed businesses, it is this service institution that most closely touches the daily life of the citizen—or of the manager.

Customers of this kind of service institution are not really customers. They are more like taxpayers. They pay for the service institution whether they want to or not, out of taxes, levies such as compulsory insurance, or overhead allocations. The products of these institutions do not supply a want. They supply a need. School, hospital, and the typical service staff in business supply what everybody should have, ought to have, must have, because it is “good for them,” or good for society.

We talk of the “right of every child to an education” and of the “right of every citizen to decent health care.” Yet we already have compulsory education and are well on the way toward compulsory health care.

And when the focus shifts to preventive medicine for large numbers of people, as is likely to happen soon, we will demand that everybody avail themselves of health care facilities. In other words, we will make health care compulsory.

Utilization of the service staff is compulsory in many businesses. The marketing managers in the divisions of a decentralized company are not asked, as a rule, whether they want to attend the marketing seminars put on by the central marketing staff. They are told to come.

Service institutions of this second type need a system like Oskar Lange’s socialist competition. The objective—the overall mission—must be general for this kind of service institution. There must be minimum standards of performance and results. But for the sake of performance, it is highly desirable that these institutions have managerial autonomy and not be run by government even if they are supervised and regulated by it. There should also be a fair amount of consumer choice between different ways of accomplishing the basic mission, between different priorities and different methods.* There should be enough competition for these institutions to hold themselves to performance standards.

We talk about and experiment in the United States with a voucher system for elementary and high school education under which the government pays to whatever accredited school the child attends an amount equal to the cost of teaching a child in the public schools. No matter how much latitude schools are given under such a voucher plan, surely no school is considered accredited under it unless it promises to teach at least the basic skills, such as reading, writing, and arithmetic. We may leave it up to the school what method it uses—there is room for the traditional classroom and for the open classroom, or some combination of both—but fundamental goals and minimum standards are, and should be, insisted upon. There is no choice as to whether children of school age go to school or not—they will go whether they and their parents like it or not—but parents or child will exercise the consumer’s option in choosing which school to attend. (On additional options for elementary and secondary education, see chapter 14.)

The same approach is already being applied to service staffs in major businesses. One large multinational company, primarily producing and selling branded consumer goods, defines its business as “marketing.” With such a definition, one would expect to find a large marketing services staff in the company. But the staff is remarkably small. The marketing services staff has a small budget that pays for such activities as training the marketing services personnel, research in the marketing field, the library, and so on, but not for marketing services to the company’s businesses. Every one of the forty to fifty decentralized and autonomously managed businesses of the company located in more than thirty countries is held responsible for its marketing performance and marketing results. To help their businesses reach these results, the local general managers may use the marketing services staff, but they are under no compulsion to do so. They are entitled to use outside consultants of their choice, or they may act as their own marketing consultants. Only if a manager does use the marketing services staff does his or her unit pay for marketing services. The marketing staff, however, evaluates the marketing standards and marketing performance of every unit. When last heard of, eighteen or twenty of the divisional and territorial managers of the company used the marketing services staff. Eleven or twelve used outside consultants. Another dozen used no service staff inside or outside the company. The marketing results of these managers show no correlation to their methods. Among the best and among the poorest performers are divisions that use the company’s marketing staff, divisions that use outside consultants, and divisions that do not use any marketing staff at all. Even the poor performers in this company have high standards and good marketing results. And the marketing services staff is among the best I know, in its effectiveness, in its performance, and in its spirit and enthusiasm.

THE INSTITUTIONS OF GOVERNANCE

Service institutions of the third category are, by and large, the traditional government activities—the administration of justice and defense, and all the activities concerned with policy making. These institutions do not provide public goods in the economist’s sense of the term; they govern.

Here managerial autonomy is not possible. Competition, if possible at all, would be most undesirable. These institutions have to be under direct government control and directly government operated, yet their activities require the discipline of objectives, priorities, and measurement of results.

Such institutions require, therefore, an organized, independent review of their promises, the assumptions on which they base themselves, and their performance. There is no way of building feedback from results into these institutions. The only discipline, therefore, to which they can be subjected, is analysis and review.

Now that service institutions have become so central, so important, and so costly, we need an auditor-general of objectives and performance. We need to force ourselves to look at proposed government policies, laws, and programs—but also at the policies, programs, and activities of service staffs—and ask, “Are the objectives realistic? Are they attainable or just slogans? How do they relate to the needs they are supposed to satisfy? Have the right targets been set? Have priorities been thought through? And do results relate to promises and expectations?”

We need to go further and accept as a basic premise that every governmental agency and every act of the legislature is to be considered impermanent. A new activity, a new agency, a new program, should be enacted for a specific time, to be extended only if the results prove the soundness of the objective and of the means chosen. Outside of government, in other service institutions—including those that should be autonomous even though public (school or hospital, e.g.)—this way of thinking will also have to become standard. Society is becoming too dependent on the performance and results of service institutions to tolerate the traditional system forever.



Failure to drop nonperforming programs accounts for many of our worst problems. It underlies the failure of the U.S. and the Common Market farm programs; it underlies the “welfare mess” that continues to threaten and destroy our cities; and it underlies the frustration with our international development programs.

Without feedback from results, our efforts to protect the environment are unlikely to succeed. Results are badly needed, but so far we have neither thought through what we are after nor set priorities. Nor have we organized a feedback from results on the direction, the priorities, and the efforts of the environmental crusade. Predictably, this can only mean no results and rapid disenchantment.

What the service institutions need is not to be more businesslike. They need to be subjected to performance tests—if only to that of “socialist competition”—as much as possible. They need to be more hospital-like, university-like, government-like, church-like, and so on. In other words, they need to think through their own specific functions, purposes, and missions.

What the service institutions need is not better people. They need people who do the management job systematically and who focus themselves and their institution purposefully on performance and results. They do need efficiency—that is, control of costs—but above all, they need effectiveness—emphasis on the right results.

Few service institutions today suffer from having too few administrators. Most of them are overadministered and suffer from a surplus of procedures, organization charts, and management techniques. What we have to learn is to manage service institutions for performance. This may well be the most important management task of the twenty-first century.

SUMMARY

To make service institutions and service staffs perform does not require genius. It requires, first, clear objectives and goals. Next, it demands priorities on which resources can be concentrated. It requires, further, clear measurements of accomplishment. And finally, it demands organized abandonment of the obsolete. And these four requirements are just as important for the service staff of a business as for the service institution in society.
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What Successful and Performing Nonprofits Are Teaching Business



The Girl Scouts, the Red Cross, the pastoral churches—nonprofit organizations—are becoming America’s management leaders. In two areas, strategy and the effectiveness of the board, they are practicing what most American businesses only preach. And in the most crucial area—the motivation and productivity of knowledge workers—they are truly pioneers, working out the policies and practices that business will have to learn tomorrow.

Few people are aware that the nonprofit sector is by far America’s largest employer.* Approximately 80 million plus people work as volunteers, each giving on average nearly five hours a week to one or several nonprofit organizations. This is equal to 10 million full-time jobs. And volunteer work is changing fast. To be sure, what many do requires little skill or judgment: collecting in the neighborhood for the Community Chest one Saturday afternoon a year, chaperoning youngsters selling Girl Scout cookies door-to-door, driving old people to the doctor. But more and more volunteers are becoming “unpaid staff,” taking over the professional and managerial tasks in their organizations.

Not all nonprofits have been doing well, of course (on the management challenges for many nonprofit institutions, see chapter 12). A good many community hospitals are in dire straits. Traditional churches and synagogues of all persuasions—liberal, conservative, evangelical, fundamentalist—are still steadily losing members. Indeed, the sector overall has not expanded in the last twenty or twenty-five years, either, in terms of the number of volunteers. Yet in its productivity, in the scope of its work, and in its contribution to American society, the nonprofit sector has grown tremendously in the last three decades.

A COMMITMENT TO MANAGEMENT

The Salvation Army Correctional Services is the largest provider of misdemeanor probation services in Florida, meeting judicial and county government needs since 1975.*

People convicted to their first prison term in Florida, mostly very poor black or Hispanic youths, are now paroled into the Salvation Army’s custody—approximately 25,000 each year. Statistics show that if these young men and women go to jail, the majority will become habitual criminals. But the Salvation Army has been able to rehabilitate 80 percent of them through a strict work program run largely by volunteers.† And the program costs a fraction of what it would to keep the offenders behind bars.

Underlying this program and many other effective nonprofit endeavors is a commitment to professional management. Twenty years ago, “management” was a dirty word for those involved in nonprofit organizations. It meant business, and nonprofits prided themselves on being free of the taint of commercialism and above such sordid considerations as the bottom line. Now most of them have learned that nonprofits need management even more than business does, precisely because they lack the discipline of the bottom line. The nonprofits are, of course, still dedicated to “doing good.” But the most effective ones realize that good intentions are no substitute for organization and leadership, for accountability, performance, and results. Those require management, and that, in turn, begins with the organization’s mission.

Starting with the mission and its requirements may be the first lesson business can learn from successful nonprofits. It focuses the organization on action. It defines the specific strategies needed to attain the crucial goals. It creates a disciplined organization. It alone can prevent the most common degenerative disease of organizations, especially large ones: splintering their always limited resources on things that are interesting or look profitable rather than concentrating them on a very small number of productive efforts.



The best nonprofits devote a great deal of thought to defining their organization’s mission. They avoid sweeping statements full of good intentions and, instead, focus on objectives that have clear-cut implications for the work their members perform—staff and volunteers both. For example: The Salvation Army’s mission is “to turn society’s rejects—alcoholics, criminals, derelicts—into citizens.” “The Girl Scouts help youngsters become confident, capable young women who respect themselves and other people.” “The Nature Conservancy preserves the diversity of nature’s fauna and flora.” Successful nonprofits also start with the environment, the community, the customers to be; they do not, as American businesses often do, start with the inside—that is, with the organization or with financial returns.

Willow Creek Community Church in South Barrington, Illinois, outside Chicago, has become one of the nation’s largest churches, approximately 15,000 in weekly attendance in 2007. Bill Hybels, in his early twenties when he founded the church in 1970, chose the community because it had relatively few churchgoers, though the population was growing fast and churches were plentiful. He went from door to door asking, “Why don’t you go to church?” Then he designed a church to answer the potential customers’ needs: for instance, it offers full services on Wednesday evenings because many working parents need Sunday to spend with their children. Moreover, Hybels continues to listen and react. The pastor’s sermon is taped while it is being delivered and instantly reproduced so that parishioners can pick up a cassette when they leave the building, because he was told again and again, “I need to listen when I drive home or drive to work so that I can build the message into my life.” But he was also told, “The sermon always tells me to change my life but never how to do it.” So now every one of Hybels’s sermons ends with specific action recommendations.

A well-defined mission serves as a constant reminder of the need to look outside the organization not only for “customers” but also for measures of success. The temptation to content oneself with the “goodness of our cause”—and thus to substitute good intentions for results always exists in nonprofit organizations. It is precisely because of this that the successful and performing nonprofits have learned to define clearly what changes outside the organization constitute “results” and to focus on them.

The experience of one large Catholic hospital chain in the Southwest shows how productive a clear sense of mission and a focus on results can be. Despite the sharp cuts in Medicare payments and hospital stays during the previous eight years, this chain increased revenues by 15 percent (thereby managing to break even) while greatly expanding its services and raising both patient care and medical standards. It has done so because the nun who was its CEO understood that she and her staff are in the business of delivering health care (especially to the poor), not running hospitals.

As a result, when health-care delivery began moving out of hospitals, for medical rather than economic reasons, the chain promoted the trend instead of fighting it. It founded ambulatory surgery centers, rehabilitation centers, X-ray and lab networks, HMOs, and so on. The chain’s motto was: “If it’s in the patient’s interest, we have to promote it; it’s then our job to make it pay.” Paradoxically, the policy has filled the chain’s hospitals; the freestanding facilities are so popular they generate a steady stream of referrals.

This is, of course, not so different from the marketing strategy of successful Japanese companies. But it is very different indeed from the way most Western businesses think and operate. And the difference is that the Catholic nuns—and the Japanese—start with the mission rather than with their own rewards, and with what they have to make happen outside themselves, in the marketplace, to deserve a reward.

Finally, a clearly defined mission will foster innovative ideas and help others understand why they need to be implemented—however much the ideas fly in the face of tradition. To illustrate, consider the Daisy Scouts, a program for five-year-olds that the Girl Scouts initiated a few years back. For ninety years, first grade had been the minimum age for entry into a Brownie troop, and many Girl Scout councils wanted to keep it that way. Others, however, looked at demographics and saw the growing number of working women with “latchkey” kids. They also looked at the children and realized that they were far more sophisticated than their predecessors a generation ago (largely thanks to TV).

Today the Daisy Scouts are 100,000 strong and growing fast. It is by far the most successful of the many programs for preschoolers that have been started these last twenty years, and far more successful than any of the very expensive government programs. Moreover, it is so far the only program that has seen these critical demographic changes and children’s exposure to long hours of TV viewing as an opportunity.

EFFECTIVE USE OF THE BOARD

Many nonprofits now have what is still the exception in business—a functioning board. They also have something even rarer: a CEO who is clearly accountable to the board and whose performance is reviewed annually by a board committee. And they have what is rarer still: a board whose performance is reviewed annually against preset performance objectives. Effective use of the board is thus a second area in which business can learn from the nonprofit sector.

In U.S. law, the board of directors is still considered the “managing” organ of the corporation. Management authors and scholars agree that strong boards are essential and have been writing to that effect for more than thirty-five years, beginning with Myles Mace’s pioneering work.* Nevertheless, the top managements of our large companies have been whittling away at the directors’ role, power, and independence for more than half a century. In every single business failure of a large company in the last few decades, the board was the last to realize that things were going wrong. To find a truly effective board, you are much better advised to look in the nonprofit sector than in our public corporations.

In part, this difference is a product of history. Traditionally, the board has run the shop in nonprofit organizations—or tried to. In fact, it is only because nonprofits have grown too big and complex to be run by part-time outsiders, meeting for three hours a month, that so many have shifted to professional management. The American Red Cross is probably the largest nongovernmental agency in the world and certainly one of the most complex. It is responsible for worldwide disaster relief; it runs thousands of blood banks as well as the bone and skin banks in hospitals; it conducts training in cardiac and respiratory rescue nationwide; and it gives first-aid courses in thousands of schools. Yet it did not have a paid chief executive until 1950, and its first professional CEO came only with the Reagan era.

But however common professional management becomes—and professional CEOs are now found in most nonprofits and all the bigger ones—nonprofit boards cannot, as a rule, be rendered impotent the way so many business boards have been. No matter how much nonprofit CEOs would welcome it—and quite a few surely would—nonprofit boards cannot become their rubber stamp. Money is one reason. Few directors in publicly held corporations are substantial shareholders, whereas directors on nonprofit boards very often contribute large sums themselves, and are expected to bring in donors as well. But also, nonprofit directors tend to have a personal commitment to the organization’s cause. Few people sit on a church vestry or on a schoolboard unless they deeply care about religion or education. Moreover, nonprofit board members typically have served as volunteers themselves for a good many years and are deeply knowledgeable about the organization, unlike outside directors in a business.

Precisely because the nonprofit board is so committed and active, its relationship with the CEO tends to be highly contentious and full of potential for friction. Nonprofit CEOs complain that their board “meddles.” The directors, in turn, complain that management “usurps” the board’s function. This has forced an increasing number of nonprofits to realize that neither board nor CEO is “the boss.” They are colleagues, working for the same goal, but each having a different task. And they have learned that it is the CEO’s responsibility to define the tasks of each, the board’s and his or her own.

The key to making a board effective, as this example suggests, is not to talk about its function but to organize its work. More and more nonprofits are doing just that, currently among them half a dozen fair-sized liberal arts colleges, a leading theological seminary, and some large research hospitals and museums.

The weakening of the large corporation’s board would, many of us predicted (beginning with Myles Mace), weaken management rather than strengthen it. It would diffuse management’s accountability for performance and results; and indeed, it is the rare big-company board that reviews the CEO’s performance against preset business objectives. Weakening the board would also deprive top management of effective and credible support if it were attacked. These predictions have been borne out amply in the recent rash of takeovers.

To restore management’s ability to manage, we will have to make boards effective again—and that should be considered a responsibility of the CEO. A few first steps have been taken. The audit committee in most public companies now has a real rather than a make-believe job responsibility. A number of companies have a small board committee on succession and executive development, which regularly meets with senior executives to discuss their performance and their plans. But few companies do what the larger nonprofits now do routinely: put a new board member through systematic training.

TO OFFER MEANINGFUL ACHIEVEMENT

Nonprofits used to say, “We don’t pay volunteers, so we cannot make demands upon them.” Now they are more likely to say, “Volunteers must get far greater satisfaction from their accomplishments and make a greater contribution precisely because they do not get a paycheck.” The steady transformation of the volunteer from well-meaning amateur to trained, professional, unpaid staff member is the most significant development in the nonprofit sector—as well as the one with the most far-reaching implications for tomorrow’s businesses.

A midwestern Catholic diocese may have come furthest in this process. It now has fewer than half the priests and nuns it had only fifteen years ago. Yet it has greatly expanded its activities—in some cases, such as help for the homeless and for drug abusers, more than doubling them. It still has many traditional volunteers like the Altar Guild members who arrange flowers. But now it is also being served by some 2,000 part-time unpaid staff that run the Catholic charities, perform administrative jobs in parochial schools, and organize youth activities, college Newman Clubs, and even some retreats.

This development is by no means confined to religious organizations. The American Heart Association has chapters in every city of any size throughout the country. Yet its paid staff is limited to those at national headquarters, with just a few traveling troubleshooters serving the field. Volunteers manage and staff the chapters, with full responsibility for community health education as well as fund-raising.



These changes are, in part, a response to need. With close to half the adult population already serving as volunteers, their overall number is unlikely to grow. And with money always in short supply, the nonprofits cannot add paid staff. If they want to add to their activities—and needs are growing—they have to make volunteers more productive, have to give them more work and more responsibility. But the need for productivity aside, the major impetus for the change in the volunteer’s role has actually come from the volunteers themselves.

More and more volunteers are educated people in managerial or professional jobs—some retirement men and women in their sixties, even more baby boomers who are reaching their mid-fifties. These people are not satisfied with being helpers. They are knowledge workers in the jobs in which they earn their living, and they want to be knowledge workers in the jobs in which they contribute to society—that is, their volunteer work. If nonprofit organizations want to attract and hold them, they have to put their competence and knowledge to work. They have to offer meaningful achievement.

TRAINING, TRAINING, TRAINING

Many nonprofits systematically recruit for such people. Seasoned volunteers are assigned to scan the newcomers—the new member in a church or synagogue, the neighbor who collects for the Red Cross—to find those with leadership talent and persuade them to try themselves in more demanding assignments. Then senior staff (either a full-timer on the payroll or a seasoned volunteer) interviews the newcomers to assess their strengths and place them accordingly. Volunteers may also be assigned both a mentor and a supervisor with whom they work out their performance goals. These advisers are two different people, as a rule, and both, ordinarily, volunteers themselves.

The Girl Scouts, which employs 986,000 volunteers and only 6,000 paid staff for 3.7 million girl members, works this way.* A volunteer typically starts by driving youngsters once a week to a meeting. Then a more seasoned volunteer draws her into other work—accompanying Girl Scouts selling cookies door-to-door, assisting a Brownie leader on a camping trip. Out of this step-by-step process evolve the volunteer boards of the local councils and, eventually, the Girl Scouts governing organ, the national board. Each step, even the very first, has its own compulsory training program, usually conducted by a woman who is herself a volunteer. Each has specific performance standards and performance goals.

What do these unpaid staff people themselves demand? What makes them stay?—and, of course, they can leave at any time. Their first and most important demand is that the nonprofit have a clear mission, one that drives everything the organization does. A senior vice president in a large regional bank has two small children. Yet she just took over as chair of the state chapter of Nature Conservancy, which finds, buys, and manages endangered natural ecologies. “I love my job,” she said, when I asked her why she took on such heavy additional work, “and of course the bank has a creed. But it doesn’t really know what it contributes. At Nature Conservancy, I know what I am here for.”

The second thing this new breed requires, indeed demands, is training, training, and more training. And, in turn, the most effective way to motivate and hold veterans is to recognize their expertise and use them to train newcomers. Then, these knowledge workers demand responsibility—above all, for thinking through and setting their own performance goals. They expect to be consulted and to participate in making decisions that affect their work and the work of the organization as a whole. And they expect opportunities for advancement, that is, a chance to take on more demanding assignments and more responsibility as their performance warrants. That is why a good many nonprofits have developed career ladders for their volunteers.

Supporting all this activity is accountability. Many of today’s knowledge-worker volunteers insist on having their performance reviewed against preset objectives at least once a year. And increasingly, they expect their organizations to remove nonperformers by moving them to other assignments that better fit their capacities or by counseling them to leave. “It’s worse than the Marine Corps boot camp,” says the priest in charge of volunteers in the midwestern diocese, “but we have 400 people on the waiting list.” One large and growing midwestern art museum requires of its volunteers—board members, fund-raisers, docents, and the people who edit the museum’s newsletter—that they set their goals each year, appraise themselves against these goals each year, and resign when they fail to meet their goals two years in a row. So does a fair-sized Jewish organization working on college campuses.

These volunteer professionals are still a minority, but a significant one—perhaps a tenth of the total volunteer population. And they are growing in numbers and, more important, in their impact on the nonprofit sector. Increasingly, nonprofits say what one minister in a large pastoral church says, “There is no laity in this church; there are only pastors, a few paid, most unpaid.”



A WARNING TO BUSINESS

This move from nonprofit volunteer to unpaid professional may be the most important development in American society today. We hear a great deal about the decay and dissolution of family and community and about the loss of values. And, of course, there is reason for concern. But the nonprofits are generating a powerful countercurrent. They are forging new bonds of community, a new commitment to active citizenship, to social responsibility, to values. And surely what the nonprofit contributes to the volunteer is as important as what the volunteer contributes to the nonprofit. Indeed, it may be fully as important as the service—whether religious, educational, or welfare related—that the nonprofit provides in the community.

This development also carries a clear lesson for business. Managing the knowledge worker for productivity is the challenge ahead for American management. The nonprofits are showing us how to do that. It requires a clear mission, careful placement, continuous learning and teaching, management by objectives and self-control, high demands but corresponding responsibility, and accountability for performance and results (on increasing the productivity of knowledge workers, see chapter 19).

There is also, however, a clear warning to American business in this transformation of volunteer work. The students in the program for senior and middle-level executives in which I taught worked in a wide diversity of businesses: banks and insurance companies, large retail chains, aerospace and computer companies, real estate developers, and many others. But most of them also served as volunteers in nonprofits—in a church, on the board of the college they graduated from, as scout leaders, with the YMCA or the Community Chest or the local symphony orchestra. When I asked them why they did it, far too many gave roughly the same answer: “Because in my job there isn’t much challenge, not enough achievement, not enough responsibility; and there is no mission, there is only expediency.”

SUMMARY

The first lesson business executives can learn from successful nonprofits is to begin with mission. Successful nonprofits such as the Salvation Army avoid bland mission statements and focus their mission statement on specific strategies and action: “to turn society’s rejects—alcoholics, criminals, derelicts—into citizens.” Successful mission statements focus on the outside—the community and the customer. They look outside for what are considered meaningful results.

Many nonprofits have what is still rare in business, a functioning board with clear duties and responsibilities and measures of both CEO and board effectiveness. Nonprofit boards often serve as volunteers and contributors to the organization and feel commitment toward the mission and active involvement in the actual operations of the organization. As a result, they know more about operations of the organization than their business counterparts.

Finally, successful nonprofits know how to manage volunteers. Managing volunteers requires a clear mission (or score), high demands, accountability, and training. These requirements for effective volunteers are very close to the requirements for leading knowledge workers in other sectors of the economy.
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The Accountable School



A technological revolution—desktop computers and satellite transmission directly into the classroom—is engulfing our schools. It will transform the way we learn and the way we teach within a few decades. It will change the economics of education. From being almost totally labor-intensive, schools will become highly capital-intensive.

But more drastic still—though rarely discussed as yet—will be the changes in the social position and role of the school. Though long a central institution, it has been “of society” rather than “in society.” It concerned itself with the young, who were not yet citizens, not yet responsible, not yet in the workforce. In the knowledge society, the school becomes the institution of the adults as well, and especially of highly schooled adults. Above all, in the knowledge society, the school becomes accountable for performance and results.

These specifications call for a school as different from the one that exists now as the “modern” school for which the Czech educator and theologian John Amos Comenius drew up the specifications 350 years ago differed from the school that existed before the printed book.

Here are the new specifications:




        • The school we need has to provide universal literacy of a high order—well beyond what “literacy” means today.


        • It has to imbue students on all levels and of all ages with the motivation to learn and with the discipline of continuing to learn.


        • It has to be an open system, accessible both to highly educated people and to people who, for whatever reason, did not gain access to advanced education in their early years.


        • It has to impart knowledge both as substance and as process—what the Germans differentiate as Wissen and Können.


        • Finally, schooling can no longer be a monopoly of the schools. Education in the postcapitalist society has to permeate the entire society, employing organizations of all kinds—businesses, government agencies, nonprofits—which must become institutions of learning and teaching as well. Schools, increasingly, must work in partnership with employers and employing organizations.




THE NEW PERFORMANCE DEMANDS

Universal literacy of a very high order is the first priority—it is the foundation. Without it, no society can hope to be capable of high performance in the postcapitalist world and in its knowledge society. To equip individual students with the tools to perform, to contribute, and to be employable is also the first social duty of any educational system.

The new technology of learning will have its first impact on universal literacy. Most schools throughout the ages have spent endless hours trying to teach things that are best learned, rather than taught, that is, things that are learned behaviorally and through drill, repetition, and feedback. Here belong most of the subjects taught in elementary school, but also a good many of the subjects taught in later stages of the educational process. Such subjects—whether reading and writing, arithmetic, spelling, historical facts, biology, and even such advanced subjects as neurosurgery, medical diagnosis, and most of engineering—are best learned through a computer program. The teacher motivates, directs, encourages. The teacher, in fact, becomes a leader and a resource.

In the school of tomorrow, the students will be their own instructors, with a computer program as their own tool. Indeed, the younger the students are, the more the computer appeals to them, the more successfully it guides and instructs them. Historically, the elementary school has been totally labor-intensive. Tomorrow’s elementary school will be heavily capital-intensive

Yet, despite the available technology, the goal of universal literacy poses tremendous challenges. The traditional concepts of literacy no longer suffice. Reading, writing, arithmetic, will be needed just as they are today, but literacy now has to go well beyond these foundations. It requires numeracy; it requires a basic understanding of science and of the dynamics of technology; it requires an acquaintance with foreign languages. It also requires learning how to be effective as a member of an organization, as an employee.

Universal literacy implies a clear commitment to the priority of schooling. It demands that the school—especially the school of the beginners, the children—subordinate everything else to the acquisition of foundation skills. Unless the school successfully imparts these skills to the young learner, it has failed in its crucial duty: to give beginners self-confidence, to give them competence, and to make them capable, a few years hence, of performing and achieving in the post-capitalist society, the knowledge society.

This requires a reversal of the prevailing trend in modern education and especially in American education. Having, as we thought, achieved universal literacy in the United States by the end of World War I or, at the latest, by the end of World War II, American education reversed its priorities. Instead of being a learning agency first, it put being a social agency first. In the 1950s and 1960s, when we in the United States made this decision, it was probably an inevitable one. The severity and extent of the racial problem we faced forced us to make the school the agent of racial integration; the legacy of the sin of slavery has been the central American challenge for 150 years and is likely to remain the central American challenge for at least another fifty or hundred years.

But the schools could not do this social job. Like every other organization, the schools are good only at their own special-purpose task. Subordinating learning to social goals may have actually impeded racial integration and the advancement of African-American people—as more and more achieving blacks now assert. Yet putting social ends ahead of the goal of learning became a major factor in the decline of American basic education. Upper- and middle-class children still acquire traditional literacy, but the ones who need it most—the children of the poor, especially of poor blacks, and the children of immigrants—do not.

What we have to do now is to reassert the original purpose of the school. That purpose is not social reform or social amelioration; it has to be individual learning. The most hopeful developments in U.S. education may well be that this is increasingly being asserted by achieving African-Americans and Latinos themselves, such as the black woman legislator in Milwaukee, Wisconsin, who pushed through a “voucher plan” against the strident opposition of the educational establishment. This plan enables parents to choose for their child a school that focuses on, indeed demands, learning.

This will be attacked by liberals and progressives as an elitist position. But the most elitist school, the Japanese school, has created the most egalitarian society. Even those who do not shine in the intensely competitive educational race in Japan still acquire what by any traditional standard is extremely high literacy and an extremely high ability to achieve and perform in modern society. Yet in the Japanese school, literacy is put first, and everything else is subordinated to it. But there are also enough American schools around by now in which the most disadvantaged children learn because it is expected of them and demanded of them.

LEARNING TO LEARN

“Literacy” traditionally meant subject knowledge, for example, the ability to do multiplication or a little knowledge of American history. But the knowledge society equally needs process knowledge—something the schools have rarely even tried to teach. In the knowledge society, people have to learn how to learn. Indeed, in the knowledge society, subjects may matter less than the students’ capacity to continue learning and their motivation to do so. Knowledge society requires lifelong learning. For this, we need a discipline of learning.

Actually, we do know what to do. In fact, for hundreds, if not thousands, of years we have been creating both the motivation for continuing to learn and the needed discipline. The good teachers of artists do it; the good coaches of athletes do it; so do the good “mentors” in business organizations of which we hear so much these days in the literature of management development. They lead their students to achievements so great that it surprises the achiever and creates excitement and motivation—especially the motivation for rigorous, disciplined, persistent work and practice that continued learning requires.

There are few things more boring than practicing scales. Yet the greater and the more accomplished pianists are, the more faithfully do they practice their scales, hour after hour, day after day, week after week. Similarly, the more skilled surgeons are, the more faithfully do they practice tying sutures, hour after hour, day after day, week after week. Pianists do their scales for months on end for an infinitesimally small improvement in technical ability. But this then enables them to achieve the musical result they already hear in their inner ear. Surgeons tie sutures for months on end for an infinitesimally small improvement in their finger dexterity, but this then enables them to speed up an operation and thus save a life. Achievement is addictive.

But such achievement does not mean doing a little less poorly what one is not particularly good at. The achievement that motivates is doing exceptionally well what one is already good at. Achievement has to be based on the student’s strengths—as has been known for millennia by every teacher of artists, every coach of athletes, and every mentor. In fact, finding the student’s strengths and focusing them on achievement is the best definition of the goal of teaching. It is the definition in the “Dialogue on the Teacher” by one of the greatest teachers of the Western tradition, Saint Augustine of Hippo (354–430).

Schools and schoolteachers know this too, of course. But they have rarely been allowed to focus on the strengths of students and to challenge them. Instead, they have perforce had to focus on weaknesses. Practically all the time spent in traditional Western classrooms—at least until graduate school at the university—is spent on remedying weaknesses. It is spent on producing respectable mediocrity.*



Students do need to acquire minimal competence in core skills; they do need remedial work. They do need to acquire mediocrity. But in the traditional school, there is practically no time for anything else. The proudest products of the traditional school, “the all-around ‘A’ students,” are the ones who satisfy mediocre standards across the board. They are not the ones who achieve; they are the ones who comply. But, to repeat, the traditional school had no choice. To give every student adequacy in the foundation skills is the first task. This could only be accomplished—even in a small class—by focusing on the weaknesses of students and then remedying them.

Here, the new technologies might make the greatest difference. They free teachers from spending most, if not all, of their time on routine learning, remedial learning, and repetitive learning. Teachers will still need to lead in these activities. But most of their time has traditionally been spent on “follow-up”; teachers, in an old phrase, spend most of their time being “teaching assistants.” And that the computer does well, indeed, better than a human being. Teachers, we can hope, will thus increasingly have the time to identify the strengths of individuals, to focus on them, and to lead students to achievement. They will, we can expect, have the time to teach.

THE SCHOOL IN SOCIETY

The school has been a central social institution for a long time—in the West at least since the Renaissance, even longer in the Orient. But it has traditionally been “of society” rather than “in society.” It has been a separate institution that rarely, if ever, combined with any other institution. The earliest schools in the West, the Benedictine monasteries of the early Middle Ages, primarily trained future monks rather than the laity. The school was not for grown people; the root of the word “pedagogy”—paidos—is the Greek word for “boy.”

That the school will now increasingly be in society may, therefore, be as radical a change as any change in teaching and learning methods, in subject matter, or in the teaching and learning process. School will continue to teach the young. But with learning becoming a lifelong activity rather than something one stops upon becoming “grown-up,” schools will have to be organized for lifelong learning. Schools will have to become “open systems.”

Schools almost everywhere are organized on the assumption that a student has to enter every stage at a given age, with a prescribed and standardized preparation. One starts kindergarten at age five, elementary school at age six, middle school at age twelve, high school at age fifteen, college or university at age eighteen, and so on. If one misses one of these steps (except kindergarten), one is forever out of step and rarely permitted back in.

For the traditional school, this is a self-evident axiom, almost a law of nature. But it is incompatible with the nature of knowledge and with the demands of the knowledge society. What is needed now is a new axiom: “The more schooling a person has, the more often he or she will need further schooling.”

In the United States, doctors, lawyers, engineers, business executives, are increasingly expected to go back to school every few years lest they become obsolete. Outside of the United States, however, the return of adults to formal schooling is still the exception—and particularly the return of adults to advanced schooling in the very fields in which they have already acquired substantial knowledge and an advanced degree. In Japan, this phenomenon is still almost unknown; but so it is in France, in Italy, and by and large in Germany, Great Britain, and Scandinavia as well. It will have to become standard in all developed countries.

Even more novel is the need to make the educational system open-ended, that is, to allow people to enter its stages at any age.

Even in countries like the United States and Japan, in which very large numbers of young people go on to the university, many more stop their schooling by the time they are sixteen or eighteen. There is no reason to believe that most of these people lack the intellectual endowment for knowledge work. All our experience proves the opposite. What distinguishes them from the young people who go on to the university is often only lack of money. Also a fair number of very bright young people do not go on to the university because they are mature at age eighteen and want to be adults rather than continue in the cocoon of adolescence. Ten years later, many want to resume their education. Then—as everyone who has taught them will testify—they become challenging students, if only because of their superior motivation. They now want to take on advanced work; the nineteen-year-olds do so because they are told to do it.

But even more important, keeping open access to advanced education regardless of age or prior educational credentials is a social necessity.

Individuals must be able at any stage in their lives to continue their formal education and to qualify for knowledge work. Society needs to be willing to accept people into whatever work they are qualified for, regardless of their age.

Schooling will no longer be what schools do. It will increasingly be a joint venture, in which schools are partners rather than monopolists. In many areas, schools will also be only one of several available teaching and learning institutions, in competition with other purveyors of teaching and learning.

School, as has been said before, has traditionally been where you learn; job has been where you work. Increasingly, the line will become blurred. Increasingly, school will be the place where adults continue learning even though they are working full time. They will come back to school for a three-day seminar; for a weekend course; for an intensive three-week stint; or to take courses on two evenings each week for several years until they acquire a degree.

Yet the job will equally be where adults continue learning. Training is of course nothing new, but it used to be restricted to the beginner. Increasingly, training in one form or another will also become lifelong. The adult—and especially the adult with advanced knowledge—will be as much trainer as trainee, as much teacher as student. In the United States, employers already spend almost as much money on training adult employees as the country spends on educating the young in its formal schools.

What is yet to come is a formal partnership between schools and employing institutions. The Germans, in their apprenticeship programs, have had schools and employers working together for more than 150 years training the young. But increasingly, schools and employing institutions will have to learn to work together in the advanced education of adults as well. This task—whether the advanced education of highly educated people or makeup education for people who, for one reason or another, failed to gain access to higher education in the early years—will be carried out in all kinds of partnerships, alliances, internships, in which schools and other organizations work together. The schools need the stimulus of working with adults and employing organizations fully as much as the adults and their employing organizations need the stimulus of working with schools.

THE ACCOUNTABLE SCHOOL

We talk of “good schools” and “poor schools,” of “prestige schools” and “also-rans.” In Japan, a few universities—Tokyo, Kyoto, Keio, Waseda, Hitotsubashi—largely control access to careers in major companies and government agencies. In France, the Grandes Écoles enjoy a similar position of power and prestige. And while no longer Academia’s absolute monarchs, Oxford and Cambridge are still the superpowers of English higher education.

We also go in for all kinds of measurements: the proportion of graduates of a particular liberal arts college who go on to acquire a doctorate; the number of books in a college library; the number of graduates of an American suburban high school who get accepted by the college of their first choice; the popularity of different universities among students. But we have barely begun to ask, What are the results in this school? What should they be?

These questions would have come up anyhow. In the twenty-first century, education is much too expensive not to be held accountable. Expenditures on the school systems in developed countries skyrocketed from 2 percent of the GNP around 1913 to 10 percent eighty years later.

But schools have also become much too important not to be held accountable—for thinking through what their results should be, as well as for their performance in attaining these results. To be sure, different school systems will give different answers to these questions. But every school system and every school will soon be required to ask them, and to take them seriously. We will no longer accept the schoolteacher’s age-old excuse for malperformance: “The students are lazy and stupid.” With knowledge the central resource of society, lazy students or poor students are the responsibility of the school. There are then only schools that perform and schools that do not perform.

The schools are already losing their monopoly as providers of schooling.

But increasingly the competition will be between schools and “nonschools,” with different kinds of institutions entering the field, each offering a different approach to schooling.*

As knowledge becomes the key resource of the knowledge society, the social position of school as “producer” and “distributive channel” of knowledge, and its monopoly, are both bound to be challenged. And some of the competitors are bound to succeed.

What will be taught and learned, how it will be taught and learned, who will make use of schooling, and the position of the school in society—all of this will change greatly during the ensuing decades. Indeed, no other institution faces challenges as radical as those that will transform the school.

But the greatest change—and the one we are least prepared for—is that the school will have to commit itself to results. It will have to establish its “bottom line,” the performance for which it should be held responsible and for which it is being paid. The school will finally become accountable.

SUMMARY

The knowledge society and knowledge workers require high levels of literacy, strengths-based education, and continuous learning. The school is one of the primary institutions of society in which basic literacy and development of one’s strengths can take place. Yet, the public schools in the United States have been handicapped by multiple missions that limit their ability to fulfill the educational needs of a knowledge-based society. Numerous alternatives have sprung up both within and outside of the public school system. Charter schools and magnet schools are direct competitors of the public school within the public school system. Both have singular missions and are results driven. Private schools and home schooling are also movements that have proceeded apace outside of the public schools. The demand for basic literacy and for strengths-based education requires that primary and secondary schools be held accountable for their results, which, in turn, requires a clear mission and measurable results.
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Rethinking “Reinventing Government”



Vice President Al Gore’s promise to reinvent government,* proclaimed with great fanfare in the first year of the Clinton administration, produced only a nationwide yawn. There was no lack of publicity about the Gore initiative afterward. Press release after press release announced the reinvention of yet another agency or program; big conferences, one chaired by the president himself, were convened, and any number of TV appearances made. Of all the domestic programs of the Clinton administration, this was one of the few from which there have actually been results and not just speeches. Yet neither the public nor the media showed much interest. And election results of 2000 were hardly a vote of confidence in the administration’s performance at reinventing government.

There are good reasons for this. In any institution other than the federal government, the changes being trumpeted as reinventions would not even be announced, except perhaps on the bulletin board in the hallway. They are the kinds of things that a hospital expects floor nurses to do on their own; that a bank expects branch managers to do on their own; that even a poorly run manufacturer expects supervisors to do on their own—without getting much praise, let alone any extra rewards.

Here are some past government examples—sadly, fairly typical ones:




        • In Atlanta, Georgia, six separate welfare programs, each traditionally with its own office and staff, consolidated their application process to give “one-stop service.” The reinvented program actually got phone calls answered, and on the first try.



        • In Ogden, Utah, and Oakland, California, among other places, the Internal Revenue Service experimented with treating the taxpayers as customers and with one-stop service, in which each clerk, instead of shuffling taxpayers from one office to another, had the information to answer their questions.


        • The Export-Import Bank was “reinvented.” It is now expected to do what it was set up to do all of sixty years ago: help small businesses get export financing.


        • The U.S. Geological Survey office in Denver was supposed to sell maps of the United States to the public. But it was almost impossible to find out what maps to order and how and where to order them, since the catalog was carefully hidden. And the very fact that a map was in demand by the public all but guaranteed that it would be unobtainable. It could not be reprinted simply because the public wanted to buy it; another government agency had to order it for internal use. If the map sold well, it immediately went out of print. What’s more the warehouse was so poorly lit that when an order for a map in print came in, the clerks could not find the map. The task force that the Geological Survey created to reinvent all this only succeeded in putting more lights in the warehouse and making a few other minor improvements.




For the future, however, more ambitious things were promised:




        • The Department of Agriculture proposed to trim its agencies from forty-two to thirty, to close more than 1,000 field offices, and to eliminate 11,000 jobs, for savings of about $3.6 billion over five years.


        • Of the 384 recommendations of ways to reinvent government identified by the vice president in 1993, about half were proposed in the budget for fiscal year 1995. If all these recommendations had been accepted by Congress, they would have resulted in savings of about $12.5 billion over two years.




But neither the trimming of the Department of Agriculture nor the vice president’s 384 recommendations were new. We have long known that a great many agricultural field offices are in cities and suburbs, where few if any farmers are left. Closing them was first proposed in the Eisenhower years. And a good many, perhaps the majority, of Gore’s 384 recommendations had been made ten years earlier, in the Grace Report, under President Ronald Reagan.

Even if all of these proposals had been enacted, the results would have been trivial. The proposed Agriculture Department saving of $3.6 billion over five years works out to about $720 million a year—or around 1 percent of the department’s 1995 annual budget of almost $70 billion. Surely the only way to describe the results of Gore’s efforts is with the old Latin tag “The mountains convulsed in labor only to give birth to a ridiculous, teensy-weensy mouse.”

RESTRUCTURING

The reason most often given for this embarrassment of nonresults is “resistance by the bureaucracy.” Of course, no one likes to be reinvented by fiat from above. But actually, one positive result of Gore’s program was the enthusiastic support it received from a great many people in the government’s employ—especially the low-level people who were in daily contact with the public and were thus constantly frustrated by red tape and by such inane rules as the one that prevented their selling the beautiful Geological Survey maps, of which they are justly proud.

Nor was lack of effort the explanation. Some of the most dedicated people in Washington met week after week to produce these embarrassing nonresults. They included the deputy secretaries of the major government departments. Vice President Gore—an unusually energetic man—pushed and pushed. And the driving force behind the whole endeavor was the most knowledgeable of all Washington insiders, Alice Rivlin, formerly the director of the Congressional Budget Office, and then director of the Office of Management and Budget.

These were able people who got nowhere fast because their basic approach was wrong. They were trying to patch and to spot-weld, here, there, and yonder—and that never accomplishes anything. There will be no results unless there is a radical change in the way the federal government and its agencies are managed and paid. The habit of continuous improvement has to be built into all government agencies, and has to be made self-sustaining.

Continuous improvement is considered a recent Japanese invention—the Japanese call it kaizen. But, in fact, it was used almost eighty years ago, and in the United States. From World War I until the early 1980s, when it was dissolved, the Bell Telephone System applied “continuous improvement” to every one of its activities and processes, whether it was installing a telephone in a home or manufacturing switch gear. For every one of these activities, Bell defined results, performance, quality, and cost. And for every one, it set an annual improvement goal. Bell managers weren’t rewarded for reaching these goals, but those who did not reach them were out of the running and rarely given a second chance.

What is equally needed—and is also an old Bell Telephone invention—is benchmarking: every year comparing the performance of an operation or an agency with the performances of all others, with the best becoming the standard to be met by all the following year.

Continuous improvement and benchmarking are largely unknown in the civilian agencies of the U.S. federal government. They would require radical changes in policies and practices that the bureaucracy, the federal employees’ unions, and Congress would all fiercely resist. They would require that every agency—and every bureau within every agency—define its performance objective, its quality objective, and its cost objective. They would require defining the results that the agency is supposed to produce. However, continuous improvement and benchmarking each need different incentives. An agency that did not improve its performance by a preset minimum would have its budget cut—which was Bell Telephone’s approach. And a manager whose unit consistently fell below the benchmark set by the best performers would be penalized in terms of compensation or—more effective—in terms of eligibility for promotion. Nonperformers would ultimately be demoted or fired.

But not even such changes, though they would be considered radical by almost anybody in Congress or the federal bureaucracy, would warrant being called a reinvention of government.

Any organization, whether biological or social, needs to change its basic structure if it significantly changes its size. Any organization that doubles or triples in size needs to be restructured. Similarly, any organization—whether a business, a nonprofit, or a government agency—needs to rethink itself once it is more than forty or fifty years old. It has outgrown its policies and its rules of behavior. If it continues in its old ways, it becomes ungovernable, unmanageable, uncontrollable.

The civilian part of the U.S. government has outgrown its size and outlived its policies. It is now far larger than it was during the Eisenhower administration. Its structure, its policies, and its rules for doing government business and for managing people go back even further than that. They were first developed under William McKinley after 1896, and were pretty much completed under Herbert Hoover from 1929 to 1933.

In fact, there is no point in blaming this or that president for the total disarray of our government today. It is the fault neither of the Democrats nor of the Republicans. Government has outgrown the structure, the policies, and the rules designed for it and still in use.

RETHINKING

The first reaction in a situation of disarray always is to do what Vice President Gore and his associates tried to do—patching. It always fails. The next step is to rush into downsizing. Management picks up a meat-ax and lays about indiscriminately. In the late 1980s and early 1990s, one big American company after another did this—among them IBM, Sears, and GM. Each first announced that laying off 10,000 or 20,000 or even 50,000 people would lead to an immediate turnaround. A year later there had, of course, been no turnaround, and the company laid off another 10,000 or 20,000 or 50,000—again without results. In many if not most cases, downsizing has turned out to be something that surgeons for centuries have warned against: amputation before diagnosis. The result is always a casualty.

But there have been a few organizations—some large companies (GE, for instance) and a few large hospitals (Beth Israel in Boston, for instance)—that quietly, and without fanfare, did turn themselves around, by rethinking themselves. They did not start out by downsizing. In fact, they knew that to start by reducing expenditures is not the way to get control of costs. The starting point is to identify the activities that are productive, that should be strengthened, promoted, and expanded. Every agency, every policy, every program, every activity, should be confronted with these questions: “What is your mission?” “Is it still the right mission?” “Is it still worth doing?” “If we were not already doing this, would we go into it now?” This questioning has been done often enough, in all kinds of organizations—businesses, hospitals, churches, and even local governments—that we know it works.

The overall answer is almost never, “This is fine as it stands; let’s keep on.” But in some—indeed, a good many areas—the answer to the last question is, “Yes, we should go into this again, but with some changes. We have learned a few things.”

An example might be the Occupational Safety and Health Administration, created in 1970. OSHA runs on the assumption that an unsafe environment is the primary cause of accidents, and it therefore tries to do the impossible: create a risk-free universe. Of course eliminating hazards is the right thing to do. But it is only one part of safety, and probably the lesser part. In fact, by itself it achieves next to nothing. The most effective way to produce safety is to eliminate unsafe behavior.

OSHA’s definition of an accident—when someone gets hurt—is inadequate. To cut down on accidents the definition has to be a violation of the rules of safe behavior, whether anyone gets hurt or not. This is the definition under which the United States has been running its nuclear submarines. Anyone in a nuclear submarine, whether the commanding officer or the most junior seaman, is punished for the slightest violation of the rules of safe behavior, even if no one gets hurt. As a result, the nuclear submarine has a safety record unmatched by any industrial plant or military installation in the world; and yet a more unsafe environment than a crowded nuclear sub can hardly be imagined.

OSHA’s program should, of course, be maintained. But it needs to be refocused.

This analysis will consider a number of agencies whose mission is no longer viable, if it ever was—agencies that we would definitely not start now if we had the choice. The mission may have been accomplished, for instance. One example is that most sacred of cows, the Veterans Administration, which now operates 1,400 hospitals, clinics, and nursing homes.* When they first became accredited hospitals, around 1930, competent hospitals were scarce in the rural areas and small towns where many veterans lived. Today a competent hospital is easily accessible to a veteran almost anywhere. Medically, most VA hospitals are at best mediocre; financially, they are costly to the government. Worst, they are not neighborhood facilities, and thus veterans—especially elderly, chronically ill ones—have to travel far from their communities and their families just when they most need community and family support. The VA hospitals and nursing homes long ago accomplished what they were set up to do. Except perhaps those VA facilities dedicated to treating current war-related psychological and physical issues, they should be closed and the job contracted out to local hospitals and HMOs.

Or there may be no mission left. For example, would we now establish a separate Department of Agriculture? A good many Americans would answer with a loud no. Now that farmers are no more than 3 percent of the population, and productive farmers are half that, a bureau at Commerce or Labor is probably all we need.

Continuing with activities that we would not now choose to begin is wasteful. They should be abandoned. One cannot even guess how many government activities would be found to be worth preserving. But my experience with many organizations suggests that the public would vote against continuing something like two-fifths, perhaps even half, of all civilian agencies and programs. And almost none of them would win a vote—that is, be deemed to be properly organized and operating well—by a large margin.

ABANDONING

Together the qualified yeas and nays are likely to be awarded in any organization to some three-fifths or two-thirds of programs and activities. The thorny cases are the programs and activities that are unproductive or counterproductive without our quite knowing what is wrong, let alone how to straighten it out.

Two major and highly cherished U.S. government programs belong in this category. The welfare program is one highly visible example. When it was designed in the late 1930s it worked beautifully. But the needs it then tackled were different from those it is supposed to serve today: the needs of unwed mothers and fatherless children, of people without education, skills, or work experience. Whether it actually does harm is hotly debated. But few claim that it works or that it even alleviates the social ills it is supposed to cure.



And then there is that mainstay of U.S. foreign policy during the Cold War years: military aid. If it is given to an ally who is actually engaged in fighting, military aid can be highly productive: consider Lend-Lease to Great Britain in 1940–1941, and military aid to an embattled Israel. But military aid is counterproductive if it is given in peacetime to create an ally—a principle that Plutarch and Suetonious accepted as proved. Surely our recent foreign-policy messes—Panama, Iran, Iraq, and Somalia are prime examples—were caused by our giving military aid to create an ally. Little, if any, military aid since the beginning of the Cold War has actually produced an ally. Indeed, it usually produced an enemy—as did Soviet military aid to Afghanistan.

The favorite prescription for such programs or activities is to reform them. President Clinton’s welfare reform was one example, as was the welfare reform proposed by the subsequent Republican majority. Both were quackery. To reform something that malfunctions—let alone something that does harm—without knowing why it does not work can only make things worse. The best thing to do with such programs is to abolish them.

Maybe we should run a few—a very few—controlled experiments. In welfare, for instance, we might try, in some carefully chosen places across the country, to privatize retraining and placing long-term welfare recipients. Indianapolis Mayor Stephen Goldsmith achieved promising results in this area. In health care, we might try several different approaches in different states: for example, managed competition in California, home of the strong and experienced health-care wholesaler Kaiser Permanente; single-payer health care after the Canadian model in New Jersey, where there has been support for it; and in Oregon, rationing on the basis of medical expectations, which is being tried.

But in areas where there are no successes to be tested, for example, military aid, we should not even experiment. There are no hypotheses to test. We should abandon.

Rethinking will result in a list that has activities and programs that should be strengthened at the top, ones that should be abolished at the bottom, and between them activities that need to be refocused or in which a few hypotheses might be tested. Some activities and programs should, despite an absence of results, be given a grace period of a few years before they are put out of their misery.

Rethinking is not primarily concerned with cutting expenses. It leads above all to a tremendous increase in performance, in quality, in service. But substantial cost savings—sometimes as much as 40 percent of the total—always emerge as a byproduct. In fact, rethinking could produce enough savings to eliminate the federal deficit within a few years. The main result, however, would be a change in basic approach. For where conventional policy making ranks programs and activities according to their good intentions, rethinking ranks them according to results.



AN EXCEPTION FOR CRUSADES

Anyone who has read this far will exclaim, “Impossible. Surely no group of people will ever agree on what belongs at the top of the list and what at the bottom.” But amazingly enough, wherever rethinking has been done, there has been substantial agreement about the list, whatever the backgrounds or the beliefs of the people involved. The disagreements are rarely over what should be kept or strengthened and what should be abandoned. They are usually over whether a program or activity should be axed right away or put on probation for two or three years. The programs that people do not agree on are the ones concerned not with results but with “moral imperatives.”

The best American example is the War on Drugs. After many years it had little effect on substance abuse and addiction, and much of the effect it had was deleterious. But it underlies the destruction of our cities in that addicts are prostituting themselves, mugging, robbing, or killing to earn enough for the fix that the War on Drugs has made prohibitively expensive. All the War on Drugs actually did, in other words, was enrich drug dealers and penalize and terrorize nonusers, especially in the inner city. But the War on Drugs was a crusade. What was behind it was not logic but outrage. Stopping the War on Drugs, no matter how beneficial, was seen as “immoral.”

The smart thing to do is to exclude such crusades from the rational analysis involved in rethinking. Fortunately, there are never a lot of them. As for the rest—more than 90 percent of all programs and activities—rethinking will in all probability produce substantial agreement.

GOVERNMENT THAT’S EFFECTIVE

Surely, it will be argued, even total agreement among highly respected people will be futile. Congress will not accept anything like this. Neither will the bureaucracy. And lobbyists and special interests of all persuasions will be united in opposition to anything so subversive.

Perfectly true: action on rethinking is impossible today. But will it be impossible tomorrow? In the presidential election of 1992, almost one-fifth of the electorate voted for Ross Perot, the man who promised to get rid of the deficit by slashing government expenditures. A substantial number—perhaps another fifth—agreed with his aims even though they could not bring themselves to vote for him. Once the deficit begins again to grow explosively, then the demand for cutting the deficit may become irresistible and overwhelm Congress, the bureaucracy, and the lobbyists. If no rational rethinking of government performance has yet occurred, we will in all likelihood do what so many large companies have done—apply the meat-ax and downsize. We will then destroy performance, but without decreasing the deficit. In fact, it is predictable that the wrong things will then be cut—the things that perform and should be strengthened.

But if we have a plan that shows how and where the government needs to be rethought, we have a chance. In a crisis, one turns to people who have thought through in advance what needs to be done. Of course, no plan, no matter how well thought through, will ever be carried out as written. Even a dictator has to make compromises. But such a plan would serve as the ideal against which the compromises are measured. It might save us from sacrificing things that should be strengthened, in our effort to maintain the obsolete and the unproductive. It would not guarantee that all—or even most—of the unproductive things would be cut, but it might maintain the productive ones.

In fact, we may already be very close to having to reinvent government. The theory on which all governments in the developed world have operated since at least the Great Depression (“Tax and Tax, Spend and Spend,” Harry Hopkins, Franklin Delano Roosevelt’s adviser, called it) no longer delivers results. It no longer even delivers votes. The “nanny state”—a lovely English term—is a total failure. Government everywhere—in the United States, the United Kingdom, Germany, Russia—has been proved unable to run community and society. And everywhere voters revolt against the nanny state’s futility, bureaucracy, and burdens. But the counter-theory that preaches a return to pre–World War I government has also not proved out—the theory that was first formulated in 1944 in Friedrich von Hayek’s The Road to Serfdom and that culminated in neoconservatism. Despite its ascendancy in the 1980s, despite Ronald Reagan and Margaret Thatcher, the nanny state has not shrunk.

Instead, we will have to find out what government programs and activities in community and society do serve a purpose. What results should be expected of each? What can governments—federal, state, local—do effectively? And what nongovernmental ways are there to do worthwhile things that governments do not and cannot do effectively?

For example, the city of West Hollywood, California, outsources a staggering array of services previously performed by the city. These include public safety, sheriff duties, firefighting, three million dollars of social services, city line shuttle busses, trash hauling, and traffic-flow monitoring and computer systems.

At the same time, as President Clinton learned in his first two years, government cannot opt out of the wider world and become domestic only, as he so very much wanted it to be. Foreign brush fires—in Bosnia, in Rwanda, in the former Soviet Union—have to be attended to, because they have a nasty habit of spreading. And the reality of international terrorism, as a weapon by outlaw governments and by terrorist networks, will surely require more government involvement in foreign affairs, including military matters, and more international cooperation.



By now it has become clear that a developed country can neither extend big government, as the (so-called) liberals want, nor abolish it and go back to nineteenth-century innocence, as the (so-called) conservatives want. The government we need will have to transcend both groups. The megastate that the twentieth century built is bankrupt, morally as well as financially. It has not delivered. But its successor cannot be “small government.” There are far too many tasks, domestically and internationally. We need effective government—and that is what the voters in all developed countries are actually clamoring for.

For this, however, we need something we do not have: a theory of what government can do. No major political thinker—at least not since Machiavelli, almost 500 years ago—has addressed this question. All political theory, from John Locke on through The Federalist Papers and down to the articles published by today’s liberals and conservatives, deals with the process of government: with constitutions, with power and its limitations, with methods and organizations. None deals with the substance. None asks what the proper functions of government might be and could be. None asks what results government should be held accountable for.

Rethinking government, its programs, its agencies, its activities, would not by itself give us this new political theory. But it would give us the factual information for it. And so much is already clear: the new political theory we badly need will have to rest on an analysis of what does work rather than on good intentions and promises of what should work because we would like it to. Rethinking will not give us the answers, but it might force us to ask the right questions.

“Reinventing government” is an empty slogan so far. Yet what the slogan implies is what free government needs—and desperately.

POSTSCRIPT

In 1994, the Heritage Foundation—a think tank of radical Republicans linked to Newt Gingrich—published a new proposal entitled Rolling Back Government: A Budget Plan to Rebuild America. Far from celebrating its victory, it completely ignored the “Contract with America.” Instead it took the approach this chapter advocates: it systematically asked of every government agency, every government service, every government program, If we didn’t do this already, would we now go into it? Its conclusions went a good deal further than anything I would have proposed.

The Heritage Foundation proposed getting rid of not only the Department of Agriculture—something that’s mentioned in this chapter—it also proposed getting rid of the majority of other cabinet departments such as Commerce, Energy, Environment, Housing, Veterans Affairs, and to limit the Cabinet to five departments: State, Treasury, Defense, Justice, and Health (Health, by the way, is the only one that was not already a cabinet department under George Washington). The proposal was equally radical in its treatment of government policies and programs. The very fact that such a proposal was seriously put forward guarantees that “really reinventing government” will remain a central and urgent political “hot button” in the United States—and in all developed countries—for years to come.

SUMMARY

Rethinking government should start by requiring each agency to immediately define its performance objective, its quality objective, and its cost objective. This should be followed by the adoption of the formal processes of continuous improvement and benchmarking.

Next, every agency, every policy, every program, every activity, should be confronted with these questions: “What is your mission?” “Is it still the right mission?” “Is it still worth doing?” “If we were not already doing this, would we go into it now?” If the answer to the last question is no, then the next question is, “What do we do about it?” Continuing to carry out activities that we would not now start is wasteful and they should be abandoned.

Rethinking activities and programs will result in identifying those that should be strengthened and those that should be abolished. It will also result in activities where alternative pilot projects should be carried out in specific locations where there is the capability and desire to do so.

The objective of this rethinking policy exercise is to rank programs according to their results not according to good intentions.
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Entrepreneurship in the Public-Service Institution



Public-service institutions—such as government agencies, labor unions, churches, universities and schools, hospitals, community and charitable organizations, professional and trade associations, and the like—need to be entrepreneurial and innovative fully as much as any business does. Indeed, they may need it more. The rapid changes in today’s society, technology, and economy are simultaneously an even greater threat to them and an even greater opportunity.

Yet public-service institutions find it far more difficult to innovate than does even the most “bureaucratic” company. The “existing” seems to be even more of an obstacle for them. To be sure, every service institution likes to get bigger. In the absence of a profit test, size is the one criterion of success for a service institution, and growth a goal in itself. And then, of course, there is always so much more that needs to be done. But stopping what has “always been done” and doing something new are equally anathema to service institutions, or at least excruciatingly painful to them.

Most innovations in public-service institutions are imposed on them either by outsiders or by catastrophe. The modern university, for instance, was created by a total outsider, the Prussian diplomat Wilhelm von Humboldt. He founded the University of Berlin in 1809, when the traditional university of the seventeenth and eighteenth century had been all but completely destroyed by the French Revolution and the Napoleonic wars. Sixty years later, the modern American university came into being, when the country’s traditional colleges and universities were dying and could no longer attract students.

Similarly, all basic innovations in the military in the twentieth century, whether in structure or in strategy, have followed on ignominious malfunction or crushing defeat: the reorganization of the American army and of its strategy by a New York lawyer, Elihu Root, Teddy Roosevelt’s secretary of war, after its disgraceful performance in the Spanish-American War; the reorganization, a few years later, of the British army and its strategy by Secretary of War Lord Haldane, another civilian, after the equally disgraceful performance of the British in the Boer War; and the rethinking of the German army’s structure and strategy after the defeat of World War I.

And in government, one of the greatest examples of innovative thinking in recent political history, America’s New Deal of 1933–1936, was triggered by a Depression so severe as to almost unravel the country’s social fabric.

Critics of bureaucracy blame the resistance of public-service institutions to entrepreneurship and innovation on “timid bureaucrats,” on time-servers who “have never met a payroll,” or on “power-hungry politicians.” It is a very old litany—in fact, it was already hoary when Machiavelli chanted it almost 500 years ago. The only thing that changes is who intones it. At the beginning of the twentieth century, it was the slogan of the so-called liberals and now it is the slogan of the so-called neoconservatives. Alas, things are not that simple, and “better people”—that perennial panacea of reformists—is a mirage. The most entrepreneurial, innovative people behave like the worst time-serving bureaucrat or power-hungry politician six months after they have taken over the management of a public-service institution, particularly if it is a government agency.

The forces that impede entrepreneurship and innovation in a public-service institution are inherent in it, integral to it, inseparable from it. The best proof of this are the internal staff services in businesses, which are, in effect, the “public-service institutions” within business corporations. These are typically headed by people who have come out of operations and have proven their capacity to perform in competitive markets. And yet, the internal staff services are not notorious as innovators. They are good at building empires—and they always want to do more of the same. They resist abandoning anything they are doing. But they rarely innovate once they have been established.

There are three main reasons why the existing enterprise presents so much more of an obstacle to innovation in the public-service institution than it does in the typical business enterprise.

1. First, the public-service institution is based on a “budget” rather than on being paid out of its results. It is paid for its efforts and out of funds somebody else has earned, whether the taxpayer, the donors of a charitable organization, or the company for which a human resource department or the marketing services staff work. The more efforts the public-service institution engages in, the greater its budget will be.

And “success” in the public-service institution is defined by getting a larger budget rather than obtaining results. Any attempt to slough off activities and efforts, therefore, diminishes the public-service institution. It causes it to lose stature and prestige. Failure cannot be acknowledged. Worse still, the fact that an objective has been attained cannot be admitted.



2. A service institution is dependent on a multitude of constituents. In a business that sells its products on the market, one constituent, the consumer, eventually overrides all the others. A business needs only a very small share of a small market to be successful. Then it can satisfy the other constituents, whether they are shareholders, workers, the community, and so on. But precisely because public-service institutions—and that includes the staff activities within a business corporation—have no “results” out of which they are being paid, any constituent, no matter how marginal, has, in effect, a veto power. A public-service institution has to satisfy everyone; certainly, it cannot afford to alienate anyone.

The moment a service institution starts an activity, it acquires a “constituency,” which then refuses to have the program abolished or even significantly modified. But anything new is always controversial. This means that it is opposed by existing constituencies without having formed, as yet, a constituency of its own to support it.

3. The most important reason, however, is that public-service institutions exist, after all, to “do good.” This means that they tend to see their mission as a moral absolute rather than as economic and subject to a cost-benefit calculus. Economics always seeks a different allocation of the same resources to obtain a higher yield. Everything economic is therefore relative. In the public-service institution, there is no such thing as a higher yield. If one is “doing good,” then there is no “better.”

Indeed, failure to attain objectives in the quest for a “good” only means that efforts need to be redoubled. The forces of evil must be far more powerful than expected and need to be fought even harder.

For thousands of years the preachers of all sorts of religions have held forth against the “sins of the flesh.” Their success has been limited to say the least. But this is no argument as far as the preachers are concerned. It does not persuade them to devote their considerable talents to pursuits in which results may be more easily attainable. On the contrary, it only proves that their efforts need to be redoubled. Avoiding the “sins of the flesh” is clearly a “moral good,” and thus an absolute, which does not admit to any cost-benefit calculation.

Few public-service institutions define their objectives in such absolute terms. But even company human resource departments and manufacturing service staffs tend to see their mission as “doing good,” and therefore as being moral and absolute instead of being economic and relative.

This means that public-service institutions are out to maximize rather than to optimize. “Our mission will not be completed,” asserts the head of the Crusade Against Hunger, “as long as there is one child on the earth going to bed hungry.” If he were to say, “Our mission will be completed if the largest possible number of children that can be reached through existing distribution channels get enough to eat not to be stunted,” he would be booted out of office. But if the goal is maximization, it can never be attained. Indeed, the closer one comes to attaining one’s objective, the more efforts are called for. For, once optimization has been reached (perhaps between 75 and 80 percent of theoretical maximum), additional costs go up exponentially while additional results fall off exponentially. The closer a public-service institution comes to attaining its objectives, therefore, the more frustrated it will be and the harder it will work on what it is already doing.

It will, however, behave exactly the same way the less it achieves. Whether it succeeds or fails, the demand to innovate and to do something else will be resented as an attack on its basic commitment, on the very reason for its existence, and on its beliefs and values.

These are serious obstacles to innovation. They explain why, by and large, innovation in public services tends to come from new ventures rather than from existing institutions.

The most extreme example around these days may well be the labor union. It was probably the most successful institution of the twentieth century in the developed countries. It has clearly attained its original objectives. There can be no more “more” when the labor share of gross national product in Western developed countries is close to 90 percent. Yet the labor union is incapable of even thinking about new challenges, new objectives, and new contributions. All it can do is repeat the old slogans and fight the old battles. For the “cause of labor” is an absolute good. Clearly, it must not be questioned, let alone redefined.

The university, however, may not be too different from the labor union, and in part for the same reason—a level of growth and success in the twentieth century second only to that of the labor union.

Still there are enough exceptions among public-service institutions (including government agencies) to show that public-service institutions, even old and big ones, can innovate.

A number of Roman Catholic archdioceses in the United States, for instance, have brought in lay people to run the diocese, including married lay women and former executive officers of corporations. Everything that does not involve dispensing sacraments and ministering to congregations is done by lay professionals and managers. Although there is a shortage of priests throughout the American Catholic Church, this policy leaves available priests to move forward aggressively to build congregations and expand religious services.

One of the oldest of scientific societies, the American Association for the Advancement of Science, redirected itself between 1960 and 1980 to become a “mass organization” without losing its character as a leader. It totally changed its weekly magazine, Science, to become the spokesman for science to the public and government, and to be the authoritative reporter on science policy. And it created a scientifically solid yet popular mass-circulation magazine for lay readers.



A large hospital on the West Coast recognized, as early as 1965 or so, that health care was changing as a result of its success. Where other large city hospitals tried to fight such trends as those toward hospital chains or freestanding ambulatory treatment centers, this institution has been an innovator and a leader in these developments. Indeed, it was the first to build a freestanding maternity center in which the expectant mother is given a motel room at fairly low cost, yet with all the medical services available should they be needed. It was the first to go into freestanding surgical centers for ambulatory care. But it also started to build its own voluntary hospital chain, in which it offers management contracts to smaller hospitals throughout the region.

Beginning around 1975, the Girl Scouts of the U.S.A., a large organization dating back to the early years of the twentieth century with several million young women enrolled, introduced innovations affecting membership, programs, and volunteers—the three basic dimensions of the organization.

It began to actively recruit girls from the new urban middle classes, that is, African-Americans, Asians, Latinos. It recognized that with the movement of women into professions and managerial positions, girls need new programs and role models that stress professional and business careers rather than the traditional careers as homemaker or nurse. The Girl Scouts management people realized that the traditional sources for volunteers to run local activities were drying up because young mothers were no longer sitting at home searching for things to do. But they recognized, too, that the new professional, the new working mother, represents an opportunity and that the Girl Scouts have something to offer her; and for any community organization, volunteers are the critical constraint. They therefore set out to make work as a volunteer for the Girl Scouts attractive to the working mother as a good way to have time and fun with her child while also contributing to her child’s development. Finally, the Girl Scouts realized that the working mother who does not have enough time for her child represents another opportunity: they started Girl Scouting for preschool children. Thus, the Girl Scouts reversed the downward trend in enrollment of both children and volunteers, while the Boy Scouts—a bigger, older, and infinitely richer organization—is adrift.

These are all American examples, I fully realize. Doubtless, similar examples are to be found in Europe or Japan. But I hope that these cases, despite their limitations, will suffice to demonstrate the entrepreneurial policies needed in the public-service institution to make it capable of innovation.

1. First, the public-service institution needs a clear definition of its mission. What is it trying to do? Why does it exist? It needs to focus on objectives rather than on programs and projects. Programs and projects are means to an end. They should always be considered as temporary and, in fact, short-lived.



2. The public-service institution needs a realistic statement of goals. It should say, “Our job is to assuage famine,” rather than, “Our job is to eliminate hunger.” It needs something that is genuinely attainable and therefore a commitment to a realistic goal, so that it can say eventually, “Our job is finished.”

There are, of course, objectives that can never be attained. To administer justice in any human society is clearly an unending task, one that can never be fully accomplished even to modest standards. But most objectives can and should be phrased in optimal rather than in maximal terms. Then it is possible to say, “We have attained what we were trying to do.”

Surely, this should be considered with respect to the traditional goal of the schoolmaster: to get everyone to sit in school for long years. This goal has long been attained in developed countries. What does education have to do now?—that is, What is the meaning of “education” as against mere schooling?

3. Failure to achieve objectives should be considered an indication that the objective is wrong or at least defined wrongly. If an objective has not been attained after repeated tries, one has to assume that it is the wrong one. It is not rational to consider failure a good reason for trying again and again. Failure to attain objectives is a prima facie reason to question the validity of the objectives—the exact opposite of what most public-service institutions believe.

4. Finally, public-service institutions need to build into their policies and practices the constant search for innovative opportunity. They need to view change as an opportunity rather than a threat.

Even in government, innovation is possible if simple rules are obeyed. Here is one example. Lincoln, Nebraska, 140 years ago, was the first city in the Western world to take into municipal ownership public services such as public transportation, electric power, gas, water, and so on. As early as the mid-1970s, under a woman mayor, Helen Boosalis, it began to privatize such services as garbage pickup, school transportation, and a host of others. The city provided the money, with private businesses bidding for the contracts; there were substantial savings in cost and even greater improvements in service.

What Helen Boosalis saw in Lincoln was the opportunity to separate the “provider” of public services, that is, government, and the “supplier.” This made possible both high service standards and the efficiency, reliability, and low cost that competition can provide.

The four rules outlined above constitute the specific policies and practices the public-service institution requires if it is to make itself entrepreneurial and capable of innovation. In addition, however, it also needs to adopt those policies and practices that any existing organization requires in order to be entrepreneurial, the policies and practices, discussed in chapters 34–37, suitable to the entrepreneurial business.



THE NEED TO INNOVATE

Why is innovation in the public-service institution so important? Why can we not leave existing public-service institutions the way they are and depend on new institutions for the innovations we need in the public-service sector, as historically we have always done?

The answer is that public-service institutions have become too important in developed countries, and too big. The public-service sector, both the governmental one and the nongovernmental but not-for-profit one, has grown faster during the twentieth century than the private sector—maybe three to five times as fast. The growth has been especially fast since World War II.

To some extent, this growth has been excessive. Wherever public-service activities can be converted into profit-making enterprises, they should be so converted. This applies to not only the kind of municipal services the city of Lincoln, Nebraska, now privatizes. The move from nonprofit to profit has already gone very far in the American hospital. It may become a stampede in professional and graduate education. To subsidize the highest earners in developed society—the holders of advanced professional degrees—can hardly be justified.

A central economic problem of developed societies is capital formation. We therefore can ill afford to have activities conducted as “nonprofit”—that is, as activities that devour capital rather than form it—if they can be organized as activities that form capital, as activities that make a profit.

But the great bulk of the activities that are being discharged in and by public-service institutions will still remain public-service activities, and will neither disappear nor be transformed. Consequently, they have to be made producing and productive. Public-service institutions will have to learn to be innovators, to manage themselves entrepreneurially. To achieve this, public-service institutions will have to learn to look upon social, technological, economic, and demographic shifts as opportunities in a period of rapid change in all these areas.

Otherwise, they will become obstacles. Such public-service institutions will increasingly become unable to discharge their mission as they adhere to programs and projects that cannot work in a changed environment, and yet they will not be able or willing to abandon the missions they can no longer discharge. Increasingly, they will come to look the way the feudal barons came to look after they had lost all social function around 1300: as parasites, functionless, with nothing left but the power to obstruct and to exploit. They will become self-righteous while increasingly losing their legitimacy. Clearly, this is already happening to the apparently most powerful among them, the labor union. Yet a society in rapid change, with new challenges, new requirements and opportunities, needs public-service institutions.



The public school in the United States exemplifies both the opportunities and the dangers. Unless it takes the lead in innovation, it is unlikely to survive, except as a school for the minorities in the slums as parents of middle- and high-income families send their children to private and parochial schools.

For the first time in its history, the United States faces the threat of a class structure in education in which all but the very poor remain outside of the public school system—at least in the cities and suburbs where most of the population lives. And this will squarely be the fault of the public school itself, because what is needed to reform the public school is already known.

Many other public-service institutions face a similar situation. The knowledge is there. The need to innovate is clear. They now have to learn how to build entrepreneurship and innovation into their own system. Otherwise, they will find themselves superseded by outsiders who will create competing entrepreneurial public-service institutions and so render the existing ones obsolete.

The late nineteenth century and early twentieth century was a period of tremendous creativity and innovation in the public-service field. Social innovation during the seventy-five years until the 1930s was surely as much alive, as productive, and as rapid as technological innovation, if not more so. But in these periods the innovation took the form of creating new public-service institutions. The need for social innovation may be even greater now, but it will very largely have to be social innovation within the existing public-service institution. To build entrepreneurial management into the existing public-service institution may thus be the foremost political task of this generation.

SUMMARY

For a society to prosper, it must have engines of capital formation. Service institutions are paid out of the surplus of wealth-creating institutions. A developed society cannot afford to have its service institutions waste capital. As a result, public-service institutions must be made to perform and to innovate. One way to do this is to privatize whatever activities a service institution can outsource and convert from a nonprofit to a for-profit activity. This single step will make service activities more effective so long as their missions are clear.

The bulk of service activities performed in social-sector and governmental organizations cannot be privatized. These institutions must go to work to eliminate the obstacles to innovation. There are many successful examples to point the way, including the Girl Scouts of the U.S.A., the American Association for the Advancement of Science, and cities such as Lincoln, Nebraska.

There are four requirements for successful innovation in the public-service institution:





       1. Provide a clear definition of mission.


       2. Establish goals that are attainable and stated in terms of the optimum rather than the theoretical maximum.


       3. Probe objectives that are not being attained after repeated attempts. Failure to obtain objectives after repeated attempts means either that the objectives should be redefined or that the objectives should be abandoned.


       4. Build into public-service institutions entrepreneurial policies and practices that have been demonstrated to work in other sectors of the economy.













Part IV

Productive Work and Achieving Worker



Making work productive and the worker achieving is the second major aspect of the management task. We do not know enough about it. Folklore and old wives’ tales abound, but solid, tested knowledge is scarce. We do know that work and the workforce are undergoing greater changes today than at any time since the beginning of the industrial revolution two centuries ago. We do know that, at least in the developed countries, radically new approaches are needed—approaches to analysis, synthesis, and control of work; to job structure, work relationships, and the structure of rewards and power relations; to making workers responsible. We do know that we have to move from managing “personnel” as a “cost center” and a “problem” to the leadership of people.
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Making Work Productive and the Worker Achieving



Few words in the language evoke as much ambivalence as “work,” or are as emotion-laden. In the pairing “work and rest,” “rest” is clearly good. But whether “retirement” is better than “work” is already questionable. And work is definitely preferable to “idleness.” Being “out of work” is far from good—is, indeed, a catastrophe.

In “work and play,” “play” carries a favorable connotation. But “playing at being a surgeon” is not good at all. Work can be high achievement, as in the phrase “an artist’s life work.” Or it can be sheer drudgery, backbreaking, and utter boredom.

There is “work” and there is “working.” They are totally dependent on each other. Unless someone is working, no work gets done. And where there is no work, there is also no working.

Yet work and working are quite different. Work is impersonal, and objective. It is “something.” Not all work can be weighed or measured. But even the most intangible piece of work is outside and independent of the worker.

What distinguishes work from play is an old question that has never been answered satisfactorily. Work and play may be the very same activity; down to the smallest detail, wood finishing is work when done by a furniture factory worker and play when done by a weekend hobbyist. Psychologically and socially, the two are quite different. The distinction may well be that work, unlike play, is impersonal and objective. The purpose of play lies in the player; the purpose of work lies with the user of the end product. Where the end product is not determined by the player but by others, we do not speak of play, we speak of work.

Working is done by a human being, a worker. It is a uniquely human activity. Working, therefore, is physiology and psychology, society and community, personality, economics, and power. As the old human relations tag has it, “One cannot hire a hand; the whole man always comes with it.”

Work and working, therefore, follow different rules. Work belongs to the realm of objects. It has its own impersonal logic. But working belongs to the realm of human beings. It has dynamics. Managers always have to manage both work and working. They have to make work productive and the worker achieving. They have to integrate work and working.

WORK AND WORKER IN RAPID CHANGE

Both work and worker are in a period of rapid change, as was described in chapter 4. The changes that dominated the end of the twentieth century—and will probably dominate most of the twenty-first century as well—are the most radical changes since the beginning of the industrial revolution, more than two centuries ago.

Over the last two centuries, work has shifted away from the home and from people working alone to a society of employees, working in organizations. At the same time the center of gravity of the workforce is shifting from the manual worker to the knowledge worker. A larger and larger proportion of the labor force in all developed countries does not work with its hands but with ideas, concepts, theories. The output of these workers is not physical objects, but knowledge and information. Half a century ago knowledge work was performed by a few independent professionals working either alone or in very small groups. The bulk of the labor force was manual workers.

THE CRISIS OF THE MANUAL WORKER

These changes have produced a crisis with respect to manual workers and to their specific organization, the union.

For two hundred years the manual worker in industry, the child of the industrial revolution, has been struggling to gain economic security, status, and power in industrial society. During the ninety years since the end of World War I, the workers’ progress was dazzling. In most developed countries the manual worker, once a “proletarian” scratching a bare living at the margin of subsistence, acquired substantial economic security, an income level higher than that of the upper middle class of yesterday, and increasing political power.

With the rise of the knowledge worker, the manual workers are endangered again. Their economic security is threatened. And their social position and status are rapidly diminishing. In the developed countries, industrial workers see themselves as severely deprived. They are defeated, losers, before they even start. This is not a result of managerial actions, but of social developments and of the pressures they have generated.

Increasingly, in all developed societies, the able, intelligent, and ambitious members of the working class stay in school beyond the point at which they are eligible for manual work. All the pressures of society—family and neighbors, community and school—push youngsters toward more schooling. The ones who leave school at the age at which they once would have graduated into the manual workforce—fifteen or so—are dropouts, failures, rejects.



The manual workers in the developed countries today have little self-respect. This inevitably makes them bitter, suspicious, distrustful of themselves, as well as of organization and management, and resentful. They are not revolutionaries, like their parents, grandparents, and great-grandparents, for it is obvious to them that revolution cannot alter the fundamental conditions. But they are likely to become militant as the center of social gravity keeps shifting toward knowledge work and the knowledge worker.

The rhetoric of workers’ parties and movements still attacks the profit system. But the true class war is increasingly being fought between the hard hats—manual workers—and the middle-class knowledge workers. During most of this century it has been the coalition of manual and knowledge workers that has dominated politics in the developed world—in America’s New Deal as well as in the social democratic and labor parties of Europe. The major political event for the early part of the twenty-first century may well be the growing split between these two groups.

THE CRISIS OF THE UNION

The status changes of the manual worker that attend the shift in emphasis to knowledge work and knowledge worker not only create a new class distinction, but also create severe difficulties for the manual worker’s own institution, the union.

Perhaps the most visible sign of this is the sharp drop in the quality of trade-union leadership—a change that is largely the result of the educational explosion. Yesterday, union leadership was the career opportunity for the able and ambitious young worker forced out of school early by a lack of money. In the developed countries today, almost any able and ambitious youngster can stay in school—and may go on to a graduate degree. As a result, he moves into the professional and managerial ranks. His sympathies may still be with labor, but his leadership qualities are lost to the working class. The leaders who are moving into the vacuum this creates are likely to be men and women driven by resentment rather than by ambition, of far lower ability, and, above all, without self-confidence. They are weak leaders—and the worst situation for an industry to be in is to have to deal with weak union leadership.

At the same time, the fact that young workers see themselves as “losers” makes them resist and resent the very union leaders they put into office. The moment a worker gains an important leadership position in the trade union, he or she automatically becomes “establishment.” Union leaders consort with the mighty, whether in government or in business. They exercise power. They have the trappings of power—the big office, the retinue of aides and assistants, the multiple computers on the desk, and so on. In order to be effective, the union leader has to become one of “them” and ceases to be one of “us.” Yesterday’s workers looked upon union power as representing them. They were proud of the fact that the union leader had become a person of authority. Today’s young workers, feeling keenly that they are losers and rejects, resist the union leader’s authority even more than they resist the rest of the bosses. As a result, union leaders are increasingly losing control over their own members, are repudiated by them, resisted by them, and disavowed by them. This, in turn, makes the union increasingly weak. For a union is powerless if it cannot deliver the union members’ vote and behavior, cannot guarantee observance of a contract agreement, and cannot count on the members’ support for the leader’s position and actions.

There is little doubt that collective bargaining—whether between an individual company and a trade union or (as in Western Europe and Japan) between an industry and industry-wide union—is in trouble. Whether the civilized industrial warfare of collective bargaining—a major achievement of the early years of the twentieth century—can even survive is questionable. If it doesn’t, there is no hint of what might be an effective replacement.

UNIONS AND THE KNOWLEDGE WORKERS

An organ for the representation of workers in their dealings with management is needed—by the workers, but also by society. Management is and has to be a power. Any power needs restraint and control—or else it becomes tyranny. The union is a very peculiar, an almost unprecedented, organ of restraint on the power of management. It is an opposition party that can never become the governing party. Yet within its limited scope, it serves an essential function in society. Unfortunately, it is increasingly becoming incapable of discharging this function.

The opposition function of the union will be needed more in the future than it ever was in the past. Manual workers are beginning to feel—rightly—that they can no longer depend on a political party and its appeal to a majority. That is the consequence of the gradual failure of the New Deal marriage between worker and liberal. Increasingly, also, the power that needs restraint is not that of the bosses or the capitalists but of the educated managerial middle class of knowledge workers. They are not greatly interested in profits, but they are interested in power. The most bitter power conflicts are not those that erupt in private enterprise or in business; they are conflicts between janitors and schoolboards, medical orderlies and hospital administrators, teaching assistants and graduate faculties, or, as in the Swedish steel industry, between workers and their staunchly socialist bosses in a nationalized industry. They are conflicts between workers and the public interest. In such conflicts, political parties, which aim at mass support and at attracting a majority of the voters, are almost bound to side with the bosses, if only because no amount of rhetoric can conceal that the price of a settlement will be paid, not out of profits, but surely out of prices or taxes.



Public-service institutions may face a much more difficult industrial-relations problem than business and are much less prepared for it. Hospitals, schools, government agencies, and so on have all become increasingly unionized. In these institutions, the manual worker—or the lower-ranking service worker—feels even more “dispossessed” and even more confined to second-class citizenship than does the manual worker in manufacturing or service industries.

The unions themselves are incapable of thinking through their own future role and developing new approaches to their own structure and function. One reason is that the new leaders who replace the dying or retiring pioneers are so often individuals of lesser ability, lesser maturity, and lesser competence. But as important is the fact that the new leaders can keep their slender grip on the membership only by opposing everything. The new leaders dare not even ask questions, let alone come up with answers. They dare not lead but must fight hard even to stay in place.

We need new policy in labor relations. In all developed and developing countries, executives in business and in public-service institutions will have to think through the future of the union, its role, its function, and its position, both within the institution and in society. This is a major social responsibility of management. It is also a business responsibility of management.

The future of business, of the economy, and of society will be influenced greatly by the way we solve or fail to solve the growing crisis of the unions.

To think through the role and function of the union is also self-interest for management. To believe that union weakness means management strength is sheer self-delusion. Unionization is a fact of life in all developed noncommunist countries. And a weak union—that is, one without established role, function, and authority, and without strong, secure, and effective leadership—means strife, irresponsible demands, and increasing bitterness and tension. It does not mean management strength; it means management frustration.

MANAGING THE KNOWLEDGE WORKER: THE NEW CHALLENGE

Managing knowledge work and the knowledge workers is essentially a new task. We know even less about it than we know about the management (or mismanagement) of the manual worker. It is, therefore, the more difficult task. But because it is new, it is not burdened with a long history of bitterness, of mutual suspicion, and of outdated restrictions, rules, and regulations. Managing knowledge work and knowledge worker therefore can focus on developing the right policies and practices. It can focus on the future rather than on undoing the past, on the opportunities rather than on “problems.”

Managing knowledge work and the knowledge worker will require exceptional imagination, exceptional courage, and leadership of a high order. In some ways it will be a far more demanding task than managing the manual worker. The weapon of fear—fear of economic suffering, fear of job security, physical fear of company guards or of the state’s police power—which for so long substituted for managing manual work and the manual worker, simply doesn’t work at all for knowledge work and knowledge workers.

Knowledge workers, except at the very lowest levels, are not productive under the spur of fear; only self-motivation and self-direction make them productive. They have to be achieving in order to produce at all.

The productivity of every developed society depends increasingly on making knowledge work productive and the knowledge worker achieving. This is a central social problem of the new, the knowledge society. There are no precedents for the management of knowledge work. Knowledge work traditionally has been carried out by individuals working by themselves or in small groups. Now knowledge work is mostly carried out in large, complex, managed institutions. The knowledge workers are not even the successor to yesterday’s “knowledge professionals.” They are the successors to yesterday’s skilled workers.

Worse, we cannot truly define, let alone measure, productivity for most knowledge work. One can define and measure it for the salesclerk in the retail store. But productivity is already a murky term with respect to the field salesperson of a manufacturing business. Is it total sales? Or is it the profit contribution from sales, which might vary tremendously with the product mix an individual salesperson sells? Or is it sales (or profit contribution) related to the potential of a sales territory? Perhaps a sales representative’s ability to hold old customers should be considered central to his or her productivity. Or perhaps it should be the ability to generate new accounts. These problems are far more complex than the definition and measurement of the productivity of even the highly skilled manual worker. There one can almost always define and measure productivity in terms of the quantity of output—for example, the number of pairs of shoes produced per hour, per day, or per week, subject only to a quality standard.

Achievement for knowledge workers is much harder to define. No one but the knowledge workers themselves can come to grips with the question of what in work, job performance, social status, and pride constitutes the personal satisfaction that makes a knowledge worker feel that she contributes, performs, serves her values, and fulfills herself. (On the management of knowledge work and worker, see chapter 19.)

THE SEGMENTATION OF THE WORKFORCE

Manual workers and knowledge workers are not the only workforce segments, however. For example, the service worker who is a “production” worker without being a machine worker is a distinct and important group. Equally important is the fact that the workforce in all developed countries is segmenting itself according to gender.

Until fairly recently, women employees were essentially either temporary, working in the interlude between school and marriage, or distinctly lower class. Wives of “respectable” workers did not work outside the home. Such upper-class women as worked were largely independent professionals, doctors, lawyers, and university teachers. The rest were schoolteachers and hospital nurses.

In all developed countries, this has changed drastically. It might well be the sign of a developed country that a large portion of its women work as employees. The married middle-class woman is increasingly becoming the typical woman employee. With family size decreasing and with housework greatly reduced, more and more middle- and upper-class women are joining the workforce. The trend is likely to continue. (On the trend of increasing women participation rates, see chapter 5.) The driving forces are economic, social, and psychological.

The working woman often requires a different job structure appropriate to her realities and conditions. Women with children, for example, often need part-time work or flexible hours.

Various segments of the workforce also have different needs with respect to benefits. When it comes to cash wages, the standard of value is about the same for all. But when it comes to retirement pay, housing or educational allowances, health and other benefits, their needs and expectations vary greatly with sex, age, and family responsibilities, with the stage in their own life cycle and that of their families, and so on.

The two main challenges to managing work and working are the changed psychological and social position of the manual worker (better educated and often better paid, he still sees himself as moving down from yesterday’s self-respecting working class into second-class citizenship); and the emergence of knowledge work and the knowledge worker as the economic and social center of what is the postindustrial, knowledge society.

THE NEW BREED

It is these changes that explain the arrival of a new breed of worker. These are the young people, especially the well-educated young people, who are challenging the traditional economic and power relationships as well.

This challenge to the old wisdom is often attributed to affluence. This is far too simple an explanation. To be sure, affluence is new. Throughout all of human history the great majority of people have always lived at the margin of subsistence. The great majority never knew where their next meal was going to come from. Now, in the developed countries, the great majority are economically secure, at least in traditional terms. But there is no sign that the great majority—or any but the tiniest of minorities—have lost their appetite for economic rewards, whether material or immaterial. On the contrary, the great majority, now that they have tasted some of the fruits of productivity, are clearly eager for more—much more than the economy can produce so far, and possibly more than the limited resources of our planet can produce.

The shifting structure and character of work has created a demand that work produce more than purely economic benefits.

Making a living is no longer enough. Work also has to make a life. This means that it will be more important than ever to make work both productive and achieving. At the same time, both manual workers (with their deep psychological insecurity) and knowledge workers (with their new status) expect work to provide nonmaterial psychological and social satisfactions. They do not necessarily expect work to be enjoyable, but they do expect it to be achieving.

SUMMARY

The main challenges to managing work and working are the changed psychological and social position of the manual worker; the crisis of the traditional role and function of the union as a result of its success; and the emergence of knowledge work as the economic and social center of the postindustrial, knowledge society. Work is changing—but so is the workforce, especially as more and more married women of all classes are working in the developed countries.
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Managing the Work and Worker in Manual Work



The most important, and indeed the truly unique, contribution of management in the twentieth century was the fiftyfold increase in the productivity of the manual worker in manufacturing.

The most important contribution management needs to make in the twenty-first century is similarly to increase the productivity of knowledge work and the knowledge worker.

The most valuable assets of a twentieth-century company were its production equipment. The most valuable asset of a twenty-first-century institution, whether business or nonbusiness, is its knowledge workers and their productivity.

THE PRODUCTIVITY OF THE MANUAL WORKER

First: a look at where we are.

It was only a little over a hundred years ago that for the first time an educated person actually looked at manual work and manual worker, and then began to study both. Great poets, the Greek Hesiod (sixth century BC) and, five hundred years later, the Roman Virgil (at the end of the first century BC), sang about the work of the farmer. Theirs are still among the finest poems in any language. But neither the work they sang about nor their farmers bear even the most remote resemblance to reality or were meant to have any. Neither Hesiod nor Virgil ever held a sickle in his hands, ever herded sheep, or even looked at the people who did, either. And when, nineteen hundred years after Virgil, Karl Marx (1818–1883) came to write about manual work and manual workers, he, too, never looked at either, nor had he ever as much as touched a machine. The first man to do both, that is, to work as a manual worker and then to study manual work, was Frederick Winslow Taylor (1856–1915).

Throughout recorded history—and actually well before any history was recorded—there have been, of course, steady advances in what we today call “productivity.” But they were the result of new tools, of new methods, of new technology; they were advances in what the economist calls “capital.” There were few advances throughout the ages in what the economist calls “labor,” that is, in the productivity of the worker. It was axiomatic throughout history that workers could produce more only by working harder or by working longer hours. The nineteenth-century economists disagreed as much about most things as economists do today. But they all agreed—from David Ricardo (1772–1823) through Karl Marx—that there are enormous differences in skill among workers, but there are none in respect to productivity other than between hard workers and lazy ones, or between physically strong workers and weak ones. Productivity did not exist.

Within a decade after Taylor first looked at work and studied it, the productivity of the manual worker began its unprecedented rise. Since then it has been going up steadily at the rate of 3.5 percent per annum—which means it has been raised fiftyfold since Taylor. On this achievement rests all the economic and social gains of the twentieth century. The productivity of the manual worker has created what we now call “developed” economies. Before Taylor, there was no such thing—all economies were equally “underdeveloped.” An underdeveloped economy today—or even an “emerging” one—is one that has not, or at least has not yet, made the manual worker productive.

THE PRINCIPLES OF MANUAL-WORK PRODUCTIVITY

Taylor’s principles sound deceptively simple.

The first step in making the manual worker productive is to look at the task and to analyze its constituent motions. The next step is to record each motion, the physical effort it takes and the time it takes. Then motions that are not needed can be eliminated—and whenever we have looked at manual work, we have found that a great many of the traditionally most hallowed procedures turn out to be waste and do not add anything. Next, each of the motions that remain as essential to obtaining the finished product is set up so as to be done the simplest way, the easiest way, the way that puts the least physical and mental strain on the operator, the way that requires the least time. Then these motions are put together into a “job” that is in a logical sequence or system, including provision of appropriate information necessary to control the direction, quantity, quality, and acceptable range of exceptions. Finally, the tools needed to do the motions are redesigned. And whenever we have looked at any job—no matter for how many thousands of years it has been performed—we have found that the traditional tools are totally wrong for the task. This was the case, for instance, with the shovel used to carry sand in a foundry—the first task Taylor studied. It was the wrong shape, it was the wrong size, and it had the wrong handle.

Taylor’s principles sound obvious—effective methods always do. But it took Taylor twenty years of experimentation to work them out.



Over these last hundred years there have been countless further changes, revisions, and refinements. The name by which the methodology goes has changed, too, over the century. Taylor himself first called his method task analysis or task management. Twenty years later it was rechristened scientific management. Another twenty years later, after World War I, it came to be known as industrial engineering in the United States, the United Kingdom, and Japan, and as rationalization in Germany. To proclaim that one’s method “rejects” Taylor or “replaces” him is almost standard “public relations.” For what made Taylor and his method so powerful has also made them unpopular. What Taylor saw when he actually looked at work violated everything poets and philosophers had said about work from Hesiod and Virgil to Karl Marx. They all celebrated “skill.” Taylor showed that in manual work there is no such thing. There are only simple, repetitive motions. What makes them productive is knowledge, that is, the way the simple, unskilled motions are put together, organized and executed. In fact, Taylor was the first person to apply knowledge to work.*

This also earned Taylor the undying enmity of the labor unions of his time, all of which were craft unions and based on the mystique of craft skill and their monopoly of it.

Moreover, Taylor advocated—and this is still anathema to a labor union—that workers be paid according to their productivity, that is, for their output, rather than for their input, for example, for hours worked. But Taylor’s definition of work as a series of operations also largely explains his rejection by the people who do not do any manual work: the descendants of the poets and philosophers of old, the literati and intellectuals. Taylor destroyed the romance of work. Instead of a “noble skill,” it becomes a series of simple motions.

And yet every method during these last hundred years that has had the slightest success in raising the productivity of manual workers—and with it their real wages—has been based on Taylor’s principles, no matter how loudly the protagonists proclaimed their differences with Taylor. This is true of “work enlargement,” “work enrichment,” and “job rotation”—all of which use Taylor’s methods to lessen the worker’s fatigue and thereby to increase the worker’s productivity. It is true of such extensions of Taylor’s principles of task analysis and industrial engineering to the entire manual work process as Henry Ford’s assembly line (developed after 1914, when Taylor himself was already sick, old, and retired). It is just as true of the Japanese “quality circle,” of “continuous improvement” (“kaizen”), and of “just-in-time delivery.”

The best example, however, is W. Edwards Deming’s (1900–1993) “total quality management.” What Deming did—and what makes total quality management effective—is to analyze and organize the job exactly the way Taylor did. But then he added, around 1940, “quality control” based on a statistical theory that was only developed ten years after Taylor’s death. Finally, in the 1970s, Deming substituted closed-circuit television and computer simulation for Taylor’s stopwatch and motion photos. But Deming’s “quality control analysts” are the spit and image of Taylor’s “efficiency engineers” and function the same way.

Whatever his limitations and shortcomings—and he had many—no other American, not even Henry Ford (1863–1947), has had anything like Taylor’s impact. Scientific management (and its successor, industrial engineering) is the one American philosophy that has swept the world—more so even than the Constitution and the Federalist Papers. In the last century there has been only one worldwide philosophy that could compete with Taylor’s: Marxism. And in the end, Taylor has triumphed over Marx.

In World War I, scientific management swept through the United States—together with Ford’s Taylor-based assembly line. In the 1920s, scientific management swept through Western Europe and began to be adopted in Japan.

In World War II, both the German achievement and the American achievement were squarely based on applying Taylor’s principles to training. The German General Staff, after having lost World War I, applied “rationalization,” that is, Taylor’s scientific management, to the job of the soldier and to military training. This enabled Hitler to create a superb fighting machine in the six short years between his coming to power and 1939. In the United States, the same principles were applied to the training of an industrial workforce, first tentatively in World War I, and then, with full power, in World War II. This enabled the Americans to outproduce the Germans, even though a larger proportion of the U.S. than of the German male population was in uniform and thus not in industrial production. And then training-based scientific management gave the U.S. civilian worker more than twice—if not three times—the productivity of the workers in Hitler’s Germany and in Hitler-dominated Europe. Scientific management thus gave the United States the capacity to outnumber both Germans and Japanese on the battlefield and yet to outproduce both by several orders of magnitude.

Economic development outside the Western world since 1950 has largely been based on copying what the United States did in World War II, that is, on applying scientific management to making the manual worker productive. All earlier economic development had been based on technological innovation—first in France in the eighteenth century, then in Great Britain from 1760 until 1850, and finally in the new economic “Great Powers,” Germany and the United States, in the second half of the nineteenth century. The non-Western countries that developed after World War II, beginning with Japan, eschewed technological innovation. Instead, they imported the training that the United States had developed during World War II based on Taylor’s principles, and used it to make highly productive, almost overnight, a still largely unskilled and preindustrial workforce. (In Japan, for instance, almost two-thirds of the working population were still, in 1950, living on the land and unskilled in any work except cultivating rice.) But, while highly productive, this new workforce was still—for a decade or more—paid preindustrial wages so that these countries—first Japan, then Korea, then Taiwan and Singapore—could produce the same manufactured products as the developed countries, but at a fraction of their labor costs.

THE FUTURE OF MANUAL-WORKER PRODUCTIVITY

Taylor’s approach was designed for manual work in manufacturing, and at first applied only to it. But even within these traditional limitations, it still has enormous scope. It is still going to be the organizing principle in countries where manual work, and especially manual work in manufacturing, is the growth sector of society and economy, that is, “Third World” countries with very large and still growing numbers of young people with little education and little skill.

But, as will be discussed in the next chapter, there is a tremendous amount of knowledge work—including work requiring highly advanced and thoroughly theoretical knowledge—that includes manual operations. And the productivity of these operations also requires industrial engineering.

Still, in developed countries, the central challenge is no longer to make manual work productive—we know, after all, how to do it. The central challenge will be to make knowledge workers productive. Knowledge workers are rapidly becoming the largest single group in the workforce of every developed country. They already comprise one-third of the U.S. workforce—and a smaller but rapidly growing proportion of the workforce of all other developed countries. It is on their productivity, above all, that the future prosperity and indeed the future survival of the developed economies will increasingly depend.

SUMMARY

The realization that skill and knowledge are in the working rather than in the work is the key to making work productive. The generic nature of work implies that work can be studied systematically, if not scientifically. Until recently the study of work has been confined to manual work for the reason that this was the main work around. But the same principles and approaches apply to any other production work, such as most service work. They apply to the processing of information, that is, to most clerical work. They even apply to most knowledge work. Only the applications and the tools vary. Making work productive requires four separate activities, each with its own demands. Because work is objective and impersonal and a “something”—even if it is intangible, like information or knowledge—making work productive has to begin with the end product, the output of work. It cannot start with the input, whether craft skill or formal knowledge. Skills, information, knowledge, are tools; and what tool is to be applied when, and for what purpose, must always be determined by the desired end product. The end product determines what work is needed. It also determines the synthesis into a process, the design of the appropriate controls, and the specifications for the tools needed.
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Managing the Work and Worker in Knowledge Work



WHAT WE KNOW ABOUT KNOWLEDGE-WORKER PRODUCTIVITY

Work on the productivity of the knowledge worker has barely begun. In terms of actual work on knowledge-worker productivity, we are, in the year 2007, roughly where we were in the year 1900, a century ago, in terms of the productivity of the manual worker. But we already know infinitely more about the productivity of the knowledge worker than we did then about that of the manual worker. We even know a good many of the answers. But we also know the challenges to which we do not yet know the answers, and on which we need to go to work.

Six major factors determine knowledge-worker productivity:




       1. Knowledge-worker productivity demands that we ask the question, “What is the task?”


       2. It demands that we impose the responsibility for their productivity on the individual knowledge workers themselves. Knowledge workers have to manage themselves. They have to have autonomy.


       3. Continuing innovation has to be part of the work, the task and the responsibility of knowledge workers.


       4. Knowledge work requires continuous learning on the part of the knowledge worker, but equally continuous teaching on the part of the knowledge worker.


       5. Productivity of the knowledge worker is not—at least not primarily—a matter of the quantity of output. Quality is at least as important.


       6. Finally, knowledge-worker productivity requires that the knowledge worker is both seen and treated as an “asset” rather than a “cost.” It requires that knowledge workers want to work for the organization in preference to all other opportunities.




Each of these requirements—except perhaps the last one—is almost the exact opposite of what is needed to increase the productivity of the manual worker.

In manual work quality also matters. But lack of quality is a restraint. There has to be a certain minimum quality standard. The achievement of “total quality management,” that is, of the application of twentieth-century statistical theory to manual work, is the ability to cut (though not entirely to eliminate) production that falls below this minimum standard.

But in most knowledge work, quality is not a minimum and a restraint. Quality is the essence of the output. In judging the performance of a teacher, we do not ask how many students there can be in his or her class. We ask how many students learn anything—and that’s a quality question. In appraising the performance of a medical laboratory, the question of how many tests it can run through its machines is quite secondary to the question of how many test results are valid and reliable. And this is true even for the work of the file clerk.

Productivity of knowledge work therefore has to aim first at obtaining quality—and not minimum quality but optimum if not maximum quality. Only then can one ask, “What is the volume, the quantity of work?”

This not only means that we approach the task of making productive the knowledge worker from the quality of the work rather than the quantity. It also means that we will have to learn to define quality.

WHAT IS THE TASK?

The crucial question in knowledge-worker productivity is the first one: What is the task? It is also the one most at odds with manual-worker productivity. In manual work the key question is always, How should the work be done? In manual work the task is always a given. None of the people who work on manual-worker productivity ever asked, “What is the manual worker supposed to do?” Their only question was, “How does the manual worker best do the job?”

This was just as true of Frederick W. Taylor’s “scientific management” as of the people at Sears, Roebuck or the Ford Motor Company who first designed the assembly line, or of W. Edwards Deming’s “total quality control.”

But in knowledge work the key question is, “What is the task?”

One reason for this is that knowledge work, unlike manual work, does not program the worker. The worker on the automobile assembly line who puts on a wheel is programmed by the simultaneous arrival of the car’s chassis on one line and of the wheel on the other line. The farmer who plows a field in preparation for planting does not climb out of his tractor to take a telephone call, to attend a meeting, or to write a memo. What is to be done is always obvious in manual work.

But in knowledge work the task does not program the worker.

A major crisis in the hospital—for example, when a patient suddenly goes into coma—does, of course, control the nurse’s task and programs her. But otherwise, it is largely the nurse’s decision whether to spend time at the patient’s bed or whether to spend time filling out papers. Engineers are constantly being pulled off their task by having to write a report or rewrite it, by being asked to attend a meeting, and so on. The job of the salesperson in the department store is to serve the customer and to provide the merchandise the customer is interested in or should become interested in. Instead, the salesperson spends an enormous amount of time on paperwork, on checking whether merchandise is in stock, on checking when and how it can be delivered, and so on—all things that take salespeople away from the customer and do not add anything to their productivity in doing what salespeople are being paid for, which is to sell and to satisfy the customer.

The first requirement in tackling knowledge work is to find out what the task is so as to make it possible to concentrate knowledge workers on the task and to eliminate everything else—at least as far as it can possibly be eliminated. But this, then, requires that the knowledge workers themselves define what the task is or should be. And only the knowledge workers themselves can do that.

Work on knowledge-worker productivity, therefore, begins with asking the knowledge workers themselves, What is your task? What should it be? What should you be expected to contribute? and What hampers you in doing your task and should be eliminated?

Knowledge workers themselves almost always have thought through these questions and can answer them. Still, it then usually takes time and hard work to restructure their jobs so that they can actually make the contribution they are already being paid for. But asking the questions and taking action on the answers usually doubles or triples knowledge-worker productivity, and quite fast.

This was the result of questioning the nurses in a major hospital. They were actually sharply divided as to what their task was, with one group saying “patient care” and another one saying “satisfying the physicians.” But they were in complete agreement on the things that made them unproductive—they called them “chores”: paperwork, arranging flowers, answering the phone calls of patients’ relatives, answering the patients’ bells, and so on. And all—or nearly all—of these could be turned over to a nonnurse floor clerk, paid a fraction of a nurse’s pay. The productivity of the nurses on the floor immediately more than doubled, as measured by the time nurses spent at the patients’ beds. Patient satisfaction more than doubled. And turnover of nurses, which had been catastrophically high, almost disappeared—all within four months.



And once the task has been defined, the next requirements can be tackled—and will be tackled by the knowledge workers themselves. They are




       1. Knowledge workers’ responsibility for their own contribution—the knowledge worker’s decision as to what he or she should be held accountable for in terms of quality and quantity, with respect to time and with respect to cost. Knowledge workers have to have autonomy, and that entails responsibility.


       2. Continuous innovation has to be built into the knowledge worker’s job.


       3. Continuous learning and continuous teaching have to be built into the job.




But one central requirement of knowledge-worker productivity is, then, still left to be satisfied. We have to answer the question: What is quality?

In some knowledge work—and especially in some work requiring a high degree of knowledge—we already measure quality. Surgeons, for instance, are routinely measured, especially by their colleagues, by their success rates in difficult and dangerous procedures—for example, by the survival rates of their open-heart surgical patients or the full-recovery rates of their orthopedic-surgery patients. But by and large we have, so far, mainly judgments rather than measures regarding the quality of a great deal of knowledge work. The main trouble is, however, not the difficulty of measuring quality. It is the difficulty—and more particularly the sharp disagreements—in defining what the task is and what it should be.

The best example I know is the American school. As everyone knows, public schools in the American inner cities have become disaster areas. But next to them—in the same location and serving the same kind of children—are private (mostly Christian) schools in which the kids behave well and learn well. There is endless speculation to explain these enormous quality differences. But a major reason is surely that the two kinds of schools define their tasks differently. The typical public school defines its task as “helping the underprivileged”; the typical Christian school (and especially the parochial schools of the Catholic Church) define their task as “enabling those who want to learn, to learn.” One therefore is governed by its scholastic failures, the other one by its scholastic successes.

But similarly, there are two research departments of major pharmaceutical companies that have totally different results because they define their tasks differently. One sees its task as not having failures, that is, in working steadily on fairly minor but predictable improvements in existing products and for established markets. The other one defines its task as producing “breakthroughs” and therefore courts risks. Both are considered fairly successful—by themselves, by their own top managements, and by outside analysts. But each operates quite differently and quite differently defines its own productivity and that of its research scientists.



To define quality in knowledge work and to convert the definition into knowledge-worker productivity is thus to a large extent a matter of defining the task. It requires the difficult, risk-taking, and always controversial defining of what “results” are for a given enterprise and a given activity. We, therefore, actually know how to do it. Still, the question is a totally new one for most organizations, and also for most knowledge workers. And to answer it requires controversy, requires dissent.

THE KNOWLEDGE WORKER AS CAPITAL ASSET

In no other area is the difference greater between manual-worker productivity and knowledge-worker productivity than in their respective economics. Economic theory and most business practice see manual workers as a cost. To be productive, knowledge workers must be considered a capital asset.

Costs need to be controlled and reduced. Assets need to be made to grow.

In managing manual workers, we learned fairly early that high turnover—that is, losing workers—is very costly. The Ford Motor Company, as is well known, increased the pay of skilled workers threefold, to $5 a day, in January 1914. It did so because its turnover had been so excessive as to make its labor costs prohibitively high; it had to hire 60,000 people a year to keep 10,000. Even so, everybody, including Henry Ford himself (who had at first been bitterly opposed to this increase), was convinced that the higher wages would greatly reduce the company’s profits. Instead, in the very first year, profits almost doubled. Paid $5 a day, practically no workers left—in fact, the Ford Motor Company soon had a waiting list.

But, short of the costs of turnover, rehiring or retraining, and so on, the manual worker is still being seen as a cost. This is true even in Japan, despite the emphasis on lifetime employment and on building a “loyal,” permanent workforce. And short of the cost of turnover, the management of people at work, based on millennia of work being almost totally manual work, still assumes—with the exception of a few highly skilled people—one manual worker is like any other manual worker.

This is definitely not true for knowledge work.

Employees who do manual work do not own the means of production. They may, and often do, have a lot of valuable experience. But that experience is valuable only at the place where they work. It is not portable.

But knowledge workers own the means of production. It is the knowledge between their ears. And it is a totally portable and enormous capital asset. Because knowledge workers own their means of production, they are mobile. Manual workers need the job much more than the job needs them. It may still not be true for all knowledge workers that the organization needs them more than they need the organization. But for most of them, it is a symbiotic relationship in which the two need each other in equal measure.

Management’s duty is to preserve the assets of the institution in its care. What does this mean when the knowledge of the individual knowledge worker becomes an asset and, in more and more cases, the main asset of an institution? What does this mean for personnel policy? What is needed to attract and to hold the highest-producing knowledge workers? What is needed to increase their productivity and to convert their increased productivity into performance capacity for the organization?

THE TECHNOLOGISTS

So far we have discussed the productivity of knowledge workers doing knowledge work. But a very large number of knowledge workers do both knowledge work and manual work. I call them “technologists.”

This group includes people who apply knowledge of the highest order.

Surgeons preparing for an operation to correct a brain aneurysm before it produces a lethal brain hemorrhage spend hours in diagnosis before they cut—and that requires specialized knowledge of the highest order. And then again, during the surgery, an unexpected complication may occur that calls for theoretical knowledge and judgment, both of the very highest order. But the surgery itself is manual work—and manual work consisting of repetitive manual operations in which the emphasis is on speed, accuracy, uniformity. And these operations are studied, organized, learned, and practiced exactly as any other manual work is, that is, by the same methods Taylor first developed for factory work.

But the technologist group also contains large numbers of people within whose work knowledge is relatively subordinate—though it is always crucial.

The file clerk’s job—and that of her computer-operator successor—requires knowledge of the alphabet that no experience can teach. This knowledge is a small part of an otherwise manual task. But it is the foundation and absolutely crucial.

Technologists may be the single biggest group of knowledge workers. They may also be the fastest-growing group. They include the great majority of health-care workers: lab technicians; rehabilitation technicians; technicians in imaging such as X ray, ultrasound, and magnetic-resonance; and so on. They include dentists and all dental support people. They include automobile mechanics and all kinds of repair and installation people. In fact, the technologist may be the true successor to the nineteenth- and twentieth-century skilled worker.

Technologists are also the one group in which developed countries can have a true and long-lasting competitive advantage.

When it comes to truly high knowledge, no country can any longer have much of a lead, the way nineteenth-century Germany had through its university. Among theoretical physicists, mathematicians, economic theorists, and the like, there is no “nationality.” And any country can, at fairly low cost, train a substantial number of high-knowledge people. India, for instance, despite her poverty, has been training fairly large numbers of first-rate physicians and first-rate computer programmers. Similarly, there is no “nationality” with respect to the productivity of manual labor. Training based on scientific management has made all countries capable of attaining, overnight, the manual-worker productivity of the most advanced country, industry, or company. Only in educating technologists can the developed countries still have a meaningful competitive edge, and for some time to come.

The United States is the only country that has actually developed this advantage—through its, so far, unique nationwide systems of community colleges. The community college was actually designed (beginning in the 1920s) to educate technologists who have both the needed theoretical knowledge and the manual skill. On this, I am convinced, rests both the still huge productivity advantage of the American economy and the—so far unique—American ability to create, almost overnight, new and different industries. Nothing quite like the American community college exists anywhere else yet. The famous Japanese school system produces either people prepared only for manual work or people prepared only for knowledge work. Only in the year 2003 was the first Japanese institution devoted to training technologists started. Even more famous is the German apprenticeship system. Started in the 1830s, it was one of the main factors in Germany’s becoming the world’s leading manufacturer. But it focused—and still focuses—primarily on manual skills and slights theoretical knowledge. It is thus in danger of rapidly becoming obsolete.

But these other developed countries should be expected to catch up with the United States fairly fast. Other countries—“emerging ones” or “Third World” ones—are, however, likely to be decades behind—in part because educating technologists is expensive, in part because in these countries people of knowledge still look down with disdain, if not with contempt, on working with one’s hands. “That’s what we have servants for,” is still their prevailing attitude. In developed countries, however—and again, foremost in the United States—more and more manual workers are going to be technologists. In increasing knowledge-worker productivity, increasing the productivity of the technologists, therefore, deserves to be given high priority.

The job was actually done in the mid-1920s by the American Telephone and Telegraph Company (AT&T) for its technologists, the people who installed, maintained, and replaced telephones, whether in the home or in the office.

By the early 1920s the technologists working outside the telephone office and at the customer’s location had become a major cost center—and at the same time a major cause of customer unhappiness and dissatisfaction. It took about five years or so, from 1920 until 1925, for AT&T—which had by that time acquired a near monopoly on providing telephone service in the United States and in parts of Canada—to realize that the task was not installing, maintaining, repairing, and replacing telephones and telephone connections. The task was to create a satisfied customer. It then became fairly easy to organize the job. It meant, first, that the technicians themselves had to define what “satisfaction” meant. The results were standards that established that every order for a new telephone or an additional telephone connection would have to be satisfied within at most forty-eight hours, and that every request for repair would have to be satisfied the same day if made before noon, or by noon the following day.

Then it became clear that the individual service people—in those days all men—would have to be active participants in such decisions as whether to have one person installing and replacing telephones and another one maintaining and repairing them, or whether the same people had to be able to do all jobs—which in the end turned out to be the right answer. These people had to be taught a very substantial amount of theoretical knowledge—and in those days, few of them had more than six years of schooling. They had to understand how a telephone works. They had to understand how a switchboard works. They had to understand how the telephone system works. These people were not qualified engineers or skilled craftsmen. But they had to know enough electronics to diagnose unexpected problems and to be able to cope with them. Then they were trained in the repetitive manual operation or in the “one right way”—that is, through the methods of scientific management. And they made the decisions, for example, as to where and how to connect the individual telephone to the system and what particular kind of telephone and service would be the most suitable for a given home or a given office. They had to become salesmen in addition to being servicemen.

Finally, the telephone company faced the problem of how to define quality. The technologist had to work by himself. He could not be supervised. He, therefore, had to define quality and had to deliver it. It took several more years before that was answered. At first the telephone company thought that this meant a “sample check” that had supervisors go out and look at a sample—maybe every twentieth or thirtieth job done by an individual service person—and check it for quality. This very soon turned out to be the wrong way of doing the job, annoying both servicemen and customers alike. Then the telephone company defined quality as “no complaints”—and soon found out that only extremely unhappy customers complained. It then had to redefine quality as “positive customer satisfaction.” And this then meant in the end that the serviceman himself controlled quality—for example, by calling up a week or ten days after he had done a job and asking the customer whether the work was satisfactory and whether there was anything more the technician could possibly do to give the customer the best possible and most satisfactory service.



I have intentionally gone into considerable detail in describing this early example because it exemplifies the three elements for making effective the worker who is both a knowledge worker and a manual worker.

1. There is, first, the answer to the question, “What is the task?”—the key question in making every knowledge worker productive. As the example of the Bell System shows, this is not an obvious answer. And as the Bell System people learned, the only people who know the answer to this are the technologists themselves. In fact, until the company asked the technologists, it floundered. But as soon as the technologists were asked, the answer came back loud and clear: a satisfied customer.

2. Then the technologists had to take full responsibility for giving customer satisfaction, that is, for delivering quality. This then showed what formal knowledge the technologist needed. And then, only then, could the manual part of the job be organized for manual-worker productivity.

3. Above all, this example shows that technologists have to be treated as knowledge workers. No matter how important the manual part of their work—and it may take the bulk of their time, as it did in the case of the AT&T installers—the focus has to be on making the technologist knowledgeable, responsible, productive as a knowledge worker.

KNOWLEDGE WORK AS A SYSTEM

Productivity of the knowledge worker will almost always require that the work itself be restructured and be made part of a system.

One example is servicing expensive equipment, such as huge and expensive earth-moving machines. Traditionally, this had been seen as distinct and separate from the job of making and selling the machines. But when the U.S. Caterpillar Company, the world’s largest producer of such equipment, asked, “What are we getting paid for?” the answer was, “We are not getting paid for machinery. We are getting paid for what the machinery does at the customer’s place of business. That means keeping the equipment running, since even one hour during which the equipment is out of operation may cost the customer far more than the equipment itself.” In other words, the answer to “What is our business?” was “Service.” This then led to a total restructuring of operations all the way back to the factory, so that the customer can be guaranteed continuing operations and immediate repairs or replacements. And the service representative, usually a technologist, has become the true “decision maker.”

The same principle is demonstrated in another, seemingly very different, example. A group of about twenty-five orthopedic surgeons in a midwestern U.S. city have organized themselves as a “system” to produce the highest-quality work: by using optimally the limited and expensive resources of operating and recovery rooms; by using optimally the supporting knowledge of people such as anesthesiologists or surgical nurses; by building continuous learning and continuous innovation into the work of the entire group and of its every member; and finally, by minimizing costs. Each of the surgeons retains full control of his or her practice. He or she is fully responsible for obtaining and treating the individual patient. Traditionally, surgeons schedule surgeries early in the morning. Hence, operating rooms and recovery rooms are standing empty most of the time. The group now schedules the use of operating and recovery rooms for the entire group so that this scarce and extremely expensive resource is used ten hours a day. The group, as a group, decides on the standardization of tools and equipment so as to obtain the highest quality at the lowest cost. Finally, the group has also built quality control into its system. Every three months, three different surgeons are designated to scrutinize every operation done by each of the members—the diagnosis, the surgery, the after-treatment. They then sit down with the individual surgeons and discuss their performance. They suggest where there is need for improvement. But they may also recommend that a certain surgeon be asked to leave the group, as his or her work is not satisfactory. And each year the quality standards that these supervising committees apply are discussed with the whole group and are raised, and often substantially. As a result, this group now does almost four times as much work as it did before. It has cut the costs by 50 percent, half of it by cutting back on the waste of operating and recovery rooms, half by standardizing tools and equipment. And in such measurable areas as success rates in knee replacements or shoulder replacements, or in recovery after sports injuries, it has greatly improved its results.

What to do about knowledge-worker productivity is thus largely known. So is how to do it.

BUT HOW TO BEGIN?

Making knowledge workers productive requires changes in basic attitude—whereas making the manual worker more productive only required telling the worker how to do the job. And these changes in attitude are required, not only on the part of the individual knowledge worker, but on the part of the whole organization. They therefore have to be “piloted”—as any major changes should be. (On piloting changes, see chapter 37.) The first step is to find an area in the organization or a group of knowledge workers who are receptive. The orthopedic surgeons, for instance, first had their new ideas tried out by four physicians—one an older man, three younger people—who had long argued for radical changes. Then there is a need to work consistently, patiently, and for a considerable length of uninterrupted time in this small area or with this small group. For the first attempts, even if greeted with great enthusiasm, will almost certainly run into all kinds of unexpected problems. It is only after the productivity of this small group of knowledge workers has been substantially increased that the new ways of doing the work can be extended to a larger area, if not to the entire organization. And by then we will also have learned where the main problems are; where, for example, resistance can be expected (e.g., from middle management), or what changes in task, organization, measurements, and attitude are needed for full effectiveness. To try to jump the pilot stage—and there is always pressure to do so—only means that the mistakes become public, while the successes stay hidden. It only means discrediting the entire enterprise. But if the changes are properly piloted, we can already do a great deal to improve—and drastically—knowledge-worker productivity.

Knowledge-worker productivity is the biggest of the management challenges of the twenty-first century. In the developed countries, it is their first survival requirement. In no other way can the developed countries hope to maintain themselves, let alone to maintain their leadership and their standards of living.

In the twentieth century, this leadership very largely depended on making the manual worker productive. Any country, any industry, any business, can do that today—using the methods that the developed countries have worked out and put into practice in the 125 years since Frederick Winslow Taylor first looked at manual work. Anybody today, anywhere, can apply those policies to training, to the organization of the work, and to the productivity of workers, even if they are barely literate, if not illiterate, and totally unskilled.

Above all (as discussed in chapter 5), the supply of young people available for manual work will be rapidly shrinking in the developed countries—in the West and in Japan very fast, in the United States somewhat more slowly—whereas the supply of such people will still grow fast in the emerging and developing countries, at least for another thirty or forty years. The only possible advantage developed countries can hope to have is in the supply of people prepared, educated, and trained for knowledge work. There, for another fifty years, the developed countries can expect to have substantial advantages, both in quality and in quantity.

But whether this advantage will translate into performance depends on the ability of the developed countries—and of every industry in them, of every company in them, of every institution in them—to raise the productivity of the knowledge worker and to raise it as quickly as the developed countries, in the last hundred years, have raised the productivity of the manual worker.

The countries and the industries that have emerged as the leaders in the last hundred years in the world are the countries and the industries that have led in raising the productivity of the manual worker: the United States first, Japan and Germany second. Fifty years from now—if not much sooner—the leadership in the world economy will have moved to the countries and to the industries that have most systematically and most successfully raised knowledge-worker productivity.



THE GOVERNANCE OF THE CORPORATION

What does the emergence of the knowledge worker and of knowledge-worker productivity mean for the governance of the corporation? What do they mean for the future and structure of the economic system?

In the last fifteen to twenty years, pension funds and other institutional investors became the main share owners of the equity capital of publicly owned companies in all developed countries (as discussed several times in this book). This has triggered in the United States a furious debate on the governance of corporations (on this, see also chapters 6 and 44). For with the emergence of pension funds and mutual funds as the owners of publicly owned companies, power has shifted to these new owners.

Similar shifts in the definition both of the purpose of such economic organizations as the business corporation and of their governance can be expected to occur in all developed countries.

We are now facing the change that will have to be made in the governance of the corporation caused by the emergence of knowledge work just as we did before with the emergence of shareholder capitalism. We will have to redefine the purpose of the employing organization and of its management as both satisfying the legal owners, such as shareholders, and satisfying the owners of the human capital that gives the organization its wealth-producing power—that is, satisfying the knowledge workers. For increasingly the ability of organizations—and not only of businesses—to survive will come to depend on their comparative advantage in making the knowledge worker productive. And the ability to attract and hold the best of the knowledge workers is the first and most fundamental precondition.

Can this be measured, however? Or is it purely an “intangible”? This will surely be a central problem—for management, for investors, for capital markets. What does capitalism mean when knowledge governs—rather than money? And what do “free markets” mean when knowledge workers—and no one else can “own” knowledge—are the true assets? Knowledge workers can be neither bought nor sold. They do not come with a merger or an acquisition. In fact, though the greatest “value,” they have no “market value”—that means, of course, that they are not an “asset” in the traditional accounting sense.

These questions go far beyond the scope of this book. But it is certain that the emergence of the knowledge worker and of the knowledge worker’s productivity as key questions will, within a few decades, bring about fundamental changes in the very structure and nature of the economic system.



SUMMARY

For thousands of years no one thought that manual work could be made more productive. Even the term “productivity” was not known until around World War II. But as soon as Frederick W. Taylor, in 1881, looked critically at how the manual worker did his job, manual-worker productivity rose dramatically. In the century after 1880, productivity grew steadily at 3 to 4 percent compound per year, and that meant a fiftyfold growth in a hundred years.

In manual work the task is always a given. The machine or the assembly line program the factory worker. The manual worker’s productivity is thus never a question of what to do. The question is always how to do it. And for the great majority of manual workers the employer owns and controls the means of production and the workers’ tools. With knowledge work, however, what to do becomes the first and decisive question. For knowledge workers are not programmed by the machine or by the weather. They largely are in control of their own tasks and must be in control of their own tasks. For they, and only they, own and control the most expensive of the means of production—their education—and their most important tool—their knowledge. This is not just true of the people who apply high and advanced knowledge. It’s just as true of the computer service technician who comes to fix a problem; of the technician in the hospital lab who makes a bacterial culture; of the trainee who oversees a market test of a new product in the supermarket. The how in knowledge work comes only after the what has been answered.

There are a number of steps to improve knowledge-worker productivity. They include




        • Define the task


        • Focus on the task


        • Define results


        • Define quality


        • Grant autonomy to the knowledge worker


        • Demand accountability


        • Build into tasks continuous learning and teaching




The only true competitive advantage for a company or a nation will increasingly be the productivity of its knowledge workers. This will have a future impact on the governance of the corporation.











Part V

Social Impacts and Social Responsibilities



The quality of life is the third major task area for management. Managements of all institutions are responsible for their by-products, that is, the impacts of their legitimate activities on people and on the physical and social environment. They are increasingly expected to anticipate and to resolve social problems. They need to think through and develop new policies for the relationship of business and government, which is rapidly outgrowing traditional theories and habits. What are the tasks? What are the opportunities? What are the limitations? And what are the ethics of leadership for the manager who is a leader but not a master?
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Social Impacts and Social Responsibilities



Social responsibilities—whether of a business, a hospital, or a university—may arise in two areas. They may emerge out of the social impacts of the institution. Or they arise as problems of the society itself. Both are of concern to management, because the institution that managers manage lives of necessity in society and community. But otherwise the two areas are different. The first deals with what an institution does to society. The second is concerned with what an institution can do for society.

The modern organization exists to provide a specific service to society. It therefore has to be in society. It has to be in a community, has to be a neighbor, has to do its work within a social setting. Also it has to employ people to do its work. Its social impacts inevitably go beyond the specific contribution it exists to make.

The purpose of the hospital is not to employ nurses and cooks. It is patient care. But to accomplish this purpose, nurses and cooks are needed. And in no time at all, they form a work community with its own community tasks and community problems.

The purpose of a ferroalloy plant is not to make noise or to release noxious fumes. It is to make high-performance metals that serve the customer. But in order to do this, it produces noise, creates heat, and releases fumes.

These impacts are incidental to the purpose of the organization. But in large measure they are inescapable by-products.

Social problems, such as a deteriorating educational system, by contrast, are dysfunctions of society rather than impacts of the organization and its activities.

Since the institution can exist only within the social environment and is indeed an organ of society, such social problems affect the institution. They are of concern to it even if, as in the ferroalloy company’s case, the company had no role in producing the decline in the education system.

A healthy business, a healthy university, a healthy hospital cannot exist in a sick society. Management has a self-interest in a healthy society, even though the cause of society’s sickness is not of management’s making.



RESPONSIBILITY FOR IMPACTS

One is responsible for one’s impacts, whether they are intended or not. This is the first rule for the ferroalloy company. There is no doubt regarding management’s responsibility for the social impacts of its organization. They are management’s business.

It is not enough to say, “But the public doesn’t object.” It is, above all, not enough to say that any action to come to grips with such a problem is going to be “unpopular,” is going to be “resented” by one’s colleagues and one’s associates, and is not required. Sooner or later society will come to regard any such impact as an attack on its integrity and will exact a high price from those who have not responsibly worked on eliminating the impact or on finding a solution to the problem.

Here is an example. In the late 1940s and early 1950s, one American automobile company tried to make the American public safety-conscious. Ford introduced cars with seat belts. But sales dropped catastrophically. The company had to withdraw the cars with seat belts and abandoned the whole idea. When, fifteen years later, the American driving public became safety-conscious, the car manufacturers were sharply attacked for their “total lack of concern with safety” and for being “merchants of death.” And the resulting regulations were written as much to punish the companies as to protect the public.

The first job of management is, therefore, to identify and to anticipate impacts—coldly and realistically. The question is, “Is what we do right, in the best interest of the customer and society?” And if our social impacts are not right, it is the responsibility of the company to educate the customer and society so that the negative impact can be eliminated.

HOW TO DEAL WITH IMPACTS

Identifying the incidental impacts of an institution is the first step. But how does management deal with them? The objective is clear: impacts on society, the economy, the community, and the individual that are not in themselves the purpose and mission of the institution should be kept to the minimum and should preferably be eliminated altogether. The fewer such impacts the better, whether the impact is within the institution, on the social environment, or on the physical environment.

Wherever an impact can be eliminated by dropping the activity that causes it, this is therefore the best—indeed, the only truly good—solution.

However, in most cases the activity cannot be eliminated. Hence there is need for systematic work at eliminating the impact—or at least at minimizing it—while maintaining the underlying activity itself.

The ideal approach is to make the elimination of impacts into a profitable business opportunity. One example is the way Dow Chemical, one of the leading U. S. chemical companies, has for almost twenty years tackled air and water pollution. Dow decided, shortly after World War II, that air and water pollution was an undesirable impact that had to be eliminated. Long before the public outcry about the environment, Dow adopted a zero-pollution policy for its plants. It then set about systematically developing the polluting substances it removes from smokestack gases and watery effluents into salable products and creating uses and markets for them.

A variant is the Du Pont Industrial Toxicity Laboratory. In the 1920s, Du Pont became aware of the toxic side effects of many of its industrial products and set up a laboratory to test for toxicity and to develop processes to eliminate the poisons. Du Pont started out to eliminate an impact that at the time every other chemical manufacturer took for granted. But then Du Pont decided to develop toxicity control of industrial products into a separate business, the Industrial Toxicity Laboratory, where products could be tested not only for Du Pont but for a wide variety of customers for whom it developed compounds. Again, an impact was eliminated by turning it into a business opportunity.

WHEN REGULATION IS NEEDED

Turning elimination of an impact into a business opportunity should always be attempted. But it cannot be done in many cases. More often eliminating an impact means increasing the costs. What was an “externality” for which the general public paid becomes business cost. It therefore becomes a competitive disadvantage unless everybody in the industry accepts the same rule. And this, in most cases, can be done only by regulation—that means by some form of public action.

Whenever an impact cannot be eliminated without an increase in cost, it becomes incumbent upon management to think ahead and work out the regulation that is most likely to solve the problem at the minimum cost and with the greatest benefit to public and business alike. And it is then management’s job to work at getting the right regulation enacted.

Management—and not only business management—has shunned this responsibility. The traditional attitude has always been that “no regulation is the best regulation.” But this applies only when an impact can be made into a business. Where elimination of an impact requires a restriction, regulation is in the interest of business, and especially in the interest of responsible business. Otherwise it will be penalized as “irresponsible,” while the unscrupulous, the greedy, the stupid, and the chiseler cash in.

And to expect that there will be no regulation is willful blindness.

The fact that today the public sees no issue is not relevant. Indeed, it is not even relevant that today the public—as it did in every single one of the examples above—actively resists any attempts on the part of farsighted business leaders to prevent a crisis. In the end, there is the scandal.

Any solution to an impact problem requires trade-offs. Beyond a certain level, elimination of an impact costs more in money or in energy, in resources or in lives, than the attainable benefit. A decision has to be made on the optimal balance between costs and benefits. This is something people in an industry understand, as a rule. But no one outside does—and so the outsider’s solution tends to ignore the trade-off problem altogether.

Responsibility for social impacts is a management responsibility—not because it is a social responsibility, but because it is a business responsibility. The ideal is to make elimination of such an impact into a business opportunity. But wherever that cannot be done, the design of the appropriate regulation with the optimal trade-off balance—and public discussion of the problem and promotion of the best regulatory solution—is management’s job

SOCIAL PROBLEMS AS BUSINESS OPPORTUNITIES

Social problems are dysfunctions of society and—at least potentially—degenerative diseases of the body politic. They are ills. But for the management of institutions and, above all, for business management, they represent challenges. They are major sources of opportunity. For it is the function of business—and to a lesser degree of the other main institutions—to satisfy social need and at the same time serve their institution, by making resolution of a social problem into a business opportunity.

It is the job of business to convert change into innovation, that is, into new business. And it is a poor executive who thinks that innovation refers to technology alone. Social change and social innovation have, throughout business history, been at least as important as technology. After all, the major industries of the nineteenth century were, to a very large extent, the result of converting the new social environment—the industrial city—into a business opportunity and into a business market. This underlay the rise of lighting, first by gas and then by electricity, of the streetcar and the interurban trolley, of telephone, newspaper, and department store—to name only a few.

The most significant opportunities for converting social problems into business opportunities may, therefore, not lie in new technologies, new products, and new services. They may lie in solving the social problem, that is, in social innovation that then directly and indirectly benefits and strengthens the company or the industry.

The success of some of the most successful businesses is largely the result of such social innovation. Here is an American example:

The years immediately prior to World War I were years of great labor unrest in the United States, growing labor bitterness, and high unemployment. Hourly wages for skilled men ran as low as 15 cents in many cases. It was against this background, as seen in chapter 19, that the Ford Motor Company, in the closing days of 1913, announced that it would pay a guaranteed $5-a-day wage to every one of its workers. James Couzens, the company’s general manager, who had forced this decision on his reluctant partner, Henry Ford, became convinced that the workmen’s sufferings and hence turnover were so great that only radical and highly visible action could have an effect. Couzens also expected that Ford’s actual labor cost, despite the tripling of the wage rate, would go down—and events soon proved him right. Before Ford changed the whole labor economy of the United States with one announcement, labor turnover at the Ford Motor Company had been so high that, in 1912, 60,000 men had to be hired to retain 10,000 workers. With the new wage, turnover almost disappeared. The resulting savings were so great that despite sharply rising costs for all materials in the next few years, Ford could produce and sell its Model T at a lower price and yet make a larger profit per car. It was the saving in labor cost produced by a drastically higher wage that gave Ford market domination. At the same time Ford’s action transformed American industrial society. It established the American workingman as fundamentally middle class.

Social problems that management action converts into opportunities cease to be problems. The others, however, are likely to become “chronic complaints,” if not “degenerative diseases.” Not every social problem can be resolved by making it into an opportunity for contribution and performance. Indeed, the most serious of such problems tend to defy this approach.

What, then, is the social responsibility of management for these social problems that become chronic or degenerative diseases?

They are management’s problems. The health of the enterprise is management’s responsibility. A healthy business and a sick society are hardly compatible. Healthy businesses require a healthy, or at least a functioning, society. The health of the community is a prerequisite for successful and growing business.

And it is foolish to hope that these problems will disappear if only one looks the other way. Problems go away because someone does something about them.

To what extent should business—or any of the other special-purpose institutions of our society—be expected to tackle a problem that did not arise out of its impact and that cannot be converted into an opportunity for performance of the institution’s purpose and mission? To what extent should these institutions—business, university, or hospital—even be permitted to take responsibility? (These questions are more fully the subject of chapter 21.)

Are there limits to social responsibility? And what are they?

THE LIMITS OF SOCIAL RESPONSIBILITY

The manager is a servant. His master is the institution he manages, and his first responsibility must therefore be to it. His first task is to make the institution, whether business, hospital, school, or university, perform the function and make the contribution for the sake of which it exists. The executive who uses his position at the head of a major institution to become a public figure and to take leadership with respect to social problems while his company or his university erodes through neglect is not a statesman. He or she is irresponsible and false to their trust.

The institution’s performance of its specific mission is also society’s first need and interest. Society does not stand to gain but stands to lose if the performance capacity of the institution in its own specific task is diminished or impaired. Performance of its function is the institution’s first social responsibility. Unless it discharges its performance responsibly, it cannot discharge anything else. A bankrupt business is not a desirable employer and is unlikely to be a good neighbor in a community. Nor will it create the capital for tomorrow’s jobs and the opportunities for tomorrow’s workers. A university that fails to prepare tomorrow’s leaders and professionals is not socially responsible, no matter how many “good works” it engages in.

Above all, management needs to know the minimum profitability required by the risks of the business and by its commitments to the future. It needs this knowledge for its own decisions. But it needs it just as much to explain its decisions to others—the politicians, the press, the public. As long as managements remain the prisoners of their own ignorance of the objective need for, and function of, profit (i.e., as long as they think and argue solely in terms of the “maximization of shareholder wealth”), they will be able neither to make rational decisions with respect to social responsibilities, nor to explain those decisions to others inside and outside the business.

Whenever a business has disregarded the limitation of economic performance and has assumed social responsibilities that it could not support economically, it has soon gotten into trouble.

The same limitation on social responsibility applies to noneconomic institutions. There, too, the manager’s first duty is to preserve the performance capacity of the institution in his care. To jeopardize it, no matter how noble the motive, is irresponsibility. These institutions, too, are capital assets of society on whose performance society depends.

This, to be sure, is a very unpopular position to take. But managers, and especially managers of key institutions of society, are not being paid to be heroes to the popular press. They are being paid for performance and responsibility.

To take on tasks for which one lacks competence is irresponsible behavior. It is also cruel. It raises expectations that will then be disappointed. An institution, and especially a business enterprise, has to acquire whatever competence is needed to take responsibility for its impacts. But in areas of social responsibility other than impacts, right and duty to act are limited by competence (on this matter see chapter 21 for amendments to this argument).

In particular, an institution better refrain from tackling tasks that do not fit into its value system. Skills and knowledge are fairly easily acquired. But one cannot easily change personality. No one is likely to do well in areas that he or she does not respect. If a business or any other institution tackles such an area because there is a social need, it is unlikely to put its good people on the task or to support them adequately. It is unlikely to understand what the task involves. It is almost certain to do the wrong things. As a result, it will do damage rather than good.

Management therefore needs to know at the very least what it and its institution are truly incompetent for. Business, as a rule, will be in this position of absolute incompetence in an “intangible” area. The strength of business is accountability and measurability. It is the discipline of market test, productivity measurements, and profitability requirement. Where these are lacking, businesses are essentially out of their depth. They are also out of fundamental sympathy, that is, outside their own value systems. Where the criteria of performance are intangible—such as “political” opinions and emotions, community approval or disapproval, mobilization of community energies, and structuring of power relations—business is unlikely to feel comfortable. It is unlikely to have respect for the values that matter. It is, therefore, most unlikely to have competence.

In such areas it is, however, often possible to define goals clearly and measurably for specific partial tasks. It is often possible to convert parts of a problem that, by itself, lies outside the competence of business into work that fits the competence and value system of the business enterprise.

No one in America has done very well in training hard-core unemployed African-American teenagers for work and jobs. But business has done far less badly than any other institution: schools, government programs, community agencies. This task can be identified. It can be defined. Goals can be set. And performance can be measured. And then business can perform.

THE LIMITS OF AUTHORITY

The most important limitation on social responsibility is the limitation of authority. The constitutional lawyer knows that there is no such word as “responsibility” in the political dictionary. The term is “responsibility and authority.” Whoever claims authority thereby assumes responsibility. But, likewise, whoever assumes responsibility thereby claims authority. The two are but different sides of the same coin. To assume social responsibility therefore always means to claim authority.

Again, the question of authority as a limit on social responsibility does not arise in connection with the impacts of an institution. For the impact is the result of an exercise of authority, even though purely incidental and unintended. And then responsibility follows.

But when business or any other institution of our society of organizations is asked to assume social responsibility for one of the problems or ills of society and community, management needs to think through whether the authority implied in the responsibility is legitimate. Otherwise, it is usurpation and irresponsible.

Every time the demand is made that business take responsibility for this or that, one should ask, “Does business have the authority and should it have it?” If business does not have and should not have authority—and in a great many areas it should not have it—then responsibility on the part of business should be treated with great care. It may not be responsibility; rather it may simply be a lust for power.

Ralph Nader, the American consumerist, sincerely considers himself a foe of big business and is accepted as such by business and by the general public. Insofar as Nader demands that business take responsibility for product quality and product safety, he is surely concerned with legitimate business responsibility, that is, with responsibility for performance and contribution.

Management must resist responsibility for a social problem that would compromise or impair the performance capacity of its business (or its university or its hospital). It must resist when the demand goes beyond the institution’s competence. It must resist when responsibility would, in fact, be illegitimate authority. But then, if the problem is a real one, it better think through and offer an alterative approach. If the problem is serious, something will ultimately have to be done about it.

Managements of all major institutions, including business enterprise, need to concern themselves with serious ills of society. If at all possible they should convert solution of these problems into an opportunity for performance and contribution. At the least they can think through what the problem is and how it might be tackled. They cannot escape concern; for this society of organizations has no one else to be concerned about real problems. In this society, executives of institutions are the leadership group.

But we also know that a developed society needs performing institutions with their own autonomous management. It cannot function as a totalitarian society. Indeed, what characterizes a developed society—and indeed makes it a developed one—is that most of its social tasks are carried out in and through organized institutions, each with its own autonomous management. These organizations, including most of the agencies of our government, are special-purpose institutions. They are organs of our society for specific performance in a specific area. The greatest contribution they can make, their greatest social responsibility, is performance of their function. The greatest social irresponsibility is to impair the performance capacity of these institutions by having them tackle tasks beyond their competence or usurp authority in the name of social responsibility.

THE ETHICS OF RESPONSIBILITY

Countless sermons have been preached and printed on the ethics of business or the ethics of the executive. Most have nothing to do with business and little to do with ethics.

One main topic is plain, everyday honesty. Executives, we are told solemnly, should not cheat, steal, lie, bribe, or take bribes. But nor should anyone else. Men and women do not acquire exemption from the ordinary rules of personal behavior because of their work or job. Nor, however, do they cease to be human beings when appointed vice president, city manager, or college dean. And there have always been a number of people who cheat, steal, lie, bribe, or take bribes. The problem is one of moral values and moral education—of the individual, of the family, of the school. But neither is there a separate ethics of business, nor is one needed.

All that is needed is to mete out stiff punishments to those—whether business executives or others—who yield to temptation.

The other common theme in the discussion of ethics in business has nothing to do with ethics.

Such things as the employment of call girls to entertain customers are not matters of ethics but matters of aesthetics. “Do I want to see a pimp when I look at myself in the mirror while shaving?” is the real question.

It would indeed be nice to have fastidious leaders. Alas, fastidiousness has never been prevalent among leadership groups, whether kings and counts, priests or generals, or even “intellectuals” such as the painters and humanists of the Renaissance or the “literati” of the Chinese tradition. All a fastidious man or woman can do is withdraw personally from activities that violate his or her self-respect and his or her sense of taste.

Lately, these old sermon topics have been joined, especially in the United States, by a third one: managers, we are being told, have an “ethical responsibility” to take an active and constructive role in their community, to serve community causes, give of their time to community activities, and so on.

Such activities should, however, never be forced on them nor should managers be appraised, rewarded, or promoted according to their participation in voluntary activities. Ordering or pressuring managers into such work is abuse of organizational power and illegitimate.

But, while desirable, community participation of managers has nothing to do with ethics, and not much to do with responsibility. It is the contribution of an individual in his capacity as a neighbor and citizen.

A problem of ethics that is peculiar to the executive arises from the fact that the executives of institutions are collectively the leadership groups of the society of organizations. But individually a manager is just another fellow employee.

It is therefore inappropriate to speak of managers as leaders. They are “members of the leadership group.” The group, however, does occupy a position of visibility, of prominence, and of authority. It therefore has responsibility.

But what are the responsibilities, what are the ethics of the individual executives, as a member of the leadership group?

Essentially being a member of a leadership group is what has traditionally been meant by the term “professional.” Membership in such a group confers status, position, prominence, and authority. It also confers duties. To expect every manager to be a leader is futile. There are, in a developed society, thousands, if not millions, of managers—and leadership is always the rare exception and confined to a very few individuals. But as a member of a leadership group, a manager stands under the demands of professional ethics—the demands of an ethic of responsibility.

NOT KNOWINGLY TO DO HARM

The first responsibility of a professional was spelled out clearly, 2,400 years ago, in the Hippocratic oath of the Greek physician: Primum non nocere—“above all, not knowingly to do harm.” No professional, be he doctor, lawyer, or manager, can promise that he will indeed do good for his client. All he can do is try. But he can promise that he will not knowingly do harm. And the client, in turn, must be able to trust the professional not knowingly to do the client harm. Otherwise the client cannot trust him at all. The professional has to have autonomy. He cannot be controlled, supervised, or directed by the client. He has to be private in that his knowledge and his judgment have to be entrusted with the decision. But it is the foundation of his autonomy, and indeed its rationale, that he see himself as “affected with the public interest.” A professional, in other words, is private in the sense that he is autonomous and not subject to political or ideological control. But he is public in the sense that the welfare of his client sets limits to his deeds and words. And primum non nocere, “not knowingly to do harm,” is the basic rule of professional ethics, the basic rule of an ethics of public responsibility.

The manager who, because it would make him “unpopular in the club,” fails to think through and work for the appropriate solution to an impact of his business knowingly does harm. He or she knowingly abets a cancerous growth. That this is stupid has been said. That this always in the end hurts the business or the industry more than a little temporary “unpleasantness” would have hurt has been said too. But it is also a gross violation of professional ethics.

But there are other areas as well. American executives, in particular, tend to violate the rule not knowingly to do harm with respect to




        • executive compensation


        • the use of benefit plans to impose “golden fetters” on people in the company’s employ


        • their profit rhetoric




Their actions and their words in these areas tend to cause social disruption. They tend to conceal healthy reality and to create disease, or at least social abnormality. They tend to misdirect and to prevent understanding. And this is grievous social harm.

The facts of increasing income inequality in U.S. society are quite clear. It destroys mutual trust between groups that have to live together and work together. It can only lead to political measures that, while doing no one any good, can seriously harm society, the economy, and the manager as well.

A second area in which the manager of today does not live up to the commitment of primum non nocere is closely connected with compensation. Retirement benefits, bonuses, and stock options are all forms of compensation. From the point of view of the enterprise—but also from the point of view of the economy—these are “labor costs,” no matter how they are labeled. They are treated as such by managements when they sit down to negotiate with the labor union. But increasingly these benefits are being used to tie an employee to his employer. They are being made dependent on staying with the same employer, often for many years. And they are structured in such a way that leaving a company’s employ entails drastic penalties and actual loss of benefits that have already been earned and that, in effect, constitute wages relating to past employment.

Golden fetters do not strengthen the company. People who know that they are not performing in their present employment—that is, people who are clearly in the wrong place—will often not move but stay where they know they do not properly belong. But if they stay because the penalty for leaving is too great, they resist and resent it. They know that they have been bribed and were too weak to say no. They are likely to be sullen, resentful, and bitter the rest of their working lives. Pension rights, performance bonuses, participation in profits, and so on, have been “earned” and should be available to the employee without restricting his or her rights as a citizen, an individual, and a person. And executives will have to work to get any tax law changes that are needed to permit this to happen.

Managers, finally, through their rhetoric, make it impossible for the public to understand economic reality. This violates the requirement that managers, being leaders, not knowingly do harm. This is particularly true in the United States but also in Western Europe. For in the West, managers still talk constantly of the profit motive. And they still define the goal of their business as the maximization of shareholder wealth. They do not stress the objective function of profit. They do not talk of risks—or very rarely. They do not stress the need for capital. They almost never even mention the cost of capital, let alone that a business has to produce enough profit to obtain the capital it needs at minimum cost.

Managers constantly complain about the hostility to profit. They rarely realize that their own rhetoric is one of the main reasons for this hostility. For, indeed, in the terms management uses when it talks to the public, there is no possible justification for profit, no explanation for its existence, no function it performs. There is only the profit motive, that is, the desire of some anonymous capitalists—and why that desire should be indulged in by society any more than bigamy, for instance, is never explained. But profitability is a crucial need of economy and society.

Primum non nocere may seem tame compared to the rousing calls for “statesmanship” that abound in today’s manifestos on social responsibility. But, as the physicians found out long ago, it is not an easy rule to live up to. Its very modesty and self-constraint make it the right rule for the ethics managers need, the ethics of responsibility.

SUMMARY

Central to the issue of social responsibility are first the negative social impacts that are by-products of the legitimate and necessary conduct of business (or institution) and consequences of the fact that the institution exists in a community and has authority over people. Such impacts should always be eliminated or at least minimized. If their elimination cannot be made into an opportunity, there is need for regulation; and it is the responsibility of business to think through and work for the appropriate regulation before there is a scandal. Then there is the issue of the responsibility of business for the ills of society. And finally there is the leadership function of managers in a society in which executives of institutions have become the leadership group.

The individual manager, even the chief executive of a giant corporation, has become anonymous, unassuming—just another employee. But together the managers of our institutions—businesses, universities, schools, hospitals, and government agencies—are the leadership groups in the modern society of organizations. As such, they need an ethics, a commitment, and a code. The right one is the code developed more than 2,000 years ago for the first professional leadership group, physicians: “Above all, not knowingly to do harm.”
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The New Pluralism: How to Balance the Special Purpose of the Institution with the Common Good



Society in all developed countries has become pluralist and is becoming more pluralist day by day. It is splintering into a myriad of institutions, each more or less autonomous, each requiring its own leadership and management, each having its own specific task.

This is not the first pluralist society in history. But all earlier pluralist societies destroyed themselves because no one took care of the common good. They abounded in communities but could not sustain community, let alone create it. If our modern pluralist society is to escape the same fate, the leaders of all institutions will have to learn to be leaders beyond the walls. They will have to learn that it is not enough for them to lead their own institutions—though that is the first requirement. They will also have to learn to become leaders in the community. In fact, they will have to learn to create community. This is going beyond what we have been discussing as social responsibility in chapter 20. Social responsibility is usually defined as doing no harm to others in the pursuit of one’s own interest or of one’s own task. The new pluralism requires what might be called civic responsibility: giving to the community in the pursuit of one’s own interest or of one’s own task.

There is no precedent in history for such civic responsibility among institutional leaders. But there are, fortunately, signs that the leaders of our institutions in all sectors are beginning to wake up to the need to become leaders beyond the walls.

A BRIEF VIEW BACK

The last pluralist society in the West existed during the early and high Middle Ages. The Roman Empire had tried, quite successfully, to create a unitary state in which Roman law and the Roman legions created political uniformity throughout the empire while cultural diversity was preserved. But after the collapse of the Roman Empire, this unity splintered completely. In its stead arose a congeries of autonomous and semiautonomous institutions: political, religious, economic, craft oriented, and so on. There was the medieval university, autonomous and a law unto itself. But there were also the free cities, the multinationals of the medieval economy. There were the craft guilds, and there were the all-but-autonomous major orders and great abbeys of the church.

There were any number of landowners, from small squires to great dukes, each all but independent. Next to them were autonomous bishoprics, paying at best lip service to both the pope in Rome and the local prince. At its height, medieval pluralism in western and northern Europe alone must have been embodied by several thousands of such autonomous institutions, ranging from small squires to great landowners, and from small craft guilds and equally small local universities to transnational religious orders. Each of these pluralist institutions was concerned only with its own welfare and, above all, with its own aggrandizement. Not one of them was concerned with the community beyond its walls.

Statesmen and political philosophers tried throughout the Middle Ages to recreate community. It was one of the main concerns of the Middle Ages’ greatest philosopher, Saint Thomas Aquinas, in the early thirteenth century. And it was equally the concern of the Middle Ages’ greatest poet, Dante, in his late-thirteenth-century work De Monarchia. Both preached that there should be two independent spheres: the secular one, centralized in and governed by the emperor, and the religious one, centralized in and governed by the pope. But by 1300 it was much too late to restore community. Society had collapsed into chaos.

Beginning in the fourteenth century and enduring for 500 years, the trend was toward abolishing pluralism. This tendency underlied all modern social and political theory, all of which preached that there can be only one power in society: a centralized government. And one by one, over 500 years, government either suppressed the autonomous institutions of pluralism—such as the free cities of the Middle Ages and the craft guilds—or it converted them into organs of government. This assumption of power is what is meant by sovereignty—a term coined in the late sixteenth century, by which time, in most of Europe, government had already become the dominant though not yet the only power. By the end of the Napoleonic Wars following the French Revolution, there were no autonomous institutions left on the European continent. The clergy had become civil servants everywhere. The universities had become governmental institutions everywhere. By the mid-1800s, there was one organized power, the government, and there was a society consisting of individual molecules, without political or social power.



By the middle of the nineteenth century, political theory and political practice in Europe—and in the West altogether—proclaimed that the task of centralization of power in government, begun 500 years earlier, had been accomplished. Government, to be sure, was subject to severe limitations on its use of power. But nobody else had any power; all institutions with power had either been abolished or had been made government agencies.

But just then a new pluralism began.

The first new institution that was not part of government was the large business enterprise, made possible around 1860 to 1870 by the two new technologies of transportation and information. The large business enterprise was not subordinated to government, and it had to have substantial autonomy and substantial power. Since then, modern society has become totally pluralistic again. Even institutions that are legally governmental now have to be autonomous, have to be self-governing, have to have substantial power.

The attempt to preserve the total monopoly of power by one institution, the government, still dominated the first half of the twentieth century. The totalitarian regimes, whether Nazism in Germany or Stalinism in the Soviet Union, can be seen as the last, extreme attempts to maintain the unity of power in one central institution and to integrate all institutions—down to the local chess club—into the centrally controlled power structure. Mao in China tried to do exactly the same with a major effort to destroy the prime autonomous power in Chinese society, the extended family.

Even in the United States the trend was toward increasing centralization of power, with the peak reached in the Kennedy and Johnson years of the 1960s. By that time, prevailing ideology in the United States had come to believe that government could and should take care of every problem and every challenge in the community—a thesis that clearly no one believes anymore but that only forty years ago was almost universally accepted.

By now we know that government cannot take care of community problems. We know that business and the free market also cannot take care of community problems. We have now come to accept that there has to be a third sector, the social sector of (mostly nonprofit) community organizations. But we also know that all institutions, no matter what their legal status, have to be run autonomously and have to be focused on their own tasks and their own mission. We know, in other words, that it is almost irrelevant whether a university is private or is tax supported and owned by the state of California. However funded, it functions like other universities. We know that it makes little difference whether a hospital is a nonprofit institution or owned by a profit-making corporation. It has to be run the same way, that is, as a hospital. And the reality in which every modern society lives is therefore one of rapidly increasing pluralism, in which institutions of all kinds, sizes, values, missions, and structures constitute society. But we also know that this means that no one is taking care of the community. In fact, the same degenerative tendencies that led to the revolt against pluralism in the fourteenth century are clearly at work in developed societies today. In every single developed country, single-cause interest groups are dominating the political process and are increasingly subordinating the common good to their own values, their own aggrandizement and power. And yet, we need pluralism.

WHY WE NEED PLURALISM

There is one simple reason why the last 150 years have been years in which one institution after the other has become autonomous: the task-centered and autonomous institution is the only one that performs. Performance requires clear focus and narrow concentration. Multipurpose institutions do not perform. The achievements of the last 150 years in every single area are achievements of narrow focus, narrow concentration, and parochial self-centered values. All performing institutions of modern society are specialized. All of them are concerned only with their own task. The hospital exists to cure sick people. The fire department exists to prevent and to extinguish fires. The business enterprise exists to satisfy economic wants. The great advances in public health have largely been the result of freestanding organizations that focus on one disease or on one part of the human body and disregard everything else (consider the American Cancer Society, the American Heart Association, the American Lung Association the American Mental Health Society, and so on).

Whenever an institution goes beyond a narrow focus, it ceases to perform. Hospitals that tried to go beyond sickness care into “health education” and “illness prevention” have been miserable failures. There are many reasons why the American public school is in trouble. But surely the one reason that stands out is that we have, of necessity, tried to make the school the agent of social and racial reform and social and racial integration. Schools in all other countries, including countries that have serious social problems of their own (e.g., France, with its large immigrant population), have stuck to the single goal of teaching children to read. And they are still successful in this single endeavor. One may argue (as I have) that the present concentration on “creating shareholder value” as the sole mission of the publicly owned business enterprise is too narrow and, in fact, may be self-defeating. But it has resulted in an improvement in these enterprises’ financial performance beyond anything an earlier generation would have thought possible—and way beyond what the same enterprises produced when they tried to satisfy multiple objectives, that is, when they were being run (as I have to admit I advocated for many years) in the “best balanced interests” of all the stakeholders, that is, shareholders, employees, customers, plant communities, and so on.

A striking social phenomenon of the last thirty years in the United States, the explosive growth of the new “mega-churches,” rests on these institutions’ dedication to a single purpose: the spiritual development of the parishioners. The decline of their predecessors, the liberal Protestant churches of the early years of the twentieth century, can be traced largely to their trying to accomplish too many things at the same time—above all, in their trying to be organs of social reform as well as spiritual leaders.

The strength of the modern pluralist organization is that it is a single-purpose institution. And that strength has to be maintained. But at the same time, the community has to be maintained—and in many cases it has to be rebuilt. How to balance the two, the common good and the special purpose of the institution is the question we must answer. If we cannot accomplish this integration, the new pluralism will surely destroy itself, the way the old pluralism did 500 years ago. It will destroy itself because it will destroy community. But if at the same time institutions abandon their single purpose or even allow that purpose to weaken, the new pluralism will destroy itself through lack of performance.

LEADERSHIP BEYOND THE WALLS

We know that this integration can be achieved. In fact there are already a good many success stories.




        • What is needed is for leaders of all institutions to take leadership responsibility beyond the walls.


        • They have to lead their own institutions and lead them to performance.


        • This requires single-minded concentration on the part of the institution.


        • But at the same time the members of the institution—and not just the people at the top—have to take community responsibility beyond the walls of their own institution.




THREE DIMENSIONS TO THIS INTEGRATION




       1. There is a financial dimension to this integration: the financial support of autonomous community organizations by both government and business.


       2. There is a performance dimension to it: the organization of partnerships for common tasks among various types of institutions.



       3. There is a personal dimension to it:





a. Work as volunteers in community organizations by the people of institutions


b. Development of second careers by successful people who in middle age switch from, for example, being division controller in a big company to being controller in a nonprofit hospital


c. Development of parallel careers by people who in the second half of their life take on a major task and a major assignment outside while keeping on with their original work







ABOVE ALL: TWO RESPONSIBILITIES

But above all, there is need for a different mind-set. There is need for the acceptance by leaders in every single institution and in every single sector that they, as leaders, have two responsibilities:




       1. They are responsible and accountable for the performance of their institutions, and that requires them and their institutions to be concentrated, focused, limited.


       2. They are responsible also, however, for the community as a whole. This requires commitment.




a. It requires a willingness to accept that other institutions have different values, respect for those values, and willingness to learn what those values are.


b. It requires hard work.


c. But above all, it requires commitment, conviction, and dedication to the common good. Yes, each institution is autonomous and has to do its own work, the way each instrument in an orchestra plays only its own part. But there is also the score, the community. And only if each individual instrument contributes to the score is there music. Otherwise there is only noise. And this chapter is about the score.






SUMMARY

In our society of pluralistic institutions, each institution must focus on its narrow mission if it is to achieve results and meet the minimum test of social responsibility. But then, who looks out for the common good? The answer is no one unless executives of society’s institutions take on a second responsibility that looks beyond the borders of their institution to the common good. This can be done by making financial contributions to social-sector organizations; by encouraging employees to volunteer their time and effort to community causes; and by encouraging the leadership group to volunteer their time and resources to help solve the problems of society. A society of pluralistic organizations must be one that consists of leadership groups who look beyond the walls of the institution and take on civic responsibility without shirking their primary responsibility, which is to their institution’s specific and narrowly defined mission.












Part VI

The Manager’s Work and Jobs



It is responsibility for contributing to the results of the enterprise, not “responsibility for the work of others” that makes a manager. It is responsibility for his or her own work. There is a distinct “work of the manager”; there are distinct “managerial jobs.” There is a distinct way to manage managers: by objectives and self-control. As we move from “middle management” to the “knowledge organization,” there are new and different requirements. Most important, managers have to be managed in a way that engenders a spirit of performance in them.
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Why Managers?



Managers are the basic resource of the organizational enterprise. In a fully automated factory there may be almost no rank-and-file employees. But there will be managers.

Managers are the most expensive resource in most organizations—and the one that depreciates the fastest and needs the most constant replenishment. It takes years to build a management team, but it can be depleted in a short period of misrule. The investment that each manager represents is increasing steadily. Parallel with this goes an increase in the demands of the enterprise on its managers. These demands have multiplied in every generation, and there is no reason to expect the trend to slow during the next decades.

Managers everywhere have subjected themselves to a steady barrage of speeches and programs in which they tell each other that their job is to manage the people under them, urge each other to give top priority to this responsibility, and furnish each other with copious advice and expensive gadgets for “downward communications.” Yet, I have yet to sit down with a manager, whatever his or her level or job, who was not primarily concerned with upward relations and upward communications. (See also chapter 30, “Managerial Communications.”) Every vice president feels that relations with the president are the real problem. And so on down to the first-line supervisors, who are quite certain that they could get along with their people if only the “boss” and human resource department left them alone.

This is not a sign of the perversity of human nature. Upward relations are properly a manager’s first concern. To be a manager means sharing in the responsibility for the performance of the enterprise. Anyone who is not expected to take this responsibility is not a manager.

These problems of upward relations that worry the manager—the relationship to the boss, doubts as to what is expected in terms of performance, difficulty in getting the department’s point across or programs accepted, concern that one’s activity be given full weight, relations with other departments and with knowledge specialists, and so forth—are all problems of managing managers.



THE RISE, DECLINE, AND REBIRTH OF FORD—A CONTROLLED EXPERIMENT IN MISMANAGEMENT

The story of Henry Ford, his rise and decline, and of the revival of his company under his grandson, Henry Ford II, has been told so many times that it has passed into folklore:

Henry Ford, starting with nothing in 1905, had fifteen years later built the world’s largest and most profitable manufacturing enterprise. The Ford Motor Company, in the early 1920s, dominated and almost monopolized the American automobile market and held a leadership position in most of the other important automobile markets of the world. In addition, it had amassed, out of profits, cash reserves of a billion dollars or so.

Yet only a few years later, by 1927, this seemingly impregnable business empire was in shambles. Having lost its leadership position and barely a poor third in the market, it lost money almost every year for twenty years or so, and remained unable to compete vigorously right through World War II. In 1944, the founder’s grandson, Henry Ford II, then only twenty-six years old and without training or experience, took over, then two years later ousted his grandfather’s cronies in a palace coup, brought in a totally new management team, and saved the company.

It is not commonly realized that this dramatic story is far more than a story of personal success and failure. It is, above all, what one might call a controlled experiment in mismanagement.

The first Ford failed because of his firm belief that a business did not need managers and management. All it needed, he believed, was the owner-entrepreneur with his “helpers.” The only difference between Ford and most of his contemporaries in business was that, as in everything he did, Henry Ford stuck uncompromisingly to his convictions. He applied them strictly, firing or sidelining any one of his “helpers,” no matter how able, who dared act as a “manager,” make a decision, or take action without orders from Ford. The way he applied his theory can only be described as a test, one that ended up by fully disproving Ford’s theory.

In fact, what makes the Ford story unique and important is that Ford could test the hypothesis. This was possible in part because he lived so long and in part because he had a billion dollars to back his convictions. Ford’s failure was not the result of personality or temperament. It was first and foremost the result of his refusal to accept managers and management as necessary, as a necessity based on task and function rather than “delegation” from the “boss.”

GM—THE COUNTER TEST

In the early 1920s, while Ford was trying to prove that managers are not needed, Alfred P. Sloan, Jr., the newly appointed president of General Motors, put the opposite thesis to the test. GM at that time was almost crushed by the towering giant of the Ford Motor Company. It was barely able to survive as a weak number two. Little more than a haphazard financial speculation, GM had been stitched together out of small failing automobile companies sold because they could not stand up to Ford’s competition. GM had not one winning car in its line, no dealer organization, and no financial strength. Each of the former company owners had stayed on and had been allowed to mismanage his former business his own way, as if it had been his own personal property. When Sloan became president of GM, he thought through what the business and structure of GM should be and converted his undisciplined barons into a management team. Within five years GM had become the leader in the American automobile industry.

When Henry Ford’s grandson put Sloan’s hypothesis to the test again twenty years later, the Ford Motor Company was nearly bankrupt. The entire billion dollars of cash assets it had held in the early 1920s had been poured into paying for the deficits since. As soon as young Henry Ford II took over in 1946, he set out to do for his company what Sloan had done for GM two decades earlier. He created a management structure and a management team. Within five years the Ford Motor Company regained its potential for growth and profit, both at home and abroad. It became the main competitor to General Motors and even outstripped GM in the fast-growing European automobile market.

THE LESSON OF THE FORD STORY

The lesson of the Ford story is that managers and management are the specific need of the enterprise, its specific organ and its basic structure. Enterprise clearly cannot do without managers. One cannot argue that management does the owner’s job by delegation. Management is needed, not because the job is too big for any one individual, but because managing an enterprise is essentially different from managing one’s own property.

Henry Ford failed to see the need to change to managers and management because he believed that a large and complex business enterprise “evolves” organically from the small one-man shop. Of course, Ford started small. But growth brought more than a change in size. At some point quantity turned into quality. At some point Ford became a business enterprise, that is, an organization requiring different structure and different principles—an organization requiring managers and management.

Management did not evolve out of the small owner-managed firm as a result of its growth. It is a concept, designed for enterprises that are large and complex to begin with.

The large American railroad of the nineteenth century—which wrestled with the engineering task of building a rail bed, the financial task of raising very large sums of capital, and the political-relations tasks of obtaining charters, land grants, and subsidies—was the first enterprise that can be said to have been “managed.” Indeed, the management structure designed shortly after the Civil War for the first long-distance American railroads remains today essentially unchanged.

It was not until thirty or forty years later that the concept of management was transferred from the enterprise that started out large to the enterprise that had grown large. Andrew Carnegie and John D. Rockefeller, Sr., introduced management into the steel and petroleum industries, respectively. A little later still, Pierre S. du Pont restructured the family chemical company (E. I. du Pont de Nemours & Co.) and gave it a management, both to make it capable of growth and to preserve family control. The management structure Pierre du Pont built in his family company between 1915 and 1920 became, a few years later, the starting point for the General Motors structure of “professional management” after the du Ponts had acquired control of the near-bankrupt and floundering automotive conglomerate and made Sloan president.

MANAGEMENT AS A “CHANGE OF PHASE”

The change from a business that the owner-entrepreneur can run with “helpers” to a business that requires a management is what the physicists call a change of phase—an abrupt change from one state of matter, from one fundamental structure, to another, such as the change from water to ice. Sloan’s example shows that it can be made within one and the same organization. But Sloan’s restructuring of GM also shows that the job can be done only if basic concepts, basic principles, and individual vision are changed radically.

Henry Ford wanted no managers. The result was that he misdirected managers, set up their jobs improperly, created a spirit of suspicion and frustration, disorganized his company, and stunted or broke management people. The only choice managers have in these areas is whether management jobs will be done well or badly. But the jobs themselves will exist, because there is an enterprise to be managed. And whether the jobs are done right or not will determine largely whether the enterprise will survive and prosper or decline and ultimately fail.

SUMMARY

Managers are not helpers and their jobs are not delegated. Their jobs are autonomous and grounded in the needs of the enterprise. The only choice is between doing the managerial jobs well or badly—but the jobs exist because there is an enterprise that has to be managed.
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Design and Content of Managerial Jobs



A manager’s job should always be based on a task necessary to attain the company’s objectives. It should always be a real job—one that makes a visible and, if possible, measurable contribution to the success of the enterprise. It should have the broadest, rather than the narrowest, scope and authority. Managers should be directed and controlled by the objectives of performance rather than by their bosses.

The activities that have to be performed and the contributions that have to be made to attain the company’s objectives should always determine what managerial jobs are needed. A manager’s job exists because the task facing the enterprise requires it—and for no other reason. The job has to have its own authority and its own responsibility. For managers must manage.

The job should always have managerial scope and proportions. Since a manager is someone who takes responsibility for, and contributes to, the final results of the enterprise, the job should always embody the maximum challenge, carry the maximum responsibility, and make the maximum contribution.

COMMON MISTAKES IN DESIGNING MANAGERIAL JOBS

There is no formula that will guarantee the right job design for a managerial job. Yet six common mistakes that impair the effectiveness of the manager and managerial organization can be avoided.

1. The too-small job. The most common mistake is to design the job so small that a good manager cannot grow. Any managerial job may turn out to be a terminal job—that is, a job that the incumbent will stay on until he or she retires.

The number of jobs at the top is inevitably far smaller than the number of jobs at the bottom. If a job is designed so small that the incumbent can learn everything about it in a few years, most managers will be frustrated, bored, and will stop really working. They will “retire on the job.” They will resist any change, any innovation, any new idea, for change can only be a change for the worse for them and threaten their security. Knowing very well that they are not actually contributing anymore, they are fundamentally insecure.

Managerial jobs should, therefore, be designed to allow a person to grow, to learn, and to develop for many years to come. There is little harm, as a rule, in a job that is designed too big. This mistake shows up soon and can easily be corrected. A job that is too small, however, is an insidious, slow poison that paralyzes both the manager and the organization.

All managerial jobs should be designed to provide satisfaction through performance. The job itself should challenge and reward. If the main satisfaction of the job is promotion, the job itself has lost significance and meaning. And since the majority in managerial positions are bound to be disappointed in their hopes for promotion—by arithmetic rather than by organization politics—it is unwise to focus on promotion. The emphasis should always be on the job itself rather than on the next job.

In fact, there are few things quite as dangerous as an organization in which promotions are so rapid as to become the accepted reward for doing a decent job.

An extreme historical example was the situation in some of the large New York commercial banks. Very few young people were hired in the banking industry in the 1930s and 1940s, when commercial banks in New York were shrinking rather than expanding. When the banking business expanded again after World War II, a series of mergers actually created a surplus of managers. By the early 1950s, however, large numbers of the men who had started before 1929 reached retirement age, and the banks began to hire large numbers of young people, fresh out of college or graduate business school. Within seven or eight years, many of them rose to positions of substantial pay and exalted title such as vice president and senior vice president. Before they were thirty, large numbers of these “young comers” had reached, in other words, what must be their terminal position. Yet—in large part because these young people had not had much experience—these jobs, whatever the big title and the good salary, were quite limited in scope and authority. And by the time they were forty, many of these people had become bored, cynical, frustrated, and no longer excited about the job and its challenge.

A company that is expanding rapidly is well-advised to bring into important positions a few seasoned and older outsiders who have made a career elsewhere. Otherwise, it is bound to create expectations among its own young managers, which, a few years later, it must frustrate.

Another important reason why jobs and a job structure focused on rapid promotion are to be avoided is that they result in an unbalanced age structure. Both an age structure that is overbalanced on the side of youth and one overbalanced on the side of age create serious organizational turbulence.

The management structure needs continuity and self-renewal. There must be continuity so that the organization does not have to suddenly replace a large number of experienced but old managers with new and untried ones. And there has to be enough “managerial metabolism” that new ideas and new faces can assert themselves. A management group that is all of the same age is a management group headed for crisis.

2. The nonjob. Worse even than the job that is too small is the job that is not really a job, the job of the typical “assistant to.”

The managerial job must have specific objectives and a specific purpose and function. A manager must be able to make a contribution that can be identified. The manager must be accountable.

But the typical assistant does not have a job that can make a contribution. He or she cannot be held accountable, and his function, purpose, and objectives cannot be identified. He is a “helper” who does whatever the boss thinks needs to be done or whatever the assistant can “sell” to the boss. Such a job corrupts. The holder becomes either a wire-puller who abuses his influence with an important executive or a toady who tries to make his career by licking his boss’s boots. The assistant position also corrupts the organization. No one ever knows what the role, authority, and actual power of the assistant are. As a rule, other managers will flatter him, use him, and exploit his insecurity of tenure.

3. Failing to balance managing and working. Managing is work. But it is not, by itself, full-time work. The way to design a managerial job is to combine “managing” with “working,” that is, responsibility for a specific function or job of one’s own. As a rule, the manager should be both a manager and an individual career professional.

A manager should have enough to do—otherwise he or she is likely to try to do the subordinates’ work for them. The common complaint that managers do not “delegate” usually means that managers do not have enough to do and therefore take on the job the subordinate should be doing. But also, it is rather frustrating not to have work of one’s own—especially for people who have grown up in the habit of work. And it is not particularly desirable for a manager not to have a job of his or her own. He or she soon loses the sense of workmanship and the respect for hard work without which a manager is likely to do more harm than good. A manager should be a “working boss” rather than a “coordinator.”

4. Poor job design. As far as possible, a manager’s job should be designed so that it can be done by one person working alone and with the people in the unit that he or she manages. It is a mistake to design a job so that it requires continuous meetings, continuous cooperation and coordination, including by electronic media. There is no need, especially not in managerial jobs, to inflict extra human relations. The job by its very nature requires more human relations than most people are capable of. And one can either work or meet. One cannot do both at the same time.



Another mistake that is fairly common—and usually unnecessary—is to design a job in which the incumbent has to spend a great deal of time traveling. Just as one cannot meet and work at the same time, one cannot travel and work at the same time. Person-to-person and face-to-face meetings with colleagues, associates, subordinates, customers, and superiors are absolutely essential. There is no real substitute. But it is far better to spend a substantial amount of time once every two years with the managers and the main customers of a subsidiary company than to “commute”—that is, leave New York on Tuesday, spend Wednesday in Paris, and be back on the job in New York on Thursday. This means only that no work gets done for four days: one needs, after all, at least one day to recover from this futile attempt to be in two places at once.

5. Titles as rewards. Titles should never be used as rewards, let alone to cover up lack of function. Titles “in lieu of a raise” are not nearly as bad, nor as common, as titles “in lieu of a job.”

An example is the large commercial bank, both in the United States and in Germany. In the United States everybody has to be a vice president or at least an officer. In Germany everybody has to be a Herr Direktor. There are reasons for this. The customers of a bank, say the head of a small business, will not discuss their financial problems with anybody but an officer. But this also deforms. It makes dissatisfied those who do not get the title, perhaps because their job does not entail close customer contact. It adds greatly to the dissatisfaction of people who reach the exalted title of vice president at an early age and then find that they are locked into the same humdrum routine for the rest of their working lives.

The rule should be: For first-rate work we pay—and pay well. But we change title only when function, position, and responsibility change. Titles do create expectations. They do imply rank and responsibility. To use them as empty gestures—that is, as substitutes for rank and responsibility—is asking for trouble.

6. The widow-maker job. Finally, jobs that are “widow-makers” should be rethought and restructured. In the heyday of the great sailing ships, around 1850, just before the coming of steam, every shipping company had a widow-maker on its hands once in a while. This was a ship that, for reasons nobody could figure out, tended to get out of control and kill people. After it had done this a few times a prudent shipowner pulled the ship out of service and broke it up, no matter how much money he had invested in it. Otherwise, he soon found himself without captains or mates.

In many companies there are jobs that manage to defeat one good manager after another—without any clear reason why. These jobs seem to be logical, seem to be well constructed, seem to be doable—yet nobody seems to be able to do them. If a job has defeated, in a row, two individuals who in their previous assignments had done well, it should be restructured. It then usually becomes clear, though only by hindsight, what was wrong with the job in the first place.

The widow-maker job is sometimes the result of accident. One person, who somehow combined in himself or herself temperamental characteristics that are not usually found in one person, created the job and acquitted herself well. In other words, what looked like a logical job was an accident of personality rather than the result of a genuine function. But one cannot replace personality.

The widow-maker phenomenon will be discussed further in chapter 29.

JOB STRUCTURE AND PERSONALITY

The abuse of titles and the widow-maker job relate closely to one of the most hotly debated issues with respect to managerial jobs and managerial structure: Should the organization be structured so that jobs fit people? Or should the organization be “functional,” with people fitted to jobs?

As commonly propounded, this is not a real problem. Quite obviously, people have to fill the jobs, and therefore jobs have to fit people. We will indeed have to design jobs that really fit people, answer their needs, and fulfill their expectations. We increasingly see “organization planning” in large companies, that is, attempts to make jobs fit people.

Yet organization structure has to be impersonal and task focused. Otherwise it is impossible to have continuity and to have people succeed each other. If the job is designed for an individual rather than for a task, it has to be restructured every time there is a change in the incumbent. And, as experienced managers know, one cannot restructure one job. There is a true “domino effect,” a true chain reaction. Restructuring a job usually means restructuring a score of jobs, moving people around, and upsetting everybody. And for this reason, jobs have to be designed to fit a task, rather than a particular person.

There is one exception: the exceedingly rare, truly exceptional person for whose sake the rule should be broken.

Alfred P. Sloan, Jr., the architect of General Motors, was adamant that jobs had to be impersonal and task focused. But he made one exception to accommodate one of the great inventors of our century, Charles F. Kettering. Kettering was an exceedingly difficult man, and he was a man who disregarded every single organizational rule. Yet his inventions, from the self-starter to the redesign of the diesel engine, were of major importance. Sloan offered to set up Kettering as an independent researcher. But Kettering wanted to be vice president and a “big businessman.” Sloan gave in, but the moment Kettering retired, the job was redesigned—from “resident genius” to manager of a large research laboratory.

The design of a job has to start out with the task, but it also has to be a design that can accommodate people with different temperaments, habits, and behavior patterns. This is a major reason why managerial jobs ought to be designed big rather than small. A job has to be big enough to provide satisfaction and achievement to a good manager, working in his or her own way.

“A job should be small enough so that a good manager can get his arms around it” is a common saying. It is the wrong rule. “A job should be specific enough so that a good manager can go to work on it, but so big that the manager can’t get his or her arms around it” is the right rule.

“Style” should never be a consideration, either in designing a managerial job or in filling it. The only requirement of a managerial job, and the only test of the incumbent, is performance. Every organization needs a clear understanding of the kind of behavior that is unacceptable. There must be a clear definition of the non-permissible action, especially toward people, whether inside the business, employees, or outside, suppliers and customers. But within these limits a manager should have the fullest freedom to do the job the way it best suits individual temperament and personality.

“Style” is packaging. The only substance is performance.

THE SPAN OF MANAGERIAL RELATIONSHIPS

In discussing how big a manager’s job should be, the textbooks often start out with the observation that one person can supervise only a very small number of people—the so-called span of control. This, in turn, has led to that managerial atrocity: levels upon levels, which impede cooperation and communication, stifle the development of tomorrow’s managers, and erode the meaning of the management job.

In the first place, the principle of the span of control is rarely cited properly. It is not how many people report to a manager that matters. It is how many people who have to work with each other report to a manager. What counts are the number of relationships, not the number of individuals.

The president of a company who has reporting to her a number of senior executives, each concerned with a major function, should indeed keep the number of direct subordinates to a fairly low number—between eight and twelve is probably the limit. These subordinates—the chief financial officer, the head of manufacturing, the head of marketing, and so on—have to work every day with each other and with the company’s president. If they do not work together, they do not work at all. Therefore, the president is engaged in a great many relationships even though the number of direct subordinates may be quite small.

By contrast, a regional vice president of Wal-Mart can, and does, have several hundred store managers report to her. Each store is separate. There is no need whatever for interaction between two different stores. All the stores do the same kind of work and have the same job. They can all be appraised and measured by the same yardsticks. Theoretically, there is no limit to the number of store managers a regional vice president of Wal-Mart can manage and supervise. The limit may be set by geography but not by the span of control.

The second shortcoming of the span-of-control argument is that it assumes that a manager’s main relationship is downward. But this is only one dimension. The manager, in the traditional definition as someone responsible for the work of other people, has a downward relationship, to be sure. But every manager and every career professional also has a superior. Indeed, many managers, no matter what the organization chart says, have more than one boss. And the upward relationship to the superior is at least equal in importance to the downward relationship to the subordinates. Most important, however, managers and career professionals always have sideways relations, relationships with people who are neither their subordinates nor their superiors and, indeed, stand in no relationship of authority and responsibility to them. Yet these relationships are crucial, both for the manager’s own ability to do the work and for the effectiveness of that work.

What is needed, therefore, is to replace the concept of the span of control with another and more relevant concept: the span of managerial relationships.

We do not know how wide this span can be. Certainly, there are limits. We do know, however, that the span of managerial relationships is crucial in the design of a managerial job.

In the first place, these relationships define the place of the manager in the managerial structure. Second, they largely define what his or her job is—for these relationships are crucial and essential parts of the job content. Finally, they do set limits—since a job that is all “relationships” and no “work” is not a job at all. In designing managerial jobs, it is just as important to think through the managerial relationships and to make sure that they do not exceed an individual’s grasp as it is to think through the specific function.

Again it is better to make the span of managerial responsibilities too wide rather than too narrow. This goes for the number of subordinates with whom a manager works and who constitute the unit and the team. It goes also for upward relationships. The only area where I would strongly counsel to keep rather tight limits on the span of managerial relationships are the sideways relationships. A managerial job, ideally, should have few sideways relationships—every one of them of prime importance, both for the functioning of the entire organization and for the achievement of the manager’s own function and objectives. It is not only that these are time-consuming relationships. If there are too many, they will be treated superficially, will not be thought through, and will not be worked at. And the common weakness of many organizations is, by and large, the lack of adequate concern for, and adequate work on, sideways relationships.



DEFINING A MANAGER’S JOB

A manager’s job is defined in four ways.

1. There is first the specific function, the job itself. This should always be a permanent, continuing job, one expected to be needed for a good long time to come. An example would be manager of market research or an operations manager. Both obviously are jobs that will have to be done for the foreseeable future.

2. But the functional definition of the job, which is what is expressed in the typical job description or position guide, does not define the specific contribution that a specific manager is expected to make. While the function is, at least in intent, permanent, there are assignments “here and now” that are what the enterprise and the manager’s boss should hold the manager accountable for. They contribute the second definition of a managerial position and job.

Managers should ask themselves at least once a year, and always when taking on a new job, “What specific contribution can my unit and I make that, if done really well, would make a substantial difference to the performance and results of my company?”

The position guide and job description are, so to speak, the mission statement of a managerial job. They correspond to the definition of “what our business is and what it should be” for the enterprise as a whole. The assignments are the objectives and goals. They need, therefore, specific targets, a deadline, a clear statement of who is accountable, and a built-in measurement by feedback from results.

It is the mark of a performing manager that these assignments always exceed the scope of the job as outlined in the job description. A job description usually represents what has already been done; what needs to be done to make the future always exceeds and goes beyond what has been done in the past.

3. A managerial job is defined by relationships—upward, downward, and sideways.

4. It is finally defined by the information needed for the job and by a manager’s place in the information flow.

All managers should ask themselves, “What information do I need to do my job and where do I get it?” They should make sure that whoever has to provide that information understands the manager’s needs—in terms of not only what is needed but also how it is needed.

Managers need to think through the question “and who depends on information from me, and in what form, upward, downward, and sideways?”

These four definitions, which together describe a manager’s job, are the manager’s own responsibility. He or she should be expected to write his own job description; to work out his own proposal for the results and contributions for which he and the unit should be accountable; to work out and think through his relationships; and finally, to define both his information needs and the information contribution. Indeed, responsibility for thinking through the four dimensions of the job is a manager’s first responsibility, of which he should never be relieved. A superior has both the duty and the responsibility to approve or disapprove what the individual manager proposes. But the responsibility for thinking and proposing is the manager’s. There is no difference in this respect between a “managing” job—that is, one with direct responsibility for the work of other people—and a job as knowledge professional.

THE MANAGER’S AUTHORITY

Saying that each manager’s job must be given the broadest possible scope and authority is just rephrasing the rule that decisions be pushed down the line as far as possible and be made as close as possible to the action to which they apply. In its effects, however, this requirement leads to sharp deviations from the traditional concept of delegation from above.

Top management decides what activities and tasks the enterprise requires. The analysis begins with the desired end product: the objectives of business performance and business results. From these the analysis determines step-by-step what work has to be performed.

But in organizing the manager’s job, we have to work from the bottom up. We have to begin with the activities on the “firing line”—the jobs responsible for the actual output of goods and services, for the final sale to the customer, for the production of blueprints and engineering drawings.

The managers on the firing line have the basic management jobs—the ones on whose performance everything else ultimately rests. Seen this way, the jobs of higher management are aimed at helping the first-line managers do their job. Viewed structurally and organically, it is the first-line managers in whom all authority and responsibility center; only what they cannot do themselves passes up to higher management.

Obviously there are real limits to the decisions the first-line managers can or should make, and to the authority and responsibility they should have. A first-line manager is limited as to the extent of his authority. An operations supervisor has no business changing a salesman’s compensation, and a regional sales manager has no authority in somebody else’s region. A manager is also limited with respect to the kind of decision she can make. Clearly, she should not make decisions that affect other managers. She should not alone make decisions that affect the whole business and its spirit. It is only elementary, for instance, not to allow any manager to make alone and without review a decision on the career and future of one of her subordinates.



First-line managers should not be expected to make decisions that they cannot make. A person responsible for immediate performance does not have the time, for instance, to make long-range decisions. An operations person lacks the knowledge and competence to work out a pension plan or a medical program. These decisions certainly affect the manager and her operations. She should know them, understand them, and, indeed, participate as much as is humanly possible in their preparation and formulation. But she cannot make them. Hence, she cannot have the authority and responsibility for them; for authority and responsibility should always be task focused. This is the rule throughout the management hierarchy up to the chief executive officer.

There is one simple rule for setting limitations on the decisions a manager is authorized to make. The management charter of a division should paraphrase the U.S. Constitution, by stipulating the reservation of authority: “All authority not expressly and in writing reserved to higher management is granted to lower management.” This is the opposite of the old Prussian idea of a citizen’s rights: “Everything that is not expressly commanded is forbidden.” In other words, the decisions that a manager is not entitled to make within the extent of the task should always be spelled out; for all others, he or she should be supposed to have authority and responsibility.

MANAGERS, THEIR SUPERIORS, THEIR SUBORDINATES, AND THE ENTERPRISE

The manager’s relationships to superiors and subordinates are two-way relationships. Both are formal and informal relationships of authority as well as of information. Both are relationships of mutual dependence.

The manager has responsibilities downward, to subordinates. He or she has to first make sure that subordinates know and understand what is demanded of them. He has to help them set their own objectives. Then he has to help them to reach these objectives. He is responsible for their getting the tools, the staff, the information, they need. He has to help them with advice and counsel and, if need be, to teach them how to do better. A one-word definition of this downward relationship might be “assistance.”

The objectives of a managerial unit should always consist of the performance that it has to contribute to the success of the enterprise. Objectives should always focus upward.

But the objectives of the manager who heads the units include what he himself has to do to help subordinates attain their objectives. The vision of a manager should always be upward—toward the enterprise as a whole. But his responsibility runs downward as well—to the people on his team. Seeing his relationship toward them as duty toward them and as responsibility for making them perform and achieve rather than as “supervision” is a central requirement for organizing the manager’s unit effectively.

The final duty of the manager is toward the enterprise. A manager’s job and function are grounded in the real needs of the enterprise rather than in title or delegation of power.

Each manager, therefore, has to derive from the objectives of the enterprise the definition of his or her own objectives and those of the unit he or she heads.

The discussion in this chapter has focused on the manager in the business enterprise. But everything said here applies just as much to managers in the public-service institution, and especially to managers in the government agency. They need jobs big enough for a good manager to grow in. They need satisfaction through performance rather than through promotion or title. Their jobs need to be designed around job and position, assignments, relationships, and information needs. They need authority to do their tasks. And they have to derive their own objectives from those of the institution they serve.

The manager in a public-service institution needs proper job design, proper job content, and proper job structure even more than the manager in a business. The design of truly managerial jobs is the first—but may also be the biggest—step toward improving both performance and morale in public-service institutions.

SUMMARY

A manager’s job should always be based on a necessary task. It should be a real job that makes a visible (if not a measurable) contribution toward the objectives of the entire enterprise. It should have the broadest scope and authority possible. Managers should be directed and controlled by the objectives of performance rather than by their superior. In designing managerial jobs, six specific mistakes are to be avoided. There is a need to design the span of managerial responsibility—and there are four ways of defining a managerial job. Managers are mutually dependent on superiors and subordinates. Their final duty is toward the enterprise.
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Developing Management and Managers



The years since 1950 have seen a boom in management development within the wider boom in management as a whole. In the mid-1940s, when I first became interested in this subject, I could find only two companies that had given serious thought to the development of managers: Sears, Roebuck in America and Marks & Spencer in England. At that time there were only three university programs in America for the continuing advanced education of managers: the Sloan Program at MIT, the programs at New York University for the continuing education of managers and young professionals in banking and finance, and the Advanced Management Program at Harvard.

Ten years later, in the mid-1950s, the number of companies with specific management-development programs ran to some three thousand. And a great many universities in the United States offered all kinds of advanced management programs.

Today, it is impossible to count the number of companies that, one way or another, work on the development of management and managers. The large company that does not make specific provision for such work and does not have a management-development staff of its own is the exception. And so is the university-level business school without some form of management-development program. In addition, many outside organizations—trade associations, consulting firms, and so on—have gone into management-development work.

WHY MANAGEMENT DEVELOPMENT?

Basic organizational decisions require an increasingly long lead time. Since no one can foresee the future, management cannot make rational and responsible decisions unless it selects, develops, and tests the men and women who will have to take care of these decisions—the executives of tomorrow.

The demand for executives is steadily growing. A developed society increasingly replaces manual skill with theoretical knowledge and the ability to organize and to lead—in short, with managerial ability. In fact, ours is the first society in which the basic question is not, “How many educated people can society spare from the task of providing subsistence?” It is, “How many uneducated people can we afford to support?”

But management development is also necessary to discharge an elementary responsibility that an enterprise owes to society. Continuity, especially of the big business enterprise, is vital. Our society cannot afford to see such wealth-producing resources jeopardized through lack of competent successors to today’s executives.

The members of a modern society look to their work for more than a livelihood. They look to it also for satisfactions that go beyond the economic, that is, for pride, self-respect, and achievement. Management development is just another name for making work and organizations more than a way of making a living. By offering challenges and opportunities for the individual development of each manager to his or her fullest ability, the enterprise discharges, in part, the obligation to make a job in organizations a “good life.”

And if we know one thing today, it is that managers are made and not born. There has to be systematic work on the supply, the development, and the skills of tomorrow’s management. It cannot be left to luck or chance.

WHY MANAGER DEVELOPMENT?

Individual managers need development just as much as company and society do. A manager should, first, keep alert and mentally alive. He or she needs to stay challenged. The manager must acquire today the skills that will be effective tomorrow. He also needs an opportunity to reflect on the meaning of his own experience and—above all—he needs an opportunity to reflect on himself and to learn to make his strengths count. And then he needs development as a person even more than he needs development as a manager (on this see chapters 45–48).

One of the strengths, but also one of the weaknesses, of knowledge workers is their expectation of satisfaction and stimulation from work. In that respect, the knowledge workers are badly spoiled during their early formative years.

Knowledge workers, and especially highly accomplished knowledge workers, are likely to find themselves in a spiritual crisis in their early or mid-forties. By that time the majority will have reached, inevitably, their terminal positions. Perhaps they will also have reached what, within their business, is their terminal function—whether this be market research, cost accounting, or metallurgy. Suddenly their work will not satisfy them anymore. After fifteen or twenty years in market research in their industry, they know all there is to know about it. What was tremendously exciting when the job was new is boring and humdrum fifteen years later.

Managers have to be able, in other words, to develop lives of their own, outside the organization, before they are in their mid-forties.



They need this for themselves, but they need it also for the organization. For the manager who, at age forty-five, “retires on the job” because he has no more interest in life is not likely to make any further contribution to the organization. He owes it to himself—and to the business—to develop himself as a person, so that he can build his own life and not depend entirely upon the organization or further promotion or on new and different work. He needs to focus on his own personality, on his own strengths, and on his own interests.

We will have to learn to develop second careers for accomplished professional and managerial people when they reach their late forties or so. We will have to make it possible for people who have worked for twenty years or so in an organization and in a function—that is, for most managers—to find new challenge, new opportunity, and new contribution in doing something different, or at least in being effective in different surroundings and in a different institution.

But what do we really mean by the terms “management development” and “manager development”? Undoubtedly, there have been as many fads as there have been sound ventures.

WHAT MANAGEMENT DEVELOPMENT IS NOT

For these reasons, it is best to start by spelling out what management and manager development are not.

1. It is not taking courses. Courses are a tool of management development. But they are not management development.

Any course—whether it is a three-day seminar in a special skill or a two-year “advanced” program three evenings a week—has to fit the development needs of a management group or the development needs of an individual manager. But the job, the superior, and the development planning of both company and individual are far more important developmental tools than is any course or courses.

Indeed, some of the most popular courses are of questionable value. I have come to doubt, for example, the wisdom of courses that take a manager away from the job for long periods of time. The most effective courses, in my experience, are those that are done on the manager’s own time and after hours—the evening “executive management” programs now offered by a multitude of universities, for instance. And the most effective full-time courses alternate periods at school with periods at work; a manager spends a week or two off the job in an intensive learning experience, after which he or she is immediately reinforced by going back to work and applying the things that were learned.

Managers are action focused; they are not philosophers and should not be. Unless they can right away put into action the things they have learned, the course will not “take.” It will remain “information” and never become “knowledge.” Pedagogically, it is unsound not to have action to strengthen learning—that is, not to be able to put into practice on Monday what one has learned the preceding Friday. Finally, managers who have been away thirteen weeks on an advanced course may well find themselves “displaced persons” and homeless when they get back to work after such a long absence.

2. Manager development and management development are not promotion planning, replacement planning, or finding potential. These are useless exercises. They may even do harm.

The worst thing a company can do is try to develop the “comers” and leave out the others. If the others have not developed themselves to the point where they can understand, accept, and put into action the vision of the few “comers,” nothing will happen. The eight out of every ten who were not included in the program will, understandably, feel slighted. They may end up by becoming less effective, less productive, less willing to do new things, than they were before.

The attempt to find “potential” is altogether futile. It is less likely to succeed than simply choosing every fifth person. Performance is what counts, and the correlation between promise and performance is not a particularly high one. Five out of every ten “high potential” young workers turn out to be nothing but good talkers by the time they reach forty. Conversely, five out of every ten young employees who do not look “brilliant” and do not talk a good game will have proven their capacity to perform by the time they are in their early forties.

Also, the idea that the purpose of management development is to find “replacements” negates the entire reason for the activity. We need management development precisely because tomorrow’s jobs and tomorrow’s organizations are going to be different from today’s jobs and today’s organizations. If all we had to do was replace yesterday’s and today’s jobs, we would be training people as apprentices under their present bosses.

The worst kind of replacement planning is the search for a “crown prince.” Either a crown prince has a legal right to succeed, or else having been chosen crown prince is likely to destroy him. No matter how carefully concealed, picking a crown prince is an act that the whole organization very rapidly recognizes. And then all the other possible contenders unite against the crown prince and work to bring him down—and they usually succeed.

3. Finally, management development and manager development are not means to “make people over” by changing their personalities. Their aim is to make people effective. Their aim is to enable people to use their strengths fully, and to make them perform the way they are, rather than the way somebody thinks they ought to be.

An employer has no business with a subordinate’s personality. Employment is a specific contract calling for specific performance, and for nothing else. Any attempt of an employer to go beyond this is immoral as well as an intrusion on privacy. It is abuse of power. An employee owes no “loyalty,” no “love,” and no “attitudes”—he owes performance and nothing else.

Management and manager development deal with the skills people need. They deal with the structure of jobs and of management relations. They deal with what an employee needs to learn to make his or her strengths effective. They should concern themselves with changes in behavior likely to make a person more effective. They do not deal with who the person is—that is, with personality or emotional dynamics.

Attempts to change a mature individual’s personality are bound to fail, in any event. By the time he or she comes to work, personality is set. The task is not to change personality, but to enable a person to achieve and to perform.

THE TWO DIMENSIONS OF DEVELOPMENT

Development is not one but two related tasks that affect each other. One task is that of developing management. Its purpose is the health, survival, and growth of the enterprise. The other task is manager development. Its purpose is the health, growth, and achievement of the individual, both as a member of the organization and as a person. Management development is a function and activity of the organization—no matter how it is being discharged. Manager development is the responsibility of the individual, though company and superior have important parts to play.

Management development starts out with the question, “What kind of managers and knowledge professionals will this organization need tomorrow in order to achieve its objectives and to perform in a different market, a different economy, a different technology, a different society?”

Management development concerns itself with questions such as the age structure of the management group or the skills that managers should acquire today to qualify for tomorrow. It also focuses on the organizational structure and the design of managerial jobs to satisfy the needs and aspirations of tomorrow’s “career customer,” that is, tomorrow’s young manager or young career professional. The market for jobs and careers has become a genuine mass market. Every organization, therefore, needs to design a “career product” that will attract and satisfy the career customer of tomorrow.

Whether management development requires a separate staff depends on the size and complexity of the business. It is certainly not an activity that should require a great many people and run a great many programs. But it does need power and prestige, for its object is to change the basic planning of the company, the structure of its organization, and the design of managerial jobs. At the core of the task are planning the market, designing the product, and obsolescing existing jobs and existing organizational structures. Management development, seen this way, is an innovator, a disorganizer, a critic. Its function is to ask with respect to the company’s human organization, “What is our business and what should it be?”

The development of a manager focuses on the person. Its aim is to enable an individual to develop his or her abilities and strengths to the fullest extent and to find individual achievement. The aim is excellence.

No one can motivate a person toward self-development. Motivation must come from within. But a person’s superior and the company can do a good deal to discourage even the most highly motivated and to misdirect his or her development efforts. The active participation, the encouragement, the guidance, from both superior and company, are needed for manager-development efforts to be fully productive.

The starting point for any manager-development effort is a performance appraisal focused on what the manager does well, what she can do well, and what limitations to her performance capacity she needs to overcome to get the most out of her strengths. Such an appraisal, however, should always be a joint effort. It requires work on the part of the employee herself; it has to be self-appraisal. But it also requires active leadership by the manager.

In appraising themselves, people tend to be either too critical or not critical enough. They are likely to see their strengths in the wrong places and to pride themselves on nonabilities rather than on abilities.

There is, typically, the first-class engineer who judges himself to be a good manager because he is “analytical” and “objective.” Yet, to be a manager equally requires empathy, the ability to understand how others do their work, and a keen sense of such “nonrational” factors as personality. There is the sales manager who considers her strengths to lie in “strategy”—in reality, she is a shrewd negotiator, and what she means by strategy is “next week’s bargain sale.” Only too frequently there is the good analyst and adviser who does not realize that he lacks the emotional courage to make hard and lonely decisions.

An appraisal should be based on the performance objectives that the managers set for themselves in cooperation with their superiors. It should start with their performance against these objectives. It should never start out with “potential.” It should ask, “What has this manager done well—not once, but consistently?” This should lead to recognition of the manager’s strengths and of the factors that prevent him or her from making these strengths fully effective. But a self-development appraisal should also ask, “What do I want from life? What are my values, my aspirations, my directions? And what do I have to do, to learn, to change, to make myself capable of living up to my demands on myself and my expectations of life?” This question, too, is much better asked by an outsider, by someone who knows her, respects her, but at the same time can have the insight that most of us do not possess about ourselves.



Self-development may require learning new skills, new knowledge, and new manners. But above all, it requires new experience. The most important factors in self-development, apart from insight into one’s own strengths, are experience on the job and the example of the superior. Self-appraisal, therefore, should always lead to conclusions regarding the needs and opportunities of a person, both with respect to what he himself has to contribute and with respect to the experiences he needs. The question should always be asked, “What are the right job experiences for this person so that his strengths can develop the fastest and the furthest?”

Development is always self-development. For the enterprise to assume responsibility for the development of a person is idle boast. The responsibility rests with the individual, her abilities, her efforts. No business enterprise is competent, let alone obligated, to substitute its efforts for the self-development efforts of the individual. To do this would not only be unwarranted paternalism, it would be foolish pretension.

It is a necessity for the spirit, the vision, and the performance of today’s executives that they be expected to develop those who will manage tomorrow. Just as no one learns as much about a subject as the person who is forced to teach it, no one develops as much as the person who is trying to help others to develop themselves. Indeed, no one can develop himself or herself unless he or she works on the development of others. It is in and through efforts to develop others that executives raise their demands on themselves. The best performers in any profession always look upon the people they have trained and developed as the proudest monument they can leave behind.

And again, developing both management and managers is as needed—and requires the same approaches—in the public-service institution as in business enterprise.

But above all, today’s manager and knowledge professional has a responsibility to develop themselves. It is a responsibility they have toward their institution, as well as toward themselves.

We hear a great deal today about the alienation of people in organizations. I doubt seriously whether there is more alienation today than in earlier societies. The classic diagnosis of alienation, after all, was not derived from a study of the modern corporation but was made in a thoroughly agrarian preindustrial society: the Denmark in which Soren Kierkegaard lived and wrote in the early nineteenth century. But whether conformity and spiritual despair are greater or lesser today than they used to be, the one effective counterforce to both is the individual’s commitment to self-development, the individual’s commitment to excellence.



SUMMARY

Management development is based on the genuine needs of organizations and managers alike. But, it is as yet rarely understood that there is management development, tied to the needs of the organization, and manager development, tied to the needs of the individual—and that the two are different. Manager development is self-development, although the superior and the organization can encourage or stifle it. And the aim of manager development is excellence.
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Management by Objectives and Self-Control



Each member of the enterprise contributes something different, but all must contribute toward a common goal. Their efforts must all pull in the same direction, and their contributions must fit together to produce a whole—without gaps, without friction, without unnecessary duplication of effort.

Every job in the company must be directed toward the objectives of the whole organization if the overall goals are to be achieved. In particular, each manager’s job must be focused on the success of the whole. The performance that is expected of managers must be directed toward the performance goals of the business. Results are measured by the contribution they make to the success of the enterprise. Managers must know and understand what the business goals demand of them in terms of performance, and their superiors must know what contribution to demand and expect. If these requirements are not met, managers are misdirected and their efforts are wasted.

Management by objectives requires major effort and special techniques. In a business enterprise managers are not automatically directed toward a common goal. On the contrary, organization, by its very nature, contains four factors that tend to misdirect: the specialized work of most managers, the hierarchical structure of management, the differences in vision and work and the resultant isolation of various levels of management, and the compensation structure of the management group.

To overcome these obstacles requires more than good intentions. It requires policy and structure. It requires that management by objectives be purposefully organized and be made the living law of the entire management group.

THE SPECIALIZED WORK OF MANAGERS

An old story tells of three stonecutters who were asked what they were doing. The first replied, “I am making a living.” The second kept on hammering while he said, “I am doing the best job of stonecutting in the entire country.” The third one looked up with a visionary gleam in his eyes and said, “I am building a cathedral.”

The third man is, of course, the true manager. The first man knows what he wants to get out of the work and manages to do so. He is likely to give a “fair day’s work for a fair day’s pay.” But he is not a manager and will never be one. It is the second man who is the problem. Workmanship is essential—an organization demoralizes if it does not demand of its members the highest workmanship they are capable of. But there is always a danger that the true workman, the true professional, will believe that he is accomplishing something when, in effect, he is just polishing stones or collecting footnotes. Workmanship must be encouraged in the business enterprise. But it must always be related to the needs of the whole.

Most managers and career professionals in any business enterprise are, like the second man, concerned with specialized work. A person’s habits as a manager, his vision and values, are usually formed while he does functional and specialized work. It is essential that the functional specialist develop high standards of workmanship, that he strive to be “the best stonecutter in the country.” For work without high standards is dishonest; it corrupts the worker and those around him. Emphasis on, and drive for, workmanship produces innovations and advances in every area of management.

That managers strive to do the best job possible—to do “professional human resource management,” to run “the most up-to-date plant,” to do “truly scientific market research”—must be encouraged. But this striving for professional workmanship in functional and specialized work is also a danger. It tends to divert the manager’s vision and efforts from the goals of the business. The functional work becomes an end in itself. In far too many instances the functional managers no longer measure their performance by its contribution to the enterprise but only by professional criteria of workmanship. They tend to appraise subordinates by their craftsmanship and to reward and to promote them accordingly. They resent demands made for the sake of organizational performance as interference with “good engineering,” “smooth production,” or “hard-hitting selling.” The functional manager’s legitimate desire for workmanship can become a force that tears the enterprise apart and converts it into a loose association of working groups. Each group is concerned only with its own craft. Each jealously guards its own “secrets.” Each is bent on enlarging its own domain rather than on building the business. The remedy is to counterbalance the concern for craftsmanship with concern for the common goal of the enterprise.

MISDIRECTION BY HIERARCHY

The hierarchical structure of management makes the danger even greater. Because of his rank, whatever the boss does and says—his most casual remarks, his habits, even his mannerisms—tend to appear to his subordinates as calculated, planned, and meaningful. “All you ever hear around the place is human-relations talk; but when the boss calls you on the carpet, it is always because overtime is too high; and when it comes to promoting a guy, the plums always go to those who do the best job filling out accounting-department forms.” This is one of the most common tunes, sung with infinite variations, at every level of management. It leads to poor performance—even in cutting overtime. It also expresses loss of confidence in, and absence of respect for, the company and its management.

Yet the manager who misdirects subordinates in this way does not intend to do so. He genuinely considers human relations to be the most important task of his plant managers. But he talks about overtime because he feels that he has to establish himself with his men as a “practical man,” or because he thinks that he shows familiarity with their problems by talking “shop” with them, by expressing concern for their workload. He stresses the accounting-department forms only because they annoy him as much as they do his men—or he may just not want to have any more trouble with the controller than he can help. But to his subordinates these reasons are hidden; all they see and hear is the question about overtime, the emphasis on forms.

The solution to this problem requires a structure of management that focuses the eyes of managers and their bosses on what the job—rather than the boss—demands. To stress style and manner is likely, instead, to worsen the problem. Indeed, everyone familiar with organizations today has seen situations in which a manager’s attempt to avoid misdirection through changing his style has converted a fairly satisfactory relationship into a nightmare of embarrassment and misunderstanding. The manager himself becomes so self-conscious as to lose all easy relationship with his people. And his people, in turn, react with, “So help us, the old man has read a book; we used to know what he wanted of us, now we have to guess.”

Misdirection can result from a difference in concern between various levels of management. This problem, too, cannot be solved by attitudes and good intentions; for it is rooted in the structure of any enterprise. Nor can it be solved by “better communications,” for communications presuppose common language, and it is precisely that which is usually lacking.

It is no accident that the old story of the blind men meeting up with an elephant on the road is so popular among management people. Each level of management sees the same “elephant”—the business—from a different angle of vision. The supervisor in operations, like the blind man who felt the elephant’s leg and decided that a tree was in his way, tends to see only the immediate operations problems. Top management—the blind man touching the trunk and deciding a snake bars his way—tends to see only the enterprise as a whole. It sees shareholders, financial problems, altogether a host of highly abstract relations and figures. Operating management—the blind man feeling the elephant’s belly and thinking himself up against a landslide—tends to see things functionally.

Each level needs its particular vision; it could not do its job without it. Yet, these visions are so different that people on different levels talking about the same thing often do not realize it—or, as frequently happens, believe that they are talking about the same thing when in reality they are poles apart.

MISDIRECTION BY COMPENSATION

The most serious force for misdirection within the management group may be the pay structure. At the same time, it is the hardest one to remove. Somehow management people have to be paid, but every compensation system is liable to misdirect.

Compensation is cost to the enterprise and income to the recipient. It also always expresses status, both within the enterprise and in society. It entails judgments on the managers’ worth as much as on their performance. It is emotionally tied to all our ideas of fairness, justice, and equity. Money is, of course, quantitative. But the money in any compensation system expresses the most intangible, but also the most sensitive, values and qualities. For this reason, there can be no truly simple or truly rational compensation system.

Any compensation system determines a person’s place within the group. How one’s pay relates to the pay of others, and especially to the pay of one’s peers, is always more important than the absolute amount of the salary. Compensation must always try to balance recognition of the individual with stability and maintenance of the group. No attempt at a “scientific formula” for compensation can, therefore, be completely successful. The best possible compensation plan is of necessity a compromise among the various functions and meanings of compensation, for the individual as well as for the groups. Even the best plan will still misdirect, as well as direct and encourage the wrong as well as the right behavior.

Yet, there is hardly a more powerful signal for managers than compensation and compensation structure. Its importance to them goes far beyond the economic meaning of money. It conveys to them the values of their top management and their own worth within the management group. It expresses in clear and tangible form a manager’s position, rank, and recognition within the group. At today’s tax rates, a little more money means, as a rule, very little to senior managers. But the status symbol of a little more money and its emotional impact are incalculable.

The most damaging misdirection may result from those apparently eminently “fair” compensation systems that relate a manager’s pay directly to performance. Performance is often measured by return on investment during the current year. If we want to measure performance, there is no other way. Yet, if return on investment or current profits are overemphasized, the managers of a decentralized business will be misdirected toward slighting the future in favor of the present.

An able management team heading one of the major divisions of a chemical company failed for years to develop a badly needed new product. Year after year, they reported to their top management that the new product was not yet quite ready. Finally, when the division manager was asked bluntly why he was stalled on a project that was clearly vital to the success of his business, he answered, “Have you looked at our compensation plan? My management group and I are compensated primarily on the basis of return-on-investment. The new product is the future of this business. But for five or eight years there will be only investment and no return. I know we are three years late. But do you really expect me to unjustly penalize my closest associates by reducing their compensation?” This story had a happy ending. The compensation plan was changed—somewhat in line with the plan Du Pont has had for years with respect to new developments. Du Pont does not put the cost of a development into the investment base of a division or a subsidiary until the new product has been introduced on the market.

And within a year or two the new product was out and selling.

The preference should be for simple compensation systems rather than for complex ones. It should be for compensation systems that allow judgment to be used and that enable pay to be fitted to the job of the individual rather than imposing one formula on everybody. But I would be the last person to claim that a “fair,” let alone a “scientific,” system can be devised. All one can do, to repeat, is to watch lest the compensation system reward the wrong behavior, emphasize the wrong results, and direct people away from performance for the common good.

WHAT SHOULD THE OBJECTIVES BE?

Just as “eternal vigilance is the price of freedom,” constant effort is needed to prevent misdirection. The superior needs to understand what to expect of subordinate managers. The subordinates, in turn, need to be able to know what results they should hold themselves accountable for. Without special effort, superior or subordinate will not know and understand this, and their ideas will not be compatible, let alone identical.

Each manager, from the “big boss” down to the operations supervisor, needs clearly spelled-out objectives. Otherwise confusion can be guaranteed. These objectives should lay out what performance each managerial unit is supposed to achieve. They should lay out what contribution a manager and his or her unit are expected to make to help other units obtain their objectives. Finally, they should spell out what contribution the manager can expect from other units toward the attainment of these objectives. Right from the start, in other words, emphasis should be on teamwork and team results.



These objectives should always derive from the goals of the business enterprise. A statement of his own objectives based on those of the company and of the operations department should be demanded even of the first-line supervisor. The company may be so large as to make the distance between the individual operations supervisor and the company’s total output enormous. Yet the supervisor must focus on the objectives of the company and needs to define his or her results in terms of the unit’s contribution to the whole of which it is a part.

The objectives of every manager should spell out his or her contribution to attainment of company goals in all areas of the business. Obviously, not every manager has a direct contribution to make in every area. The contribution that marketing makes to productivity, for example, may be indirect and hard to define. But if a manager’s unit is not expected to contribute toward one of the areas that significantly affect prosperity and survival of the business, this fact should be clearly brought out. For managers must understand that business results depend on a balance of efforts and results in a number of areas. This is necessary both to give full scope to the craftsmanship of each function and specialty, and to prevent the empire-building and jealousy of the various functions and specialties. It is necessary also to avoid overemphasis on any one key area.

This is particularly important for service staffs and for highly specialized groups such as the people in information technology. They may not always be able to relate their work directly to organizational objectives and organizational results. But unless they try to, they are likely to direct their work away from organizational objectives and organizational results.

To obtain balanced efforts, the objectives of all managers on all levels and in all areas should also be keyed to both short-range and long-range considerations. And, of course, all objectives should always contain both the tangible business objectives and such “intangible” objectives as manager development, worker performance and attitude, and social responsibility. Anything else is shortsighted and impractical.

MANAGEMENT BY DRIVES

Proper management requires balanced emphasis on objectives, especially by top management. It avoids the all-too-common business malpractice—management by crisis and drives.

That things always revert to their original state three weeks after a drive is over, everybody knows and apparently expects. The only result of an economy drive is likely to be that messengers and typists get fired, and that six-figure executives are forced to do clerical work typing their own letters—and doing it badly. And yet many managements fail to draw the obvious conclusion that drives are, after all, not the way to get things done.

Over and above its ineffectiveness, management by drive misdirects. It puts all emphasis on one phase of the job to the detriment of all other aspects. “For four weeks we cut inventories,” one hardened veteran of management-by-crisis once summed it up. “Then we have four weeks of general cost-cutting, followed by four weeks of human relations. We just have time to push customer service and courtesy for a month. And then the inventory is back where it was when we started. We don’t even try to do our job. All top management talks about, thinks about, preaches about, is last week’s inventory figure or this week’s customer complaints. How we do the rest of the job, they don’t even want to know.”

In an organization that manages by drives, people either neglect their job to get on with the current drive or silently organize to sabotage the drive in order to get the work done. In either event, they become deaf to the cry of “wolf.” And when the real crisis comes, when all hands really should drop everything and pitch in, they treat it as just another case of management-created hysteria. Management-by-drive is a sure sign of confusion. It is an admission of incompetence. It is a sign that management does not think. Above all, it is a sign that the company does not know what to expect of its managers and that, not knowing how to direct them, it misdirects them.

HOW SHOULD OBJECTIVES BE SET AND BY WHOM?

The goals for the jobs of all managers must be defined by the contribution they have to make to the success of the larger unit of which they are a part. The objectives of the direct sales manager’s job should be defined by the contribution she and her district sales force have to make to the sales department; the objectives of the project engineer’s job, by the contribution he and his engineers and technologists make to the engineering department. The objectives of the general manager of a decentralized division should be defined by the contribution the division has to make to the objectives of the parent company.

Higher management must reserve the power to approve or disapprove these objectives. But their development is part of a manager’s responsibility; indeed, it is the manager’s first responsibility. It means, too, that every manager should responsibly participate in the development of the objectives of the higher unit of which he is a part. To “give a sense of participation” is not only not enough. It is the wrong thing. Being a manager means having responsibility. Precisely because his aims should reflect the objective needs of the business—rather than merely what the boss, or the manager himself, wants—he must be committed to the objectives with a positive act of assent. Managers must know and understand the ultimate business goals, what is expected of them and why, and what they will be measured against and how. There must be a meeting of minds within the entire management of each unit. This can be achieved only when all the contributing managers are required to think through what the unit objectives are and are led to participate actively and responsibly in the work of defining them. And only if lower managers participate in this way can the higher managers know what to expect of them and make exacting demands.

This is so important that some of the most effective managers I know go one step further. They have each of their subordinates write a manager’s letter twice a year. In this letter to the superior, managers first define the objectives of the superior’s job and of their own job, as they see them. They then set down the performance standards that they believe are being applied to them. Next, they list the things they must do to attain these goals and the things within their own units they consider the major obstacles. They list the things the superiors and the company do that help them and the things that hamper them. Finally, they outline what they propose to do during the next year to reach their goals. If their superiors accept this statement, the manager’s letter becomes the charter under which the manager operates.

This device, like no other I have seen, brings out how easily the unconsidered and casual remarks of even the best boss can confuse and misdirect. One large company has used the manager’s letter for ten years. Yet almost every letter still lists as objectives and standards things that baffle the superior to whom the letter is addressed. And whenever she asks, “What is this?” she gets this sort of answer, “Don’t you remember what you said last spring going down in the elevator with me?”

The manager’s letter also brings out whatever inconsistencies there are in the demands made on a person by his or her superior and by the company. Does the superior demand both speed and high quality when she can get only one or the other? And what compromise is needed in the interest of the company? Does the boss demand initiative and judgment of her people but also that they check back with her before they do anything? Does the superior ask for ideas and suggestions but never uses them or discusses them? Does the company expect of a small engineering force that it be available immediately whenever something goes wrong in the plant and yet bend all its efforts to the completion of new designs? Does it expect managers to maintain high standards of performance but forbid them to remove poor performers? Does it create the conditions under which people say, “I can get the work done as long as I can keep the boss from knowing what I am doing”?

As the manager’s letter illustrates, managing managers requires special efforts not only to establish common direction, but to eliminate misdirection. Mutual understanding can never be attained by “communications down,” can never be created by talking. It results only from “communications up.” It requires both the superior’s willingness to listen and a tool especially designed to make lower managers heard.



SELF-CONTROL THROUGH MEASUREMENTS

The greatest advantage of management by objectives is perhaps that it makes it possible for managers to control their own performance. Self-control means stronger motivation: a desire to do the best rather than do just enough to get by. It means higher performance goals and broader vision. Even if management by objectives were not necessary to give the enterprise the unity of direction and effort of a management team, it would be necessary to make possible management by self-control.

Indeed, one of the major values of management by objectives is that it enables us to substitute management by self-control for management by domination.

To control their own performance, managers need to know more than what their goals are. They must be able to measure their performance and results against the goal. Managers must have clear and common measurements in all key areas of an organization. These measurements need not be rigidly quantitative nor need they be exact. But they have to be clear, simple, and rational. They have to be reliable—at least to the point where their margin of error is acknowledged and understood. And they have to be self-explanatory, understandable without complicated interpretation or philosophical discussion.

All managers should have the information they need to measure their own performance, and they should receive it soon enough to make any changes necessary for the desired results. This information should go to the managers themselves, and to their superiors. It should be the means of self-control, not a tool of control from above.

This needs particular stress today, when the ability to obtain such information is growing rapidly as a result of technological progress in information gathering, analysis, and synthesis. In the past, information on important facts was either not obtainable at all or could only be assembled so late as to be of little use. This was not an unmixed curse. It made effective self-control difficult; but it also made domination of a manager from above difficult. In the absence of information with which to control him, the manager had to be allowed to work as he saw fit.

The new ability to assemble measuring information will make possible effective self-control. If used properly, it will lead to a tremendous advance in the effectiveness and performance of management. But if this ability is abused to impose control on managers from above, the new information technology will inflict incalculable harm by demoralizing management and by seriously lowering the effectiveness of managers.

SELF-CONTROL AND PERFORMANCE STANDARDS

Management by objectives and self-control asks for self-discipline. It forces the managers to make high demands on themselves. It is anything but permissive. It may well lead to demanding too much rather than too little. This has, indeed, been the main criticism leveled against the concept. (See chapter 7, especially the discussion of Abraham Maslow’s criticism of Theory Y.)

Management by objectives and self-control assumes that people want to be responsible, want to contribute, want to achieve. That is a bold assumption. Yet we know that people tend to act as they are expected to act.

A manager who starts out by assuming that people are weak, irresponsible, and lazy will get weakness, irresponsibility, and laziness. A manager who assumes strength, responsibility, and desire to contribute may experience a few disappointments. But the first task of managers is to make effective the strengths of people. And this they can do only if they start out with the assumption that people—and especially managers and professional contributors—want to achieve.

Above all, they must make this assumption with regard to the young educated people of today who will be tomorrow’s managers. These young people may not know exactly what they mean when they demand to be allowed to “make a contribution.” But their demand is the right one. They are right also that management, as it has been practiced so far, does not act on the assumption that the young educated people want to make a contribution. Such people need to be subjected—and to subject themselves—to the discipline and the demands of management by objectives and self-control.

A PHILOSOPHY OF MANAGEMENT

What the business enterprise needs is a principle of management that will give full scope to individual strength and responsibility, as well as common direction to vision and effort, one that will establish teamwork and harmonize the goals of the individual with the common good. Management by objectives and self-control makes the interest of the enterprise the aim of every manager. In place of control from outside, it substitutes the stricter, more exacting, and more effective control from inside. It motivates managers to action, not because somebody tells them to do something or talks them into doing it, but because the objective task demands it. They act not because somebody wants them to but because they themselves decide that they have to—they act, in other words, as free men and women.

I do not use the word “philosophy” lightly. Indeed, I prefer not to use it at all; it’s much too big a word. But management by objectives and self-control may properly be called a philosophy of management. It rests on a concept of the job of management. It rests on an analysis of the specific needs of the management group and of the obstacles it faces. It rests on a concept of human action, behavior, and motivation. Finally, it applies to every manager, whatever his or her level and function, and to any organization, whether large or small. It ensures performance by converting objective needs into personal goals. And this is genuine freedom.



SUMMARY

Each member of the enterprise contributes something different; but all must contribute toward a common goal, a common performance. Each should strive toward workmanship in his or her work. Yet professional excellence is a means toward a common objective. By its very nature, the organization tends to misdirect away from the common objective. Organizations therefore require management by objectives so as to integrate individual efforts into common performance. Managers’ objectives need to be set by themselves. And they should be used for self-control. Management by objectives and self-control can truly be called a philosophy of management for free men and women.
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From Middle Management to Information-Based Organizations



The typical large business of today has fewer than half the levels of management of its counterpart in 1988, and no more than a third the managers. In its structure, and in its management problems and concerns, it bears little resemblance to the typical manufacturing company circa 1950. Instead, it is far more likely to resemble organizations that neither the practicing manager nor the management scholar pays much attention to, in those respects, today: the hospital, the university, the symphony orchestra.

For like them, today’s typical business will increasingly be knowledge-based, an organization composed largely of specialists who direct and discipline their own performance through organized feedback from colleagues, customers, and headquarters. For this reason, it increasingly will be what I call an information-based organization.

Businesses, especially large ones, have little choice but to become information-based. Demographics, for one, demand the shift. The center of gravity in employment is moving fast, from manual and clerical workers, to knowledge workers who resist the command-and-control model that business took from the military over one hundred years ago. Economics also dictates change, especially the need for large businesses to innovate and to be entrepreneurial. But above all, information technology demands the shift.

INFORMATION TECHNOLOGY

Advanced information technology isn’t necessary to create an information-based organization, of course. As we shall see, the British built just such an organization in India when “information technology” meant the quill pen and barefoot runners were the “telecommunications” system. But as advanced technology becomes more and more prevalent, we have to engage in analysis and diagnosis—that is, in “information”—even more intensively, or risk being swamped by the data we generate.

As soon as a company takes the first tentative steps from data to information, its decision processes, management structure, and even the way its work gets done begin to be transformed. In fact, this has been happening, quite fast, in a number of organizations throughout the world.

We can readily see the first step in this transformation process when we consider the impact of information technology on capital-investment decisions. We have known for a long time that there is no one right way to analyze a proposed capital investment. To understand it, we need at least six analyses: the expected rate of return; the payout period and the investment’s expected productive life; the discounted present value of all net returns through the productive lifetime of the investment; the risk in not making the investment or deferring it; the cost and risk in case of failure; and finally, the opportunity cost. Every managerial accounting student is taught these concepts. But before the computer advances in information-processing capacity, the actual analyses would have taken man-weeks of clerical toil to complete. Now anyone with spreadsheet software should be able to do them in a few hours.

The availability of this information transforms the capital-investment analysis from opinion into diagnosis, that is, into the rational weighing of alternative assumptions. Then the information transforms the capital-investment decision from an opportunistic, financial decision governed by the numbers into a business decision based on the probability of alternative strategic assumptions. So the decision both presupposes a business strategy and challenges that strategy and its assumptions. What was once a budget exercise becomes an analysis of policy.

The second area that is affected when a company focuses its advanced technology on producing information is its organization structure. Almost immediately, it becomes clear that both the number of management levels and the number of managers can be sharply cut. The reason is straightforward: it turns out that whole layers of management neither make decisions nor lead. Instead, their main, if not their only, function is to serve as “relays”—human boosters for the faint, unfocused signals that pass for communication in the traditional preinformation organization.

One of America’s largest defense contractors made this discovery when it asked what information its top corporate and operating managers needed to do their jobs. Where did it come from? What form was it in? How did it flow? The search for answers soon revealed that whole layers of management—perhaps as many as six out of a total of fourteen—existed only because these questions had not been asked before. The company had data galore. But it had always used its copious data for control rather than for information.



FROM DATA TO INFORMATION

Information is data endowed with relevance and purpose. Converting data into information thus requires knowledge. And knowledge, by definition, is specialized. (In fact, truly knowledgeable people tend toward overspecialization, whatever their field, precisely because there is always so much more to know.)

The information-based organization requires far more specialists overall than the command-and-control company. Moreover, the specialists are found in operations, not at corporate headquarters. Indeed, the operating organization tends to become an organization of specialists of all kinds.

Information-based organizations need central operating work such as legal counsel, public relations, and labor relations as much as ever. But the need for service staffs—that is, for people without operating responsibilities who only advise, counsel, or coordinate—shrinks drastically. In its central management, the information-based organization needs few, if any, specialists.

Because of its flatter structure, the large, information-based organization more closely resembles the businesses of a century ago than today’s big companies. Back then, however, all the knowledge, such as it was, lay with the very top people. The rest were helpers or hands, who mostly did the same work and did as they were told. In the information-based organization, the knowledge is primarily at the bottom, in the minds of the specialists, who do different work and direct themselves. An organization phase in which knowledge tends to be concentrated in service staffs, is an attempt to infuse knowledge from the top rather than obtain information from below.

Finally, a good deal of work is done differently in the information-based organization. Traditional departments serve as guardians of standards, as centers for training and the assignment of specialists; they aren’t where the work gets done. That happens largely in task-focused teams.

This change is well under way in what used to be the most clearly defined of all departments—research. In pharmaceuticals, in telecommunications, in papermaking, the traditional sequence of research, development, manufacturing, and marketing is being replaced by synchrony: specialists from all these functions work together as a team, from the inception of research to a product’s establishment in the market.

The need for a task force, its assignment, its composition, and its leadership will have to be decided on case by case. So the organization that is being developed goes beyond the matrix. One thing is clear, though: it requires greater self-discipline and even greater emphasis on individual responsibility for relationships and for communications than does the matrix organization where functional managers supply personnel to projects for specific tasks.

To say that information technology is transforming business enterprises is simple. What this transformation requires of companies and top managements is much harder to decipher. That is why I find it helpful to look for clues in other kinds of information-based organizations, such as the hospital, the symphony orchestra, and the British administration in India.

A fair-sized hospital of about four hundred beds will have a staff of several hundred physicians and twelve-hundred to fifteen-hundred paramedics divided among some sixty medical and paramedical specialties. Each specialty has its own knowledge, its own training, its own language. In each specialty, especially the paramedical ones like the clinical lab and physical therapy, there is a head person who is a working specialist rather than a full-time manager. The head of each specialty reports directly to the top, and there is little middle management. A good deal of the work is done in ad hoc teams as required by an individual patient’s diagnosis and treatment.

A large symphony orchestra is even more instructive, since for some works there may be a few hundred musicians on stage playing together. According to traditional organization theory then, there should be several group vice president conductors and perhaps a half-dozen division VP conductors. But that’s not how it works. There is only the conductor—CEO—and every one of the musicians plays directly to that person without an intermediary. And each is a high-grade specialist, indeed an artist.

But the best example of a large and successful information-based organization and one without any middle management at all, is the British civil administration in India.*

The British ran the Indian subcontinent for two hundred years, from the middle of the eighteenth century through World War II, without making any fundamental changes in organization structure or administrative policy. The Indian civil service never had more than one thousand members to administer the vast and densely populated subcontinent—a tiny fraction (at most 1 percent) of the legions of Confucian mandarins and palace eunuchs employed next door to administer a not-much-more populous China. Most of the Britishers were quite young; a thirty-year-old was a survivor, especially in the early years. Most lived alone in isolated outposts with the nearest countryman a day or two of travel away, and for the first hundred years there was no telegraph or railroad.

The organization structure was totally flat. Each district officer reported directly to the “COO,” the provincial political secretary. And since there were nine provinces, each political secretary had at least one hundred people reporting directly to him, many times what the “doctrine of the span of control” would allow. Nevertheless, the system worked remarkably well, in large part because it was designed to ensure that each of its members had the information he needed to do his job.

Each month the district officer spent a whole day writing a full report to the political secretary in the provincial capital. He discussed each of his principal tasks—there were only four, each clearly delineated. He put down in detail what he had expected would happen with respect to each of them, what actually did happen, and why, if there was a discrepancy, the two differed. Then he wrote down what he expected would happen in the ensuing month with respect to each key task and what he was going to do about it, asked questions about policy, and commented on long-term opportunities, threats, and needs. In turn, the political secretary “minuted” every one of those reports—that is, he wrote back a full comment.

On the basis of these examples, what can we say about the requirements of the information-based organization? And what are its management problems? Let’s look first at the requirements. Several hundred musicians and their CEO, the conductor, can play together because they all have the same score. It tells both flutist and timpanist what to play and when. And it tells the conductor what to expect from each and when. Similarly, all the specialists in the hospital share a common mission: the care and cure of the sick. The diagnosis is their “score”; it dictates specific action for the X-ray lab, the dietitian, the physical therapist, and the rest of the medical team.

Information-based organizations, in other words, require clear, simple, common objectives that translate into particular actions. At the same time, however, as these examples indicate, information-based organizations also need to concentrate on one objective or, at most, on a few.

Because the “players” in an information-based organization are specialists, they cannot be told how to do their work. There are probably few orchestra conductors who could coax even one note out of a French horn, let alone show the horn player how to do it. But the conductor can focus the horn player’s skill and knowledge on the musicians’ joint performance. And this focus is what the leaders of an information-based organization must be able to achieve.

Yet a business has no “score” to play by except the score it writes as it plays. And whereas neither a first-rate performance of a symphony nor a miserable one will change what the composer wrote, the performance of a business continually creates new and different scores against which its performance is assessed. So an information-based business must be structured around goals that clearly state management’s performance expectations, for the enterprise and for each part and specialist, and around organized feedback that compares results with these performance expectations, so that every member can exercise self-control.

The other requirement of an information-based organization is that everyone take information responsibility. The bassoonist in the orchestra does so every time she plays a note. Doctors and paramedics work with an elaborate system of reports and an information center, the nurse’s station on the patient’s floor. The district officer in India acted on this responsibility every time he filed a report.

The key to such a system is that everyone asks, “Who in this organization depends on me for what information? And on whom, in turn, do I depend?” Each person’s list will always include superiors and subordinates. But the most important names on it will be those of colleagues, people with whom one’s primary relationship is coordination. The relationship of the internist, the surgeon, and the anesthesiologist is one example. But the relationship of a biochemist, a pharmacologist, the medical director in charge of clinical testing, and a marketing specialist in a pharmaceutical company is no different. It, too, requires each party to take the fullest information responsibility.

Information responsibility to others is increasingly understood, especially in middle-sized companies. But information responsibility to oneself is still largely neglected. That is, everyone in an organization should be constantly thinking through what information he or she needs to do the job and to make a contribution.

This may well be the most radical break with the way even the most highly computerized businesses are still being run today. There, either people assume the more data, the more information—a perfectly valid assumption when data were scarce, but which leads to data overload and information blackout now that data are plentiful—or they believe that the information specialists know what data executives and professionals need in order to have information. But information specialists are toolmakers. They can tell us what tool to use to hammer upholstery nails into a chair. We need to decide whether we should be upholstering a chair at all.

Executives and professional specialists need to think through what information is for them, what data they need: first, to know what they are doing; then, to be able to decide what they should be doing; and finally, to appraise how well they are doing. Until this happens, departments of information technology are likely to remain cost centers rather than become the result centers they could be.

Most large businesses have little in common with the examples we have been looking at. Yet to remain competitive—maybe even to survive—they will have to convert themselves into information-based organizations, and quickly. They will have to change old habits and acquire new ones. And the more successful a company has been, the more difficult and painful this process is apt to be. It will threaten the jobs, status, and opportunities of a good many people in the organization, especially the long-serving, middle-aged people in middle management, who tend to be the least mobile and to feel most secure in their work, their positions, their relationships, and their behavior.



The information-based organization also poses its own special management problems. I see as particularly critical:




       1. Developing rewards, recognition, and career opportunities for specialists


       2. Creating unified vision in an organization of specialists


       3. Devising the management structure for an organization of task forces


       4. Ensuring the supply, preparation, and testing of top management people




Bassoonists presumably neither want nor expect to be anything but bassoonists. Their career opportunities consist of moving from second bassoon to first bassoon and perhaps of moving from a second-rank orchestra to a better, more prestigious one. Similarly, many medical technologists neither expect nor want to be anything but medical technologists. Their career opportunities consist of a fairly good chance of moving up to senior technician and a very slim chance of becoming lab director. For those who make it to lab director, about one out of every twenty-five or thirty technicians, there is also the opportunity to move to a bigger, richer hospital. The district officer in India had practically no chance for professional growth except possibly to be relocated, after a three-year stint, to a bigger district.

Career opportunities for specialists in an information-based business organization should be more plentiful than they are in an orchestra or hospital, let alone in the Indian civil service. But as in these organizations, they will primarily be opportunities for advancement within the specialty, and for limited advancement, at that. Advancement into “management” will be the exception, for the simple reason that there will be far fewer middle-management positions to move into. This contrasts sharply with the traditional organization, where, except in the research lab, the main line of advancement in rank is out of the specialty and into general management.

In the 1950s, General Electric tackled this problem by creating “parallel opportunities” for “individual professional contributors.” Many companies have followed this example. But professional specialists have largely rejected it as a solution. To them and to their management colleagues, the only meaningful opportunities are promotions into management. And the prevailing compensation structure in practically all businesses reinforces this attitude, because it is heavily biased toward managerial positions and titles.

There are no easy answers to this problem. Some help comes from looking at large law and consulting firms, where even the most senior partners tend to be specialists and associates who will not make partner are outplaced fairly early on. But whatever scheme is eventually developed, it will work only if the values and compensation structure of business are drastically changed.



The second challenge that management faces is giving its organization of specialists a common vision, a view of the whole.

In the Indian civil service, the district officer was expected to see the “whole” of his district. But to enable him to concentrate on it, the government services that arose one after the other in the nineteenth century (forestry, irrigation, the archaeological survey, public health and sanitation, roads) were organized outside the administrative structure and had virtually no contact with the district officer. This meant that the district officer became increasingly isolated from the activities that often had the greatest impact on—and the greatest importance for—his district. In the end, only the provincial government or the central government in Delhi had a view of the “whole,” and it was an increasingly abstract one, at that.

A business simply cannot function this way. It needs the view of the whole and the focus on the whole to be shared among a great many of its professional specialists, certainly among the senior ones. And yet it will have to accept, indeed will have to foster, the individual pride and professionalism of its specialists—if only because, in the absence of opportunities to move into middle management, their motivation must come from that pride and professionalism.

One way to foster professionalism, of course, is through assignments to task forces. And the information-based business will use more and more smaller self-governing units, assigning them tasks tidy enough for “a good man to get his arms around,” as the old phrase has it. But to what extent should information-based businesses rotate performing specialists out of their specialties and into new ones? And to what extent will top management have to accept as its top priority making and maintaining a common vision across professional specialties?

Heavy reliance on task-force teams assuages one problem. But it aggravates another: the management structure of the information-based organization. Who will the business’s managers be? Will they be task-force leaders? Or will there be a two-headed monster—a specialist structure, comparable, perhaps, to the way attending physicians function in a hospital, and an administrative structure of task-force leaders?

The decisions we face on the role and function of the task-force leaders are risky and controversial. Is theirs a permanent assignment, analogous to the job of the supervisory nurse in the hospital? Or is it a function that changes as the task does? Is it an assignment or a position? Does it carry any rank at all? And if it does, will the task-force leaders become, in time, what the product managers have been at Procter & Gamble: the basic units of management and the company’s field officers? Might the task-force leaders eventually replace department heads and vice presidents?

Evidence of every one of these developments exists, but there is neither a clear trend nor much understanding as to what each entails. Yet, each would give rise to a different organizational structure from those we are familiar with.



Finally, the toughest problem will be to ensure the supply, preparation, and testing of top management people. This is, of course, an old and central dilemma as well as a major reason for the general acceptance of decentralization in large businesses in the last sixty years. But many existing business organizations have a great many middle management positions that are supposed to prepare and test a person. As a result, there usually are a good many people to choose from when filling a senior management slot. With the number of middle management positions sharply cut, where will the information-based organization’s top executives come from? What will be their preparation? How will they have been tested?

Decentralization into autonomous units will surely be even more critical than it is now. Perhaps we will even copy the German Gruppe, in which the decentralized units are set up as separate companies with their own top managements. The Germans use this model precisely because of their tradition of promoting people in their specialties, especially in research and engineering; if they did not have available commands in near-independent subsidiaries to put people in, they would have little opportunity to train and test their most promising professionals. These subsidiaries are thus somewhat like the farm teams of a major-league baseball club.

We may also find that more and more top management jobs in big companies are filled by hiring people away from smaller companies. This is the way that major orchestras get their conductors—a young conductor earns his or her spurs in a small orchestra or opera house, only to be hired away by a larger one. And the heads of a good many large hospitals have had similar careers.

Can business follow the example of the orchestra and hospital, where top management has become a separate career? Conductors and hospital administrators come out of courses in conducting or schools of hospital administration respectively. We see something of this sort in France, where large companies are often run by men who have spent their entire previous careers in government service. But in most countries this would be unacceptable to the organization (only France has the mystique of the Grandes Écoles). And even in France, businesses, especially large ones, are becoming too demanding to be run by people without firsthand experience and a proven success record.

Thus the entire top-management process—preparation, testing, succession—will become even more problematic than it already is. There will be a growing need for experienced businesspeople to go back to school. And business schools will surely need to work out what successful professional specialists must know to prepare themselves for high-level positions as business executives and business leaders.

Since modern business enterprise first arose, after the Civil War in the United States and the Franco-Prussian War in Europe, there have been two major evolutions in the concept and structure of organizations. The first took place in the ten years between 1895 and 1905. It distinguished management from ownership and established management as work and task in its own right. This happened first in Germany, when Georg Siemens—the founder and head of Germany’s premier bank, Deutsche Bank—saved the electrical apparatus company his cousin Werner had founded, after Werner’s sons and heirs had mismanaged it into near collapse. By threatening to cut off the bank’s loans, he forced his cousins to turn the company’s management over to professionals. A little later, J. P. Morgan, Andrew Carnegie, and John D. Rockefeller, Sr., followed suit in their massive restructurings of U.S. railroads and industries.

The second evolutionary change took place twenty years later. The development of what we see as the modern corporation began with Pierre S. du Pont’s restructuring of his family company in the early 1920s and continued with Alfred P. Sloan’s redesign of General Motors a few years later. This introduced the command-and-control organization of today, with its emphasis on decentralization, central service staffs, personnel management, the whole apparatus of budgets and controls, and the important distinction between policy and operations. This stage culminated in the massive reorganization of General Electric in the early 1950s, an action that perfected the model most big businesses around the world (including Japanese organizations) later followed.*

Now we are in a third period of change: the shift from the command-and-control organization, the organization of departments and divisions, to the information-based organization, the organization of knowledge specialists. We can perceive, though still somewhat dimly, what this organization will look like. We can identify some of its main characteristics and requirements. We can point to central problems of values, structure, and behavior. But the job of actually building the information-based organization is still ahead of us—it is the managerial challenge of the future.

SUMMARY

There have been three distinct phases in the evolution of the structure and information systems in business organizations. The first was the separation of ownership from the day-to-day management of the firm. The second was the development of the command-and-control structure and system. We have now entered the third phase, which may be called the information-based organization. It is an organization of knowledge specialists with many fewer managerial layers.



Using examples from the modern complex hospital and the symphony orchestra, it is possible to determine the requirements for successful operation of an information-based organization. First, there should be agreement on the overall mission (or score) and the mission should be widely shared throughout the organization. Second, for the information-based organization to function properly, everyone in it must take responsibility for the information the specialist owes to others and the information the specialist requires from others. Third, alternative compensation and career paths must be developed within the specialties, since the opportunities to move into management are becoming more limited. Finally, there will be the need for an organization to train and develop its top management. Examples of how this might be done are present in hospitals and in consulting and law firms.
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The Spirit of Performance



The purpose of an organization is to enable ordinary human beings to do extraordinary things. It is a means to make strengths productive and weaknesses irrelevant.

No organization can depend on genius; the supply is always scarce and unreliable. It is the test of an organization to make ordinary people perform better than they seem capable of, to bring out whatever strength there is in its members, and to use each person’s strength to help all the other members perform. It is the task of organization at the same time to neutralize the individual weaknesses of its members. The test of an organization is the spirit of performance.

The spirit of performance requires that there be full scope for individual excellence. The focus must be on the strengths—on what people can do rather than on what they cannot do.

“Morale” in an organization does not mean that “people get along together.” The test is performance. Human relations that are not grounded in the satisfaction of good performance in work are actually poor human relations. There is no greater indictment of an organization than that the strength and ability of the outstanding individual threatens the group and that his or her performance becomes a source of difficulty, frustration, and discouragement for the others.

“Spirit of performance” in a human organization means that its energy output is larger than the sum of the efforts put in. It means the creation of energy. This cannot be accomplished by mechanical means. A machine cannot deliver more energy than is put into it. To get out more than is being put in is possible only in the moral sphere.

By morality I do not mean preachments. Morality, to have any meaning at all, must be a principle of action. It must not be speeches, sermons, or good intentions. It must be practices. Specifically:




       1. The focus of the organization must be on performance. The first requirement of the spirit of performance is high performance standards, for the group as well as for each individual. The organization must cultivate in itself the habit of achievement.



       2. The focus of the organization must be on opportunities rather than on problems.


       3. The decisions that affect people—their placement and their pay, promotion, demotion, and severance—must express the values and beliefs of the organization. They are the true controls of an organization (see chapter 31, page 329).


       4. Finally, in its people decisions, management must demonstrate that it realizes that integrity is one absolute requirement of managers, the one quality that they must bring with them and cannot be expected to acquire later on.




THE DANGER OF SAFE MEDIOCRITY

The constant temptation of every organization is safe mediocrity. The first requirement of organizational health is a high demand on performance. Indeed, one of the major reasons for demanding that management be by objectives and that it focus on the objective requirements of the task is the need to have managers set high standards of performance for themselves.

This requires that performance be understood properly. Performance is not hitting the bull’s-eye with every shot—that is a circus act that can be maintained only over a few minutes. Performance is rather the consistent ability to produce results over prolonged periods of time and in a variety of assignments. A performance record must include mistakes. It must include failures. It must reveal a person’s limitations as well as strengths.

And there are as many different kinds of performance as there are different human beings. One person will consistently do well, rarely falling far below a respectable standard, but also rarely excel through brilliance or virtuosity. Another will perform only adequately under normal circumstances but will rise to the demands of a crisis or a major challenge and then perform like a true “star.” Both are “performers.” Both need to be recognized. But their performances will look quite different.

The one person to distrust, however, is the person who never makes a mistake, never commits a blunder, and never fails in what he tries to do. Either he is a phony, or he stays with the safe, the tried, and the trivial.

A management that does not define performance as a balance of success and failure over a period of time is a management that mistakes conformity for achievement, and absence of weaknesses for strengths. It is a management that discourages its organization. The better a person is, the more mistakes she will make—for the more new things she will try.

The person who consistently renders poor or mediocre performance should be removed from the job for his or her own good. People who find themselves in a job that exceeds their capacities are frustrated, harassed, anxiety-ridden people. One does not do people a service by leaving them in a job they are not equal to. Not to face up to failure in a job is cowardice rather than compassion.

One also owes it to the manager’s subordinates not to tolerate poor performance in their boss. They have a right to be managed with competence, dedication, and achievement. Subordinates have a right to a boss who performs, for otherwise they themselves cannot perform.

One owes it, finally, to all the people in the organization not to put up with a manager who fails to perform. The entire organization is diminished by the manager or career professional who performs poorly or not at all. It is enriched by the one who performs superbly.

At first sight the Japanese seem to violate this rule. For few, if any, people are ever fired for nonperformance in the Japanese organization. Actually, the Japanese organization may be as demanding and even as competitive as any in the West. The poor or mediocre performer is not fired. He is quickly sidetracked and assigned to activities that are, in effect, “made work.” And both he and the organization know it. Moreover, while everyone advances in pay and title according to seniority, there is a day of reckoning at or around age forty-five, when the very few who will become top management are chosen over the many others who will, ten years later, retire as section managers or department directors.

The only thing that is proven by a person’s not performing in a given assignment is that management has made a mistake in giving him or her that assignment. It is a mistake that managers cannot avoid, no matter how carefully they work on the placement of people. “Failure” in such a case may mean only that a first-rate career knowledge professional has been miscast as a manager. It may mean that someone excellent at running an existing operation has been miscast as an innovator and entrepreneur. Or it may mean the opposite: that a person whose strength lies in doing new and different things has been miscast to head a continuing, well-established, and highly routinized operation.

Failure to perform on the part of an individual who has a record of proven performance is a signal to think hard about the person and the job. And sometimes, of course (see the discussion of the “widow-maker” job in chapter 23), it is the job rather than the person that is at fault.

George C. Marshall, chief of staff of the U.S. Army in World War II, was an uncompromising and exacting boss who refused to tolerate mediocrity, let alone failure. “I have a duty to the soldiers, their parents, and the country, to remove immediately any commander who does not satisfy the highest performance demands,” Marshall said again and again. But he always asserted, “It was my mistake to have put this or that man in a command that was not the right command for him. It is therefore my job to think through where he belongs.” Many of the men who emerged in World War II as highly successful commanders in the U.S. Army were once in the course of their careers removed by Marshall from an early assignment. But then Marshall thought through the mistake he had made—and tried to figure out where that man belonged. And this explains, in large measure, why the American army, which had gone into World War II without a single one of its future general officers yet in a command position, produced an outstanding group of leaders in a few short years.

“CONSCIENCE” DECISIONS

The toughest cases, but also the most important ones, are those of people who have given long and loyal service to the company but who have outlived their capacity to contribute.

There is, for instance, the bookkeeper who started when the company was in its infancy and grew with it until, at age fifty or so, she finds herself controller of a large company and totally out of her depth. The woman has not changed—the demands of the job have. She has given faithful service. And where loyalty has been received, loyalty is due. But still, she must not be allowed to remain as controller. Not only does her inability to perform endanger the company, her inadequacy demoralizes the entire management group and discredits management altogether.

What can be done with such a person? Many executives would “kick her upstairs.” Yet this only buys trouble if you put a person into a bigger job for which she is even less competent. So she must be removed, but thirty years of service creates its obligations. So one must both get her out and treat her right. A creative solution is required. One option is to identify whatever strengths she has and either find a position in which she can be effective or provide substantial assistance to her to start a new career in another organization.

Such cases—fortunately they are not too numerous—challenge the conscience of an organization. To keep the controller in her job would be a betrayal of the enterprise and of all its people. But to fire a person who has given thirty years of faithful service is also betraying a trust. And to say, “We should have taken care of this twenty-five years ago,” while true, is not much help.

The decision in such cases must be objective, that is, focused on the good of the company: the person must be removed from the job. Yet the decision is also a human decision that requires utmost consideration, true compassion, and an acceptance of obligations. That Henry Ford II could revive the moribund Ford Motor Company after World War II was in large measure the result of his understanding the crucial importance of these “conscience cases.”

At that time, none of the nine management people in one key division were found to be competent to take on the new jobs created in the course of reorganization. Not one was appointed to these new jobs. Yet, for these nine men, jobs as technicians and experts were found within the organization. It would have been easy to fire them. Their incompetence as managers was undisputed. But they had also served loyally through very trying years. Henry Ford II took the line that no one should be allowed to hold a job without giving superior performance, but he also held that no one should be penalized for the mistakes of the previous management. The company owed its rapid revival largely to the strict observance of this rule.

The frequent excuse in a conscience case, “We can’t move him; he has been here too long to be fired,” is bad logic and rarely more than a weak-kneed alibi. It harms the performance of management people, their spirit, and their respect for the company.

But to fire such a manager is equally bad. It violates the organization’s sense of justice and decency. It shakes its faith in the integrity of management. “There, but for the grace of God, go I” is what everybody will say—even though they would be quick to criticize if management left an incompetent in a position of importance. What is done with such a person will largely determine whether you have an organization or not.

A management that is concerned with the spirit of the organization therefore takes these cases exceedingly seriously. They are not too common, as a rule—or at least they should not be. But they have an impact on the spirit of the organization way beyond their numbers. How they are handled tells the organization both whether management takes itself and its job seriously, and whether it takes the human being seriously.

FOCUS ON OPPORTUNITY

An organization will have a high spirit of performance if it is consistently directed toward opportunity rather than toward problems. It will have the thrill of excitement, the sense of challenge, and the satisfaction of achievement if its energies are put where the results are, and that means on the opportunities.

Of course, problems cannot be neglected. But the problem-focused organization is an organization on the defensive. It is an organization that feels that it has performed well if things do not get worse.

A management that wants to create and maintain the spirit of achievement therefore stresses opportunity. But it will also demand that opportunities be converted into results.

A management that wants to make its organization focus on opportunity demands that opportunity be given pride of place in the objectives and goals of each manager and career professional. “What are the opportunities that, if realized, will have the greatest impact on performance and results of the company and of my unit?” should be the first topic to which managers and knowledge professionals address themselves in their performance and work plan.

Every product, for example, should be looked at about once a year or so to make sure the organization doesn’t put its efforts and resources where there are no results. And there are at least six classes into which products fall:




       1. Yesterday’s breadwinners. These are the products we all love because we grew up with them. And now they are over the hump and going down fast, and all we can do by defending them is allow them to die a little more slowly. They ought to be deprived of all resources fast.


       2. Today’s breadwinners. These products are at or near their peaks, and now the job is to make sure we don’t put more resources into them.


       3. Tomorrow’s breadwinners. This is where people should go and where promotion, sales, and technical efforts should go.


       4. Specialties. These specialties can be numerous. Here the test is, Do we get paid well for them? Or are they defended by the sales manager on grounds that “we have to have them to have a full product line” and the controller says, “We have to have them because they absorb overhead”?


       5. The sleeper product. This is the product that is doing so much better than anybody ever expected, but nobody pays attention to it; this is the product to run with.


       6. The investment in managerial ego. The product that everybody loves; the product that everybody knows is the best quality; the product everybody knows is going to set the world on fire next year, but next year never comes. That is the product that bleeds a company to death, and yet it is the most difficult thing to face up to and get rid of, because everybody has got such an emotional investment in it




One has got to face up to a very simple, very brutal, very harsh rule—one starves the problems and one feeds the opportunities. And above all, one puts the resources into tomorrow, where the results are, and not into yesterday, where the memories are.

“PEOPLE” DECISIONS—THE CONTROL OF AN ORGANIZATION

An organization that wants to build a high spirit of performance recognizes that “people” decisions—on placement and pay, on promotion, demotion, and firing—are the true “control” of an organization. They, far more than the accountant’s figures and reports, model and mold behavior. For the people decisions signal to every member of the organization what it is that management really wants, really values, really rewards.

The company that preaches, “Our first-line supervisors are expected to practice human relations” but that always promotes the supervisor who gets paperwork in on time, neatly done, will not get “human relations.” Even the dumbest supervisor will learn very soon that what the company really wants is neat paperwork.

Indeed, an organization tends to overreact to the people decisions of management. What to top management may look like an innocuous compromise to remove an obstacle or to solve a political impasse may well be a clear signal to the organization that management wants one kind of behavior while preaching another.

Placement and promotion are the most crucial people decisions. They, above all, require careful thinking and clear policy and procedures with high standards of fairness and equity. They should never be made on the basis of opinions or on a person’s potential. They should always be based on a factual record of performance against explicit goals and objectives.

But the best placement and promotion procedures do not by themselves ensure that these crucial decisions strengthen the spirit of the organization rather than impair it. For this, top management must build itself into the promotion process. Above all, it must make sure that it participates in the key decisions on promotion, the decisions that spell out to the organization what management’s values and beliefs really are and at the same time determine—often irrevocably—the top management of tomorrow.

All top managements take an active role in the decisions on promotion to the jobs directly below or in the top-management group: promotion into the position of general manager of major divisions or into the position as the head of major functional areas, such as operations or marketing. But few top managements, especially in larger businesses, take much interest in the promotion decisions just below the top group, that is, into such jobs as head of market research, operations manager, or even marketing manager of a division. They leave these decisions to the top people in the respective functions or divisions. Yet these upper-middle-management jobs are truly the management to the organization. People further down, and especially the younger managers and career professionals, know very well that their own careers depend on these upper-middle people rather than on the big boss. And it is the decision on filling these upper-middle spots that, in effect, determines who, a few years hence, will be eligible for a top-management assignment.

Above all, these promotional decisions have great symbolic value. They are highly visible and signal to the entire organization, “This is what this company wants, rewards, and recognizes.” For this reason, old and experienced organizations, such as the U.S. Army and the Catholic Church, focus their main concern on upper-middle-management promotions—in the army, on promotion to the rank of colonel, and in the Catholic Church, on selecting an auxiliary bishop.

INTEGRITY, THE TOUCHSTONE

The final proof of the sincerity and seriousness of an organization’s management is uncompromising emphasis on integrity of character. This, above all, has to be symbolized in management’s people decisions. For it is through character that leadership is exercised; it is character that sets the example and is imitated. Character is not something managers can acquire; if they do not bring it to the job, they will never have it. It is not something one can fool people about. A person’s coworkers, especially the subordinates, know in a few weeks whether he or she has integrity or not. They may forgive a great deal: incompetence, ignorance, insecurity, or bad manners. But they will not forgive a lack of integrity. Nor will they forgive higher management for choosing such a person.

Integrity may be difficult to define, but what constitutes lack of integrity of such seriousness as to disqualify a person for a managerial position is not. Someone whose vision focuses on people’s weaknesses rather than on their strengths should never be appointed to a managerial position. The manager who always knows exactly what people cannot do, but never sees anything they can do, will undermine the spirit of the organization. A manager should, of course, have a clear grasp of the limitations of subordinates, but should see these as limitations on what they can do, and as challenges to them to do better. A manager should be a realist; and no one is less realistic than the cynic.

A person should not be appointed if he or she is more interested in the question, “Who is right?” than in the question, “What is right?” To put personality above the requirements of the work is corruption and corrupts. To ask, “Who is right?” encourages one’s subordinates to play it safe, if not to play politics.

Management should not appoint anyone who considers intelligence more important than integrity. This is immaturity—and usually incurable. It should never promote a person who has shown that he or she is afraid of strong subordinates. This is weakness. It should never put into a management job a person who does not set high standards for his own work. For that breeds contempt for the work and for management’s competence.

A man might himself know too little, perform poorly, lack judgment and ability, and yet not do too much damage as a manager. But if he lacks in character and integrity—no matter how knowledgeable, how brilliant, how successful—he destroys. He destroys people, the most valuable resource of the enterprise. He destroys spirit. And he destroys performance.



This is particularly true of the people at the head of an enterprise. For the spirit of an organization is created from the top. If an organization is great in spirit, it is because the spirit of its top people is great. If it decays, it does so because the top rots; as the proverb has it, “Fish rot from the head down.” No one should ever be appointed to a senior position unless top management is willing to have his or her character serve as the model for subordinates.

LEADERSHIP AND THE SPIRIT OF PERFORMANCE

This chapter has to this point talked of “practices.” It has not talked of leadership. This was intentional. There is no substitute for leadership. But management cannot create leaders. It can only create the conditions under which potential leadership qualities become effective—or it can stifle potential leadership. The supply of leadership is much too uncertain for it to be depended on to create the spirit that the enterprise needs to be productive and to hold together.

Practices, though seemingly humdrum, can always be practiced, whatever a person’s aptitudes, personality, or attitudes. Practices require no genius—only application. They are things to do rather than to talk about.

And the right practices should go a long way toward bringing out whatever potential for leadership there is in the management group. They should also lay the foundation for the right kind of leadership. For leadership is not magnetic personality—that can just as well be a glib tongue. It is not “making friends and influencing people”—that is flattery.

Leadership is lifting a person’s vision to higher sights, the raising of a person’s performance to a higher standard, the building of a personality beyond its normal limitations. Nothing better prepares the ground for such leadership than a spirit of management that confirms in the day-to-day practices of the organization strict principles of conduct and responsibility, high standards of performance, and respect for individuals and their work.

Yet, “leadership qualities” are all the rage just now!

LEADERSHIP “QUALITIES”?

“We’d want you to run a seminar for us on how one acquires charisma,” the human-resources VP of a big bank said to me on the telephone—in dead earnest. Books, articles, and conferences on leadership and on the “qualities” of the leader abound. Every CEO, it seems, has to be made to look like a dashing Confederate cavalry general or a boardroom Elvis Presley.

Leadership, as we have just described, is something different from what is now touted under this label. It has little to do with “leadership qualities” and even less to do with “charisma.” It is mundane, unromantic, and boring. Its essence is performance.



In the first place, leadership is not by itself good or desirable. Leadership is a means. Leadership to what end is, thus, the crucial question. History knows no more charismatic leaders than the twentieth century’s triad of Stalin, Hitler, and Mao—misleaders who inflicted as much evil and suffering on humanity as have ever been recorded.

THE UNDOING OF LEADERS

Effective leadership doesn’t depend on charisma. Dwight Eisenhower, George Marshall, and Harry Truman were singularly effective leaders, yet none possessed any more charisma than a dead mackerel. Nor did Konrad Adenauer, the chancellor who rebuilt West Germany after World War II. No less charismatic personality could be imagined than Abe Lincoln of Illinois, the raw-boned, uncouth backwoods man of 1860. And there was amazingly little charisma to the bitter, defeated, almost broken Winston Churchill of the interwar years; what mattered was that he turned out, in the end, to have been right.

Indeed, charisma may become the undoing of leaders. It may make them inflexible, convinced of their own infallibility, unable to change. This is what happened to Stalin, Hitler, and Mao, and it is a commonplace in the study of ancient history that only Alexander the Great’s early death saved him from becoming an ineffectual failure.

Indeed, charisma does not, by itself, guarantee effectiveness as a leader. Nor are there any such things as “leadership qualities” or a “leadership personality.” Franklin D. Roosevelt, Winston Churchill, George Marshall, Dwight Eisenhower, Bernard Montgomery, and Douglas MacArthur were all highly effective—and highly visible—leaders during World War II. No two of them shared any “personality traits” or any “qualities.”

Leadership is work—something just stressed, and stressed again and again by the most effective leaders: Julius Caesar, for instance, or General MacArthur and Field Marshal Montgomery, or, to use an example from business, Alfred Sloan, the man who built and led General Motors from 1920 to 1955, and most recently Level 5 leaders in Jim Collins’s Good to Great.

The foundation of effective leadership is first, thinking through the organization’s mission, defining it and establishing it, clearly and visibly. The leader sets the goals, sets the priorities, and sets and maintains the standards. He makes compromises, of course; indeed, effective leaders are painfully aware that they are not in control of the universe. (Only misleaders—the Stalins, Hitlers, Maos—suffer from that delusion.) But before accepting a compromise, the effective leader has thought through what is right and desirable. The leader’s first task is to be the trumpet that sounds a clear sound.

What distinguishes effective leaders from misleaders is their goals. Whether the compromise a leader makes with the constraints of reality—which may involve political, economic, financial, or people problems—is compatible with his mission and goals or leads away from them determines whether he is an effective leader. And whether he holds fast to a few basic standards (exemplifying them in his own conduct) or “standards” for him are what he can get away with determines whether the leader has followers or only hypocritical time-servers.

The second requirement is that the effective leader sees leadership as responsibility rather than as rank and privilege. Effective leaders are rarely “permissive.” But when things go wrong—and they always do—they do not blame others. If Winston Churchill is an example of leadership through clearly defining mission and goals, General George C. Marshall is an example of leadership through responsibility. Harry Truman’s folksy “The buck stops here” is still as good a definition as any.

But precisely because an effective leader knows that she, and no one else, is ultimately responsible, she is not afraid of strength in associates and subordinates. Misleaders are; they always go in for purges. But an effective leader wants strong associates; she encourages them, pushes them, indeed glories in them. Because she holds herself ultimately responsible for the mistakes of her associates and subordinates, she also sees the triumphs of her associates and subordinates as her triumphs, rather than as threats. A leader may be personally vain—as General MacArthur was to an almost pathological degree. Or he may be personally humble—both Lincoln and Truman were so almost to the point of having inferiority complexes. But all three wanted able, independent, self-assured people around them; they encouraged their associates and subordinates, praising and promoting them. So did a very different person: Ike Eisenhower, when supreme commander in Europe.

An effective leader knows, of course, that there is a risk in this: able people tend to be ambitious. But he realizes that it is a much smaller risk than being served by mediocrity would be. He also knows that the gravest indictment of a leader is for the organization to collapse as soon as he leaves or dies, as happened in Russia the moment Stalin died and as happens all too often in companies. An effective leader knows that the ultimate task of leadership is to create human energies and human vision.

EARNING TRUST IS A MUST

The final requirement of effective leadership is to earn trust. Otherwise there won’t be any followers—and the only definition of a leader is someone who has followers. To trust a leader, it is not necessary to like him. Nor is it necessary to agree with him. Trust is the conviction that the leader means what he says. It is a belief in integrity. A leader’s actions and a leader’s professed beliefs must be congruent, or at least compatible. Effective leadership—and again this is very old wisdom—is not based on being clever; it is based primarily on being consistent.



After I had said these things on the telephone to the bank’s human-resources VP, there was a long silence. Finally she said, “But that’s no different at all from what we have known for years are the requirements for being an effective manager.”

Precisely!

SUMMARY

The purpose of organization is to enable ordinary human beings to do extraordinary things. The test of an organization’s leadership is, therefore, the spirit of performance. This requires specific practices rather than preachment or charisma. It requires, above all, the realization that integrity is the one absolute requirement of managers and leaders.











Part VII

Managerial Skills



Managing is specific work. As such, it requires specific skills. Among them are the abilities of




        • effective decision making


        • making successful people-decisions


        • communicating within and without the organization


        • properly using controls and measurements


        • skill in budgeting and planning


        • skill in using modern tools and concepts of information technology




No manager is likely to master all these skills. But every manager needs to understand what they are, what they can do for him or her, and what, in turn, they require of him or her.
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The Elements of Effective Decision Making



Good decision makers don’t make many decisions. They make decisions that make a difference. And they know when a decision is necessary. Then they don’t procrastinate. Good decision makers know that the most important, and most difficult, part of decision making is not making the decision. That’s often quite easy. The most difficult and most important part is to make sure that the decision is about the right problem. Few things can do as much damage as right decisions to wrong problems.

Good decision makers know how to define the problem. They ask, “What does the decision have to do to be appropriate to the problem?” Good decision makers don’t even think about what is acceptable to whom and what compromises have to be made until they have thought through what the right decision is. But good decision makers know that, in all likelihood, they will have to make compromises in the end. And they know the difference between the right compromise and the wrong compromise.

Good decision makers know that they haven’t finished making a decision until they build its implementation and effectiveness into it. Until then it’s not a decision—it’s only a good idea. They also know that a decision is a commitment to action. And almost always it’s action to be taken by other people. Hence, as most good decision makers have learned the hard way, the actions required must fit the capacities, the understanding, the knowledge, the values, and the language of the people who will have to do the action.

Above all, good decision makers know that decision making has its own process and its own clearly defined elements and steps. Every decision is risky: it is a commitment of present resources to an uncertain and unknown future. Ignore a single element in the process and the decision will tumble down like a badly built wall in an earthquake. But if the process is faithfully observed and if the necessary steps are taken, the risk will be minimized and the decision will have a good chance of turning out to be successful.

Let’s get into the elements of decision making.



THE ELEMENTS OF DECISION MAKING

You minimize risk by following seven elements of effective decision making, which are




        • Determine whether a decision is necessary.


        • Classify the problem.


        • Define the problem.


        • Decide on what is right.


        • Get others to buy the decision.


        • Build action into the decision.


        • Test the decision against actual results.




DETERMINE WHETHER A DECISION IS NECESSARY

Unnecessary decisions not only waste time and resources, but they also threaten to make all decisions ineffectual. When decision makers fail to distinguish between necessary and unnecessary decisions, their organization can quickly become snowed under and turn cynical about all decisions. Even the most necessary and most important ones will soon be seen as mere busyness.

And few things so damage an organization’s ability to make changes or to take effective action as a lot of unnecessary decisions. They lead to the organization’s sitting on its hands no matter what the decision. Therefore, it is important that you be able to distinguish between necessary and unnecessary decisions. Surgeons provide perhaps the best example of effective decision making, as they have had to make risk-taking decisions on a daily basis for thousands of years now. Since there is no such thing as risk-free surgery, unnecessary operations must be avoided. The rules surgeons use to make their determinations are very old; they go back to the Father of Medicine, the Greek Hippocrates, 2,400 years ago.

THE RULES USED BY SURGEONS TO MAKE DECISIONS

Rule one: In a condition that is likely to cure itself or to stabilize itself without risk or danger or great pain to the patient, you put it on watch and check regularly. But you don’t cut. To do surgery in such a condition is an unnecessary decision.

Rule two: If the condition is degenerative or life threatening and there is something you can do, you do it—fast and radically. It is a necessary decision, despite the risk.

Rule three: The condition that falls between Rule One and Rule Two is no doubt the largest single category: the condition that is not degenerative and not life threatening but still not self-correcting and quite serious. This is where the surgeon has to weigh opportunity against risk. It’s also where he or she has to make a decision. And it is this decision that distinguishes the first-rate surgeon from the also-ran.

These old rules leave out one important case where a decision has to be made: the recurring crisis. If a crisis happens—say a cash crunch, or an inventory buildup, or an accident in a particular location or activity—the first time it happens, one fixes it. But if it happens again, then one finds out the cause and fixes it so that the crisis never happens again.

Quite often, the solution to the crisis is so simple that everybody afterward says, “Why didn’t we think of this ourselves?”

All of us, for instance, take for granted that our address is printed on our bank checks. But actually addresses were not printed there until well after World War II. Before the war, only a minority of Americans had bank checking accounts; and after the war, suddenly everybody had one.

And then every bank had an enormous number of accounts of people with the same or very similar names. And, pronto, these accounts got mixed up. Banks spent loads of money; they hired large numbers of people at enormous expense to compare the account number on a check with the account number on a monthly statement. And still, names and accounts and checks got more and more tangled up, to the understandable annoyance of depositors.

And then someone had the simple but bright idea to have addresses on the checks. And all that’s needed is to compare the address on the check with the address on the monthly statement. And the problem disappeared almost overnight.

Now let’s see how to classify the problem.

CLASSIFY THE PROBLEM

Executives face four basic types of problems:




       1. Generic events that are common within the organization and throughout the industry


       2. Generic events that are unique for the organization but uncommon throughout the industry


       3. Truly unique events


       4. Events that appear to be unique but are really the first appearance of a new generic problem





All but the truly unique event require a generic solution. Generic problems can be answered with standard rules and practices. Once the right principle has been developed, all manifestations of the same generic event can be handled by applying the standard principle. All the executive must do is adapt the principle to the concrete circumstances of the specific problem.

Unique events, however, require unique solutions and must be treated individually. The executive cannot develop rules for unforeseen exceptional events.

Truly unique events are quite rare; someone else has already solved virtually every problem an organization faces. Thus the effective decision maker should carefully examine the problem to determine whether it is generic or truly unique. Applying a standard rule or principle can solve most types of problem.

DEFINE THE PROBLEM

The next key element is defining the problem. This has never occurred to most people. Aren’t problems obvious?

This may be the most important element in making effective decisions—and the one managers pay the least attention to. They try to cure the symptom rather than the disease, to use a medical analogy.

One can almost take it for granted that what a problem appears to be is not what it really is. And yet—it cannot be said too often—nothing does as much damage as the right answer to the wrong problem. A wrong answer to the right problem can, as a rule, be repaired and salvaged. You know soon enough when events don’t follow your expectations, and then you know that it was not the right answer.

But the right answer to the wrong problem, that’s very difficult to fix—if only because it’s so difficult to diagnose. What effective decision makers have learned is to start out with the assumption that the way the problem looks, in all likelihood, is not what it really is. And then they work until they understand the right problem.

Precisely this principle underlies the insistence of math teachers that students spend time setting up their equations correctly, because if they make mistakes in arithmetic, they can find them and correct them. It’s very easy to find a mistake in the manipulation and to correct it if the equation is right. But if the equation is wrong and a student does the arithmetic right, it is much more difficult to make necessary adjustments and to arrive at the right answer. Likewise, if you correctly define the problem and you get the wrong, unexpected result, you can correct the outcome, especially if you build in feedback so that you quickly find out whether you are getting the expected result. It is much more difficult to attain a desired result if one finds the right answer to the wrong problem and then tries to correct it by using a different alternative.



How do effective decision makers determine what the right problem is? Effective decision makers ask




        • “What is this all about?”


        • “What is pertinent here?”


        • “What is key to this situation?”




Questions such as these are not new, yet they are of critical importance in defining the problem. The problem must be considered from all angles to ensure that the right problem is being tackled.

Here is an example from practice:

The management of one of America’s largest manufacturing companies prided itself on its safety record. The company had the lowest number of accidents per 1,000 employees of any company in its industry and one of the very lowest of any manufacturing plant in the world. Yet its labor union constantly berated it for its horrendous accident rate, and so did the Occupational Safety and Health Administration (OSHA).

The company thought this was a public-relations problem and spent large sums of money advertising its near-perfect safety record. And yet the union attacks continued. And every public-opinion survey showed that the American people thought the company was a truly unsafe place to work and felt that the company was callous about its workers’ safety.

A good statistician would recognize this as “typical of problems caused by false aggregation.”

By aggregating all accidents and showing them as accidents per 1,000 workers, they simply hid the places where there was a high accident rate. And true enough, once the company segregated its accidents and reported them in a number of categories—places that had no accidents at all, places that had fewer than the average number, places that matched the average, places that had more than the average—it found, almost immediately, that there were a very small number of places, about 3 percent of all units, that had above-average accident rates. And an even smaller number of places had very high accident rates. And these typically were places that would not be considered to have accident dangers and had no dangerous machinery; with the result that no one in safety and accident-prevention ever paid attention to them.

But they were the places the union got its complaints from, the places whose accidents got into the papers and into OSHA reports. It took very little time and almost no money to fix them, and both union complaints and OSHA complaints disappeared. But not until the company realized that the problem was not accidents—the problem was accident reports—and then the real problem could be tackled.

The one way to make sure that the problem is correctly defined is to check it against the observable facts. Until the problem definition explains and encompasses all observable facts, the definition is either still incomplete or, more likely, the wrong definition.

But once the problem has been correctly defined, the decision itself is usually pretty easy. In fact, effective decision makers use very few of the very complex decision models and decision trees. Once the problem has been specified, effective decision makers must next decide what the right decision is.

DECIDE ON WHAT IS RIGHT

When beginning to form the decision, the decision maker must start out with what is right. Most of us, and especially those who work in an organization, tend to start out by asking questions like




        • “What is acceptable to the boss?”


        • “I know that the financial people won’t like that, but how I can make the decision palatable to them?”


        • “I know that contradicts what all of us were brought up to believe. How can we start small and slow so as not to shock too many people?”




Every effective decision maker is different, but every one of them can make every conceivable compromise, and compromises are necessary in the end. But there are right compromises and wrong compromises; each is captured by an old saying. The right compromise is expressed by the proverb “Half a loaf is better than no bread at all.” Half a loaf still quenches hunger for one day, and it still enables a person to work or a soldier to fight for one day, even though it is only half of what an adult needs for a day’s nutrition. The wrong compromise comes from the biblical story of the Judgment of Solomon: “Half a baby is worse than no baby at all.” Half a baby is a corpse and not half a growing and living child.

The effective decision maker thinks through—and well in advance—what compromises are still “half a loaf” and acceptable, and what compromises are “half a baby” and worse than no decision at all.

The way to think through what is the right compromise is to




       1. Go back to the definition of the problem and write down the specifications for an effective decision.



       2. Ask, “What does the decision have to be able to do to satisfy the definition of the problem?”





3. A solution that does this but not perfectly is a right compromise.


4. A solution that does not satisfy the problem’s definition is the wrong compromise and is likely to do harm. Don’t compromise on “what is right” until you must.






       5. Think through all the compromises so that you know what you can accept as a right compromise and what you have to fight as the wrong compromise. But, don’t tell people the compromises ahead of time. Tell them only what the right decision is. That’s the rule for all negotiations.




6. People often accept what you were absolutely sure they would never accept, and this will surprise you often.


7. Secondly, as in every negotiation, there is tit-for-tat. You make a concession; the other side makes a concession. If you start by making the concession, you have simply lost bargaining position, and quite unnecessarily so. Also, the people who oppose this or that part of the decision are far more likely to accept it and, indeed, even to support it if they can say, “Dick and Mary didn’t accept this, but at least they made this concession [or changed that] because we persuaded them.”






GET OTHERS TO BUY THE DECISION

Unless the organization has “bought” the decision, it will remain ineffectual; it will remain a good intention. And for a decision to be effective, being bought has to be built into it from the start of the decision-making process. If you wait until you have made the decision and then start to “sell” it, it’s unlikely to ever become effective. Here are two examples of effective “buy in” processes:

1. Japanese Decision-Making Process

This is one lesson to learn from Japanese management. As soon as the decision-making process starts, and long before the final decision is made, Japanese management sells the decision. Japanese decisions are not being made by “consensus”; that’s a mistranslation of the Japanese term. The correct translation would be something like “common understanding.”

Everyone who is likely to be affected by a decision—say, to go into a joint venture with a Western company or to acquire a minority stake in a potential U.S. distributor—is asked to write down how such a decision would affect his work, job, and unit. He is expressly forbidden to have an opinion or to recommend or to object to the possible move. But he is expected to think it through. Top management, in turn, then knows where each of these people stands. Then top management makes the decision from the top down.

There isn’t much of “participatory management” in Japanese organizations. But everyone who will be affected by the decision knows what it is all about—whether he likes it or not—and is prepared for it. There is no need to sell it—it’s been sold.

2. Franklin Roosevelt’s Decision Process

Here is an even better illustration of effective decision making. It is how Franklin D. Roosevelt made his decisions effective.

Whenever Roosevelt tackled a problem, he would ask three, sometimes four, of his cabinet members each to think through the problem and come to him individually with a recommended decision. In this way, he first made sure that the people who would have to carry out the decision, this or that cabinet member, would have thought it through. He also learned which of these cabinet members, and they were independent and self-confident people, would be most in tune with the decision and would therefore be most likely to put it into practice.

And, finally, he got dissent. He got three or four pretty bright and experienced people to think through the decision. Each could be expected to come up with a different definition of the problem. Each had his and her own ideology, his and her own prejudices, his and her own constituents, and his and her own interests. That meant that the same problem was seen, studied, and analyzed from different dimensions.

And then he made his decision from the top down.

FDR’s method did not make for a harmonious cabinet, but FDR probably didn’t want one anyhow. But it made for superb decisions and, above all, for highly effective ones. For unless one has considered alternatives, one has a closed mind. Executive decisions are not made well by acclamation. They are made well only if they are based on the clash of conflicting views, the dialogue between different points of view, the choice between different judgments. The first rule in decision making is that one does not make a decision unless there is disagreement.

And now we come to the penultimate step—moving from decision to action.



BUILD ACTION INTO THE DECISION

A decision is a commitment to action. Until the right thing happens, there has been no decision. And one thing can be taken for granted: the people who have to take the action are rarely the people who have made the decision.

Converting a Decision to Action

No decision has, in fact, been made until carrying it out has become somebody’s work assignment and responsibility—and with a deadline. Until then, it’s still only a hope.

And, unfortunately, far too many decisions remain just that—a hope. Good people work for two years to develop a new policy. It’s unveiled with great fanfare in a big meeting with overhead projectors, PowerPoint slides, spreadsheets, and what have you. The big boss appears and blesses it. “It has my full support,” he solemnly says. Everybody gets a policy memorandum, which he or she duly files, in the bottom drawer. And that’s the last we hear about it.

But the effective decision doesn’t need all this drama. Instead, it is made into action. A decision will not become effective unless needed actions have been built into it from the start.

Converting a decision into action requires answering several questions:




        • Who has to know of this decision?


        • What action has to be taken?


        • Who is to take it?


        • What does the action have to be so that the people who have to do it can do it?




The action must be appropriate to the capacities of the people who have to carry it out. This is especially important if people have to change their behavior, habits, or attitudes for the decision to become effective. If this is the case, the decision maker must make sure that the measurements, standards for accomplishment, and incentives are changed as well.

Let’s look at two effective decisions, one that was lost during the implementation stage and one that was implemented very successfully.

A very large company, still the world’s leader in its industry, organized a high-level team that was going to put quantitative methods into the company. It was a wonderful team, some top-level engineers, some first-rate mathematicians, and some top-flight manufacturing people.



The team’s first assignment was to rationalize production in the company’s largest division, one that made small-horsepower motors and sold a large volume of them every year. It had been doing so for nearly sixty years and every customer, needless to say, had always wanted a slightly different design. As a result, the division had about 8,500 model numbers, and production was in total chaos.

In fact, despite the enormous volume and the very good prices the division was able to charge, the division barely broke even because the chaos in design raised manufacturing costs.

The team then worked for approximately eighteen months and succeeded in getting these 8,500 possible motor specs reduced to some ninety or so production models. The division president and his manufacturing vice president were ecstatic. But, of course, these small motors went into any number of appliances and machines around the world. And no customer would scrap a $100,000 machine just because the customer couldn’t get a replacement for a $1,000 motor the company wasn’t going to make any longer.

The company offered all customers who had bought motors within the last fifteen years the option to reorder within the next two years the motors they had bought, after which the company would discontinue production. In its entire sixty-year history the division had never had anything like the business it had during the next two years.

But when the two years were up and those 8,500 models were discontinued, there were enough parts for every one of them in the company’s inventory for another five years of full normal production. They had to be written off at enormous expense and loss. The reason: the purchasing clerks had kept on ordering spare parts for the old models in the way they had always ordered them—they had continued to order spare parts against new incoming orders.

The team thought they had taken care of that problem. They had brought the purchasing clerks into the meetings in which they explained the decision. Management had issued any number of policy letters. But nobody had even thought of talking to the purchasing clerks about actions they would have to take as a result of the decision.

But at least the team learned from the fiasco. Their next assignment in the same company was with a then-small division that made medical and analytical instruments. These instruments required a good deal of service, and the team’s assignment was both to redesign the instruments so that they were easy to service and to work out a methodology for servicing them. All the service people in the field were engineers.

But then someone on the team said, “What about the end-users? They are the actual service people. The company’s service people come into play only when the users themselves cannot service the product.” And so the team went out and looked at the users: lab assistants, maintenance supervisors, hospital nurses—not one engineer or mathematician in the lot.

They got together what now would be called focus groups, and they drafted the instructions. And suddenly, within three months, calls for the company’s service people went down by something like 60 percent, because the users could now fix most service problems. That division is now a very big business and the world leader in its industry, despite powerful competition, including from a very large German company and an equally large Japanese company.

The products of these competitors are sometimes better than those of the company and they never cost more. Yet the customers still buy from the organization and the organization still has groups of users who write the instructions whenever a product is changed or a new product is introduced.

TEST THE DECISION AGAINST ACTUAL RESULTS

The results of an important decision are usually in the future, and often quite a few years in the future. Hence monitoring and reporting have to be built in to the decision to provide continuous testing of expectations against actual events.

To this end, effective decision makers build detailed organized feedback into their decisions, including reports, charts, figures, and studies. Yet, far too many decisions fail despite all of this feedback. This is because even the best-organized formal feedback is only an abstraction; while it can provide some useful information, it cannot present the complete picture of actual events.

Effective decision makers know this and follow a rule, which the military developed long ago. The commander who makes a decision does not rely on reports to see how it is being carried out. Instead, the commander goes out and looks for himself or herself.

Failure to go out and look at actual results is the leading reason for persisting in a course of action long after it has ceased to be appropriate or even rational. This is because without actual firsthand knowledge of results, the decision maker will become increasingly divorced from reality.

Reports are only abstractions. While they often provide useful information, it is impossible to capture the complete story in written feedback.

In summary, the effective decision maker follows seven steps to minimize the risks inherent in every decision. These steps are




        • Determine whether a decision is necessary.


        • Classify the problem.


        • Define the problem.


        • Decide on what is right.


        • Get others to buy the decision.


        • Build action into the decision.


        • Test the decision against actual results.




BUILDING CONTINUOUS LEARNING INTO EXECUTIVE DECISIONS

In no area is it more important than in decision making to build continuous learning into the executive’s work. And the way to do this is to feed back from results of the decision to the expectations for the decision when it was being made.

Whenever an executive makes an important decision—whether on capital appropriation; or on a strategic change, an innovation, or a redesign of a product or service; or on entry into a new market; or on people—he or she puts down in writing what results are expected and when. And then the executive, nine months or a year later, begins to feed back from the actual results to the expected ones, and keeps on doing this as long as the decision is in force. So in an acquisition, for example, an executive compares the actual results to the expected ones for the two to five years it takes fully to integrate an acquisition.

It’s amazing how much executives learn by doing this, and how fast. What amazes executives the most, however, is what they learn. For example, some executives learn their greatest weakness in making important decisions is simply impatience. They expect results to happen much faster than they do. And as a result, they are prone to consider a decision a failure and to start fiddling with it when, in fact, it was doing fine and only needed more time. Their lesson disciplines them to give the decision far more time than they initially think reasonable. And their batting average in decision making improves.

On the other had, one brilliant and highly successful executive, found out the opposite about himself. He tends to be much too patient and to wait too long. A decision is very much like a diagnosis in medicine. And physicians have been taught since Hippocrates in Greece, 2,400 years ago, to write down what course they expect a patient’s condition to take as a result of the treatment the physician prescribes, that is, as a result of the physician’s decision. And that, as every experienced physician will tell you, is what makes even moderately endowed doctors into competent practitioners within a few years. It also makes even moderately endowed managers into competent decision makers.



SUMMARY

Decision making is only one of the tasks of a manager. It usually takes but a small fraction of his or her time. But to make the important decisions is the specific managerial task. Only a manager makes such decisions. An effective manager makes these decisions in a systematic process with clearly defined elements and in a distinct sequence of steps. Indeed, to be expected (by virtue of position or knowledge) to make decisions that have significant and positive impact on the entire organization, its performance, and its results characterizes the work of an effective manager.

Decision making is not a mechanical job. It is risk taking and a challenge to judgment. The “right answer” (which usually cannot be found anyway) is not central. Central is understanding the problem. Decision making is not an intellectual exercise. It mobilizes the vision, energies, and resources of the organization for effective action. At the end, it is an exercise in courage and responsibility.
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How to Make People Decisions



There are no more important decisions within an organization than people decisions: staffing a job, placing people into jobs and into assignments, promoting people, letting them go, and so on.

No matter how carefully organizations hire people, they won’t perform if put into the jobs that are the wrong ones for them. No matter how brilliant and clever top-management decisions are regarding a company’s business or its strategy, its products, or its services, they will not produce results if the company’s people decisions do not work out.

Alfred Sloan, the man who built GM into the world’s largest and most profitable manufacturing enterprise, once said to me, “If the assistant plant manager of a minor division doesn’t perform, all our clever top-management decisions won’t produce results.”

That’s obvious, everybody will say, yet the batting average in most organizations—and the batting average of most managers making people decisions—is just plain dismal. Results of people decisions—whether in a business, large or small; in a nonprofit; in a government agency—fall into three categories:




       1. Those that actually work out


       2. Those that are outright failures


       3. Those that are non-failures and non-successes




Category three is like a nagging backache. You don’t die of it, but it drags down the entire organization’s performance capacity, it is a burden on all the other people who have to support the “almost-performer,” and it demoralizes the entire organization. Unfortunately these non-failures and non-successes are a significant portion of the results of the people decisions in an organization.



It is sheer nonsense to explain away that dismal record with such slogans as “Everybody reaches the level of his or her incompetence.” That’s a copout. In no other area would we tolerate a record as poor as that of most organizations and most managers in making people decisions. And by the way, the worst record is that of people who pride themselves on being “good judges of people.”

This horrible record is totally unnecessary. There is no excuse for it at all. We know how to make people decisions with an overwhelming probability of success. We have loads of examples of managers—in business, in nonbusiness, in government—whose people decisions are perfect or nearly so. It isn’t even terribly difficult.

To start with, it just means taking people decisions seriously. And then it requires a few fairly simple and, indeed, practically obvious steps. It requires observing a few equally clear ground rules. There is probably no other area in business and in the work of a manager where performance and success can be raised faster than learning how to make people decisions so that they are successful practically every time.

In this chapter we explain




        • the five decision steps in making people decisions


        • the five ground rules in making people decisions


        • how to raise your batting average in making successful people decisions




Before we begin with the five decision steps, let’s look at two examples of successful people decisions. The first successful example was how the United States Army achieved success in making people decisions during World War II; and the second example, how Alfred P. Sloan, Jr., built General Motors into what was the world’s largest manufacturing company and, for fifty years, also its most profitable one.

When the United States entered World War II, in 1941, virtually every single one of its senior officers was beyond retirement age and no longer fit for command. Yet when the war was over, four years later, its army had the world’s largest ever group of competent and successful general officers, six or seven hundred of them, and there wasn’t a single dud among them.

Yet only one of them, Douglas MacArthur, had had any previous experience commanding troops in combat. All the others had only been junior officers until the war broke out. The army was able to achieve such a major turnaround in its commanding officer corps because General George C. Marshall, the army chief of staff and himself already beyond retirement age, picked every single one of the new commanders himself.



MAKING PEOPLE DECISIONS

In making these people decisions, Marshall followed five simple decision steps.

The Five Decision Steps

First, Marshall carefully thought through the assignment. Job descriptions may last a long time, but job assignments change all the time, often unpredictably. The job description for a general commanding a division has not changed since the time of Napoleon. But the assignment may be to train a division of raw recruits or it may be to command a division in combat.

Similarly, the job description for Catholic bishops has stayed virtually the same since the thirteenth century; yet the typical bishop’s job assignment changes along with the changing needs of his churches and parishioners. Different assignments require different types of people. Thinking through the assignment allows you to match the needs of a specific assignment to the strengths of the right people.

Second, Marshall always looked at several qualified people. Formal qualifications—such as those listed in a résumé, in a personnel file, on a job posting, or in a newspaper ad—are no more than a starting point. Their absence disqualifies a candidate. However, the most important qualification is that the person and the assignment fit each other. To find the best fit, you must consider at least three to five candidates.

Third, Marshall studied the performance records of all three to five candidates to find what each did well. He looked for the candidate’s strengths. The things a person cannot do are of little importance; instead, you must concentrate on the things they can do and determine whether they are the right strengths for this particular assignment.

Weaknesses are only limitations, and like the absence of formal qualifications, they can rule a candidate out. But performance can be built only on strengths. What matters most is the ability to do the assignment.

Fourth, Marshall discussed the candidates with others who had worked with them. One person’s judgment is not enough. By asking for additional opinions, you can learn about strengths that impressed others yet were not noticed by you. But you also are likely to discover weaknesses and limitations you haven’t noticed. The best information often comes through informal discussions with a candidate’s former bosses and colleagues.

This was the approach used by General Marshall when evaluating candidates for command posts. If he found out that a soldier was the best one at the specific task that needed to be filled, he got the job.

And fifth, once the decision was made, Marshall made sure the appointee understood the assignment. Perhaps the best way to do this is to ask the new person to carefully think over what they have to do to be a success, and then, ninety days or so into the job, have him or her commit it to writing.

Although this is the last step in making people decisions, it may be the most important. If you fail to accept this responsibility of making sure that the appointee understands his or her new job, do not blame the new person if he or she ultimately fails. Blame yourself, for you have failed to do your duty as a manager.

Like General Marshall, Alfred P. Sloan, Jr., achieved a near perfect record in making people decisions over his thirty-year tenure as chairman and CEO of General Motors.

In a career that spanned from 1916 to 1956, Alfred Sloan helped make General Motors the world’s largest and most profitable business by carefully defining each job assignment and handpicking each manager. He knew that people decisions were the most important decisions a manager makes and was willing to spend whatever time and effort necessary to find the right fit. He followed, in other words, exactly the same decision process General Marshall followed during World War II.

For example, at a meeting of General Motors’ Executive Committee, the entire three hours was taken up by discussing the appointment of a fairly low-level manager, the assistant manufacturing manager of one of the smaller appliance divisions. After the meeting, Sloan was asked by a participant, “How can you justify spending three hours of the time of a dozen important and busy people on such a low-level people decision?”

“The company pays me a very good salary,” said Sloan, “and it pays that salary to me to make the important decisions. And what decision could be more important than how to fill a low-level management job? If that assistant manufacturing manager turns out to be incompetent, then it doesn’t matter that we at the top are brilliant and clever. Results are achieved at his level and not at ours. And, by the way, if he turns out to be incompetent, it will take a great deal more than three hours to undo our mistake.”

THE FIVE GROUND RULES

Although General Marshall and Alfred Sloan approached perfection, there is no such thing as a perfect record in making people decisions. Yet, managers who take their people decisions seriously and work hard at getting them right can come close to perfection.

A successful manager also follows the five ground rules for making people decisions. First, the manager must accept responsibility for any placement that fails. To blame the nonperformer is a cop-out. The manager made a mistake in selecting that particular person. Second, the manager has the responsibility to remove people who do not perform. There is an old military saying, “The soldier has a right to competent command.” The incompetent or poor performer, when left in his or her job, penalizes all others and demoralizes the entire organization. And it is also no favor to nonperformers to be allowed to stay in a job they are not right for. They know that they are not performing.

Third, just because a person doesn’t perform in the job he or she was put in doesn’t mean that that person is a bad worker whom the company should let go. It only means that he or she is in the wrong job.

What, then, is the right job for them? Of the people who get a second chance in a job that fits their strengths—the job they should have been put into in the first place—a very high percentage perform well.

Few managers believe that. So, here are some examples.

CARE

In each country in which CARE (Cooperative for American Relief Everywhere) works, it has a country representative—usually a young man or woman only a couple of years out of college. They are carefully trained and prepared, and yet they are on their own in that foreign country—say, Cambodia or Kenya—and so the failure rate was very high.

For many years, when they came across a nonperformer, CARE brought him or her back home, said “thank you,” and then let him or her go. But they simply didn’t get enough new people to fill all the country slots. And so, with tremendous misgivings and with a great deal of opposition from within the organization, CARE put some of these first-rate failures into a second job as a country representative. And to everybody’s tremendous surprise, the great majority of these people succeeded—indeed, quite a few became star performers.

The success rate of the second chance is amazingly high, but one caveat: only one second chance. The person who does not perform twice in a row better go to work for your competition!

Now let’s continue with the fourth ground rule. The manager must try to make the right people decisions for every position. An organization can perform only to the capacity of its individual workers; thus people decisions must be right. There are dead-end jobs. But there are no unimportant jobs.

And fifth, newcomers are best put into an established position where the expectations are known and help is available. New major assignments should mainly go to people whose behaviors and habits are well known and who have already earned trust and credibility. The common practice of hiring somebody from the outside to fill a new job is much too risky. It has an extraordinarily high failure rate.

When placements fail in their new positions, successful managers follow the ground rules for making people decisions. This means that they accept responsibility for the people decision, remove the nonperformers immediately, and place them in jobs that better match their strengths.

THE HIGH-RISK PEOPLE DECISIONS

The five decision steps and the five ground rules should guarantee a successful people decision in most cases. But there are some high-risk decisions in which even strict adherence to the rules may not guarantee success, though it will always minimize the risk of failure.

First, picking managers to head a professional organization is often a high-risk venture. Professionals such as engineers do not readily accept as their boss someone whose credentials in the field they do not respect. Yet a successful engineer does not necessarily make a successful manager of engineers.

Second, promoting any high-performing operating person to a staff job where they no longer apply the day-to-day skills that helped make them become a success is also a high-risk decision. And so is promoting a high-performing staff person into an operating job.

There is no reliable way to test or predict whether a person successful in one area can make a successful transition to a different environment. This can be learned only by experience. If such a move does not work out, you must accept that it was a mistake and remove the person immediately.

Return the worker to his or her previous position if it is still available; otherwise place him or her in a role similar to the old one in which he or she was successful. Just because certain people don’t work out in challenging new positions doesn’t mean that they have to be removed from the organization. If they were productive in their previous positions, they will become productive once again and add to the organization’s overall performance.

Most people would call this a “demotion.” It is a demotion. But contrary to popular myth, a demotion is not only possible; the person very often welcomes it. That person knows perfectly well that he or she isn’t performing. Yet few are willing to ask to be relieved. They feel that they have to try to do what they, by now, know perfectly well they can’t do.

At first, of course, they feel very bitter. But a few weeks later and he may say, “Thank God, I am back in a job I can do and do well. I sleep again, and my wife says she has a husband again.”

However, the smart thing is to build into the high-risk decision right from the start the exit, that is, the option to step back into the old job should the new one not work out. This amounts to “risk sharing.” One says to the person who moves into such a risky job—say, the top-flight biologist who is asked to become a research manager or the tax specialist asked to become accounting manager, “I am sure you’ll succeed and I am sure you will also enjoy the new job. But if it doesn’t work out, after six months or a year, you are welcome back in your old job. We can always use a first-rate biologist [or a first-rate tax person].” It gives the new appointee added self-confidence, and with it improves his or her chance of success.

Other than the decision makers not following the decision-making steps and the ground rules, the most common cause of failure is also one we already talked about: the new appointee does in the new job what he or she thinks made them successful in the old job. The star salesperson made regional sales manager keeps on selling, the financial manager keeps on accounting, and so on.

After sixty to ninety days into a new assignment, everyone needs to sit down and ask, “What do I have to do now to be successful in this new assignment?” And there is one thing that’s predictable: whatever you did that made you successful in the old assignment is the wrong thing to do to be successful in the new one.

THE WIDOW-MAKER POSITION

There is also another type of people decision that can be guaranteed to fail. This may be referred to as “the widow maker.” This was discussed briefly in chapter 23.

In the business world, a widow maker is a job that defeats two competent people in a row. It will almost certainly defeat a third one, no matter how competent. The only thing to do is to abolish the widow-maker position and restructure the work. Widow makers typically appear when an organization experiences rapid growth or rapid change.

Here is a classic example:

It occurred in the late 1960s and early 1970s when a number of the large New York commercial banks established international branches. Until then, even the biggest American bank had been purely domestic. Each had an international vice president whose job it was to provide routine services to the bank’s domestic clients, such as letters of credit or buying foreign currency. Everything else that wasn’t domestic was referred to correspondence banks abroad.

Suddenly, almost overnight, the New York banks—but also the big banks in Chicago and San Francisco—developed truly international business and pushed it aggressively. And then the traditional international vice president’s job became a widow maker.

When asked about the phenomenon, one of New York’s top financial lawyers was asked for an explanation. He said in an interview, “You are talking of widow-makers. There’s only one thing to do: abolish the job and restructure.”

The widow-maker phenomenon has occurred in many organizations—for example, in a university that within ten years moved from being primarily an undergraduate teaching institution to being a major research university. That killed off two excellent people who took on the presidency as it had been structured the old way, and any number of deans—again, these positions could be filled successfully only after the university had restructured itself thoroughly.

BUILD FEEDBACK CONTROL INTO PEOPLE DECISIONS

There is no area in a manager’s work and job in which feedback control is more important and more productive.

There is nobody without prejudices. There is nobody who doesn’t like one person without even knowing why. There is nobody who is objective about people. And also, far too often our view of a person is formed by something that happened way in the past and is actually quite trivial—the way that person smiled, for instance, or the way she dressed at our first meeting a number of years ago. And none of us is immune to flattery.

Also, there are no “good judges of people”—there are only people who take the people decisions seriously and do them systematically, and then there are all the others. Therefore, it is absolutely imperative to build feedback control into people decisions.

Here is how feedback control is accomplished: Every time you make a decision, you write down what you expect and what your results should be. You appoint, for instance, the star salesman to be regional sales manager in the Midwest. Do you expect, for example, that the new manager will recruit and train a new sales force?

Then make sure that the new manager understands this. But also make sure that you keep those written expectations and, after nine months or a year, check results against them. It will show you, very soon, what you are good at in making people decisions, what your problems are, and where you make real mistakes. Doing this is an absolutely essential element in making people decisions.

THE POWER OF MAKING PEOPLE DECISIONS

Making people decisions is the ultimate means of organizational control. No organization can perform better than its people. And it doesn’t help to search for “better” people, because there is generally no such thing. There are only people in the right jobs and people in the wrong jobs. People decisions are highly visible. Everyone in the organization will know who has been selected for a certain position.

Employees judge the values and the competency of their management by their people decisions. If people decisions are based on politics rather than merit, everyone in the organization knows it. They will despise management for ignoring performance and either leave out of frustration or, more likely, turn into politicians themselves.

Managers often cannot judge whether a strategic move is a wise one. Nor are they necessarily interested. “I don’t know why we are buying this business in Australia, but it won’t interfere with what we are doing here in Fort Worth” is a common kind of reaction. But when the same managers read that “Joe Smith has been made controller in the XYZ division,” they usually know Joe much better than top management does. These managers should be able to say, “Joe deserves the promotion; he is an excellent choice—just the person that division needs to get the controls appropriate for its rapid growth.”

If, however, Joe got promoted because he is a politician, everybody will know it. They will all say, “Okay, that is the way to get ahead in this company.” As we have known for a long time, people in organizations tend to behave according to what they see others being rewarded for. And when the rewards go to nonperformance, to flattery, or to mere cleverness, the organization will soon decline into nonperformance, flattery, or cleverness.

Managers who make no effort to get people decisions right risk more than just poor performance: they risk their organization’s respect. Yet, there is no reason why managers should make poor people decisions. To succeed, you simply have to follow and apply the five decision steps and five ground rules of people decisions.

SUMMARY

There are the five steps in making people decisions: Carefully think through the assignment. Look at three to five qualified people. Consider each candidate’s strengths. Discuss each candidate with his or her colleagues and bosses. And make sure the appointee understands the job and what it requires, and reports back on it once he or she is in the job.

And there are five ground rules for the decision maker: Accept responsibility for any people decision, such as a placement or a promotion that fails. Accept also that people who do not perform must be removed. This is owed to the organization, to the nonperformer, and to his or her coworkers. This does not mean that such a person must be let go; instead, find the position that fits his or her strengths. It is the manager’s responsibility to make the right people decision every time and for every position. Newcomers should preferably be put first into an established position, where expectations are known and where they can be helped if necessary.
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Managerial Communications



We have more attempts at communications today than ever before, that is, more attempts to talk to others, and a surfeit of communications media than were imaginable to the men who, around the time of World War I, started to work on the problems of communicating in organizations. Communications in management has become a central concern to students and practitioners in all institutions—business, the military, public administration, hospital, university, and research. In no other area have intelligent men and women worked harder or with greater dedication than psychologists, human relations experts, managers, and management students have worked on improving communications in our major institutions.

Yet communications has proven as elusive as the unicorn. The noise level has gone up so fast that no one can really listen anymore to all that babble about communications. But there is clearly less and less communicating.

In Plato’s Phaedo, which, among other things, is the earliest extant treatise on rhetoric, Socrates points out that one has to talk to people in terms of their own experience, that is, one has to use carpenters’ metaphors when talking to carpenters, and so on. One can communicate only in the recipient’s language or in his terms. And the terms have to be experience-based. It, therefore, does very little good to try to explain terms to people. They will not be able to receive them if they are not terms of their own experience. They simply exceed their perception capacity.

In communicating, whatever the medium, the first question has to be, “Is this communication within the recipient’s range of perception? Can he or she receive it?”

The human mind attempts to fit impressions and stimulations into a frame of expectations. It resists vigorously any attempts to make it “change its mind,” that is, to perceive what it does not expect to perceive or not perceive what it expects to perceive. It is, of course, possible to alert the human mind to the fact that what it perceives is contrary to its expectations. But this first requires that we understand what it expects to perceive. It then requires that there be an unmistakable signal—“this is different”—that is, a shock that breaks continuity.

Before we can communicate, we must, therefore, know what the recipient expects to see and hear. Only then can we know whether communication can utilize her expectations—and what they are—or whether there is need for the “shock of alienation,” for an “awakening” that breaks through the recipient’s expectations and forces her to realize that the unexpected is happening.

If communication fits in with the aspirations, values, and purposes of the recipient, it is powerful. If it goes against them, it is likely not to be received at all. At its most powerful, communication brings about “conversion,” that is, a change of personality, values, beliefs, and aspirations. But this is the rare event, and one against which the basic psychological forces of every human being are strongly organized. Even the Lord, the Bible reports, first had to strike Saul blind before he could raise him up as Paul. By and large, therefore, there is no communication unless the message can key into the recipient’s own values.

Information presupposes communication. Information is always encoded. To be received, let alone to be used, the code must be known and understood by the recipient. This requires prior agreement, that is, some communication.

Communications, in other words, may not be dependent on information. Indeed, the most perfect communications may be purely “shared experiences,” without any logic whatever. Perception has primacy rather than information.

DOWNWARD AND UPWARD

What, then, can our knowledge and our experience teach us about communications in organizations, about the reasons for our failures, and about the prerequisites for success in the future?

For centuries we have attempted communication “downward.” This, however, cannot work, no matter how hard and how intelligently we try. It cannot work, first, because it focuses on what we want to say. It assumes, in other words, that the emitter communicates.

This does not mean that managers should stop working on clarity in what they say or write. Far from it. But it does mean that how we say something comes only after we have learned what to say. And this cannot be found out by “talking to,” no matter how well it is being done.

But “listening” does not work either. The “human relations school” of Elton Mayo, sixty years ago, recognized the failure of the traditional approach to communications. Its answer was to enjoin listening. Instead of starting out with what “we,” that is, the executive, wants to “get across,” the executive should start out by finding out what subordinates want to know, are interested in, are, in other words, receptive to. To this day, the human relations prescription, though rarely practiced, remains the classic formula.

Of course, listening is a prerequisite to communication. But it is not adequate, and it cannot, by itself, work. Listening assumes that the superior will understand what he is being told. It assumes, in other words, that the subordinates can communicate. It is hard to see, however, why the subordinate should be able to do what his superior cannot do. In fact, there is no reason for assuming he can.

This is not to say that listening is wrong, any more than the futility of downward communications furnishes any argument against attempts to write well, to say things clearly and simply, and to speak the language of those whom one addresses rather than one’s own jargon. Indeed, the realization that communications have to be upward—or rather that they have to start with the recipient rather than the emitter, which underlies the concept of listening—is absolutely sound and vital. But listening is only the starting point.

More and better information does not solve the communications problem, does not bridge the communications gap. On the contrary, the more information, the greater is the need for functioning and effective communication. The more information, in other words, the greater is the communications gap likely to be.

MANAGEMENT BY OBJECTIVES

Can we then say anything constructive about communication? Can you do anything? Yes we can.

Management by objectives is a prerequisite for functioning communication. It requires the subordinate to think through and present to the superior his or her own conclusions as to what major contribution to the organization—or to the unit within the organization—he or she should be expected to perform and should be held accountable for.

What the subordinate comes up with is rarely what the superior expects. Indeed, the first aim of the exercise is precisely to bring out the divergence in perception between superior and subordinate. But the perception is focused, and focused on something that is real to both parties. To realize that they see the same reality differently is in itself already communication.

Management by objectives gives to the intended recipient of communication—in this case, the subordinate—access to experience that enables him to understand. He is given access to the reality of decision making, the problems of priorities, the choice between what one likes to do and what the situation demands, and above all, the responsibility for a decision. He may not see the situation the same way the superior does—in fact, he rarely will or even should. But he may gain an understanding of the complexity of the superior’s situation and of the fact that the complexity is not of the superior’s making, but is inherent in the situation itself.

These are only examples, and rather insignificant ones at that. But perhaps they illustrate the main conclusion to which our experience with communications—largely an experience of failure—and all the work on learning, memory, perception, and motivation point: communication requires shared experience.



There can be no communication if it is conceived of as going from the “I” to the “Thou.” Communication works only from one member of “us” to another. Communication in organization—and this may be the true lesson of our communication failure and the true measure of our communication need—is not a means of organization. It is the mode of organization.

SUMMARY

We know that communication in organizations is perception, is expectations, makes demands, and that communications and information are different, yet interdependent.

We know that downward communications do not work—only upward communications do. And we know that effective communication in organizations requires management by objectives. Communication is not between “me” and “you.” It is always from one member of “us” to another.
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Controls, Control, and Management



In the dictionary of social institutions, the word “controls” is not the plural of the word “control.” Not only do more controls not necessarily give more control, but the two words have different meanings altogether. The synonyms for controls are “measurements” and “information.” The synonym for control is “direction.” Controls pertain to means; control to an end. Controls deal with facts, that is, with events of the past. Control deals with expectations, that is, with the future. Controls are analytical, concerned with what was and is. Control is normative and concerned with what ought to be.

We are rapidly acquiring great capacity to design controls because of a great improvement in techniques, especially in the application of logical and mathematical tools and in the ability to process and analyze large masses of data very fast. What does this mean for control? Specifically, what are the requirements for these greatly improved controls to give better control to management? For, in the task of a manager, controls are purely a means to an end. The end is control.

The person in an organization who is charged with producing the controls is the controller. But most executives—including most controllers themselves—would consider it gross misuse and abuse of controllership were this controller to use controls to exercise control in the organization. This, they would argue, would actually make the organization be “out of control” altogether.

The reasons for this apparent paradox lie in the complexity both of human beings and of the social task.

If we deal with a human being in a social institution, controls must become personal motivation that leads to control. Instead of a mechanical system, the control system in a human-social situation is a system based on will. That we know very little about the will is not the central point. A translation is required before the information yielded by the controls can become grounds for action—the translation of one kind of information into another, which we call perception.

In the social institution there is a second complexity, a second “uncertainty principle.” It is almost impossible to determine ahead of time the responses appropriate to a certain event in a social situation.

We can, and do, build controls into a machine that slow down the turning speed whenever it exceeds a certain figure. We can do this either by mechanical means or by instrumentation that shows a human operator what the turning speed is and gives him the specific, unambiguous instruction to turn down the speed when the indicator reaches a certain point. But a control-reading “profits are falling” does not indicate, with any degree of probability, the response “raise prices,” let alone suggest by how much; the control-reading “sales are falling” does not indicate the response “cut prices,” and so on. There are a large number of equally probable responses—so large that it is usually not even possible to identify them in advance. There is also no indication in the event itself which of these responses is even possible let alone appropriate or right. The event itself may not be meaningful. But even if it is, it is by no means certain what it means. And the probability of its being meaningful is a much more important datum than the event itself—and one that is almost never to be discerned by analyzing the event.

THE CHARACTERISTICS OF CONTROLS

There are three major characteristics of controls in any social institution.

1. Controls can be neither objective nor “neutral.” When we measure the rate of fall of a stone, we are totally outside the event itself. By measuring we do not change the event; and measuring the event does not change us, the observers. Measuring physical phenomena is both objective and neutral.

In a perceptual situation of the complexity we deal with in organizations, the act of measurement is neither objective nor neutral. It is subjective and, of necessity, biased. It changes both the event and the observer. Events in the social situation acquire value by the fact that they are being singled out for the attention of being measured. No matter how “scientific” we are, the fact that this or that set of events is singled out for being “controlled” signals that it is being considered to be important.

Everybody who ever watched the introduction of a budget system has seen this happen. For a long time—in some organizations, forever—realizing the budget figures becomes more important than what the budget is supposed to measure, namely economic performance. Managers, upon first being exposed to a budget system, often deliberately hold back sales and cut back profits rather than be guilty of “not making the budget.” It takes years of experience and a very intelligent budget director to restore the balance. And there are any number of otherwise perfectly sane research directors who act on the conviction that it is a greater crime to get research results for less than the budgeted amount than to not get any research results at all while spending all the “proper” budget money.



Controls in a social institution such as a business are goal-setting and value-setting. They are not “objective.” They are, of necessity, moral. The only way to avoid this is to flood the executive with so many controls that the entire system becomes meaningless, becomes mere “noise.”

Controls create vision. They change both the events measured and the observer. They endow events not only with meaning but with value. And this means that the basic question is not, “How do we control?” but, “What do we measure in our control system?”

2. Controls need to focus on results. Business (and every other social institution) exists to contribute to society, the economy, and the individual. In consequence, results in business exist only on the outside, in the economy, in society, and with the customer. It is the customer who creates a “profit.” Everything inside a business—manufacturing, marketing, research, and so on—creates only costs. In other words, the managerial area is concerned with costs alone. But results are entrepreneurial.

We can easily record and therefore quantify efficiency, that is, efforts. We have very few instruments to record and quantify effects. But even the most efficient buggy-whip manufacturer would no longer be in business. It is of little value to have the most efficient engineering department if it designs the wrong product. The Cuban subsidiaries of U.S. companies were by far the best run and, apparently, the most profitable—let alone the least troublesome—of all U.S. operations in Latin America. This was, however, irrelevant to their takeover by the Castro government. And it mattered little, I daresay, during the period of IBM’s great expansion, in the 1950s and 1960s, how efficient its operations were; its basic entrepreneurial idea was the right, the effective one.

The outside, the area of results, is much less accessible than the inside. The central problem of the executive in the large organization is insulation from the outside. This applies to the president of the United States as well as to the president of United States Steel. What today’s organization therefore needs is synthetic sense organs for the outside. If modern controls are to make a contribution, it would be, above all, here.

3. Controls are needed for measurable and nonmeasurable events. Business, like any other institution, has important results that are incapable of being measured. Any experienced executive knows of companies or industries bound for extinction because they cannot attract or hold able people. Every experienced executive also knows that this is a more important fact about a company or an industry than last year’s profit statement. Any logician who tried to tell an executive that this statement, being incapable of unambiguous definition, is a “nonstatement” dealing with a “nonproblem,” would be quickly—and correctly—dismissed as an ass. The statement cannot be defined clearly, let alone “quantified,” but it is anything but “intangible” (as anyone ever having to deal with such a business quickly finds out). It is just nonmeasurable. And measurable results will not show up for a decade.



But business also has measurable and quantifiable results of true meaning and significance. There are all those that have to do with past economic performance. For these can be expressed in terms of the very peculiar measurement of the economic sphere, money.

This does not mean that these are “tangibles.” Indeed, many of the things we can measure by money are totally “intangible”—take depreciation, for instance. But they are measurable.

The measurable results are things that happened; they are in the past. There are no facts about the future. Measurable events are primarily inside events rather than outside events. The important developments on the outside, the things that determine that the buggy-whip industry disappears and that IBM becomes a big business, are not measurable until it is too late to have control.

A balance between the measurable and the nonmeasurable is, therefore, a central and constant problem of management and a true decision area. Measurements that do not spell out the assumptions with respect to the nonmeasurable statements that are being made—at least as boundaries or as restraints—misdirect and misinform. Yet the more we can quantify the measurable areas, the greater the temptation to put all emphasis on those. And the greater, therefore, the danger that what looks like better controls will actually mean less control, if not an organization out of control altogether.

SPECIFICATION FOR CONTROLS

To give the manager control, controls must satisfy seven specifications:




        • They must be economical.


        • They must be meaningful.


        • They must be appropriate.


        • They must be congruent.


        • They must be timely.


        • They must be simple.


        • They must be operational.




1. Control is a principle of economy. The less effort needed to gain control, the better the control design. The fewer controls needed, the more effective they will be. Indeed, adding more controls does not give better control. All it does is create confusion.

The first question the manager therefore needs to ask in designing or in using a system of controls is, “What is the minimum information I need to know to have control?”

The answer may vary for different managers. The company’s treasurer needs only to know the total amount invested in inventories and whether it is going up or down. The sales manager needs to know the half dozen products that together account for 70 percent of inventory, but the total inventory amount is not of primary importance to him or her. Neither the treasurer nor the sales manager needs complete inventory figures, except once or twice a year; a fairly small sample should give them all the information they need. But the warehouse manager needs daily figures—and in detail.

The capacity of the computer to spew out huge masses of data does not make for better controls. On the contrary, what gives control is asking the question, “What is the smallest number of reports and statistics needed to understand a phenomenon and to be able to anticipate it?” And then one asks, “What is the minimum of data regarding this phenomenon that gives a reasonably reliable picture?”

2. Controls must be meaningful. That means that the events to be measured must be significant either in themselves (e.g., market standing) or as symptoms of at least potentially significant developments (e.g., a sudden sharp rise in labor turnover or absenteeism).

Controls should always be related to the key objectives and to the priorities within them, to “key activities” and to “conscience areas.” Controls should, in other words, be based on a company’s definition of what its business is, what it will be, and what it should be.

Controls Follow Strategy

Whatever is not essential to the attainment of a company’s objectives should be measured infrequently and only to prevent deterioration. It should be strictly controlled by “exception.” A standard should be set, measurement should be periodical and on a sample basis, and only significant shortfalls below the established standard should be reported.

That we can quantify something is no reason for measuring it. The question is, “Is this what a manager should consider important?” Is this what a manager’s attention should be focused on? Is this the proper focus for control—that is, for effective direction with maximum economy of effort?”

3. Controls have to be appropriate to the character and nature of the phenomenon measured. This may well be the most important specification; yet, it is least observed in the actual design of controls.

Because controls have such an impact, it is important that we select not only the right ones but also the appropriate ones, to enable controls to give right vision and to become the ground for effective action. The measurement must present the events measured in structurally true form. Formal validity is not enough.

Formal complaints or grievances coming out of a workforce are commonly reported in this form, “five grievances per thousand employees per month.” This is formally valid. But is it structurally valid? Or is it misdirection? The impression this report conveys is, first, that grievances are distributed throughout the workforce in a random manner. And second, the report gives the impression that they are a minor problem, especially if we deal with five grievances per thousand employees per month. This, while formally valid, completely misrepresents and misinforms.

Grievances are a social event. And social events are almost never distributed in the “normal distribution” we find in the physical world. In this case, the great majority of departments in the plant, employing 95 percent of the workforce, normally do not have even a single grievance during one year. But in one department, employing only a handful of people, we have a heavy incidence of grievances—so the “five per thousand” may well mean (and in the actual example from which I took these figures, did mean) a major grievance per person per month. If this department happens to be the final assembly through which all the production has to pass, and if the workers in this department go out on strike when their grievances are being neglected by a management that has been misled by its own controls, the impact can be shattering. In this case, it bankrupted the company.

Most measurements of sales performance, whether of the entire sales force or of the individual salesperson, report sales in total dollars. But in many businesses this is an inappropriate figure. The same dollar volume of sales may mean a substantial profit, no profit at all, or a sizable loss—dependent on the product mix sold. An absolute sales figure not related to product mix, therefore, gives no control whatever—neither to the individual salesperson, nor to the sales manager, nor to top management. These are elementary things. Yet few managers seem to know them. The traditional information systems (especially traditional accounting) conceal appropriateness rather than highlight it. Without controls that bring out clearly what the real structure of events is, the manager lacks knowledge and therefore will tend to do the wrong things. For all the weight of the daily work pushes him or her toward allocating energies and resources in proportion to the number of events. There is a constant drift toward putting energies and resources where they can have the least results, that is, on the vast number of phenomena which, together, account for practically no effects.

4. Measurements have to be congruent with events measured. Alfred North Whitehead (1861–1947), the distinguished logician and philosopher, used to warn against the “danger of the false concreteness.” A measurement does not become more accurate by being worked out to the sixth decimal when the phenomenon is only capable of being verified within a range of 50 to 70 percent. This is “false concreteness,” and misleading.

It is an important piece of information that this or that phenomenon cannot be measured with precision but can be described only within a range or as a magnitude. To say, “We have 26 percent of the market,” sounds reassuringly precise. But it is usually so inaccurate a statement as to be virtually meaningless. What it really means, as a rule, is “We are not the dominant factor in the market, but we are not marginal either.” And even then the statement is no more reliable than the definition of the market that underlies it.

It is up to the manager to think through what kind of measurement is appropriate to the phenomenon it is meant to measure. He has to know when approximate is more accurate than a firm-looking figure worked out in great detail. He has to know when a range is more accurate than even an approximate single figure. He has to know that larger and smaller, earlier and later, up and down, are quantitative terms and often more accurate, indeed more rigorous, than any specific figures or range of figures.

5. Controls have to be timely. Frequent measurements and very rapid “reporting back” do not necessarily give better control. Indeed, they may frustrate control. The time dimension of controls has to correspond to the time span of the event measured.

It has lately become fashionable to talk of “real-time” controls, that is, of controls that inform instantaneously and continuously. There are events where “real-time” controls are highly desirable. If a batch of antibiotics in the fermentation tank spoils as soon as temperature or pressure deviate from a very narrow range for more than a moment or two, “real-time” monitoring on a continuous basis is obviously needed. But few events need such controls. And most cannot be controlled by them. “Real time” is the wrong time span for real control.

Children planting a garden are so impatient, it is said, that they tend to pull out the radishes as soon as their leaves show, to see whether the root is forming. This is “real-time” control—misapplied.

Similarly, the attempt to measure research progress all the time is likely to confound research results. The proper time span for research is a fairly long one. Once every two or three years, research progress and results should be rigorously appraised. In between such appraisals, an experienced manager keeps in touch. He or she watches for any indication of major unexpected trouble, and, even more, for any sign of unexpected breakthroughs. But to monitor research in “real time”—as some research labs have been trying to do—is pulling up the radishes.

There is also the opposite danger, of not measuring often enough. It is particularly great with developments that (a) take a fairly long time to have results, and (b) have to come together at a point in the future to produce the desired end result.



6. Controls need to be simple. Every major New York commercial bank worked in the 1960s on developing managerial controls, especially of costs and of allocation of efforts. Everyone spent a great deal of time and money on the task and came up with control manuals. In only one of the banks were the manuals being used. When the executive in that bank was asked how he explained this, he did not (as his interviewer expected him to) credit a massive training program or talk about his “philosophy.” He said instead, “I have two teenage daughters. They know nothing about banking and are not terribly good at figures. But they are bright. Whenever I had worked out an approach to controlling an activity, I took my intended procedure home in draft form and asked my girls to let me explain it to them. And only when I had it so simple that they could explain back to me what the procedure was intended to accomplish and how, did I go ahead. Only then was it simple enough.”

Complicated controls do not work. They confuse. They misdirect attention away from what is to be controlled, and toward the mechanics and methodology of the control. If the user has to know how the control works before he can apply it, he has no control at all. And if he has to sit down and figure out what a measurement means, he has no control either.

7. Finally, controls must be operational. They must be focused on action. Action rather than information is their purpose. The action may be only study and analysis. In other words, a measurement may say, “What goes on we don’t understand; but something goes on that needs to be understood.” But it should never just say, “Here is something you might find interesting.”

This then means that controls—whether reports, studies, or figures—must always reach the person who is capable of taking controlling action. Whether they should reach anyone else—and especially someone higher up—is debatable. But their prime addressee is the manager or professional who can take action by virtue of his or her position in the flow of work and in the decision structure. And this further means that the measurement must be in a form that is suitable for the recipient’s needs.

Workers and first-line supervisors should receive measurements and control information that enables them to direct their own immediate efforts toward results they can control. Instead, typically, the first-line supervisor receives each month a statement of the quality control results for the entire plant—and the worker receives nothing. And top management usually receives the information and measurements operating middle managers need and can use, and little or nothing of pertinence to their own top-management job.

The reason for this is largely the confusion between control as domination of others and control as rational behavior. Unless controls are means toward the latter, and this means toward self-control, they lead to wrong action. They are miscontrol.



THE ULTIMATE CONTROL OF ORGANIZATION

There is one more important thing to be said. There is a fundamental, incurable, basic limitation to controls in a social institution. This lies in the fact that a social institution is both a true entity and a fiction. As an entity, it has purposes of its own, a performance of its own, results of its own—and survival and death of its own. These are the areas of which we have been speaking so far. But a social institution is composed of persons, each with his or her own purpose, ambitions, ideas, and needs. No matter how authoritarian the institution, it has to satisfy the ambitions and needs of its members, and do so in their capacity as individuals, but through institutional rewards and punishments, incentives and deterrents. The expression of this may be quantifiable—such as a raise in salary. But the system itself is not quantitative in character and cannot be quantified.

Yet, here is the real control of the institution, that is, the ground of behavior and the cause of action. People tend to act as they are being rewarded for their actions. To them, this is the expression of the true values of the institution and of its true purpose and role.

A system of controls that is not in conformity with this true, this only effective, this ultimate control of the organization, which lies in its people decisions, will therefore at best be ineffectual. At worst, it will cause never-ending conflict and will push the organization out of control.

SUMMARY

Controls and Control are different. Controls are the means; control the needed end. Controls can be neither objective nor neutral in a human organization. They are goal setting and value setting. Controls need to focus on results. Controls are needed for measurable and nonmeasurable events. Controls must satisfy seven specifications for effective control. And people decisions are the ultimate control of an organization.
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The Manager and the Budget



Next to double-entry bookkeeping and the copying machine, budgets are the most commonly used management tool. Practically every business, large or small, has a budget of some sort. And so has every hospital and every university. Above all, no government agency in the world operates without an annual budget. In fact, budgets are the only management tool that originated in governmental, rather than in business, practice.

The original budget, as it was first developed in its modern form in England during the nineteenth century, listed revenues from taxes, custom duties, and so on one side, and expenses on the other. This showed whether the government’s finances would be in surplus or in deficit and, thereby, whether to increase revenues, cut expenditures, or borrow money. It also provided the legal basis for a government department to spend money. Unless authorized in the budget, expenditure was illegal. It was thus the first effective check on the bureaucracy, the first systematic and orderly way of telling the governmental executive how much to spend and for what purpose.

All budgets, no matter how constructed, still serve these original purposes. They enable management—whether of a business, of a hospital, or of a government agency—to pull together its commitments, its plans and projects, and all its costs in one comprehensive document; the budget contrasts total expenditure with the total of expected revenues, thus arriving at a forecast of financial sources and financial requirements for the entire organization. Budgets still establish what planned and authorized expenditures are. And then budgets enable managers on every level to see whether events over the budget period actually follow the course predicted, or whether there is a shortfall of revenues, an excess of cost over the budget, or a significant change in economic performance of an enterprise, department, project, or product.

Almost every business today uses the budget to forecast and to control its financial needs and financial position. In particular, a budget is needed to enable the financial manager to anticipate the cash requirements of the business and to make sure that it obtains the necessary cash resources ahead of time. Every budget process, therefore, develops a “cash flow” budget.

In most businesses there is also a capital budget—usually extending over more than one year—which sets expected needs for capital against the various sources of capital and thus provides the basis for allocation of capital resources among various capital expenditures (e.g., between proposals for expanding capacity and proposals for developing additional markets). At the same time, the capital budget enables management to see whether the plans for obtaining capital are adequate to the capital needs of the business and to take timely action to bring the two into balance.

THE BUDGET IS A MANAGERIAL TOOL

But the budget has grown to be far more than a financial tool. It is, above all, a managerial tool. It is the tool around which an experienced manager organizes all planning. It is the best tool for making sure that key resources, and especially the resource of performing people, are assigned to priorities and to results. It is equally a tool of integration for the entire workforce, and especially a tool of integration for the managers in the organization. And it is a tool that enables the manager to know when to review and revise the plans, either because results are different from what was expected—whether better or worse—or because environment, economic conditions, market conditions, or technologies have changed and no longer correspond to the assumptions of the budget.

The starting point for the budgeting process, especially in a business, should always be expected results. What results do we expect to obtain in this business over the course of the next twelve or twenty-four months? What results do we expect in this research department over the course of the next year or the next five years? Only when the expected results have been thought through carefully does one ask, And what efforts does this require?

Budgets are expressed in monetary terms. But monetary terms should be seen as symbolic expression—a kind of shorthand—for the actual efforts needed, and should be based on “real values,” that is, on people and materials needed, on work needed, on capacity needed. Budgets, in other words, should always be used as a tool to think through the relationship between desired results and available means. If they are looked at simply as a statement of cost, they soon cease to be the manager’s tool for planning and control. Instead they may degenerate into a straitjacket that controls the manager and inhibits correct action.

In particular, it is important to avoid the worst pitfall of budgeting, the pitfall into which government budgets tend to fall. This is the tendency to regard last year’s expenditures as being “about right” and to project them into the new budget. Typically, in this kind of budgeting, the manager starts out with the budget for last year and then either adds 10 percent across the board or cuts 10 percent across the board. This may give her a “symmetrical” budget. But it also means that she has not used the budget as a planning tool and is unlikely to use resources where they are needed.

ZERO-BASED BUDGETING

A remedy against this sort of projected budget is zero-based budgeting. Rather than starting with last year’s expenditures, the manager starts with the results he or she wants to achieve in a given area and asks, “Is it the right area? Is it a priority area?” And then, “What is really needed to obtain these results?”

In a large and complex enterprise, it is difficult to subject all expenditure areas to these questions every year. Yet it should always be done for major expenditure areas. For less important areas, zero-based budgeting might be done every three years or so, rather than yearly. On such a rotating schedule, zero-based budgeting can, and should, be used in every organization as a tool for the periodic systematic review of all products, markets, and activities. Thus it serves as the tool of systematic abandonment of the obsolescent, the unproductive, the unnecessary.

Just as important as zero-based budgeting is the realization that any time period for budgeting is an arbitrary one. A great many of the expenditures for which a manager budgets are, of necessity, geared to much longer periods than one year. This applies particularly to capital expenditures. In the first year of a project—building a new plant, for instance—expenditures might be very low and confined to what is needed to do preliminary engineering and architectural drawings. But this, in effect, commits the business to very large expenditures in subsequent years. And if those are not made because the money is not available, the sums spent the first year are wasted. The same applies to a great many other activities: research work; management and manager development; training, whether of workers in the plant or of salespeople; or sales promotion and advertising. All these activities require continuous efforts over long time periods to have any results. To budget for them on an annual basis is, therefore, self-delusion and likely to lead to waste in subsequent years when it is being discovered that the sums needed to make the activity produce the desired result are not available. These activities require life-cycle budgeting that shows the efforts needed over the life of the project or activity.

TYPES OF COST

Accountants have long distinguished three kinds of cost: One is variable cost, that is, cost that should fluctuate with the volume of operations, such as the cost of raw materials needed to produce a certain product, or the cost of direct labor needed in its manufacture. Second is fixed cost, that is, cost to which the enterprise is committed by law or by past decisions, such as interest payments on money borrowed to create new capacity, the cost of maintaining capacity, real estate taxes, and insurance premiums. The cost of maintaining an employee pension plan is also a fixed cost. Finally, the accountant speaks of administered cost, that is, the cost of such activities as research, advertising and promotion, manager development, activities of the field sales force. These costs are determined neither by the level of operations nor by commitments made in the past, but represent managerial decisions.

LIFE-CYCLE BUDGETING

Accountants debate whether these distinctions are still meaningful ones. Increasingly, for instance, “labor” is becoming a fixed rather than a variable cost. But for budgeting purposes, the system is still useful. Anything that is likely to be a fixed cost and anything that is an administered cost have, by definition, a time span well beyond one year. Therefore, they should never be budgeted on an annual basis alone. Rather, the budget should start out with the appropriate time cycle. Then it should ask, What portion of the expenditure needed over this time cycle belongs in this current budgeting period?

The best-known example of such life-cycle budgeting is the life-cycle costing that Robert McNamara introduced into the American defense budget while secretary of defense under President Kennedy. Under the budgeting process of the U.S. government, as it had been practiced earlier, the armed services submitted their requests for money for the development of a new weapon, such as a new fighter plane, on an annual basis. In other words, they asked for enough money to get a project started, without disclosing how much money it would take to get the project finished. Then, when the first few hundred million dollars had been spent, they always argued that to abandon a project because its costs were going up sharply (as the new plane moved from drawing board into production) would lead to a waste of money already spent. When the first prototype of the plane rolled off the production line and when it became apparent that there would be need for an expensive and extensive training program, and also for very large sums of money to buy replacement parts for the plane, they could argue that not to provide these sums in the future budget would mean a waste of very large sums already spent. Under life-cycle costing, the armed services are supposed to present total cost estimates over the life of the proposed weapon, including the training expenses and the expense for maintaining, repairing, and replacing equipment. This, in theory at least, enables the secretary of defense, the president, and the Congress to know in advance the size of the commitment and its impact on future budgets.

Life-cycle costing, or some variant thereof, is increasingly becoming standard practice in business as well. In fact, it is poor budgeting to assume that a new project—whether a capital investment or an activity such as an advertising program or a training program—will cost less in the future. Only the unsuccessful program does not require additional money; it can, and should, be abandoned. The plant that turns out not to be needed should be sold. The training program that does not produce trained people should be scrapped. If the product does well in the market, if the plant turns out the right product at the right cost, and if the training program really trains people, it will always require more money in the future—and it should. In budgeting capital expenses, fixed expenses, and administered expenses, the manager should always think through how much more money will be required to run with success. Success commits the organization to increasing the effective support for the program.

OPERATING BUDGET AND OPPORTUNITIES BUDGET

For this reason alone, a great many companies increasingly separate the budget into two major parts. One is the operating budget, which deals with all the things that are already being done. The other part is sometimes called the opportunities budget; it deals with the new things that might be done, with the products, markets, activities, programs, that represent either something genuinely new or a new way of doing old work. The operating budget tends to be many, many pages thick. The opportunities budget, by contrast, is usually very short. But the manager who has learned how to budget spends just as much time, as a rule, on the brief opportunities budget as on the lengthy operational budget. In analyzing the operational budget, the manager asks, “What is the minimum that needs to be done in this area to prevent damage? How much effort and how many resources have to be put into this activity to keep it going? What is the lowest cost to obtain adequate results?” In the terms of economic theory, his approach is one of satisficing. He does not try to maximize. He does not try to optimize. He tries to “satisfice” the minimum requirements needed to prevent unacceptable performance.

In respect to the opportunities budget, the first question is always, Is this the right opportunity? And if the answer is yes, then the question becomes, What is the optimum, in terms of resources and money, this opportunity can absorb at the present level? Can we hope to speed up the development process of a badly needed new product by putting more people to work on it? Will this only create confusion? It is just as dangerous, in the early stages of an opportunity, to oversupply money and resources as it is to undersupply them.

Failure to ask these questions is, in large measure, responsible for the failure of so many of the new government programs in areas of education and health care. They are smothered in money, at a time when they need only a few first-rate people to experiment, develop, learn, and demonstrate. The money brings with it a tremendous bureaucracy that is far too busy with its own internal mechanics to produce results, or even to know when results are being achieved. And the public, led by the lush budgets of these programs, expects immediate breakthroughs, and becomes disenchanted when results are slow in coming—as they have to be in educational or health-care programs, which, by definition, have long lead-times.

BUDGETING HUMAN RESOURCES

In order to budget properly, the manager has to use the budget as a tool for assignment control. Most budgets provide only for money and specify where it should be spent. They do not contain the necessary provisions to make reasonably sure that the expected results can indeed be obtained. They do not provide for the only resource that can produce results: accomplished people.

That last, and most crucial, step in the budget process is determining who should be accountable for what activity and for what expected results. Unless the name of a person to do the work is listed against each budget expenditure, this decision has not been made. The only decision that has been made is to spend the money—and that, of course, is the easy part.

In budgeting, a manager starts out with his or her opportunities and priorities. And in respect to each of them, the manager asks, “And whose job is it? Is that the right person? Is he or she capable of producing results? Is that person available to do the job?”

Budgeting, in other words, is not a substitute for effective decisions. It is a tool of planning and decision making. And money is not a substitute for thinking, performance, and competence. People think. People perform. People have competence. They need money, to be sure, but without the people, money will only be wasted.

In addition to being the manager’s planning tool, budgeting is also one of the most effective tools for communication and integration. Budgeting always tries to present a picture of each part of a business. But it also shows how each part relates to the ends and needs of the whole. Budgeting, therefore, demands that the manager in charge of the whole, and each of the people in charge of the parts, discuss the budget jointly. The manager of each unit needs to take leadership responsibility in the budgeting process. The budget for the entire business is, in essence, the total of the budgets for all its parts. Conversely, the budget for each part is derived from the budget of the whole.

Properly used, therefore, the budget becomes an important communications and integration device for the manager. It should induce effective upward communication, which brings to the manager the point of view, priorities, concerns, and needs of each subordinate unit. It should also provide sideways communication, enabling managers in other areas to understand what their colleagues are trying to accomplish and what they require. And it should be an effective tool of integration that enables the manager to convey to the people who work for him or her an understanding of the needs of the entire business—of the decisions that have to be made, the priorities that have to be set, and, especially, of the personnel assignments that derive from the budget.

A budget authorizes some expenditures and denies others. It highlights and supports some opportunities, but by doing so plays down or denies support to other opportunities and activities. It is a tool for making decisions that affect everybody in the organization. Therefore, the budget can sometimes be seen as a tool to limit managers, or as their own escape from accountability, thus inhibiting motivation. But when properly used, it can become a tool to stimulate and unify, to make understood and comprehensible the common interest, and to motivate even those whose pet projects have had to be denied.

BUDGETING AND CONTROL

The budget is a tool of managerial control. It shows the manager how the organization is performing in each major area. Are we “on budget”? Or are we “under budget”? One look at the figures can show us every month, every three months, every year. And by the same token, the budget also shows when there is a need to revise the forecast—because things go better, worse, or differently than expected.

Businesses typically look upon the budget as an early warning system for danger and lack of performance, and this is an important function. But performance against budget should also be seen as an early warning system for opportunities, that is, for performance that is better than expected.

One illustration of a budget control that does both is a very simple color code developed by a large multinational investment firm, operating in emerging markets, that supplies initial capital for new industries and new businesses. The budget for all the investments of the company in any given country is shown on one big wall chart in the conference room in the company’s headquarters. Each is coded in one of four colors: green, things are going according to budget; yellow, watch out, there might be trouble; red, there is trouble; and blue, things are going better or faster than expected. Management in this company has learned to spend as much (or more) time on blue areas as on the yellow and red ones.

Suppose a new business finds that its new plant is being built faster than was originally expected. It, therefore, can start marketing its new product a year earlier. What does this mean for hiring people, for building a distributive system, for starting advertising and promotion, for ordering raw materials, and for working capital requirements? If these are not supplied, the opportunity that the unexpected success in building the plant represents will be lost.

Control by the budget enables the manager to disregard all the items that proceed according to budget, while those that significantly deviate from budget, whether on the plus or on the minus side, can easily be identified. In fact, it is sound budget practice to show separately every month or every quarter the items with significant deviation from budget forecast and to have an explanation of the deviation available, so that the manager can decide whether the deviation requires action.

However, different items in the budget obviously differ greatly in their importance, from the most critical to the most trivial. And often, control by exception is not adequate for the most important. Increasingly, therefore, especially in complex operations, a critical factors budget is being used. (It was developed first, in the 1920s, by General Motors.)

A critical factors budget asks, for every product, service, and organizational unit, What are the few major items that account together for 75 to 80 percent of the total budget? These items—and all together they may account for only a few hundred items in a budget that numbers thousands, if not millions, of items—are then reported on specifically and in considerable detail. All the other items are reported on only if and when they deviate significantly from preset standards. And the less important the item, either in terms of money or in its impact on strategy and operations, the greater is the range within which fluctuations in performance as against budget are not reported to higher levels of management.

Another important and widely used refinement is the milestone budget, which controls disbursements and makes them dependent on achieving preset results. The budget may, for instance, authorize spending on sales promotion and distribution of a new product, subject to the successful completion of market testing by a given time and within a given budget. Until that milestone has been reached, the additional expenditure, while authorized and provided for, cannot be made. Milestone budgeting is particularly important for capital projects, such as a major building, a major research program, or product development and product introduction.

THE GANTT CHART AND NETWORK DIAGRAMS

The budget cuts across the entire organization—whether a whole company, a division, or a department. It controls all its revenues and contrasts them with all its expenditures. It presents, for each time period, a portrayal—or at least an X-ray—of the entire organization and indicates where control is needed. But it does not give the manager the tools for planning and control of individual projects, and especially of complex projects extending over a long period of time.

To build a big oil tanker, a major chemical plant, a new paper mill, or an office skyscraper is a five-year task. The finished product is an integrated whole. But it is the result of a great many different activities and goes through different stages. Some of the activities have to be done in sequence. Electric wiring and plumbing in the office building, for instance, cannot be installed until the frame has been completed. But they must be installed before any work on the interior is done. Other work can be done in parallel. The engine for the tanker and the power train that connects the engine to the propeller will be worked on while the hull is being built and may even have to be begun before work on the hull begins. Yet the contracting firm responsible for building the ship or the skyscraper is committed to a definite completion date and often has to pay heavy penalties if the job is not finished on time. It is also, typically, committed to a definite cost.

The tool to control such projects is the Gantt chart (named after the American pioneer of scientific management Henry L. Gantt, 1861–1919, who first developed this tool for the tasks of World War I). The Gantt chart—and its many recent refinements such as the tools of network analysis, including the critical path chart (developed by the DuPont Chemical Company in the 1950s) and PERT (program evaluation and review technique, developed by the U.S. Navy in the late 1950s)—is the most elegant and effective tool of planning and control at the manager’s disposal.

Gantt’s basic idea was stunningly simple. Traditionally, planning for a major complex job began with the beginning, the first step. And it then went, step-by-step, toward the end. Gantt proposed to start with the end product. “On December 15, 1917,” he argued, “we have promised to deliver a finished destroyer, complete and ready to be put into service. What is the last step that has to be done to reach this completion date? And when will that step have to be started so that the ship will actually be ready by the promised delivery date? And what then is the step before, and before that, and before that, all the way back to the beginning?” The results of this analysis are usually shown in a series of parallel bar charts, each of which represents a major activity or effort. There are two types of such bars. One represents efforts that can be made only after something else has been done, for example, installing the turbine in the destroyer, which presupposes finishing the hull of the ship. The other bars represent activities that are not dependent on the completion of some other work, such as training the crew or designing the instrument panel. Yet each of these efforts has to be started at a given point if it is to come together in the completed final product at the desired time.

During the 1960s, the Japanese and Swedish shipyards established themselves as the world’s leaders and captured the largest shares of the world’s shipbuilding business. Their costs for labor and material were not much lower than those of traditional shipyards in Great Britain or the United States. Yet they could underbid traditional shipyards by a substantial margin. They could also promise far shorter delivery dates—and make good on their promises. A major reason was that the Japanese and the Swedes used Gantt charts; other builders had resisted the approach and had continued to plan in the traditional way, that is, step-by-step from the beginning to the end. As a result, traditional shipyards again and again found that needed supplies, subassemblies, or training activities had simply not been planned and provided for, with the result of sharply increasing costs and delaying completion of the finished work.

For extremely complex programs, such as the building of a huge chemical factory complex or of a new weapons system, Gantt charts of greater complexity are required: critical path charts or PERT charts (the differences between these two methods are both minor and purely technical). These are simply methods that enable the manager to stay in control of a great many different efforts that must interlock and interact at many points in time. A starting point for these methods is something Gantt himself understood very well. In every major project, there is one “critical path,” that is, one sequence of stages that takes the longest and cannot easily be reduced in size, speeded up, or cut short.

In building the skyscraper office building, for instance, no interior work can be done until the frame, roof, floors, wiring and plumbing, and shafts for elevators have been finished. Once all this has been accomplished, the rest of the work can be scheduled with considerable freedom. The critical path is that of erecting the main structure. The rest of the work has to be organized around it. But renting office space in the skyscraper is also a critical path. Trying to find tenants may well have to begin before the ground is broken. And if the building fills up more slowly than was originally expected, finishing the last twenty-five or thirty floors of the building may not have the same urgency it seemed to have when the plans were drawn. There is thus, in building and designing a big office building, both a critical path to construction and a critical path to renting. And the two have to mesh.

Above all, critical path and PERT methods enable the manager to see what action can be taken to offset unfavorable developments, such as delays in time or increases in costs. Where can resources be switched from less to more critical areas? What must be added or sacrificed to make up for lost time or to speed up a project? How much time might be gained or lost by spending more or less money?

The Gantt chart need not be complicated, except in the case of truly complex systems work. But there should always be a Gantt chart when a project extends over a considerable time period or when a project requires a substantial number of different activities that must come together in time or space. Without a plan that starts from the intended termination point and works backward through the needed stages to the starting point, even simple projects are likely to get out of control with respect to time and cost.

JUDGING PERFORMANCE BY USING THE BUDGET

Managers also need to be able to plan the performance of the human organization and to control it. They need to do this, both in terms of the groups that comprise the organization (divisions, departments, programs, activities) and in terms of the individuals who make up these groups.

The manager needs to know first: What performance is expected from this group or from this person? And then the manager needs to know: What performance has been achieved? The starting point, in other words, is performance planning rather than performance appraisal. The starting point for performance of the human organization, like the starting point in the Gantt chart, has to be the intended result. As has been said many times before in this book, this must be focused on objectives and should be considered a major responsibility of the organizational unit and of the individual manager and professional.

SUMMARY

The budget enables the manager to allocate resources for results, to balance income and expenditures, and to control events in time to take corrective action. The Gantt chart and its various refinements, such as the critical path chart or PERT chart, enable a manager to plan a major project, to allocate resources rationally to the various stages and kinds of work needed to complete the project, and to control progress toward completion of the project, both with respect to the time needed and to the cost incurred. Performance planning for units and individuals and performance appraisal, finally, enable the manager to make productive the people, the knowledge, the vision, and the motivation of the human organization, to focus human energy on performance, and to make organizational performance, in turn, redound to individual development.
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Information Tools and Concepts



Managers require tools to generate the information they need. Some of the tools have been around for a long time, but rarely, if ever, have they been focused on the task of managing an organization. Some are being refashioned; in their original form they no longer work.

Concepts and tools, history teaches again and again, are mutually interdependent and interactive. One changes the other. That is now happening to the concept we call an enterprise and to the tools we call information. The new tools enable us—indeed, may force us—to see our organizations differently. For some tools that promise to be important in the future, we have so far only the briefest specifications. The tools themselves still have to be designed.

1. FOUNDATION INFORMATION THAT ENTERPRISES NEED

We are just beginning to understand how to use information as a tool. But we can already outline the major parts of the information system enterprises need. In turn, we can begin to understand the concepts likely to underlie the enterprise that managers will have to manage tomorrow.

From Cost Accounting to Result Control

We may have gone furthest in redesigning both enterprise and information in the most traditional of our information systems—accounting. In fact, many businesses have already shifted from traditional cost accounting to activity-based costing. It was first developed for manufacturing. But it is rapidly spreading to service businesses and even to nonbusinesses, for example, universities. Activity-based costing represents both a different concept of the business process and different ways of measuring.

The primary techniques of cost accounting that are still in use were designed for mass-production activities. These traditional costing systems emphasize costing products for the purpose of valuing inventory. Inventory costs exclude the costs of many value-producing activities such as technology, marketing, distribution, and service.



When cost accounting was developed over seventy years ago, labor cost in manufacturing was above 50 percent of total manufacturing costs. And manufacturing employment was over 50 percent of employment in U.S. industry. Both assumptions are no longer valid. Yet, traditional cost-accounting techniques continue to enjoy widespread use.

The basic problem is not the technology but mentality. The ways of thinking about costing under traditional costing and under activity-based accounting are totally different. Traditional costing builds up cost from the bottom up—labor, material, and overhead—and concentrates primarily on manufacturing-related direct and support costs, so called “inventoriable costs.” Activity-based costing starts from the cost object—the product, service, customer, or distribution channel—and asks, “Which activities and related costs are used in carrying out the complete value-chain activities associated with the cost object?” Users of the technique trace the costs of activities consumed by a product or service according to measures that reflect the quantity of activities used. Activity-based costing may be thought of as top-down, total costing.

The cost that matters for competitiveness and profitability is the cost of the total process, and that is what the activity-based costing records and makes manageable. Its basic premise is that business is an integrated process that starts when supplies, materials, and parts arrive at the plant’s loading dock and continues even after the finished product reaches the end-user. Service is still a cost of the product, and so is installation, even if the customer pays.

Activity-based costing can substantially lower manufacturing costs. Its greatest impact, however, is likely to be in services. In most manufacturing companies, cost accounting is inadequate. But service industries—banks, retail stores, hospitals, schools, newspapers, and radio and television stations—have practically no accurate unit cost information. Activity-based costing shows why traditional cost accounting has not worked for service companies. It is not because the techniques are wrong. It is because traditional cost accounting makes the wrong assumptions. Service companies should not start with the cost of individual operations, as manufacturing companies have done under traditional cost accounting. They must start with the assumption that there is only one cost—that of the total system. And it is, predominately, a fixed cost over any given time period. By assuming that all costs are fixed, service companies can shift to an emphasis on the customer, in other words to result control.

For example, retail discounters, such as Wal-Mart and Costco, must assume that once the shelf space is installed, its cost is fixed, and management consists of maximizing the yield on the space over a given time span. This focus on result control has enabled these discounters to increase profitability despite their low prices and low margins.



Banks for instance, have been trying for several decades to apply conventional cost-accounting techniques to their business—that is, to figure the costs of individual operations and services—with almost negligible results. Now they are beginning to ask, “Which one activity is at the center of costs and of results?” There is one answer: the customer. The cost per customer in any major area of banking is a fixed cost. Thus it is the yield per customer—both the volume of services a customer uses and the mix of those services—that determines costs and profitability.

Just as the distinction between fixed and variable costs does not make as much sense in services, neither does the basic assumption of traditional cost accounting that capital can be substituted for labor in knowledge-based work. In fact, in knowledge-based work especially, additional capital investment is likely to require more rather than less labor. A hospital that buys a new diagnostic tool will not lay off anybody as a result. But it will have to add four or five people to run the new equipment. Other knowledge-based organizations have had to learn the same lesson.

In some areas, such as research labs, where productivity is difficult to measure, we may always have to rely on assessment and judgment rather than on costing. But for most knowledge-based and service work, we should, within a few years, have developed reliable tools to measure and manage costs and to relate those costs to results.

Thinking more clearly about costing in services and knowledge-based work should yield new insights into the costs of getting and keeping customers in businesses of all kinds.

FROM LEGAL FICTION TO ECONOMIC REALITY

Knowing the cost of operations, however, is not enough. To compete successfully in an increasingly competitive global market, a company has to know the costs of its entire economic chain and has to work with other members of the chain to manage costs and maximize yield. Companies are, therefore, beginning to shift from costing only what goes on inside their own organizations to costing the entire economic process, in which even the biggest company is just one link.

The legal entity, the company, is a reality for shareholders, for creditors, for employees, and for tax collectors. But economically, it is fiction. Thirty years ago the Coca-Cola Company was a franchiser all over the world. Independent bottlers manufactured the product. Now the company owns most of its bottling operations in the United States. But Coke drinkers—even those few who know that fact—could not care less.

What matters in the marketplace is the economic reality, the costs of the entire process, regardless of who owns what. Again and again in business history, an unknown company has seemingly come from nowhere and in a few short years has overtaken the established leaders without apparently even breathing hard. The explanation always given is superior strategy, superior technology, superior marketing, or lean manufacturing. But in many cases, the newcomer also enjoys a tremendous cost advantage. The reason is often the same: the new company knows and manages the costs of the entire economic chain rather than its costs alone.

Toyota is perhaps the best-publicized example of a company that knows and manages the costs of its suppliers and distributors; they are all, of course, members of its keiretsu. Through that network, Toyota manages the total cost of making, distributing, and servicing its cars as one cost stream, putting work where it costs the least and yields the most.

Increasingly managing the economic-cost chain will become a necessity. Indeed, managers need to organize and manage not only the cost chain but also everything else—especially corporate strategy and product planning—as one economic whole, regardless of the legal boundaries of individual companies.

A powerful force driving companies toward economic-chain costing will be the shift from cost-led pricing to price-led costing. Traditionally, Western companies have started with costs, put a desired profit margin on top, and arrived at a price. They practiced cost-led pricing. Marks & Spencer long ago switched to price-led costing, in which the price the customer is willing to pay determines allowable costs, beginning with the design stage. Until recently, companies that practiced price-led costing were the exceptions. Now price-led costing is becoming more common.

The same ideas apply to outsourcing, alliances, and joint ventures—indeed, to any structure that is built on partnership rather than control. And such entities, rather than the traditional model of a parent company with wholly owned subsidiaries, are increasingly becoming the models for growth, especially in the global economy.

For many businesses it is painful to switch to economic-chain costing. Doing so requires uniform or at least compatible accounting systems in all companies along the economic chain. Yet, each one does its accounting in its own way. Moreover, economic-chain costing requires information sharing across companies; yet, even within the same company, people tend to resist information sharing.

Whatever the obstacles, economic-chain costing is going to be done. Otherwise, even the most efficient company will suffer from an increasing cost disadvantage.

2. INFORMATION FOR WEALTH CREATION

Enterprises are paid to create wealth, not, primarily, to control costs. Enterprises are not normally run to be liquidated. They have to be managed as going concerns, that is, for wealth creation. To do that requires three additional sets of diagnostic tools: productivity information, competence information, and resource-allocation information. Together with foundation information, they constitute the manager’s tool kit for managing the enterprise.



Productivity Information

The second set of tools includes those that measure the productivity of key resources. The oldest of them—of World War II vintage—measures the productivity of manual labor. Now we are slowly developing measurements for the productivity of knowledge-based and service work. However, measuring only the productivity of workers, whether blue- or white-collar, no longer gives us adequate information about productivity. For that, we require data on total-factor productivity.

That explains the growing popularity of economic-value added (EVA), even with all its complexities. EVA is based on something that has been known for a long time: what we generally call profits—the money left to service equity—is not profit at all and may be mostly a genuine cost. About this, there is no controversy. Until a business returns a profit that is greater than its cost of capital, it operates at a loss. Never mind that it pays taxes as if it had a genuine profit on its income statement. The enterprise still returns less to the economy than it uses up in resources. It does not cover its full costs unless the reported profit exceeds the cost of capital. Until then, it does not create wealth; it destroys it.

By measuring the value added over all costs, including the cost of capital, EVA measures, in effect, the productivity of all factors of production. It does not, by itself, tell us why a certain product or a certain service does not add value, or what to do about it. But it shows us what we need to find out and that we need to take action. EVA should also be used to find out what works. It does show which products, services, operations, or activities have high economic productivity and add high value. Then we should ask ourselves, “What can we learn from these successes?”

Another widely used tool to obtain productivity information is benchmarking—comparing one’s performance with the best performance in the industry or, better yet, with the best anywhere in the world. Benchmarking assumes, correctly, that what one organization does, any other organization can do as well. It assumes, correctly, that any business has to be globally competitive. It assumes, also correctly, that being at least as good as the leader is a prerequisite to being competitive. Together, EVA and benchmarking provide the diagnostic tools to measure total-factor productivity and to manage it.

Competence Information

A second set of tools for wealth creation deals with competencies. Leadership in an industry rests on being able to do something others cannot do at all or find difficult to do even poorly. It rests on core competencies that meld market or customer value with a special ability of the producer or supplier. How does one find out whether one’s core competence is improving or weakening? Or whether it is still the right core competence and what changes might be needed?



The discussion of core competencies has largely been anecdotal. But a number of highly specialized, midsized companies—a Swedish pharmaceutical producer and a U.S. producer of specialty tools, to name two—are developing the methodology to measure and manage core competencies.

The first step is to keep careful track of one’s own and one’s competitors’ performance, looking especially for unexpected successes and for unexpected poor performance in areas where one should have done well. The successes demonstrate what the market values and will pay for. They indicate where the business enjoys a leadership advantage. The nonsuccesses should be viewed as the first indication either that the market is changing or that the company’s competencies are weakening.

This analysis allows for the early recognition of opportunities.

By carefully tracking unexpected successes, a U.S. toolmaker found, for example, that small Japanese machine shops were buying its high-tech, high-priced tools, even though it had not designed the tools with them in mind or ever offered these tools to them. That allowed the company to recognize a new core competence: its products were easy to maintain and to repair despite their technical complexity. When that insight was applied to designing products, the company gained leadership in the small-plant and machine-shop markets in the United States and Western Europe, huge markets where it had done practically no business before.

Core competencies are different for every organization; they are, so to speak, part of an organization’s personality. But every organization—not just businesses—needs one core competence: innovation. And every organization needs a way to record and appraise its innovative performance. In organizations already doing that—among them several top-flight pharmaceutical manufacturers—the starting point is not the company’s own performance. It is a careful record of the innovations in the entire field during a given period. Which of them were truly successful? How many of them were ours? Is our performance commensurate with our objectives? With the direction of the market? With our market standing? With our research spending? Are our successful innovations in the areas of greatest growth and opportunity? How many of the truly important innovation opportunities did we miss? Why? Because we did not see them? Or because we saw them but dismissed them? Or because we botched them? And how well do we do in converting an innovation into a commercial product? A good deal of that, admittedly, is assessment rather than measurement. It raises rather than answers questions, but it raises the right questions.

Resource-Allocation Information

The last area in which diagnostic information is needed to manage the current business for wealth creation is the allocation of scarce resources—capital and performing people. Those two convert into action all the information that a management has about its business. They determine whether the enterprise will do well or poorly.

Capital appropriation processes are very well developed in today’s organizations, yet they are not without defects. Most serious, however, is that the majority of capital-appropriations processes do not even ask for two vital pieces of information:




        • What would happen if the proposed investment failed to produce the promised results? Would it seriously hurt the company, or would it be just a fleabite?


        • If the investment is successful—and especially if it is more successful than we expect—what will it commit us to?




In addition, a capital-appropriations request requires specific deadlines: when should we expect what results? Then the results—successes, near successes, near failures, and failures—need to be reported and analyzed. There is no better way to improve an organization’s performance than to measure the results of capital spending against the promises and expectations that led to its authorization. How much better off would the United States be today had such feedback on government programs been standard practice?

Capital, however, is only one key resource of the organization, and it is by no means the scarcest one. The scarcest resources in any organization are performing people. Since World War II, the U.S. military has learned to test its placement decisions. It now thinks through what it expects of senior officers before it puts them into key commands. It then appraises their performance against those expectations. And it constantly appraises its own process for selecting senior commanders against the successes and failures of its appointments.

In business—but in universities, hospitals, and government agencies as well—placement with specific expectations as to what the appointee should achieve and systematic appraisal of the outcome are virtually unknown. In the effort to create wealth, managers need to allocate human resources as purposefully and as thoughtfully as they do capital. And the outcomes of those decisions ought to be recorded and studied as carefully.

Where the Results Are

Those three kinds of information tell us only about the current business. They inform and direct tactics. For strategy, we need organized information about the environment. Strategy has to be based on information about markets, customers, and noncustomers; about technology in one’s own industry and others; about worldwide finance; and about the changing world economy. For that is where the results are. Inside an organization, there are only cost centers. The only profit center is a customer whose check has not bounced.

Major changes always start outside an organization. A retailer may know a great deal about the people who shop at its stores. But no matter how successful, no retailer ever has more than a small fraction of the market as its customers; the great majority are noncustomers. It is always with noncustomers that basic changes begin and become significant. At least half the important new technologies that have transformed an industry in the past fifty years came from outside the industry itself. Commercial paper, which has revolutionized finance in the United States, did not originate with the banks. Molecular biology and genetic engineering were not developed by the pharmaceutical industry. Though the great majority of businesses will continue to operate only locally or regionally, they all face, at least potentially, global competition from places they have never even heard of before.

Not all of the needed information about the outside is available, to be sure, despite the specialty mass magazines. There is no information—not even unreliable information—on economic conditions in most of China, for instance, or on legal conditions in the successor states to the Soviet empire. But even where information is readily available, many businesses are oblivious to it. Many U.S. companies went into Europe in the 1960s without even asking about labor legislation. European companies have been just as blind and ill-informed in their ventures into the United States. A major cause of the Japanese real estate investment debacle in California during the 1990s was the failure to find out elementary facts about zoning and taxes.

A serious cause of business failure is the common assumption that conditions—taxes, social legislation, market preferences, distribution channels, intellectual property rights, and many others—must be what we think they are or at least what we think they should be.

An adequate information system has to include information that makes managers question that assumption. It must lead them to ask the right questions, not just feed them the information they expect. That presupposes, first, that managers know what information they need. It demands further that they obtain that information on a regular basis. It finally requires that they systematically integrate the information into their decision making.

These are beginnings. These are attempts to organize “business intelligence,” that is, information about actual and potential competitors worldwide. Multinationals—Unilever, Coca-Cola, Nestle, some Japanese trading companies, and a few big construction companies, for example—have been working hard on building systems to gather and organize outside information. But in general, the majority of enterprises have yet to start the job. It is fast becoming the major information challenge for all enterprises.



3. INFORMATION THAT MANAGERS NEED FOR THEIR WORK

Information for managers—including all knowledge workers—for their own work may be a great deal more important than information for the enterprise. Information increasingly creates the link to their fellow workers and to the organization, and their “network.” It is information, in other words, that enables knowledge workers to do their jobs.

By now it is clear that no one can provide the information that knowledge workers need, except knowledge workers themselves. But few managers so far have made much of an effort to decide what they need, and even less, how to organize it. They have tended to rely on the producers of data—IT people and accountants—to provide this information for them. But the producers of data cannot possibly know what data the users need so that such data can become information. Only individual knowledge workers can convert data into information. And only individual knowledge workers can decide how to organize their information so that it becomes their key to effective action.

To produce the information managers need for their work, they have to begin with two questions:




        • “What information do I owe to the people with whom I work and on whom I depend? And in what form? And in what time frame?”


        • “What information do I need myself? And from whom? And in what form? And in what time frame?”




These two questions are closely connected. But they are different. What I owe comes first because it establishes communications. And unless that has been established, there will be no information flow back to the manager.

We have known this since Chester I. Barnard (1886–1961) published his pioneering book The Functions of the Executive, in 1938, seventy years ago. Yet, while Barnard’s book is universally praised, it has had little practical impact. Communication for Barnard was vague and general. It was human relationships, and personal. However, what makes communications effective at the workplace is that they are focused on something outside the person. They have to be focused on a common task and on a common challenge. They have to be focused on the work.

And by asking, “To whom do I owe information, so that they can do their work?” communications are being focused on the common task and the common work. They become effective. The first question (as in any effective relationship), therefore, is not, “What do I want and need?” It is, “What do other people need from me?” and “Who are these other people?” Only then can the question be asked, “What information do I need? From whom? In what form? In what time frame?”

Managers who ask these questions will soon find that little of the information they need comes out of their own company’s information system. Some comes out of accounting—though in many cases the accounting data has to be rethought, reformulated, and rearranged to apply to the manager’s own work. But a good deal of the information managers need for their own work will come, as has been said already, from the outside and will have to be organized quite separately and distinctly from the inside information system.

The only one who can answer the question, “What do I owe by way of information? To whom? In what form?” is the other person. The first step in obtaining the information that managers need for their own work is, therefore, to go to everyone with whom they work, everyone on whom they depend, everyone who needs to know what they themselves are doing, and ask them. But before one asks, one has to be prepared to answer. For the other person will—and should—come back and ask, “And what information do you need from me?” Hence, managers need first to think through both questions—but then they start out by going to the other people and asking them first to tell them, “What do I owe you?”

Both questions, “What do I owe?” and “What do I need?” sound deceptively simple. But everyone who has asked them has soon found out that it takes a lot of thought, a lot of experimentation, and a lot of hard work to answer them. And the answers are not forever. In fact, these questions have to be asked again, every eighteen months or so. They also have to be asked every time there is a real change, for example, a change in the enterprise’s theory of the business, in the individual’s own job and assignment, or in the jobs and assignments of the other people.

But if individuals ask these questions seriously, they will soon come to understand both what they need and what they owe. And then they can set about organizing both.

Organizing Information

Unless organized, information is still data. To be meaningful it has to be organized. It is, however, not clear at all in what form certain kinds of information are meaningful, and especially in what form of organization they are meaningful for one’s own job. And the same information may have to be organized in different ways for different purposes.

Here is one example: After Jack Welch took over as CEO in 1981, the General Electric Company (GE) created more wealth than any other company in the world. One of the main factors in this success was that GE organized the same information about the performance of every one of its business units differently for different purposes. It kept traditional financial and marketing reporting, the way most companies appraise their businesses every year or so. But the same data were also organized for long-range strategy, that is, to show unexpected successes and unexpected failures, but also to show where actual events differed substantially from what had been expected. A third way to organize the same data was to focus on the innovative performance of the business—which became a major factor in determining the compensation and bonuses of the general manager and of the senior management people of a business unit. Finally, the same data were organized to show how the business unit and its management treated and developed people—which then became a key factor in deciding on the promotion of a manager, and especially of the general manager of a business unit.

No two managers organize the same information the same way. And information has to be organized the way individual managers work. But there are some basic methodologies of organizing information.

One is the key event. Which events—for it is usually more than one—are the “hinges” on which the rest of my performance primarily depends? The key event may be technological—the success of a research project. It may have to do with people and their development. It may have to do with establishing a new product or a new service with certain key customers. It may be obtaining new customers. What is a key event is very much the manager’s individual decision. It is, however, a decision that needs to be discussed with the people on whom the manager depends. It is perhaps the most important thing anyone in an organization has to get across to the people with whom one works, and especially to one’s own superior.

Another key methodological concept comes out of modern probability theory—it is the concept on which, for instance, total quality management is based. It is the difference between normal fluctuations within the range of normal probability distribution and the exceptional event. As long as fluctuations stay within the normal distribution of probability for a given type of event (e.g., for quality in a manufacturing process), no action is taken. Such fluctuations are data and not information. But the exception, which falls outside the accepted probability distribution, is information. It calls for action.

Another basic methodology for organizing information comes out of the theory of the threshold phenomenon—the theory that underlies perception psychology. It was a German physicist, Gustav Fechner (1801–1887), who first realized that we do not feel a sensation—for example, a pinprick—until it reaches a certain intensity, that is, until it passes a perception threshold. A great many phenomena follow the same law. They are not actually “phenomena.” They are data until they reach a certain intensity, and pass the perception threshold.

For many events, both in one’s work and in one’s personal life, this theory applies and enables one to organize data into information. When we speak of a “recession” in the economy, we speak of a threshold phenomenon—a downturn in sales and profits is a recession when it passes a certain threshold, for example, when it continues beyond a certain length of time. Similarly, a disease becomes an “epidemic” when, in a certain population, its prevalence passes and exceeds a certain threshold.

This concept is particularly useful in organizing information about personnel events. Such events as accidents, turnover, grievances, and so on become significant when they pass a certain threshold. But the same is true of innovative performance in a company—except that there the perception threshold is the point below which a drop in innovative performance becomes relevant and calls for action. The threshold concept is altogether one of the most useful concepts to determine when a sequence of events becomes a “trend,” and requires attention and probably action, and when events, even though they may look spectacular, are by themselves not particularly meaningful.

Finally, a good many managers have found that the one way of organizing information effectively is simply to organize one’s being informed about the unusual.

One example is the “manager’s letter.” The people who work with a manager write a monthly letter to him or her, reporting on anything unusual and unexpected within their own sphere of work and action. Most of these “unusual” things can safely be disregarded. But again, and again, there is an “exceptional” event, one that is outside the normal range of probability distribution. Again and again, there is a concatenation of events—insignificant in each reporter’s area, but significant if added together. Again and again, the management letters bring out a pattern to which to pay attention. Again and again, they convey information.

NO SURPRISES

No system designed by knowledge workers to give them the information they need for their work will ever be perfect. But, over the years, systems steadily improve. And the ultimate test of an information system is that there are no surprises. Before events become significant, managers have already adjusted to them, analyzed them, understood them and taken appropriate action.

One example is the three or four—very few indeed—American financial institutions that, in the late 1990s, were not surprised by the economic collapse of mainland Asia. They had thought through what “information” means with respect to Asian economies and Asian currencies. They had gradually eliminated all the information they got from within their own subsidiaries and affiliates in these countries—it, they had begun to realize, was just “data.” Instead, they had begun early in the 1990s to organize their own financial information about all emerging markets into country risk ratios, going from micro to macro financial and economic information such as foreign debt-to-GDP ratios and debt-service ratios. For example, the ING bank had a very sophisticated risk analysis system for emerging markets, which was made available to client companies of the bank. In addition, in September 1996, the International Monetary Fund issued a report warning about potential problems in financial markets in Southeast Asia.

Long before these economic ratios turned so unfavorable as to make a panic in mainland Asia inevitable, these managers had realized that it was coming. They realized that they had to decide whether to pull out of these countries for short-term growth or to stay for very long-term and very risky strategies. In other words, they had realized what economic data is meaningful with respect to emerging countries, had organized it, had analyzed it, and had interpreted it. They had turned the data into information—and had decided what action to take long before that action became necessary.

By contrast, the overwhelming majority of American, European, and Asian companies doing business on mainland Asia and/or investing in it had relied on what their own people in these countries reported to them. This turned out not to be information at all—in fact, it turned out to be misinformation. But only those managers who had spent several years asking the question, “What information is meaningful with respect to our doing business in Thailand or Indonesia?” were prepared.

Managers have to learn two things: eliminate data that does not pertain to the information they need and organize the data to analyze and interpret it. Then managers must focus on the resulting information and take action. For the purpose of information is not knowledge. It is being able to take the right action.

GOING OUTSIDE

An example of the companies investing in developing countries being surprised by the collapse of the emerging economies of mainland Asia underlines the importance of obtaining meaningful outside information.

For the manager there is, in the end, only one way to get it: that is to go, personally, on the outside. No matter how good the reports, no matter how good the economic or financial theory underlying them, nothing beats personal, direct observation, and in a form in which it is truly outside observation.

The largest hospital-supply company in the United States was built by a chief executive officer who himself spent four weeks a year—two weeks twice a year—taking the place of a salesman on vacation. He demanded that all the company’s senior managers do the same. When the regular salesman came back, the customer—for example, the nun who purchases supplies for the Catholic hospital—always more or less said, “What dumb cluck took your place? He always asked why I buy things from other suppliers rather than from you. He was never particularly interested in getting an order for what you sell.” But this was precisely the point of the exercise.

And it is a very old observation that few things improve the performance of a physician as much as being a hospital patient for two weeks.

Market research, focus groups, and the like are highly valued, and rightfully so. But still, they always focus on the company’s products. They never focus on what the customer buys and is interested in. Only by being a customer oneself, a salesman oneself, a patient oneself, can one get true information about the outside. And even that information is, of course, still limited to one’s customers and one’s noncustomers. What other information about the outside do managers need, however, to do their work? And how can they get it?

This is one reason why being a volunteer in a nonprofit agency is important not only for preparing oneself for the second half of one’s life. It is equally important as a way to get outside information—which is information on how other people, with other jobs, other backgrounds, other knowledges, other values, and other points of view see the world, act and react, and make their decisions. For this reason also, the continuing education of already successful adults will be increasingly important. For in that university course, the forty-five-year-old, successful knowledge worker—business executive, lawyer, university president, minister of a church, and so on—is forced to work with people of different backgrounds and different values. It is one way not only to update one’s knowledge but to obtain what managers need: information about the outside.

In the long run, information about the outside may be the most important information managers need to do their work. At the same time, it is the one that still has to be organized. This information is not only the foundation for right action. It is equally the foundation for the challenges discussed in chapter 19, the challenges of knowledge-worker productivity, and in chapter 45, the challenges of managing oneself. Both rely heavily on the knowledge workers’ knowing what information they need for their work and what information they owe to others, and on systematically developing the methods that turn the chaos of data in the universe into organized and focused information for the manager’s own work and job.

SUMMARY

The manager needs three primary types of information, each with its own concepts and tools. First, there is what goes on inside the enterprise. Here we use standard accounting information along with the newer and rapidly evolving techniques of activity-based costing, EVA, and benchmarking. Then, there are the links to be made across organizations that are required in alliances and partnerships. Economic-chain accounting is the tool that is needed there. Finally, there is external information, where major changes usually originate. Business intelligence systems are necessary tools to assist in collecting and organizing this information.

Managers must rely heavily on the information they need for their work, the information they owe to others, and on the methods they use to turn the chaos of data in the universe into organized and focused information for action.
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				In a period of upheavals, such as the one we are living in, change is the norm. To be sure, change is painful and risky, and above all it requires a great deal of very hard work. But unless it is seen as the task of the individual manager and of the leadership group to lead change, the organization—whether business, university, hospital, and so on—will not survive. In a period of rapid structural change, the only ones who survive are those who innovate and create change.

				An organization that wants to be able to innovate, wants to have a chance to succeed and prosper in a time of rapid change, has to build into the organization entrepreneurial management, that is, entrepreneurial policies and practices. These policies and practices must be applied both within the existing enterprise as well as to new ventures.

				The organization also must apply entrepreneurial strategies outside, in the marketplace. Finally, an entrepreneurial organization must do the hard work required to search systematically for innovative windows of opportunity, to which it applies its entrepreneurial strategies.
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The Entrepreneurial Business



“Big businesses don’t innovate,” says the conventional wisdom. This sounds plausible enough. True, the new, major innovations of the twentieth century did not come out of the old, large businesses of their time. The railroads did not spawn the automobile or the truck; they did not even try. And though the automobile companies did try (Ford and General Motors both pioneered in aviation and aerospace), all of today’s large aircraft and aviation companies have evolved out of separate new ventures. Similarly, today’s giants of the pharmaceutical industry are, in the main, companies that were small or nonexistent fifty years ago, when the first modern drugs were developed. Every one of the giants of the electrical industry—General Electric, Westinghouse, and RCA in the United States; Siemens and Philips on the Continent; Toshiba in Japan—rushed into computers in the 1950s. Not one was successful.

And yet the all-but-universal belief that large businesses do not and cannot innovate is not even a half-truth; rather, it is a misunderstanding.

In the first place, there are plenty of exceptions, plenty of large companies that have done well as entrepreneurs and innovators. In the United States, there is Johnson & Johnson in hygiene and health care, 3M in highly engineered products for both industrial and consumer markets, and Procter & Gamble in consumer products. Citibank, one of the largest banks in the world, well over a century old, has been a major innovator in many areas of banking and finance. In Germany, Hoechst—one of the world’s largest chemical companies, and more than 145 years old by now—has become a successful innovator in the pharmaceutical industry.

Second, it is not true that “bigness” is an obstacle to entrepreneurship and innovation. In discussions of entrepreneurship, one hears a great deal about the “bureaucracy” of big organizations and of their “conservatism.” Both exist, of course, and they are serious impediments to entrepreneurship and innovation—but to all other performance just as much. And yet the record shows unambiguously that among existing enterprises, whether business or public-sector institutions, the small ones are least entrepreneurial and least innovative.

Among existing entrepreneurial businesses there are a great many very big ones; the foregoing list could have been enlarged without difficulty to one hundred companies from all over the world, and a list of innovative public-service institutions would also include a good many large ones.

It is not size that is an impediment to entrepreneurship and innovation; it is the existing operation itself, and especially the existing successful operation. And it is easier for a big or at least a fair-sized company to surmount this obstacle than it is for a small one. Operating anything—a manufacturing plant, a technology, a product line, a distribution system—requires constant effort and unremitting attention. The one thing that can be guaranteed in any kind of operation is the daily crisis. The daily crisis cannot be postponed; it has to be dealt with right away. And the existing operation demands high priority and deserves it.

Where the conventional wisdom goes wrong is in its assumption that entrepreneurship and innovation are natural, creative, or spontaneous. If entrepreneurship and innovation do not well up in an organization, something must be stifling them. That only a minority of existing successful businesses are entrepreneurial and innovative is thus seen as conclusive evidence that existing businesses quench the entrepreneurial spirit.

But entrepreneurship is not “natural”; it is not “creative.” It is work. Hence, the correct conclusion from the evidence is the opposite of the one commonly reached. That a substantial number of existing businesses—and among them a goodly number of fair-sized, big, and very big ones—succeed as entrepreneurs and innovators indicates that entrepreneurship and innovation can be achieved by any business. But they must be consciously striven for. They can be learned, but it requires effort. Entrepreneurial businesses treat entrepreneurship as a duty. They are disciplined about it, they work at it, they practice it.

STRUCTURES

People work within a structure.

For the existing business to be capable of innovation, it has to create a structure that allows people to be entrepreneurial. It has to devise relationships that center on entrepreneurship. It has to make sure that its rewards and incentives, its compensation, personnel decisions, and policies, all reward the right entrepreneurial behavior and do not penalize it.

1. This means, first, that the entrepreneurial, the new, has to be organized separately from the old and existing. Whenever we have tried to make an existing unit the carrier of the entrepreneurial project, we have failed.

One reason is that (as was said earlier) the existing business always requires time and effort on the part of the people responsible for it, and deserves the priority they give it. The new always looks so puny—so unpromising—next to the reality of the massive, ongoing business. The existing business, after all, has to nourish the struggling innovation. But the “crisis” in today’s business has to be attended to as well. The people responsible for an existing business will, therefore, always be tempted to postpone action on anything new, entrepreneurial, or innovative until it is too late. No matter what has been tried—and we have now been trying every conceivable mechanism for thirty or forty years—existing units have been found to be mainly capable of extending, modifying, and adapting what already is in existence. The new belongs elsewhere.

2. This means also that there has to be a special locus for the new venture within the organization, and it has to be pretty high up. Even though the new project, by virtue of its current size, revenues, and markets, does not rank with existing products, somebody in top management must have the specific assignment to work on tomorrow as an entrepreneur and innovator.

This need not be a full-time job; in the smaller business, it very often cannot be a full-time job. But it needs to be a clearly defined job and one for which somebody with authority and prestige is fully accountable.

The new project is an infant and will remain one for the foreseeable future, and infants belong in the nursery. The “adults,” that is, the executives in charge of existing businesses or products, will have neither time nor understanding for the infant project. They cannot afford to be bothered.

Disregard of this rule cost a major machine-tool manufacturer its leadership in robotics. The company had the basic patents on machine tools for automated mass production. It had excellent engineering, an excellent reputation, and first-rate manufacturing. Everyone in the early years of factory automation—around 1975—expected it to emerge as the leader. Ten years later it had dropped out of the race entirely. The company had placed the unit charged with the development of machine tools for automated production three or four levels down in the organization, and had it report to people charged with designing, making, and selling the company’s traditional machine-tool lines. These people were supportive; in fact, the work on robotics had been mainly their idea. But they were far too busy defending their traditional lines against a lot of new competitors such as the Japanese, redesigning them to fit new specifications, demonstrating, marketing, financing, and servicing them. Whenever the people in charge of the “infant” went to their bosses for a decision, they were told, “I have no time now, come back next week.” Robotics was, after all, only a promise; the existing machine-tool lines produced millions of dollars each year.

Unfortunately, this is a common error.



The best, and perhaps the only, way to avoid killing off the new by sheer neglect is to set up the innovative project from the start as a separate business.

The best known practitioners of this approach are three American companies: Procter & Gamble, a very large and aggressively entrepreneurial company; Johnson & Johnson, the hygiene and health-care supplier; and 3M, a major manufacturer of industrial and consumer products. These three companies differ in the details of practice, but essentially all three have the same policy. They set up the new venture as a separate business from the beginning and put a project manager in charge. The project manager remains in charge until the project is either abandoned or has achieved its objective and become a full-fledged business. And until then, the project manager can mobilize all the skills as they are needed—research, manufacturing, finance, marketing—and put them to work on the project team.

3. There is another reason why a new, innovative effort is best set up separately: to keep away from it the burdens it cannot yet carry. Both the investment in a new product line and its returns should, for instance, not be included in the traditional return-on-investment analysis until the product line has been on the market for a number of years. To ask the fledgling development to shoulder the full burdens an existing business imposes on its units is like asking a six-year-old to go on a long hike carrying a sixty-pound pack; neither will get very far. And yet the existing business has requirements with respect to accounting, to personnel policy, to reporting of all kinds, which it cannot easily waive.

The innovative effort and the unit that carries it require different policies, rules, and measurements in many areas.

I learned this many years ago in a major chemical company. Everybody knew that one of its central divisions had to produce new materials to stay in business. The plans for these materials were there, the scientific work had been done, but nothing happened. Year after year there was another excuse. Finally, the division’s general manager spoke up at a review meeting, “My management group and I are compensated primarily on the basis of return-on-investment. The moment we spend money on developing the new materials, our return will go down by half for at least four years. Even if I am still here in four years’ time when we should show the first returns on these investments—and I doubt that the company will put up with me that long if profits are that much lower—I’m taking bread out of the mouths of all my associates in the meantime. Is it reasonable to expect us to do this?” The formula was changed and the developmental expenses for the new project were taken out of the return-on-investment figures. Within eighteen months the new materials were on the market. Two years later they had given the division leadership in its field, which it has retained to this day. Four years later the division doubled its profits.



THE DON’TS

There are some things the entrepreneurial management of an existing business should not do.

1. The most important caveat is: Don’t mix managerial units and entrepreneurial ones. Do not ever put the entrepreneurial into the existing managerial component. Do not make innovation an objective for people charged with running, exploiting, optimizing what already exists.

But it is also inadvisable—in fact, almost a guarantee of failure—for a business to try to become entrepreneurial without changing its basic policies and practices. To be an entrepreneur on the side rarely works.

A great many large American companies have tried to go into joint ventures with entrepreneurs. Few of these attempts have succeeded; the entrepreneurs found themselves stymied by policies, by basic rules, by a “climate,” they felt was bureaucratic, stodgy, and reactionary. But at the same time, their partners, the people from the big company, could not figure out what the entrepreneurs were trying to do and thought them undisciplined, wild, visionary.

By and large, big companies have been successful as entrepreneurs only if they use their own people to build the venture. They have been successful only when they use people whom they understand and who understand them, people whom they trust and who in turn know how to get things done in the existing business; people, in other words, with whom one can work as partners. But this presupposes that the entire company is imbued with the entrepreneurial spirit, that it wants innovation and is reaching out for it, considering it both a necessity and an opportunity. It presupposes that the entire organization has been made “greedy for new things.”

2. Innovative efforts that take the existing business out of its own field are rarely successful. Innovation had better not be “diversification.” Whatever the benefits of diversification, it does not mix with entrepreneurship and innovation. The new is always sufficiently difficult not to attempt it in an area one does not understand. An existing business innovates where it has expertise, whether knowledge of market or knowledge of technology. Anything new will predictably get into trouble, and then one has to know the business. Diversification itself rarely works unless it, too, is built on commonality with the existing business, whether commonality of the market or commonality of the technology. Even then diversification has its problems. But if one adds to the difficulties and demands of diversification the difficulties and demands of entrepreneurship, the result is predictable disaster. So one innovates only where one understands.

3. Finally, it is almost always futile to avoid making one’s own business entrepreneurial by “buying in,” that is, by acquiring small entrepreneurial ventures. Acquisitions rarely work unless the company that does the acquiring is willing and able within a fairly short time to furnish management to the acquisition. The managers that have come with the acquired company rarely stay around very long. If they were owners, they have now become wealthy; if they were professional managers, they are likely to stay around only if given much bigger opportunities in the new, acquiring company. So, within a year or two, the acquirer has to furnish management to run the business that has been bought. This is particularly true when a nonentrepreneurial company buys an entrepreneurial one. The management people in the new acquired venture soon find that they cannot work with the people in their new parent company, and vice versa.

SUMMARY

A business that wants to be able to innovate, wants to have a chance to succeed and prosper in a time of rapid change, has to build entrepreneurial management into its own system. It has to adopt policies that create, throughout the entire organization, the desire to innovate and the habits of entrepreneurship and innovation. To be a successful entrepreneur, the existing business, large or small, has to be managed as an entrepreneurial business.
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The New Venture



For the existing enterprise, whether business or public-service institution, the controlling word in the term “entrepreneurial management” is “entrepreneurial.” For the new venture, it is “management.” In the existing business, it is the existing that is the main obstacle to entrepreneurship. In the new venture, it is its absence.

The new venture has an idea. It may have a product or a service. It may even have sales, and sometimes quite a substantial volume of them. It surely has costs. And it may have revenues and even profits. What it does not have is a “business,” a viable, operating, organized “present” in which people know where they are going, what they are supposed to do, and what the results are or should be. But unless a new venture develops into a new business and makes sure of being “managed,” it will not survive no matter how brilliant the entrepreneurial idea, how much money it attracts, how good its products, nor even how great the demand for them.

Refusal to accept these facts destroyed every single venture started by the nineteenth-century’s greatest inventor, Thomas Edison. Edison’s ambition was to be a successful businessman and the head of a big company. He should have succeeded, for he was a superb business planner. He knew exactly how an electric power company had to be set up to exploit his invention of the lightbulb. He knew exactly how to get all the money he could possibly need for his ventures. His products were immediate successes and the demand for them practically insatiable. But Edison remained an entrepreneur; or rather, he thought that “managing” meant being the boss. He refused to build a management team. And so every one of his four or five companies collapsed ignominiously once it got to middle size, and was saved only by booting Edison himself out and replacing him with professional management.

Entrepreneurial management in the new venture has four requirements:

It requires, first, a focus on the market.

It requires, second, financial foresight, and especially planning for cash flow and capital needs ahead.

It requires, third, building a top management team long before the new venture actually needs one and long before it can actually afford one.



And finally, it requires of the founding entrepreneur a decision with respect to his or her own role, area of work, and relationships.

THE NEED FOR MARKET FOCUS

A common explanation for the failure of a new venture to live up to its promise or even to survive at all is, “We were doing fine until these other people came and took our market away from us. We don’t really understand it. What they offered wasn’t so very different from what we had.” Or one hears, “We were doing all right, but these other people started selling to customers we’d never even heard of and all of a sudden they had the market.”

When a new venture does succeed, more often than not it is in a market other than the one it was originally intended to serve, with products or services that are not quite those with which it had set out, bought in large part by customers it did not even think of when it started, and used for a host of purposes besides the ones for which the products were first designed. If a new venture does not anticipate this, organizing itself to take advantage of the unexpected and unseen markets; if it is not totally market-focused, if not market-driven, then it will succeed only in creating an opportunity for a competitor.

A German chemist developed Novocain as the first local anesthetic in 1905. But he could not get doctors to use it; they preferred total anesthesia (they accepted Novocain only during World War I). But totally unexpectedly, dentists began to use the stuff. Whereupon—or so the story goes—the chemist began to travel up and down Germany making speeches against Novocain’s use in dentistry. He had not designed it for that purpose!

That reaction was somewhat extreme, I admit. Still, entrepreneurs know what their innovation is meant to do. And if some other use for it appears, they tend to resent it. They may not actually refuse to serve customers they have not “planned” for, but they are likely to make it clear that these customers are not welcome.

This is what happened with the computer. The company that had the first computer, Univac, knew that its magnificent machine was designed for scientific work. And so it did not even send a salesman out when a business showed interest in it; surely, it argued, these people could not possibly know what a computer was all about. IBM was equally convinced that the computer was an instrument for scientific work: their own computer had been designed specifically for astronomical calculations. But IBM was willing to take orders from businesses and to serve them. Ten years later, around 1960, Univac still had by far the most advanced and best machine. IBM had the computer market.

The textbook prescription for this problem is “market research.” But it is the wrong prescription. One cannot do market research for something genuinely new. One cannot do market research for something that is not yet on the market.

Similarly, several companies who turned down the Xerox patents did so on the basis of thorough market research that showed that printing companies had no use at all for a copier. Nobody had any inkling that businesses, schools, universities, colleges, and a host of private individuals would want to buy a copier.

The new venture therefore needs to start out with the assumption that its product or service may find customers in markets no one thought of, for uses no one envisaged when the product or service was designed, and that it will be bought by customers outside its field of vision and even unknown to the new venture.

To build market focus into a new venture is not in fact particularly difficult. But what is required runs counter to the inclinations of the typical entrepreneur. It requires, first, that the new venture systematically hunt out both the unexpected success and the unexpected failure. Rather than dismiss the unexpected as an “exception,” as entrepreneurs are inclined to do, they need to go out and look at it carefully and view it as a distinct opportunity.

Shortly after World War II, a small Indian engineering firm bought the license to produce a European-designed bicycle with an auxiliary light engine. It looked like an ideal product for India; yet it never did well. The owner of this small firm noticed, however, that substantial orders came in for the engines alone. At first he wanted to turn down those orders; what could anyone possibly do with such a small engine? It was curiosity alone that made him go to the actual area the orders came from. There he found farmers were taking the engines off the bicycles and using them to power irrigation pumps that hitherto had been hand-operated. This manufacturer became the world’s largest maker of small irrigation pumps, selling them by the millions. His pumps revolutionized farming all over Southeast Asia.

It does not require a great deal of money to find out whether an unexpected interest from an unexpected market is an indication of genuine potential or a fluke. It requires sensitivity and a little systematic work.

Above all, the people who are running a new venture need to spend time outside: in the marketplace, with customers, and with their own salespeople, looking and listening. The new venture needs to build in systematic practices to remind itself that a “product” or a “service” is defined by the customer, not by the producer. It needs to work continuously on challenging itself with respect to the utility and value that its products or services contribute to customers.

The greatest danger for the new venture is to “know better” than the customer what the product or service is or should be, how it should be bought, and what it should be used for. Above all, the new venture needs a willingness to see the unexpected success as an opportunity rather than as an affront to its expertise. And it needs to accept that elementary axiom of marketing: Businesses are not paid to reform customers. They are paid to satisfy customers.

FINANCIAL FORESIGHT

Lack of market focus is typically a disease of the “neonatal,” the infant new venture. It is the most serious affliction of the new venture in its early stages—and one that can permanently stunt even those that survive.

The lack of adequate financial focus and the right financial policies is, by contrast, the greatest threat to the new venture in the next stage of its growth. It is, above all, a threat to a rapidly growing new venture. The more successful a new venture is, the more dangerous is lack of financial foresight.

Suppose that a new venture has successfully launched its product or service and is growing fast. It reports “rapidly increasing profits” and issues rosy forecasts. The stock market then “discovers” the new venture, especially if it is high-tech or in a field otherwise currently fashionable. Predictions abound that the new venture’s sales will reach a billion dollars within five years. Eighteen months later, the new venture collapses.

It may not go out of existence or go bankrupt. But it is suddenly awash in red ink, lays off 180 of its 275 employees, fires the president, or is sold at a bargain price to a big company. The causes are always the same: lack of cash, inability to raise the capital needed for expansion, and loss of control, with expenses, inventories, and receivables in disarray. These three financial afflictions often hit together at the same time. Yet any one of them by itself endangers the health, if not the life, of the new venture.

Once this financial crisis has erupted, it can be cured only with great difficulty and considerable suffering. But it is eminently preventable.

Entrepreneurs starting new ventures are rarely unmindful of money; on the contrary, they tend to be greedy. They therefore focus on profits. But this is the wrong focus for a new venture, or rather, it should come last rather than first. Cash flow, capital, and controls come much earlier. Without them, the profit figures are fiction—good for twelve to eighteen months, perhaps, after which they evaporate.

Growth has to be fed. In financial terms, this means that growth in a new venture demands adding financial resources rather than taking them out. Growth needs more cash and more capital. If the growing new venture shows a “profit,” it is a fiction—a bookkeeping entry put in only to balance the accounts. And since taxes are payable on this fiction in most countries, it creates a liability and a cash drain rather than “surplus.” The healthier a new venture and the faster it grows, the more financial feeding it requires. The new ventures that are the darlings of the newspapers and the stock market letters, the new ventures that show rapid profit growth and “record profits,” are those most likely to run into desperate trouble a couple of years later.

The new venture needs cash flow analysis, cash flow forecasts, and cash management. The fact that America’s new ventures of the last few years (with the significant exception of high-tech companies) have been doing so much better than new ventures used to do is largely because the new entrepreneurs in the United States have learned that entrepreneurship demands financial management.

Cash management is fairly easy if there are reliable cash flow forecasts, with “reliable” meaning “worst case” assumptions rather than hopes. There is an old banker’s rule of thumb, according to which, in forecasting cash income and cash outlays, one assumes that bills will have to be paid sixty days earlier than expected and receivables will come in sixty days later. If the forecast is overly conservative, the worst that can happen—it rarely does in a growing new venture—is a temporary cash surplus.

A growing new venture should know twelve months ahead of time how much cash it will need, when, and for what purposes. With a year’s lead time, it is almost always possible to finance cash needs. But even if a new venture is doing well, raising cash in a hurry and in a “crisis” is never easy and always prohibitively expensive. Above all, it always sidetracks the key people in the company at the most critical time. For several months they then spend their time and energy running from one financial institution to another and cranking out one set of questionable financial projections after another. In the end, they usually have to mortgage the long-range future of the business to get through a ninety-day cash bind. When they are finally able again to devote time and thought to the business, they have irrevocably missed the major opportunities. For the new venture, almost by definition, is under cash pressure when the opportunities are greatest.

The successful new venture will also outgrow its capital structure. A rule of thumb says that a new venture outgrows its capital base with every increase in sales (or billings) on the order of 40 to 50 percent. After such growth, a new venture also needs a new and different capital structure, as a rule. As the venture grows, private sources of funds, whether from the owners and their families or from outsiders, become inadequate. The company has to find access to much larger pools of money by going “public,” by finding a partner or partners among established companies, or by raising money from insurance companies and pension funds. A new venture that had been financed by equity money now needs to shift to long-term debt, or vice versa. As the venture grows, the existing capital structure always becomes the wrong structure and an obstacle.

Finally, the new venture needs to plan the financial system it requires to manage growth. Again and again, a growing new venture starts off with an excellent product, excellent standing in its market, and excellent growth prospects. Then suddenly everything goes out of control: receivables, inventory, manufacturing costs, administrative costs, service, distribution—everything. Once one area gets out of control, all of them do. The enterprise has outgrown its control structure. By the time control has been reestablished, markets have been lost, customers have become disgruntled if not hostile, and distributors have lost their confidence in the company. Worst of all, employees have lost trust in management, and with good reason.

Fast growth always makes obsolete the existing controls. Again, a growth of 40 to 50 percent in volume seems to be the critical figure.

Once control has been lost, it is hard to recapture. Yet the loss of control can be prevented quite easily. What is needed is first to think through the critical areas in a given enterprise. In one, it may be product quality; in another, service; in a third, receivables and inventory; in a fourth, operating costs. Rarely are there more than four or five critical areas in any given enterprise. Managerial and administrative overhead should, however, always be included. A disproportionate and fast increase in the percentage of revenues absorbed by managerial and administrative overhead means that the enterprise is hiring managerial and administrative people faster than its potential for growth.

To live up to its growth expectations, a new venture must establish today the controls in these critical areas it will need three years hence. Elaborate controls are not necessary, nor does it matter that the figures are only approximate. What matters is that the management of the new venture is aware of these critical areas, is being reminded of them, and can thus act fast if the need arises. Disarray normally does not appear if there is adequate attention to the key areas. Then the new venture will have the controls it needs when it needs them. Financial foresight does not require a great deal of time. It does require a good deal of thought, however. The technical tools to do the job are easily available; they are spelled out in most texts on managerial accounting. But the work will have to be done by the enterprise itself.

BUILDING A TOP MANAGEMENT TEAM

The new venture has successfully established itself in the right market and has then successfully found the financial structure and the financial system it needs. Nonetheless, a few years later it is still prone to run into a serious crisis. Just when it appears to be on the threshold of becoming an “adult,” a successful, established, going concern, it gets into trouble nobody seems to understand. The products are first-rate, the prospects are excellent, and yet the business simply cannot grow. Neither profitability nor quality, nor any of the other major areas, performs.

The reason is always the same: a lack of qualified top management. The business has outgrown being managed by one person, or even two people, and it now needs a management team at the top. If it does not have one already in place at the time, it is very late—in fact, usually too late. The best one can then hope is that the business will survive. But it is likely to be permanently crippled or to suffer scars that will bleed for many years to come. Morale has been shattered, and employees throughout the company are disillusioned and cynical. And the people who founded the business and built it almost always end up on the outside, embittered and disenchanted.

The remedy is simple: build a top-management team before the venture reaches the point where it must have one. Teams cannot be formed overnight. They require long periods before they can function. Teams are based on mutual trust and mutual understanding, and this takes years to build up. In my experience, three years is about the minimum.

But the small and growing new venture cannot afford a top-management team; it cannot sustain half a dozen people with big titles and corresponding salaries. In fact, in the small and growing business, a very small number of people do everything as it comes along. How, then, can one square this circle?

Again, the remedy is relatively simple. But it does require the will on the part of the founders to build a team rather than to keep on running everything themselves. If one or two people at the top believe that they, and they alone, must do everything, then a management crisis a few months, or at the latest, a few years down the road becomes inevitable.

Whenever the objective economic indicators of a new venture—market surveys, for instance, or demographic analysis—indicate that the business may double within three to five years, then it is the duty of the founder or founders to build the management team the new venture will very soon require. This is preventive medicine, so to speak.

First of all, the founders, together with other key people in the firm, will have to think through the key activities of their business. What are the specific areas upon which the survival and success of this particular business depend? Most of the areas will be on everyone’s list. But if there are divergences and dissents—and there should be on a question as important as this—they should be taken seriously. Every activity that any member of the group thinks belongs there should go down on the list.

The key activities are not to be found in books. They emerge from analysis of the specific enterprise. Two enterprises that to an outsider appear to be in an identical line of business may well end up defining their key activities quite differently. One, for instance, may put operations in the center; the other, customer service. Only two key activities are always present in any organization: there is always the management of people, and there is always the management of money. The rest has to be determined by the people within looking at the enterprise and at their own jobs, values, and goals.

The next step is, then, for each member of the group, beginning with the founder, to ask, “What are the activities that I am doing well? And what are the activities that each of my key associates in this business is doing well?” Again, there is going to be agreement on most of the people and on most of their strengths. But, again, any disagreement should be taken seriously. (On “activity analysis” for the design of organization structures, see chapter 38.)

Next one asks, “Which of the key activities should each of us, therefore, take on as his or her first and major responsibility because they fit the individual’s strengths? Which individual fits which key activity?”

Then the work on building a team can begin. The founder starts to discipline himself or herself not to handle people and their problems if this is not the key activity that fits the founder best. Perhaps this individual’s key strength is new products and new technology. Perhaps this individual’s key activity is operations, manufacturing, physical distribution, service. Or perhaps it is money and finance, and someone else had better handle people. But all key activities need to be covered by someone who has proven ability in performance.

There is no rule that says, “A chief executive has to be in charge of this or that.” Of course, a chief executive is the court of last resort and has ultimate accountability. And the chief executive also has to make sure to get the information necessary to discharge this ultimate accountability. The chief executive’s own work, however, depends on what the enterprise requires and on who the individual is. As long as the CEO’s work program consists of key activities, he or she does a CEO’s job. But the CEO is also responsible for making sure that all the other key activities are adequately covered.

Finally, goals and objectives for each area need to be set. Everyone who takes on the primary responsibility for a key activity—whether product development or people or money—must be asked, “What can this enterprise expect of you? What should we hold you accountable for? What are you trying to accomplish and by what time?” But this is elementary management, of course.

It is prudent to establish the top-management team informally at first. There is no need to give people titles in a new and growing venture, nor to make announcements, nor even to pay extra. All this can wait a year or so, until it is clear that the new setup works, and how. In the meantime, all the members of the team have much to learn: their job, how they work together, and what they have to do to enable the CEO and their colleagues to do their jobs. Two or three years later, when the growing venture needs a top management, it has one.

However, should it fail to provide for a top management before it actually needs one, it will lose the capacity to manage itself long before it actually needs a top-management team. The founder will have become so overloaded that important tasks will not get done. At this point, the company can go one of two ways. The first possibility is that the founder concentrates on the one or two areas that fit his or her abilities and interests. These are key areas, indeed, but they are not the only crucial ones, and no one is then left to look after the others. Two years later, important areas have been slighted and the business is in dire straits. The other, worse, possibility is that the founder is conscientious. He knows that people and money are key activities and need to be taken care of. His own abilities and interests, which actually built the business, are in the design and development of new products. But being conscientious, the founder forces himself to take care of people and finance. Since he is not very gifted in either area, he does poorly in both. It also takes him forever to reach decisions or to do any work in these areas, so that he is forced, by lack of time, to neglect what he is really good at and what the company depends on him for, the development of new technology and new products. Three years later the company will have become an empty shell without the products it needs, but also without the management of people and the management of money it needs.

In the first example, it may be possible to save the company. After all, it has the products. But the founder will inevitably be removed by whoever comes in to salvage the company. In the second case, the company usually cannot be saved at all and has to be sold or liquidated.

Long before it has reached the point where it needs the balance of a top-management team, the new venture has to create one. Long before the time has come at which management by one person no longer works and becomes mismanagement, that one person also has to start learning how to work with colleagues, has to learn to trust people, yet also how to hold them accountable. The founder has to learn to become the leader of a team rather than a “star” with “helpers.”

“WHERE CAN I CONTRIBUTE?”

Building a top-management team may be the single most important step toward entrepreneurial management in the new venture. It is only the first step, however, for the founders themselves, who then have to think through what their own future is to be.

As a new venture develops and grows, the roles and relationships of the original entrepreneurs inexorably change. If the founders refuse to accept this, they will stunt the business and may even destroy it.

Every founder-entrepreneur nods to this and says, “Amen.” Everyone has horror stories of other founder-entrepreneurs who did not change as the venture changed, and who then destroyed both the business and themselves. But even among the founders who can accept that they themselves need to do something, few know how to tackle changing their own roles and relationships. They tend to begin by asking, “What do I like to do?” Or at best, “Where do I fit in?” The right question to start with is, “What will the venture need objectively by way of management from here on out?” And in a growing new venture, the founder has to ask this question whenever the business (or the public-service institution) grows significantly or changes direction or character, that is, changes its products, services, markets, or the kind of people it needs.

The next question the founder must ask is, “What am I good at? What, of all these needs of the venture, could I supply, and supply with distinction?” Only after having thought through these two questions should a founder then ask, “What do I really want to do, and believe in doing? What am I willing to spend years on, if not the rest of my life? Is this something the venture really needs? Is it a major, essential, indispensable contribution?”

But the questions of what a venture needs, what the strengths of the founder-entrepreneur are, and what he or she wants to do might be answered quite differently. Edwin Land, for instance, the man who invented Polaroid glass and the Polaroid camera, ran the company during the first twelve or fifteen years of its life, until the early 1950s. Then it began to grow fast. Land thereupon designed a top-management team and put it in place. As for himself, he decided that he was not the right man for the top management job in the company: what he and he alone could contribute was scientific innovation. Accordingly, Land built himself a laboratory and established himself as the company’s consulting director for basic research. The company itself, in its day-to-day operations, he left to others to run.

Ray Kroc, the man who conceived and built McDonald’s, reached a similar conclusion. He remained president until he died, well past age eighty. But he put a top-management team in place to run the company and appointed himself the company’s “marketing conscience.” Until shortly before his death, he visited two or three McDonald’s restaurants each week, checking their quality carefully, the level of cleanliness and friendliness. Above all, he looked at the customers, talked to them and listened to them. This enabled the company to make the necessary changes to retain its leadership in the fast-food industry.

These questions may not always lead to such happy endings. They may even lead to the decision to leave the company.

In one of the most successful new financial services ventures in the United States, this is what the founder concluded. He did establish a top-management team. He asked what the company needed. He looked at himself and his strengths; and he found no match between the needs of the company and his own abilities, let alone between the needs of the company and the things he wanted to do. “I trained my own successor for about eighteen months, then turned the company over to him and resigned,” he said. Since then he has started three new businesses, not one of them in finance, has developed them successfully to medium size, and then quit again. He wants to develop new businesses but does not enjoy running them. He accepts that both the businesses and he are better off divorced from each other.

Other entrepreneurs in this same situation might reach different conclusions. The founder of a well-known medical clinic, a leader in its particular field, faced a similar dilemma. The needs of the institution were for an administrator and money-raiser. His own inclinations were to be a researcher and a clinician. But he realized that he was good at raising money and capable of learning to be the chief executive officer of a fairly large health-care organization. “And so,” he says, “I felt it my duty to the venture I had created, and to my associates in it, to suppress my own desires and to take on the job of chief administrator and money-raiser. But I would never have done so had I not known that I had the abilities to do the job, and if my advisers and my board had not all assured me that I had these abilities.”

The question, “Where do I belong?” needs to be faced up to and thought through by the founder-entrepreneur as soon as the venture shows the first signs of success. But the question can be faced up to much earlier. Indeed, it might be best thought through before the new venture is even started.

This is what Soichiro Honda, the founder and builder of Honda Motor Company in Japan, did when he decided to open a small business in the darkest days after Japan’s defeat in World War II. He did not start his venture until he had found the right man to be his partner and to run administration, finance, distribution, marketing, sales, and personnel. For Honda had decided from the outset that he belonged in engineering and production and would not run anything else. This decision made the Honda Motor Company.

There is an earlier—and even more instructive—example, that of Henry Ford. When Ford decided in 1903 to go into business for himself, he did exactly what Honda did forty years later: before starting, he found the right man to be his partner and to run the areas where Ford knew he did not belong—administration, finance, distribution, marketing, sales, and personnel. Like Honda, Henry Ford knew that he belonged in engineering and manufacturing and was going to confine himself to these two areas. The man he found, James Couzens, contributed as much as Ford to the success of the company. Many of the best-known policies and practices of the Ford Motor Company for which Henry Ford is often given credit—the famous $5-a-day wage of 1913, or the pioneering distribution and service policies, for example—were Couzens’s ideas and at first resisted by Ford. So effective did Couzens become that Ford grew increasingly jealous of him and forced him out in 1917. The last straw was Couzens’s insistence that the Model T was obsolescent and his proposal to use some of the huge profits of the company to start work on a successor.

The Ford Motor Company grew and prospered to the very day of Couzens’s resignation. Within a few short months thereafter, as soon as Henry Ford had taken every single top-management function into his own hands, forgetting that he had known earlier where he belonged, the Ford Motor Company began its long decline. Henry Ford clung to the Model T for a full ten years, until it had become literally unsalable. And the company’s decline was not reversed for thirty years after Couzens’s dismissal until, with his grandfather dying, a very young Henry Ford II took over the practically bankrupt business.

THE NEED FOR OUTSIDE ADVICE

These last cases point up an important factor for the entrepreneur in the new and growing venture, the need for independent, objective outside advice.

The growing new venture may not need a formal board of directors. Moreover, the typical board of directors very often does not provide the advice and counsel the founder needs. But the founder does need people with whom he can discuss basic decisions and to whom he listens. Such people are rarely to be found within the enterprise. Somebody has to challenge the founder’s appraisal of the needs of the venture, and of his own personal strengths. Someone who is not a part of the problem has to ask questions, to review decisions, and, above all, to push constantly to have the long-term survival needs of the new venture satisfied, by building in the market focus, supplying financial foresight, and creating a functioning top-management team. This is the final requirement of entrepreneurial management in the new venture.

The new venture that builds such entrepreneurial management into its policies and practices will become a flourishing large business.

SUMMARY

In so many new ventures, especially high-tech ventures, the techniques discussed in this chapter—a focus on the market, financial planning, the early need for a top-management team, and the future role of the founding entrepreneur—are spurned and even despised. The argument is that they constitute “management” and “we are entrepreneurs.” But this is not informality; it is irresponsibility. It confuses manners and substance. It is old wisdom that there is no freedom except under the law. Freedom without law is license, which soon degenerates into anarchy, and shortly thereafter, into tyranny. It is precisely because the new venture has to maintain and strengthen the entrepreneurial spirit that it needs foresight and discipline. It needs to prepare itself for the demands its own success will make of it. Above all, it needs responsibility—and this, in the last analysis, is what entrepreneurial management supplies to the new venture.
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Entrepreneurial Strategies



Just as entrepreneurship requires entrepreneurial management, that is, practices and policies within the enterprise, so it requires practices and policies outside, in the marketplace. It requires entrepreneurial strategies.

There are four specifically entrepreneurial strategies:




       1. Being “Fustest with the Mostest”


       2. “Hitting Them Where They Ain’t”


       3. Finding and occupying a specialized “ecological niche”


       4. Changing the economic characteristics of a product, a market, or an industry




These four strategies are not mutually exclusive. One and the same entrepreneur often combines two, sometimes even elements of three, in one strategy. They are also not always sharply differentiated; the same strategy might, for instance, be classified as “Hitting Them Where They Ain’t” or as “Finding and occupying a specialized ‘ecological niche.’” Still, each of these four has its prerequisites. Each fits certain kinds of innovation and does not fit others. Each requires specific behavior on the part of the entrepreneur. Finally, each has its own limitations and carries its own risks.

BEING “FUSTEST WITH THE MOSTEST”

Being “Fustest with the Mostest” was how a Confederate cavalry general in America’s Civil War explained consistently winning his battles. In this strategy, the entrepreneur aims at leadership, if not at dominance, of a new market or a new industry. Being “Fustest with the Mostest” does not necessarily aim at creating a big business right away, though often this is indeed the aim. But it aims from the start at a permanent leadership position.

Being “Fustest with the Mostest” is the approach that many people consider the entrepreneurial strategy par excellence. Indeed, if one were to go by the popular books on entrepreneurship, one would conclude that being “Fustest with the Mostest” is the only entrepreneurial strategy—and a good many entrepreneurs, especially the high-tech ones, seem to be of the same opinion.

They are wrong, however. To be sure, a good many entrepreneurs have, indeed, chosen this strategy. Yet being “Fustest with the Mostest” is not even the dominant entrepreneurial strategy, let alone the one with the lowest risk or the highest success ratio. On the contrary, of all entrepreneurial strategies, it is the greatest gamble. And it is unforgiving, making no allowances for mistakes and permitting no second chance.

But if successful, being “Fustest with the Mostest” is highly rewarding.

Here are some examples to show what this strategy consists of and what it requires:

Hoffmann-LaRoche of Basel, Switzerland, has for many years been one of the world’s largest and one of its most profitable pharmaceutical companies. But its origins were quite humble: until the mid-1920s, Hoffmann-LaRoche was a small and struggling manufacturing chemist, making a few textile dyes. It was totally overshadowed by the huge German dyestuff makers and two or three much bigger chemical firms in its own country. Then it gambled on the newly discovered vitamins at a time when the scientific world still could not quite accept that such substances existed. It acquired the vitamin patents—nobody else wanted them. It hired the discoverers away from Zurich University at several times the salaries they could hope to get as professors, salaries even industry had never paid before. And it invested all the money it had and all it could borrow in manufacturing and marketing these new substances. Sixty-years later, long after all vitamin patents had expired, Hoffmann-LaRoche had nearly half the world’s vitamin market, amounting to billions of dollars a year.

DuPont followed the same strategy. When it came up with Nylon, the first truly synthetic fiber—after fifteen years of hard, frustrating research—DuPont at once mounted massive efforts, built huge plants, went into mass advertising (the company had never before had consumer products to advertise) and created the industry we now call plastics.

Not every “Fustest with the Mostest” strategy needs to aim at creating a big business, though it must always aim at creating a business that dominates its market. The 3M Company in St. Paul, Minnesota, does not—as a matter of deliberate policy, it seems—attempt an innovation that might result in a big business by itself. Nor does Johnson & Johnson. Both companies are among the most fertile and most successful innovators. Both look for innovations, however, that are dominant in their markets.

Perhaps because “Fustest with the Mostest” must aim at creating something truly new, something truly different, nonexperts and outsiders seem to do as well as the experts, in fact, often better. Hoffmann-LaRoche, for instance, did not owe its strategy to chemists; it owed it to a musician who had married the granddaughter of the company’s founder and needed more money to support his orchestra than the company then provided through its meager dividends. To this day, the company has never been managed by chemists, but has always been managed by financial men who have first made their career in a major Swiss bank.

The strategy of being “Fustest with the Mostest” has to hit right on target or it misses altogether. Or, to vary the metaphor, being “Fustest with the Mostest” is very much like a moon shot: a deviation of a fraction of a minute of the arc and the missile disappears into outer space. And once launched, the “Fustest with the Mostest” strategy is difficult to adjust or to correct.

To use this strategy, in other words, requires thought and careful analysis. The entrepreneur of so much of the popular literature or of Hollywood movies, the person who suddenly has a “brilliant idea” and rushes off to put it into effect, is not going to succeed with it.

There has to be one clear-cut goal and all efforts have to be focused on it. And when this effort begins to produce results, the innovator has to be ready to mobilize resources massively.

Then, after the innovation has become a successful business, the work really begins. Then the strategy of “Fustest with the Mostest” demands substantial and continuing efforts to retain a leadership position; otherwise, all one has done is create a market for a competitor. The innovator has to run even harder now that he has leadership than he ran before and continue his innovative efforts on a very large scale. The research budget must be higher after the innovation has successfully been accomplished than it was before. New uses have to be found; new customers must be identified and persuaded to try the new materials. Above all, the entrepreneur who has succeeded in being “Fustest with the Mostest” has to make his product or his process obsolete before a competitor can do it. Work on the successor to the successful product or process has to start immediately, with the same concentration of effort and the same investment of resources that led to the initial success.

Finally, the entrepreneur who has attained leadership by being “Fustest with the Mostest” has to be the one who systematically cuts the price of his own product or process. To keep prices high simply holds an umbrella over potential competitors and encourages them.

The strategy of being “Fustest with the Mostest” is indeed so risky that an entire major strategy is based on the assumption that being “Fustest with the Mostest” will fail far more often than it can possibly succeed. It will fail because the will is lacking. It will fail because efforts are inadequate. It will fail because, despite successful innovation, not enough resources are deployed, are available, or are being put to work to exploit success, and so on. While the strategy is, indeed, highly rewarding when successful, it is much too risky and much too difficult to be used for anything but major innovations.

In most cases alternative strategies are available and preferable—not primarily because they carry less risk, but because for most innovations the opportunity is not great enough to justify the cost, the effort, and the investment of resources required for the “Fustest with the Mostest” strategy.

HITTING THEM WHERE THEY AIN’T (CREATIVE IMITATION & ENTREPRENEURIAL JUDO)

Two completely different entrepreneurial strategies are summed up by the words of another battle-winning Confederate general in America’s Civil War, who said, “Hit Them Where They Ain’t.” These strategies might be called creative imitation and entrepreneurial judo, respectively.

Creative Imitation

“Creative imitation” is clearly a contradiction in terms. What is creative must surely be original. And if there is one thing imitation is not, it is “original.” Yet the term fits. It describes a strategy that is “imitation” in its substance. What the entrepreneur does is something somebody else has already done. But it is “creative” because the entrepreneur applying the strategy of creative imitation understands what the innovation represents better than the people who made it and who innovated.

The foremost practitioner of this strategy and the most brilliant one is IBM.

In the early 1930s IBM built a high-speed calculating machine to do calculations for the astronomers at New York’s Columbia University. A few years later it built a machine that was already designed as a computer—again, to do astronomical calculations—this time at Harvard. And by the end of World War II, IBM had built a real computer—the first one, by the way, that had the features of the true computer: a “memory” and the capacity to be “programmed.” And yet there are good reasons why the history books pay scant attention to IBM as a computer innovator. For as soon as it had finished its advanced 1945 computer—the first computer to be shown to a lay public in its showroom in midtown New York, where it drew immense crowds—IBM abandoned its own design and switched to the design of its rival, the ENIAC, developed at the University of Pennsylvania. The ENIAC was far better suited to business applications such as payroll, only its designers did not see this. IBM structured the ENIAC so that it could be manufactured and serviced and could do mundane “numbers crunching.” When IBM’s version of the ENIAC came out in 1953, it at once set the standard for commercial, multipurpose, mainframe computers. This is the strategy of creative imitation.

It waits until somebody else has established the new, but only approximately. Then it goes to work. And within a short time it comes out with what the new really should be to satisfy the customer, to do the work customers want and pay for. The creative imitation has then set the standard and takes over the market.

When semiconductors became available, everyone in the watch industry knew that they could be used to power a watch much more accurately, much more reliably, and much more cheaply than traditional watch movements. The Swiss soon brought out a quartz-powered digital watch. But they had so much investment in traditional watchmaking that they decided on a gradual introduction of quartz-powered digital watches over a long period of time, during which these new timepieces would remain expensive luxuries.

Meanwhile, the Hattori Company in Japan had long been making conventional watches for the Japanese market. It saw the opportunity and went in for creative imitation, developing the quartz-powered digital watch as the standard timepiece. By the time the Swiss had woken up, it was too late. Seiko watches had become the world’s best-sellers, with the Swiss almost pushed out of the market.

Like being “Fustest with the Mostest,” creative imitation is a strategy aimed at market or industry leadership, if not at market or industry dominance. But it is much less risky. By the time the creative imitator moves, the market has been established and the new venture has been accepted. Indeed, there is usually more demand for it than the original innovator can easily supply. The market segmentations are known or at least knowable. By then, too, market research can find out what customers buy, how they buy, what constitutes value for them, and so on.

Of course, the original innovator may do it right the first time, thus closing the door to creative imitation. There is the risk of an innovator bringing out and doing the right job with vitamins, as Hoffmann-LaRoche did, or with Nylon, as did DuPont. But the number of entrepreneurs engaging in creative imitation, and their substantial success, indicates that perhaps the risk of the first innovator’s preempting the market by getting it right is not an overwhelming one.

The creative imitator exploits the success of others. Creative imitation is not “innovation” in the sense in which the term is most commonly understood. The creative imitator does not invent a product or service; he perfects and positions it. In the form in which it has been introduced, it lacks something. It may be additional product features. It may be segmentation of product or services so that slightly different versions fit slightly different markets. It might be proper positioning of the product in the market. Or creative imitation supplies something that is still lacking.

The creative imitator looks at products or services from the viewpoint of the customer.



All told, creative imitation starts out with markets rather than with products, and with customers rather than with producers. It is both market focused and market driven.

Creative imitators do not succeed by taking away customers from the pioneers who have first introduced a new product or service; they serve markets the pioneers have created but do not adequately service. Creative imitation satisfies a demand that already exists rather than creating one.

The strategy has its own risks, and they are considerable. Creative imitators are easily tempted to splinter their efforts in the attempt to hedge their bets. Another danger is to misread the trend and imitate creatively what then turns out not to be the winning development in the marketplace.

IBM, the world’s foremost creative imitator, exemplifies these dangers. It has successfully imitated every major development in the office-automation field. As a result, it had the leading product in every single area. But because they originated in imitation, the products were so diverse and so little compatible with one another that it was all but impossible to build an integrated, automated office out of IBM building blocks. And this risk, the risk of being too clever, is inherent in the creative imitation strategy.

Creative imitation is likely to work most effectively in high-tech areas for one simple reason: high-tech innovators are least likely to be market focused and most likely to be technology and product focused. They therefore tend to misunderstand their own success and to fail to exploit and supply the demand they have created.

Entrepreneurial Judo

The Japanese judo master looks for the strength that is his opponent’s pride and joy. He assumes, and does so with high probability, that the opponent bases his strategy on this strength in every fight. And then the judo master figures out where this continuing reliance on a particular strength leaves the opponent vulnerable and undefended. Then he turns his opponent’s strength into the opponent’s fatal weakness that defeats the opponent. This is the entrepreneurial judo strategy.

In 1947, Bell Laboratories invented the transistor. It was at once realized that the transistor was going to replace the vacuum tube, especially in consumer electronics such as the radio and the brand-new television set. Everybody knew this; but nobody did anything about it. The leading manufacturers—at that time they were all American—began to study the transistor and to make plans for conversion to the transistor “sometime around 1970.” Till then, they proclaimed, the transistor “would not be ready.”

Sony was practically unknown outside of Japan and was not even in consumer electronics at the time. But Akio Morita, Sony’s president, read about the transistor in the newspapers. As a result, he went to the United States and bought a license for the new transistor from Bell Labs for a ridiculous sum, all of $25,000. Two years later, Sony brought out the first portable transistor radio, which weighed less than one-fifth of comparable vacuum tube radios on the market, and cost less than one-third. Three years later, Sony had the market for cheap radios in the United States; and five years later, the Japanese had captured the radio market all over the world.

Of course, this is a classic case of the rejection of the unexpected success. The irony is that Americans rejected the transistor because it was “not invented here,” that is, not invented by the electrical and electronic companies, RCA and GE. It is also a typical example of pride in doing things the hard way. The Americans were so proud of the wonderful radios of those days, the great superheterodyne sets that were such marvels of craftsmanship. Compared to them, they thought silicon chips low-grade, if not indeed beneath their dignity.

But Sony’s success is not the real story. How do we explain that the Japanese repeated this same strategy again and again, and always with success, always surprising the Americans? The Japanese, in other words, have again and again been successful in practicing entrepreneurial judo.

But so were MCI and Sprint when they used the Bell Telephone System’s (AT&T’s) own pricing to take away from the Bell System a very large part of the long-distance business. So was ROLM when it used Bell System’s policies against it to take away a large part of the private branch exchange (PBX) market. And so was Citibank when it started a consumer bank in Germany, the Familienbank (Family Bank), which within a few short years came to dominate German consumer finance.

The German banks knew that ordinary consumers had obtained purchasing power and had become desirable clients. They went through the motions of offering consumers banking services. But they really did not want them. Consumers, they felt, were beneath the dignity of a major bank, with its business customers and its rich investment clients. If consumers needed an account at all, they should have it with the postal savings bank.

All these newcomers—the Japanese, MCI, ROLM, Citibank—practiced “entrepreneurial judo.” Of the entrepreneurial strategies, especially those strategies aimed at obtaining leadership and dominance in an industry or a market, entrepreneurial judo is by all odds the least risky and the most likely to succeed.

Every policeman knows that a habitual criminal will always commit his crime the same way—whether it is cracking a safe or entering a building he wants to loot. He leaves behind a “signature,” which is as individual and as distinct as a fingerprint. And he will not change that signature even though it leads to his being caught time and again.

But it is not only the criminal who is set in his habits. All of us are. And so are businesses and industries. The habit will be persisted in even though it leads again and again to loss of leadership and loss of market. The American manufacturers persisted in the habits that enabled the Japanese to take over their market again and again.

If the criminal is caught, he rarely accepts that his habit has betrayed him. On the contrary, he will find all kinds of excuses—and continue the habit that led to his being captured. Similarly, businesses that are being betrayed by their habits will not admit it and will find all kinds of excuses. The American electronics manufacturers, for instance, attributed the Japanese successes to “low labor costs” in Japan. Yet the few American manufacturers faced up to reality, for example, RCA and Magnavox in television sets, were able to turn out in the United States products at prices competitive with those of the Japanese, and competitive also in quality, despite their paying American wages and union benefits. The German banks uniformly explain the success of Citibank’s Familienbank as the result of its taking risks they themselves would not touch. But Familienbank had lower credit losses with consumer loans than the German banks, and its lending requirements were as strict as those of the Germans. The German banks knew this, of course. Yet they kept on explaining away their failure and Familienbank’s success. This is typical. And it explains why the same strategy—the same entrepreneurial judo—can be used over and over again.

There are five fairly common bad habits, in particular, that enable newcomers to use entrepreneurial judo and to catapult themselves into a leadership position in an industry against the entrenched, established companies.

1. The first is what American slang calls NIH (“not invented here”), the arrogance that leads a company or an industry to believe that something new cannot be any good unless they themselves thought of it. And so the new invention is spurned, as was the transistor by the American electronics manufacturers.

2. The second is the tendency to “cream” a market, that is, to get the high-profit part of it. This is basically what Xerox did and what made it an easy target for the Japanese imitators of its copying machines. Xerox focused its strategy on the big users, the buyers of large numbers of machines or of expensive, high-performance machines. It did not reject the others; but it did not go after them. In particular, it did not see fit to give them service. In the end it was dissatisfaction with the service—or rather with the lack of service—Xerox provided for its smaller customers that made them receptive to competitors’ machines. “Creaming” is a violation of elementary managerial and economic precepts. It is always punished by loss of market.

3. Even more debilitating is the third bad habit: the belief in “quality.” “Quality” in a product or service is not what the supplier puts in. It is what the customer gets out and is willing to pay for. A product is not “quality” because it is hard to make and costs a lot of money, as manufacturers typically believe. That is incompetence. Customers pay only for what is of use to them and gives them value. Nothing else constitutes “quality.”

4. Closely related to both “creaming” and “quality” is the fourth bad habit, the delusion of the “premium” price. A “premium” price is always an invitation to the competitor. What looks like higher profits for the established leader is, in effect, a subsidy to the newcomer who, in a very few years, will unseat the leader and claim the throne for himself. “Premium” prices, instead of being an occasion for joy—and a reason for a higher stock price or a higher price-earnings multiple—should always be considered a threat and a dangerous vulnerability. Yet the delusion of higher profits to be achieved through “premium” prices is almost universal, even though it always opens the door to entrepreneurial judo.

5. Finally, there is a fifth bad habit that is typical of established businesses and leads to their downfall—Xerox provides a good example of this. They maximize rather than optimize. As the market grows and develops, they try to satisfy every single user through the same product or service. In contrast, when the Japanese came in with their copiers in competition with Xerox, they designed machines that fitted specific groups of users—for example, the small office, whether that of the dentist, the doctor, or the school principal. They did not, as the Xerox people did, try to match the features that they themselves were the proudest of, such as the speed of the machine or the clarity of the copy. They gave the small office what the small office needed most, a simple machine at a low cost. And once they had established themselves in that market, they then moved in on the other markets, each with a product designed to serve optimally a specific market segment.

Sony, similarly, first moved into the low end of the radio market, the market for cheap portables with limited range. Once it had established itself there, it moved in on the other market segments.

Entrepreneurial judo aims first at securing a beachhead, one that the established leaders either do not defend at all or defend only halfheartedly—the way the Germans did not counterattack when Citibank established its Familienbank. Once that beachhead has been secured, that is, once the newcomers have an adequate market and an adequate revenue stream, they then move on to the rest of the “beach” and finally to the whole “island.” In each case, they repeat the strategy. They design a product or a service that is specific to a given market segment and optimal for it. And the established leaders hardly ever beat them to this game. Hardly ever do the established leaders manage to change their own behavior before the newcomers have taken over the leadership and acquired dominance.

Entrepreneurial judo requires some degree of genuine innovation. It is, as a rule, not good enough to offer the same product or the same service at lower cost. There has to be something that distinguishes it from what already exists. It is not enough, in other words, for the newcomer simply to do as good a job as the established leader at a lower cost or with better service. The newcomers have to make themselves distinct.

Like being “Fustest with the Mostest” and creative imitation, entrepreneurial judo aims at obtaining leadership position and eventually dominance. But it does not do so by competing with the leaders—or at least not where the leaders are aware of competitive challenge or worried about it. Entrepreneurial judo “hits them where they ain’t” just as creative imitation “hits them where they ain’t.”

ECOLOGICAL NICHES

The entrepreneurial strategies discussed so far—being “Fustest with the Mostest” and “Hitting Them Where They Ain’t,” with its two variants, creative imitation and entrepreneurial judo—all aim at market or industry leadership, if not at dominance.

The ecological niche strategy aims at control. The strategies discussed earlier aim at positioning an enterprise in a large market or a major industry. The ecological niche strategy aims at obtaining a practical monopoly in a small area. The first two strategies are competitive strategies. The ecological niche strategy aims at making its successful practitioners immune to competition and unlikely to be challenged. Successful practitioners of “Fustest with the Mostest,” creative imitation, and entrepreneurial judo become big companies, highly visible, if not household words. Successful practitioners of the ecological niche take the cash and let the acclaim go. They wallow in their anonymity. Indeed, in the most successful of the ecological niche strategies, the whole point is to be so inconspicuous, despite the product’s being essential to a process, that no one is likely to try to compete.

There are three distinct niche strategies, each with its own requirements, its own limitations, and its own risks:




        • The toll-gate strategy


        • The specialty-skill strategy


        • The specialty-market strategy




The Toll-Gate Strategy

Alcon Inc. developed an enzyme to eliminate the one feature of the standard surgical operation for senile cataracts that went counter to the rhythm and the logic of the process. Once this enzyme had been developed and patented, Alcon had a “toll-gate” position. No eye surgeon would do without it. No matter what Alcon charged for the teaspoonful of enzyme that was needed for each cataract operation, the cost was insignificant in relation to the total cost of the operation. I doubt that any eye surgeon or any hospital ever even inquired what the stuff cost. The total market for this particular preparation was so small—maybe $50 million a year worldwide—that it clearly would not have been worth anybody’s while to try to develop a competing product. There would not have been one additional cataract operation in the world just because this particular enzyme had become cheaper. All that potential competitors could possibly do, therefore, would have been to knock down the price for everybody, without deriving much benefit for themselves.

The toll-gate position is thus in many ways the most desirable position a company can occupy. But it has stringent requirements. The product has to be essential to a process. The risk of not using it—the risk of losing an eye, losing an oil well, or spoilage in a tin can—must be infinitely greater than the cost of the product. The market must be so limited that whoever occupies it first preempts it. It must be a true ecological niche, which one species fills completely, and which at the same time is small and discreet enough not to attract rivals.

Such toll-gate positions are not easily found. Normally they occur only in an incongruity situation. The incongruity, as in the case of Alcon’s enzyme, might be an incongruity in the rhythm or the logic of a process (on incongruity in a process, see chapter 37).

The toll-gate position also has severe limitations and serious risks. It is basically a static position. Once the ecological niche has been occupied, there is unlikely to be much growth. There is nothing the company that occupies the toll-gate position can do to increase its business or to control it. No matter how good its product or how cheap, the demand is dependent upon the demand for the process or product to which the toll-gate product furnishes an ingredient.

Once the toll-gate strategy has attained its objective, the company is “mature.” It can grow only as fast as its end-users grow. But it can go down fast by becoming obsolete if someone finds a different way of satisfying the same end-use.

And the toll-gate strategist must never exploit his monopoly. He must not become what the Germans call a Raubritter (the English “robber baron” does not mean quite the same thing), who robbed and raped the hapless travelers as they passed through the mountain passages and river gorges atop of which perched his castle. He must not abuse his monopoly to exploit, to extort, to maltreat his customers. If he does, the users will put another supplier into business, or they will switch to less effective substitutes that they can then control.

The Specialty-Skill Strategy

Everybody knows the major automobile nameplates. But few people know the names of the companies that supply the electrical and lighting systems for these cars, and yet there are far fewer such companies than there are automobile nameplates: in the United States, the Delco Group; in Germany, Robert Bosch; in Great Britain, Lucas; and so on.

But once these companies had attained their controlling position in their specialty-skill niche, they retained it. Unlike the toll-gate companies, theirs is a fairly large niche; yet it is still unique. It was obtained by developing high skill at a very early time.

An enterprising German attained so great a hold on one specialty-skill niche that guidebooks for tourists are still called by his name, Baedeker. Karl Baedeker published his first guidebook in 1828, as soon as the first steamships on the Rhine opened tourist travel to the middle classes. He then had the field virtually to himself until World War I made German books unacceptable in Western countries.

As these cases show, timing is of the essence in establishing a specialty-skill niche. It has to be done at the very beginning of a new industry, a new custom, a new market, a new trend.

To attain a specialty niche always requires something new, something added, something that is genuine innovation.

There were guidebooks for travelers before Baedeker, but they confined themselves to the cultural scene—churches, sights, and so on. For practical details—the hotels, the tariff of the horse-drawn cabs, the distances, and the proper amount to tip—the traveling English milord relied on a professional, the courier. But the middle class had no courier, and that was Baedeker’s opportunity. Once he had learned what information the traveler needed, how to get at it and to present it (the format he established is still the one many guidebooks follow), it would not have paid anyone to duplicate Baedeker’s investment and build a competing organization.

In the early stages of a major new development, the specialty-skill niche offers an exceptional opportunity. Examples abound. For many, many years there were only two companies in the United States making airplane propellers, for instance. Both had been started before World War I.

A specialty-skill niche is rarely found by accident. In every single case, it results from a systematic survey of innovative opportunities. In every single case, the entrepreneur looks for the place where a specialty skill can be developed and can give a new enterprise a unique controlling position.

Robert Bosch spent years studying the new automotive field in order to position his new company where it could immediately establish itself as the leader. Hamilton Standard, for many years the leading airplane propeller manufacturer in the United States, was the result of a systematic search by its founder in the early days of powered flight. Baedeker made several attempts to start a service for the tourist before he decided on the guidebook that then bore his name and made him famous.

The first point, therefore, is that in the early stages of a new industry, a new market, or a new major trend, there is the opportunity to search systematically for the specialty-skill opportunity—and then there is usually time to develop a unique skill. The second point is that the specialty-skill niche does require a skill that is both unique and different.

The early automobile pioneers were, without exception, mechanics. They knew a great deal about machinery, about metals, and about engines. But electricity was alien to them. It required theoretical knowledge that they neither possessed nor knew how to acquire. There were other publishers in Baedeker’s time, but a guidebook that required on-the-spot gathering of an enormous amount of detailed information, constant inspection, and a staff of traveling auditors was not within their purview.

The business that establishes itself in a specialty-skill niche is, therefore, unlikely to be threatened by its customers or by its suppliers. Neither of them really wants to get into something that is so alien in skill and in temperament.

The third point is that a business occupying a specialty-skill niche must constantly work on improving its own skill. It has to stay ahead. Indeed, it has to make itself constantly obsolete.

The automobile companies in the early days used to complain that Delco, in Dayton, and Bosch, in Stuttgart, were pushing them. They turned out lighting systems that were far ahead of the ordinary automobile, ahead of what the automobile manufacturers of the time thought the customer needed, wanted, or could pay for, ahead very often of what the automobile manufacturer knew how to assemble.

While the specialty-skill niche has unique advantages, it also has severe limitations. One is that it inflicts tunnel vision on its occupants. In order to maintain themselves in their controlling position, they have to learn to look neither right nor left, but directly ahead at their narrow area, their specialized field.

A second, serious limitation is that the occupant of a specialty-skill niche is usually dependent on somebody else to bring his or her product or service to market. It becomes a component. The strength of the automobile electrical firms is that the customer does not know that they exist. But this is, of course, also their weakness.

Finally, the greatest danger to the specialty-niche manufacturer is for the specialty to cease being a specialty and to become universal.

The specialty-skill niche, like all ecological niches, is, therefore, limited—in scope as well as in time. Species that occupy such a niche, biology teaches, do not easily adapt to even small changes in the external environment. And this is true, too, of the entrepreneurial-skill species. But within these limitations, the specialty-skill niche is a highly advantageous position. In a rapidly expanding new technology, industry, or market, it is perhaps the most advantageous strategy.

Very few of the automobile makers of 1920 are still around; many of the electrical and lighting systems makers are. Once attained and properly maintained, the specialty-skill niche protects against competition, precisely because no automobile buyer knows or cares who makes the headlights or the brakes. No automobile buyer is, therefore, likely to shop around for either. Once the name Baedeker had become synonymous with tourist guidebooks, there was little danger that anybody else would try to muscle in, at least not until the market changed drastically.

In a new technology, a new industry, or a new market, the specialty-skill strategy offers an optimal ratio between opportunity and risk of failure.

THE SPECIALTY-MARKET STRATEGY

The major difference between the specialty-skill niche and the specialty-market niche is that the former is built around a product or service and the latter around specialized knowledge of a market. Otherwise, they are similar.

Two medium-sized companies, one in northern England and one in Denmark, supply the great majority of the automated baking ovens for cookies and crackers bought in the non-Communist world.

There is, I am told, nothing very difficult or particularly technical about baking ovens. There are literally dozens of companies around that could make them just as well as those two firms in England and Denmark. But these two know the market: they know every single major baker, and every single major baker knows them. The market is just not big enough or attractive enough to try to compete with these two, as long as they remain satisfactory.

The specialty market is found by looking at a new development with the question: What opportunities are there in this that would give us a unique niche, and what do we have to do to fill it ahead of everybody else?

There was nothing particularly advanced in the early baking ovens. What the two leading firms did was to realize that the act of baking cookies and crackers was moving out of the home and into the factory. They then studied what commercial bakers needed so that they could manufacture the product their own customers—grocers and supermarkets—could, in turn, sell and the housewife would buy. The baking ovens were based not on engineering but on market research; the engineering would have been available to anyone.

The specialty-market niche has the same requirements as the specialty-skill niche: systematic analysis of a new trend, industry, or market; a specific innovative contribution, if only a “twist” like the one that converted the traditional letter of credit into the American Express travelers check; and continuous work to improve the product and especially the service, so that leadership, once obtained, will be retained.

And it has the same limitations. The greatest threat to the specialty-market position is success. The greatest threat is when the specialty market becomes a mass market.

Global banking and the consumer credit card have displaced a significant share of the market for travelers checks.

Perfumes have followed a similar dynamic. A French firm, Coty, created the modern perfume industry. It realized that World War I had changed the attitude toward cosmetics. Whereas before the war only “fast” women used cosmetics—or dared admit to their use—cosmetics had become accepted and respectable. By the mid-1920s, Coty had established itself in what was almost a monopoly position on both sides of the Atlantic. Until 1929 the cosmetics market was a “specialty market,” a market of the upper middle class. But then during the Depression it exploded into a genuine mass market. It also split into two segments: a prestige segment, with high prices, specialty distribution, and specialty packaging; and popular-priced, mass brands sold in every outlet including the supermarket, the variety store, and the drugstore. Within a few short years, the specialty market dominated by Coty had disappeared. But Coty could not make up its mind whether to try to become one of the mass marketers in cosmetics or one of the luxury producers. It tried to stay in a market that no longer existed. Finally, through a huge acquisition in 2005, it became the largest manufacturer of mass-market cosmetics.

CHANGING VALUES AND CHARACTERISTICS

In the entrepreneurial strategies discussed so far, the aim is to introduce an innovation. In the entrepreneurial strategy discussed in this section, the strategy itself is the innovation. The product or service it changes may well have been around a long time. But the strategy converts this old, established product or service into something new. It changes its utility, its value, its economic characteristics. While physically there is no change, economically there is something different and new.

All the strategies to be discussed in this section have one thing in common. They create a customer—and that is the ultimate purpose of a business, indeed, of economic activity. But they do so in four different ways:




        • By creating utility


        • By pricing


        • By adaptation to the customer’s social and economic reality


        • By delivering what represents true value to the customer





Creating Customer Utility

Price is usually almost irrelevant in the strategy of creating utility. The strategy works by enabling customers to do what serves their purpose. It works because it asks, What is truly a “service,” truly a “utility” to the customer?

Every American bride wants to get one set of “good china.” A whole set is, however, far too expensive a present, and the people giving her a wedding present may not know what pattern the bride wants or what pieces she already has. So they end up giving something else. The demand was there, in other words, but the utility was lacking. A medium-sized dinnerware manufacturer, Lenox Inc., saw this as an innovative opportunity. Lenox adapted an old idea, the “bridal register,” so that it only “registers” Lenox china. The bride-to-be picks one merchant to whom she tells what pattern of Lenox china she wants, and to whom she refers potential donors of wedding gifts. The merchant then asks the donor, “How much do you want to spend?” and explains, “That will get you two coffee cups with saucers.” Or the merchant can say, “She already has all the coffee cups; what she needs now is dessert plates.” The result is a happy bride, a happy wedding-gift donor, and a very happy Lenox china company.

Again, there is no high technology here, nothing patentable, nothing but a focus on the needs of the customer. Yet the bridal register, for all its simplicity—or perhaps because of it—has made Lenox a favorite “good china” manufacturer.

Pricing

For many years, the best-known American face in the world was that of King Gillette, which graced the wrapper of every Gillette razor blade sold anyplace in the world. And millions of men all over the world used a Gillette razor blade every morning.

King Gillette did not invent the safety razor; dozens of them were patented in the closing decades of the nineteenth century.

Gillette’s safety razor was no better than many others, and it was a good deal more expensive to produce. But Gillette did not “sell” the razor. He practically gave it away by pricing it at 55 cents retail or 20 cents wholesale, not much more than one-fifth of its manufacturing cost. But he designed it so that it could use only his patented blades. These cost him less than 1 cent apiece to make: he sold them for 5 cents. And since the blades could be used six or seven times, they delivered a shave at less than 1 cent apiece—or at less than one-tenth the cost of a visit to a barber.

What Gillette did was to price what the customer buys, namely, the shave, rather than what the manufacturer sells. In the end, the captive Gillette customer may have paid more than he would have paid had he bought a competitor’s safety razor for $5, and then bought the competitor’s blades selling at 1 cent or 2 cents. Gillette’s customers surely knew this. But Gillette’s pricing made sense to them. They were paying for what they bought, that is, for a shave, rather than for a “thing.” And the shave they got from the Gillette razor and the Gillette razor blade was much more pleasant than any shave they could have given themselves with that dangerous weapon, the straight-edge razor, and far cheaper than they could have gotten at the neighborhood barber’s.

One reason why the patents on a copying machine ended up at a small, obscure company in Rochester, New York, then known as the Haloid Company, rather than at one of the big printing-machine manufacturers, was that none of the large established manufacturers saw any possibility of selling a copying machine. Their calculations showed that such a machine would have to sell for at least $4,000 at that time. Nobody was going to pay such a sum for a copying machine when carbon paper cost practically nothing. Also, of course, to spend $4,000 on a machine meant a capital-appropriations request, which had to go all the way up to the board of directors accompanied by a calculation showing the return on investment, both of which seemed unimaginable for a gadget to help the secretary. The Haloid Company—the present Xerox—did a good deal of technical work to design the final machine. But its major contribution was in pricing. At 5 or 10 cents a copy, there is no need for a capital-appropriations request. This is “petty cash,” which the secretary can disburse without going upstairs. Pricing the Xerox machine at 5 cents a copy was the true innovation.

Most suppliers, including public-service institutions, never think of pricing as a strategy. Yet pricing enables the customer to pay for what he buys—a shave, a copy of a document—rather than for what the supplier makes. What is being paid in the end is, of course, the same amount. But how it is being paid is structured to the needs and the realities of the consumer. It is structured in accordance with what the consumer actually buys. And it charges for what represents “value” to the customer rather than what represents “cost” to the supplier.

Adapting to Customer Reality

The worldwide leadership of the General Electric Company (GE) in large steam turbines is based on GE’s having thought through, in the years before World War I, what its customers’ realities were. Steam turbines, unlike the piston-driven steam engines that they replaced in the generation of electric power, are complex, requiring a high degree of engineering in their design, and skill in building and fitting them. This the individual electric power company simply cannot supply. It buys a major steam turbine maybe every five or ten years when it builds a new power station. Yet the maintenance skill has to be kept in place all the time. The manufacturer, therefore, has to set up and maintain a massive consulting organization.

But, as GE soon found out, the customer cannot pay for consulting services. Under American law, the state public utility commissions would have to allow such expenditure. In the opinion of the commissions, however, the companies should have been able to do this work themselves. GE also found that it could not add to the price of the steam turbine the cost of the consulting services that its customers needed. Again, the public utility commissions would not have accepted it. But, while a steam turbine has a very long life, it needs a new set of blades fairly often, maybe every five to seven years, and these blades have to come from the maker of the original turbine. GE built up the world’s foremost consulting engineering organization on electric power stations—though it was careful not to call this consulting engineering but “apparatus sales”—for which it did not charge. Its steam turbines were no more expensive than those of its competitors. But it put the added cost of the consulting organization plus a substantial profit into the price it charged for replacement blades. Within ten years all the other manufacturers of steam turbines had caught on and switched to the same system. But by then GE had world market leadership.

Much earlier, during the 1840s, a similar design of product and process to fit customer realities led to the invention of installment buying. Cyrus McCormick was one of many Americans who built a harvesting machine—the need was obvious. And he found, as had the other inventors of similar machines, that he could not sell his product. The farmer did not have the purchasing power. That the machine would earn back what it cost within two or three seasons, everybody knew and accepted, but there was no banker then who would have lent the American farmer the money to buy a machine. McCormick offered installments, to be paid out of the savings the harvester produced over the ensuing three years. The farmer could now afford to buy the machine—and he did so.

Manufacturers are wont to talk of the “irrational customer.” But there are no “irrational customers.” As an old saying has it, “There are only lazy manufacturers.” The customer has to be assumed to be rational. His or her reality, however, is usually quite different from that of the manufacturer.

Delivering Value to the Customer

The last of these innovative strategies delivers what is “value” to the customer rather than what is “product” to the manufacturer. It is actually only one step beyond the strategy of accepting the customer’s reality as part of the product and part of what the customer buys and pays for.

A medium-sized company in America’s Midwest supplies more than half of all the special lubricant needed for very large earthmoving and hauling machines, the bulldozers and draglines used by contractors building highways, the heavy equipment used to remove the overlay from strip mines, the heavy trucks used to haul coal out of coal mines, and so on. This company is in competition with some of the largest oil companies, which can mobilize whole battalions of lubrication specialists. It competes by not selling lubricating oil at all. Instead, it sells what is, in effect, insurance. What is “value” to the contractor is not lubrication: it is operating the equipment. Every hour the contractor loses because this or that piece of heavy equipment cannot operate costs him infinitely more than he spends on lubricants during an entire year. In all these activities, there is a heavy penalty for contractors who miss their deadlines—and they can get the contract only by calculating the deadline as finely as possible and racing against the clock.

What the midwestern lubricant maker does is to offer contractors an analysis of the maintenance needs of their equipment. Then it offers them a maintenance program with an annual subscription price, and guarantees the subscribers that their heavy equipment will not be shut down for more than a given number of hours per year because of lubrication problems. Needless to say, the program always prescribes the manufacturer’s lubricant. But this is not what contractors buy. They are buying trouble-free operations, which are extremely valuable to them.

These examples are likely to be considered obvious. Surely, anybody applying a little intelligence would have come up with these and similar strategies? But the father of systematic economics, David Ricardo, is believed to have said once, “Profits are not made by differential cleverness, but by differential stupidity.” The strategies work, not because they are clever, but because most suppliers—of goods as well as of services, businesses as well as public-service institutions—do not think. The strategies work precisely because they are so “obvious.” Why, then, are they so rare? For, as these examples show, anyone who asks the question, What does the customer really buy? will win the race. In fact, it is not even a race, since nobody else is running. What explains this?

One reason is the economists and their concept of “value.” Every economics book points out that customers do not buy a “product”; they buy what the product does for them. And then, every economics book promptly drops consideration of everything except the “price” for the product, a “price” defined as what the customer pays to take possession or ownership of a thing or a service. What the product does for the customer is never mentioned again. Unfortunately, suppliers, whether of products or of services, tend to follow the economists.

It is meaningful to say that “product A costs X dollars.” It is meaningful to say that “we have to get Y dollars for the product to cover our own costs of production and have enough left over to cover the cost of capital, and thereby to show an adequate profit.” But it makes no sense at all to conclude, “and therefore the customer has to pay the lump sum of Y dollars in cash for each piece of product A he buys. Rather, the argument should go as follows: “What the customer pays for each piece of the product has to work out as Y dollars for us. But how the customer pays depends on what makes the most sense to him or her. It depends on what the product does for the customer. It depends on what fits customer reality. It depends on what the customer sees as ‘value.’”

Price in itself is not “pricing,” and it is not “value.” “But this is nothing but elementary marketing,” most readers will protest, and they are right. It is nothing but elementary marketing. To start out with the customer’s utility, with what the customer buys, with what the realities of the customer are and what the customer’s values are—this is what marketing is all about. But, the fact remains that, so far, anyone who is willing to use marketing as the basis for strategy is likely to acquire leadership in an industry or a market fast and almost without risk.

SUMMARY

The choice of an entrepreneurial strategy that fits a certain innovation is a high-risk decision. Some entrepreneurial strategies are better fits in given situations, for example, the strategy of entrepreneurial judo, which is the strategy of choice where the leading businesses in an industry persist year in and year out in the same habits of arrogance and false superiority. We can describe the typical advantages and the typical limitations of certain entrepreneurial strategies.

Above all, we know that an entrepreneurial strategy has more chance of success the more it starts out with the users—their utilities, their values, their realities. An innovation is a change in market or society. It produces a greater yield for the user and greater wealth-producing capacity. The test of an innovation is always what it does for the user. Hence, entrepreneurship always needs to be market focused, indeed, market driven.

Still, entrepreneurial strategy remains the decision-making area of entrepreneurship and therefore the risk-taking one. It is by no means a hunch or gamble. But it also is not precisely science. Rather, it is judgment.
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Systematic Innovation Using Windows of Opportunity



Systematic innovation consists in the purposeful and organized search for changes, and in the systematic analysis of the opportunities such changes might offer for economic or social innovation.

A policy of systematically analyzing windows of opportunity for innovation is as important as entrepreneurial strategies (chapter 36) and entrepreneurial management (chapters 34 and 35). These three topics comprise the most important topics of innovation and entrepreneurship.

SEVEN WINDOWS OF OPPORTUNITY

Analyzing windows of opportunity requires a systematic policy of looking, every six to twelve months, for changes that might be opportunities—in the areas called “the windows of opportunity.”

The lines between these seven source areas of innovative opportunity are blurred, and there is considerable overlap between them. They can be likened to seven windows, each on a different side of the same building. Each window shows some features that can also be seen from the windows on either side of it. But the view from the center of each is distinct and different.

These seven source areas are: 1. The organization’s own unexpected successes and unexpected failures, but also the unexpected successes and unexpected failures of the organization’s competitors.

In the early 1930s, IBM developed the first modern accounting machine, which was designed for banks. But banks in 1933 did not buy new equipment. What saved the company—according to a story that Thomas Watson, Sr., the company’s founder and long-term CEO, often told—was its exploitation of an unexpected success: The New York Public Library wanted to buy a machine. Unlike the banks, libraries in those early New Deal days had money, and Watson sold more than a hundred of his otherwise unsalable machines to libraries.



The unexpected failure may be an equally important source of innovation opportunities. Everyone knows about the Ford Edsel as the biggest new-car failure in automotive history. What very few people seem to know, however, is that the Edsel’s failure was the foundation for much of the company’s later success. When the Edsel bombed, despite all the planning, market research, and design that had gone into it, Ford realized that something was happening in the automobile market that ran counter to the basic assumptions on which Ford, GM, and everyone else had been designing and marketing cars. No longer was the market segmented primarily by income groups; the new principle of segmentation was what we now call lifestyles. Ford’s response was the Mustang, a car that gave the company a distinct personality and reestablished it as an industry leader.

2. Incongruities, especially incongruities in the process, whether of production or distribution, or incongruities in customer behavior.

Alcon Laboratories was one of the success stories of the 1960s because Bill Conner, the company’s cofounder, exploited an incongruity or a dangerous step, in the surgical procedure involving the cataract operation. He allowed surgeons to eliminate this dangerous step by using an enzyme that he discovered. This is an example of using a window of opportunity to apply the toll-gate entrepreneurial strategy as illustrated in chapter 36. All Conner did was to add a preservative to this enzyme that gave it a few months’ shelf life. The increased shelf life allowed it to be used on demand by eye surgeons. Eye surgeons immediately accepted the new compound, and Alcon found itself with a worldwide monopoly.

Such an incongruity within the logic or rhythm of a process is only one possibility out of which innovation opportunities may arise. Another source is incongruity between economic realities. For instance, whenever an industry has a steadily growing market but falling profit margins—as, say, in the steel industries of developed countries between 1950 and 1970—an incongruity exists. The innovative response: the mini-mill.

3. Process needs.

In innovations that are based on process need, everybody in the organization always knows that the need exists. Yet usually no one does anything about it. However, when the innovation appears, it is immediately accepted as “obvious” and soon becomes “standard.”

Successful process innovation requires the presence of five conditions:




        • A self-contained process


        • A weak or missing link


        • A clear definition of objectives



        • Clearly defined specifications for the solution


        • Widespread realization that there ought to be a better way




“Program research” is often needed to convert a process from potential into reality. Again, the need must be felt, and it must be possible to identify what is needed. Then the new knowledge has to be produced. The prototype innovator for this kind of process-need innovation was Thomas Edison. For twenty-odd years, everybody had known that there was going to be an “electric power industry.” For the last five or six years of that period, it had become abundantly clear what the missing link was: the lightbulb. Without it, there could be no electric power industry. Edison defined the new knowledge needed to convert this potential electric power industry into an actual one, went to work, and had a lightbulb within two years.

4. Changes in industry and market structures.

One of American business’s great success stories in recent decades is the brokerage firm of Donaldson, Lufkin & Jenrette. Sold to E*TRADE in early 2006, it was founded in 1960 by three young men, all graduates of the Harvard Business School, who realized that the structure of the financial industry was changing as institutional investors became dominant. These young men had practically no capital and no connections. Still, within a few years, their firm had become a leader in the move to negotiate commissions and one of Wall Street’s stellar performers. It was the first institutional investment company to incorporate and go public.

In a similar fashion, changes in industry structure have created massive innovation opportunities for American health-care providers. During the past twenty-five years or so, independent surgical and psychiatric clinics, emergency centers, and HMOs have opened throughout the country.

Comparable opportunities in telecommunications followed industry upheavals—in transmission (with the emergence of MCI and Sprint in long-distance service), and in equipment (with the emergence of such companies as ROLM in the manufacturing of private branch exchanges).*

Innovations that exploit changes in market structure are particularly effective if one very large manufacturer or supplier dominates the industry and its markets during a period of rapid growth. For example, The U.S. Post Office did not react when United Parcel Service and FedEx took away larger and larger shares of business. What made the Post Office so vulnerable was rapid growth in the demand for urgent delivery of time-sensitive documents and packages.



5. Changes in demographics.

Of the outside sources of innovation opportunities, demographics are the most reliable. Demographic events have known lead times; for instance, every person who will be in the American labor force by the year 2020 has already been born. Yet because policy makers often neglect demographics, those who watch them and exploit them can reap great rewards.

The Japanese took an early lead in robotics because they paid attention to demographics. Everyone in the developed countries around 1970 or so knew that there was both a baby bust and an education explosion going on; about half or more of the young people were staying in school beyond high school. Consequently, the number of people available for traditional blue-collar work in manufacturing was bound to decrease and become inadequate by 1990. Everyone knew this, but only the Japanese acted on it, and they took a ten-year lead in robotics.

6. Changes in meaning and perception.

“The glass is half full” and “The glass is half empty” are descriptions of the same phenomenon but have vastly different meanings. Changing a manager’s perception of a glass from half full to half empty opens up big innovation opportunities.

All factual evidence indicates, for instance, that in the last forty years, Americans’ health has improved with unprecedented speed—whether measured by mortality rates for the newborn, survival rates for the very old, the incidence of cancers, cancer cure rates, successful organ transplantation, or other factors. Even so, a collective hypochondrium grips the nation. Never before has there been so much concern with or fear about health. Suddenly, everything seems to cause cancer or degenerative heart disease or premature loss of memory. The glass is clearly half empty.

Rather than rejoicing in great improvements in health, Americans seem to be emphasizing how far away they still are from immortality. This view of things has created many opportunities for innovations: markets for new health-care magazines, for exercise classes and jogging equipment, and for all kinds of health food.

7. And finally: new knowledge.

Among history-making innovations, those that are based on new knowledge—whether scientific, technical, or social—rank high. They are the superstars of entrepreneurship; they get the publicity and the money. They are what people usually mean when they talk of innovation, although not all innovations based on knowledge are important.

Knowledge-based innovations differ from all others in the time they take, in their casualty rates, and in their predictability, as well as in the challenges they pose to entrepreneurs. They have the longest lead time of all innovations. There is a protracted span between the emergence of new knowledge and its distillation into usable technology. Then there is another long period before this new technology appears in the marketplace in products, processes, or services.



To become effective, innovation of this sort usually demands not one kind of knowledge but many.

The computer, to cite another example, required no fewer than six separate strands of knowledge:




        • Binary arithmetic


        • Charles Babbage’s conception of a calculating machine, in the first half of the nineteenth century


        • The punch card, invented by Herman Hollerith for the U.S. census of 1890


        • The audion tube, an electronic switch invented in 1906


        • Symbolic logic, which was developed between 1910 and 1913 by Bertrand Russell and Alfred North Whitehead


        • Concepts of programming and feedback that came out of abortive attempts during World War I to develop effective antiaircraft guns




Although all the necessary knowledge was available by 1918, the first operational digital computer did not appear until 1946.

 

A change in any one of these seven windows of opportunity raises the question, “Is this an opportunity for us to innovate, that is, to develop different products, services, processes? Does it indicate new and different markets and/or customers? New and different technologies? New and different distribution channels?” Innovation can never be risk free. But if innovation is based on exploiting what has already happened—in the enterprise itself, in its markets, in knowledge in society, in demographics, and so on—it is far less risky than not to innovate by exploiting these opportunities.

Innovation is not “flash of genius.” It is hard work. And this work should be organized as a regular part of every unit within the enterprise, and of every level of management.

PILOTING

Enterprises of all kinds increasingly use all kinds of market research and customer research to limit, if not eliminate, the risks of change. But one cannot market research the truly new. Also nothing new is right the first time. Invariably, problems crop up that nobody even thought of. Invariably, problems that loomed very large to the originator turn out to be trivial or not to exist at all. Above all, the way to do the job invariably turns out to be different from what was originally designed. It is almost a “law of nature” that anything that is truly new, whether product or service or technology, finds its major market and its major application not where the innovator and entrepreneur expected, and not to be the use for which the innovator or entrepreneur has designed it. And that, no market or customer research can possibly discover.

The best example is an early one:

The improved steam engine that James Watt (1736–1819) designed and patented in 1776 is the event that, for most people, signifies the advent of the Industrial Revolution. Actually, Watt until his death saw only one use for the steam engine: to pump water out of coal mines. That was the use for which he had designed it. And he sold it only to coal mines. It was his partner, Matthew Boulton (1728–1809), who was the real father of the Industrial Revolution. Boulton saw that the improved steam engine could be used in what was then England’s premier industry, textiles, and especially in the spinning and weaving of cotton. Within ten or fifteen years after Boulton had sold his first steam engine to a cotton mill, the price of cotton textiles had fallen by 70 percent. And this created both the first mass market and the first factory—and together modern capitalism and the modern economy altogether.

Neither studies nor market research nor computer modeling are a substitute for the test of reality. Everything improved or new needs, therefore, first to be tested on a small scale, that is, it needs to be piloted.

The way to do this is to find somebody within the enterprise who really wants the new. As said before, everything new gets into trouble. And then it needs a champion. It needs somebody who says, “I am going to make this succeed,” and who then goes to work on it. And this person needs to be somebody whom the organization respects. This need not even be somebody within the organization. A good way to pilot a new product or new service is often to find a customer who really wants the new, and who is willing to work with the producer on making the new product or the new service truly successful.

If the pilot test is successful—if it finds the problems nobody anticipated but also finds the opportunities that nobody anticipated, whether in terms of design, of market, of service—the risk of change is usually quite small. And it is usually also quite clear where to introduce the change and how to introduce it, that is, what entrepreneurial strategy to employ.

SUMMARY

A policy of systematic innovation produces the mind-set for innovation in an organization. It makes the entire organization see change as an opportunity. As a rule, these are changes that have already occurred or are under way. The overwhelming majority of successful innovations exploit change. To be sure, there are innovations that in themselves constitute a major change; some of the major technical innovations, such as the Wright Brothers’ airplane, are examples. But these are exceptions, and fairly uncommon ones. Most successful innovations are far more prosaic; they exploit change. And thus the discipline of innovation is a diagnostic discipline: a systematic examination of the areas of change that typically offer entrepreneurial opportunities.

The seven sources require separate analysis, for each has its own distinct characteristic. No area is, however, inherently more important or more productive than the other. Major innovations are as likely to come out of an analysis of symptoms of change (such as the unexpected success of what was considered an insignificant change in product or pricing) as they are to come out of the massive application of new knowledge resulting from a great scientific breakthrough.

Everything new or improved should first be piloted before attempting to introduce the innovation on a large scale.










Part IX

Managerial Organization



Organization structure is the oldest and most thoroughly studied area in management. But we face new needs in organization that the well-known and well-tested structural design of “functional” and “decentralized” organization cannot adequately satisfy. New structural designs are emerging: the task-force team, simulated decentralization, the systems structure. We have learned that organization does not start with structure but with building blocks. There is no one right or universal design; each enterprise needs to design around the key activities appropriate to its mission and its strategies. Three different kinds of work—operating, innovative, and top management—have to be accommodated under the same organizational roof. Organization structure needs to be both task focused and person focused and to have both an authority axis and a responsibility axis.
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Strategies and Structures



Organization studies leading to the reorganizing of companies, divisions, and functions have been one of the more spectacular “growth industries” of the last few decades. Everybody—whether business, government department or armed service, research laboratory, Catholic diocese, university administration, or hospital—seems to be forever engaged in reorganizing.

There are reasons for this interest in organization and for the underlying conviction that inherited organization structures or structures that “just grew” are unlikely to satisfy the needs of the enterprise. Above all, we have learned the danger of the wrong organization structure. The best structure will not guarantee results and performances, but the wrong structure is a guarantee of nonperformance. All it produces are friction and frustration. The wrong organization spotlights the wrong issues, aggravates irrelevant disputes, and makes a mountain out of trivia. It accents weaknesses instead of strengths.

The right organization structure is, thus, a prerequisite of performance.

Until very recently, interest in organization was to be found only in very large businesses. The earlier examples—Alfred P. Sloan’s organization structure for General Motors in the early 1920s, for one—all came from large businesses.

Today, we know that organization becomes most critical when a small business grows into a medium-sized one, and a simple business into a complicated one. The small business that wants to grow, even into only a medium-sized business, has to think through and work out the right organization to enable it both to function as a small business and to be able to grow into something bigger. Similarly, the simple one-product, one-market business faces crucial organization problems the moment it adds even a little diversity or complexity.

YESTERDAY’S FINAL ANSWERS

But while we have accepted that organization and management structure are crucial, we are fast outgrowing yesterday’s “final answers,” as indicated in chapter 7.

Twice in the short history of management we have already had the “final answer” to organization. The first time was around 1910 when Henri Fayol, the French industrialist, had thought through the functions of a manufacturing company. At that time the manufacturing business was, of course, the truly important organizational problem, and the functions he defined then—such as engineering, manufacturing, and marketing—still apply to manufacturing businesses today.

A generation later one could again say that we “knew.” Fayol had given “the answer” for the single-product manufacturing business. Alfred P. Sloan, Jr., in organizing General Motors in the 1920s, made the next step. He found “the answer” for organizing the complex and large manufacturing company. The Sloan approach used Fayol’s functional organization for the subunits, the individual departments, but organized the business itself on the basis of federal decentralization. This structure is based on decentralized authority and coordinated control. After World War II, it became the organization model worldwide, especially for larger organizations.

Another generation later, by the early 1950s, it was becoming clear that the General Motors model was no more adequate to new and important challenges in organization than Fayol’s model had been adequate to the realities of a very big business that Alfred P. Sloan, Jr., faced when he tackled the task of making General Motors manageable and managed.

Where they fit the realities of an organization, Fayol’s and Sloan’s models are still unsurpassed. Fayol’s functional organization is still the best way to structure a small business, especially a small manufacturing business. Sloan’s federal decentralization is still the best structure for the big multiproduct company. None of the new design structures comes nearly as close to fulfilling the design specifications of organization structure as do functional organization and federal decentralization if and when they fit. But more and more of the institutional reality that has to be structured and organized does not fit. Indeed, the very assumptions that underlay Sloan’s and Fayol’s work are not applicable to major organization needs and challenges.

TRADITIONAL ASSUMPTIONS AND CURRENT NEEDS

The best way, perhaps, to show the current needs of organization structure is to contrast the basic characteristics of GM, which Sloan so successfully structured, with the current needs and realities of organization and structure.

1. General Motors was a manufacturing business, producing and selling highly engineered goods. Fayol, too, was concerned with a business producing physical goods, specifically a fair-sized coal-mining company. Today we face the challenge of organizing the large business that is not primarily a manufacturing business. There are not only the large financial institutions and the large retailers. There are worldwide transportation companies, communications companies, companies that, while they do manufacture, are mainly in customer service (such as most computer businesses). Then there are all the nonbusiness service institutions with which chapters 12 to 16 dealt. These nonmanufacturing institutions are increasingly the true center of gravity of any developed economy. They employ the most people. They both contribute and take the largest share of gross national product. They are the fundamental organization problems today.

2. General Motors was then and is now essentially a single-product, single-technology, single-market business. Most of its sales are automotive. The vehicles that GM sells differ in details, such as size, horsepower, and price, but they are essentially one and the same product.

By contrast, the typical businesses of today are multiproduct, multitechnology, and multimarket businesses. And their central problem is a problem General Motors did not have: the organization of complexity and diversity.

3. General Motors was primarily a U.S. company in Sloan’s time. It dominated the American automobile industry and loomed very large on the international automobile market. Organizationally, the world outside the United States was still, for GM, separate and outside.

By contrast, the most rapid growth in the last fifty years has been the multinational company, that is, the company for which a great many countries and a great many markets are all of equal importance, or at least are all of major importance.

General Motors is now multinational with core operations in North America and major overseas operations in three other regions: Europe; Asia Pacific and Latin America; and Africa and the Middle East.

4. Because GM was a one-product and one-country company, information was not a major organizational problem and did not have to be a major organizational concern. Everyone in GM spoke the same language, whether the language of the automotive industry or American English. Everyone fully understood what the other one was doing or should have been doing, if only because, in all likelihood, he had done a similar job himself.

GM was (and still is) organized according to the logic of the marketplace, and the logic of authority and decision. It did not need, in its organization, to concern itself a great deal with the logic and the flow of information.

By contrast, multiproduct, multitechnology, and multinational companies of today do have to concern themselves, in their organizational design and structure, with organization according to the flow of information. They have to be sure that their organization structure does not violate the logic of information. And for this the Sloan model offers no guidance—GM did not have to tackle the problem in Sloan’s time.

5. Four out of every five GM employees were production workers, either manual workers or clerks on routine tasks. GM, in other words, employed yesterday’s, rather than today’s, labor force.

But the basic organization problem today involves knowledge work and knowledge workers. They are the fastest-growing core element in every business.



6. Finally, General Motors was a managerial rather than an entrepreneurial business—that is, one that started and developed new businesses and products. The strength of Sloan’s approach lay in its ability to manage superbly what was already there and known. General Motors had not been innovative; it was an amalgamation of independent automobile companies.

But the challenge is increasingly entrepreneurship and innovation. We need an innovative organization—in addition to a managerial one. And for this, the General Motors model offered no guidance.

But of course we have learned a great deal in the century since Fayol’s generation first tackled organization. We know what the job is. We know the major approaches. We know what comes first. We know what will not work—though not always what will. We know what organization structure aims at and, therefore, what the test of successful organization design is.

1. The first thing we have learned is that Fayol and Sloan were right: organization structure will not just evolve. The only things that develop spontaneously in an organization are disorder, friction, and malperformance. Nor is the right structure intuitive any more than Greek temples or Gothic cathedrals were. Traditions may indicate where the problems are, but traditions are no help in solving them. Organization design and structure require thinking, analysis, and a systematic approach.

2. We have learned that the first step is not designing an organization structure; that is the last step. The first step is identifying and organizing the building blocks of organization, that is, the activities that have to be built into the final structure and that carry the structural load of the final organization.

We now know that building blocks are determined by the kind of contribution they make. And we know that the traditional classification of the contributions—the staff and line concept of conventional American organization theory—is more of a hindrance to understanding than a help.

3. Structure follows strategy. Organization is not mechanical. It is not assembly. It cannot be prefabricated. Organization is unique to each individual business or institution. For we now know that structure, to be effective, must follow strategy.

Structure is a means for attaining the objectives and goals of an institution. Any work on structure must, therefore, start with objectives and strategy. This is one of the most fruitful new insights we have gained in the field of organization. It may sound obvious, and it is. But some of the worst mistakes in organization building have been made by imposing an ideal or theoretical organization on a living business.

Strategy—that is, the answers to the questions, “What is our business? What should it be? What will it be?” determines the purpose of structure. Answering those questions determines the key activities in a given business or service institution. Effective structure is the design that makes these key activities capable of functioning and of performance. And, in turn, the key activities are the load-bearing elements of a functioning structure. Organization design is, or should be, concerned first with the key activities; the rest are secondary.

THE THREE KINDS OF WORK

There are different kinds of work in every organization, however small and simple.

There is first operating work, the work of managing what is already in existence and known, building it, exploiting its potential, taking care of its problems.

There is always top-management work. And (as will be discussed in chapter 43) it is different work, with its own tasks and requirements.

Finally, there is innovative work. It, too, is different work, requiring different things with respect to both operations and top management.

As we shall see later in this part, none of the available design principles can be used to organize all three different kinds of work. Yet each needs to be organized. And they all need to be integrated into one overall organization.

WHAT WE NEED TO UNLEARN

There are also a few things we need to unlearn. Some of the noisiest and most-time-consuming battles in organization theory and practice are pure sham. They pose an either/or; yet the right answer is both—in varying proportions.

1. The first of these sham battles, which would be better forgotten, is the one between task focus and person focus in job design and organization structure. To repeat what has been said already, structure, and job design have to be task focused. But assignments have to fit both the person and the needs of the situation. Work, to say it once more, is objective and impersonal; the job itself is done by a person.

2. Somewhat related to this old controversy is the discussion of hierarchical, or scalar, versus free-form organization.

Traditional organization theory knows only one kind of structure, applicable alike to building block and whole buildings, the so-called scalar organization, that is, the pyramid of superior and subordinates. Traditional organization theory considers this structure suitable for all tasks.

Today another organization theory is becoming fashionable. It maintains that shape and structure are what we want them to be. They are, or should be, free-form. Everything—shape, size, and apparently tasks—derive from interpersonal relations. Indeed, the purpose of the structure is to make it possible for each person to “do my own thing.”

The first thing to say about this controversy is that it is simply not true that one of these forms is regimentation and the other freedom. The amount of discipline required in both is the same; they only distribute it differently.

A hierarchy does not, as the critics claim, make the superior more powerful. On the contrary, the first effect of hierarchical organization is to protect the subordinate against arbitrary authority from above. It does this by defining carefully the sphere within which the subordinate has the authority, the sphere within which the superior cannot interfere. It protects the subordinate by making it possible for her to say, “This is my assigned job.” Protection of the subordinate also underlies the scalar principle’s insistence that a person have only one superior. Otherwise the subordinate is likely to find herself caught between conflicting demands, conflicting commands, and conflicts of interest as well as of loyalty. “Better one bad master than two good ones,” says an old peasant proverb.

At the same time, the hierarchical organization gives the most individual freedom. As long as the incumbent does the assigned duties of the position, he or she has done the job. He or she has no responsibility beyond it.

The term free-form organization is somewhat misleading. What is meant is organization designed for specific tasks rather than for supposedly eternal purposes. In particular, it means organization of work in small groups and teams.

This (as will be discussed in some detail in later chapters of this part) demands, above all, great self-discipline from each member of the team. Everybody has to do “the team’s thing.” Everybody has to take responsibility for the work of the entire team and for its performance. Indeed, Abraham Maslow’s criticism of Theory Y—for making inhuman demands on that large proportion of people who are weak, vulnerable, timid, impaired—applies with even greater force to free-form organization. The more flexible an organization, the stronger the individual members have to be and the more of the load they have to carry.

Both individual members and the entire organization need some element of hierarchy in any structure. There has to be someone who can make a decision or the organization deteriorates into a never-ending bull session. Knowledge organizations, especially, need to have decision authority and specific, designated “channels” defined with great clarity. Every organization will find itself in a situation of common peril once in a while. And then all perish unless there is clear, unambiguous, designated command authority vested in one person.

Just as statesmen long ago learned that both good laws and good rulers are needed for government to function well, so organization builders will have to learn that sound organization structure needs both a hierarchical structure of authority and the capacity to organize task forces, teams, and individuals for work both on a permanent and a temporary basis.

3. At bottom these sham battles—between task focus and person-focus and between scalar and free-form organization—reflect the belief of traditional organization theory that one best principle alone is “right” and that it is also always “right.” There must be one final answer (shown to be false in chapter 7).

Instead of the “one right” principle, three new major design principles emerged in the thirty years after World War II ended, to join Fayol’s functions and Sloan’s federal decentralization. These three—the team, simulated decentralization, and systems management—did not replace the older designs. None of them can lay claim to being a “universal” principle; indeed, all three have serious structural weaknesses and limited applicability. But they are the best answers available for certain kinds of work, the best structures available for certain tasks, and the best approaches to such major organization problems as top management and innovation in many industries.

THE BUILDING BLOCKS OF ORGANIZATION

In designing the building blocks of organization, four questions face the organizer:




       1. What should the units of organization be?


       2. What components should join together, and what components should be kept apart?


       3. What is the best size and shape for the different components?




The traditional approach to identifying the basic units of organization has been to analyze all the activities needed for performance in the enterprise. This produces a list of typical functions of a retail, manufacturing, or service organization.

This approach to the typical functions sees organization as mechanical, as an assemblage of functions. Organizations will, indeed, use typical activities—though not necessarily all of them. But how the structure is to be built depends on the results needed. Organizing has to start out with the desired results.

THE KEY ACTIVITIES

What we need to know is not all the activities that might conceivably have to be housed in the organization structure. What we need to know are the load-bearing parts of the structure, the key activities.

Organization design, therefore, starts with these two questions:




        • In what area is excellence required to obtain the company’s objectives?


        • In what areas would nonperformance endanger the results, if not the survival, of the enterprise?




Here are some historical examples of the kind of conclusions these questions lead to:

Sears, Roebuck in the United States and Marks & Spencer in England were in many ways remarkably similar enterprises, if only because the founders and builders of Marks & Spencer consciously modeled their company on Sears, Roebuck. But there was a pronounced difference in the organizational placement and role of the “laboratory” in these two companies. Sears defined its business as being the buyer for the American family and used its laboratory to test the merchandise it bought. Accordingly, the laboratory, while large, competent, and respected, was organizationally quite subordinate. Marks & Spencer, on the other hand, defined its business as developing upper-class goods for the working-class family. As a result, the laboratory was central to Marks & Spencer’s organization structure. The laboratory, rather than the buyer, decided what new products were desirable, developed the new merchandise, designed it, tested it, and then had it produced. Only then did the buyer take over. As a result, the head of the Marks & Spencer laboratory was a senior member of management and, in many ways, the chief business planner.

Any company that shows an understanding of success makes the key activities—and especially those in which excellence is needed to attain business objectives—the central elements in its organization structure.

But equally important are the questions, “In what areas could malfunction seriously hurt us? In what areas do we have major vulnerability?” These questions, however, are seldom asked.

The New York brokerage community, by and large, did not ask them during the boom years of the 1960s. If it had, it would have realized that malfunction of the “back office,” where customer orders, customer accounts and securities are handled, could seriously endanger the business. Failure to organize the back office as a key activity was the single most important cause of the severe crisis that overtook Wall Street in 1969 and 1970. The one Wall Street firm that asked those questions, Merrill Lynch, had organized the back office as a load-bearing key activity in its structure. It emerged from the crisis the giant of the brokerage business.

Finally, a third question should be asked, “What are the values that are truly important to us in this company?” It might be product quality. It might be the ability of the company’s dealers to give proper service to the customer. It might be product or process safety. Whatever the values are, they have to be organizationally based. There has to be an organizational component responsible for them—and it has to be a key one.

These three questions identify the key activities. And they, in turn, will be the structural elements of organization. The rest, no matter how important, no matter how much money they represent, no matter how many people they employ, are secondary. Obviously, they have to be analyzed, organized, and placed within the structure. But the first concern must be those activities that are essential to the success of a business strategy and to the attainment of business objectives. They have to be identified, defined, organized, and centrally placed.

This means that business should always analyze its organization structure when its strategy changes. Whatever the reason—a change in market or in technology, diversification, or new objectives—a change in strategy requires reanalyzing the key activities and adapting the structure to them. Conversely, reorganization that is undertaken without a change in strategy is either superfluous or indicates poor organization to begin with.

THE CONTRIBUTION ANALYSIS

From the earliest days of concern with organization, the most controversial question has been, “What activities belong together and what activities belong apart?”

There are, by and large, four major groups of activities that contribute in different ways:

There are, first, result-producing activities, activities that produce measurable results that can be related, directly or indirectly, to the performance of the entire enterprise. Some of these activities are directly revenue-producing.

There are, second, support activities that, while needed and even essential, do not by themselves produce results but have results only through the use made of their “output” by other components of the business.

There are, third, activities that have no direct or indirect relationship to the results of the business, activities that are truly ancillary. They are housekeeping activities.

Finally, and different in character from any of these, are the top-management activities, which will be discussed separately in chapter 43.

Among the result-producing activities, some directly bring in revenues. In service institutions, the comparable activities are those that directly produce “patient care” or “learning.” Selling and all the work needed to do a systematic and organized selling job, such as sales forecasting, market research, sales training, and sales management belong in this category. Here also belongs the treasury function, that is, the supply and management of money in the business.

The second group of result-producing activities are those that do not generate revenue but are directly related to the results of the entire business or of a major revenue-producing segment. I call them result-contributing rather than result-producing.

The operations function is typical of these activities. Training belongs here too, as do recruitment and employment. These are the activities concerned with supplying qualified and trained people to the enterprise. Purchasing and physical distribution are result-contributing but not revenue-producing activities. “Engineering,” as the term is normally understood in most organizations, is a result-contributing but not a revenue-producing activity. In a commercial bank “operations,” the handling of data and papers, belongs here. In a life insurance company, claims settlement is result-contributing. Labor negotiations and many other similar “relations” activities are result-contributing though not revenue-producing.

The third group of result-producing (or result-contributing) activities are informational. They do produce a “finished product” needed by everyone in the system. Yet information, by itself, does not produce any revenue. It is “supply” to revenue and cost centers alike.

First among the support activities, which do not by themselves produce a product but are input to others, stand the conscience activities. These activities set standards, create vision, and demand excellence in all the key areas where a business needs to strive for excellence. “Conscience” may seem an odd term for this function, but it is a good one. The task of the conscience activities is not to help the organization improve on its present activities. Its task is to hold the organization to its own standards, to remind the organization what it should be, but isn’t, doing.

Conscience activities tend to be slighted in most organizations. But every company—and every service institution—needs to provide itself and its managers with vision, with values, with standards, and with some provision for reviewing performance against these standards.

Another support function is advice and teaching. The contribution is not in what the activity does or can do, but in the impact it has on the ability of others to perform. The “product” is increased performance capacity of the rest of the organization.

A good many of the “relations” activities are also support—the legal staff and the patent department, for example.

The last group of activities defined by their contribution are the housekeeping activities, ranging from the medical department to the people who clean the floor, from the plant cafeteria to the management of pension and retirement funds, from finding a plant site to taking care of all the record-keeping requirements imposed on business by government. These functions contribute nothing directly to the results and performance of the business. Their malfunction, however, hurts the enterprise. They serve legal requirements, the morale of the workforce, or public responsibilities. Of all activities, they are the most diverse. And of all activities, they tend to get the shortest shrift in most organizations.

This is a rough classification, and far from scientific. Some activities may belong in one category in one business, in another one in a second business, and in a third company will be left fuzzy and without clear classification at all.

Why classify, then? The answer is that activities that differ in contribution have to be treated differently. Contribution determines ranking and placement.



Key activities should never be subordinated to activities that are not key.

Revenue-producing activities should never be subordinated to any nonrevenue-producing activities.

And support activities should never be mixed with revenue-producing and result-contributing activities. They should be kept apart.

THE “CONSCIENCE” ACTIVITIES

Activities that are the conscience of an organization must never be subordinated to anything else. They also should never be placed with any other activity; they should be clearly separate.

The conscience function of giving vision, of setting standards, and of reviewing performance against standards is basically a top-management function. But it has to work with the entire management group. Every business, even a small one, needs this function. In a small business, it need not be set up as a separate function but can be part of the top-management job. In any business of more than medium size, however, the function usually has to be set up and staffed separately.

However, there should be very few people actually doing the conscience job. It is a job for a single individual rather than a staff. It is a job for a person whose performance has earned the respect of the management group. It is not a job for a “specialist.” It is best discharged by a senior member of the management group with a proven performance record who has manifested concern, perception, and interest in the area for which she or he is supposed to act as conscience.

Only those few areas that are vital and central to a company’s success and survival should become areas of conscience. Objectives and strategy determine what conscience activities are needed. Managing people is always a conscience area, and so is marketing. The impact of a business on its environment, its social responsibilities, and its relations with the outside community are also basic conscience areas. Innovation (whether technological or social innovation) is likely to be a conscience area for any large business.

Beyond these, however, there is no formula.

The tenure of the few conscience executives should be limited, as a rule. No matter how greatly a conscience executive may be respected, and no matter how successful, he or she will eventually wear out either integrity or welcome. This is a good place for a senior person to end a distinguished career. A younger person in the job should be moved out after a few years—preferably back into a “doing” job.

MAKING SERVICE STAFF EFFECTIVE

There are similarly stringent rules with respect to advisory and teaching activities, that is, with respect to service staffs.



There should be very few of them. They should be set up only in key-activity areas. The secret of effective services work is concentration rather than busyness.

Advisory and teaching staffs should never try to do a little bit of everything. They should zero in on a very small number of crucial areas. Rather than serve everybody, they should select areas within the organization where the managers are receptive and do not have to be “sold,” and where success will generate the greatest effect throughout the whole company.

The staffs and their activities should be kept lean.

The supply of people of the right temperament for this kind of work is not large. To do a decent job in an advisory and teaching capacity requires someone who genuinely wants others to get the credit. It requires an individual who starts out with the aim of enabling others to do what they want to do, provided only that it is neither immoral nor insane. It requires, further, someone who has the patience to let others learn rather than does the work single-handed. And finally, it requires someone who will not abuse a position in headquarters close to the seat of power to politick, to manipulate, and to play favorites. People who possess these personality traits are rare. Yet people in services work who lack these qualities can do only mischief.

One basic rule for advisory and teaching staffs is that they abandon an old activity before they take on a new one. Otherwise they will soon start to “build empires” or to produce “canned goods,” that is, programs and memoranda, rather than developing the knowledge and performance capacity of those whose job it is to produce. They will also otherwise be forced to use second-raters rather than people of outstanding competence. Only if they are required to abandon an old activity before taking on a new one will they be able to put really first-rate people on every job.

Advisory and teaching activities should never “operate.” A common weakness of human resource staffs is that they operate. They run the labor negotiations, they do a lot of housekeeping chores such as managing the cafeteria, or they train. As a result, the advisory and teaching work does not get done. The “daily crisis” in operations takes precedence over the work of advice and teaching, which can always be postponed.

Advisory and teaching work should not be a career. It is work to which managers or career professionals should be exposed in the course of their growth. But it is not work that a person should do for long normally. As a career, it corrupts. It breeds contempt for “those dumb operating people,” that is, for honest work. It puts a premium on being “bright,” rather than on being “right.” It is also frustrating work, because one does not have results of one’s own but results only at secondhand.

But it is excellent training, excellent development, and a severe test of a person’s character and ability to be effective without having the authority of command. It is an experience everyone who rises to the top of an organization should have. But it is an exposure no one should suffer for more than a short time.

THE TWO FACES OF INFORMATION

Information activities present a special organizational problem. They have two faces, two dimensions, and two directions. Unlike most other result-producing activities, they are not concerned with one stage of the process but with the entire process itself. This means that they have to be both centralized and decentralized.

The traditional organization chart expresses this in the two different lines that connect an information activity to “bosses.” A solid line connects the activity to the head of the unit for which it provides information, and a dotted line connects it to the central information group. A monthly operating statement, for example, might go both to the head of the operating unit and to the company controller.

One conclusion from this is that information work should be kept separate from other kinds of work. American business has typically violated this rule by putting accounting (a traditional information activity) into the same component as the treasurer (the result-producing operating work of supplying capital and managing money in the business). The justification has been that both “deal with money.” But, actually, accounting does not deal with money; it deals with figures. The result of the traditional approach has been to slight financial management.

The tough question with respect to information activities is which of them belong together and which should be kept apart. There is much talk today about “total integrated enterprise information systems.” This implies that all—or at least most—information activities should be in one component. Insofar as this means that new and different information activities, such as enterprise resource planning systems, should not be subordinated to traditional accounting, the point is well taken. But should they be coordinated? Or should they be separate?

HOUSEKEEPING

The last group of activities, according to their contribution, are housekeeping activities. They should be kept separate from other work, or else they will not get done. The problem is not that these activities are particularly difficult. Some are. Many others are not. The problem is that they are not even indirectly related to results. Therefore, they tend to be looked down upon by the rest of the organization.

One reason for the tremendous increase in health-care costs in the U.S. is managerial neglect of the “hotel services.” The people who dominate the hospital, the doctors and nurses, all know that the hotel services are essential. Patients do not get well unless they are reasonably comfortable, are fed, have their beds changed and their rooms cleaned. But these are not professional activities for a doctor, nurse, or X-ray technician. They are not willing to yield an inch to make it possible for the people in charge of the hotel services to do their jobs. They are not willing to have these activities represented on the upper levels of hospital management. As a result, they are left unmanaged. And this means they are done badly and expensively.

This same sort of neglect extends even to activities in which a great deal of money is at stake. Few companies in the United States for instance have done even an adequate job of managing their employees’ pension funds, despite the enormous amount of money involved. It is an activity that does not, it seems, have any relationship to results, and therefore it is an activity that should be outsourced.

One way out is to turn housekeeping activities over to the work community to run. They are activities for the employees, and they are therefore best managed by the employees. Or, such activities may be outsourced to an outside contractor whose business it is to run a pension fund or to manage a cafeteria.

But insofar as a company’s management has to do these things itself—and picking a plant site and building a factory is something a company has to do for itself, or at least has to participate in actively—housekeeping activities ought to be kept separate from all other activities. They require different people, different values, and different measurements—and should require little supervision by business management itself.

There is one overall rule: activities that make the same kind of contribution can be combined in one component under one management, whatever their technical specialization. Activities that do not make the same kind of contribution do not, as a rule, belong together.

It is feasible and often best to put all advising and teaching activities, whether they be in human resources, in manufacturing, in marketing, or in purchasing, in one “services” group under one manager. Similarly, in any but large companies, one person might well be the company’s conscience in all major conscience areas. Contribution rather than skill determines function.

DECISION ANALYSIS

Identifying key activities and analyzing their contributions defines the building blocks of organization. But placing the structural units that make up the organization requires two additional pieces of work: an analysis of decisions and an analysis of relations.

What decisions are needed to obtain the performance objectives? What kinds of decisions are they? On what level of the organization should they be made? What activities are involved in, or affected by, them? Which managers must, therefore, participate in the decisions—at least to the extent of being consulted beforehand? Which managers must be informed after they have been made? The answers to these questions determine where work begins.

In one large company, well over 90 percent of the decisions that managers had to make over a five-year period were found to be “typical,” falling in a small number of categories. In only a few cases would it have been necessary to ask, “Where does this decision belong?” had the problem been thought through in advance. Yet, because there had been no decision analysis, almost three-quarters of the decisions had to “go looking for a home.” Most of them went to a much higher level of management than was needed. The company’s organizational activities had been placed in units so low in the organization structure that key decisions were placed where there was no authority or adequate information to make these decisions.

Four basic characteristics determine the nature of any business decision.

First is the degree of futurity in the decision. For how long into the future does it commit the company? And how fast can it be reversed?

Buyers in some retail chains have practically no limit as to the amount to which they can commit the company. Often in these firms, however, no buyer or buying supervisor can either abandon an existing product or add a new one without the approval of the head of the entire buying operation, who, traditionally, is the second or third in command in the entire organization. Similarly, the foreign exchange trader in a major commercial bank traditionally has only the loosest limit on the amounts to which she can commit the bank. But she cannot start trading in a new currency without approval from a high authority in the bank.

The second criterion is the impact a decision has on other functions, on other areas, or on the business as a whole. If it affects only one function, it is of the lowest order and should be made fairly low in the organization. Otherwise, either it will have to be made on a higher level, where the impact on all affected functions can be considered, or it must be made in close consultation with the managers of the other affected functions. To use technical language, “optimization” of process and performance of one function must not be at the expense of other functions. This is undesirable “suboptimization.”

One example of a decision that looks like a purely “technical” one affecting one area only, but that actually has impact on many areas, is a change in the methods of keeping the parts inventory in a mass-production plant. This affects all manufacturing operations. It makes necessary major changes in assembly. It affects delivery to customers—it might even lead to radical changes in marketing and pricing, such as the abandonment of certain designs and models. The technical problems in inventory-keeping—though considerable—pale into insignificance when compared with the problems that any change in inventory-keeping will produce in other areas. To “optimize” inventory-keeping at the expense of these other areas cannot be allowed. Yet suboptimization will be avoided only if the decision is recognized as being of a fairly high order and handled as one affecting the entire process. Either it has to be reserved for management higher than the plant, or it requires close consultation among all functional managers.

The character of a decision is also determined by the number of qualitative factors that enter into it; basic principles of conduct, ethical values, social and political beliefs, and so on. If such value considerations are involved, the decision moves into a higher order. It requires either determination or review at a higher level. The most important and most common qualitative factors are human beings. This, of course, underlies the strong recommendation in chapter 27 for top-management people to play an active part in the decisions on promotion to upper levels of middle management.

Finally, decisions can be classified as periodically recurrent or rare. The recurrent decision requires establishing a general rule, that is, it requires making a decision in principle. Since suspending an employee deals with a person, the general rule has to be made at a fairly high level in the organization. But the application of the rule to the specific case, while also a decision, can then be placed on a much lower level.

The rare decision, however, has to be treated as a distinct event. Whenever it occurs, it has to be thought through.

A decision should always be made at the lowest possible level and as close to the scene of action as possible. However, a decision should always be made at a level high enough to ensure that all activities and objectives affected are fully considered. The first rule tells us how far down a decision should be made. The second, how far down it can be made. It tells us which managers must share in the decision and which must be informed of it. The two together tell us where certain activities should be placed. Managers charged with responsibility for a given decision should be high enough to have the authority to make typical decisions pertaining to their work, and low enough to have the detailed knowledge and the firsthand experience, to be “where the action is.”

RELATION ANALYSIS

The final step in designing the building blocks of organization is an analysis of relations. It tells us where a specific component belongs.

The basic rule in placing an activity within the organization structure is to impose on it the smallest possible number of relationships and to make the crucial relations—that is, the relationships on which depend its success and the effectiveness of its contribution—easy, accessible, and central to the unit. The rule is to keep relationships to a minimum and make each count.

This rule explains why functions are not groups of related skills. If we followed the functional principle, we would, for instance, put production planning into a planning component where all kinds of planners would work together. The skills needed in production planning are closely related to all other operational-planning skills. Instead, we put the production planner into operations and as close as possible to both the operations manager and the first-line supervisors. This is where the planner belongs according to key relationships.

There is often a conflict between placement according to decision analysis and placement according to relations analysis. By and large, one should try to follow the logic of relations as far as possible.

SYMPTOMS OF POOR ORGANIZATION

There is no perfect organization. At its best, an organization structure doesn’t cause trouble. But what are the most common mistakes in designing the building blocks of organization and joining them together? And what are the most common symptoms of serious flaws in organization?

The most common and the most serious symptom of poor organization is an increase in the number of management levels. A basic rule of organization is to build the fewest possible management levels and forge the shortest possible chain of command.

Every additional level makes it more difficult to attain mutual understanding by creating more noise and distorting the message. Every additional level distorts objectives and misdirects attention. Every link in the chain sets up additional stresses and creates one more source of inertia, friction, and slack.

The second most common symptom of poor organization is recurring organizational problems. No sooner has a problem supposedly been “solved” than it comes back again in a new guise.

A typical example in a company is the placement of product development. The marketing people think it belongs to them; the research and development people are equally convinced that it belongs to them. But placing it in either component simply creates a recurring problem. Actually both placements are wrong. In a business that wants innovation, product development is a key, revenue-producing activity. It should not be subordinated to any other activity. It deserves to be organized as a separate component.

Solving the recurrent organization problem requires making the right analyses—the key-activities analysis, the contributions analysis, the decisions analysis, and the relations analysis. An organization problem that comes back more than a couple of times should not be treated mechanically by shuffling little boxes on an organization chart. It indicates lack of thinking, lack of clarity, and lack of understanding.

Equally common and equally dangerous is an organization structure that puts the attention of key people on the wrong, the irrelevant, the secondary problems. Organization should put the attention of people on major decisions, on key activities, and on performance and results. If, instead, it puts attention on proper behavior, on etiquette, on procedure, then organization misdirects. Then organization is a bar to performance.

There are several common symptoms of poor organization that, usually, require no further diagnosis. There is, first, the symptom of too many meetings attended by too many people.

Whenever executives, except at the very top level, spend more than a fairly small fraction of their time—maybe a quarter or less—in meetings, this is by itself evidence of poor organization. Too many meetings is an indication that jobs have not been defined clearly, have not been structured big enough, have not been made truly responsible. The need for meetings indicates that the decisions and relations analyses either have not been made at all or have not been applied. The rule should be to minimize the need for people to get together to accomplish anything.

An organization in which people are constantly concerned about feelings and about what other people will or will not like is not an organization that has good human relations. On the contrary, it is an organization that has very poor human relations. Good human relations, like good manners, are taken for granted. Constant anxiety over other people’s feelings is the worst kind of human relations.

An organization that suffers from this—and a great many do—can be said unequivocally to suffer from overstaffing. It might be overstaffed in terms of activities. Instead of focusing on key activities, it tries to do a little bit of everything—especially in advice and teaching activities. Or the individual activities may be overstaffed. It is in crowded rooms that people get on each other’s nerves, poke their elbows into each other’s eyes, and step on each other’s toes. Where there is enough distance, they do not collide. Overstaffed organizations create work rather than performance. They also create friction, sensitivity, irritation, and concern with feelings.

It is a symptom of malorganization to rely on “coordinators,” “assistants,” and other such whose job it is not to have a job. This indicates that activities and jobs have been designed too narrow, or that activities and jobs, rather than being designed for one defined result, are expected to do a great many parts of different tasks. It usually indicates also that organizational components have been organized according to skill rather than according to their contribution or their place in the process. Skill always contributes only a part rather than a result. If the organization is by skill, one needs a coordinator to put back together pieces that should never have been separated in the first place.

“ORGANIZITIS” AS A CHRONIC AFFLICTION

A good many organizations, especially large, complex ones, suffer from the disease of “organizitis.” Everybody is concerned with organization. Reorganization is going on all the time. At the first sign of any trouble, be it only a spat between a purchasing agent and the people in engineering over a specification, the cry goes up for the “organization doctors,” whether outside consultants or inside staff. And no organizational solution ever lasts long. Indeed few organizational arrangements are given enough time to be tested and worked out in practice before another organization study is begun.

In some cases, this does, indeed, suggest malorganization. “Organizitis” will set in if organization structure fails to come to grips with fundamentals. It is brought on especially by not rethinking and restructuring the organization after a fundamental change in the size and complexity of a business or in its objectives and strategy.

But just as often “organizitis” is a form of hypochondria. It should, therefore, be emphasized that organizational changes should not be undertaken often and should not be undertaken lightly. Reorganization is a form of surgery, and even minor surgery has risks.

The demands for organization studies or for reorganization as a response to minor ailments should be resisted. No organization will ever be perfect. A certain amount of friction, of incongruity, of organizational confusion, is inevitable. And the test of good organization is not perfection on paper. It is performance at work.

SUMMARY

Twice in the short history of management did we believe we had the right answer to organization. Once was during the time of World War I in Henri Fayol’s “functions” and, again, a generation later, in Alfred Sloan’s “federal decentralization.” If and when they fit, these two designs are still our best answers. But increasingly we have to structure organizations where neither of these two designs fit. Increasingly we have had to develop new and additional design principles: we now have five.

We have learned a great deal about organization in the last one hundred years. We know the specifications for effective organization. We know that we have to organize, in one and the same structure, three distinct kinds of work: operating work, top-management work, and innovating work. We know that structure follows strategy and that structure is therefore not mechanical but must be developed from the purposes, goals, and objectives of an organization, and on the foundation of the key activities needed to attain objectives. We have learned that organizing starts with “building blocks” of organization. We know what activities belong together and what activities should be kept apart. We know the symptoms of poor organization. And we know that there is no one right organization (as shown in chapter 7).

Good organization structure does not guarantee performance. But poor or inappropriate structure impedes performance—and performance is the test of organization structure.
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Work- and Task-Focused Design



The organization architect has available today five design principles, five distinct ways of organizing activities and ordering relationships. Two of them are traditional: Henri Fayol’s functional structure, and Alfred P. Sloan’s federal decentralization.

Three are new: team organization, simulated decentralization, and the systems structure.

Each of these five was developed to meet specific needs. The first impression is, therefore, that they represent expediency rather than design, let alone logic. But in reality, each of these designs expresses a different design logic. Each takes one general dimension of managerial organization and builds a structure around it.

FORMAL SPECIFICATIONS

Organization structure must satisfy minimum requirements with respect to clarity, economy, the direction of vision, understanding by the individual of his or her own task and the task of the whole, decision making, stability and adaptability, and perpetuation and self-renewal.

1. Clarity. All managerial components, and all individuals within the organization, especially all managers, need to know where they belong, where they stand, where they have to go for whatever is needed, whether information, cooperation, or decision. Clarity is by no means the same thing as simplicity. Indeed, structures that look simple may lack clarity. And seemingly complex structures may have great clarity.

A structure in which workers do not know without an elaborate organization manual where they belong, where they have to go, and where they stand creates friction, wastes time, causes bickering and frustration, delays decisions, and is altogether an impediment rather than a help.

2. Economy. Closely related to clarity is the requirement of economy. One should be able to control, to supervise, and to coax people to perform with a minimum effort. Organization structure should make self-control possible and should encourage self-motivation. And the smallest possible number of people, especially people of high-performance capacity, should have to devote time and attention to keeping the machinery going.

In any organization, some of the effort has to be used to keep the organization running and in good repair. Some time will have to be spent on “internal control,” “internal communications,” and “personal problems.” But the less the input of the organization has to be used to keep it going, the more input can become output. The organization will be more economical, and more of its “input” can become performance.

3. The direction of vision. Organization structure should direct the vision of individuals and of managerial units toward performance, rather than toward efforts. And it should direct vision toward results, that is, toward the performance of the entire enterprise.

Performance is the end that all activities serve. Indeed, organization can be likened to a transmission that converts activities into the one “drive”—performance. Organization is more efficient the more “direct” the transmission is, that is, the less it has to change the speed and direction of individual activities to make them yield performance. The largest possible number of managers should perform as operating people rather than as “experts” or “bureaucrats.” As many as possible should be tested against performance and results rather than primarily by standards of administrative skill or professional competence.

4. Understanding one’s own task and the common task. An organization should enable all individuals, especially all managers and professionals, to understand their own tasks.

But at the same time, an organization should enable everyone to understand the common task, the task of the entire organization. All members of the organization, in order to relate their efforts to the common good, must understand how their tasks fit in with the task of the whole. And, in turn, they must know what the task of the whole implies for their own tasks, their own contributions, their own directions. Communications therefore need to be helped rather than hampered by organizational structure.

5. Decision making. None of the available design principles is primarily structured around a “decision model.” Yet decisions have to be made, made on the right issues and at the right level, and have to be converted into work and accomplishment. An organization design, therefore, needs to be tested to find whether it impedes or strengthens the decision-making process.

A structure that forces decisions to go to the highest possible level of organization rather than be settled at the lowest possible level clearly hampers decision making. So does a decision structure that obscures the need for crucial decisions, or that focuses attention on the wrong issues, such as jurisdictional disputes.



6. Stability and adaptability. An organization needs stability. It must be able to do its work even though the world around it is in turmoil. It must be able to build on its performance and achievement of yesterday. It needs to be able to plan for its own future and continuity.

The individual also needs a “home.” Nobody gets much work done in an airport waiting area; no one gets much work done as a transient. The individual needs to belong to a “community” in which he or she knows people and is known by them, and in which his or her own relationship is anchored.

But stability is not rigidity. On the contrary, organization structure requires adaptability. A totally rigid structure is not stable; it is brittle. Only if the structure can adapt to new situations, new demands, new conditions, will it be able to survive.

7. Perpetuation and self-renewal. Finally, an organization needs to be able to perpetuate itself. It needs to be able to provide for its self-renewal. These two needs entail a number of demands.

An organization must be capable of producing tomorrow’s leaders from within. One minimum requirement for this is that it must not have so many levels of management that an able person, entering a management job early, say at age twenty-five, cannot normally reach the top rungs of the promotion ladder while still young enough to be effective.

One self-renewal requirement is the ability of an organization structure to prepare and test an individual on each level for the next level above. It must especially prepare and test today’s junior and middle managers for senior and top-management positions. For perpetuation and self-renewal, an organization structure must also be accessible to new ideas and must be willing and able to do new things.

MEETING THE SPECIFICATIONS

Some of these specifications clearly conflict. No design principle could fully satisfy all of them. Any organization structure capable of performance and continuity will, however, have to satisfy all these specifications to some degree. This means compromises, trade-offs, balancing. It also implies that several design principles rather than one are likely to be used even for simple organization. For if any one of these specifications goes totally unsatisfied, the enterprise will not perform. Organization building therefore requires understanding the available design principles, their requirements, their limitations, and their fit against the design specifications.

The first thing to know about the available design principles is their logic. “Functional organization” and “team organization” are organized around task and work. Both kinds of “decentralization” are organized around results. The “systems structure” is organized around relationships.



THREE WAYS OF ORGANIZING WORK

All work, physical as well as mental, can be organized in three ways.

It can be organized by stages in the process. In building a house, we first build the foundation, then the frame and the roof, and finally the interior.

It can be organized so that the work moves to where the skill or tool required for each of the steps is located. The traditional metalworking unique-product plant has rows of reamers and lathes in one aisle, stamping machines in another, heat-treating equipment in a third, with the pieces of metal moving from one set of tools and their skilled operators to another.

Finally, we can organize the work so that a team of workers with different skills and different tools moves to the work, which itself is stationary. A moviemaking crew—the director, the actors, the electricians, the sound engineers—“goes on location.” Each does highly specialized work, but they work as a team.

Fayol’s “functional organization” is commonly described as organizing work into “related bundles of skill.” Actually, it organizes work both by stages and by skills. Such traditional functions as manufacturing or marketing involve a very wide variety of unrelated skills—the machinist’s skill and the production planner’s skill in operations, for example, and the salesperson’s skill and the market researcher’s skill in marketing. But manufacturing and marketing are distinct stages in a process. Other functions, such as accounting and human resources, are, however, organized by skills. But in any functional organization the work is moved to the stage or the skill. The work moves, while the position of the worker is fixed.

In the “team structure,” however, work and task are, so to speak, fixed. Workers with different skills and different tools are brought together in a team. The team is assigned a piece of work or to a job, whether this is a research project or the architectural design of a new office building.

Both functional and team structures are old designs. The Egyptian pyramid builder organized work functionally. And the organized and permanent team of the “hunting band” goes back even further, to the last ice age.

Work and task have to be structured and organized. Any organization has to apply either functional structure or team structure or both in order to design work and task. Many organizations, as will be discussed later in this chapter, should apply both. And all need to understand both.

THE FUNCTIONAL STRUCTURE

Functional design has the great advantage of clarity. Everybody has a “home.” Everybody understands his or her own task. It is an organization of high stability.

But the price for clarity and stability is that it is difficult for people, up to and including the top functional people, to understand the task of the whole and to relate their own work to it. While stable, the structure is rigid and resists adaptation. It does not prepare people for tomorrow, does not train and test them. On the whole, it tends to make them want to do what they already do a little better, rather than to seek new ideas and new ways of doing things.

The strengths and the limitations of the functional principle give it peculiar characteristics with respect to the economy specification. At its best, functional organization works with high economy. Very few people at the top need to spend much time on keeping the organization running, that is, on organizing, coordination, conciliation, and so on. The rest can do their work. But at its fairly common worst, functional organization is grossly uneconomical. As soon as it approaches even a modest size or complexity, “friction” builds up. It rapidly becomes an organization of misunderstanding, feuds, empires, and Berlin-Wall building. It soon requires coordinators, committees, meetings, troubleshooters, special dispatchers, which waste everybody’s time without, as a rule, solving much. And this tendency toward conflict exists not only between different functions. The large functional unit with its subdivisions and subfunctions is also prone to internal inefficiency and also requires more and more managerial effort to keep it running smoothly.

The basic strength as well as the basic weakness of functional organization is its effort-focus. Every functional manager considers his or her function the most important one. This emphasizes craftsmanship and professional standards. But it also makes people in the functional unit tend to subordinate the welfare of the other functions, if not of the entire business, to the interests of their unit. There is no real remedy against this tendency in the functional organization. The wish of every function to improve its own standing in the organization is the price paid for the worthy desire of each manager to do a good job.

Communications are fairly good in a small functional organization, but they, too, break down as the size of the organization increases. Even within an individual functional unit—a marketing department, for example—communications weaken if the unit becomes large or complex. People are then increasingly specialists, interested primarily in their own narrow specialty.

As a decision-making structure, functional organization—even if fairly small—works poorly. For decisions in a functional organization cannot, as a rule, be made except at the highest level. No one except the executive at the top sees the entire business. As a result, decisions are easily misunderstood by the organization and are often poorly implemented. And because a functional organization has high stability but low adaptability, the challenge to do something truly new and different is likely to be suppressed rather than brought out in the open and faced up to.

Functional organization also does poorly in developing, preparing, and testing people. Functional organization puts the major emphasis on a person’s acquiring the knowledge and competence that pertain to a particular function. Yet the functional specialist may become narrow in vision, skills, and loyalties. In a functional organization, there is a built-in emphasis on not showing too much curiosity about the work of other functions or specialties. That is, narrow departmentalization is encouraged.

These limitations and weaknesses of functional organization were apparent from the very first. A good deal of thought has, therefore, been given to offsetting them, and to offsetting, in particular, the greatest weakness: the tendency of functional organization to misdirect the vision of functional people from contribution and results to efforts and business.

ITS LIMITED SCOPE

Even where functional organization applies, its scope is limited to operating work. Top management is work (see chapter 43), but it is not “functional” work. And functional organization is the wrong organization for it. Wherever applied, it has made for a weak top management.

The functional principle is even less applicable to innovating work. In innovation, we try to do something not done before, that is, something we do not yet know. We need the individual skills of the various disciplines in innovation, but we do not yet know where and when they will be needed, for what time, in what degree, or in what volume. The innovative task therefore cannot be organized on the basis of functional organization. It is incompatible with it.

Where Functionalism Works

Functionalism works very well in the kind of business for which it was designed. The model for Henri Fayol’s functional design early in this century was the coal-mining company he ran. It was a fairly large business at that time but would be considered rather small today. Except for a few engineers, it employed only manual workers, who all did one kind of work. A coal mine has only one product—and it varies only in size. Coal requires no treatment beyond simple washing and sorting. Coal had, at least at that time, only a few markets—steel mills, railroads and steamships, power plants, and homeowners. But in these markets, it had practically a monopoly, and while the machinery and tools for mining coal were changing rapidly in Fayol’s day, the process itself did not change at all. There was not much scope for innovation.

Fayol’s company is the kind of business that the functional design principle organizes well. Anything more complex, more dynamic, or more innovative demands performance capacities that the functional principle does not possess. If used beyond the limits of Fayol’s model, functional structure rapidly becomes costly in terms of time and effort. It also runs a high risk of directing the energies of the organization away from performance and toward mere busyness. In businesses that exceed Fayol’s model, in size, in complexity, or in innovative scope, functional design should be used only as one principle and never as the principle. And even in businesses that fit Fayol’s model, top-management design and structure require a different design principle.

THE TEAM

A team is a number of people—usually only a few—with different backgrounds, skills, and knowledge, and drawn from various areas of the organization, who work together on a specific and defined task. There is usually a team leader or team captain. The leader is often permanently appointed for the duration of the team’s assignment. But leadership at any one time places itself according to the logic of the work and the specific stage in its progress. There are no superiors and subordinates; there are only seniors and juniors.

Every business—and every other institution—has been using teams all along for one-time tasks, but we have only recently recognized what the hunting bands of our nomadic ice age ancestors knew—the team is also a useful principle for permanent, structural design. The mission of the team is a specific task: hunting expedition or product development. But the team itself can be permanent. Its composition may vary from task to task. Its base remains, however, fairly constant, even though individual members may scatter between tasks or belong, at one and the same time, to a number of teams.

The hospital may be the clearest example of the team. The structural component in the hospital is a team mobilized from the services for the needs of the individual patient as defined by the team captain, the physician, with the nurse as the executive officer of the group.

In the hospital, everyone directly concerned with patient care, that is, everyone on the team, is supposed to take personal responsibility for the success of the whole team’s effort. The doctor’s orders are law in a hospital. Yet, physical therapists who are told, for instance, to give rehabilitation exercises to a patient are expected to notice when the patient seems to run a fever, to stop the exercises, and to notify the nurse immediately and ask for a temperature reading. They will not hesitate to countermand a doctor’s orders within their own sphere. The doctor may order an orthopedic patient to be measured for crutches and taught how to use them. The physical therapist may take one look and say, “You don’t need crutches; you’ll be better off using a cane right away or just walking on your walking cast without any support.”

Performance responsibility rests with the whole team. Each nurse as leader draws on the resources of the whole organization as needed. At one stage she brings in X-ray technicians; at another, physical therapists; at another stage, medical laboratory technicians; and so on. The composition of the team may be different for every patient, but the team leader who carries primary responsibility will also tend to work again and again with the same three or four people in each functional area.

The Requirements of Team Design

Team design requires a continuing mission in which the specific tasks change frequently. If there is no continuing mission, there might be a temporary task force, but not an organization based on the team as a permanent design. If the tasks do not change, there is no need for team organization and no point to it.

A team needs a clear and sharply defined objective. It must be possible all the time to feed back from the objectives to the work and performance of the whole team and of each member.

A team needs leadership. It can be a permanent leader—physician and nurse on the patient-care team in the hospital, or the recognized head of a top-management team. Or leadership can shift with each major phase. But if it does, one person must be clearly designated to decide, at a given stage, who takes team leadership for a particular phase of the task. This is not leadership responsibility for making the decision and giving the command. It is leadership responsibility for deciding who among the team members has the decision and command authority for a particular phase. A team is, therefore, not “democratic.” It emphasizes authority. But the authority is task derived and task focused.

The team as a whole is always responsible for the task. The individual members contribute their particular skills and knowledge. But every individual is always responsible for the output and performance of the entire team rather than for only his or her own work. The team is the unit.

Team members need not know each other well to perform as a team. But they do need to know each other’s function and potential contribution. “Rapport,” “empathy,” “interpersonal relations,” are not needed. Mutual understanding of each other’s job and common understanding of the common task are essential.

It is therefore the team leader’s first job to establish clarity: clarity of objectives and clarity with respect to everybody’s role, including the leader’s own.

The Strengths and Limitations of the Team Principles

The team has obvious strengths. Everybody always knows the work of the whole and holds him or herself responsible for it. It is highly receptive to new ideas and new ways of doing things. And it has great adaptability.

It also has great shortcomings. It has clarity only if the team leader creates it. It has poor stability. Its economy is low: a team demands continuing attention to its management, to the relationships of people within the team, to assigning people to jobs, to explanation, deliberation, communication, and so on. Much of the energy of the members goes into keeping things running. Although each person on the team understands the common task, he does not always understand his own specific task. He may be so interested in what others are doing that he pays inadequate attention to his own assignment.

Teams are adaptable. They are receptive to new ideas and to new ways of doing things. They are the best means available for overcoming functional isolation and narrow interest. All career professionals should serve on a few teams during their working life.

Still, teams do only a little better than functional organization in preparing people for higher management responsibilities or in testing them in performance. A team structure makes for neither clear communications nor clear decision making. The whole group must work constantly on explaining both to itself and to managers throughout the rest of the organization what it is trying to do, what it is working on, and what it has accomplished. The team must constantly make sure that the decisions that need to be made are brought into the open. There is a real danger, otherwise, that teams will make decisions they should not make—decisions, for instance, that irreversibly commit the whole company.

Team’s fail—and the failure rate has been high—primarily because they do not impose on themselves the self-discipline and responsibility required by their high degree of freedom. No task force can be “permissive” and function.

But the greatest limitation of the team structure is size. Teams work best when there are few members. The hunting band had seven to fifteen members. So do the teams in team sports such as football, baseball, and cricket. If a team gets much larger, it becomes unwieldy. Its strengths—such as flexibility and the sense of responsibility of the members—diminish. Its limitations—lack of clarity, communication problems, overconcern with its internal relationships—become crippling weaknesses.

The Scope of Team Organization

Its size limitation determines the scope of applicability of the team principle of organization.

It is the best available design principle for top-management work. Indeed (as will be discussed in chapter 43), it is probably the only appropriate design principle for top management. The team is also the preferred design principle for innovative work (see chapter 40).

But for most operating work, the team is not appropriate by itself alone as the design principle of organization. It is a complement—a badly needed one—to functional design. It may well be that it is team organization that will make the functional principle fully effective and will enable it to do what its designers had hoped for.



Team Design and the Knowledge Organization

The area where team design as a complement to functional organization is likely to make the greatest contribution is in knowledge work. The knowledge organization is likely to balance function as a person’s home with team as his or her place of work (the technical term for this is matrix organization).

Knowledge work by definition is specialized work. The shift from middle management to knowledge organization therefore brings a host of specialists into the management group as operating people. The traditional pattern of functions is being replaced by an enormous number of new functions. Of course many of them can, and should, be grouped together. Still, while the tax specialist will often be put together with other financial people, either in accounting or in the treasurer’s department, tax work is different and separate. This also applies, for example, to product managers or market managers, who are related alike to the traditional marketing function.

This requires better functional management. The organization must decide what specialties are needed, or it will drown in useless learning. It must think through what the key activities are in which specialized knowledge is needed, and it must make sure that knowledge work in the key areas is provided for in depth and with excellence. Knowledge work in other areas must either not be done at all or be kept in low key.

A specialty or function must be managed to assure that it makes the contribution to the enterprise for the sake of which it has been established. Management must anticipate today the new specialties that will be needed tomorrow and the new demands that will be made tomorrow on existing specialties. There is need for concern, in other words, for developing specialized knowledge, which in chapter 24 is called “management development.”

There is great need for concern with, and for management of, the specialists themselves. Do they work on the truly important things, or do they fritter away their time? Do they do over again what they already know how to do, or do they work on creating new potential and new performance capacity? Are they being used productively, or are they just being kept busy? Are they developing both as professionals and as persons?

These are crucial questions that cannot be answered by checking how many hours a person works. They require knowledge of the functional area and genuine functional management.

Much knowledge work will undoubtedly be organized on a strictly functional basis. Much will also be done by individuals who, in effect, are an organizational component by themselves.

An increasing number of knowledge workers, however, will have a functional home but do their work in a team with other knowledge workers from other functions and disciplines. The more advanced knowledge is, the more specialized it has to be. And specialized knowledge is a fragment, if not mere “data.” It becomes effective only as input to other people’s decisions, other people’s work, other people’s understanding. It becomes results only in a team.

Knowledge organization will therefore increasingly have two aspects: a functional one, managing the individual and his or her knowledge, and another one, the team, managing work and task. Seen one way, this undermines the functional principle and destroys it. Seen another way, it saves the functional principle and makes it fully effective. It certainly requires strong, professional, effective, functional managers and functional components.

 

The team is clearly not a cure-all. It is a difficult structure requiring great self-discipline. It has severe limitations and major weaknesses.

But it is also not, as many managers still believe, only a temporary measure for dealing with nonrecurring special problems. It is a genuine design principle of organization. It is the best principle for such permanent organizing tasks as top-management work and innovating work. And it is an important and perhaps essential complement to functional structure—in mass-production work, whether manual or clerical, and above all, in knowledge work. It is probably the key to making functional skill fully effective in the knowledge organization through the matrix organization, in which a functional skill-oriented component is one axis and the task-oriented team the other axis.

SUMMARY

There are available to us now five different design principles. Each satisfies some of the design specifications, but none satisfies all of them. Each of the design principles has strengths, limitations, and rigorous requirements for effectiveness. And each expresses different design logic. The first two design principles, “functional organization” and “team organization,” are organized around the logic of work and task. Though often seen as in conflict, they are largely complementary, especially for knowledge work, which is increasingly being organized in matrix organizations, using both functional and team designs.
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Three Kinds of Teams



Team building has now become a buzzword in American organizations. The results are not overly impressive.

Ford Motor Company began more than twenty years ago to build teams to design its new models. It then reported “serious problems,” and the gap in development time between Ford and its Japanese competitors had hardly narrowed. General Motors’ Saturn Division was going to replace the traditional assembly line with teamwork in its “factory of the future.” But the plant then steadily moved back toward the Detroit-style assembly line. Procter & Gamble launched a team-building campaign with great fanfare. Then P&G began moving back to individual accountability for developing and marketing new products.

One reason—perhaps the major one—for these near failures is the all-but-universal belief among executives that there is just one kind of team. There actually are three kinds of teams—each different in its structure, in the behavior it demands from its members, in its strengths, its vulnerabilities, its limitations, its requirements, but above all, in what it can do and should be used for.

The first kind of team is the baseball team. The surgical team that performs an open-heart operation is a baseball team. So is the team Detroit traditionally sets up to design a new car.

The players play on the team; they do not play as a team. They have fixed positions they never leave. The second baseman rarely runs to assist the pitcher; the anesthesiologist rarely comes to the aid of the surgical nurse. “Up at bat, you are totally alone,” is an old baseball saying. In the traditional Detroit design team, marketing people rarely saw designers and were never consulted by them. Designers did their work and passed it on to the development engineers, who in turn did their work and passed it on to manufacturing, which in turn did its work and passed it on to marketing.

The second kind of team is the football team. The hospital unit that rallies around a patient who goes into shock at three AM is a “football team,” as are Japanese automakers’ design teams. The players on the football team like those on the baseball team, have fixed positions. But on the football team players play as a team. The Japanese automakers’ design teams, which Detroit and P&G rushed to imitate, are football-type teams. To use engineering terms, the designers, engineers, manufacturing people, and marketing people work in parallel. The traditional Detroit team worked in series.

The third kind of team is the tennis doubles team—the kind Saturn management hoped would replace the traditional assembly line. It is also the sort of team that plays in a jazz combo, that consists of senior executives who form the “president’s office” in big companies, or that is most likely to produce a genuine innovation, such as the personal computer thirty-five years ago.

On the doubles team, players have a primary rather than a fixed position. They are supposed to “cover” their teammates, adjusting to their teammates’ strengths and weaknesses and to the changing demands of the “game.”

Business executives and the management literature have little good to say these days about the baseball-style team, whether in the office or on the factory floor. There is even a failure to recognize such teams as teams at all. But this kind of team has enormous strengths. Each member can be evaluated separately, can have clear and specific goals, can be held accountable, can be measured—as witness the statistics a true aficionado reels off about every major leaguer in baseball history. Each member can be trained and developed to the fullest extent of the individual’s strengths. And because the members do not have to adjust to anybody else on the team, every position can be staffed with a “star,” no matter how temperamental, jealous, or limelight-hogging each of them might be.

But the baseball team is inflexible. It works well when the game has been played many times and when the sequence of its actions is thoroughly understood by everyone. That is what made this kind of team right for Detroit in the past.

As recently as thirty years ago, to be fast and flexible in automotive design was the last thing Detroit needed or wanted. Traditional mass production required long runs with minimum changes. And since the resale value of the “good used car”—one less than three years old—was a key factor for the new-car buyer, it was a serious mistake to bring out a new design (which would depreciate the old car) more than every five years. Sales and market share took a dip on several occasions when Chrysler prematurely introduced a new, brilliant design.

The Japanese did not invent “flexible mass production”; IBM was probably the first to use it, around 1960. But when the Japanese auto industry adopted it, it made possible the introduction of a new car model in parallel with a successful old one. And then the baseball team did, indeed, become the wrong team for Detroit, and for mass-production industry as a whole. The design process then had to be restructured as a football team.

The football team does have the flexibility Detroit needs. But it has far more stringent requirements than the baseball team. It needs a score—such as the play the coach signals to the huddle on the field. The specifications with which the Japanese begin their design of a new car model—or a new consumer-electronics product—are far more stringent and detailed than anything Detroit is used to with respect to style, technology, performance, weight, price, and so on. And they are far more closely adhered to.

In the traditional “baseball” design team, every position—engineering, manufacturing, marketing—does its job its own way. In the football team, there is no such permissiveness. The word of the coach is law. Players are beholden to this one boss alone for their orders, their rewards, their appraisals, their promotions.

The individual engineer on the Japanese design team is a member of his company’s engineering department. But he is on the design team because the team’s leader has asked for him—not because the chief engineer sent him there. He can consult engineering and get advice. But his orders come from the design-team chief, who also appraises his performance. If there are stars on these teams, they are featured only if the team leader entrusts them with a solo. Otherwise, they subordinate themselves to the team.

Even more stringent are the requirements of the doubles team—the kind that GM’s Saturn Division hoped to develop in its “flexible-manufacturing” plant, and a flexible plant does, indeed need such a team. The team must be quite small, with five to seven members at most. The members have to be trained together and must work together for quite some time before they fully function as a team. There must be one clear goal for the entire team, yet considerable flexibility with respect to the individual member’s work and performance. And in this kind of team, only the team “performs”; individual members “contribute.”

All three of these kinds of teams are true teams. But they are so different—in the behavior they require, in what they do best, and in what they cannot do at all—that they cannot be hybrids. One kind of team can play only one way. And it is very difficult to change from one kind of team to another.

Gradual change cannot work. There has to be a total break with the past, however traumatic it may be. This means that people cannot report to both their old boss and to the new coach, or team leader. And their rewards, their compensation, their appraisals, and their promotions must be totally dependent on their performance in their new roles on their new teams. But this is so unpopular that the temptation to compromise is always great.

At Ford, the financial people were left under the control of the financial staff and report to it rather than to the new design teams. GM’s Saturn Division tried to maintain the authority of the traditional bosses—the first-line supervisors and the shop stewards—rather than hand decision-making power over to the work teams. This, however, is like playing baseball and a tennis doubles match with the same people, on the same field, and at the same time. It can only result in frustration and nonperformance. And a similar confusion seems to have prevailed at P&G.

Teams, in other words, are tools. As such, each team design has its own uses, its own characteristics, its own requirements, its own limitations. Teamwork is neither “good” nor “desirable”—it is a fact. Wherever people work together or play together, they do so as a team. Which team to use for what purpose is a crucial, difficult, and risky decision that is even harder to unmake. Managements must learn how to make it.

SUMMARY

Teams are very much in vogue. It is, therefore, important to know not only when the team is the appropriate design principle but what kind of team is appropriate for a given task. There are three kinds of teams. First, in the baseball team, each player is a specialist, plays mostly as an individual, and rarely leaves a fixed position. The surgical team is an example of the first kind of team. The second kind is the football team, where each person has a specialty but each performs their specialty in parallel as directed by the coach, and teamwork is critical to success. The team of professionals that care for patients in a trauma unit is an example of the second team. Finally, the third kind of team is the tennis doubles team, where team members are trained in a number of positions and have considerable flexibility with respect to the contribution they must make to achieve the goal of the team.
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Result- and Relation-Focused Design



FEDERAL DECENTRALIZATION

In federal decentralization, a company is organized as a number of self-governing businesses. Each unit is responsible for its own performance, its own results, and its own contribution to the total company. Each unit has its own management that, in effect, runs its own autonomous business.

Federal decentralization assumes that the activities within an autonomous business are organized on the functional principle, though, of course, the use of teams is not excluded. The autonomous businesses of a decentralized structure are designed to be small enough to put the strengths of a functional structure to work while neutralizing its weaknesses.

But the starting point of decentralization is different. Functional and team organization start with work and task. They assume that the results are the sum total of the efforts. “If only efforts are organized properly, the right results will follow” is the underlying premise. Decentralization, by contrast, starts out with the question, “What results do we aim for?” It tries to set up the right business first, that is, the unit that will have the best capacity for results and especially for results in the marketplace. Then the question is asked, “What work, what efforts, what key activities, have to be set up and organized within the autonomous business?”

It is desirable to set up the same, or at least a similar, functional structure for all the autonomous businesses within a company. Almost all major retail chains, have, for instance, a store controller, an operations manager, and department heads for major merchandise areas.

But care should be taken lest this desirable similarity becomes stifling uniformity.

The General Electric reorganization of 1950–1952 provides an example of what not to do. GE decided that the “typical manufacturing business” had five key functions: engineering, manufacturing, marketing, accounting, and personnel. That this did not fit nonmanufacturing businesses such as GE Credit—now General Electric Financial Services, everyone saw, of course. But two things were not seen—and the result was considerable damage. First, some manufacturing businesses needed additional and different key functions, or at least they needed a different arrangement of the same functional work. For example, in the computer business, product development and customer service are far too important to be subordinated to engineering and marketing. GE’s failure in the computer business had many causes, but imposing the functional structure of a typical manufacturing business was a major factor. Second, some businesses that looked like manufacturing businesses were really innovative businesses. These units were genuine businesses and result centers, but they had no “product”; they were set up to develop one. They had no “market” but a research-and-development contract, usually from the U.S. government. They did not “manufacture”; at most, they had a model shop to build a few prototypes. Yet, the functions of a typical manufacturing business were imposed on them. Some of these innovative-development businesses managed to survive by quiet sabotage of the official structure. Others were seriously damaged—by having to carry a heavy load of functions they did not need and, above all, by misdirection of vision and efforts.

The Strength of Federal Decentralization

Of all design principles available so far, federal decentralization comes closest to satisfying all the design specifications listed in chapter 39. It also has the widest scope. Both operating work and innovative work can be organized as decentralized autonomous businesses. And while top management obviously cannot be set up as an autonomous business, federal decentralization of the business, if done properly, makes for strong and effective top managements. It frees top management for the top-management tasks.

Federal decentralization has great clarity and considerable economy. It makes it easy for all members of the autonomous business to understand their own tasks and to understand the task of the whole business. It has high stability and yet is adaptable.

It focuses the vision and efforts of managers directly on business performance and results. The danger of self-deception—of concentrating on the familiar but old and tired, rather than on the difficult but new and growing, or of allowing unprofitable lines to be carried on the backs of the profitable ones—is much lessened. Reality is not easily obscured by overhead costs. It is not hidden somewhere in the figures for total sales.

With respect to communications and decisions, the federal organization is the only satisfactory design principle we have.

Since the entire management group, or at least the upper ranks within it, share a common vision and a common perception, they tend to communicate easily. And usually, for that reason, communication between people in different kinds of work is encouraged all the way down the line rather than frowned upon. Decision making is also likely to be placed at the proper level without great effort. The focus tends to be on the right rather than the wrong issue, and on the important rather than the trivial decision.

The greatest strength of the federal principle lies, however, in manager development. Of all known principles of organization, it alone prepares and tests people for top-management responsibility at an early stage. This by itself makes it the principle to be used in preference to any other.

In a federally organized structure, the managers are close enough to business performance and business results to focus on them. They are close enough to results to get immediate feedback from performance on their own tasks and work. Because management by objective and self-control becomes effective, the number of people or units under one manager is limited only by the span of managerial responsibility.

Above all, the general managers of the decentralized businesses are truly top management, if only in a small business. They face most of the challenges of the top-management job in an independent company—the one exception being, as a rule, the responsibility for financial resources and their supply. They have to make decisions. They have to build a team. They have to think about markets and processes, people and money, today and tomorrow. As a result, they are being tested in an autonomous command. Yet they are being tested fairly early in their career, and at a reasonably low level. A mistake can, therefore, be unmade without too much damage to the company, and, equally important, without too much damage to the person. No other known principle of organization, whether in business or in any other institution, satisfies the need to prepare and test people for tomorrow’s leadership positions nearly as well as the federal principle does.

The search for a system that will prepare and test tomorrow’s leaders is the oldest problem of political theory and political practice. No political system has ever solved it adequately. The principle of federal decentralization does not solve it fully. The autonomous manager of a decentralized business is still not faced with the full responsibility, let alone with the full loneliness, of the top position. But the federal principle comes closer to being a solution than any other known design.

The Requirements of Federal Decentralization

Federal decentralization has strict requirements. It also makes very substantial demands for responsibility and self-discipline.

Decentralization must not create a weak center. On the contrary, one of the main purposes of federal organization is to strengthen top management and to make it capable of doing its own work rather than being forced to supervise, coordinate, and prop up operating work. Federal decentralization works only if the top-management job is clearly defined and thought through.

The test of effective federal decentralization is top-management strength. Top management in a decentralized company must, first, accept its responsibility for thinking through “what our business is and what it should be.” It must accept the responsibility for setting the objectives for the entire company and for working out the strategies for obtaining these objectives. It must, in other words, accept the responsibility for its own job. A federal structure is a shambles if top management does not live up to the responsibilities of its own tasks.

Top management must think through carefully what decisions it reserves for itself. There are decisions that have to do with the entire company, its integrity, and its future. But there are also decisions that should be made on the basis of what is good for an individual autonomous business. To distinguish between the two, and to make each kind of decision correctly, requires somebody who sees the whole and is responsible for the whole.

Specifically, there must be three reserved areas if the organization is to remain a whole rather than splinter into fragments. Top management, and top management alone, can decide what technologies, markets, and products to go into, what businesses to start and what to abandon, and what the basic values, beliefs and principles of the organization are.

Second, top management must reserve control of the allocation of the key resource of capital. Both the supply of capital and its investment are top-management responsibilities that cannot be turned over to the autonomous units of a federal organization.

The other key resource is people. The people in a federally organized company, and especially managers and key professionals, are a resource of the entire company rather than of any one unit. The company’s policies with respect to people and decisions on key appointments in the decentralized autonomous business are thus the third area for top-management decisions—though, of course, autonomous business managers need to take an active part in them. And a decentralized company must have a strong, respected, and senior executive in top management who is the company’s conscience with respect to people.

Federal decentralization requires centralized controls and common measurements. Whenever a federal organization gets into trouble, the reason is always that the measurements at the disposal of the center are not good enough. As a result, personal supervision has to be substituted. Both the managers of the autonomous businesses and top management must know what is expected of each business, what is meant by “performance,” and what developments are important. To give autonomy, one must have confidence. And this requires controls that make opinions unnecessary. To manage by objectives, one must know whether goals are being reached or not, and this requires clear and reliable measurements.

A federal structure requires common vision. A federal unit of an organization is autonomous, but it is not independent and should not be. Its autonomy is a means toward better performance—for the entire institution. Its managers should regard themselves all the more as members of the greater community, the whole enterprise.

Size Requirements

Federal decentralization was designed in response to a problem of size: the deterioration that begins in functional structures when they reach more than medium size. But federal decentralization also has size requirements. When the federal unit becomes so big that the functional subunits are too large to function well, the whole autonomous business becomes unwieldy, sluggish, and too big to perform. The “brain,” that is, the top management of the autonomous unit, may still perform. But the “members,” the functional components, turn rigid and bureaucratic and will increasingly serve themselves rather than the common purpose.

DuPont counteracted this, in part, by splitting autonomous businesses in two as they grew bigger and, in part, by setting up small autonomous decentralized businesses within large autonomous decentralized businesses. Another approach is that of Johnson & Johnson, the multinational producer of health-care products ranging from absorbent cotton to birth control pills. J&J for many years tried to limit the size of each business to 250 employees. Each business was run as a separate company with its own complete management, and each reported directly to a small, central parent-company top-management team. While J&J, with current worldwide sales of over 50 billion and a workforce over 100,000, has been forced to accept individual businesses a good deal larger than 250 employees, it still limits the size of each business and will split one rather than permit it to grow large. As a result, functional units are still quite small in most J&J businesses.

But breaking up or subdividing autonomous businesses as they grow to large size is not always possible; or at least it is not always done. And the result is then the emergence of functional empires.

The Chevrolet division of General Motors, for instance, grew so large at one time that it would by itself have been the world’s third- or fourth-largest manufacturing company if it had been independent. Chevrolet could have been split up into a number of separate divisions: one, for instance, in charge of the large-truck business; another one, perhaps, in charge of the smaller cars such as compacts and subcompacts; with the original Chevrolet division confined to standard-sized passenger automobiles.



How Small Is Too Small?

But the decentralized autonomous unit also needs to be big enough to support the management it needs.

How small is too small depends on the business. A Marks & Spencer store can be quite small and yet support adequate management. All a small store needs is one manager and a few department heads who actually manage on the selling floor.

In other industries, the mass-production metalworking industry, for example, there is a minimum size. A metalworking business is rarely capable of supporting adequate management and its own engineering, manufacturing, and marketing work unless it sells $20–30 million of merchandise a year. Businesses with a significantly lower sales volume are likely to be understaffed, or staffed with inadequate people.

The decisive criterion is not size but the scope and challenge of the management job. A federal unit should always have enough scope so that a good manager can show his or her ability. It should have enough challenge so that the management group in the unit truly has to manage—that is, to think through objectives and plans, to build human resources into an effective team, to integrate the work, and to measure its performance. It should have enough challenge so that management will have to work on all major phases of a business, but also enough challenge that it can really develop a market, a product, or service—and, above all, can truly develop people. The true criterion of size for an autonomous business unit is not economics: it is managerial scope and challenge, and managerial performance.

A decentralized organization needs effective “conscience” work. It needs, especially if large and diversified, organized thinking and planning for top management. It needs strong central information and unified controls and measurements. It will have some common operating work, such as the supply and management of money; research; legal counsel; relations with the public, organized labor, and government; and perhaps purchasing. It may have to organize company-wide work on innovation in key activities, whether marketing or managing people.

But the autonomous businesses of a decentralized organization should not have to depend on central service staffs, that is, on advisory and teaching activities operating out of headquarters. The decentralized operating units should be strong enough to stand on their own feet. Dependence on central staff services can only impose on a decentralized organization the weaknesses and vulnerabilities, without giving it the benefits and strengths, of functional design.

What Is a “Business”?

Federal decentralization is applicable only where an organization can truly be organized into a number of genuine businesses. This is its basic limitation.

But what is a “business”? Ideally, of course, a federal unit should be a complete business in its own right.



This idea underlay Alfred P. Sloan, Jr.’s, organization of General Motors in the early 1920s. Each of the automotive divisions did its own design, its own engineering, its own manufacturing, its own marketing, and its own sales. The divisions were limited as to the price range in which they could offer automobiles but were autonomous otherwise. GM’s accessory divisions sold a large share of their output to the automotive divisions of their own company. But they were selling an even larger share directly to the outside market and indeed, very often, to General Motors’ own competitors. They, too, were businesses in every sense of the word.

So are the autonomous companies into which Johnson & Johnson is organized. Each has its own product lines, its own research and development, its own markets and marketing.

But how much of the reality of a genuine business does there have to be for federal decentralization to work effectively? At a minimum the unit must contribute a profit to the company. Its profit or loss should directly become company profit or loss. In fact, the company’s total profit should be the sum total of the profits of the individual businesses.

Perhaps even more important—and the real mark of autonomy—is that the federal unit must have a market of its own. The market may be only a geographic entity—as in the case of Marks & Spencer stores, or in the case of the regional companies into which several large American life insurance companies have divided themselves. But still there has to be a distinct market within which the unit has autonomy.

As long as a business can have full market responsibility and objective comparability of results, it can be an autonomous business, even though it obtains its products from another autonomous unit or from a centralized company-run manufacturing source.

Where, however, no market test exists, we should not speak of an autonomous business. Federal decentralization then does not work.

So far we have been discussing federal decentralization of operating work, that is, of existing and known businesses. A decentralized unit for innovative work is structured and measured differently (see chapter 35). But federal decentralization is also an effective design principle for such work—as long as its performance and results can be objectively measured and as long as innovative teams can be freely formed within the unit. A decentralized innovative unit also has to be a business—or must be capable of becoming one.

SIMULATED DECENTRALIZATION

Whenever a unit can be set up as a business, no design principle can match federal decentralization. We have learned, however, that a great many large companies cannot be divided into genuine businesses. Yet they have clearly outgrown the limits of size and complexity of the functional or of the team structure.



These are the organizations that are increasingly turning to simulated decentralization as the answer to their organization problem.

Simulated decentralization forms units that are not businesses but that are still set up as if they were businesses, with as much autonomy as possible, with their own management, and with at least a simulation of profit-and-loss responsibility. They buy from and sell to each other using transfer prices determined administratively rather than by an outside market. Or their profits are arrived at by internal allocation of costs to which then, often, a standard fee (revenue) such as 20 percent of costs is added. Simulated decentralization is the one available design principle that copes with the structural problems of the big materials business, such as a company in the chemical, steel, glass, and oil industries, in which all products come from a common source and out of a common process, but in which there are many different markets for each product.

The most interesting attempts to apply simulated decentralization to very large businesses that could not use federal decentralization are the reorganizations of commercial banks. These bank examples show clearly some of the major problems of simulated decentralization. The head of a small fashion-design business, for instance, will use the local branch bank that finances her firm for her personal banking business and for her savings account. She will expect it to act as executor of her will, to be the manager for her investments and the trustee for her firm’s pension fund. She does not want to deal with four different branches of the same bank. Whose customer is she, and who gets the credit for her business? These determinations of credits must be identified for profit and loss to be simulated for each branch.

Simulated decentralization is obviously difficult and full of problems. Yet it will be used even more in the future, because simulated decentralization is potentially most useful in the growth areas of the economy and society, process industries, and private and governmental service institutions. In these sectors, neither functional organization nor federal decentralization can do the organizing job. Managers, therefore, need to understand the requirements and limitations of simulated decentralization. What problems can be expected in an organization built on it?

The Problems of Simulated Decentralization

Simulated decentralization is a poor fit with respect to all design specifications. It is not clear. It does not make for an easy focus on performance. It rarely satisfies the specification that everyone should be able to know his or her own task. Nor do managers and professionals necessarily understand the job of the whole.

Least satisfactory in simulated decentralization are economy, communications, and decision authority. These weaknesses are unavoidable features of the design. Because the unit of simulated decentralization is not truly a business, its results are not truly determined by market performance. They are largely the results of internal management decisions. They are decisions on transfer prices and cost allocations.

Communications are likely to suffer. A tremendous amount of managerial time and energy will be spent working out the lines between different units that supposedly are autonomous; making sure that they cooperate; mediating between them. The smallest adjustment becomes a top-management decision, a trial of strength, and a matter of honor and sacred principle.

Simulated decentralization makes high human demands—on self-discipline; on mutual toleration; on subordinating one’s own interest, including the interest in one’s own compensation, to arbitration by higher authority; demands to be a “good sport” and a “cheerful loser.” These demands are far more difficult and, above all, far more divisive than the big demands that federal decentralization makes on people.

I once heard that a candidate for a very senior position in a big bank was to be turned down because his unit was doing too well at the bank’s expense. “He puts the performance of his own unit before everything else.” The next man was turned down because “he is too willing to subordinate the performance of his unit to the needs and requirements of other units and, therefore, does not show a good enough performance.” Everyone admitted to confusion when I asked, “Are there any guidelines for behavior? Is there any way in which you can tell an executive ahead of time what you consider ‘excessive cooperation’?” All admitted that this was the greatest worry of their own subordinates. “You have to play it by ear,” the ranking officer finally concluded. But then he stopped himself and added, “But by whose ear?”

In scope, simulated decentralization is limited to operating work. It clearly has no applicability to top-management work. And if innovative work cannot be set up as a federal decentralized unit, it requires either functional or team structure.

Rules for Using Simulated Decentralization

Simulated decentralization is a last resort only. As long as a functional structure—with or without teams added—works, that is, as long as a business is small or fair-sized, simulated decentralization is to be shunned. And beyond such size, federal decentralization is vastly preferable.

Even in the materials company, federal decentralization might be tried first—though it may not work forever. One example of an adaptation of genuine federal decentralization to a materials business is Owens-Illinois in Toledo, Ohio, a very large manufacturer of glass bottles. After World War II, when plastic bottles came into wide use, Owens-Illinois went into plastics to retain its leadership position in the bottle market. The company decided, after long soul-searching, to set up both the glass-bottle business and the plastic-bottle business as separate autonomous “product” businesses, competing with each other for the same customers and in the same markets.

The Owens-Illinois strategy was a brilliant success. The company’s growth was very rapid. And yet, fifteen years later, in the early 1970s Owens-Illinois changed over to simulated decentralization. It retained the two divisions but confined them to manufacturing. Marketing of all bottles, glass and plastic, was put into a new marketing division. The reason given was that the customers demanded one source of supply for all their bottles. “Glass” and “plastics” were not meaningful to them; they wanted bottles and not materials.

With all its limitations, weaknesses, and risks, simulated decentralization may, therefore, be the best available principle where constituent parts of the same large business have to work together and yet have to have individual responsibility. This applies especially where the organizing principle of the market is incompatible with that of technology and operations.

A railroad or an airline has by definition no purely “local” business. Hence, these businesses cannot be federally decentralized but have to organize themselves according to functions with, at best, a regional coordinator who intervenes between the functions, mediates, and ensures liaison. The decisions that affect the performance of a transportation system must be made centrally.

They are, above all, decisions on capital use, on the assignment of airplanes, locomotives, and freight cars, for instance. Yet transportation businesses, while incapable of being decentralized except for relatively unimportant tasks, are also clearly far too large to work well under functional organization.

This means, in effect, that there are businesses and service institutions for which we do not possess an adequate principle of organization.

In simulated decentralization, at least we know what to expect. It is therefore a major task of organization theory and organization practice to develop for these large, overcentralized functional structures, such as a railroad system or most government agencies, an organization design that works no worse for them than simulated decentralization works, for instance, for the large materials companies and the large commercial banks. This will probably have to be some application of the principle of simulated decentralization.

THE SYSTEMS STRUCTURE

Of the design principles of organization, only one, Fayol’s functions, can be said to have started in a theoretical analysis. The others—the team, federal decentralization, and simulated decentralization—developed as responses to specific challenges and needs of the moment. This is true also of the systems structure.



Systems organization is an extension of the team design principle. But instead of a team consisting of individuals, the systems organization builds the team out of a wide variety of different organizations. They may be government agencies, private businesses, universities and individual researchers, and organizations inside and outside the parent organization. Systems design uses all the other design principles as the task demands: functional organizations and teams, federal and simulated decentralization.

Some of the members of the systems structure may have a specific task that does not change throughout the entire life of the venture. Others may change tasks according to the stage of the program. Some will be permanent members. Others may be brought in only for one specific assignment.

Although the National Aeronautics and Space Administration (NASA), in its organization of the U.S. space program in the 1960s, first made the systems structure visible as a principle of organization design, it had existed for at least a century. It actually was first developed as a structure for businesses; and its major application is probably in business. The large Japanese company and its suppliers and distributors have for decades worked in a relationship very similar to that in which NASA worked with its suppliers, subcontractors, and partners. The Japanese large company sometimes owns its suppliers. More often, it has little or no ownership stake in them. Yet the suppliers are integrated into the system. Similarly, the Japanese company usually depends upon a trading company that is both independent and integrated.

What organizations that use the systems structure have in common is a need to integrate diversity of culture, values, and skills into unity of action. Each component of the system has to work in its own way, be effective according to its own logic and according to its own standards. Or else it will not be effective at all. Yet all components have to work toward a common goal. Each has to accept, understand, and carry out its own role. This can be achieved only by direct, flexible, and tailor-made relationships among people, or groups of people, in which personal bond and mutual trust bridge wide differences in point of view and in what is considered “proper” and “appropriate.”

NASA, for instance, faced the problem of divergent values and cultures. NASA, a large government agency, was built of some major units staffed with men and women used to the ways of the U.S. military services, while other units were built and run by German-born and German-trained space scientists like Wernher von Braun, raised in the tradition of the German Herr Professor. There were businesses, some large, some small, who were “partners” on the team rather than subcontractors. They did not make and deliver a part to preset specifications but planned, designed, and operated the “nervous systems” of the entire space effort. The Jet Propulsion Laboratory (JPL) in Pasadena, California, is one example. Other team members were individual university scientists working independently in their own laboratories. Yet NASA had to integrate all these traditions, values, and behavior patterns into common performance.

The Difficulties and Problems of the Systems Structure

Like simulated decentralization, systems design is a poor “fit” with respect to all design specifications. It lacks clarity. It lacks stability. People find it neither easy to know what their job is nor to understand the job of the whole and their relationship to it. Communications are a continuing problem. It is never clear where a certain decision should be made or, indeed, what the basic decisions are. Flexibility is great, and receptivity to new ideas is almost too great. Yet the structure does not, as a rule, develop people and test them for top-management positions. Above all, the systems structure violates the principle of internal economy.

When NASA first started, the scientists who then dominated it believed that controls, especially computer-based information, would run the system. Their thinking soon changed as they learned the crucial importance of face-to-face personal relationships, of constant meetings and bringing people into the decision-making process, even on matters remote from their own assignments. Key executives at NASA spent about two-thirds of their time in meetings, and mostly in meetings on matters not directly related to their own tasks.

Personal relationships are the only thing that prevents breakdown in the systems structure. There is constant need for arbitration of conflicts between various members of the system, on jurisdiction, on direction, on budgets, on people, and on priorities. The most important people, regardless of their job descriptions or assigned tasks, spend most of their time keeping the machinery running. In no other organizational structure is the ratio between output and effort needed for internal cohesion as poor as in the systems structure.

The requirements for the systems structure to work at all are exceedingly stringent. It demands absolute clarity of objectives. The objectives themselves may well change, but at any one time they must be clear. The objective for the work of each of the members of the system must be derived from the objective of the whole and must be directly related to it. In other words, the systems structure can function only if the job of thinking through “What is our business and what should it be?” is taken seriously and performed with excellence. And then it requires that operational objectives and strategy be developed with great care from the basic mission and purpose. Get a man on the moon by 1970 is exactly the kind of clear objective that enables a systems structure to work.

Another requirement is a demand for universal communications responsibility. Every member of the systems structure, but especially every member of every one of the managing groups, has to make sure that mission, objective, and strategies are fully understood by everyone, and that the doubts, questions, and ideas of every member are heard, listened to, respected, thought through, understood, and resolved. In projects like the NASA space effort, the communications problem is enormous, involving the need to spread word of any problem, breakthrough, or discovery immediately to hundreds of people.

A third requirement is that each member of the team, that is, each managerial unit, take responsibility far beyond its own assignment. Each member must, in effect, take top-management responsibility. To get any results requires, from each member, independent responsibility and initiative. At the same time, each member must try to know what goes on throughout the entire system and to keep the common goal in mind. Executives, especially, must always see their own assignments clearly in the perspective of the whole project.

No wonder that the systems structure has not, on the whole, been an unqualified success. For every successful moon shot (but also with an almost unlimited budget to support it), dozens of systems structures have failed miserably to perform or have performed only through budgetary irresponsibility such as no private business could survive—as in the development of the Anglo-French supersonic plane, the Concorde, for example, and of various weapons systems in Europe as well as in the U.S. The attempt to use systems management to tackle major social problems is almost certain to be a total failure. Social and political complexities that are encountered when we move from outer space (where, after all, there are no voters) into the inner city and its problems, into economic development, or even into something seemingly so purely technical as mass transit are almost certain to overwhelm the fragile cohesion of a systems structure as the Central Tunnel Project (The Big Dig) overwhelmed engineering and social systems in Boston.

But NASA’s success in the Apollo Program and the success of systems-organized enterprises in Japan show that the systems structure can be made to work and can be highly effective. It needs, however, clear goals, high self-discipline throughout the structure, and a top management that takes personal responsibility for relationships and communications.

For many managers, the systems structure is not of direct personal concern—though any manager in an alliance who wants to function effectively will have to understand it (on the issues involved in managing alliances, see chapter 42). The systems structure is an important structure and one that the organization designer and managers need to know and understand—if only to know that it should not be used where other, simpler and easier structures will do the job.

SUMMARY

Both kinds of decentralization—federal decentralization and simulated decentralization—are organized around results. The systems structure is organized around relationships. Of all known design principles, federal decentralization comes closest to satisfying organization specifications. But it is severely limited in its applicability and has stringent requirements that must be met if it is to function. Otherwise, we have to apply simulated decentralization—complex, unwieldy, difficult, and far from satisfactory, but the only design principle we know for the organization of materials businesses, service businesses such as the very big banks, or government agencies. The systems structure is even more complex and difficult, but necessary to organize such multicultural enterprises as the American space program under NASA.










42

Alliances



Mergers, acquisitions, and divestitures have been around for a long time. Alliances, however, are fairly new. But what makes different the present restructuring of the economy and business is the worldwide trend toward alliances of all sorts: joint ventures, know-how agreements, outsourcing, marketing alliances, research alliances, and many others.

These alliances cross industry lines. They cross national borders. They are alliances between business and business and between nonbusinesses, such as a university and a government agency.

In their totality, they are likely to exceed all the headline-making mergers, acquisitions, and divestitures together. What’s equally important is that the most spectacular of the mergers tend to be defensive. They are what business analysts call “strategies of despair.” They are intended to slow the decline of an industry, such as commercial banking, or to slow the declining profitability of an industry by cutting overhead costs.

Most alliances, by contrast, are what business analysts call “strategies of hope,” aimed at speeding up growth, market share, and profitability. Alliances rarely make headlines. They are rarely even reported in the media. They do not, as a rule, require approval, whether by the government or by shareholders. In many of them no money changes hands.

Yet they are fast changing the world’s business landscape. It is becoming a world economy of networks based on partnership rather than on ownership. The trend toward alliances is accelerating among big, medium-sized, and small businesses; in high-tech as well as in low-tech or no-tech industries; among multinationals as well as among purely domestic companies. It is being driven by technology needs, by marketing needs, by people needs.

Alliances have their own rules and their own dos and don’ts. These are quite different from the rules for managing the traditional business based on ownership and control.

Few businesses and executives yet know these rules, much less observe them. Many alliances start out auspiciously. But just when they are successful economically, they collapse. They fail because the partners do not know and do not observe the rules for managing alliances. Answers to a few questions should shed light on these rules.

Why Do Organizations Enter into Alliances?

Organizations generally enter into alliances for one of five reasons. First, they may want to obtain access to new, distinct technology. Large computer-makers buy into small software houses. Large electronics manufacturers buy into small designers of specialty chips. Large pharmaceutical companies buy into genetics start-ups. Large Internet sites buy into or set up a cross-promotional arrangement with smaller online groups.

Second, an alliance may be the way to achieve genuine synergy between separate and independent companies. One company, for instance, has the research strength and has developed new and superior products or services. But another company has the manufacturing strength, and yet a third company has the marketing strength.

An alliance gives the needed “push” to the new product line. Or, one company has excess manufacturing capacity while another one has the distribution network but not enough stuff to put through it.

Third, alliances are one way for an organization to get access to people with know-how.

Fourth, there are alliances in which an independent company performs basic supply activities that are actually integrated into the other company’s operations.

And fifth, alliances can be a way for an organization to extend its reach geographically. It may even be the only way. Setting up branch offices in foreign countries often runs into legal problems and logistical nightmares. It also means that the organization has to adapt itself to an unfamiliar economy and country. But companies can enter into alliances with foreign counterparts whereby one or both parties agree to represent the other or sell or manufacture its products in its home country.

This kind of alliance is by no means limited to doing business in different countries. Within the U.S. for instance, there are many alliances between one fair-sized company that is strong on the East Coast with another fair-sized company that is strong on the West Coast or in the Midwest. These companies can then work together and get most of the advantages of a national company without giving up their independence and separate ownership.

To summarize, organizations typically enter into alliances for one of these five reasons: to obtain access to new, distinct technology; to achieve synergy between the strengths of two independent partners; to gain access to people with specialized knowledge; to outsource noncore activities to specialists; and to extend geographically into new markets.

Practically every pharmaceutical company in the world has worked out alliances with small genetics and biomolecular companies so as to get access to new knowledge and to new technology. Genetics and biomoleculars produce, in the end, the same kind of products the pharmaceutical companies aim at. But they employ totally different knowledges. In fact, they require a different mind-set from that of the biochemist and physician in a pharmaceutical company.

An alliance of synergy was an alliance between Intel, the U.S. example of an microchip giant, and a major Japanese manufacturing company. Intel did the research and development for a new kind of microchip. The Japanese have the uniquely Japanese competence in miniaturization. Miniaturization is a legacy of two hundred years of a uniquely Japanese art tradition. The Japanese, therefore, converted the Intel design into something that was manufactured as a microchip. And they manufactured the chip, at least in the beginning. And then both companies, independently and in competition, marketed the new chip. And this particular alliance was concluded without a single penny changing hands.

The best example of an alliance to gain access to key people is the numerous agreements between businesses and universities. Many types of business pursue such agreements—chemical companies, pharmaceutical companies, materials companies, to name just a few. And they are partnering up with university departments all over the United States and Canada.

The trend is spreading to Europe, too. The business pays to support the very expensive university research, and the university scientists decide what they research. In return, the business has the right of first refusal on whatever products come out of the research. Unlike a government grant for research, the business does not control what the university people do and concentrate on. The academicians keep their independence.

But unlike the traditional university research, it is not the university or the individual researchers who are in control of commercial exploitation of research results.

The best example of an alliance for outsourcing began right after World War II when hospitals and schools turned to outside specialist companies to do cleaning and maintenance. Now one of the fastest-growing areas of outsourcing is data processing. More and more organizations—the U.S. government may have been the first—turn over their data processing to an independent, specialized data-processing company. And now, companies increasingly outsource their manufacturing.

In fact under e-commerce outsourcing, manufacturing may become the most prevalent outsourcing form and the one that enables a major company with a strong brand, such as a major consumer-goods producer, to sell centrally, through an e-commerce center, but deliver locally, where the customer is.

Among the most visible examples of geographic alliances are the hundreds of joint ventures through which American and European companies got into the Japanese market in the 1960s and 1970s. The market was there and it was growing fast. But first the Japanese government made it very difficult for Westerners to get in without a Japanese partner—though those Westerners who persisted in the face of government foot-dragging eventually did very well, as a rule.

But there were also language difficulties. Few Western firms had Japanese-speaking executives. Above all, it was almost impossible to hire experienced Japanese middle managers and professionals. They had to be supplied by a Japanese joint-venture partner with whom these people enjoyed lifetime employment.

The Different Types of Alliances

Alliances can take many different forms. There is the joint venture, where two or more companies agree to work together toward achieving a single goal. There is also the minority-holdings agreement, where one or both companies take a small stake in their alliance partner. With the cross-holdings alliance, a type of minority-holdings agreement, each partner owns the same small percentage of the other.

But increasingly alliances are being formed without any ownership stake. This was the case in the Intel alliance with the Japanese manufacturer mentioned above. There is the alliance to jointly market a product or service, with each partner serving a different market. There is the outsourcing alliance, where the outsourcing operator actually becomes a part of the organization for which it provides a distinctive support function. There is cross-licensing.

What all alliances have in common is that two or more organizations, each maintaining its separate identity and management, agree to work together in one area. They agree to become partners.

With so many different types of alliances, which ones tend to be most successful, and in what situations? Alas, that’s like asking what kind of marriage is likely to be a happy one. There is no answer. But all alliances have four things in common.

First, they are different from the ownership-based organization. They are, in the words of a very old and very famous French novel, “dangerous liaisons”—exceedingly satisfactory when they work, but vulnerable and easily damaged.

Second, they all have the same problems.

Third, they all require the same basic behavior on the part of both partners.

And fourth, and perhaps most important, alliances are usually easy and work well as long as the going is difficult—that is, in their early stages. But unlike the businesses with which most executives are familiar, they tend to get into trouble when they are successful.



Common Problems Facing All Alliances and Their Resolution

The success of the alliance can be a problem, for it then usually becomes apparent that the partners have different objectives and expect different things from the alliance. As long as the alliance is struggling, the partners are usually in agreement. Their goal is to make the alliance work. But once that has been accomplished, each partner begins to want something different from the successful alliance.

Here are two examples, both quite typical.

One is of a joint venture between an American and a German chemical company—both quite large, though neither of them giants. They teamed up to establish a pharmaceutical joint venture in Latin America.

It took five years of hard work to develop it into a profitable enterprise. And during that time the two partners worked in harmony. But when the venture became profitable, the Americans wanted to plow back all earnings into the company; they wanted to build a major pharmaceutical company in Latin America. The Germans, on the other hand, badly needed cash to support their research program at home; they wanted to get as much money out of the joint venture as possible, and as fast as possible.

For several years they bickered and bickered. And they could not agree on anything, and finally the venture, once promising, began to go down and quite rapidly. And eventually it was liquidated.

The second example is that of a development company for Southeast Asia formed in the early 1970s by four major banks, two American and two European. The four banks early saw that Southeast Asia would grow and offer excellent investment opportunities. Again the venture worked beautifully until it became successful. It took about four years.

By then it became clear that three of the four partners wanted it to become as successful as possible. And that meant pushing aggressively into commercial banking in Southeast Asia, in direct competition with the parent banks.

The fourth, a major European bank, wanted itself to become a major bank in Southeast Asia. In fact, it had entered the partnership mainly to get entrance into the market and experience in it. It strongly felt that the successful joint venture was becoming an ungrateful brat and needed spanking rather than encouragement or praise. It vetoed the joint venture’s going into commercial banking, which in effect killed it.

Again, after several years of bickering, the joint venture had to be liquidated—and just when Southeast Asia really took off.

For an alliance to remain successful and in working order, this problem needs to be anticipated and taken care of before it arises. Before the parties enter into the alliance, they need to think through their objectives and the objectives of their offspring.



Do they want the joint enterprise eventually to grow into a separate, autonomous venture? Do they agree from the start that it will be allowed, perhaps even encouraged, to compete with one or all parents? If so, in what products, services, or markets?

In the marketing alliance where each partner sells to a different market, there needs to be similar clarity about the objectives. Is the agreement to be limited to one particular product or service? Or, if the alliance works, will it eventually be extended to include more of each partner’s products or services? Should profits be plowed back into the alliance, or should they be remitted as fast as possible? Should the offspring develop its own research, or should it contract for its research exclusively with one or both parents?

In the research alliance, there needs to be agreement as to who gets to patent the research results. Will patents belong to the university scientist who made the discovery? Or will they belong to the university itself? Or will they belong to the company or companies that are funding the research?

Such objectives should be reviewed and revised every few years, particularly if the alliance succeeds. There also has to be careful thinking about who will manage the alliance. Regardless of what specific form it takes, the alliance has to be managed separately. And the people in charge have to have the incentives to make it successful.

How should the alliance be managed? Should the partners run it by joint committee, or should one of the partners assume full responsibility?

The alliance, whatever its legal form, has to be managed by its own management. Not a committee—a committee only means that no one is accountable.

If it’s a joint venture, it requires its own separate management; and these people, wherever they come from, are the management of the joint venture and accountable solely for the joint venture’s results, and measured solely by the joint venture’s performance.

The one thing that must never be said about an executive who manages a joint venture: “John doesn’t do too well in his assignment. But he sure looks after our interests and is no pushover for our partners.”

In fact, in a joint venture, one of the management’s most important duties is to say no to the parents if the management thinks that the parents’ demands are not in the best interest of the joint venture.

In the other alliances, too, there has to be clear management responsibility. The woman manager of an outsourcing firm who manages the maintenance and cleaning contract for the hospital is responsible.

Sure, she wants to satisfy the hospital management; after all, maintenance and cleaning expenses are almost 30 percent of the typical hospital’s budget, and the standards of maintenance and cleanliness are even more important for the hospital’s medical performance. And that woman has to satisfy her own boss at the outsourcing firm. But it is her job.

And in the marketing agreement in which each partner sells the products of both partners in its own market, there has to be someone in each company who is responsible for the sales under the alliance. Or perhaps the two companies together appoint one person who is, in effect, a one-person joint venture. That person is then the alliance.

The next problem that must be solved by each alliance partner is what kind of relationship the venture should have with its offspring and with the other partners. Even if the joint enterprise is quite subordinate for one of the partners—a small underwriting venture in Luxembourg, for instance, in which a major commercial bank holds a one-sixth interest—its management people must have access to someone in the parent organization who can say yes or no without having to go through channels. The best way, especially in a large organization, is to entrust all such “dangerous liaisons” to one senior executive.

Finally, there has to be prior agreement on how to resolve disagreements. Orders from the top do not work in an alliance. The best way is to agree, in advance of any dispute, on an arbitrator whom all sides know and respect and whose verdict will be accepted as final by all of them.

This arbitrator should be empowered to go beyond the specific issue in dispute. He or she should be able to decide, for instance, that each party is entitled to buy out the other according to a prearranged formula. He or she should also be able to recommend that the joint enterprise be liquidated or that it become a separate business independent of its parents. These are radical measures. But for this reason, arbitration will be seen as a last resort. Such provisions make each party realize how much it has to gain by subordinating its individual interest, opinion, and pride to the perpetuation of the successful alliance.

MANAGING ALLIANCES AS MARKETING PARTNERSHIPS

Alliances are difficult precisely because there is no “boss” in them. They are partnership. And partners are equals, by definition. One cannot give orders to a partner. Hence the secret of the successful alliance is to manage it as a marketing relationship. In the traditional organization in which command and control are based on ownership, managers start out with the question, “How do we get our people to accept what we think they should be doing?”

In a partnership, one considers the other partner as a customer. And the first question is not, “What do we want to do?” It is, “What are the partner’s goals, the partner’s objectives? What is value for the partner? How does the partner work and operate?”

Once this is understood and accepted, the alliance will work.



SUMMARY

Organizations generally enter alliances for one of five reasons: to obtain access to new, distinct technology; to achieve synergy between the strengths of two independent partners; to gain access to people with specialized knowledge; to outsource noncore activities to specialists; and to extend a company’s geographic reach.

Many alliances do well in the early stages. But they fall apart when they become successful. To avoid this fate, before they enter into an alliance the partners must think through and take care of four major questions: What are the different objectives for the partners and their alliance? How will the alliance be managed, and who will manage it? What relationship will each partner have with the alliance and with each other? And how will disagreements be resolved?

Alliances are risky. Alliances are difficult. But they are increasingly necessary for growth. The traditional means of growth either are becoming too expensive, like most grassroots developments, or are not easily available to existing businesses. They may require access to new and often totally different skills; to different people with different values, such as the values, habits, and policies of academia; or access to different geography and different markets.

Alliances should be managed as marketing relationships.
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The CEO in the New Millennium



CEOs have ultimate responsibility for the work of everybody else in their institution. But they also have work of their own—and the study of management has so far paid little attention to it. It is the same work regardless of whether the organization is a business enterprise, a nonprofit, a church, a school or university, or a government agency, or whether it is large or small, worldwide or purely local. And it is work only CEOs can do, but also work that CEOs must do.

In any organization, regardless of its mission, the CEO is the link between the inside, that is, the organization, and the outside, that is, society, the economy, technology, markets, customers, the media, public opinion. Inside, there are only costs. Results are only on the outside. Indeed, the modern organization (beginning with the Jesuit Order in 1536) was expressly created to have results on the outside, that is, to make a difference in its society or its economy.

THE TASKS OF THE CEO




        • To define the meaningful outside of the organization.




To define the meaningful outside of the organization is the CEO’s first task. The definition is anything but easy, let alone obvious. For a particular bank, for instance, is the meaningful outside the local market for commercial loans? Is it the national market for mutual funds? Or is it major industrial companies and their short-term credit needs? All three of these “outsides” deal with money and credit. And one cannot tell from the bank’s published accounts, for example, its balance sheet, on which of these “outsides” it concentrates. Each of them is a different business and requires a different organization, different people, different competencies, and different definitions of results. Even the very biggest bank is unlikely to be a leader in all of these “outsides.” And which of these to concentrate on is a highly risky decision and one very hard to change or reverse. Only the CEO can make it. But also the CEO must make it. It is the first task of the CEO.




        • To work on getting information from the “outside” into usable form.




The second specific task of the CEO is to think through what information regarding the outside is meaningful and needed for the organization and then to work on getting it into usable form. Organized information has grown tremendously in the last hundred years. But the growth has been mainly in “inside” information, for example, accounting. The computer has further accentuated this inside focus. As regards the outside, there has been an enormous growth in data—beginning with Herbert Hoover in the 1920s (to whose work as secretary of commerce we largely owe the data on GNP, on productivity, and on standard of living). But few CEOs, whether in business, in nonprofits, or in government agencies, have yet organized these data into systematic information for their own work (on the methodology for doing this, see chapter 33).

To give one example, every major maker of branded consumer goods knows that few things are as important as the values and the behavior of that great majority of consumers who are not buyers of the company’s products, and especially information on major changes in the noncustomers’ values and habits. The data are largely available. But so far few consumer-goods manufacturers have converted them into organized information on which to base their decisions (one well-publicized exception is the Shell Petroleum group of companies). Again it is primarily the CEO who needs this information and whose work it is to organize getting it.

Thinking through what is meaningful information on the outside is also a high-risk decision. That U.S. business executives, for instance in the 1950s and 1960s, decided (in many cases quite deliberately) that what was going on in Japan was not particularly meaningful information for them and their companies explains in large part why the Japanese export push caught them so unawares and unprepared.

It is information about the outside that needs the most work. For far too many institutions—and not only businesses—define “outside” in large part as their direct competitors. Toy makers tend to define the “outside” as their toy-maker competitors; a hospital, as the other two competing hospitals in the same suburb; and so on. But the most meaningful competitors for the toy maker are not other toy makers but other claimants on potential customers’ disposable dollars. The most meaningful information about the toy maker’s outside is therefore what value the toy presents to the potential buyer. (Customer research, in other words, may be more important than market research—but also far more difficult.)





        • To decide what results are meaningful for the institution.




The definition of the institution’s meaningful outside and of the information the institution needs makes it possible to answer the key questions, “What is our business? What should it be? What should it not be?” The answers to these questions establish the boundaries within which an institution operates. And they are the foundation for the specific work of the CEO. Particularly, they enable the CEO to decide what results are meaningful for the institution.

Defining results is important, critical, and risky above all for institutions that lack the discipline of the “bottom line,” that is, for nonbusinesses. And nonbusinesses constitute a significant number of organizations in every developed society. But even for businesses, the bottom line is not by itself adequate as a definition of results—the same bottom line may have very differing meanings according to how an institution defines “meaningful results.” To decide what results a given bottom line represents is a major job of the executive. It is not based on “facts”—there are no facts about the future. It is not made well by intuition. It is a judgment. Again, only the CEO can make this judgment, but also the CEO must make it.

This definition of desirable results invariably requires a “short-term–long-term” judgment. It is so risky that all premodern economies tried to avoid making it. In fact, the one major institutional innovation of the modern economy was to create in large part the systematic risk-taker and risk-sharer, the public corporation, thereby enabling the individual to strictly limit the personal risk of investing in future expectations.

By thus making possible these time decisions in very large numbers and on an enormous scale, the enterprise can be said to be the one invention that created the modern economy—far more so than any other invention, whether material or conceptual. With the invention of the enterprise, the manager came into being as a distinct role and function, with one of his or her major tasks being the making of the decision between short-term yields and deferred expectations. Making this decision requires a good deal of very hard work on the part of the CEO. (Both Machiavelli’s Prince and Shakespeare’s The Merchant of Venice, two Renaissance masterpieces the background of which is the emergence of the modern economy, are built around the challenge of this decision.)




        • To decide the priorities.




In any but a dying organization, there are always far more tasks than there are available resources. But results are obtained only by concentration of resources, especially by concentration of the scarcest and most valuable resource, people with proven performance capacity.



There is constant pressure on every CEO to do a little bit of everything. That makes everybody happy but guarantees that there are no results. The CEO’s most critical job—also the CEO’s most difficult job—is to say no. To do so is not just a matter of willpower. It requires an inordinate amount of study and work—work that only the CEO can do, but again work that the CEO must do.




        • To place people into key positions. This, in the last analysis, determines the performance capacity of the institution.




Every organization says, “We have better people.” But this is, of course, impossible. Once an organization grows beyond a handful of people, it is subject to statistics’ most ruthless law: the law of the great number, which dictates that there is only “normal distribution.” What differentiates organizations is whether they can make common people perform uncommon things—and that depends primarily on whether people are being placed where their strengths can perform or whether, as is only too common, they are being placed for the absence of weakness. And nothing requires as much hard work as “people decisions.” The only thing that requires even more time (and even more work) than putting people into a job is unmaking a wrong people-decision. And again, critical people-decisions only the CEO can make.




        • To organize top management.




The recent failure rate of chief executives in big American companies points in the same direction. A large proportion of CEOs of such companies appointed in the past fifteen years were fired as failures within a year or two. But each of these people had been picked for his proven competence, and each had been highly successful in his or her previous jobs. This suggests that the jobs they took on had become undoable. The American record suggests not human failure but systems failure. Top management in big organizations needs a new organization concept.

Some elements of such a concept are beginning to emerge. For instance, Jack Welch at GE built a top-management team in which the company’s chief financial officer and its chief human-resources officer were near equals to the chief executive, and both were excluded from the succession to the top job. He also gave himself and his team a clear and publicly announced priority task on which to concentrate. During his twenty-one years in the top job, Mr. Welch had three such priorities, each occupying him for five years or more. Each time he delegated everything else to the top managements of the operating businesses within the GE confederation.

A different approach was taken by Asea Brown Boveri (ABB), a huge Swedish-Swiss engineering multinational. Goran Lindahl, who retired as chief executive in December 2000, went even further than GE in making the individual units within the company into separate worldwide businesses and building up a strong top-management team of a few nonoperating people. But he also defined for himself a new role as a one-man information system for the company, traveling incessantly to get to know all the senior managers personally, listening to them, and telling them what went on within the organization.

A large financial-services company tried another idea: appointing not one CEO but six. The head of each of the five operating businesses is also CEO for the whole company in one top-management area, such as corporate planning and strategy or human resources. The company’s chairman represents the company to the outside world and is also directly concerned with obtaining, allocating, and managing capital. All six people meet twice a week as the top-management committee. This seemed to work well, but only because none of the five operating CEOs wanted the chairman’s job; each preferred to stay in operations. Even the man who designed the system, and then took the chairman’s job, doubted that the system would survive his tenure.

THE CEO: AN AMERICAN INVENTION AND EXPORT

The CEO is an American invention—designed first by Alexander Hamilton in the Constitution in the earliest years of the Republic, and then transferred into the private sector in the form of Hamilton’s own Bank of New York and of the Second Bank of the United States, in Philadelphia. There is no real counterpart to the CEO in the management and organization of any other country. The German “Sprecher des Vorstands,” the French “administrateur délégué,” the British “chairman,” or the Japanese “president” are all quite different in their powers and in the limitations thereon.

The American CEO is, however, fast becoming a major U.S. export. Tony Blair, as Britain’s prime minister, and Gerhard Schroeder, as Germany’s chancellor, tried to make over their countries’ top political job in the image of the U.S. president. In business, the CEO model is being adopted even faster all over the world, for example, in the recent restructuring of Europe’s largest industrial complex, the German Siemens Group. And what makes the American CEO unique is that he or she has distinct and specific work.

SUMMARY

The CEO in the new millennium has six specific tasks. They are




       1. To define the meaningful outside of the organization


       2. To think through what information regarding the outside is meaningful and needed for the organization, and then to work on getting it into usable form



       3. To decide what results are meaningful for the institution


       4. To set priorities for the organization


       5. To place people into key positions


       6. To organize top management




The concept of the CEO is an American invention and export.
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The Impact of Pension Funds on Corporate Governance



The rise of pension funds as dominant owners and lenders represents one of the most startling power shifts in economic history. The first modern pension fund was established in 1950 by General Motors. In 2006, pension funds controlled total assets of $4.6 trillion, divided among common stocks, fixed-income securities, hedge funds, private equity, real estate, and so on. Demographics guarantee that these assets will continue to grow aggressively.

America’s failure to recognize, let alone address, this power shift accounted in large measure for much of the financial turbulence of the 1980s—the hostile takeovers, the leveraged buyouts, and the general restructuring frenzy. This power shift is also reflected in the more recent and growing influence of institutional investments in private-equity firms.

Two questions, in particular, demand attention: For what should America’s new owners, the pension funds, hold corporate management accountable? And what is the appropriate institutional structure through which to exercise accountability?

CAN’T SELL

Pension funds first emerged as the premier owners of the country’s share capital in the early 1970s. But for fifteen or twenty years thereafter, the realities of pension fund ownership were ignored. In part, this was because the pension funds themselves did not want to be “owners.” They wanted to be passive “investors,” and short-term investors, at that. “We do not buy a company,” they asserted. “We buy shares that we sell as soon as they no longer offer good prospects for capital gains over a fairly short time.” Moreover, the development was totally at variance with American tradition and with what everybody took for granted—and many still take for granted—as the structure of the U.S. economy. Long after pension funds had become the largest holders of equity capital, the United States was still referred to as the country of “people’s capitalism,” in which millions of individuals each own small pieces of the country’s large companies. To be sure, employees have become the owners of America’s means of production. But their ownership is exercised through a fairly small number of very large “trustees.” For example, a recent study (Millman Consultants and Actuaries, 2007) found that the assets in 100 large U.S. company-defined benefit plans exceeded $1.3 trillion in 2006.

Finally, though, the fog has lifted, the trustees of pension funds, especially those representing public employees, are waking up to the fact that they are no longer investors in shares. An investor, by definition, can sell his holdings. A small pension fund may still be able to do so. There are thousands of such small funds, but their total holdings represent no more than a quarter or so of all pension fund assets. The share holdings of even a midsized pension fund are already so large that they are not easily sold. Or more precisely, these holdings can, as a rule, be sold only if another pension fund buys them. They are much too large to be easily absorbed by the retail market and are thus permanently part of the circular trading among institutions.

The 1 percent holder cannot sell easily. And the more than 30 percent holder, that is, the pension fund community at large, cannot sell at all. It is almost as committed as the German Hausbank is to a client company or the Japanese keiretsu is to a member company. Thus the large funds are beginning to learn what Georg Siemens, founder of Deutsche Bank and inventor of the Hausbank system, said a hundred years ago when he was criticized for spending so much of his and the bank’s time on a troubled client company, “If one can’t sell, one must care.”

Pension funds cannot be managers as were so many nineteenth-century owners. Yet a business, even a small one, needs strong, autonomous management with the authority, continuity, and competence to build and run the organization. Thus pension funds, as America’s new owners, will increasingly have to make sure that a company has the management it needs. As we have learned over the last sixty years, this means that management must be clearly accountable to somebody and that accountability must be institutionally anchored. It means that management must be accountable for performance and results, rather than for good intentions, however beautifully quantified. It means that accountability must involve financial accountability, even though everyone knows that performance and results go way beyond the financial “bottom line.”

Surely, most people will say, we know what performance and results mean for business enterprise. We should of course, because clearly defining these terms is a prerequisite both for effective management and for successful and profitable ownership. In fact, there have been two definitions offered in the years since World War II. Neither has stood the test of time.



MANAGEMENT FOR THE STAKEHOLDERS

The first definition was formulated around 1950, at about the same time the modern pension fund was invented. The most prominent of the period’s “professional managers,” Ralph Cordiner, CEO of the General Electric Company, asserted that top management in the large, publicly owned corporation was a “trustee.” Cordiner argued that senior executives were responsible for managing the enterprise “in the best–balanced interest of shareholders, customers, employees, suppliers, and plant community cities.” That is, what we now call stakeholders.

Cordiner’s answer, as some of us pointed out right away, still required a clear definition of “results” and of the meaning of “best” with respect to “balance.” It also required a clear structure of accountability, with an independent and powerful organ of supervision and control to hold management accountable for performance and results. Otherwise, professional management becomes an enlightened despot—and enlightened despots, whether platonic philosopher kings or CEOs, neither perform nor last.

But Cordiner’s generation and its executive successors did not define what performance and results produce the best balance, nor did they develop any kind of accountability. As a result, professional management, 1950s-style, neither performed nor lasted.

The single most powerful blow to Cordiner-style management was the rise of the hostile takeover in the late 1970s. One after the other of such managers has been toppled. The survivors have been forced to change drastically how they manage, or at least to change their rhetoric. No top management I know now claims to run its business as a “trustee” for the “best–balanced interests” of “stakeholders.”

Pension funds have been the driving force behind this change. Without the concentration of voting power in a few pension funds and the funds’ willingness to endorse takeovers, most of the raiders’ attacks and leveraged buyouts would never have been launched. A takeover firm who has to get support from millions of dispersed individual stockholders soon runs out of time and money.

To be sure, pension fund managers have serious doubts about many buyouts and takeovers, about their impact on the companies in play and about their value to the economy. Pension fund managers—especially the moderately paid civil servants running the funds of public employees—also have serious aesthetic and moral misgivings about such things as the “golden parachutes” for executives of acquired firms, and the huge fortune earned by corporate takeover firms, lawyers, and investment bankers. Yet they feel they have no choice but to provide money for takeovers and buyouts and to tender their shares to them.

One reason for their support is that these transactions keep alive the illusion that pension funds can, in fact, sell their shares—that is, that they are “investors” still. Takeovers and buyouts also offer immediate capital gains. And since pension fund managers are evaluated based on returns on the portfolio under management, such gains are most welcome.

What makes takeovers and buyouts inevitable (or at least creates the opportunity for them) is the mediocre performance of management, the management without clear definitions of performance and results and with no clear accountability to somebody. It may be argued that the mediocre performance of so many of America’s large corporations from 1960 to 1990 was not management’s fault, that it resulted instead from wrongheaded public policies that have kept American savings rates low and capital costs high. But captains are responsible for what happens on their watches. And whatever the reasons or excuses, until recently, the large U.S. company has not done particularly well on professional management’s watch—whether measured by competitiveness, market standing, or innovative performance. As for financial performance, it had, by and large over long periods of time, not even earned the minimum acceptable result, a return on assets equal to its cost of capital.

The raiders and buyout firms thus perform a needed function. As an old proverb has it, “If there are no grave diggers, one needs vultures.” But takeovers and buyouts are very radical surgery. And even if radical surgery is not life-threatening, it inflicts profound shock. Takeovers and buyouts deeply disturb and indeed alienate middle managers and professionals, the very people on whose motivation, effort, and loyalty a business depends. For these people, the takeover or dismantling of a company to which they have given years of service is nothing short of betrayal. It is a denial of all they must believe in to work productively and with devotion. As a result, a number of the companies that are taken over or sold in a buyout do not perform any better a few years later than they performed under the old dispensation.

Today nearly all CEOs of large U.S. companies proclaim that they run their enterprises “in the interest of the shareholders” and “to maximize shareholder value.” This is the second definition of performance and results developed since World War II. It sounds much less noble than Cordiner’s assertion of the “best-balanced interest,” but it also sounds much more realistic. Yet its life span will be even shorter than yesterday’s professional management. For most people, “maximizing shareholder value” means a higher share price within six months or a year—certainly not much longer. Such short-term capital gains are the wrong objective for both the enterprise and its dominant shareholders. As a theory of corporate performance, then, “maximizing shareholder value” has little staying power.

Regarding the enterprise, the cost of short-term thinking hardly needs to be argued. The interest of a large pension fund is in the value of a holding at the time at which a beneficiary turns from being an employee, who pays into the fund, to being a pensioner, who gets paid by the fund. Concretely, this means that the time over which a fund invests—the time until its future beneficiaries will retire—is on average thirty years rather than three months or six months. This is the appropriate return horizon for these owners.

There is, however, one group that does—or at least thinks it does—have an interest in short-term gains. These are the employers with “defined-benefit” pension plans. Until now, in a classic case of the tail wagging the dog, the interests of these employers have dominated how the pension fund community approaches its role as owner. In a defined-benefit plan, retiring employees receive fixed annual payments, usually a percentage of their wages averaged over the last three or five years on the job. The employer’s annual contribution to the fund fluctuates with the value of the fund’s assets. If in any given year that value is high (compared with the amount needed on an actuarial basis to cover the fund’s future pension obligations), the employer’s contribution is cut. If the fund’s asset value is low, the contribution goes up.

We owe the defined-benefit trust to mere accident. When General Motors management proposed the pension fund in 1950, several powerful board members resisted it as a giveaway to the union. The directors relented only when promised that under a defined-benefit plan the company would have to pay little or nothing. An ever-rising stock market, so the argument went, would create the assets needed to pay future pensions. Most private employers followed the GM model, if only because they, too, deluded themselves into believing that the stock market rather than the company would take care of the pension obligation.

Needless to say, this was wishful thinking. Some defined-benefit plans have done poorly, precisely because they have been chasing inappropriate short-term gains. The other kind of plan, the “defined-contribution” plan, under which the employer contributes each year a defined percentage of the employee’s annual salary or wages, has done better in a good many cases. Indeed, defined-benefit plans are rapidly losing their allure. Because they have not delivered the promised capital gains, a great many are seriously underfunded. From now on, as a result of new accounting standards, such underfunding has to be shown as a liability on the employing company’s balance sheet. This means that even in a mild recession (in which both a company’s earnings and the stock market are down), a good many companies may actually be pushed to, if not over, the brink of insolvency. And what many of them have done in good years—that is, siphoned off the actuarial surplus in the pension fund and shown it as “net income” in their income statement—is unlikely to be permitted.

Company after company is therefore getting out of defined-benefit plans. As a result, short-term gains as an objective for pension decisions for organizations making defined-benefit contributions should no longer dominate. They are already playing second fiddle. Most public-employee funds are defined-benefit plans, and they constitute the majority of the biggest funds. Being independent of corporate management, they, rather than the pension funds of private businesses, are taking the lead and writing the new script.

We no longer need to theorize about how to define performance and results in the large enterprise. We have successful examples. Both the Germans and the Japanese have highly concentrated institutional ownership. In neither country can the owners actually manage. In both countries industry has done extremely well in the years since its near destruction in World War II. It has done well in terms of the overall economy of its country.

How, then, do the institutional owners of German or Japanese industry define performance and results? Though they manage quite differently, they define them in the same way. Unlike Cordiner, they do not “balance” anything. They maximize. But they do not attempt to maximize shareholder value or the short-term interest of any one of the enterprise’s stakeholders. Rather, they maximize the wealth-producing capacity of the enterprise. It is this objective that integrates short-term and long-term results and that ties the operational dimensions of business performance—market standing, innovation, productivity, and people and their development—to financial needs and financial results. It is also this objective on which all constituencies depend for the satisfaction of their expectations and objectives, whether shareholders, customers, or employees.

To define performance and results as maximizing the wealth-producing capacity of the enterprise may be criticized as vague. To be sure, one doesn’t get the answers by filling out forms. Decisions need to be made, and economic decisions that commit scarce resources to an uncertain future are always risky and controversial. When Ralph Cordiner first attempted to define performance and results—no one had tried to do so earlier—maximizing the wealth-producing capacity of the enterprise would indeed have been pretty fuzzy. By now, after decades of work by many people, it has become crisp. All the elements that go into the process can be quantified with considerable rigor and are, indeed, quantified by those arch-quantifiers, by the planning departments of large Japanese companies and by the German banks as well.

The first step toward a clear definition of the concept was probably taken in my 1954 book, The Practice of Management, which outlined eight key objective areas for a business (these eight areas are described in chapter 9). These areas (or some variations thereof ) are still the starting point for business planning in the large Japanese company. Since then, management analysts have done an enormous amount of work on the strategy needed to convert objectives into performance metrics.

Financial objectives are needed to tie all this together. Indeed, financial accountability is the key to the performance of management and enterprise. Without financial accountability, there is no accountability at all. And without financial accountability, there will also be no results in any other area.



What we have is not the “final answer.” Still, it is no longer theory but proven practice. And its results, to judge by German and Japanese business performance, are clearly superior to those that derive from running the enterprise as a “trustee” for stakeholders or to maximize short-term gains for shareholders.

INSTITUTIONAL STRUCTURE FOR ACCOUNTABILITY

The one thing that we in the United States have yet to work out—and we have to work it out ourselves—is how to build the new definition of management accountability into an institutional structure.

Even the largest U.S. pension fund holds much too small a fraction of any one company’s capital to control it. Law wisely limits a corporate pension fund to a maximum holding of 5 percent of any one company’s stock, and very few funds go anywhere near that high. Not being businesses, the funds have limited access to commercial or business information. They are not business focused, nor could they be. They are asset managers. Yet they need the in-depth business analysis of the companies they collectively control. And they need an institutional structure in which management accountability is embedded.

In an American context, the business analysis—call it the business audit—will have to be done by some kind of independent professional agency. Certain management consulting firms already do such work, though only on an ad hoc basis and usually after a company has gotten into trouble, which is rather late in the process. And several firms have recently come into being to advise pension funds—mostly public funds—on the industries and companies in which they invest.

I suspect that in the end we shall develop a formal business-audit practice, analogous perhaps to the financial-audit practice of independent professional accounting firms. For while the business audit need not be conducted every year (every three years may be enough in most cases), it needs to be based on predetermined standards and go through a systematic evaluation of business performance, starting with mission and strategy, through marketing, innovation, productivity, people development, community relations, all the way to profitability. The elements for such a business audit are known and available. But they need to be pulled together into systematic procedures. And that is best done, in all likelihood, by an organization that specializes in audits, whether an independent firm or a new and separate division of an accounting practice.

Thus it may not be too fanciful to expect that a major pension fund will not invest in a company’s shares or fixed-income securities unless that company submits itself to a business audit by an outside professional firm. Managements will resist, of course. But in the 1930s managements equally resisted—in fact, resented—demands that they submit themselves to a financial audit by outside public accountants and even more to publication of the audit’s findings.



Still, the question remains, Who is going to use this tool? In the American context, there is only one possible answer: a revitalized board of directors.

AN EFFECTIVE BOARD

The need for an effective board has been stressed by every student of the publicly owned corporation since the late 1940s. To run a business enterprise, especially a large and complex enterprise, management needs considerable power. But power without accountability always becomes flabby or tyrannical, and usually both. Surely, we know how to make boards effective as an organ of corporate governance. Having better people is not the key; ordinary people will do. Making a board effective requires spelling out its work, setting specific objectives for its performance and contribution, and regularly appraising the board’s performance against these objectives.

We have known this for a long time. But American boards have, on the whole, become less, rather than more, effective. Boards are not effective if they represent good intentions. Boards are effective if they represent strong owners, committed to the enterprise.

In 1933, Adolph A. Berle, Jr., and Gardner C. Means published The Modern Corporation and Private Property, arguably the most influential book in U.S. business history. They showed that the traditional “owners,” the nineteenth-century capitalists, had disappeared, with the title of ownership shifting rapidly to faceless multitudes of investors without interest in or commitment to the company and concerned only with short-term gains. As a result, they argued, ownership was becoming divorced from control and a mere legal fiction, with management becoming accountable to no one and for nothing. Then, fifteen years later, Ralph Cordiner’s Professional Management accepted this divorce of ownership from control and tried to make a virtue out of it.

By now, the wheel has come full circle. The pension funds are very different owners from nineteenth-century tycoons. They are owners not because they want to be owners but because they have no choice. They cannot sell. They also cannot become owner-managers. But they are owners, nonetheless. As such, they have more than mere power. They have the responsibility to ensure performance and results in America’s largest and most important companies.

SUMMARY

Increasingly the modern corporation is owned by employees through their representatives, the pension fund. The size of the holdings of the large U.S. pension fund makes it difficult for trustees to sell shares as normal retail investors do when they are displeased with performance. Therefore, institutional pension investors have actually encouraged takeovers and buyouts as a way of liquidating their shares. The need stems from the lack of corporate performance and from accountability for the needs of the pension fund investor.

Three models of corporate accountability have evolved since the separation of ownership from control became a reality for the modern corporation. The first, proposed by Ralph Cordineer, was to run the corporation “in the best–balanced interest of shareholders.” This model failed to produce results for owners and led to hostile takeovers.

The second model that evolved in the U.S. was to run the corporation so as “to maximize shareholder value.” This often takes the form of maximizing short-term profits and leads to actions that actually weaken the long-term viability of the corporation. This model does not consider that the interests of employee investors in pension funds are long-term interests with a time frame of at least fifteen years.

Therefore, a model that maximizes the long-term wealth-producing capacity of the corporation, with strong metrics and an effective board of directors to hold top management accountable, seems advisable for U.S. corporations. This model, in force in Japan and Germany, holds promise for enhancing corporate accountability and for serving the best long-term interests of the primary beneficiaries of pension funds, the employees.










Part X

New Demands on the Individual



More and more people in the workforce—and most knowledge workers—will have to develop themselves. They will have to place themselves where they can make the greatest contribution; they will have to learn to develop themselves. They will have to learn to stay young and mentally alive during a fifty-year working life. They will have to learn how and when to change what they do, how they do it, and when they do it.

Knowledge workers are likely to outlive their employing organization. Even if knowledge workers postpone entry into the labor force as long as possible—if, for instance, they stay in school till their late twenties to get a doctorate—they are likely, with present life expectancies in the developed countries, to live into their eighties. Their average working life, in other words, is likely to be fifty years.

But the average life expectancy of a successful business is approximately thirty years—and in a period of great turbulence such as the one we are living in, it is unlikely to be even as long. Even organizations that normally are long-lived if not expected to live forever—schools and universities, hospitals, government agencies—will see rapid changes in the period of turbulence we have entered. Even if they survive—and a great many surely will not, at least not in their present form—they will change their structure, the work they are doing, the knowledges they require, and the kind of people they employ. Increasingly, therefore, workers, and especially knowledge workers, will outlive any one employer, and will have to be prepared for more than one job, more than one assignment, more than one career.
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Managing Oneself



This chapter deals with the new demands on the individual knowledge worker. The very great achievers, a Napoleon, a Leonardo da Vinci, a Mozart, have always managed themselves. This, in large measure, made them great achievers. But they were the rarest of exceptions. And they were so unusual, both in their talents and in their achievements, as to be considered outside the boundaries of normal human existence. Now even people of modest endowments, that is, average mediocrities, have to learn to manage themselves.

Knowledge workers, therefore, face drastically new demands:




       1. They have to ask, Who am I? What are my strengths? How do I work?


       2. They have to ask, Where do I belong?


       3. They have to ask, What is my contribution?


       4. They have to take relationship responsibility.




1. WHAT ARE MY STRENGTHS?

Most people think they know what they are good at. They are usually wrong. People more often know what they are not good at—and even there, people are more often wrong than right. And yet, one can perform only with one’s strengths. One cannot build performance on weaknesses, let alone on something one cannot do at all.

For the great majority of people, to know their strengths was irrelevant only a few decades ago. One was born into a job and into a line of work. The peasant’s son became a peasant. If he was not good at being a peasant, he failed. The artisan’s son was similarly going to be an artisan, and so on. But now people have choices. They therefore have to know their strengths so that they can know where they belong.

There is only one way to find out: feedback analysis. Whenever one makes a key decision and whenever one takes a key action, one writes down what one expects will happen. And nine months or twelve months later, one then feeds back from results to expectations.

This is by no means a new method. It was invented sometime in the fourteenth century, by an otherwise totally obscure German theologian. Some 150 years later, John Calvin (1509–1564), father of Calvinism, in Geneva, and Ignatius of Loyola (1491–1556), the founder of the Jesuit Order, quite independent of each other, picked up the idea and incorporated it into their rules for every member of their group—that is, for the Calvinist pastor and the Jesuit priest. This explains why these two new institutions (both founded in the same year, in 1536) had within thirty years come to dominate Europe: Calvinism, the Protestant north; the Jesuit Order, the Catholic south. By that time each group contained so many thousands of clerics that most of them had to be ordinary rather than exceptional. Many of them worked alone, if not in complete isolation. Many of them had to work underground and in constant fear of persecution. Yet very few defected. The routine feedback from results to expectations reaffirmed them in their commitment. It enabled them to focus on performance and results, and with it, on achievement and satisfaction.

Within a fairly short period of time, maybe two or three years, this simple procedure will tell people, first, where their strengths are—and this is probably the most important thing to know about oneself. It will also show them what they do or fail to do that deprives them of the full yield from their strengths. It will show them where they are not particularly competent. And, finally, it will show them where they have no strengths and cannot perform.

Several action conclusions follow from the feedback analysis. The first, and most important, conclusion: Concentrate on your strengths. Place yourself where your strengths can produce performance and results.

Second: Work on improving your strengths. The feedback analysis rapidly shows where a person needs to improve skills or has to acquire new knowledge. It will show where skills and knowledge are no longer adequate and have to be updated. It will also show the gaps in one’s knowledge.

Of particular importance is the third conclusion: the feedback analysis soon identifies the areas where intellectual arrogance causes disabling ignorance. Far too many people—especially people with high knowledge in one area—are contemptuous of knowledge in other areas. Feedback analysis soon shows that a main reason for poor performance is the result of simply not knowing enough or the result of being contemptuous of knowledge outside one’s own specialty.

First-rate engineers may take pride in not knowing anything about people—human beings are much too disorderly for the good engineering mind. And accountants, too, may think it unnecessary to know about people.

Human resources people, by contrast, often pride themselves on their ignorance of elementary accounting or of quantitative methods altogether. Brilliant executives who are being posted abroad often believe that business skill is sufficient, and dismiss learning about the history, the arts, the culture, and the traditions of the country where they are now expected to perform—only to find that their brilliant business skills produce no results.

One important action conclusion from the feedback analysis is, thus, to overcome intellectual arrogance and work on acquiring the skills and knowledge needed to make one’s strengths fully productive.

Another equally important action conclusion is to remedy one’s bad habits—things one does or fails to do that inhibit effectiveness and performance. They quickly show up in the feedback analysis.

The analysis may show, for instance, that a planner’s beautiful plans die because he or she does not follow through. Like so many brilliant people, he or she believes that ideas move mountains. But bulldozers move mountains; ideas show where the bulldozers have to go to work. The most brilliant planners far too often stop when the plan is completed. But that is when the work begins. Then the planner needs to find the people to carry out the plan, explain the plan to them, teach them, adapt and change the plan as it moves from planning to doing and, finally, decide when to stop pushing the plan.

But the analysis may also show that a person fails to obtain results because he or she lacks manners. Bright people—especially bright young people—often do not understand that good manners are the “lubricating oil” of an organization.

It is a law of nature that two moving bodies in contact with each other create friction. Two human beings in contact with each other therefore always create friction. And then manners are the lubricating oil that enable these two moving bodies to work together, whether they like each other or not—simple things like saying “please” and “thank you” and knowing a person’s birthday or name, and remembering to ask after the person’s family. If the analysis shows that brilliant work fails again and again as soon as it requires cooperation from others, it probably indicates a lack of courtesy, that is, of manners.

The next action conclusion from the feedback analysis is what not to do.

Feeding back from results to expectations soon shows where a person should not try to do anything at all. It shows the areas in which a person lacks the minimum endowment needed—and there are always many such areas for any person. Not enough people have even one first-rate skill or knowledge area, but all of us have an infinite number of areas in which we have no talent, no skill, and little chance to become even mediocre. And in these areas a person—especially a knowledge worker—should not take on work, jobs, assignments.

The final action conclusion is to waste as little effort as possible on improving areas of low competence. Concentration should be on areas of high competence and high skill. It takes far more energy and far more work to improve from incompetence to low mediocrity than it takes to improve from first-rate performance to excellence. And yet most people—and equally most teachers and most organizations—try to concentrate on making an incompetent person into a low mediocrity. The time, energy, and resources should instead go into making a competent person into a star performer.

How Do I Perform?

How do I perform? is as important a question—especially for knowledge workers—as, What are my strengths?

In fact, it may be an even more important question. Amazingly few people know how they get things done. On the contrary, most of us do not even know that different people work and perform differently. We therefore work in ways that are not our ways—and that almost guarantees nonperformance.

The main reason, perhaps, that so many people do not know how they perform is that schools throughout history insisted, out of necessity, on there being only one way for everybody to do his or her schoolwork. The teacher who ran a classroom of forty youngsters simply did not have the time to find out how each of the students performed. The teacher, on the contrary, had to insist that all do the same work, the same way, at the same time. And so, historically, everybody grew up with one way of doing the work. Here perhaps is where our new technology may have the greatest and most beneficial impact. It should enable even the merely competent teacher to find out how a student learns and then to encourage the student to do the work the way that fits that individual student.

Like one’s strengths, how one performs is individual. It is personality. Whether personality derives from “nature” or “nurture,” it surely is formed long before the person goes to work. And how a person performs is a “given,” just as what a person is good at or not good at is a “given.” It can be modified, but it is unlikely to be changed. And just as people produce results by doing what they are good at, people produce results by working according to how they perform.

The feedback analysis may indicate that there is something amiss in how one performs. But rarely does it identify the cause. It is, however, normally not too difficult to find out. It takes a few years of work experience. And then one can ask—and quickly answer—how one performs. For a few common personality traits usually determine how one achieves results.

AM I A READER OR A LISTENER?

The first thing to know about how one performs is whether one is a reader or a listener. Yet very few people even know that there are readers and there are listeners, and that very few people are both. Even fewer know which of the two they themselves are. But a few examples will show how damaging it is not to know.

When he was commander in chief of the Allied Forces in Europe, General Dwight (Ike) Eisenhower was the darling of the press, and attendance at one of his press conferences was considered a rare treat. These conferences were famous for their style, for Eisenhower’s total command of whatever question was being asked, and, equally, for his ability to describe a situation or to explain a policy in two or three beautifully polished and elegant sentences. Ten years later, President Eisenhower was held in open contempt by his former admirers. They considered him a buffoon. He never, they complained, even addressed himself to the question asked, but rambled on endlessly about something else. And he was constantly ridiculed for butchering the King’s English in his incoherent and ungrammatical answers. Yet Eisenhower had in large measure owed his brilliant earlier career to his virtuoso performance as a speechwriter for General Douglas MacArthur, one of the most demanding stylists in American public life.

The explanation: Eisenhower apparently did not know himself that he was a reader and not a listener. When he was commander in chief in Europe, his aides had made sure that every question from the press was handed in in writing at least half an hour before the conference began. And then Eisenhower was in total command. When he became president, he succeeded two listeners, Franklin D. Roosevelt and Harry Truman. Both men knew this and both enjoyed free-for-all press conferences. Roosevelt knew himself to be so much of a listener that he insisted that everything first be read out loud to him—only then did he look at anything in writing. And when Truman realized, after becoming president, that he needed to learn about foreign and military affairs—neither of which he had ever been much interested in before—he arranged for his two ablest cabinet members, General George Marshall and Dean Acheson, to give him a daily tutorial in which each delivered a forty-minute spoken presentation, after which the president asked questions. Eisenhower, apparently, felt that he had to do what his two famous predecessors had done. As a result, he never even heard the question the journalists asked. And he was not even an extreme case of a nonlistener.

A few years later Lyndon B. Johnson destroyed his presidency, in large measure, by not knowing that he—unlike Eisenhower—was a listener. His predecessor, John F. Kennedy, who knew that he was a reader, had assembled as his assistants a brilliant group of writers such as Arthur Schlesinger, Jr., the historian, and Bill Moyers, a first-rate journalist. Kennedy made sure that they first wrote to him before discussing their memos in person. Johnson kept these people as his staff—and they kept on writing. He never, apparently, got one word of what they wrote. Yet, as a senator, Johnson, only four years earlier, had been superb; for parliamentarians have to be, above all, listeners.



Only a century ago, very few people, even in the most highly developed country, knew whether they were right-handed or left-handed. Left-handers were suppressed. Few actually became competent right-handers. Most of them ended up as incompetent no-handers and with severe emotional damage such as stuttering.

Yet, just as few left-handers became competent right-handers, few listeners can be made, or can make themselves, into competent readers—and vice versa. The listener who tries to be a reader will, therefore, suffer the fate of Lyndon Johnson, while the reader who tries to be a listener will suffer the fate of Dwight Eisenhower. They will underperform or underachieve.

HOW DO I LEARN?

The second thing to know about how one performs is to know how one learns. There things may be even worse than they are with respect to readers and listeners. For schools everywhere are organized on the assumption that there is one right way to learn, and that it is the same way for everybody.

Many first-class writers—Winston Churchill is but one example—do poorly in school, and they tend to remember their school as pure torture. Yet few of their classmates have the same memory of the same school and the same teachers; they may not have enjoyed the school very much, but the worst they suffered was boredom. The explanation is that first-rate writers do not, as a rule, learn by listening and reading. They learn by writing. Since this is not the way the school allows them to learn, they get poor grades. And to be forced to learn the way the school teaches is sheer hell for them and pure torture.

Here are a few examples of different ways in which people learn.

Beethoven left behind an enormous number of sketchbooks. Yet he himself said that he never looked at a sketchbook when he actually wrote his compositions. When asked, “Why, then, do you keep a sketchbook?” he is reported to have answered, “If I don’t write it down immediately, I forget it right away. If I put it into a sketchbook I never forget it, and I never have to look it up again.”

Alfred Sloan—the man who built General Motors into the world’s largest, and for sixty years the world’s most successful, manufacturing company—conducted most of his management business in small and lively meetings. As soon as a meeting was over, Sloan went to his office and spent several hours composing a letter to one of the meeting’s participants, in which he brought out the key questions discussed in the meeting, the issues the meeting raised, the decisions it reached, and the problems it uncovered but did not solve. When complimented on these letters, he is reported to have said, “If I do not sit down immediately after the meeting and think through what it actually was all about, and then put it down in writing, I will have forgotten it within twenty-four hours. That’s why I write these letters.”



A chief executive officer who, in the 1950s and 1960s, converted what was a small and mediocre family firm into the world’s leading company in its industry, was in the habit of calling his entire senior staff into his office, usually once a week, having them sit in a half-circle around his desk, and then talking at them for two or three hours. He very rarely asked these people for their comments or their questions. He argued with himself. He raised the possibility of a policy move—for instance, acquisition of a small and failing company in the industry that had, however, some special technology. He always took three different positions on every one of these questions: one in favor of the move, one against the move, and one on the conditions under which such a move might make sense. He needed an audience to hear himself talk. It was the way he learned. And again, while a fairly extreme case, he was by no means an unusual one. Successful trial lawyers learn the same way; so do many medical diagnosticians.

There are probably half a dozen different ways to learn. There are people who learn by taking copious notes—the way Beethoven did. But Alfred Sloan never took a note in a meeting, nor did the CEO mentioned above. There are people who learn by hearing themselves talk. There are people who learn by writing. There are people who learn by doing. And in an (informal) survey I once took of professors in American universities who successfully publish scholarly books of wide appeal, I was told again and again, “To hear myself talk is the reason why I teach; because then I can write.”

Actually, of all the important pieces of self-knowledge, this is one of the easiest to acquire. When I ask people, “How do you learn?” most of them know it. But when I then ask, “Do you act on this knowledge?” few do. And yet to act on this knowledge is the key to performance—or rather, not to act on this knowledge is to condemn oneself to nonperformance.

“How do I perform?” and “How do I learn?” are the most important first questions to ask. But they are by no means the only ones. To manage oneself, one has to ask, “Do I work well with people, or am I a loner?” And if one finds out that one works well with people, one then asks, “In what relationship do I work well with people?”

Some people work best as subordinates. The prime example is the great American military hero of World War II, General George Patton. He was America’s top troop commander. Yet, when he was proposed for an independent command, General George Marshall, the American chief of staff—and probably the most successful picker of men in American history—said, “Patton is the best subordinate the American Army has ever produced, but he would be the worst commander.”

Some people work best as team members. Some people work exceedingly well as coaches and mentors, and some people are simply incompetent to be mentors.



Another important thing to know about how one performs is whether one performs well under stress or whether one needs a highly structured and predictable environment.

Also, does one work best as a minnow in a big organization, or best as a big fish in a small organization? Few people work well in both situations. Again and again people who have been very successful in a large organization—for example, the General Electric Company or Citibank—flounder miserably when they move into a small organization. And again and again people who perform brilliantly in a small organization flounder miserably when they take a job with a big organization.

Another crucial question: “Do I produce results as a decision maker or as an adviser?” A great many people perform best as advisers, but cannot take the burden and pressure of the decision. A good many people, by contrast, need an adviser to force them to think, but then they can take the decision and act on it with speed, self-confidence, and courage. This is a reason why the number-two person in an organization often fails when promoted into the top spot. The top spot requires a decision maker. Strong decision makers in the top spot often put somebody whom they trust into the number-two spot as their adviser—and in that position, that person is outstanding. But when then promoted into the number-one spot, the person fails. He or she knows what the decision should be but cannot take decision-making responsibility.

The action conclusion: Again, do not try to change yourself—it is unlikely to be successful. But work, and hard, to improve the way you perform. And try not to do work of any kind in a way in which you do not perform or perform poorly.

What Are My Values?

To be able to manage oneself, one has to know, finally, the answer to, “What are my values?” With respect to ethics, the rules are the same for everybody, and the test is a simple one—I call it the “mirror test.”

As the story goes, the most highly respected diplomat among all those of the Great Powers in the early years of the twentieth century was the German ambassador in London. He was clearly destined for higher things, at least to become his country’s foreign minister, if not German federal chancellor. Yet, in 1906, he abruptly resigned. King Edward VII had then been on the British throne for five years, and the diplomatic corps had been planning to give him a big dinner. The German ambassador, being the dean of the diplomatic corps—he had been in London for close to fifteen years—was to be the chairman of that dinner. King Edward VII was a notorious womanizer and made it clear what kind of dinner he wanted—at the end, after the dessert had been served, a huge cake was going to appear, and out of it would jump a dozen or more naked prostitutes as the lights were dimmed. The German ambassador resigned rather than preside over this dinner: “I refuse to see a pimp in the mirror in the morning when I shave.”

This is the mirror test. What ethics requires is to ask oneself, “What kind of person do I want to see when I shave myself [or put on my lipstick] in the morning?” Ethics, in other words, are a clear value system. And they do not vary much—what is ethical behavior in one kind of organization or situation is ethical behavior in another kind of organization or situation.

But ethics are only a part of a value system and only a part, especially, of the value system of an organization.

To work in an organization whose value system is unacceptable to a person or incompatible with the person’s own values, condemns that person both to frustration and to nonperformance.

Here are some examples of values people have to learn about themselves.

A brilliant and highly successful executive found herself totally frustrated after her old company was acquired by a bigger one. She actually got a big promotion—and a promotion into doing the kind of work she did best. It was part of her job to select people for important positions. She deeply believed that one hired people from the outside into important positions only after having exhausted all inside possibilities. The company in which she now found herself as senior human-resources executive believed, however, that in staffing an important position that had become vacant, one first looked at the outside, “to bring in fresh blood.” There is something to be said for either way (though, in my experience, the proper way is to do some of both). But they are fundamentally incompatible, not as policies, but as values. They bespeak a different view of the relationship between organization and people; a different view of the responsibility of an organization to its people and with respect to developing them; a different view of what is the most important contribution of a person to an enterprise; and so on. After several years of frustration, the human-resources executive quit, at considerable financial loss to herself. Her values and the values of the organization simply were not compatible.

Similarly, the question of whether to try to obtain results in a pharmaceutical company by making constant, small improvements or by occasional, highly expensive and risky “breakthroughs” is not primarily an economic question. The results of either strategy may be pretty much the same. It is at bottom a conflict of values—between a value system that sees the contribution of a pharmaceutical company as helping the already successful physician to do better at what he or she already does well, and a value system that is “science” oriented.

It is, similarly, a value question whether a business should be run for short-term results or for “the long run.” Financial analysts believe that businesses can be run for both, simultaneously. Successful businessmen know better. To be sure, everyone has to produce short-term results. But in any conflict between short-term results and long-term growth, one company decides in favor of long-term growth, another company decides such a conflict in favor of short-term results. Again, this is not primarily a disagreement on economics. It is fundamentally a value conflict regarding the function of a business and the responsibility of management.

In one of the fastest-growing pastoral churches in the United States, success is being measured by the number of new parishioners. It is believed that what matters is how many people join, and become regular churchgoers, who never before came to church. The Good Lord, this church believes, will then take care of the spiritual needs of a sufficient number of parishioners. Another pastoral, evangelical church believes that what matters is the spiritual experience of people. It will ease out newcomers who join the church but who then do not enter into the spiritual life of the church.

Again, this is not a matter of numbers. At first glance, it appears that the second church grows more slowly. But it retains a far larger proportion of newcomers than the first one does. Its growth, in other words, is far more solid. This is also not a theological problem, or only secondarily so. It is a value problem. One of the two pastors said in a public debate, “Unless you first come to church, you will never find the Gate to the Kingdom of Heaven.” “No,” answered the other one. “Until you first look for the Gate to the Kingdom of Heaven, you don’t belong in church.”

Organizations have to have values. But so do people. To be effective in an organization, one’s own values must be compatible with the organization’s values. They do not need to be the same. But they must be close enough so that they can coexist. Otherwise, the person will be frustrated, but also the person will not produce results.

What to Do in a Value Conflict

There rarely is a conflict between a person’s strengths and the way that person performs. The two are complementary. But there is sometimes a conflict between a person’s values and the same person’s strengths. What one does well—even very well—and successfully may not fit with one’s value system. It may not appear to that person as making a contribution and something to which to devote one’s life (or even a substantial portion thereof ).

If I may inject a personal note: I, too, many years ago, had to decide between what I was doing well and successfully, and my values. I was doing extremely well as a young investment banker in London in the mid-1930s; it clearly fit my strengths. Yet I did not see myself making a contribution as an asset manager of any kind. People, I realized, were my values. And I saw no point in being the richest man in the cemetery. I had no money, no job in a deep Depression, and no prospects. But I quit—and it was the right thing.

Values, in other words, are and should be the ultimate test.



2. WHERE DO I BELONG?

The answers to the three questions, “What are my strengths? How do I perform? What are my values?” should enable the individual, and especially the individual knowledge worker, to decide where he or she belongs.

This is not a decision that most people can or should make at the beginning of their careers.

To be sure, a small minority know very early where they belong. Mathematicians, musicians, or cooks, for instance, are usually mathematicians, musicians, or cooks by the time they are four or five years old. Physicians usually decide in their teens, if not earlier. But most people, and especially highly gifted people, do not really know where they belong till they are well past their mid-twenties. By that time, however, they should know where their strengths are. They should know how they perform. And they should know what their values are.

And then they can and should decide where they belong. Or rather, they should be able to decide where they do not belong. The person who has learned that he or she does not really perform in a big organization should have learned to say “no” when offered a position in a big organization. The person who has learned that he or she is not a decision maker should have learned to say “no” when offered a decision-making assignment. A General Patton (who probably himself never learned it) should have learned to say “no” when offered an independent command, rather than a position as a high-level subordinate.

But knowing the answer to these three questions also enables people to say to an opportunity, to an offer, to an assignment, “Yes, I’ll do that. But this is the way I should be doing it. This is the way it should be structured. This is the way my relationships should be. These are the kind of results you should expect from me, and in this time frame, because this is who I am.”

Successful careers are not “planned.” They are the careers of people who are prepared for the opportunity because they know their strengths, the way they work, and their values. For knowing where one belongs makes ordinary people—hardworking, competent, but mediocre otherwise—into outstanding performers.

3. WHAT IS MY CONTRIBUTION?

To ask, “What is my contribution?” means moving from knowledge to action. The question is not, “What do I want to contribute?” It is not, “What am I told to contribute?” It is, “What should I contribute?”

This is a new question in human history. Traditionally, the task was given. It was given either by the work itself—as was the task of the peasant or the artisan. Or it was given by a master or a mistress, as was the task of the domestic servant. And, until very recently, it was taken for granted that most people were subordinates who did as they were told.



The advent of the knowledge worker is changing this, and fast. Knowledge workers will have to learn to address the question, “What should my contribution be?” Only then should they ask, “Does this fit my strengths? Is this what I want to do?” And, “Do I find this rewarding and stimulating?”

The best example of this I know of is the way Harry Truman repositioned himself when he became president of the United States, upon the sudden death of Franklin D. Roosevelt at the end of World War II. Truman had been picked for the vice presidency because he was totally concerned with domestic issues. For it was then generally believed that with the end of the war—and the end was clearly in sight—the United States would return to an almost exclusive concern with domestic affairs. Truman had never shown the slightest interest in foreign affairs, knew nothing about them, and was kept in total ignorance of them. He was still totally focused on domestic affairs when, within a few weeks after his ascendancy, he went to the Potsdam Conference after Germany surrendered. There he sat for a week, with Winston Churchill on one side and Joseph Stalin on the other, and realized, to his horror, that foreign affairs would dominate, but also that he knew absolutely nothing about them. He came back from Potsdam convinced that he had to give up what he wanted to do and instead had to concentrate on what he had to do, that is, concentrate on foreign affairs. He immediately put himself into school with General George Marshall and Dean Acheson as his tutors. Within in a few months, he was a master of foreign affairs, and he, rather than Churchill or Stalin, created the postwar world—with his policy of containing Communism and pushing it back from Iran and Greece; with the Marshall Plan that rescued Western Europe; with the decision to rebuild Japan; and finally, with the call for worldwide economic development.

By contrast, Lyndon Johnson lost both the Vietnam War and his domestic policies because he clung to “What do I want to do?” instead of asking himself, “What should my contribution be?”

Johnson, like Truman, had been entirely focused on domestic affairs. He, too, came into the presidency wanting to complete what the New Deal had left unfinished. He very soon realized that the Vietnam War was what he had to concentrate on. But he could not give up what he wanted his contribution to be. He splintered himself between the Vietnam War and domestic reforms—and he lost both.

One more question has to be asked to decide “What should I contribute?”—“Where and how can I have results that make a difference?”

The answer to this question has to balance a number of things. Results should be hard to achieve. They should require “stretching,” to use the present buzzword. But they should be within reach. To aim at results that cannot be achieved—or can be achieved only under the most unlikely circumstances—is not being “ambitious.” It is being foolish. At the same time, results should be meaningful. They should make a difference. And they should be visible and, if at all possible, measurable.

Here is one example from a nonprofit institution.

A newly appointed hospital administrator asked himself the question, “What should my contribution be?” The hospital was big and highly prestigious. But it had been coasting on its reputation for thirty years and had become mediocre. The new hospital administrator decided that his contribution should be to establish a standard of excellence in one important area within two years. And so he decided to concentrate on turning around the Emergency Room and the Trauma Center—both big, visible, and sloppy. The new hospital administrator thought through what to demand of an Emergency Room, and how to measure its performance. He decided that every patient who came into the Emergency Room had to be seen by a qualified nurse within sixty seconds. Within twelve months that hospital’s Emergency Room had become a model for the entire United States. And its turnaround also showed that there can be standards, discipline, and measurements in a hospital—and within another two years, the whole hospital had been transformed.

The decision that answers “What should my contribution be?” thus balances three elements. First comes the question, “What does the situation require?” Then comes the question, “How could I make the greatest contribution with my strengths, my way of performing, my values, to what needs to be done?” Finally, there is the question, “What results have to be achieved to make a difference?”

This then leads to the action conclusions: what to do, where to start, how to start, what goals and deadlines to set.

Throughout history, few people had any choices. The task was imposed on them either by nature or by a master. And so in large measure was the way in which they were supposed to perform the task. But so also were the expected results—they were given.

To “do one’s own thing” is not freedom. It is license. It does not have results. It does not contribute. But to start out with the question, “What should I contribute? gives freedom. It gives freedom because it gives responsibility.

4. RELATIONSHIP RESPONSIBILITY

Very few people work by themselves and achieve results by themselves—a few great artists, a few great scientists, a few great athletes. Most people work with other people and are effective through other people. That is true whether they are members of an organization or legally independent. To manage oneself, therefore, requires taking relationship responsibility.

There are two parts to it.

The first one is to accept the fact that other people are as much individuals as one is oneself. They insist on behaving like human beings. This means that they, too, have their strengths. It means that they, too, have their ways of getting things done. It means that they, too, have their values. To be effective, one therefore has to know the strengths, the performance modes, and the values of the people one works with.

This sounds obvious. But too few people pay attention to it.

Typical are people who, in their first assignment, worked for a man who is a reader. They, therefore, were trained in writing reports. Their next boss is a listener. But these people keep on writing reports to the new boss—the way President Johnson’s assistants kept on writing reports to him because Jack Kennedy, who had hired them, had been a reader. Invariably, these people have no results. Invariably, their new boss thinks they are stupid, incompetent, and lazy. They become failures. All that would have been needed to avoid this would have been to take one look at the boss and ask the question, “How does he or she perform?”

Bosses are not a title on the organization chart or a “function.” They are individuals and entitled to do the work the way they do it. And it is incumbent on the people who work with them to observe them, to find out how they work, and to adapt themselves to the way the bosses are effective (a full discussion of “managing the boss” is contained, next, in chapter 46).

There are bosses, for instance, who have to see the figures first—Alfred Sloan at General Motors was one of them. He himself was not a financial person but an engineer with strong marketing instincts. But as an engineer, he had been trained to look first at figures.

Three of the ablest younger executives in General Motors did not make it into the top ranks because they did not look at Sloan—they did not realize that there was no point in writing to him or talking to him until he had first spent time with the figures. They went in and presented their reports. Then they left the figures. But by that time they had lost Sloan.

As said before, readers are unlikely ever to become listeners, and listeners are unlikely ever to become readers. But everyone can learn to make a decent oral presentation or to write a decent report. It is simply the duty of the subordinate to enable the boss to do his or her work. And that requires looking at the boss and asking, “What are his or her strengths? How does he or she do the work and perform? What are his or her values?”

One does the same with all the people one works with. Each of them works his or her way and not my way. And each of them is entitled to work in his or her way. What matters is whether they perform, and what their values are. How they perform—each is likely to do it differently. The first secret of effectiveness is to understand the people with whom one works and on whom one depends, and to make use of their strengths, their ways of working, and their values. For working relations are as much based on the person as they are based on the work.



The second thing to do to manage oneself and to become effective is to take responsibility for communications. After people have thought through what their strengths are, how they perform, what their values are, and, especially, what their contribution should be, they then have to ask, “Who needs to know this? On whom do I depend? And who depends on me?” And then one goes and tells all these people—and tells them in the way in which they receive a message, that is, in a memo if they are readers, or by talking to them if they are listeners, and so on.

Most of the “personality conflicts” in organizations arise from the fact that one person does not know what the other person does, or does not know how the other person does his or her work, or does not know what contribution the other person concentrates on and what results he or she expects. And the reason that they do not know is that they do not ask and, therefore, are not being told.

This reflects human stupidity less than it reflects human history. It was unnecessary until very recently to tell any of these things to anybody. Everybody in a district of the medieval city plied the same trade—there was a street of goldsmiths and a street of shoemakers and a street of armorers. One goldsmith knew exactly what every other goldsmith was doing; one shoemaker knew exactly what every other shoemaker was doing; one armorer knew exactly what every other armorer was doing. There was no need to explain anything. The same was true on the land, where everybody in a valley planted the same crop as soon as the frost was out of the ground. There was no need to tell one’s neighbor that one was going to plant potatoes—that, after all, was exactly what the neighbor did too, and at the same time.

And those few people who did things that were not “common,” the few professionals, for instance, worked alone, and also did not have to tell anybody what they were doing. Today the great majority of people work with others who do different things.

The marketing vice president may have come out of sales and know everything about sales. But she knows nothing about promotion and pricing and advertising and packaging and sales planning, and so on—she has never done any of these things. Those who work under her must make sure that the marketing vice president understands what they are trying to do, why they are trying to do it, how they are going to do it, and what results to expect.

If the marketing vice president does not understand what these high-grade knowledge specialists are doing, it is primarily their fault, and not that of the marketing vice president. They have not told her. They have not educated her. Conversely, it is the marketing vice president’s responsibility to make sure that every one of the people she works with understands how she looks on marketing, what her goals are, how she works, and what she expects of herself and of every one of them.



Even people who understand the importance of relationship responsibility often do not tell their associates and do not ask them. They are afraid of being thought presumptuous, inquisitive, or stupid. They are wrong. Whenever anyone goes to his or her associates and says, “This is what I am good at. This is how I work. These are my values. This is the contribution I plan to concentrate on and the results I should be expected to deliver,” the response is always, “This is most helpful. But why haven’t you told me earlier?”

And one gets the same reaction if one then asks, “And what do I need to know about your strengths, how you perform, your values, and your proposed contribution?”

In fact, a knowledge worker should request of people with whom he or she works—whether as subordinates, superiors, colleagues, team members—that they adjust their behavior to the knowledge worker’s strengths and to the way the knowledge worker works. Readers should request that their associates write to them, listeners should request that their associates first talk to them, and so on. And again, whenever that is done, the reaction of the other person will be, “Thanks for telling me. It’s enormously helpful. But why didn’t you ask me earlier?”

Organizations are no longer built on force. They are increasingly built on trust. Trust does not mean that people like one another. It means that people can trust one another. And this presupposes that people understand one another. Taking relationship responsibility is therefore an absolute necessity. It is a duty. Whether one is a member of the organization, a consultant to it, a supplier to it, a distributor, one owes relationship responsibility to everyone with whom one works, on whose work one depends, and who, in turn, depends on one’s own work.

SUMMARY

The workforce has changed fundamentally in its life expectancy, but above all in its composition and work. It has become a knowledge workforce. And therefore to have even a chance of success and achievement, knowledge workers have to do something totally new and totally unprecedented. They have to manage themselves, and this creates new demands on the individual. First, they must understand what they do well—that is, their strengths. Feedback analysis is a tool used by many successful executives to understand their strengths. They must also understand the most effective way in which they work. Once the knowledge worker understands her strengths and work style, the next demand is that she understand her values. One tends to do best when applying one’s strengths in areas that one values. Then the knowledge worker is able to determine where to try to place himself or herself as opportunities present themselves.



Once in an organization, the knowledge worker must ask, “Given my strengths and values, where can I make the greatest contribution to the needs of this organization?” Finally, the knowledge worker must take responsibility for the relationships required to make the contribution. Relationship responsibility requires asking and answering the same questions about those with whom one works and adapting oneself to the strengths and work styles of associates.
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Managing the Boss



Almost everybody has a boss. There are still some individual professionals in solo practice who don’t answer to anyone, are not accountable to anyone, and do not have a boss:




        • the small-town lawyer in a solo practice


        • the physician in a solo practice


        • the individual consultant


        • perhaps the pastor of a church or the senior professor in a university




But they are a small minority of today’s working population.

MOST OF US HAVE MORE THAN ONE BOSS

The human resources person who works on a team has at least two bosses—the human-resources manager who put her on the team and the manager of the team. The division controller in the big company has at least two bosses: the company’s chief accounting or financial officer and the division manager.

And the trend is for knowledge workers to have an increasing number of bosses, an increasing number of people on whose approval and appraisal they depend, and whose support they need.

THE BOSS IS KEY TO EFFECTIVENESS

But the boss is not only the key person for pay, promotion, and placement; he or she is also the key person for the knowledge worker’s effectiveness.

Whether as an employee or as an outside contractor and supplier, the knowledge worker is dependent on his boss or bosses for effectiveness. No matter how good the knowledge worker’s work, if the boss does not act on it, nothing will happen, nothing will get done.



Also—though rarely mentioned in polite society—there are few things quite as helpful to one’s own career as a boss who goes places. Everybody knows these things, but almost no one does anything about them.

NEGLECT OF MANAGING THE BOSS

There is a good historical reason for this perverse neglect of managing the boss. Most of the management books and management seminars are still caught in a definition of a manager that has actually been obsolete for decades: the definition of a manager as someone who has subordinates. But we have known for a very long time that this is a totally wrong definition—wrong, and not just inadequate.

WHO IS THE BOSS?

We have known—I’d say since the 1950s—that a manager or executive is somebody who is responsible for the work of all the people besides himself on whom the manager’s own performance depends. And surely the first one of these is the boss.

Instinctively most of us know this; we know this through our own experience. When I spoke with people—let’s say, the forty-year-old executives in my Executive Management class, for instance, or people in a client organization—and I asked them to tell me something about their work and their company, not one began talking about his or her subordinates. Everyone began by telling me about their boss. And most everybody basically said, “If I only knew how to manage the boss.” But we do know. It’s actually neither difficult nor complicated.

MANAGING THE BOSS

The following are seven specific keys to success in managing bosses:




       1. Making a “boss list”


       2. Asking each for his or her input, and giving each your own input


       3. Enabling bosses to perform


       4. Playing to the bosses’ strengths


       5. Keeping bosses informed


       6. Protecting bosses from surprises


       7. Never underrating bosses





1. Making a Boss List

The first thing to do is to make a “boss list.” Put down on a piece of paper everyone to whom you are accountable, everyone who can direct you or your people, everyone who appraises you and your work and is expected to have an opinion about you and your performance, everyone on whom you depend to make effective your work and that of your people. And revise that list once a year and always when your job or your assignment changes. It is unlikely to be the same list for longer than a year or so.

The most common mistake people make when they draw up the boss list is to omit from it people who do not officially work for their own organization, that is, people in a joint venture or an alliance or in a client organization. In fact, one of the most common reasons why such alliances or partnerships go sour is that their people are not on the boss list of the partner or client.

One example, a very old one but a telling one: GM (or the American automobile companies altogether) would not be in such trouble today if, in the 1960s, their marketing people had put the most influential of their dealers on their boss lists. They didn’t, and as a result they had no idea who these dealers were and what they, as marketers, were doing that caused trouble for their dealers or made life difficult for them. The dealers who sold the most GM cars and were the most profitable ones for GM were the ones who got the most disgruntled.

Altogether, to define a boss in legal terms is much too narrow; the boss list defines a boss in operational terms. A boss is anyone who has the power and anyone who is likely—let alone certain—to be listened to when he or she has an opinion about you, your performance, your work, your competence and qualifications. It is better to have a few more people on the boss list and then take them off than to leave off people who should have been on it.

Each manager should ask, “Who should be on my boss list?” And the list should include not only specific people, but also the roles and types of people who should be on the list.

2. Asking for Input

Go to each of the people on the boss list at least once a year and ask, “What do I do and what do my people do that helps you do your job? And what do we do that hampers you and makes life more difficult for you?”

This sounds obvious, but it is rarely done. The first person on whom your performance depends is the boss, and the boss is thus the first person for whose performance you have to take responsibility. To do this, you must directly ask each of the people on your boss list, “What do I do to help you or to hamper you?”

Most bosses will be able to answer that question right away. In fact, most have long ago realized what you or your people do that hampers them and, as a rule, have little difficulty telling you what you and your people do that helps them.



And when they have answered that question you say, “Give me a few days so that I can think about it and talk it over with my people. I’ll come back then and tell you what I and my people can do to eliminate or downplay the things that hamper you and what I and my people can do to do more of the things that help you.”

Be sure to take that promise seriously and don’t wait too long to report back. Ten days or so is about all you should allow yourself before you come back to each of the bosses with definite suggestions.

At the same time, you should also prepare a list of the things a boss does that help and hamper you and your people. “This is what you do that helps me and my people; and the more you can do of it, the easier it will be for us to do our work. And here are the things you do that hamper us in doing our work. Are these things necessary?”

Aren’t people going to be afraid to go to each boss and ask and tell these things? Most people are very hesitant the first time and feel awkward. But when they screw up their courage and actually go to the boss and ask the question, they are then totally surprised. Practically without exception, the boss’s reaction is, “Why did it take you so long to ask me?” And when then being told what the boss does that helps or hampers the subordinate, the boss often says, “Why didn’t you tell me earlier?”

A good many years ago I worked fairly intensively with one of the world’s big bankers. For six or seven years, I met each month with him and his associates for a whole day. A year or two after we began working together, I did go to him and ask him.

He totally surprised me—every time we had met, he had told me how much he valued the report I sent him after every one of our meetings. But when I asked him, he said, “What hampers me, Peter, is that you don’t consider how I can use your report for my work with my own associates in the bank. I have to sit down and spend three hours redoing it so that it fits them.” From then on, I wrote his reports so that they would be the tools of my boss.

But then I told him that what hampered me in the relationship was that he didn’t send me the agenda for their meeting until a day or two before the meeting, and I didn’t have enough time to prepare. And he looked at me and said, “So that’s the reason why the meetings with my key associates always waste so much time before we really get going. I don’t give them the time to prepare themselves. Thanks for telling me. But why didn’t you tell me earlier?”

But that’s not the end of the story. The man is, of course, long retired and he and I had pretty much lost contact except for the annual Christmas card. But on my ninetieth birthday, in November of 1999, I got a long handwritten letter from him in which he wrote, “The most important contribution you made to me and the bank was when you told me what I did that helped and what I did that hampered you in your work. I date my success in building the bank from that moment.”

Each person needs to ask his or her boss, “What do I do that hampers you and your people?”

3. Enabling Bosses to Perform

No two persons work alike, perform alike, or behave alike. Thus, it is important to recognize that each boss has his or her own working style, his or her own way to be comfortable, and his or her own way to be effective. The subordinate’s job is not to reform the boss, not to reeducate the boss, not to make the boss conform to what books or business schools say bosses should be like. Instead, it is to enable each of his or her bosses to perform as unique individuals.

This requires thinking through such questions as, “Does this boss want monthly presentations concerning the performance, plans, and problems of my department? Or does this boss want me to come in every time there is something to report, some problem to solve, or some results to analyze? Does this boss prefer written or oral reports? Does this boss want information first thing in the morning, at the end of the day or somewhere in between?”

The variety of questions is endless. What is important is that you accept that it is your responsibility to enable your bosses to perform according to their own unique work styles. To enable your bosses to perform, you must determine their work styles.

4. Playing to the Bosses’ Strengths

A manager’s task is to make the strengths of people effective and their weaknesses irrelevant, and that applies as much to the manager’s bosses as it applies to the manager’s subordinates.

Managing the boss means creating a relationship of trust. This requires that your bosses feel comfortable that you are playing to their strengths and safeguarding them from their limitations and weaknesses. This sounds very complicated. How does one find out? Do you have to be a psychoanalyst?

What’s wrong with asking? We are not talking about values. We are not talking about motivations. We are talking about habits. Most people know their habits in such matters, and there is no reason to keep them a secret or to be ashamed of them. Sure, you can learn a great deal about a person just by watching them. And often that’s all you need.

But the one infallible and simple way is to ask, “How do you want it?” This is the question and not, What kind of a person is he or she? And how a person behaves you had best find out by asking him or her. The very, very last thing you want to do is to try to be a psychologist and ask, “Why does a person behave like this?”



5. Keeping Bosses Informed

Your bosses must always know what to expect from both you and your subordinates. This means that they must be kept up-to-date on what your goals and priorities are, as well as what they are not.

It is by no means always necessary that the boss approve; in fact, it is sometimes not even desirable. But the boss must understand what you are up to, must know what to expect and what not to expect.

Bosses, after all, are held responsible by their own bosses for the performance of their people. They must be able to say, “I know what Anne (or Joe) is trying to do.” Only if they can say this will they be able to fully trust you.

6. Protecting Bosses from Surprises

In an organization, there is no such thing as a pleasant surprise. To be exposed to a surprise in the organization one is responsible for is humiliation, and usually public humiliation. Thus it is the subordinate’s job to protect his or her boss from all surprises. Different bosses want very different warnings of possible surprises. Some may prefer a simple warning, such as a comment that things may turn out differently than expected. Others may demand a full, detailed report even if there is only a slight chance of a surprise. Regardless, all bosses need to be protected from surprises. Otherwise, they will not trust a subordinate, and with good reason.

President John F. Kennedy hated surprises while in office and always demanded a detailed written report if there was even a slight chance of a surprise. Why do you think President Kennedy wanted to be warned of possible surprises? President Kennedy demanded written reports in great detail on possible surprises because he knew that surprises lead to humiliation and that there is no such thing as a pleasant surprise in the workplace.

Kennedy didn’t know about the need to be informed and the way he needed to be informed when he became president. And the Bay of Pigs fiasco in the first year of his administration was largely the result of Kennedy’s not being organized to inform himself about the way he needed to be and wanted to be informed. And then, two years later, his greatest success in getting the Soviets to back down over Cuba in the missile crisis was largely because Kennedy by then had his administration organized superbly to anticipate and prevent surprises.

Similarly, the terrible fumbling in the first year of Bill Clinton’s administration was largely caused by the new president’s not organizing himself and his staff to protect the president from surprises.

Accept it—different people need to be informed differently. And if you don’t adjust yourself to the way each of your bosses gets the message, you’ll be ineffectual.

Again American presidents are good examples simply because they are so very visible. Franklin Roosevelt wanted the earliest possible warning, and he wanted it orally. If he got it in a report, it simply didn’t register. He was a total listener. Harry Truman didn’t want a warning. If the subordinate could handle it, Truman didn’t even want to hear about it, though by “handling it” he also meant that it was the staff member’s job to keep things out of the paper and off the air. Eisenhower wanted a one-page memo. He was a reader. And he always wanted an action recommendation at the end.

All three, Roosevelt, Truman, Eisenhower, were perfectly normal. They were just different. And in every case, the new staff members whom each of these three presidents came to trust and on whom they came to rely—Harry Hopkins in FDR’s case, General George Marshall in Truman’s case, John Foster Dulles in Eisenhower’s case—were men who asked the president, “How do you want to be informed so as to be shielded from surprises?” They did not guess.

What are the most common mistakes managers and professionals make in keeping a boss informed? There are two in particular. A person’s boss changes and that person keeps on informing the new boss the way he or she had informed the last boss. Invariably that leads to disaster. The new boss concludes either that the subordinate is trying to keep things from him or her or, more commonly, that the subordinate is just plain stupid—which, by the way, is true.

If a boss changes, one changes the way one communicates and informs. And to say it again, the best way to do this is to go and ask. One reason why Lyndon Johnson was such a failure as president is that the staff he inherited from John Kennedy kept on communicating to the new president as Kennedy had taught them to communicate—that is, in lengthy, carefully reasoned written reports. And Johnson was a listener, not a reader, and these lengthy, beautifully written reports simply didn’t get to him.

The second mistake is to fail to ask, “Have I ever failed to protect a boss from surprises? What could I have done differently to spare him or her the problems associated with being surprised?”

7. Never Underrating Bosses

Finally, never underrate a boss. He or she will either see through your little game and bitterly resent it, or else see in you the same deficiencies as you see in the boss. But there is no risk at all in overrating a boss. At worst, he or she may feel flattered.

SUMMARY

Managing the boss is a fairly simple but important process. All it requires is that you follow the seven keys to success: make a boss list to identify who your bosses are, ask for their input, enable each boss to perform, play to each boss’s strengths, keep each boss informed, protect each boss from surprises, and never underrate a boss. All managing the boss requires is a little thinking, a little common sense. But it does require some work. Above all, however, it requires accepting that managing the boss is both a major opportunity and a major responsibility.
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Revitalizing Oneself—Seven Personal Experiences



How can the individual, especially the individual who is putting knowledge to work, become effective, and how can such a person remain effective over long periods of years, over periods of change, over years of work, and over years of living?

Since this question deals with the individual, it might be appropriate to start with myself. I will begin by talking of seven experiences in my life that taught me how to maintain myself as effective, capable of growth, capable of change—and capable of aging without becoming a prisoner of the past.

I was not yet eighteen when, having finished high school, I left my native Vienna in Austria, and went to Hamburg in Germany, as a trainee in a cotton-export firm. My father was not very happy. Ours had been a family of civil servants, professors, lawyers, and physicians, for a very long time. He therefore wanted me to be a full-time university student, but I was tired of being a schoolboy, and wanted to go to work. To appease my father, but without any serious intention, I enrolled at Hamburg University in the law faculty.

In those remote days, the year 1927, one did not have to attend classes in Austria or Germany to be a perfectly proper university student. All one had to do was to obtain signatures of the professors in the registration book. For this, one did not even have to go to class. All one had to do was to give a small tip to the faculty messenger, who then went and sought the professors’ signatures.

The work as a trainee at the export firm was terribly boring, and I learned very little. It began at seven-thirty in the morning, and was over at four in the afternoon on weekdays and at twelve on Saturday. So I had lots of free time.

On weekends, two other trainees—also from Austria, but working in other firms—and I usually went hiking in the beautiful countryside outside of Hamburg, spending the night in a youth hostel, where, being officially students, we could obtain free lodging.

I had five weekday evenings all to myself in Hamburg’s famous City Library, which was almost next door to my office. University students were encouraged to borrow as many books as they wanted. For fifteen months, I read, and read, and read, in German and English and French.

EXPERIENCE ONE: GOAL AND VISION TAUGHT BY VERDI

And then, once a week, I went to the opera. The Hamburg Opera was then, as it still is, one of the world’s foremost opera houses. I had very little money, as trainees were not paid, but for university students, the opera was free. All one had to do was to go there one hour before the performance. Ten minutes before the performance began, cheap seats remaining unsold were given out free to university students. On one of these evenings I went to hear an opera by the great nineteenth-century Italian composer, Giuseppe Verdi—the last opera he wrote, in 1893, Falstaff.

It has now become one of Verdi’s most popular operas, but at that time it was rarely performed. Both singers and audiences thought it too difficult.

I was totally overwhelmed by it. I had had a good musical education as a boy, as the Vienna of my youth was an extremely musical city. Although I had heard a great many operas, I had never heard anything like this. I have never forgotten the impression that evening made on me.

When I made a study, I found, to my great surprise, that this opera, with its gaiety, its zest for life, and its incredible vitality, was written by a man aged eighty! To me, then just eighteen, eighty was an incredible age. I doubt that I even knew anyone that old. It was not a common age when life expectancies, even among healthy people, were around fifty or so. Then I read what Verdi himself had written when he was asked why, at his age, a famous man and considered one of the nineteenth-century’s foremost opera composers, he had taken on the hard work of writing one more opera, and an exceedingly demanding one. “All my life as a musician,” he wrote, “I have striven for perfection. It has always eluded me. I surely had an obligation to make one more try.”

I have never forgotten these words—they made an indelible impression on me. Verdi, when he was my age, eighteen, was of course already a seasoned musician. I had no idea what I would become, except that I knew by that time that I was unlikely to be a success exporting cotton textiles. At eighteen, I was as immature, as callow, as naive as an eighteen-year-old can be. It was not until fifteen years later, when I was in my early thirties, that I really knew what I was good at and where I belonged. But I then resolved that, whatever my life’s work would be, Verdi’s words would be my lodestar. I then resolved that if I ever reached an advanced age, I would not give up, but would keep on. In the meantime, I would strive for perfection, even though, as I well knew, it would surely always elude me.



EXPERIENCE TWO: “THE GODS CAN SEE THEM”—TAUGHT BY PHIDIAS

It was at about the same time, and also in Hamburg during my stay as a trainee, that I then read a story that conveyed to me what “perfection” means. It is a story of the greatest sculptor of ancient Greece, Phidias. He was commissioned around 440 BC to make the statues that to this day, 2,400 years later, still stand on the roof of the Parthenon in Athens. They are considered among the greatest sculptures of the Western tradition. The statues were universally admired, but when Phidias submitted his bill, the city accountant of Athens refused to pay it. “These statues,” the accountant said, “stand on the roof of the temple, and on the highest hill in Athens. Nobody can see anything but their fronts. Yet, you have charged us for sculpturing them in the round, that is, for doing their backsides, which nobody can see.”

“You are wrong,” Phidias retorted. “The gods can see them.” I read this, as I remember, shortly after I had listened to Falstaff, and it hit me hard. I have not always lived up to it. I have done many things that I hope the gods will not notice, but I have always known that one has to strive for perfection even if only “the gods” notice.

Whenever people ask me which of my books I consider the best, I smile and say, “The next.” I do not, however, mean it as a joke. I mean it the way Verdi meant it when he talked of writing an opera at eighty in the pursuit of a perfection that had always eluded him. Though I am older now than Verdi was when he wrote Falstaff, I am still thinking and working on two additional books, each of which, I hope, will be better than any of my earlier ones, will be more important, and will come a little closer to excellence.

EXPERIENCE THREE: CONTINUOUS LEARNING—DECISION AS A JOURNALIST

A few years later, I moved to Frankfurt in Germany. I worked first as a trainee in a brokerage firm. Then after the New York stock market crash in October 1929, when the brokerage firm went bankrupt, I was hired on my twentieth birthday by Frankfurt’s largest newspaper, as a financial and foreign affairs writer. I continued to be enrolled as a law student at the university, because in those days one could easily transfer from one European university to any other. I still was not interested in the law, but I remembered the lessons of Verdi and of Phidias. A journalist has to write about many subjects, so I decided that I had to know something about many subjects to be at least a competent journalist.

The newspaper I worked for came out in the afternoon. We began work at six in the morning and finished by a quarter past two in the afternoon, when the last edition went to press. So I began to force myself to study afternoons and evenings: international relations and international law; the history of social and legal institutions; history in the round; finance; and so on. Gradually, I developed a system. I still adhere to it. Every three or four years, I pick a new subject. It may be statistics, it may be medieval history, it may be Japanese art, it may be economics. Three years of study are by no means enough to master a subject, but they are enough to understand it. So, for more than sixty years, I have kept on studying, one subject at a time. This has not only given me a substantial fund of knowledge. It has also forced me to be open to new disciplines and new approaches and new methods—for every one of the subjects I have studied makes different assumptions and employs a different methodology.

EXPERIENCE FOUR: REVIEWING—TAUGHT BY THE EDITOR IN CHIEF

The next experience to report, in this long story of keeping myself intellectually alive and growing, is what was taught by the newspaper’s editor in chief, one of Europe’s leading newspapermen. The editorial staff consisted of very young people. At age twenty-two, I became one of three assistant managing editors. The reason was not that I was particularly good. In fact, I never became a first-rate daily journalist. But, in those years around 1930, the people who should have held this kind of position—people aged thirty-five or so—were not available in Europe. They had been killed in World War I. Even highly responsible positions had to be filled by young people such as me.

This situation was not too different from what I found in Japan when I first went there ten years after the end of the Pacific War, in the mid- and late 1950s.

The editor in chief, then around fifty, took infinite pains to train and to discipline his young crew. He discussed with each of us every week the work we had done. Twice a year, right after New Year and then again before summer vacations began in June, we would spend a Saturday afternoon and all of Sunday to discuss our work over the preceding six months. The editor would always start out with the things we had done well. Then he would proceed to the things we had tried to do well. Next he reviewed the things where we had not tried hard enough. And finally, he would subject us to a scathing critique of the things we had done badly or had failed to do. For the last two hours of that session, we would then project our work for the next six months: What are the things on which we should concentrate? What are the things we should improve? What are the things each of us needs to learn? And a week later, each of us was expected to submit to the editor in chief our new program of work and learning for the next six months.

I tremendously enjoyed the sessions, but I forgot them as soon as I left the paper.

Almost ten years later, and already in the United States, I remembered them. It was then, in the early 1940s, that I became a senior professor in a major faculty, started my own consulting practice, and began to publish major books. Then I remembered what the Frankfurt editor in chief had taught. Since then, I have set aside two weeks every summer in which to review my work during the preceding year, beginning with the things I did well, but could or should have done better, down to the things I did poorly and the things I should have done but did not do. I decide what my priorities should be in my consulting work, in my writing, in my teaching.

I have never once truly lived up to the plan I make each August, but it has forced me to live up to Verdi’s injunction “to strive for perfection” even though “it has always eluded me” and still does.

EXPERIENCE FIVE: WHAT IS NECESSARY IN A NEW POSITION—TAUGHT BY THE SENIOR PARTNER

My next learning experience came a few years later. From Frankfurt in Germany, I moved to London in England in 1933, first as a securities analyst in a large insurance company and then, a year later, to a small but fast-growing private bank as the firm’s economist and executive secretary to the three senior partners—one, the founder, a man in his seventies; two others, in their mid-thirties. At first I worked exclusively with the two younger men, but after I had been at the firm some three months or so, the founder called me into his office and said, “I didn’t think much of you when you came in here and still don’t think much of you, but you are even more stupid than I thought you would be, and much more stupid than you have any right to be.” Since the two younger partners had been praising me to the skies each day, I was dumbfounded.

And then, the old gentleman said, “I understand you did very good securities analysis at the insurance company. But if we had wanted you to do securities analysis work, we would have left you where you were. You are now the executive secretary to the partners, yet you continue to do securities analysis. What should you be doing now, to be effective in your new job?” I was furious, but still I realized that the old man was right. I totally changed my behavior and my work. Since then, when I have a new assignment, I ask myself the question, “What do I need to do now that I have a new assignment, to be effective?” Every time it is something different.

I have been a consultant, now, for sixty years. I have worked with many organizations and in many countries. The greatest waste of human resources in all the organizations I have seen is the failed promotion. Of the able people who are being promoted and put into a new assignment, not many become true successes. Quite a few are outright failures. A very much larger number are neither successes nor failures, they become mediocrities. A handful only are successes.

Why should people who, for ten or fifteen years have been competent, suddenly become incompetent? The reason in practically all cases I have seen is that people do what I did, seventy years ago in that London bank. They continue in their new assignment to do what made them successful in the old assignment and what earned them the promotion. Then they turn incompetent, not because they have become incompetent, but because they are doing the wrong things.

For many years, I have made it my practice to ask those of my clients who are truly effective people—and especially those who are truly effective executives in large organizations—to what they attribute their effectiveness. Practically always, I am being told that they owe their success, as I do, to a long-dead boss who did what the old gentleman in London did for me: forced me to think through what the new assignment requires. No one, at least not within my experience, discovers this for himself. You need someone to teach you. Once one has learned that, one does not forget it, and then—almost without exception—one is successful in the new assignment. What it requires is not superior knowledge or superior talent. It requires concentration on the things that the new assignment requires, the things that are crucial to the new challenge, the new job, the new task.

EXPERIENCE SIX: WRITING DOWN—TAUGHT BY THE JESUITS AND THE CALVINISTS

Quite a few years later, around 1945, and after I had moved from England to the United States in 1937, I picked for my three-year study subject early modern European history, and especially the fifteenth and sixteenth centuries. There I found that two European institutions had become the dominant forces in Europe: the Jesuit Order in the Catholic south and the Calvinist Church in the Protestant north. Both owed their success to the same method. Both were founded independently, in 1536. Both from the very beginning adopted the same learning discipline.

Whenever a Jesuit priest or a Calvinist pastor does anything of significance, for instance, making a key decision, he is expected to write down what results he anticipates. Nine months later, he then feeds back from the actual results to these anticipations. This very soon shows him what he did well and what his strengths are. It also shows him what he has to learn and what habits he has to change. Finally, it shows him what he is not gifted for and cannot do well. I have followed this method for myself—now for fifty years. It brings out what one’s strengths are—and this is the most important thing an individual can know about himself or herself. It brings out where improvement is needed and what kind of improvement is needed. Finally, it brings out what an individual cannot do and therefore should not even try to do. To know one’s strengths, to know how to improve them, and to know what one cannot do—they are the keys to continuous learning.



EXPERIENCE SEVEN: WHAT TO BE REMEMBERED FOR—TAUGHT BY SCHUMPETER

One more experience, and then I am through with the story of my personal development. At Christmas 1949—I had just begun to teach management at New York University—my father, then seventy-three years old, came to visit us from California, where he had retired a few years earlier. Right after the New Year, on January 3, 1950, he and I went to visit an old friend of his, the famous economist Joseph Schumpeter. Schumpeter, then sixty-six and world-famous, was still teaching at Harvard and very active as president of the American Economic Association.

In 1902 my father had been a young civil servant in the Austrian Ministry of Finance, but also did some teaching in economics at the university. He had come to know Schumpeter, then at age nineteen, the most brilliant of the young students. Two more different people are hard to imagine: Schumpeter was flamboyant, arrogant, abrasive, and vain; my father, quiet, the soul of courtesy, and modest to the point of being self-effacing. Still, the two became fast friends and remained fast friends.

By 1949, Schumpeter had become a very different person. Sixty-six years old and in his last year of teaching at Harvard, he was at the peak of his fame. The two old men had a wonderful time together reminiscing about the old days. Both had grown up and had worked in Austria, and both had eventually come to America, Schumpeter in 1932 and my father, four years later. Suddenly that day, my father asked with a chuckle, “Joseph, do you still talk about what you want to be remembered for?” Schumpeter broke out in loud laughter, and even I laughed. For Schumpeter was notorious for having said, when he was thirty or so and had published the first two of his great economic books, that what he really wanted to be remembered for was to have been “Europe’s greatest lover of beautiful women, and Europe’s greatest horseman—and perhaps also as the world’s greatest economist.” Schumpeter said, “Yes, this question is still important to me, but I now answer it differently. I want to be remembered as having been the teacher who converted half a dozen brilliant students into first-rate economists.”

He must have seen an amazed look on my father’s face because he continued, “You know, Adolph, I have now reached the age where I know that being remembered for books and theories is not enough. One does not make a difference unless it is a difference in the lives of people.” One reason my father had gone to see Schumpeter was that it was known that he was very sick and would not live long. Schumpeter died five days after we had visited him.

I have never forgotten that conversation. I have learned from it three things. First, one has to ask oneself what one wants to be remembered for. Second, that should change as one gets older. It should change both with one’s own maturity and with the changes in the world. Finally, one thing worth being remembered for is the difference one makes in the lives of people.

THE SAME THING CAN BE LEARNED

I am telling this long story for a simple reason. All the people I know who have managed to remain effective during a long life have learned pretty much the same things I learned. This applies to effective managers and to scholars; to top-ranking military people and to first-rate physicians; to teachers and to artists. Whenever I work with a person—and as a consultant I have been working of course with a great many, in businesses, in governments, in universities, in hospitals, in opera houses, in symphony orchestras, in museums, and so on—I sooner or later try to find out to what the individual attributes his or her success. I am invariably told stories that are remarkably like mine.

And so, my answer to the question, “How can the individual, and especially the individual in knowledge work, maintain his or her effectiveness?” would be, “By doing a few fairly simple things.”

The first one is to have the kind of goal or vision that Verdi’s Falstaff gave me. To keep on striving means that one matures but one does not age.

Second, I have found that the people who maintain their effectiveness take the view Phidias took of his own work: the gods see it. These people are not willing to do work that is only average. They have respect for the integrity of their work. In fact, they have self-respect.

The third thing these people all have in common: They build continuous learning into the way they live. They may not do what I have been doing for more than sixty years now, that is, to become a student of a new discipline every three or four years. They experiment. They are not satisfied with doing what they did yesterday. The very least they demand of themselves is that they do better, whatever they do, and more often, they demand of themselves that they do it differently.

The people who keep themselves alive and growing also build a review of their performance into their work. An increasing number, I have found, do what the Jesuits and Calvinists of the sixteenth century first thought of. They keep a record of the results of their actions and decisions, and compare them with their expectations. Then they soon know what their strengths are, but they also know what they have to improve, to change, to learn. Finally they know what they are not good at, and what they therefore should let other people do.

Again and again, when I ask one of these effective people to tell me the experiences that explain their success, I hear that a long-dead teacher or a boss challenged them and taught them that whenever one changes one’s work, one’s position, one’s assignment, one thinks through what the new job, the new position, the new assignment requires. Always it requires something different from what the preceding job or the preceding assignment required.

ONE’S OWN RESPONSIBILITY

The most important thing that underlies all these practices is that individuals—and especially knowledge people—who manage to keep themselves effective and who manage to keep on growing and changing take responsibility for their development and their placement.

This may be the most novel conclusion. And it may be the one that is most difficult to apply. Today’s organization, whether it is a business or a government agency, is still based on the assumption that the organization is responsible for placing the individual and for providing the experiences and challenges that the individual needs. The best example of this I know is the personnel department in the typical, large Japanese company—or the prototype on which it has been modeled or the human-resources department in a traditional army. I know no more responsible group of people than those in the typical Japanese human-resources department. Yet they will, I think, have to learn to change. Instead of being decision makers, they will have to become teachers, guides, counselors, advisers.

The responsibility for the development of the individual knowledge worker, and for his or her placement, will, I am convinced, have to be taken by the individual. It will have to become very much the responsibility of the individual to ask, What kind of assignment do I now need? What kind of assignment am I now qualified for? What kind of experience and what kind of knowledge and skill do I now need to acquire? The decision, of course, cannot be that of the individual alone. It has to be made in contemplation of the needs of the organization. It also has to be made on the basis of an outside appraisal of the strengths, the competencies, the performance of the individual.

SUMMARY

The responsibility for development of the individual has to become responsibility for self-development. Responsibility for placing the individual has to become the responsibility for self-placement. Otherwise, it is unlikely that knowledge people can continue to remain effective and productive and capable of growth over the long span of working life we can now expect.
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The Educated Person



Knowledge is not impersonal, like money. Knowledge does not reside in a book, a databank, a software program; they contain only information. Knowledge is always embodied in a person; carried by a person; created, augmented, or improved by a person; applied by a person; taught and passed on by a person; used or misused by a person. The shift to the knowledge society therefore puts the person in the center. In so doing, it raises new challenges, new issues, new and quite unprecedented questions, about the knowledge society’s representative, the educated person.

In all earlier societies, the educated person was an ornament. He or she embodied Kultur—the German term, which in its mixture of awe and derision, is untranslatable into English (even “highbrow” does not come close). But in the knowledge society, the educated person is society’s emblem, society’s symbol, society’s standard-bearer. The educated person is the social “archetype”—to use the sociologist’s term. He or she defines society’s performance capacity. But he or she also embodies society’s values, beliefs, and commitments. If the feudal knight was the clearest embodiment of society in the early Middle Ages, and the “bourgeois” under capitalism, the educated person will represent society in the knowledge society in which knowledge has become the central resource.

This must change the very meaning of “educated person.” It must change the very meaning of what it means to be educated. It will, thus, predictably make the definition of an “educated person” a crucial issue. With knowledge becoming the key resource, the educated person faces new demands, new challenges, new responsibilities. The educated person now matters.

Since the early 1970s, a vigorous—often shrill—debate has been raging in American academia over the educated person. Should there be one? Could there be one? And what should be considered “education” anyway?

A motley crew of post-Marxists, radical feminists, and other “antis” argues that there can be no such thing as an educated person—the position of those new nihilists, the “deconstructionists.” Others in this group assert that there can be only educated persons, with each sex, each ethnic group, each race, each “minority,” requiring its own separate culture and a separate—indeed, an isolationist—educated person. Since these people are mainly concerned with the “humanities,” there are few echoes as yet of Hitler’s “Aryan physics,” Stalin’s “Marxist genetics,” or Mao’s “Communist psychology.” But the arguments of these antitraditionalists recall those of the totalitarians. And their target is the same: the universalism that is at the very core of the concept of an educated person, whatever it may be called (“educated person” in the West or bunjin in China and Japan).

The opposing camp—we might call them the “humanists”—also scorns the present system. But it does so because it fails to produce a universally educated person. The humanist critics demand a return to the nineteenth century, to the “liberal arts,” the “classics,” the German gebildete Mensch. They do not, so far, repeat the assertion made by Robert Hutchins and Mortimer Adler in the 1930s at the University of Chicago that “knowledge” in its entirety consists of a hundred “great books.” But they are in direct line of descent from the Hutchins-Adler “Return to Pre-Modernity.”

Both sides, alas, are wrong.

AT THE CORE OF THE KNOWLEDGE SOCIETY

The knowledge society must have at its core the concept of the educated person. It will have to be a universal concept, precisely because the knowledge society is a society of knowledges and because it is global—in its money, its economics, its careers, its technology, its central issues, and, above all, in its information. The knowledge society requires a unifying force. It requires a leadership group, which can focus local, particular, separate traditions on a common and shared commitment to values, a common concept of excellence, and on mutual respect.

The knowledge society thus needs exactly the opposite of what deconstructionists, radical feminists, or anti-Westerners propose. It needs the very thing they totally reject: a universally educated person.

Yet the knowledge society needs a different kind of educated person from the ideal for which the humanists are fighting. They rightly stress the folly of their opponents’ demand to repudiate the Great Tradition and the wisdom, beauty, knowledge, that are the heritage of mankind. But a bridge to the past is not enough—and that is all the humanists offer. The educated person needs to be able to bring his or her knowledge to bear on the present, not to mention molding the future. There is no provision for such ability in the proposals of the humanists, indeed, no concern for it. But without it, the Great Tradition remains dusty antiquarianism.

In his 1943 novel Das Glasperlenspiel (The Glass Bead Game), Hermann Hesse anticipated the sort of world the humanists want—and its failure. The book depicts a brotherhood of intellectuals, artists, and humanists who live a life of splendid isolation, dedicated to the Great Tradition, its wisdom and its beauty. But the hero, the most accomplished Master of the Brotherhood, decides in the end to return to the polluted, vulgar, turbulent, strife-torn, money-grubbing reality—for his values are only fool’s gold unless they have relevance to the world.

What Hesse foresaw in 1943 is now in fact happening. “Liberal education” and “allgemeine Bildung” are in crisis today because they have become a Glasperlenspiel that the brightest desert for crass, vulgar, money-grubbing reality. The ablest students appreciate the liberal arts. They enjoy them fully as much as did their great-great-grandparents, who graduated before World War I. For that earlier generation, liberal arts and allgemeine Bildung remained meaningful throughout their lives, and defined their identity. They still remained meaningful for many members of my generation, which graduated before World War II—even though we immediately forgot our Latin and Greek. But all over the world today’s students, a few years after they have graduated, complain that “what I have learned so eagerly has no meaning; it has no relevance to anything I am interested in or want to become.” They still want a liberal arts curriculum for their own children—Princeton or Carleton, Oxbridge, Tokyo University, the lycée, the Gymnasium—though mainly for social status and access to good jobs. But in their own lives, they repudiate such values. They repudiate the educated person of the humanists. Their liberal education, in other words, does not enable them to understand reality, let alone to master it.

Both sides in the present debate are largely irrelevant. The knowledge society needs the educated person even more than any earlier society did, and access to the great heritage of the past will have to be an essential element. But this heritage will embrace a good deal more than the civilization that is still mainly Western, the Judeo-Christian tradition, for which the humanists are fighting. The educated person we need will have to be able to appreciate other cultures and traditions: the great heritage of Chinese, Japanese, Korean paintings and ceramics; the philosophers and religions of the Orient; and Islam, both as a religion and as a culture. The educated person also will have to be far less exclusively “bookish” than the product of the liberal education of the humanists. He or she will need trained perception fully as much as analysis.

The Western tradition will, however, still have to be at the core, if only to enable the educated person to come to grips with the present, let alone the future. The future may be “post-Western”; it may be “anti-Western.” It cannot be “non-Western.” Its material civilization and its knowledges all rest on Western foundations: Western science, tools and technology, production, economics; Western-style finance and banking. None of these can work unless grounded in an understanding and acceptance of Western ideas and of the entire Western tradition.

The most profoundly “anti-Western” movement today is not only Fundamentalist Islam. It is the kind of revolt represented by the “Shining Path” in Peru—the desperate attempt of the descendants of the Incas to undo the Spanish Conquest, to go back to the Indians’ ancient tongues of Quechua and Aymara, and to drive the hated Europeans and their culture back into the ocean. But this anti-Western rebellion finances itself by growing coca for the drug addicts of New York and Los Angeles. Its favorite weapon is not the Incas’ slingshot; it is the car bomb.

Tomorrow’s educated person will have to be prepared for life in a global world. It will be a “Westernized” world, but also increasingly a tribalized world. He or she must become a “citizen of the world”—in vision, in horizon, in information. But he or she will also have to draw nourishment from his or her own local roots and, in turn, enrich and nourish his or her own local culture.

KNOWLEDGE SOCIETY AND SOCIETY OF ORGANIZATIONS

The postcapitalist society is both a knowledge society and a society of organizations, each dependent on the other and yet each very different in its concepts, views, and values. Most, if not all, educated persons will practice their knowledge as members of an organization. The educated person will, therefore, have to be prepared to live and work simultaneously in two cultures—that of the “intellectual,” who focuses on words and ideas, and that of the “manager,” who focuses on people and work.

Intellectuals see the organization as a tool; it enables them to practice their techne, their specialized knowledge. Managers see knowledge as a means to an end of organizational performance. Both are right. They are opposites; but they relate to each other as poles rather than as contradictions. They surely need each other: the research scientist needs the research manager just as much as the research manager needs the research scientist. If one overbalances the other, there is only nonperformance and all-around frustration. The intellectual’s world, unless counterbalanced by the manager, becomes one in which everybody “does his own thing” but nobody achieves anything. The manager’s world, unless counterbalanced by the intellectual, becomes the stultifying bureaucracy of the “organization man.” But if the two balance each other, there can be creativity and order, fulfillment and mission.

A good many people in the knowledge society will actually live and work in these two cultures at the same time. And many more should be exposed to working experience in both cultures, by rotation early in their careers—from a specialist’s job to a managerial one, for instance, rotating the young computer technician into project manager and team leader, or by asking the young college professor to work part-time for two years in university administration. And again, working as “unpaid staff” in an agency of the social sector will give the individual the perspective, the balance, to respect both worlds, that of the intellectual and that of the manager.



All educated persons in the postcapitalist society will have to be prepared to understand both cultures.

TECHNES AND EDUCATED PERSON

For the educated person in the nineteenth century, technes were not knowledge. They were already taught in the university and had become “disciplines.” Their practitioners were “professionals,” rather than “tradesmen” or “artisans.” But they were not part of the liberal arts or the allgemeine Bildung, and thus not part of knowledge.

University degrees in technes go back a long way: in Europe, both the law degree and the medical degree as far back as the thirteenth century. And on the Continent and in America—though not in England—the new engineering degree (first awarded in Napoleon’s France a year or two before 1800) soon became socially accepted. Most people who were considered “educated” made their living practicing a techne—whether as lawyers, physicians, engineers, geologists, or, increasingly, in business (only in England was there esteem for the “gentleman” without occupation). But their job or their profession was seen as a “living,” not a “life.”

Outside their offices, the techne practitioners or technologists did not talk about their work or even about their disciplines. That was “shop talk”; the Germans sneered at it as “Fachsimpelei.” It was even more derided in France: anyone who indulged in shop talk there was considered a boor and a bore, and promptly taken off the invitation lists of polite society.

But now that the technes or technologies have become knowledges in the plural, they have to be integrated into knowledge. The technes have to become part of what it means to be an educated person. The fact that the liberal arts curriculum they enjoyed so much in their college years refuses to attempt this is the reason why today’s students repudiate it a few years later. They feel let down, even betrayed. They have good reason to feel that way. Liberal arts and allgemeine Bildung that do not integrate the knowledges into a “universe of knowledge” are neither “liberal” nor “Bildung.” They fall down on their first task: to create mutual understanding, that “universe of discourse” without which there can be no civilization. Instead of uniting, such disciplines only fragment. We neither need nor will get “polymaths” who are at home in much knowledge; in fact, we will probably become even more specialized. But what we do need—and what will define the educated person in the knowledge society—is the ability to understand the various knowledges. What is each one about? What is it trying to do? What are its central concerns and theories? What major new insights has it produced? What are its important areas of ignorance, its problems, and its challenges?



TO MAKE KNOWLEDGES A PATH TO KNOWLEDGE

Without such understanding, the knowledges themselves will become sterile, will, indeed, cease to be “knowledges.” They will become intellectually arrogant and unproductive. For the major new insights in every one of the specialized knowledges arise out of another, separate specialty, out of another one of the knowledges.

Both economics and meteorology are being transformed at present by the new mathematics of chaos theory. Geology is being profoundly changed by the physics of matter; archaeology, by the genetics of DNA typing; history, by psychological, statistical, and technological analyses and techniques. An American, James M. Buchanan (b. 1919), received the 1986 Nobel Prize in Economics for applying recent economic theory to the political process and thereby standing on their heads the assumptions and theories on which political scientists had based their work for over a century.

The specialists have to take responsibility for making both themselves and their specialty understood. The media, whether magazines, movies, or television, have a crucial role to play. But they cannot do the job by themselves. Nor can any other kind of popularization. Specialties must be understood for what they are: serious, rigorous, demanding disciplines. This requires that the leaders in each of the knowledges, beginning with the leading scholars in each field, must take on the hard work of defining what it is they do.

There is no “Queen of the Knowledges” in the knowledge society. All knowledges are equally valuable; all knowledges, in the words of the great medieval saint and philosopher Saint Bonaventura, lead equally to the truth. But making them paths to truth, paths to knowledge, has to be the responsibility of the men and women who own these knowledges. Collectively, they hold knowledge in trust.

Capitalism had been dominant for over a century when Karl Marx in the first volume of Das Kapital identified it (in 1867) as a distinct social order. The term “capitalism” was not coined until thirty years later, well after Marx’s death. It would, therefore, not only be presumptuous in the extreme to attempt to write The Knowledge today; it would be ludicrously premature. All that can be attempted is to describe society and polity as we begin the transition from the Age of Capitalism (also, of course, from the Age of Socialism).

But we can hope that a hundred years hence a book of this kind, if not one entitled The Knowledge, can be written. That would mean that we have successfully weathered the transition upon which we have only just embarked. It would be as foolish to predict The Knowledge as it would have been foolish to predict in 1776—the year of the American Revolution, of Adam Smith’s Wealth of Nations, and of James Watt’s steam engine—the society of which Marx wrote a hundred years later. And it was as foolish of Marx to predict in mid-Victorian capitalism—and with “scientific infallibility”—the society in which we live now.

But one thing we can predict: The greatest change will be the change in knowledge—in its form and content, in its meaning, in its responsibility, and in what it means to be an educated person.

SUMMARY

The knowledge society changes the very idea of what it means to be an educated person. In earlier societies, the educated person was an ornament. Now the educated person is the knowledge society’s chief representative and key resource. This brings new responsibilities and new demands on the individual. The person educated in the liberal arts must not only know the great traditions of the past but be able to perceive and come to grips with reality so as to gain mastery over it.

The educated person will have to be able to understand the world’s cultures, religions, and traditions and not limit himself or herself only to knowledge of Western civilization. In an age of rapid change and turning points such as the one in which we are now living, the educated person will have to be trained in perception fully as much as in analysis.

The educated person will have to become familiar with knowledges in multiple disciplines, because changes in one discipline often originate from innovations in another discipline. The integration of knowledges will increasingly be a part of the work of the manager. This requires continuous learning and teaching. Making one’s specialized knowledge accessible to those whose specialty is a different discipline will become increasingly necessary for managing knowledge organizations as knowledge splinters further.












Conclusion

The Manager of Tomorrow



Today’s student in the college course in management will still be active and working forty-five or fifty years hence—into the third quarter of the twenty-first century.

A century ago, no one could have predicted the world of 1950 or 1960. And no one in the 1960s, when many of today’s managers began their college studies or went to work, could have predicted the world of 2008. The one thing one can predict about the politics, society, and economy that lie half a century ahead is that there will be great changes.

Yet one can also predict, with high probability, some important things with respect to the manager of tomorrow—that is, the management student of today. There will surely be new skills and, with them, a need for the manager of tomorrow to organize his or her own self-development and to acquire the habit of continuous learning. Yet the three tasks of the manager will be the same. Managers of tomorrow will have, as their first responsibility, the performance of the institution for which they work. They will be responsible for making work productive and the worker achieving. And the task of managing social impact and social responsibilities will hardly become less important or less demanding. The managers of tomorrow will, in other words, concern themselves with the same tasks as the managers of today, will worry about the same things, will face similar problems and similar demands—though they will be expected to tackle these tasks with more knowledge, more thought, more planning, and greater competence in order to operate in the knowledge society.

First, managers will have to learn how to manage in situations where they do not have command authority, where they are neither controlled nor controlling. That is a fundamental change. Management textbooks still talk mainly about managing subordinates. But one can no longer evaluate an executive in terms of how many people report to him or her. That standard doesn’t mean as much as the complexity of the job, the information it uses and generates, the contribution expected, and the different kinds of relationships needed to do the work.

Similarly, business news still refers to managing subsidiaries. But this is the control approach of the 1950s or 1960s. Businesses used to grow in one of two ways: from grassroots up or by acquisition. In both cases, the manager had control. Today businesses often grow through alliances, all kinds of dangerous liaisons and joint ventures, which very few managers understand how to effectively manage. This new type of growth upsets the traditional manager who believes he or she must own or control sources and markets.

Managers will have to make productive people who work for them but are not employees. It is probable that an enterprise will eventually outsource most work that does not have a career ladder up to senior management. To get productivity, you should consider outsourcing activities that lack their own senior management. The trend toward outsourcing has less to do with economizing and a great deal to do with quality.

Managers still talk about the people who “report” to them, but that word should be stricken from management vocabulary. Information is replacing authority. A company treasurer with outsourced information technology may have only two assistants and a receptionist, but his or her decisions in foreign exchange can lose—or make—more money in a day than the rest of the company makes all year. A scientist decides which research to do in a big company lab. He doesn’t even have a secretary or a title, but his track record means that he is not apt to be overruled. He may have more effect on results than the CEO. In the military, a lieutenant colonel used to command a battalion, but today he may have only a receptionist and be in charge of liaisons with a major foreign country.

One can, however, also anticipate significant expansion in the application of managerial tasks. One of them will surely be a major thrust toward systematic management in the public-service institution—whether government agency, hospital, school, or university. Indeed, the frontier of management in this half of the twenty-first century is likely to be in the public-service institution, just as the frontier of management in the last seventy years was in business enterprise.

But there are also major priorities with respect to each of the major task areas that will, in all likelihood, demand systematic work on the part of the managers of tomorrow. In the first task area—that of the specific performance of business and of the public-service institution—the biggest immediate problem is to organize for systematic abandonment of the obsolete, the unproductive, the no longer appropriate. We have learned a great deal about innovation as an organized activity. At least we have learned that the making of a different tomorrow is a major responsibility of managers. Now we will have to learn that sloughing off yesterday is also a central managerial task. And this is something that managers in public-service institutions, in particular, have yet to learn. So far, public-service institutions have rarely abandoned the obsolete, and almost never done so systematically.

In the area of work and working, the big job ahead is to make the management of human resources within our organizations conform to social reality. Within the last seventy years, the “working class” has changed dramatically in all developed countries. Today’s worker is likely to be a “knowledge worker” rather than a “manual worker.” Indeed, the “blue collar worker” in manufacturing industry is already a distinct minority in all developed countries, and likely to be a very small segment of the working population by the year 2020. But even the manual worker of today, the blue-collar worker in manufacturing industry, is very different in income and above all in education, from the manual worker of yesterday. The traditional line between “worker” and “owner” is fast disappearing; it is already an anachronism, no matter how strong its emotional hold on our rhetoric. For, through the pension fund, employees (especially in the United States) are fast becoming the true owners of commerce. In the United States today, employee pension funds own about one-third of industry, and a good deal more of the truly big companies. By 2020, pension fund ownership of the share capital of American business will have risen to 50 percent or so—again, considerably more with respect to big business. Other developed countries are reaching the same end through different routes and with different mechanisms.

This will not usher in Utopia in the management of human resources. The old tensions, problems, and conflicts of work and working discussed in this book will remain. But the emergence of the worker as a true owner through pension funds—even though the worker does not directly control business—will make both possible and necessary systematic and purposeful work toward what this book has called “the responsible worker,” the worker who, regardless of job, takes a high degree of managerial responsibility for his or her own task, his or her own work group, and for the governance of the work community and its concerns. Not much innovation is required. A good many businesses, for well over a hundred years, have been doing the job. But what has been the isolated exception will have to become general rule. The needed changes will again be greatest in public-service institutions. For in managing work and working, public-service institutions, by and large, are well behind any reasonably well-managed business.

The next change in managing work and working is the need to manage one’s own career. Even today, remarkably few Americans are prepared to select jobs for themselves. When you ask, “Do you know what you are good at? Do you know your limitations?” they look at you with a blank stare. Or they often respond in terms of subject knowledge, which is the wrong answer. When they prepare their résumés, they still try to list positions like steps up a ladder. It is time to give up thinking of jobs or career paths as we once did and to think in terms of taking on assignments and acquiring competencies one after the other.

It is a very difficult thing to think through who you are and what you do best. In helping people learn how to be responsible, our educational system is more and more counterproductive. The longer you stay in school, the fewer decisions you have to make. For instance, the decision whether to take French II or Art History may be based on whether one likes to get up early in the morning. And graduate school is much worse.

Most graduates start with big companies because they have not figured out where to place themselves, and companies send in the recruiters. But as soon as the recruits get through training and into a job, they have to start making decisions about the future. Nobody’s going to do it for them.

And once they start making decisions, many of the best will move to midsize companies in three to five years, because there they can break through to top management. With less emphasis on seniority, a person can go upstairs and say, “I’ve been in accounting for three years, and I’m ready to go into marketing.”

Strange as it may seem, a knowledge economy’s greatest pitfall is in becoming a Mandarin meritocracy. You see creeping credentialism all around. Why should people find it necessary to tell me so-and-so is really a good researcher even though he or she doesn’t have a PhD? It’s easy to fall into the trap because degrees are black-and-white. But it takes judgment to weigh a person’s contribution.

You not only have to understand your own competencies, but you also have to learn the strengths of the men and women to whom you assign duties, as well as those of your peers and boss. Too many managers still go by averages. They still talk about “our engineers.” And I say, “Brother, you don’t have engineers. You have Joe and Mary and Jim and Bob, and each is different.” You can no longer manage a workforce. You lead individuals. You have to know them so well you can go and say, “Mary, you think you ought to move up to this next job? Well, then you have to learn not to have that chip on your shoulder. Forget you are a woman; you are an engineer. And you have to be a little considerate. Do not come in at ten minutes to five on Friday afternoon to tell people they have to work overtime when you knew it at nine AM.”

The key to the productivity of knowledge workers is to make them concentrate on the real assignment. Do you know why most promotions now fail? Poor fit. The standard case, of course, is the star salesman promoted to sales manager. That job can be any one of four things—a manager of salespeople, a market manager, a brand manager, or a super salesman who opens up an entire new area. But nobody figures out what it is, so the man or woman who got the promotion just tries to do more of whatever led to the promotion. That’s the surest way to be wrong.

One of the worst problems in managing knowledge workers is the assumption among knowledge workers that if you are understandable, you are vulgar. When I was growing up, it was taken for granted that economists, physicists, psychologists, leaders in any discipline, would make themselves understood. Einstein spent years with three different collaborators to make his theory of relativity accessible to the layman. Even John Maynard Keynes tried hard to make his economics accessible.

We cannot afford arrogance among knowledge workers. Knowledge is power, which is why people who had it in the past often tried to make a secret of it. In knowledge work, power comes from transmitting information to make it productive, not from hiding it.

That means you have to be intolerant of intellectual arrogance. At whatever level, knowledge people must make themselves understood, and whatever field the manager comes from, he or she must be eager to understand others. This may be the main job of the manager of technical people. He or she must not only be an interpreter but also work out a balance between specializations and exposure.

The productivity of knowledge has both a qualitative and a quantitative dimension. We know executives must be both managers of specialists and synthesizers of different fields of knowledge—really of knowledges, plural. This situation is as threatening to the traditional manager, who worries about high-falutin highbrows, as it is to the intellectual, who worries about being too commercial to earn respect in his or her discipline. But in the knowledge-based organization, the highbrow and the lowbrow have to play on the same team.

Finally, with respect to managing social impact and social responsibility, managers will have to learn how to think through systematically and carefully the difficult and risky “trade-offs” between conflicting needs and conflicting rights. At the same time, managers will have to learn to think ahead with respect to the social impacts of the institutions—whether business enterprises, schools and colleges, hospitals, or government agencies; whether the impacts are technological or social; and whether they are impacts on individuals within the organization or on society, community, and the environment outside. This is a leadership responsibility. And in a society of organizations, managers as a group are the leadership—however modest the personal role and individual power of a specific manager might be.

These are new challenges for management and new demands on it. But one can also predict a major change for the individual manager. The manager of tomorrow will increasingly have more than one career. Increasingly, men and women will change their work, their environment, their own role, sometime between the ages of forty and fifty. And the more successful a person is as a manager or professional, the more likely that he or she will make such a career change. It may only be a move from one company to another or a shift from accounting work to sales management.

But it may also be a move from one kind of institution to another. The successful controller of a fair-sized company may move, as administrator, into a hospital, for instance. “Second careers” are by no means uncommon today. However, tomorrow they may well have become the accepted rule, though we still look upon them as an exception. One reason, and by no means the only one, is the employee pension plan—especially the pension plan of businesses. They now give the middle-aged manager and professional a substantial degree of economic security, where hitherto economic uncertainty alone tended to keep people in jobs and employment they had outgrown, had become bored with, and had ceased to feel as challenging and enjoyable. And this, it is safe to predict, will put a high premium on continued learning by managers, on their taking responsibility for self-development as a person and as a manager, and on a thorough knowledge of a manager’s work, managerial skills, and managerial tools.

But the most important thing one can predict, with respect to the manager of tomorrow, is that there will be a manager of tomorrow, one defined by expected contribution. In all likelihood, there will be more managers tomorrow than there are today, and they will matter more. Unless mankind destroys itself in some such self-inflicted catastrophe as nuclear war, society will continue to be a society of organizations and a knowledge society. And to the degree to which developing nations advance socially and economically, they will increasingly become societies of organizations too.

Organizations are far from perfect. As every manager knows, they are very difficult; full of frustration, tension, and friction; clumsy and unwieldy. But they are the only tools we have to accomplish such social purposes as economic production and distribution, health care, governance, and education. And there is not the slightest reason to expect society to be willing to do without these services that only performing organizations can provide. Indeed, there is every reason to expect society to demand more performance from all its institutions, and to become more dependent upon their performance.

And it is managers who make institutions perform.











Author’s Note



The revised edition of Management is a distillation and synthesis of the writings of Peter F. Drucker on management and society with an emphasis on his published and unpublished writings between 1973, the year of publication of the original edition of Management: Tasks, Responsibilities, Practices (MTRP), and his death on November 11, 2005. His publications during this period were more extensive than his publications from 1954 to 1973, the time period between publication of The Practice of Management (1954) and publication of MTRP.

I was a colleague of Peter Drucker from 1979 until his death in 2005. In 1999, Professor Drucker began to reduce his teaching, and I began to develop and teach the graduate course Drucker on Management to MBA and executive students. Peter Drucker gave me advice on teaching that I will never forget: focus on general management and make sure students apply the principles of management either directly to their work or indirectly to cases. He wrote a book of cases precisely for this purpose.

Beginning in early 2001, Peter Drucker offered me the opportunity to collaborate with him on a number of writing projects, including The Daily Drucker and The Effective Executive in Action. I always felt like I was in the presence of a master. Working with him was a transformative experience for which I will always be grateful. I will never forget the lessons I learned such as: his concern for the dignity and development of the human being; his emphasis on mission and results; and his uncompromising demand for integrity in personal relationships.

I trace the idea for revision of this book back to a conversation I had with Peter Drucker in December 2001. After a wonderful lunch, during which he offered career advice to my son, I drove him home. During the drive I asked him when he was going to revise “the big” management book. “Never” he shouted! Stunned, I boldly asked, “Well, then, how are we going to continue to teach your material?” “Look around” he said, “it’s all there.”

My work with him on The Daily Drucker provided me the opportunity to “look around” at all of his work. It was a humbling exercise; I was amazed at the breadth and depth of his life’s work.



On June 8, 2005, I was with Peter Drucker at his home as he reviewed and edited an early draft of The Effective Executive in Action. When he finished, he turned to me and said, “I understand you want to revise my book, The Practice of Management.” He shocked me still again and I said “No, I would like to revise your management book.” He said, “There is no such book” to which I said, “Management: Tasks, Responsibilities, Practices.” “Oh,” he said, “that is going to be a lot of work.” I nodded, and he said, “Okay.”

Now that the revised edition is published, I look back and recognize just how many people have helped me. First and foremost, Peter Drucker and his wife, Doris. They gave me the opportunity. It is my hope that this book captures the heart of Peter Drucker’s work on management and extends his influence. He has shown us how to manage organizations to achieve results and to develop people in the process. He has shown us how to be successful and socially responsible at the same time.

Joan Drucker Winstein, co-trustee of the Drucker Literary Trust, worked with Ethan Friedman, senior editor of HarperCollins, to make the book a reality. I am very grateful to Joan and Ethan for their confidence and help.

Sarah Brown, editorial assistant, and Matt Inman, assistant editior, at HarperCollins provided valuable assistance from the beginning to the end of this project. I thank Sarah and Matt for their help. I also owe a debt of gratitude to Diane Aronson, senior copy chief at HarperCollins, and to Ceci Hunt, the copyeditor of this book.

Emily Trent and Kazumi Sakuhara served as my assistants and helped me to organize the Drucker body of knowledge. They served as able colleagues and friends over a two-year period of time. Jasper Spencer-Scheurich helped me to review the copyedited manuscript and the page proofs. He helped me meet the editorial and production deadlines for the book. These three assistants have my profound thanks.

Jacob High, Drucker Institute archivist, worked with me to identify, obtain and organized all primary source material for the book. My thanks to Jacob.

Dean Ira Jackson of the Peter F. Drucker and Masatoshi Ito Graduate School of Management organized the Drucker Institute. With his help and the help of Rick Wartzman, director, and Zach First, assistant director of the Drucker Institute, projects like this one have become possible. They have my thanks.

My assistant Bernadette Lambeth has assisted me every day. She is calm and positive and created an environment that helped me to be productive. My thanks to Bernadette.

Finally, my wife, Judy, has done it again. Her encouragement and patience with me have allowed me to spend the majority of my time during the past two years working on this book. She has the gift of giving and she is God’s gift to me.

Joseph A. Maciariello
 December 2007
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Below is a complete, annotated bibliography of the major books of Peter F. Drucker.


The End of Economic Man: Transaction Publishers, 1995. Originally published by John Day Company, NY, 1939.

The End of Economic Man is Peter Drucker’s first full-length book. It is a diagnostic study of the totalitarian state and the first book to study the origins of totalitarianism. He describes the reasons for the rise of fascism and the failures of established institutions that led to its emergence. Drucker develops an understanding of the dynamics of the totalitarian society and helps us to understand the causes of totalitarianism in order to prevent such a catastrophe in the future. Developing social, religious, economic, and political institutions that function effectively will prevent the emergence of circumstances that frequently encourage the totalitarian state.


The Future of Industrial Man: Transaction Publishers, 1995. Originally published by John Day Company, NY, 1942.

Drucker describes the requirements for a functioning society by developing a social theory of society in general and of the industrial society in particular. In The Future of Industrial Man, Drucker presents the requirements for any society for it to be both legitimate and functioning. Such a society must give status and function to the individual. The book addresses the question, “How can individual freedom be preserved in an industrial society in light of the dominance of managerial power and the corporation?” Written before the entrance of the United States into World War II, it is optimistic about post–World War II Europe and reaffirms its hopes and values through a time of despair. The book dared to ask, “What do we hope for the postwar world?”




Concept of the Corporation: Transaction Publishers, 1993. Originally published by John Day Company, NY, 1946.

This classic book is the first to describe and analyze the structure, policies, and practices of a large corporation, General Motors. The book looks upon a “business” as an “organization,” that is, as a social structure that brings together human beings in order to satisfy the economic needs and wants of a community. It establishes the “organization” as a distinct entity, and management of an organization as a legitimate subject of inquiry. The book represents a link between Drucker’s first two books on society and his subsequent writings on management. Detailed information is provided regarding such management practices as decentralization, pricing, and the roles of profits and of labor unions. Drucker looks at General Motors’ managerial organization and attempts to understand what makes the company work so effectively. Certain questions are addressed, such as: “What are the company’s core principles, and how do they contribute to the success of the organization?” The principles of organization and management at General Motors described in this book became models for organizations worldwide. The book addresses issues that go beyond the borders of the business corporation, and considers the “corporate state” itself.


The New Society: Transaction Publishers, 1993. Originally published by Harper & Row Publishers, NY, 1950.

In The New Society, Peter Drucker extends his previous works The Future of Industrial Man and Concept of the Corporation into a systematic, organized analysis of the industrial society that emerged out of World War II. He analyzes large business enterprises, governments, labor unions, and the place of the individual within the social context of these institutions. Following publication of the of The New Society, George G. Higgins wrote in Commonweal, “Drucker has analyzed, as brilliantly as any modern writer, the problems of industrial relations in the individual company or ‘enterprise.’ He is thoroughly at home in economics, political science, industrial psychology, and industrial sociology, and has succeeded admirably in harmonizing the findings of all four disciplines and applying them meaningfully to the practical problems of the ‘enterprise.’” Drucker believes that the interests of the worker, management, and corporation are reconcilable with society. He advances the idea of “the plant community,” in which workers are encouraged to take on more responsibility and act like “managers.” He questions whether unions can survive in their present form if the worker is encouraged to act as a manager.


The Practice of Management: HarperCollins, 1993. Originally published by Harper & Row Publishers, NY, 1954.

This classic is the first book to define management as a practice and a discipline, thus establishing Drucker as the founder of the discipline of modern management. Management has been practiced for centuries, but this book systematically defines management as a discipline that can be taught and learned. It provides a systematic guide for practicing managers who want to improve their effectiveness and productivity. It presents “management by objectives” as a genuine philosophy of management that integrates the interests of the corporation with those of the managers and contributors to an organization. Illustrations come from such companies as Ford; GE; Sears, Roebuck & Co.; GM; IBM; and AT&T.


America’s Next Twenty Years: Out of print. HarperCollins, Harper & Row Publishers, NY, 1957.

In this collection of essays, Peter Drucker discusses the issues that he believes will be significant in America, including the coming labor shortage, automation, significant wealth in the hands of a few individuals, college education, American politics, and, perhaps most significant, the growing disparity between the “haves” and the “have-nots.” In these essays, Drucker identifies the major events that “have already happened” that will “determine the future.” “Identifying the future that has already happened” is a major theme of Drucker’s many books and essays.

Landmarks of Tomorrow: Transaction Publishers, 1996. Originally published by Harper & Brothers Publishers, NY, 1959.

Landmarks of Tomorrow identifies “the future that has already happened” in three major areas of human life and experience. The first part of the book treats the philosophical shift from a Cartesian universe of mechanical cause to a new universe of pattern, purpose, and configuration. Drucker discusses the need to organize men of knowledge and of high skill for joint effort, and performance as a key component of this change. The second part of the book sketches four realities that challenge the people of the free world: an educated society, economic development, the decline of the effectiveness of government, and the collapse of Eastern culture. The final section of the book is concerned with the spiritual reality of human existence. These are seen as basic elements in late-twentieth-century society. In his new introduction, Peter Drucker revisits the main findings of Landmarks of Tomorrow and assesses their validity in relation to today’s concerns.


Managing for Results: HarperCollins, 1993. Originally published by Harper & Row Publishers, NY, 1964.

This book focuses upon economic performance as the specific function and contribution of business and the reason for its existence. The effective business, Peter Drucker observes, focuses on opportunities rather than problems. How this focus is achieved in order to make the organization prosper and grow is the subject of this companion to his classic, The Practice of Management. The earlier book was chiefly concerned with how management functions as a discipline and practice; this volume shows what the executive decision maker must do to move his enterprise forward. One of the notable accomplishments of this book is its combining of specific economic analysis with the entrepreneurial force in business prosperity. For though it discusses “what to do” more than Drucker’s previous works, the book stresses the qualitative aspect of enterprise: every successful business requires a goal and spirit all its own. Managing for Results was the first book to describe what is now widely called “business strategy” and to identify what are now called an organization’s “core competencies.”


The Effective Executive: HarperCollins, 2005. Originally published by Harper & Row Publishers, NY, 1966.

The Effective Executive is a landmark book that develops the specific practices of the executive that lead to effectiveness. It is based on observations of effective executives in business and government. Drucker starts by reminding executives that the measure of effectiveness is the ability to “get the right things done.” This involves five practices: (1) managing one’s time, (2) focusing on contribution rather than problems, (3) making strengths productive, (4) establishing priorities, and (5) making effective decisions. A major portion of the book is devoted to the process of making effective decisions and the criteria for effective decisions. Numerous examples are provided of executive effectiveness. The book concludes by emphasizing that effectiveness can be learned and must be learned.


The Age of Discontinuity: Transaction Publishers, 1992. Originally published by Harper & Row Publishers, NY, 1969.

Peter Drucker focuses with great clarity and perception on the forces of change that are transforming the economic landscape and creating tomorrow’s society. He discerns four major areas of discontinuity underlying contemporary social and cultural reality: (1) the explosion of new technologies resulting in major new industries, (2) the change from an international to a world economy, (3) a new sociopolitical reality of pluralistic institutions that poses drastic political, philosophical, and spiritual challenges, and (4) the new universe of knowledge work based on mass education, along with its implications. The Age of Discontinuity is a fascinating and important blueprint for shaping a future already very much with us.


Men, Ideas, and Politics: Out of print. HarperCollins, Harper & Row Publishers, NY, 1971.

This book is a compilation of thirteen essays addressing the issues of society—people, politics, and thought. Included are essays on Henry Ford, Japanese management, and effective presidents. Two articles in particular show aspects of Drucker’s thinking that are especially important. One is an essay on “The Unfashionable Kierkegaard,” which encourages the development of the spiritual dimension of humankind. The other is on the political philosophy of John C. Calhoun, describing the basic principles of America’s pluralism and how they shape government policies and programs.


Technology, Management, and Society: Out of print. HarperCollins, Harper & Row Publishers, NY, 1970.

Technology, Management, and Society presents an overview of the nature of modern technology and its relationships with science, engineering, and religion. The social and political forces that increasingly impinge on technological development are analyzed within the framework of broad institutional change. Peter Drucker’s critical perspective will be welcomed by scholars and students troubled by society’s growing reliance on technological solutions to complex social and political problems.


Management: Tasks, Responsibilities, Practices: HarperCollins, 1993. Originally published by Harper & Row Publishers, NY, 1973.

This book is a compendium of Drucker on management. It updates and expands on The Practice of Management, and is an essential reference book for executives. Management is an organized body of knowledge consisting of managerial tasks, managerial work, managerial tools, managerial responsibilities, and the role of top management. According to Peter Drucker, “This book tries to equip the manager with the understanding, the thinking, the knowledge, and the skills for today’s and also tomorrow’s jobs.” This management classic has been developed and tested during more than thirty years of management teaching in universities, executive programs, seminars, and through the author’s close work with managers as a consultant for large and small businesses, government agencies, hospitals, and schools.


The Pension Fund Revolution: Transaction Publishers, 1996. Originally published as The Unseen Revolution, by Harper & Row Publishers, NY, 1976.

In this book, Drucker describes how institutional investors, especially pension funds, have become the controlling owners of America’s large companies, and the country’s “capitalists.” He explores how ownership has become highly concentrated in the hands of large institutional investors, and how, through the pension funds, “ownership of the means of production” has become “socialized” without becoming “nationalized.” Another theme of this book is the aging of America. Drucker points to the new challenges this trend will pose with respect to health care, pensions, and social security’s place in the American economy and society; and how American politics, altogether, would become increasingly dominated by middle-class issues and with the values of elderly people. In the new epilogue, Drucker discusses how the increasing dominance of pension funds represents one of the most startling power shifts in economic history and examines their present-day impact.


Adventures of a Bystander: John Wiley & Sons, 1997. Originally published by Harper & Row Publishers, NY, 1978.

Adventures of a Bystander is Peter Drucker’s collection of autobiographical stories and vignettes, in which he paints a portrait of his life and of the larger historical realities of his time. Drucker conveys his life story—from his early teen years in Vienna through the interwar years in Europe, the New Deal era, World War II, and the postwar period in America—through intimate profiles of a host of fascinating people he’s known through the years. Along with bankers and courtesans, artists, aristocrats, prophets, and empire builders, we meet members of Drucker’s own family and close circle of friends, among them such prominent figures as Sigmund Freud, Henry Luce, Alfred Sloan, John L. Lewis, and Buckminster Fuller. Shedding light on a turbulent and important era, Adventures of a Bystander also reflects Peter Drucker himself as a man of imaginative sympathy and enormous interest in people, ideas, and history.


Managing in Turbulent Times: HarperCollins, 1993. Originally published by Harper & Row Publishers, NY, 1980.

This important and timely book concerns the immediate future of business, society, and the economy. We are, says Drucker, entering a new economic era with new trends, new markets, a global economy, new technologies, and new institutions. How will managers and management deal with the turbulence created by these new realities? This book, as Drucker explains it, “is concerned with action, rather than understanding, with decisions, rather than analysis.” It deals with the strategies needed to adapt to change and to turn rapid changes into opportunities, that is, to turn the threat of change into productive and profitable action that contributes positively to our society, the economy, and the individual. An organization must be structured to withstand a blow caused by environmental turbulence.


Toward the Next Economics: Out of print. HarperCollins, Harper & Row Publishers, NY, 1981.

These essays cover a wide-ranging collection of topics on business, management, economics, and society. They are all concerned with what Drucker calls “social ecology” and especially with institutions. These essays reflect “the future that has already happened.” The essays reflect Drucker’s belief that in the decade of the 1970s there were genuine changes in population structure and dynamics, changes in the role of institutions, changes in the relation between the sciences and society, and changes in the fundamental theories about economics and society, long considered as truths. The essays are international in scope.


The Changing World of the Executive: Out of print. Truman Talley Books, NY, 1982.

These essays from The Wall Street Journal explore a wide variety of topics. They deal with changes in the workforce—its jobs, its expectations—with the power relationships of a “society of employees,” and with changes in technology and in the world economy. They discuss the problems and challenges facing major institutions, including business enterprises, schools, hospitals, and government agencies. They look anew at the tasks and work of executives, at their performance and its measurement, and at executive compensation. However diverse the topics, these chapters have one common theme, the changing world of the executive—changing rapidly within the organization; changing rapidly with respect to the visions, aspirations, and even characteristics of employees, customers, and constituents; changing outside the organization, as well, economically, technologically, socially, politically.


Innovation and Entrepreneurship: HarperCollins, 1993. Originally published by Harper & Row Publishers, NY, 1985.

The first book to present innovation and entrepreneurship as a purposeful and systematic discipline. It explains and analyzes the challenges and opportunities presented by the emergence of the entrepreneurial economy in business and public-service institutions. The book is a major contribution to functioning management, organization, and economy. The book is divided into three main sections: (1) The Practice of Innovation, (2) The Practice of Entrepreneurship, and (3) Entrepreneurial Strategies. The author presents innovation and entrepreneurship as both practice and discipline, choosing to focus on the actions of the entrepreneur, as opposed to entrepreneurial psychology and temperament. All organizations, including public-service institutions, must become entrepreneurial to survive and prosper in a market economy. The book provides a description of entrepreneurial policies and windows of opportunity for developing innovative practices in both emerging and well-established organizations.


The Frontiers of Management: Truman Talley Books, 1999. Originally published by Truman Talley Books, NY, 1986.

This book is a collection of thirty-five previously published articles and essays, twenty-five of which have appeared on the editorial page of The Wall Street Journal. In a new introduction, Drucker forecasts the business trends of what was then the next millennium. The Frontiers of Management is a clear, direct, lively, and comprehensible examination of global trends and management practices. There are chapters dealing with the world economy, hostile takeovers, and the unexpected problems of success. Jobs, younger people, and career gridlock are also covered. Throughout this book, Drucker stresses the importance of forethought and of realizing that “change is opportunity” in every branch of executive decision making.


The New Realities: Transaction Publishers, 2003. Originally published by Harper & Row Publishers, NY, 1989.

This book is about the “next century.” Its thesis is that the “next century” is already here, indeed that we are well advanced into it. In this book, Drucker writes about the “social superstructure”—politics and government, society, the economy and economics, social organization, and the new knowledge society. He describes the limits of government and the dangers of “charisma” in leadership. He identifies the future organization as being information-based. While this book is not “futurism,” it attempts to define the concerns, the issues, and the controversies that will be realities for years to come. Drucker focuses on what to do today in contemplation of tomorrow. Within self-imposed limitations, he attempts to set the agenda on how to deal with some of the toughest problems we are facing today that have been created by the successes of the past.


Managing the Non-Profit Organization: HarperCollins, 1992. Originally published by HarperCollins, NY, 1990.

The service, or nonprofit, sector of our society is growing rapidly (with more than 8 million employees and more than 80 million volunteers), creating a major need for guidelines and expert advice on how to lead and manage these organizations effectively. This book applies Drucker’s perspective on management to nonprofit organizations of all kinds. He gives examples and explanations of mission, leadership, resources, marketing, goals, people development, decision making, and much more. Included are interviews with nine experts that address key issues in the nonprofit sector.


Managing for the Future: Truman Talley/E.P. Dutton, 1992.

Bringing together the most exciting of Drucker’s many recent essays on economics, business practices, managing for change, and the evolving shape of the modern corporation, Managing for the Future offers important insights and lessons for anyone trying to stay ahead of today’s unremitting competition. Drucker’s universe is a constantly expanding cosmos composed of four regions in which he demonstrates mastery: (1) the economic forces affecting our lives and livelihoods, (2) today’s changing workforce and workplaces, (3) the newest management concepts and practices, and (4) the shape of the organization, including the corporation, as it evolves and responds to ever-increasing tasks and responsibilities. Each of this book’s chapters explores a business or corporate or “people” problem, and Drucker shows how to solve it or use it as an opportunity for change.


The Ecological Vision: Transaction Publishers, 1993.

The thirty-one essays in this volume were written over a period of more than forty years. These essays range over a wide array of disciplines and subject matter. Yet they all have in common that they are “Essays in Social Ecology” and deal with the man-made environment. They all, in one way or another, deal with the interaction between individual and community. And they try to look on the economy, on technology, on art, as dimensions of social experience and as expressions of social values. The last essay in this collection, “The Unfashionable Kierkegaard,” was written as an affirmation of the existential, the spiritual, the individual dimension of the Creature. It was written by Drucker to assert that society is not enough—not even for society. It was written to affirm hope. This is an important and perceptive volume of essays.


Post-Capitalist Society: Transaction Publishers, 2005. Originally published by HarperCollins, NY, 1993.

In Post-Capitalist Society, Peter Drucker describes how every few hundred years a sharp transformation has taken place and greatly affected society—its worldview, its basic values, its business and economics, and its social and political structure. According to Drucker, we are right in the middle of another time of radical change, from the Age of Capitalism and the Nation-State to a Knowledge Society and a Society of Organizations. The primary resource in the post-capitalist society will be knowledge, and the leading social groups will be “knowledge workers.” Looking backward and forward, Drucker discusses the Industrial Revolution, the Productivity Revolution, the Management Revolution, and the governance of corporations. He explains the new functions of organizations, the economics of knowledge, and productivity as a social and economic priority. He covers the transformation from Nation-State to Megastate, the new pluralism of political systems, and the needed turnaround in government. Finally, Drucker details the knowledge issues and the role and use of knowledge in the post-capitalist society. Divided into three parts—Society, Polity, and Knowledge—Post-Capitalist Society provides a searching look into the future as well as a vital analysis of the past, focusing on the challenges of the present transition period and how, if we can understand and respond to them, we can create a new future.


Managing in a Time of Great Change: Truman Talley/E.P. Dutton, 1995.

This book compiles essays written by Drucker from 1991 to 1994 and published in the Harvard Business Review and The Wall Street Journal. All of theses essays are about change: changes in the economy, society, business, and in organizations in general. Drucker’s advice on how managers should adjust to these tectonic shifts centers around the rise of the now-ubiquitous knowledge worker and the global economy. In this book, Drucker illuminates the business challenges confronting us today. He examines current management trends and whether they really work, the implications for business in the reinvention of the government, and the shifting balance of power between management and labor.


Drucker on Asia: Out of print. Butterworth-Heinemann, 1995. First published by Diamond, Inc., Tokyo, 1995.

Drucker on Asia is the result of an extensive dialogue between two of the world’s leading business figures, Peter F. Drucker and Isao Nakauchi. Their dialogue considers the changes occurring in the economic world today and identifies the challenges that free markets and free enterprises now face, with specific reference to China and Japan. What do these changes mean to Japan? What does Japan have to do in order to achieve a “third economic miracle”? What do these changes mean to society, the individual company, the individual professional and executive? These are the questions that Drucker and Nakauchi address in their brilliant insight into the future economic role of Asia.


Peter Drucker on the Profession of Management: Harvard Business School Press, 1998. Revised edition published as Classic Drucker: Wisdom from Peter Drucker from the Pages of Harvard Business Review. Harvard Business School Press, 2006.

This is a significant collection of Peter Drucker’s landmark articles from the Harvard Business Review. Drucker seeks out, identifies, and examines the most important issues confronting managers, from corporate strategy to management style to social change. This volume provides a rare opportunity to trace the evolution of great shifts in our workplaces and to understand more clearly the role of managers in the ongoing effort to balance change with continuity—the latter a recurring theme in Drucker’s writings. These are strategically presented here to address two unifying themes: the first examines the “Manager’s Responsibilities,” while the second investigates “The Executive’s World.” Containing an important interview with Drucker on “The Post-Capitalist Executive,” as well as a preface by Drucker himself, the volume is edited by Nan Stone, longtime editor of the Harvard Business Review.


Management Challenges for the 21st Century: HarperCollins, 1999.

In his first major book since The Post-Capitalist Society, Drucker discusses the new paradigms of management—how they have changed and will continue to change our basic assumptions about the practices and principles of management. Drucker analyzes the new realities of strategy, shows how to be a leader in periods of change, and explains the “New Information Revolution,” discussing the information an executive needs and the information an executive owes. He also examines knowledge-worker productivity, and shows that changes in the basic attitude of individuals and organizations, as well as structural changes in work itself, are needed for increased productivity. Finally, Drucker addresses the ultimate challenge of managing oneself while meeting the demands on the individual during a longer working life and in an ever-changing workplace.


Managing in the Next Society: St. Martin’s Press, 2002.

In this compilation of essays—culled from published magazine articles, including a lengthy essay appearing in The Economist in November 2001, and interviews during the period of 1996 to 2002—Drucker has expertly anticipated our ever-changing business society and ever-expanding management roles. He identifies the reality of the “Next Society,” which has been shaped by three major trends: the decline of the young portion of the population, the decline of manufacturing, and the transformation of the workforce (together with the social impact of the Information Revolution). Drucker also asserts that e-commerce and e-learning are to the Information Revolution what the railroad was to the Industrial Revolution, and thus, an information society is developing. He speaks, too, of the importance of the social sector (that is, nongovernmental and nonprofit organizations), because NPOs can create what we now need: communities for citizens and especially for highly educated knowledge workers, who increasingly dominate developed societies.


The Daily Drucker (with Joseph A. Maciariello): HarperCollins, 2004.

The Daily Drucker distills the essence of management from Peter F. Drucker’s teachings in an easy-to-access, daily calendar format. It presents in organized form a key statement of Drucker’s, followed by a few lines of comment and explanation, on topics ranging across a great many fields of his work: management, business and the world economy; a changing society; innovation and entrepreneurship; decision making; the changing workforce; and the nonprofit and its management. However, the most important part of this book is the blank parts of its pages. They are where the readers will contribute—their actions, decisions, and the results of these decisions. There are 366 readings, each addressing a major topic, one for every day of the year. Each reading starts with a topic and a Drucker proverb, such as “Know Thy Time,” capturing the essence of the topic. Then there is a teaching taken directly from the works of Peter Drucker. Next comes the action step, where readers are asked to “think on” the teaching and apply it to themselves and their organization.


The Effective Executive in Action (with Joseph A. Maciariello): HarperCollins, 2005.

The Effective Executive in Action is a companion book to The Effective Executive. It provides a step-by-step guide for training oneself to be an effective person, an effective knowledge worker, and an effective executive—for training oneself to get the right things done. The book helps develop habits of effectiveness, to apply wisdom to tasks. There are five practices or skills to acquire to be an effective person. These five are (1) managing your time, (2) focusing your efforts on making contributions, (3) making your strengths productive, (4) concentrating your efforts on those tasks that are most important to results, and (5) making effective decisions. This is both a “what to do” and a “how to do it” book. It is also a self-development tool. By using the fill-in sections to record decisions, the reasons underlying them, and the expected results and then checking those against actual results, executives and other professional contributors will fast learn what they do well, what they need to improve on, and what they cannot even do.

ANTHOLOGIES

The Essential Drucker: HarperCollins, 2001.

The Essential Drucker offers, in Peter Drucker’s words, “a coherent and fairly comprehensive ‘Introduction to Management’ and gives an overview of my management work and thus answers the question I’ve been asked again and again: ‘Which writings are Essential?’” The book contains twenty-six selections on management in the organization, management and the individual, and management in society. It covers the basic principles and concerns of management, and its problems, challenges, and opportunities, giving managers, executives, and professionals the tools to perform the tasks that the economy and society of today and tomorrow will demand of them.


A Functioning Society: Transaction Publishers, 2003.

In these essays, Drucker has brought together selections from his vast writings on community, society, and the political structure. Drucker’s primary concern is with a functioning society in which the individual has status and function. Parts I and II identify the institutions that could recreate community, the collapse of which produced totalitarianism in Europe. These selections were written during World War II. Part III deals with the limits of governmental competence in the social and economic realm. This section is concerned with the differences between big government and effective government.

Novels

The Last of All Possible Worlds: Out of print. HarperCollins, 1982.

The Temptation to Do Good: Out of print. HarperCollins, 1984.
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Introduction:
Tomorrow's “Hot” Issues


Where, readers may ask, is the discussion of COMPETITIVE STRATEGY, of LEADERSHIP, of CREATIVITY, of TEAMWORK, of TECHNOLOGY in a book on MANAGEMENT CHALLENGES? Where are the “HOT” ISSUES OF TODAY? But this is the very reason why they are not in this book. It deals exclusively with TOMORROW’S “Hot” Issues—the crucial, central, life-and-death issues that are certain to be the major challenges of tomorrow.

CERTAIN? Yes. For this is not a book of PREDICTIONS, not a book about the FUTURE. The challenges and issues discussed in it are already with us in every one of the developed countries and in most of the emerging ones (e.g., Korea or Turkey). They can already be identified, discussed, analyzed and prescribed for. Some people, someplace, are already working on them. But so far very few organizations do, and very few executives. Those who do work on these challenges today, and thus prepare themselves and their institutions for the new challenges, will be the leaders and dominate tomorrow. Those who wait until these challenges have indeed become “hot” issues are likely to fall behind, perhaps never to recover.

This book is thus a Call for Action.

These challenges are not arising out of today. THEY ARE DIFFERENT. In most cases they are at odds and incompatible with what is accepted and successful today. We live in a period of PROFOUND TRANSITION—and the changes are more radical perhaps than even those that ushered in the “Second Industrial Revolution” of the middle of the 19th century, or the structural changes triggered by the Great Depression and the Second World War. READING this book will upset and disturb a good many people, as WRITING it disturbed me. For in many cases—for example, in the challenges inherent in the DISAPPEARING BIRTHRATE in the developed countries, or in the challenges to the individual, and to the employing organization, discussed in the final chapter on MANAGING ONESELF—the new realities and their demands require a REVERSAL of policies that have worked well for the last century and, even more, a change in the MINDSET of organizations as well as of individuals.

This is a MANAGEMENT BOOK. It intentionally leaves out BUSINESS CHALLENGES—even very important ones such as the question of whether the EURO will displace the U.S. dollar as the world’s key currency, or what will SUCCEED the 19th century’s most successful economic inventions, the commercial bank and the investment bank. It intentionally does not concern itself with ECONOMICS—even though the basic MANAGEMENT changes (e.g., the emergence of knowledge as the economy’s key resource) will certainly necessitate radically new economic theory and equally radically new economic policy. The book does not concern itself with politics—not even with such crucial questions as whether Russia can and will recover as a political, military and economic power. It sticks with MANAGEMENT ISSUES.

There are good reasons for this. The issues this book discusses, the new social, demographic and economic REALITIES, are not issues that GOVERNMENT can successfully deal with. They are issues that will have profound impact on politics; but they are not political issues. They are not issues the Free Market can deal with. They are also not issues of ECONOMIC THEORY or even of ECONOMIC POLICY. They are issues that only MANAGEMENT and the INDIVIDUAL knowledge worker, professional or executive can tackle and resolve. They are surely going to be debated in the domestic politics of every developed and every emerging country. But their resolution will have to take place within the individual organization and will have to be worked out by the individual organization’s MANAGEMENT—and by every single individual knowledge worker (and especially by every single executive) within the organization.

A great many of these organizations will, of course, be businesses. And a great many of the individual knowledge workers affected by these challenges will be employees of business or working with business. Yet this is a MANAGEMENT book rather than a BUSINESS management book. The challenges it presents affect ALL organizations of today’s society. In fact, some of them will affect nonbusinesses even more, if only because a good many nonbusiness organizations—the university, for instance, or the hospital, let alone the government agency—are more rigid and less flexible than businesses are, and far more deeply rooted in the concepts, the assumptions, the policies of yesterday or even, as are universities, in the assumptions of the day before yesterday (i.e., of the 19th century).

How to use the book? I suggest you read a chapter at a time—they are long chapters. And then first ask: “What do these issues, these challenges MEAN for our organization and for me as a knowledge worker, a professional, an executive?” Once you have thought this through, ask: “What ACTION should our organization and I, the individual knowledge worker and/or executive, take to make the challenges of this chapter into OPPORTUNITIES for our organization and me?”

AND THEN GO TO WORK!


Peter F Drucker

Claremont, California

New Year’s Day 1999
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Why Assumptions Matter • Management Is Business Management • The One Right Organization • The One Right Way to Manage People • Technologies and End-Users Are Fixed and Given • Management’s Scope Is Legally Defined • Management’s Scope Is Politically Defined • The Inside Is Management’s Domain






Introduction

Why Assumptions Matter

BASIC ASSUMPTIONS ABOUT REALITY are the PARADIGMS of a social science, such as management. They are usually held subconsciously by the scholars, the writers, the teachers, the practitioners in the field. Yet those assumptions largely determine what the discipline—scholars, writers, teachers, practitioners—assumes to be REALITY.

The discipline’s basic assumptions about reality determine what it focuses on. They determine what a discipline considers “facts,” and indeed what it considers the discipline itself to be all about. The assumptions also largely determine what is being disregarded in a discipline or is being pushed aside as an “annoying exception.” They decide both what in a given discipline is being paid attention to and what is neglected or ignored.


A good example is what happened to the most insightful of the earlier management scholars: Mary Parker Follett (1868–1933).* Because her assumptions did not fit the realities which the budding discipline of management assumed in the 1930s and 1940s, she became a “nonperson” even before her death in 1932, with her work practically forgotten for twenty-five years or more. And yet we now know that her basic assumptions regarding society, people and management were far closer to reality than those on which the management people then based themselves—and still largely base themselves today.


Yet, despite their importance, the assumptions are rarely analyzed, rarely studied, rarely challenged—indeed rarely even made explicit.

For a social discipline such as management the assumptions are actually a good deal more important than are the paradigms for a natural science. The paradigm—that is, the prevailing general theory—has no impact on the natural universe. Whether the paradigm states that the sun rotates around the earth or that, on the contrary, the earth rotates around the sun has no effect on sun and earth. A natural science deals with the behavior of OBJECTS. But a social discipline such as management deals with the behavior of PEOPLE and HUMAN INSTITUTIONS. Practitioners will therefore tend to act and to behave as the discipline’s assumptions tell them to. Even more important, the reality of a natural science, the physical universe and its laws, do not change (or if they do only over eons rather than over centuries, let alone over decades). The social universe has no “natural laws” of this kind. It is thus subject to continuous change. And this means that assumptions that were valid yesterday can
become invalid and, indeed, totally misleading in no time at all.

Everyone these days preaches the team as the “right” organization for every task. (I myself began to preach teams as early as 1954 and especially in my 1973 book Management: Tasks, Responsibilities, Practices.) Underlying the present orthodoxy regarding teams is a basic assumption held practically by all management theorists and by most practitioners since the earliest days of thinking about organization, that is, since Henri Fayol in France and Walter Rathenau in Germany around 1900: There is—or, at least, there MUST be—ONE right organization. And what matters most is not whether the team is indeed “the answer” (so far there is not too much evidence for it), but, as will be discussed a little later, that the basic assumption of the one right organization is no longer tenable.


What matters most in a social discipline such as management are therefore the basic assumptions. And a CHANGE in the basic assumptions matters even more.

Since the study of management first began—and it truly did not emerge until the 1930s—TWO SETS of assumptions regarding the REALITIES of management have been held by most scholars, most writers and most practitioners:

One set of assumptions underlies the DISCIPLINE of management:


	Management is Business Management.

	There is—or there must be—ONE right organization structure.

	There is—or there must be—ONE right way to manage people.



Another set of assumptions underlies the PRACTICE of Management:


	Technologies, markets and end-uses are given.

	Management’s scope is legally defined.

	Management is internally focused.

	The economy as defined by national boundaries is the “ecology” of enterprise and management.



For most of this period—at least until the early 1980s—all but the first of these assumptions were close enough to reality to be operational, whether for research, for writing, for teaching or for practicing management. By now all of them have outlived their usefulness. They are close to being caricatures. They are now so far removed from actual reality that they are becoming obstacles to the Theory and even more serious obstacles to the Practice of management. Indeed, reality is fast becoming the very opposite of what these assumptions claim it to be. It is high time therefore to think through these assumptions and to try to formulate the NEW ASSUMPTIONS that now have to inform both the study and the practice of management.


I

Management Is Business Management

For most people, inside and outside management, this assumption is taken as self-evident. Indeed management writers, management practitioners and the laity do not even hear the word “management”; they automatically hear BUSINESS MANAGEMENT.

This assumption regarding the universe of management is of fairly recent origin. Before the 1930s the few writers and thinkers who concerned themselves with management—beginning with Frederick Winslow Taylor around the turn of the century and ending with Chester Barnard just before World War II—all assumed that business management is just a subspecies of general management and basically no more different from the management of any other organization than one breed of dogs is from another breed of dogs.

The first practical application of management theory did not take place in a business but in nonprofits and government agencies. Frederick Winslow Taylor (1856–1915), the inventor of “Scientific Management,” in all probability also coined the terms “Management” and “Consultant” in their present meaning. On his calling card he identified himself as “Consultant to Management”—and he explained that he had intentionally chosen these new and strange terms to shock potential clients into awareness of his offering something totally new. But Taylor did not cite a business but the nonprofit Mayo Clinic as the “perfect example” of “Scientific Management” in his 1912 testimony before the Congress which first made the United States management-conscious. And the most publicized application of Taylor’s “Scientific Management” (though aborted by union pressure) was not in a business but in the government-owned and government-run
Watertown Arsenal of the U.S. Army.

    The first job to which the term “Manager” in its present meaning was applied was not in business. It was the City Manager—an American invention of the early years of the century. The first conscious and systematic application of “management principles” similarly was not in a business. It was the reorganization of the U.S. Army in 1901 by Elihu Root (1845–1937), Theodore Roosevelt’s Secretary of War.

    The first Management Congress—Prague in 1922—was not organized by business people but by Herbert Hoover, then U.S. Secretary of Commerce, and Thomas Masaryk, a world-famous historian and the founding President of the new Czechoslovak Republic. And Mary Parker Follett, whose work on Management began at roughly the same time, never differentiated between business management and nonbusiness management. She talked of the management of organizations, to all of which the same principles applied.


What led to the identification of Management with Business Management was the Great Depression with its hostility to business and its contempt for business executives. In order not to be tarred with the business brush, management in the public sector was rechristened “Public Administration” and proclaimed a separate discipline—with its own university departments, its own terminology, its own career ladder. At the same time—and for the same reason—what had begun as a study of management in the rapidly growing hospital (e.g., by Raymond Sloan, the younger brother of GM’s Alfred Sloan) was split off as a separate discipline and christened “Hospital Administration.”

Not to be called “management” was, in other words, “political correctness” in the Depression years.

In the postwar period, however, the fashion turned. By 1950 BUSINESS had become a “good word”—largely the result of the performance during World War II of American business management. And then very soon “business management” became “politically correct” as a field of study, above all. And ever since, management has remained identified in the public mind as well as in academia with “business management.”

Now, however, we are beginning to unmake this sixty-year-old mistake—as witness the renaming of so many “business schools” into “schools of management,” the rapidly growing offerings in “nonprofit management” by these schools, the emergence of “executive management programs” recruiting both business and nonbusiness executives or the emergence of Departments of “Pastoral Management” in divinity schools.

But the assumption that Management is Business Management still persists. It is therefore important to assert—and to do so loudly—that Management is NOT Business Management—any more than, say, Medicine is Obstetrics.

There are, of course, differences in management between different organizations—Mission defines Strategy, after all, and Strategy defines Structure. There surely are differences between managing a chain of retail stores and managing a Catholic diocese (though amazingly fewer than either chain stores or bishops believe); between managing an air base, a hospital and a software company. But the greatest differences are in the terms individual organizations use. Otherwise the differences are mainly in application rather than in principles. There are not even tremendous differences in tasks and challenges. The executives of all these organizations spend, for instance, about the same amount of their time on people problems—and the people problems are almost always the same. Ninety percent or so of what each of these organizations is concerned with is generic. And the differences in respect to the last 10 percent are no greater between businesses and nonbusinesses than they are between businesses in different
industries, for example, between a multinational bank and a toy manufacturer. In every organization—business or nonbusiness alike—only the last 10 percent of management has to be fitted to the organization’s specific mission, its specific culture, its specific history and its specific vocabulary.

That Management is not Business Management is particularly important as the growth sector of a developed society in the 21st century is most unlikely to be business—in fact, business has not even been the growth sector of the 20th century in developed societies. A far smaller proportion of the working population in every developed country is now engaged in economic activity, that is, in “business,” than it was a hundred years ago. Then virtually everybody in the working population made his or her living in economic activities (e.g., farming). The growth sectors in the 20th century in developed countries have been in “nonbusiness”—in government, in the professions, in health care, in education. As an employer and a source of livelihood business has been shrinking steadily for a hundred years (or at least since World War I). And insofar as we can predict, the growth sector in the 21st century in developed countries will not be “business,” that is, organized economic
activity. It is likely to be the nonprofit social sector. And that is also the sector where management is today most needed and where systematic, principled, theory-based management can yield the greatest results the fastest.


The first Conclusion of this analysis of the ASSUMPTIONS that must underlie Management to make productive both its study and its practice is therefore:

Management is the specific and distinguishing organ of any and all organizations.


II

The One Right Organization

Concern with management and its study began with the sudden emergence of large organizations—business, governmental civil service, the large standing army—which was the novelty of late-19th-century society.

And from the very beginning more than a century ago, the study of organization has rested on one assumption:

There is—or there must be—one right organization.


What is presented as the “one right organization” has changed more than once. But the search for the one right organization has continued and continues today.


    Organization structure in business was first tackled in France around the turn of the century, by Henri Fayol (1841–1925), the head of one of Europe’s largest but also totally disorganized enterprises, a coal-mining company. (He did not, however, publish his book until 1916.) Practitioners were also the first ones concerned with organization in the United States and at about the same time: John J. Rockefeller, Sr.; J. P. Morgan, and especially Andrew Carnegie (who still deserves to be studied and who had the most lasting impact). A little later Elihu Root applied organization theory to the U.S. Army, as already mentioned—and it is hardly coincidence that Root had been Carnegie’s legal adviser. At the same time, Georg Siemens (1839–1901), the founder in 1870 of the Deutsche Bank, used (around 1895) the organization concepts of his friend Fayol to save the rapidly floundering Siemens Electric Company that his cousin Werner Siemens (1816–1892) had founded
but had left leaderless at his death.


Yet the need for organization structure was by no means obvious to everybody in these early years.

Frederick Winslow Taylor did not see it at all. Until his death he wrote and talked of “the owners and their helpers.” And it was on this concept, that is, on a non-structure, that Henry Ford (1863–1947), up to the time of his death, tried to run what for many years (until the late 1920s) was the world’s largest manufacturing company.


It was World War I that made clear the need for a formal organization structure. But it was also World War I that showed that Fayol’s (and Carnegie’s) functional structure was not the one right organization. Immediately after World War I first Pierre S. Du Pont (1870–1954) and then Alfred Sloan (1875–1966) developed Decentralization. And now, in the last few years, we have come to tout the “Team” as the one right organization for pretty much everything.


By now, however, it should have become clear that there is no such thing as the one right organization. There are only organizations, each of which has distinct strengths, distinct limitations and specific applications. It has become clear that organization is not an absolute. It is a tool for making people productive in working together. As such, a given organization structure fits certain tasks in certain conditions and at certain times.

One hears a great deal today about “the end of hierarchy.” This is blatant nonsense. In any institution there has to be a final authority, that is, a “boss”—someone who can make the final decisions and who can expect them to be obeyed. In a situation of common peril—and every institution is likely to encounter it sooner or later—survival of all depends on clear command. If the ship goes down, the captain does not call a meeting, the captain gives an order. And if the ship is to be saved, everyone must obey the order, must know exactly where to go and what to do, and do it without “participation” or argument. “Hierarchy,” and the unquestioning acceptance of it by everyone in the organization, is the only hope in a crisis.

Other situations within the same institution require deliberation. Others still require teamwork—and so on.

Organization Theory assumes that institutions are homogeneous and that, therefore, the entire enterprise should be organized the same way.

Fayol assumed a “typical manufacturing enterprise.” Alfred Sloan in the 1920s organized each of General Motors’ decentralized divisions exactly the same way. Thirty years later, in the massive reorganization of the (American) General Electric Company in the early 1950s, it was still considered “heresy” to organize a small unit of a few dozen researchers engaged solely on development work for the U.S. Air Force differently from huge “departments” employing several thousand people and manufacturing a standard product, for example, a toaster for the kitchen. The small development group was actually saddled with a manufacturing manager, a personnel manager, a financial manager, and a public relations manager.



But in any one enterprise—probably even in Fayol’s “typical manufacturing company”—there is need for a number of different organization structures coexisting side by side.

Managing foreign currency exposure is an increasingly critical—and increasingly difficult—task in a world economy. It requires total centralization. No one unit of the enterprise can be permitted to handle its own foreign currency exposures. But in the same enterprise servicing the customer, especially in high-tech areas, requires almost complete local autonomy—going way beyond traditional decentralization. Each of the individual service people has to be the “boss,” with the rest of the organization taking its direction from them.


Certain forms of research require a strict functional organization with all specialists “playing their instrument” by themselves. Other kinds of research, however, especially research that involves decision making at an early stage (e.g., some pharmaceutical research), require teamwork from the beginning. And the two kinds of research often occur side by side and in the same research organization.

The belief that there must be one right organization is closely tied to the fallacy that Management is Business Management. If earlier students of management had not been bunkered by this fallacy but had looked at nonbusinesses, they would soon have found that there are vast differences in organization structure according to the nature of the task.

    A Catholic diocese is organized very differently from an opera. A modern army is organized very differently from a hospital. But also, typically, these institutions have more than one organization structure. In the Catholic diocese, for instance, the bishop is the absolute authority in certain areas, a constitutional monarch in others (severely limited, for instance, in his right to discipline his diocesan clergy) and virtually powerless in others—he cannot, for instance, visit a parish in his diocese unless the parish priest invites him to do so. The bishop appoints the members of the diocesan court—though custom indicates which of his clerics are eligible for such an appointment. But once that court is appointed it, rather than the bishop, has exclusive jurisdiction in a great many areas.


There are indeed some “principles” of organization.

One is surely that organization has to be transparent. People have to know and have to understand the organization structure they are supposed to work in. This sounds obvious—but it is far too often violated in most institutions (even in the military).

Another principle I have already mentioned: Someone in the organization must have the authority to make the final decision in a given area. And someone must clearly be in command in a CRISIS. It also is a sound principle that authority be commensurate with responsibility.

It is a sound principle that one person in an organization should have only one “master.” There is wisdom to the old proverb of the Roman Law that a slave who has three masters is a free man. It is a very old principle of human relations that no one should be put into a conflict of loyalties—and having more than one “master” creates such a conflict (which, by the way, is the reason that the “Jazz Combo” team, so popular now, is so difficult—every one of its members has two masters, the head of the specialty function, for example, engineering, and the team leader). It is a sound, structural principle to have the fewest layers, that is, to have an organization that is as “flat” as possible—if only because, as Information Theory tells us, “every relay doubles the noise and cuts the message in half.”

But these principles do not tell us what to do. They only tell us what not to do. They do not tell us what will work. They tell us what is unlikely to work. These principles are not too different from the ones that inform an architect’s work. They do not tell him what kind of building to build. They tell him what the restraints are. And this is pretty much what the various principles of organization structure do.


One implication: Individuals will have to be able to work at one and the same time in different organization structures. For one task they will work in a team. But for another task they will have to work—and at the same time—in a command and control structure. The same individual who is a “boss” within his or her own organization is a “partner” in an alliance, a minority participation, a joint venture and so on. Organizations, in other words, will have to become part of the executive’s toolbox.


Even more important: We need to go to work on studying the strengths and the limitations of different organizations. For what tasks are what organizations most suitable? For what tasks are what organizations least suitable? And when, in the performance of a task, should we switch from one kind of organization to another?

This analysis is perhaps most needed for the currently “politically correct” organization: the team.

It is generally assumed today that there is only one kind of team—call it the Jazz Combo—and that it fits every task. Actually there are at least half a dozen—perhaps a full dozen—very different teams, each with its own area of application, each with its own limitations and difficulties, and each requiring different management. The team that is popular now, the Jazz Combo, is arguably the most difficult one, the one most difficult to make work and the one with the most severe limitations. Unless we work out, and fast, what a given team is suited for, and what a given team is not suited for, teams will become discredited as “just another fad” within a few short years. Yet teams are important. Where they do belong and where they do work, they are the most effective organization.


And surely we will have to study and to use “mixed” structures rather than only the “pure,” “one right organization,” which organization theory—and largely also organization practice—still believes in.


One example: the dozen or more highly trained people needed to perform open-heart surgery such as a heart bypass operation. They can be seen as a pure—indeed an extreme—example of Fayol’s “functional organization,” with each member—the lead surgeon, the two assistant surgeons, the anesthesiologist, the two nurses who prepare the patient for the operation, the three nurses who assist at the operation, the two or three nurses and the resident in the recovery room and intensive care unit, the respiratory technician running the heart-lung machine, the three or four electronic technicians—each doing ONE, and only one task and never, never doing anything else. Yet these people look upon themselves as a “team”—and are seen as a team by everyone in the hospital. They are indeed a “team” in that each member—immediately and without anyone’s giving an order or saying one word—changes HOW he or she is doing the job with the slightest
change in the rhythm, the progress, the flow of the operation.


One area in which research and study are particularly needed is the ORGANIZATION OF TOP MANAGEMENT.

Concern with organization actually began with the first conscious design of the top management job—the AMERICAN CONSTITUTION. This design did solve for the first time what had been the oldest organization problem of political society and one that no earlier political system could solve: the succession problem. The Constitution made sure that there would always be a chief executive officer fully legitimate, fully authorized and (hopefully) prepared for the job—and yet not threatening the authority of the present incumbent as did the crown princes of yore. In respect to the structure of top management in nonpolitical organizations, work also antedates formal organization theory. Georg Siemens—already mentioned as the founder of the Deutsche Bank and as the savior, through imposing formal organization structure, of his cousin’s electric company (and both the Deutsche Bank and the Siemens Electric Company are still their country’s largest businesses in their respective industries)—designed
what to this day is the legal structure of top management in Germany (and, with slight variations, in Central and Northern Europe as well): a team of equal partners, each of whom, however, is a FUNCTIONAL expert and all but autonomous in his or her area, with the entire group then electing a “SPEAKER” who is not a “boss” but a “leader.”


Yet I doubt that anyone would assert that we really know how to organize the top management job, whether in a business, a university, a hospital or even a modern church.

One clear sign is the growing disparity between our rhetoric and our practice: We talk incessantly about “teams”—and every study comes to the conclusion that the top management job does indeed require a team. Yet we now practice—and not only in American industry—the most extreme “personality cult” of CEO supermen. And no one seems to pay the slightest attention in our present worship of these larger-than-life CEOs to the question of how and by what process they are to be succeeded—and yet, succession has always been the ultimate test of any top management and the ultimate test of any institution.


There is, in other words, an enormous amount of work to be done in organizational theory and organization practice—even though both are the oldest areas of organized work and organized practice in management.

The pioneers of management a century ago were right. Organizational Structure is needed. The modern enterprise—whether business, civil service, university, hospital, large church or large military—needs organization just as any biological organization beyond the ameba needs structure. But the pioneers were wrong in their assumption that there is—or should be—one right organization. Just as there are a great number of different structures for biological organizations, so there are a number of organizations for the social organism that is the modern institution. Instead of searching for the right organization, management needs to learn to look for, to develop, to test

The organization that fits the task.


III

The One Right Way to Manage People

In no other area are the basic traditional assumptions held as firmly—though mostly subconsciously—as in respect to people and their management. And in no other area are they so totally at odds with reality and so totally counterproductive.

“There is one right way to manage people—or at least there should be.” This assumption underlies practically every book or paper on the management of people.

Its most quoted exposition is Douglas McGregor’s book The Human Side of Enterprise (1960), which asserted that managements have to choose between two and only two different ways of managing people, “Theory X” and “Theory Y,” and which then asserted that Theory Y is the only sound one. (A little earlier I had said pretty much the same thing in my 1954 book The Practice of Management.) A few years later Abraham H. Maslow (1908–1970) showed in his Eupsychian Management (1962; new edition 1995 entitled Maslow on Management) that both McGregor and I were dead wrong. He showed conclusively that different people have to be managed differently.


I became an immediate convert—Maslow’s evidence is overwhelming. But to date very few people have paid much attention.

On this fundamental assumption that there is—or at least should be—one and only one right way to manage people, rest all the other assumptions about people in organizations and their management.

One of these assumptions is that the people who work for an organization are employees of the organization, working full-time, and dependent on the organization for their livelihood and their careers. Another such assumption is that the people who work for an organization are subordinates. Indeed, it is assumed that the great majority of these people have either no skill or low skills and do what they are being assigned to do.

Eighty years ago, when these assumptions were first formulated, during and at the end of WWI, they conformed close enough to reality to be considered valid. Today every one of them has become untenable. The majority of people who work for an organization may still be employees of the organization. But a very large and steadily growing minority—though working for the organization—are no longer its employees, let alone its full-time employees. They work for an outsourcing contractor, for example, the outsourcing firm that provides maintenance in a hospital or a manufacturing plant, or the outsourcing firm that runs the data processing system for a government agency or a business. They are “temps” or part-timers. Increasingly they are individual contractors working on a retainer or for a specific contractual period; this is particularly true of the most knowledgeable and therefore the most valuable people working for the organization.

Even if employed full-time by the organization, fewer and fewer people are “subordinates”—even in fairly low-level jobs. Increasingly they are “knowledge workers.” And knowledge workers are not subordinates; they are “associates.” For, once beyond the apprentice stage, knowledge workers must know more about their job than their boss does—or else they are no good at all. In fact, that they know more about their job than anybody else in the organization is part of the definition of knowledge workers.

The engineer servicing a customer does not know more about the product than the engineering manager does. But he knows more about the customer—and that may be more important than product knowledge. The meteorologist on an air base is vastly inferior in rank to the air base commander. But he is of no use unless he knows infinitely more about weather forecasting than the air base commander does. The mechanic servicing an airliner knows far more about the technical condition of the plane than the airport manager of the airline to whom he reports, and so on.


Add to this that today’s “superiors” usually have not held the jobs their “subordinates” hold—as they did only a few short decades ago and as still is widely assumed they do.

A regimental commander in the army, only a few decades ago, had held every one of the jobs of his subordinates—battalion commander, company commander, platoon commander. The only difference in these respective jobs between the lowly platoon commander and the lordly regimental commander was in the number of people each commands; the work they did was exactly alike. To be sure, today’s regimental commanders have commanded troops earlier in their careers—but often for a short period only. They also have advanced through captain and major. But for most of their careers they have held very different assignments—in staff jobs, in research jobs, in teaching jobs, attached to an embassy abroad and so on. They simply can no longer assume that they know what their “subordinate,” the captain in charge of a company, is doing or trying to do—they have been captains, of course, but they may have never commanded a company.

    Similarly, the vice-president of marketing may have come up the sales route. He or she knows a great deal about selling. But he or she knows nothing about market research, pricing, packaging, service, sales forecasting. The marketing vice-president therefore cannot possibly tell the experts in the marketing department what they should be doing, and how. Yet they are supposed to be the marketing vice-president’s “subordinates”—and the marketing vice-president is definitely responsible for their performance and for their contribution to the company’s marketing efforts.

    The same is true for the hospital administrator or the hospital’s medical director in respect to the trained knowledge workers in the clinical laboratory or in physical therapy.


To be sure, these associates are “subordinates” in that they depend on the “boss” when it comes to being hired or fired, promoted, appraised and so on. But in his or her own job the superior can perform only if these so-called subordinates take responsibility for educating him or her, that is, for making the “superior” understand what market research or physical therapy can do and should be doing, and what “results” are in their respective areas. In turn, these “subordinates” depend on the superior for direction. They depend on the superior to tell them what the “score” is.

Their relationship, in other words, is far more like that between the conductor of an orchestra and the instrumentalist than it is like the traditional superior/subordinate relationship. The superior in an organization employing knowledge workers cannot, as a rule, do the work of the supposed subordinate any more than the conductor of an orchestra can play the tuba. In turn, the knowledge worker is dependent on the superior to give direction and, above all, to define what the “score” is for the entire organization, that is, what are standards and values, performance and results. And just as an orchestra can sabotage even the ablest conductor—and certainly even the most autocratic one—a knowledge organization can easily sabotage even the ablest, let alone the most autocratic, superior.


Altogether, an increasing number of people who are full-time employees have to be managed as if they were volunteers. They are paid, to be sure. But knowledge workers have mobility. They can leave. They own their “means of production,” which is their knowledge. (See on this also Chapter Six.)

We have known for fifty years that money alone does not motivate to perform. Dissatisfaction with money grossly demotivates. Satisfaction with money is, however, mainly a “hygiene factor,” as Frederick Herzberg called it all of forty years ago in his 1959 book The Motivation to Work. What motivates—and especially what motivates knowledge workers—is what motivates volunteers. Volunteers, we know, have to get more satisfaction from their work than paid employees, precisely because they do not get a paycheck. They need, above all, challenge. They need to know the organization’s mission and to believe in it. They need continuous training. They need to see results.


Implicit in this is that different groups in the work population have to be managed differently, and that the same group in the work population has to be managed differently at different times. Increasingly “employees” have to be managed as “partners”—and it is the definition of a partnership that all partners are equal. It is also the definition of a partnership that partners cannot be ordered. They have to be persuaded. Increasingly, therefore, the management of people is a “marketing job.” And in marketing one does not begin with the question: “What do we want?” One begins with the question: “What does the other party want? What are its values? What are its goals? What does it consider results?” And this is neither “Theory X” nor “Theory Y,” nor any other specific theory of managing people.

Maybe we will have to redefine the task altogether. It may not be “managing the work of people.” The starting point both in theory and in practice may have to be “managing for performance.” The starting point may be a definition of results—just as the starting points of both the orchestra conductor and the football coach are the score.

The productivity of the knowledge worker is likely to become the center of the management of people, just as the work on the productivity of the manual worker became the center of managing people a hundred years ago, that is, since Frederick W. Taylor. This will require, above all, very different assumptions about people in organizations and their work:

One does not “manage” people.




The task is to lead people.



And the goal is to make productive the specific strengths and knowledge of each individual.


IV

Technologies and End-Users Are Fixed and Given

Four major assumptions, as said above, have been underlying the PRACTICE of Management all along—in fact for much longer than there has been a DISCIPLINE of Management.

The assumptions about technology and end-users to a very large extent underlie the rise of modern business and of the modern economy altogether. They go back to the very early days of the Industrial Revolution.

When the textile industry first developed out of what had been cottage industries it was assumed—and with complete validity—that the textile industry had its own unique technology. The same was true in respect to coal mining, and of any of the other industries that arose in the late 18th century and the first half of the 19th century. The first one to understand this and to base a major enterprise on it was also one of the first men to develop what we would today call a modern business, the German Werner Siemens (1816–1892). It led him in 1869 to hire the first university-trained scientist to start a modern research lab—devoted exclusively to what we would now call electronics, and based on a clear understanding that electronics (in those days called “low-voltage”) was distinct and separate from all other industries, and had its distinct and separate technology.


Out of this insight grew not only Siemens’s own company with its own research lab, but also the German chemical industry, which assumed worldwide leadership because it based itself on the assumption that chemistry—and especially organic chemistry—had its own unique technology. Out of it then grew all the other major leading companies the world over, whether the American electrical and chemical companies, the automobile companies, the telephone companies and so on. Out of this insight then grew what may well be the most successful invention of the 19th century, the research laboratory—the last one almost a century after Siemens’s, the 1950 lab of IBM—and at around the same time the research labs of the major pharmaceutical companies as they emerged as a worldwide industry after World War II.

By now these assumptions have become untenable. The best example is of course the pharmaceutical industry, which increasingly has come to depend on technologies that are fundamentally different from the technologies on which the pharmaceutical research lab is based: genetics, for instance, microbiology, molecular biology, medical electronics and so on.

But the same thing has happened in the automobile industry, which increasingly has become dependent on electronics, and on the computer. It has happened to the steel industry, which increasingly has become dependent on materials sciences of which the original steel companies were totally ignorant—and largely still are. It has happened to the paper industry—the list could be continued indefinitely.


In the 19th century and throughout the first half of the 20th century, it could be taken for granted that technologies outside one’s own industry had no, or at least only minimal, impact on the industry. Now the assumption to start with is that the technologies that are likely to have the greatest impact on a company and an industry are technologies outside its own field.

The original assumption was of course that one’s own research lab would and could produce everything the company—or the company’s industry—needed. And in turn the assumption was that everything that this research lab produced would be used in and by the industry that it served.


This, for instance, was the clear foundation of what was probably the most successful of all the great research labs of the last hundred years, the Bell Labs of the American telephone system. Founded in the early 1920s, the Bell Labs until the late 1960s did indeed produce practically every new knowledge and every new technology the telephone industry needed. And in turn practically everything the Bell Labs scientists produced found its main use in the telephone system. This changed drastically with what was probably the Bell Labs’s greatest scientific achievement: the transistor. The telephone company itself did become a heavy user of the transistor. But the main uses of the transistor were outside the telephone system. This was so unexpected that the Bell Telephone Company, when the transistor was first developed, virtually gave it away—it did not see enough use for it within the telephone system. But it also did not see any use for it outside it. And so what was the most revolutionary development
that came out of the Bell Labs—and certainly the most valuable one—was sold freely to all comers for the paltry sum of $25,000. It is on this total failure of the Bell Labs to understand the significance of its own achievement that practically all modern electronic companies outside of the telephone are based.

    Conversely, the things that have revolutionized the telephone system—such as digital switching or the fiberglass cable—did not come out of the Bell Labs. They came out of technologies that were foreign to telephone technology. And this has been typical altogether of the last thirty to fifty years—and it is increasingly becoming more typical of every industry.


Technologies, unlike the 19th-century technologies, no longer run in parallel. They constantly crisscross. Constantly, something in a technology of which people in a given industry have barely heard (just as the people in the pharmaceutical industry had never heard of genetics, let alone of medical electronics) revolutionizes an industry and its technology. Constantly, such outside technologies force an industry to learn, to acquire, to adapt, to change its very mindset, let alone its technical knowledge. The basic assumptions of genetics are alien to a pharmacologist—and yet genetics is rapidly revolutionizing the pharmaceutical industry. And the mindset of the geneticist is so different that so far, no major pharmaceutical company has been able to integrate genetics successfully into its own research program. It can only get access to genetics by alliances with outsiders, whether through minority participation in a genetics company or through an agreement with a university genetics department.



Equally important to the rise of 19th- and early-20th-century industry and companies was a second assumption: End-uses are fixed and given. For a certain end-use, for example, to put beer into containers, there may have been extreme competition between various suppliers of containers. But all of them, until recently, were glass companies, and there was only one way of putting beer into containers, a glass bottle.

Similarly, as soon as steel became available, that is, beginning in the last decades of the 19th century, rails for railroads were to be made from steel and from nothing else. As soon as electricity began to be transmitted over any distance, the wire had to be made from copper. And the same assumption applied to services. The credit needs of a business could only be supplied by a commercial loan from a commercial bank. The post office had a “natural monopoly” on transporting and delivering written and printed communications. There were two ways of getting fed: cooking for oneself at home or going out to a restaurant.

This was accepted as obvious not only by business, industry and the consumer, but by governments as well. The American regulation of business rests on the assumptions that to every industry pertains a unique technology and that to every end-use pertains a specific and unique product or service. These are the assumptions on which Anti-Trust was based. And to this day Anti-Trust concerns itself with the domination of the market in glass bottles and pays little attention to the fact that beer increasingly is not put into glass bottles but into cans (or, vice versa, Anti-Trust concerns itself exclusively with the concentration of supply in respect to metal containers for beer, paying no attention to the fact that beer is still being put into glass bottles, but also increasingly into plastic cans). As late as the mid-twenties the U.S. Supreme Court decided that there were two and only two mutually exclusive and non-competitive ways for telecommunication—the spoken word went via telephone and the written word went
via telegraph. And ten years later during the Depression, the Congress of the United States separated investment banking from commercial banking, each to be set up in separate institutions and each having its own exclusive end-use.


But since WWII end-uses are not uniquely tied any more to a certain product or service. The plastics of course were the first major exception to the rule. But by now it is clear that it is not just one material moving in on what was considered the “turf” of another one. Increasingly the same want is being satisfied by very different means. It is the want that is unique, and not the means to satisfy it.

As late as the beginning of WWII, news was basically the monopoly of the newspaper—an 18th-century invention that saw its biggest growth in the early years of the 20th century. By now there are several competing ways to deliver news: still the printed newspaper, increasingly the same newspaper delivered on-line through the Internet, radio, television, separate news organizations that use only electronics—as is increasingly the case with economic and business news—and quite a few additional ones.

    The U.S. Glass-Steagall Act of the Depression years not only attempted to prevent commercial banks from doing business in the investment market, it also tried to prevent investment bankers from doing commercial banking business and thus tried to give banks a monopoly on lending. One paradoxical result was that this act, intended to establish the monopoly position of the bank in the commercial market, has given the commercial market to the investment bankers. By a quirk of American law (a Supreme Court decision of the 1920s) “commercial paper” (the American equivalent to the European Bill of Exchange) was classified as a “security.” This then enabled the investment bankers after 1960 to become the dominant force in the commercial banking business, that is, to replace increasingly the banks’ commercial loan with the investment bankers’ “commercial paper.”

    But increasingly in all developed countries the fastest-growing source of commercial credit is neither the commercial bank nor the investment bank. It is the credit card in its various forms. A still fairly small but rapidly growing number of credit card customers have multiple credit cards—some as many as twenty-five or thirty. They use these cards to obtain and to maintain a level of credit far beyond their creditworthiness. That the interest rate is very high does not seem to bother them, since they do not have any intention anyhow of paying off the loans. They manipulate them by shifting the outstanding balance from one card to the other so that they are never forced to pay more than very small, minimum amounts. The credit card has thus become what used to be called “legal tender.” Nobody knows how big this new form of money has become—but it is clearly a new form of money. And it has already become so big as to make almost meaningless the figures for money in
circulation, whether Ml or M2 or M3, on which central banks and economists base their theories and their forecasts.

    And then there is the new “basic resource” information. It differs radically from all other commodities in that it does not stand under the scarcity theorem. On the contrary, it stands under an abundance theorem. If I sell a thing—for example, a book—I no longer have the book. If I impart information, I still have it. And in fact, information becomes more valuable the more people have it. What this means for economics is well beyond the scope of this book—though it is clear that it will force us radically to revise basic economic theory. But it also means a good deal for management. Increasingly basic assumptions will have to be changed. Information does not pertain to any industry or to any business. Information also does not have any one end-use, nor does any end-use require a particular kind of information or depend on one particular kind of information.


Management therefore now has to start out with the assumption that there is no one technology that pertains to any industry and that, on the contrary, all technologies are capable—and indeed likely—to be of major importance to any industry and to have impact on any industry. Management similarly has to start with the assumption that there is no one given end-use for any product or service and that, conversely, no end-use is going to be linked to any one product or service.



Some implications of this are that increasingly the noncustomers of an enterprise—whether a business, a university, a church, a hospital—are as important as the customers, if not more important.

Even the biggest enterprise (other than a government monopoly) has many more noncustomers than it has customers. There are very few institutions that supply as large a percentage of a market as 30 percent. There are therefore few institutions where the noncustomers do not amount to at least 70 percent of the potential market. And yet very few institutions know anything about the noncustomers—very few of them even know that they exist, let alone know who they are. And even fewer know why they are not customers. Yet it is with the noncustomers that changes always start.


Another critical implication is that the starting point for management can no longer be its own product or service, and not even its known market and its known end-uses for its products and services. The starting point has to be what customers consider value. The starting point has to be the assumption—an assumption amply proven by all our experience—that the customer never buys what the supplier sells. What is value to the customer is always something quite different from what is value or quality to the supplier. This applies as much to a business as to a university or to a hospital.

One example is the pastoral mega-churches that have been growing so very fast in the United States since 1980, and that are surely the most important social phenomenon in American society in the last thirty years. Almost unknown thirty years ago—there were no more than a thousand churches then that had a congregation exceeding two thousand people—there are now some twenty thousand of them. And while all the traditional denominations have steadily declined, the mega-churches have exploded. They have done so because they asked, “What is value?” to a nonchurchgoer. And they have found that it is different from what churches traditionally thought they were supplying. The greatest value to the thousands who now throng the mega-churches—and do so weekdays and Sundays—is a spiritual experience rather than a ritual, and equally management responsibility for volunteer service, whether in the church itself or, through the church, in the community.


Management, in other words, will increasingly have to be based on the assumption that neither technology nor end-use is a foundation for management  policy. They are limitations. The foundations have to be customer values and customer decisions on the distribution of their disposable income. It is with those that management policy and management strategy increasingly will have to start.



V

Management’s Scope Is Legally Defined

Management, both in theory and in practice, deals with the legal entity, the individual enterprise—whether the business corporation, the hospital, the university and so on. The scope of management is thus legally defined. This has been—and still is—the almost universal assumption.

One reason for this assumption is the traditional concept of management as being based on command and control. Command and control are indeed legally defined. The chief executive of a business, the bishop of a diocese, the administrator of a hospital have no command and control authority beyond the legal confines of their institution.


Almost a hundred years ago it first became clear that the legal definition was not adequate to manage a major enterprise.

The Japanese are usually credited with the invention of the “Keiretsu,” the management concept in which the suppliers to an enterprise are tied together with their main customer, for example, Toyota, for planning, product development, cost control and so on. But actually the Keiretsu is much older and an American invention. It goes back to around 1910 and to the man who first saw the potential of the automobile to become a major industry, William C. Durant (1861–1947). It was Durant who created General Motors by buying up small but successful automobile manufacturers such as Buick and merging them into one big automobile company. A few years later Durant then realized that he needed to bring the main suppliers into his corporation. He began to buy up and merge into General Motors one parts and accessories maker after the other, finishing in 1920 by buying Fisher Body, the country’s largest manufacturer of automobile bodies. With this purchase General Motors had come to own the manufacturers
of 70 percent of everything that went into its automobiles—and had become by far the world’s most integrated large business. It was this prototype Keiretsu that gave General Motors the decisive advantage, both in cost and in speed, which made it within a few short years both the world’s largest and the world’s most profitable manufacturing company, and the unchallenged leader in an exceedingly competitive American automobile market. In fact, for some thirty-odd years, General Motors enjoyed a 30 percent cost advantage over all its competitors, including Ford and Chrysler.

    But the Durant Keiretsu was still based on the belief that management means command and control—this was the reason that Durant bought all the companies that became part of General Motors’ Keiretsu. And this eventually became the greatest weakness of GM. Durant had carefully planned to ensure the competitiveness of the GM-owned accessory suppliers. Each of them (excepting Fisher Body) had to sell 50 percent of its output outside of GM, that is, to competing automobile manufacturers, and thus had to maintain competitive costs and competitive quality. But after WWII the competing automobile manufacturers disappeared—and with them the check on the competitiveness of GM’s wholly owned accessory divisions. Also, with the unionization of the automobile industry in 1936–1937, the high labor costs of automobile assembly plants were imposed on General Motors’ accessory divisions, which put them at a cost disadvantage that to this day they have not been able to
overcome. That Durant based his Keiretsu on the assumption that management means command and control largely explains, in other words, the decline of General Motors in the last twenty-five years and the company’s inability to turn itself around.


This was clearly realized in the 1920s and 1930s by the builder of the next Keiretsu, Sears Roebuck. As Sears became America’s largest retailer, especially of appliances and hardware, it too realized the necessity to bring together into one group its main suppliers so as to make possible joint planning, joint product development and product design, and cost control across the entire economic chain. But instead of buying these suppliers, Sears bought small minority stakes in them—more as a token of its commitment than as an investment—and based the relationship otherwise on contract. And the next Keiretsu builder—and probably the most successful one so far (even more successful than the Japanese)—was Marks & Spencer in England, which, beginning in the early 1930s, integrated practically all its suppliers into its own management system, but exclusively through contracts rather than through ownership stakes or ownership control.

It is the Marks & Spencer model that the Japanese, quite consciously, copied in the 1960s.

Actually, the share of even the most highly integrated enterprise in the total costs and the total results of the entire process is quite small indeed. While General Motors at its peak manufactured 70 percent of everything that went into the finished automobile, it got only 15 percent of what the ultimate consumer actually paid for a new car. Fifty percent of the total went for distribution, that is, for costs incurred after the finished car had left the General Motors assembly plant. Another 10–15 percent of the total were various taxes. And of the remaining 35 percent of the total, one-half—another 17 percent—was still payments to outside suppliers. Yet no manufacturing company in history has dominated a larger share of the total economic process than did GM at the period of its greatest success, that is, in the 1950s and 1960s. The share of the typical manufacturing company in the costs and revenues of the economic process—that is, what the customer ultimately pays—rarely amounts
to as much as an almost insignificant 10 percent of the total. Yet if management’s scope is legally defined, this is all the manufacturer typically has any information on—and all it can even try to manage.



In every single case, beginning with General Motors, the Keiretsu, that is, the integration into one management system of enterprises that are linked economically rather than controlled legally, has given a cost advantage of at least 25 percent and more often 30 percent. In every single case it has given dominance in the industry and in the marketplace.

And yet the Keiretsu is not enough. It is still based on power. Whether it is General Motors and the small, independent accessory companies that Durant bought between 1915 and 1920, or Sears Roebuck, or Marks & Spencer, or Toyota—the central company has overwhelming economic power. The Keiretsu is not based on a partnership of equals. It is based on the dependence of the suppliers.

Increasingly, however, the economic chain brings together genuine partners, that is, institutions in which there is equality of power and genuine independence. This is true of the partnership between a pharmaceutical company and the biology faculty of a major research university. This is true of the joint ventures through which American industry got into Japan after WWII. This is true of the partnerships today between chemical and pharmaceutical companies and companies in genetics, molecular biology or medical electronics. These companies in the new technologies may be quite small—and very often are—and badly in need of capital. But they own independent technology. Therefore they are the senior partners when it comes to technology. They, rather than the much bigger pharmaceutical or chemical company, have a choice with whom to ally themselves. The same is largely true in information technology, and also in finance. And then neither the traditional Keiretsu nor command and control work.

What is needed, therefore, is a redefinition of the scope of management. Management has to encompass the entire process. For business this means by and large the economic process. But the biology department of the major research university does not see itself as an economic unit, and cannot be managed as such. In other institutions the process also has to be defined differently. Where we have gone furthest in trying to build management of the entire process is American health care. The HMO (health maintenance organization) is an attempt—a first and so far a very tentative, very debatable attempt—to bring the entire process of health care delivery under partnership management.

The new assumption on which management, both as a discipline and as a practice, will increasingly have to base itself is that the scope of management is not legal.



It has to be operational. It has to embrace the entire process. It has to be focused on results and performance across the entire economic chain.


VI

Management’s Scope Is Politically Defined

It is still generally assumed in the discipline of management—and very largely still taken for granted in the practice of management—that the domestic economy, as defined by national boundaries, is the ecology of enterprise and management—and of nonbusinesses as much as of businesses.

This assumption underlies the traditional “multinational.”

As is well known, before WWI, as large a share of the world’s production of manufactured goods and of financial services was multinational as it is now. The 1913 leading company in any industry, whether in manufacturing or in finance, derived as large a share of its sales from selling outside its own country as it did by selling inside its own country. But insofar as it produced outside its own national boundaries, it produced within the national boundaries of another country.


One example:

The largest supplier of war materiel to the Italian Army during WWI was a young but rapidly growing company called Fiat in Turin—it made all the automobiles and trucks for the Italian Army. The largest supplier of war matériel to the Austro-Hungarian Army in WWI was also a company called Fiat—in Vienna. It supplied all the automobiles and trucks to the Austro-Hungarian Army. It was two to three times the size of its parent company. For Austria-Hungary was a much larger market than Italy, partly because it had a much larger population, and partly because it was more highly developed, especially in its Western parts. Fiat-Austria was wholly owned by Fiat-Italy. But except for the designs that came from Italy, Fiat-Austria was a separate company. Everything it used was made or bought in Austria. All products were sold in Austria. And every employee up to and including the CEO was an Austrian. When WWI came, and Austria and Italy became enemies, all the Austrians had to do, therefore, was to change
the bank account of Fiat-Austria—it kept on working as it had all along.


Even traditional industries like the automotive industry or insurance are no longer organized that way.

Until recently General Motors’ two European subsidiaries, Opel in Germany and Vauxhall in the UK, were separate companies, one producing in Germany and selling on the Continent, one producing and selling in the UK. Now GM has one European company, designing, producing and selling in all of Europe and run out of one European headquarters. GM-Europe also produces in South America and Asia—and also sells in the United States. GM-Europe increasingly also designs for the rest of General Motors Worldwide. In turn, General Motors USA increasingly designs and produces for GM-Europe and GM-Brazil, and so on. The worldwide insurance companies—the foremost of them today a German one, Allianz—are increasingly moving major activities, such as settling claims, and above all investment, into central facilities that do the work for all the group’s businesses, wherever they are.



Post-WWII industries such as the pharmaceutical industry, or the information industries, are increasingly not even organized in “domestic” and “international” units as GM and Allianz still are. They are run as a worldwide system in which individual tasks, whether research, design, engineering, development, testing and increasingly manufacturing and marketing, are each organized “transnationally.”

One large pharmaceutical company has seven labs in seven different countries, each focusing on one major area (e.g., antibiotics) but all run as one “research department” and all reporting to the same research director in headquarters. The same company has manufacturing plants in eleven countries, each highly specialized and producing one or two major product groups for worldwide distribution and sale. It has one medical director who decides in which of five or six countries a new drug is to be tested. But managing the company’s foreign exchange exposure is totally centralized in one location for the entire system. The medical-electronics business of the (American) General Electric Company has three “headquarters,” one in the United States, one in Japan, one in France, each in charge worldwide of one major technology area and the products based on it (e.g., imaging products such as traditional X-ray machines or the more recent ultrasound machines). And each of the three manufactures
in a dozen or more countries with each plant supplying a few key parts for all the other plants throughout the world.


In the traditional multinational, economic reality and political reality were congruent. The country was the “business unit,” to use today’s term. In today’s transnational—but increasingly, also, in the old multinationals as they are being forced to transform themselves—the country is only a “cost center.” It is a complication rather than the unit for organization and the unit of business, of strategy, of production and so on. (But see Chapter Two for some of the resulting problems.)

Management and national boundaries are no longer congruent. The scope of management can no longer be politically defined. National boundaries will continue to be important.

But the new assumption has to be:

National boundaries are important primarily as restraints. The practice of management—and by no means for businesses only—will increasingly have to be defined operationally rather than politically.


VII

The Inside Is Management’s Domain

All the traditional assumptions led to one conclusion: The inside of the organization is the domain of management.

This assumption explains the otherwise totally incomprehensible distinction between management and entrepreneurship.

In actual practice this distinction makes no sense whatever. An enterprise, whether a business or any other institution, that does not innovate and does not engage in entrepreneurship will not survive long.

The oldest institution in the world is the Roman Catholic church. It is usually considered the most conservative one—and prides itself on not being given to rapid changes. Yet, as an old observation has it, any major change in society produces new and very different religious orders in the Roman Catholic church—the Benedictines in the 5th century a.d., when the Barbarians overran the Roman Empire; the Franciscans and Dominicans, seven hundred years later, when cities reemerged in the Middle Ages; the Jesuits in the 16th century as an answer to the Protestant Reformation, and so on. In Protestantism, as the great church historian Richard Niebuhr (1894–1962) showed in several books, any major change in society leads to the emergence of new Protestant denominations. The emergence of the Knowledge Society today, for instance, has led on the one hand to the explosive rise of the new, large, nondenominational, pastoral “mega-churches” that attract the new knowledge workers, and to equally
explosive worldwide growth of Pentecostalism, attracting largely the less educated and therefore not upwardly mobile members of modern society.


It should have been obvious from the beginning that management and entrepreneurship are only two different dimensions of the same task. An entrepreneur who does not learn how to manage will not last long. A management that does not learn to innovate will not last long. In fact, as Chapter Three will argue, business—and every other organization today—has to be designed for change as the norm and to create change rather than react to it.

But entrepreneurial activities start with the Outside and are focused on the Outside. They therefore do not fit within the traditional assumptions of management’s domain—which explains why they have come so commonly to be regarded as different, if not incompatible. Any organization, however, which actually believes that management and entrepreneurship are different, let alone incompatible, will soon find itself out of business.

The inward focus of management has been greatly aggravated in the last decades by the rise of Information Technology. Information Technology so far may actually have done more damage to management than it has helped, as discussed in greater depth in Chapter Four.

The traditional assumption that the inside of the organization is the domain of management means that management is assumed to concern itself with efforts, if not with costs only. For effort is the only thing that exists within an organization. And, similarly, everything inside an organization is a cost center.

But results of any institution exist only on the outside.


It is understandable that management began as a concern for the inside of the organization. When the large organizations first arose—with the business enterprise, around 1870, the first and by far the most visible one—managing the inside was the new challenge. Nobody had ever done it before. But while the assumption that management’s domain is the inside of the organization originally made sense—or at least can be explained—its continuation makes no sense whatever. It is a contradiction of the very function and nature of organization.

Management must focus on the results and performance of the organization. Indeed, the first task of management is to define what results and performance are in a given organization—and this, as anyone who has worked on it can testify, is in itself one of the most difficult, one of the most controversial, but also one of the most important tasks. It is therefore the specific function of management to organize the resources of the organization for results outside the organization.

The new assumption—and the basis for the new paradigm on which management, both as a discipline and as a practice has to be based—is therefore:

Management exists for the sake of the institution’s results. It has to start with the intended results and has to organize the resources of the institution to attain these results. It is the organ to make the institution, whether business, church, university, hospital or a battered women’s shelter, capable of producing results outside of itself.




Conclusion

This chapter has not tried to give answers—intentionally so. It has tried to raise questions. But underlying all of these is one insight. The center of a modern society, economy and community is not technology. It is not information. It is not productivity. It is the managed institution as the organ of society to produce results. And management is the specific tool, the specific function, the specific instrument to make institutions capable of producing results. This, however, requires a FINAL new management paradigm:

Management’s concern and management’s responsibility are everything that affects the performance of the institution and its results—whether inside or outside, whether under the institution’s control or totally beyond it.
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Introduction

Why Strategy?

Every organization operates on a Theory of the Business,* that is, a set of assumptions as to what its business is, what its objectives are, how it defines results, who its customers are, what the customers value and pay for.

Strategy converts this Theory of the Business into performance. Its purpose is to enable an organization to achieve its desired results in an unpredictable environment. For strategy allows an organization to be purposefully opportunistic.

Strategy is also the test of the Theory of the Business. Failure of the strategy to produce the expected results is usually the first serious indication that the Theory of the Business needs to be thought through again. And unexpected successes are often also the first indications that the Theory of the Business needs to be rethought. Indeed, what is an “opportunity” can only be decided if there is a strategy. Otherwise, there is no way to tell what genuinely advances the organization toward its desired results, and what is diversion and splintering of resources.

But what can strategy be based on in a period of rapid change and total uncertainty, such as the world is facing at the turn of the 21st century? Are there any assumptions on which to base the strategies of an organization and especially of a business? Are there any certainties?

There are indeed FIVE phenomena that can be considered certainties. They are, however, different from anything present strategies consider. Above all, they are not, essentially, economic. They are primarily social and political.

These five certainties are:


	The Collapsing Birthrate in the Developed World.

	Shifts in the Distribution of Disposable Income.

	Defining Performance.

	Global Competitiveness.

	The Growing Incongruence Between Economic Globalization and Political Splintering.



I

The Collapsing Birthrate

The most important single new certainty—if only because there is no precedent for it in all of history—is the collapsing birthrate in the developed world. In Western and Central Europe and in Japan, the birthrate has already fallen well below the rate needed to reproduce the population. That is, below 2.1 live births for women of reproductive age. In some of Italy’s richest regions, for example, in Bologna, the birthrate by the year 1999 had fallen to 0.8; in Japan to 1.3. In fact, Japan and all of Southern Europe—Portugal, Spain, Southern France, Italy, Greece—are drifting toward collective national suicide by the end of the 21st century. By then Italy’s population, for instance—now 60 million—might be down to 20 or 22 million; Japan’s population—now 125 million—might be down to 50 or 55 million. But even in Western and Northern Europe the birthrates are down to 1.5 and falling.

But in the United States, too, the birthrate is now below 2 and going down steadily. And it is as high as it is only because of the large number of recent immigrants who still, for the first generation, tend to retain the high birthrates of their country of origin, for example, Mexico.

In Japan and in Southern Europe, population is already peaking as it is in Germany. In the United States it will still grow for another twenty to twenty-five years, though the entire growth after the year 2015 will be in people fifty-five years and older.

But more important than absolute numbers is the age distribution within the population. Of those 20-odd million Italians by the year 2080, a very small number will be under fifteen, and a very large number—at least one-third of the population—well above sixty. In Japan the disproportion between younger people and people above any traditional retirement age will be equally great if not greater. In the United States, the young population is already growing much more slowly than the older population, past traditional retirement. Still, up to the year 2015 or so, the number of young people will still be growing in absolute numbers in the United States. But then it is likely to go down and quite rapidly.

Birthrates can change, and can do so quite fast, as the American experience after World War II proved. But even if the birthrates in the developed world were to turn up drastically, it would take twenty years or so before these new babies would reach the age at which they join the labor force. There is nothing—except unprecedentedly massive immigration—that can prevent a sharp drop in the labor force of traditional age (i.e., below sixty or sixty-five) in the developed world—in the United States after 2025 or so, in the rest of the developed world much earlier.

There is no precedent for this. The birthrate within part of the Roman Empire may have been falling after a.d. 200 or 250 but, of course, there are no figures. Above all, there is no precedent for a population structure in which old people past any traditional retirement age outnumber young people as they already do in parts of Europe and as they will do in all developed countries well before the middle of the 21st century.

For at least two hundred years, all institutions of the modern world and especially all businesses have assumed a steadily growing population. In the West the population has been growing since 1400. And from 1700 on the growth has been very fast—until well after World War II. Population growth in Japan began around 1600 or so, that is, after the end of the Civil Wars. It speeded up around 1800 and has continued until well after World War II. But increasingly, in all developed countries, the strategy of all institutions will have to be based, from now on, on the totally different assumption of a shrinking population, and especially of a shrinking young population.

An aging population—the demographic phenomenon that now preoccupies economists, politicians and the public in all developed countries—is nothing new. Life expectancies have been growing in the developed world since the 18th and certainly since the 19th century. They have not even been growing very much faster the last fifty years than they did in the last hundred and fifty years. And we also know how to deal with the problem. It will be difficult, painful, turbulent and terribly unpopular, to be sure. But within the next twenty to thirty years the retirement age in all developed countries will have to move up to around seventy-nine or so—seventy-nine being the age that, in terms of both life and health expectancies, corresponds to age sixty-five in 1936, when the United States, the last Western country to do so, adopted a national retirement plan (Social Security).

Similarly, there is nothing particularly new in the growth of the population in the Third World. It largely parallels the growth of population in the developed countries a hundred years earlier—it is not even significantly faster. And the population growth in most of the Third World is slowing down so fast that one can predict with near certainty that population in the Third World—excepting perhaps only India—will level off well before it reaches a crisis point. We know that in terms of food and raw materials there is going to be no major crisis. We know that clean water and clean air will present tremendous problems—and that altogether population and environment will have to be brought into balance. But that too is not as new a problem as most people believe. In some places in Europe (e.g., the German Ruhr) the problem was faced early in the 20th century and was solved then, and quite satisfactorily.

What is, to repeat, totally unprecedented is the collapse of the birthrate in the developed world.

Some of the implications are clear.

(1) For the next twenty or thirty years demographics will dominate the politics of all developed countries. And they will inevitably be politics of great turbulence. No country is prepared for the issues. Indeed, in no country are political factions and political parties aligned around the issues that demographics pose. Is extending retirement age “right” or “left”? Is encouraging older people to keep on working past age sixty by exempting from taxes part or all of their earned income “progressive” or “reactionary,” “Liberal” or “Conservative”?

But equally upsetting—perhaps even more so—will be the political issue of immigration. The population decline in the developed and rich countries is accompanied by population growth in most of the neighboring and poor countries of the Third World—in the case of the United States, in Central America and the Caribbean; in the case of Southern Europe, in North Africa; in the case of Germany, a Third World Russia; in the case of Japan, the Philippines, Indonesia and mainland Southeast Asia. To prevent immigration pressure is, however, very much like preventing the law of gravity. Yet there is no more inflammatory issue than large-scale immigration, especially from countries of different cultures and religions. And the turbulence will, in all likelihood, be most severe in Japan, in part because it still has the lowest retirement age, in part because its labor market is totally inflexible, but also because Japan has never before—at least not in her recorded history—allowed any immigration
whatsoever. Conversely, the problems are likely to be least severe in the United States both because it is, after all, a country of immigrants and because it has the most flexible labor markets. But even in the United States the demographic changes are bound to create enormous political emotions and to bring about totally new—and unpredictable—political shifts.

(2) For the next twenty or thirty years no developed country is likely, therefore, to have stable politics or a strong government. Government instability is going to be the norm.

(3) “Retirement” may come to mean two different things. It is quite likely that the trend toward “early retirement” will continue. But it will no longer mean that a person stops working. It will come to mean that a person stops working full-time or as an employee for an organization for the entire year rather than a few months at a time. Employment relations—traditionally among the most rigid and most uniform relationships—are likely to become increasingly heterogeneous and increasingly flexible, at least for older people (on this see also Chapters One and Six). This will increasingly be the case as the center of gravity in the older population shifts from manual workers to people who have never worked with their hands, and especially to knowledge workers—a shift that will begin in the United States around the year 2010 when the babies of the “baby boom” which began in 1948 reach traditional retirement age. For these babies were the first age cohort in human
history, a majority of which did not go into manual work but increasingly into knowledge work. They are therefore also the first age cohort in human history who, after thirty or forty years of full-time work, are not physically worn out by hard manual labor but still, in the great majority, perfectly capable to function and to work, both physically and mentally.

Major innovations in work and employment are therefore already needed in Europe and Japan. In the United States there may still be enough young people to postpone radical changes until around 2010. Yet in all likelihood the new employment relations are likely to be developed first in the United States, again because it has the most flexible and least restrictive labor markets and a tradition of experimentation by individual employers as well as by individual employees.

In the United States, therefore, employing organizations—and by no means only businesses—should start as soon as possible to experiment with new work relationships with older people and especially with older knowledge workers. The organization that first succeeds in attracting and holding knowledge workers past traditional retirement age, and makes them fully productive, will have a tremendous competitive advantage. In any event the strategy of any organization should be based on the assumption that twenty or thirty years hence, a large and growing part of the work—including some of the organization’s most important work—will be done by people who are past traditional working age; who are not and should be neither “executives” nor “subordinates,” but have no rank; who, above all, are not “employees” in the traditional sense and certainly not full-timers coming to work in a corporate office every day.

(4) The final implication is that in all developed countries the productivity of all workers—whether full-time or part-time—and especially of all knowledge workers, will have to increase very rapidly (on this see Chapter Five). Otherwise the country—and every organization in it—will lose position and become steadily poorer.

But what are the implications for the individual company in a developed country?

The first question is whether the steady growth in the number of older people will continue to provide market opportunities— and for how long? In all developed countries older people have become the most prosperous group in the society, with their postretirement incomes in many cases substantially higher than their preretirement incomes. Their numbers will continue to increase. But will their income stay high or go down? And will they continue to spend as freely as they have been doing? And—the biggest question mark—will they continue to want to be “young” and spend accordingly? The answer to these questions will very largely shape the consumer market in the developed countries and with it the economy altogether.

And what does the shrinkage in the number of young people—and especially of people under eighteen, that is, babies, children and teenagers—mean for the economy and for the individual business? Is it only a threat? Or may it also be an opportunity for a particular institution?

That there will be fewer children might be seen as a tremendous opportunity for upgrading schools everywhere. So far, Japan is the only country that even understands that the crucial element in a country’s ability to perform is the education of the small child, and that therefore the elementary school teacher is the truly important part of the educational establishment, and needs to be treated, to be respected and to be paid as such.

But even for a business that makes its living making goods for small children, the collapsing birthrate may be an opportunity. It is conceivable that having fewer children means that the child becomes more and more precious and that a larger share of the disposable income is spent on it.


This apparently has already happened in the one country that has had a shrinking birthrate as a national goal: China. The Chinese policy that restricts a family to one child has been quite effective in the large cities of China, where a majority of families have only one child. And there many families, despite their poverty, apparently spend more on the single child than they used to spend on three or four children. There are signs in Germany, but also in Italy, of similar developments. And even in the United States the middle-class family—where the birthrate is already way down—is clearly spending a good deal more on its fewer children. That it realized and exploited this underlay the tremendous success of the Mattel Company with its expensive Barbie dolls.




The birthrate collapse has tremendous political and social implications that we cannot even guess at today. But it surely will also have tremendous economic and business implications—and some of those can already be explored, some of them can already be tested. Above all, any strategy, that is, any commitment of present resources to future expectations—and this, to repeat, is what a strategy means—has to start out with demographics and, above all, with the collapsing birthrate in the developed world. Of all developments, it is the most spectacular, the most unexpected and one that has no precedent whatever.

II

The Distribution of Income

Shifts in the shares of disposable income are just as important as shifts in population, but usually even less attention is paid to them. And they are likely—indeed all but certain—to be as dramatic as the demographic changes during the first decades of the 21st century.

Businesses and industries have become highly conscious of their market standing. They all keep figures on their sales and know whether their sales go up or down. All of them know whether they grow in volume or not. But practically none knows the truly important figure: the share of the disposable income of their customers—whether other institutions and businesses or ultimate consumers—that is being spent on the products or services that they produce and sell. And practically no one knows whether the share goes up or down.

Shares in disposable income are the foundation of all economic information. In the first place, of all the outside information needed by a business (see on this Chapter Four), it is usually the most easily obtainable. It is usually also the most reliable foundation for strategy. For as a rule, trends in the distribution of disposable income that go to a certain product category or service category tend, once established, to persist for long periods of time. They are usually impervious even to the business cycle.

But for that reason, there are few more important changes for an institution than a change in the trend. And equally important is a change within the trend, that is, a switch from one kind of product or service within a category to another product or service within the same category.

And within the first decades of the 21st century there will be both changes in the trends and changes within the trend. Yet neither executives nor economists pay much attention to the distribution of the shares of disposable income. In fact, most are totally ignorant of them.


Practically all economists and the great majority of business executives believe, for instance, that the great economic expansion of the 20th century was driven by economic forces. It was not; on the contrary, the share of disposable income allocated to economic satisfaction has steadily dropped during this century in all developed countries.




The four growth sectors during the 20th century were, respectively:


	Government

	Health Care

	Education

	Leisure



with Leisure probably taking as much of the enormous expansion of economic productivity and output as the other three together.


In 1900 the great majority of people in the developed countries still worked at least sixty hours a week, fifty-one weeks a year—with about eight holidays a year—and six days a week. By the end of the century the great majority works fewer than forty hours a week—thirty-four or thirty-five in Germany—and at most (in the United States) forty-seven weeks a year (i.e., with about twelve holidays per year) and five days a week—a drop from more than 3,000 hours a year to fewer than 1,500 hours in Germany and to 1,850 hours in the hardest-working developed country, the United States.




Of these four 20th-century growth sectors, Government probably has the greatest impact on the distribution of disposable income. Not because it is a major buyer or user of products and services; except in wartime even the biggest government is only a marginal consumer. But the main economic function of government in a developed country is to redistribute between 30 and 50 percent of the country’s national income. Nothing else has therefore as great an impact on the distribution of shares of national income as changes in government policy.

The other three—Health Care, Education, Leisure—are all major users of products and services, that is, of material goods. But none of them provides material, and that means “economic,” satisfactions.

And all four are not in the “Free Market,” do not behave according to the economist’s rules of supply and demand, are not particularly “price sensitive” and altogether do not fit the economist’s model or behave according to the economist’s theories.

And yet, together, they are well over half of a developed economy, even of the most “capitalist” one.

The trends of these four sectors are therefore the first thing strategy has to consider. And all four are certain to change greatly in the next decades.

Government in its traditional form, that is, as collector and redistributor of national income, is supposed to have stopped growing (though the figures so far, especially in the United States and the UK, do not support this belief). But governments in all developed countries—despite all “privatization”—are rapidly acquiring new and very powerful tools to influence—if not to control—the distribution of disposable income: new regulations that control and direct economic resources to new goals, for example, the environment. Strategy, therefore, has to consider government the first concern in industry or company strategy.

Leisure, by contrast, is “mature” and may be “declining.” In the developed countries we are probably at the end of the steady cutting of weekly hours. Indeed, these are signs that work hours are going up again—especially in the United States and the UK. The leisure market—next to armaments the 20th century’s fastest-growing market—already shows the signs of a declining market: rapidly increasing competition for time, that is, for the leisure market’s “purchasing power”; sharply declining profit margins; and less and less true product differentiation, for example, between going to the movies or looking at a VCR on one’s own TV at home.

Both health care and education should continue to be major “growth sectors”—demographics make reasonably sure of this. But both are certain to undergo major shifts within the sector, for example, the shift, discussed earlier, from schooling the young to the continued education of highly schooled adult knowledge workers. And, probably, the shifts in health care ahead of us—in every developed country—are going to be even more radical and may happen even faster.

What do these developments in the 20th century’s growth sectors mean for the 21st century’s strategy of an industry and of a particular institution within it, whether a business, a university, a hospital, a church?

The answer to this question first requires defining what makes an industry a “growth” industry, a “mature” industry or a “declining” industry. A growth industry is one in which the demand for its products, whether goods or services, grows faster than national income and/or population. An industry in which the demand for its products or services grows as fast as national income and/or population is a “mature” industry. And an industry in which the demand for its products or services grows less fast than national income and/or population is a “declining” industry, even if its absolute sales volume still continues to grow.


The passenger-automobile industry of the world, for instance, has been a declining industry for the last thirty or forty years. It was a growth industry until 1960 or perhaps 1970. By that time Europe and Japan had become fully motorized. Total sales of passenger cars the world over are still growing worldwide, though only slowly. But they are growing much less fast than either national income or population.




Similarly, since the First World War—and probably since 1900— the share of disposable income in the developed countries, but altogether in the world economy, that is being spent on commodities of all kinds has been going down steadily at the rate of one-half of one percent per annum compound—wartimes excepted. This has held true for both food and industrial raw materials. This has meant that since 1900, the prices of all commodities have trended downward over any period of time.

And the trend is still downward.

Mature or declining industries may turn around and again become growth industries.


This may be the case of industries that produce transportation materials, for example, locomotives or road-building equipment. In the developed countries the existing transportation infrastructure has been grossly undermaintained. In emerging and Third World countries it is decades behind the needs of the economy and of the population—with China, perhaps, the outstanding example. Will this lead to another transportation boom such as fueled the economic expansion of the mid-19th century? There are few signs of this so far—but it is one of the trends to be watched.



For, to repeat, few things are as important for a strategy—both as threat and as opportunity—as a change in the trend of the shares of disposable income that such an upturn would represent.



The Present Growth Industries

But what are the present growth industries—and what can we learn from them?


The world’s fastest-growing and most prosperous industry in the closing thirty years of the 20th century has not been Information. It has been Financial Services—but Financial Services the like of which did not exist at any earlier time, that is, retail services to provide an affluent, aging population in the developed countries with financial products to provide retirement income. And the demographic changes discussed earlier in this chapter largely underlie these new financial services.


Increasingly in the developed countries the newly affluent middle-class people, and especially those who do not work with their hands but work as service or knowledge workers, realize when they reach age forty-five or fifty that the existing retirement provisions are unlikely to be adequate should they survive into old age. And thus, beginning with age forty-five or fifty these people begin to look for investments that will promise them financial security thirty years hence.

    This new growth industry is, however, quite different from the traditional financial industry such as the “corporate banker,” a J. P. Morgan for instance, a Citibank or a Goldman Sachs. The new investors are not primarily interested in “making money” or in “deals.” Their main concern is to maintain what little money they have as a cushion for their retirement years. The institutions that understand this—mutual funds, pension-fund managers and a few, mostly new, brokerage houses—have prospered mightily, first in the United States, then in the UK, and increasingly in Continental Europe and in the Japanese markets.

    Most of the traditional financial “giants” did not, however, understand that the very meaning of “financial services” has changed. They only saw that “finance” takes a larger—a much larger—share of the disposable income in the developed countries. They therefore rapidly expanded their traditional “corporate” services. But actually the share of these traditional financial services—major corporate loans or major public offerings of corporate securities—is not growing. In all likelihood it is shrinking, and quite fast. For this is primarily a market of big companies. The growth sector in every developed country—even Japan—in the last twenty years has, however, been mid-sized businesses, with the share of big business going down steadily. And mid-sized businesses typically are not customers for traditional “corporate” financial services.

    As a result the traditional financial giants have greatly overexpanded worldwide. And as their legitimate corporate business became less and less profitable—in part because there was increasingly less of it, in part because competition for the pieces of the shrinking pie has become fiercer and fiercer, driving down profits to the vanishing point—these corporate-banking giants, American, British, Japanese, German, French, Swiss, have increasingly resorted to “trading for their own account,” that is, to outright speculation, so as to support their swollen overheads. This, however, as centuries of financial history teach (beginning with the Medici in 15th-century Europe), has only one—but an absolutely certain—outcome: catastrophic losses. And it is these losses resulting from a misreading of the trend toward financial services as a major growth industry which in large measure triggered the financial crisis that began in Asia in the mid-nineties and is threatening
to engulf the entire world economy.




The actual trend, that is, the growth of the new “retail finance” and of the new investors, is, however, likely to continue despite the crisis. At least it is likely to continue until developed societies have adapted their retirement systems to the new demographic realities discussed earlier in this chapter.


Here is another example—and another lesson.

    Everybody knows that what we call “information”—and what might be more aptly called “Access to the World”—has been a major growth industry, growing much faster in every developed or developing country—and even in totally underdeveloped Third World countries—than either national income or population. All of us hear “Electronics” or “Computers” when we hear “Information.” But the number of printed books published and sold in every developed country has gone up in the last thirty or forty years as fast as the sales of the new electronics (on this see Chapter Four). The world’s leading book publishing companies may not have grown as fast as some of the top electronic companies such as Intel and Microsoft in the United States or SAP in Germany, but they have grown faster than the electronic-information industry in its totality—and are arguably more profitable. And yet, though the United States has
been the world’s biggest and fastest-growing printed-book market, no U.S. publisher saw this. As a result many American book publishers are now owned by non-Americans (with Bertelsmann, Holtzbrinck and Murdoch in the lead). And these firms increasingly dominate the printed-book market in the rest of the world—and it is growing there just as fast as in the United States, in Japan or in Europe (e.g., Bertelsmann’s book clubs in China).




Industries, whether businesses or nonbusinesses, have to be managed differently depending on whether they are growth industries, mature industries or declining industries. A growth industry that can count on demand for its products or services growing faster than economy or population manages to create the future. It needs to take the lead in innovation and needs to be willing to take risks. A mature industry needs to be managed to have a leadership position in a few, a very few, but crucial areas, and especially in areas where the demand can be satisfied at substantially lower cost by advanced technology or advanced quality. And it needs to be managed for flexibility and rapid change. A mature industry shifts from one way of satisfying wants to another. A mature industry therefore needs to be managed for alliances, partnerships and joint ventures to adapt rapidly to such



One example is the pharmaceutical industry. Until very recently—since the invention of the sulfa drugs and the antibiotics just before World War II—it was a leading growth industry. In the 1990s it became a mature industry. This means with high probability that there will be fast and sudden shifts to new ways of satisfying the old demands, for example, from chemical drugs to genetics, molecular biology, medical electronics, or even to “alternative medicine.”




In a declining industry one has to manage, above all, for steady, systematic, purposeful cost reduction and for steady improvement in quality and service, that is, for strengthening the company’s position within the industry, rather than for growth in volume—which one can only take away from somebody else. For in a declining industry it is more and more difficult to establish meaningful product differentiation. Products in a declining industry tend to become “commodities”—as is rapidly happening with passenger automobiles (except so far for a few luxury cars).

In conclusion, institutions—businesses as well as nonbusinesses—will have to learn to base their strategy on their knowledge of, and adaptation to, the trends in the distribution of disposable income and, above all, to any shifts in this distribution. And they need both quantitative information and qualitative analysis.

III

Defining Performance

James Harrington (1611–1677), the Father of the English political philosophy out of which grew Locke, Hume, Burke, and The Federalist Papers, laid down in his book Oceania that “Power Follows Property.” It was the shift in property from the great nobles to the country squires, he argued, that explained the English Revolution of the 1640s, the overthrow of absolute government and its replacement by the parliamentary government of the new property owners, the local gentry.


Demographics have, within the last fifty years, shifted property in all developed countries. We now are beginning to see the resultant shifts in power. Two developments—the emergence of an affluent (though by no means rich) middle class of nonmanual workers, and the extension of life expectancy—have led to the development of institutions such as the pension funds and the mutual funds. And these are now the legal “owners” of the key property in a modern, developed society, that is, of the publicly owned corporations.

The development began in the United States (it was first described in my 1975 book, The Unseen Revolution, reissued in 1993 as The Pension Fund Revolution). As a result, institutions representing the future pensioners now own at least 40 percent of all American publicly listed corporations, and probably more than 60 percent of the big ones. They similarly own British business. And they are beginning to be the owners of business in all other developed countries, Germany, France, Japan and so on. And with that shift in property, we are seeing a shift in power.

This underlies the present debate about the Governance of Corporations, which is basically a debate concerning for whose benefit businesses should be run. It underlies the dramatic shift to the predominance of the “shareholder interest.” And a similar debate is beginning to emerge in all other developed countries.


Till now it has not been the prevailing theorem in any country that a business, and especially a large business, should be run exclusively—or even primarily—in the interest of the shareholders. In the United States, since the late 1920s, the prevailing theorem, however fuzzy, held that the business should be run for a balance of interests—customers, employees, shareholders and so on—which in fact meant that it should not be accountable to anyone. Britain more or less followed the same path. In Japan, Germany and Scandinavia, large enterprises have been seen—and are still being seen—as being run primarily to create and to maintain social harmony, which in effect means that they are to be run in the interest of manual workers.




These traditional views are now obsolescent. But the emerging American theorem that businesses should be run exclusively for the short-term interest of the shareholders is also not tenable, and will certainly have to be revised.

The future economic security of more and more people—that is, of the people who can expect to live into old age—is increasingly dependent on their economic investments—that is, on their income as owners. The emphasis on performance as that which most benefits the shareholders will therefore not go away. Immediate gains, whether in earnings or in share price, are, however, not what they need. They need economic returns twenty or thirty years hence. But at the same time, as Chapter Five on the productivity of the knowledge worker explains, businesses will increasingly have to satisfy the interests of their knowledge work employees—or at least put these interests high enough to attract and to hold the knowledge workers they need, and to make them productive.

Consequently, the employee for whose sake the traditional German or Japanese company is supposed to be run, that is, the manual worker, will increasingly be less and less important—and with it the traditional emphasis on “social harmony” as the performance objective of business enterprise, and especially of large enterprise.

The present debate about the Governance of Corporations is therefore only a first skirmish. We will have to learn to establish new definitions of what “performance” means in a given enterprise, and especially in the large, publicly owned enterprise. We will have to learn how to balance short-term results—which is what the present emphasis on “shareholder value” amounts to— with the long-range prosperity and survival of the enterprise. Even in purely financial terms, we face something totally new: the need for an enterprise to survive thirty or forty years, that is, to survive until its investors are reaching pensionable age. This is a formidable goal—and so far quite Utopian. The average life span of business enterprise, at least as a successful organization, has never in the past been more than thirty years. We will therefore have to learn to develop new concepts of what “performance” means in an enterprise. We will have to develop new measurements and so on.
But at the same time performance will have to be defined nonfinancially so as to be meaningful to the knowledge workers and to generate “commitment” from them. And that is a nonfinancial, a “value” return.

All institutions will therefore have to think through what performance means. This used to be obvious and simple. It no longer is. And strategy increasingly will have to be based on new definitions of performance.

IV

Global Competitiveness

All institutions have to make global competitiveness a strategic goal. No institution, whether a business, a university or a hospital, can hope to survive, let alone to succeed, unless it measures up to the standards set by the leaders in its field, anyplace in the world.

One implication: It is no longer possible to base a business or a country’s economic development on cheap labor. However low its wages, a business—except for the smallest and most purely local one, for example, a local restaurant—is unlikely to survive, let alone to prosper, unless its workforce rapidly attains the productivity of the leaders of the industry anyplace in the world. This is true particularly in manufacturing. For in most manufacturing industries of the developed world the cost of manual labor is rapidly becoming a smaller and smaller factor—one-eighth of total costs or less. Low labor productivity endangers a company’s survival. But low labor costs no longer give enough of a cost advantage to offset low labor productivity.


This (as already said in Chapter One) also means that the economic development model of the 20th century—the model first developed by Japan after 1955 and then successfully copied by South Korea and Thailand—no longer works. Despite their enormous surplus of young people qualified only for unskilled manual work, emerging countries from now on will have to base growth either on technological leadership (as did the United States and Germany in the second half of the 19th century), or on productivity equal to that of the world leaders in a given industry, if not on themselves becoming the world’s productivity leaders.




The same is true for all areas: Design, Marketing, Finance, Innovation—that is, for management altogether. Performance below the world’s highest standards stunts, even if the costs are very low and even if government subsidies are very high. And “Protection” no longer protects, no matter how high the custom duties or how low the import quotas.

Still, in all likelihood, we face a protectionist wave throughout the world in the next few decades. For the first reaction to a period of turbulence is to try to build a wall that shields one’s own garden from the cold winds outside. But such walls no longer protect institutions—and especially businesses—that do not perform up to world standards. It will only make them more vulnerable.


The best example is Mexico, which for fifty years from 1929 on had a deliberate policy of building its domestic economy independent of the outside world. It did this not only by building high walls of protectionism to keep foreign competition out. It did it—and this was uniquely Mexican in the 20th-century world—by practically forbidding its own companies to export. This attempt to create a modern but purely Mexican economy failed dismally. Mexico actually became increasingly dependent on imports, both of food and of manufactured products, from the outside world. It was finally forced to open itself to the outside world, since it simply could no longer pay for the needed imports. And then Mexico found that a good deal of its industry could not survive.

    Similarly, the Japanese tried to protect the bulk of their business and industry by keeping the foreigners out while creating a small but exceedingly competitive number of export industries—and then providing these industries with capital at very low or no cost, thus giving them a tremendous competitive advantage. That policy too has failed. The present (1999) crisis in Japan is in large part the result of the failure to make the bulk of Japanese business and industry (and especially its financial industries) globally competitive.




Strategy, therefore, has to accept a new fundamental. Any institution—and not just businesses—has to measure itself against the standards set by each industry’s leaders anyplace in the world.

V

The Growing Incongruence Between Economic Reality and Political Reality

The final fundamental on which to base strategy in the period of worldwide structural change and uncertainty is the growing incongruence between economic reality and political reality.

The world economy is increasingly becoming global. National boundaries are impediments and cost centers. As discussed in the first chapter of this book, business—and increasingly many other institutions as well—can no longer define their scope in terms of national economies and national boundaries. They have to define their scope in terms of industries and services worldwide.

But at the same time, political boundaries are not going to go away. In fact, it is doubtful that even the new regional economic units, the European Economic Community, the North American Free Trade Zone (NAFTA) or Mercosur, the proposed economic community in South America, will actually weaken political boundaries, let alone overcome them.


There has been talk about the “end of sovereignty” since well before 1918. But nothing has emerged yet to take the place of national government and national sovereignty in political affairs. In fact, since 1914, the trend has been toward increasing splintering. Gone are the empires that politically unified the largest areas of the world before 1914—Austria-Hungary and the Ottoman Empire; the British, the French, the Dutch; the Portuguese and the Belgian Empires; the Eurasian Empire of Tsars and Communists. At the same time, small political units have become economically viable because money and information have become “transnational” (which actually means that they have no nationality whatever). Since 1950 one mini-state after the other has come into being, each with its own government, its own military, its own diplomatic service, its own tax and fiscal policy and so on. So far there are no signs yet of any global institutions, not even in the economic sphere, for example, a global
Central Bank controlling the totally reckless flows of money worldwide, let alone a global institution controlling tax and monetary policies worldwide.

    Even within transnational economic units, national politics still overrule economic rationality. Despite the European Economic Community, for instance, it has proven all but politically impossible to close a totally redundant plant in Belgium and shift the work to a French plant of the same company only thirty miles away, but on the other side of a national border.



We have in fact three overlapping spheres. There is a true global economy of money and information. There are regional economies in which goods circulate freely and in which impediments to the movement of services and of people are being cut back, though by no means eliminated. And then increasingly there are national and local realities, which are both economic, but above all political. And all three are growing fast. And businesses—and other institutions, for example, universities—have no choice. They have to live and perform in all spheres, and at the same time. This is the reality on which strategy has to be based. But no management anyplace knows yet what this reality actually means. They are all still groping.



Many—perhaps most—large multinationals in manufacturing, in finance, in insurance have organized themselves into worldwide “business units” across national boundaries. The leasing business of a financial services company is, for example, run as one business, whether in Spain or in Hong Kong. And it is run separately from any other business of the same financial services company in Spain or in Hong Kong, for example, the company’s foreign exchange business. But company after company has learned that for the local government or the local labor union—or any other local political agency—the “business unit” is a meaningless fiction. For them Spain or Hong Kong are the only meaningful reality and the Spanish or Hong Kong businesses of the company are therefore the only units they perceive and accept and are willing to deal with. No company I know has yet been able to figure out in advance what decision and action can actually be handled as a decision or action of
the “business unit” and which will have to be handled as a “national” one—let alone how to work out in advance how to make an action or a decision fit both realities, the economic reality of the transnational business unit and the political reality of Spanish or Hong Kong “sovereignty.”



But some implications are already clear. First, it is clear what not to do—that is, to be willing to be bribed to subordinate economic decisions to local politics. Because the political unit is becoming increasingly less powerful economically, it is increasingly tempted to offer all kinds of bribes—exemption from taxes, for instance; special-tariff protection; a guaranteed monopoly; all kinds of subsidies, and so on—to obtain an economic advantage. A typical example is the lavish subsidies given to European and Japanese automobile companies by some Southeastern U.S. states to bribe the companies into putting their new U.S. plants into the state. But of course there are hundreds—and probably thousands—of additional examples.

And a good many of them are much worse examples. The European and Japanese automobile companies had good economic reasons (at least they thought so) to build plants in the United States. In many other cases—for instance the bribes offered by small countries—the bribe is the only reason for a company to go into a certain country or to bail out a local company in trouble. It is absolutely predictable, however, that a decision motivated by such a bribe rather than by economic reality will turn into a disaster.


This is what happened, for instance, to every single manufacturing plant put by a U.S. company in the 1960s and 1970s into a small Latin American country, because that country’s government promised to give the company a monopoly in the national market.




“There ain’t no bargains” is old folk wisdom. The first rule for a business in managing the incongruence between economic reality and political reality is therefore NOT to do anything that does not satisfy economic reality. The first question has to be: “If we didn’t get the bribe, would we do this as part of our business strategy?” If the answer is “no,” don’t do it however tempting the bribe. It will be a costly failure. But even if the answer is “yes,” it is almost certainly wise to say “no” to the proffered bribe. All experience—and there is plenty of it—indicates that, in the end, one pays and pays heavily for accepting such bribes.

Closely related is another “Don’t.” Do not expand or grow globally by going into businesses—especially not by acquisition— unless they fit into the company’s Theory of the Business and its overall strategy.


In different regions or different countries, different products and/or services will behave differently. In France, for instance, the Coca-Cola Company does far better selling fruit juices than it does selling carbonated Cokes. In Japan one of its major products is coffee dispensed in vending machines. But both fruit juices and prepared coffee fit Coca-Cola’s Theory of the Business and its strategy. Physically they are different from the original Coke. In every other aspect, that is, as businesses, they are exactly the same.





To repeat something said earlier in this chapter: A strategy enables an institution to be purposefully opportunistic. If what looks like an opportunity does not advance the strategic goal of the institution, it is not an opportunity. It is a distraction. Even if it fits—or seems to fit—a particular national, that is, political, reality, it is still a distraction and is to be left alone. Otherwise it is practically bound to end in failure.

So much for the “Don’ts.” And now the two “Do’s” we already know.

Business growth and business expansion in different parts of the world will increasingly not be based on mergers and acquisitions or even on starting new, wholly owned businesses there. They will increasingly have to be based on alliances, partnerships, joint ventures and all kinds of relations with organizations located in other political jurisdictions. They will, in other words, increasingly have to be based on structures that are economic units and not legal—and therefore not political—units.


There are many other reasons—some of them discussed earlier—that growth henceforth will be based on partnerships of all sorts rather than on outright ownership and command and control. But in all likelihood one of the most compelling ones will be the need to operate in both a global world economy and a splintered world polity. A partnership is by no means a perfect solution to this problem. In fact, partnerships have enormous problems of their own. But at least the conflict between economic reality and legal reality is greatly lessened if the economic unit is not also a legal unit, but is a partnership, an alliance, a joint venture that is a relationship in which political and legal appearance can be separated from economic reality.



The final implication: All businesses will have to learn to manage their currency exposure. Every business, even a purely local one, is in the world economy today. As such, it is subject to currency fluctuations even if it does not sell outside its own country, or does not buy outside it.



Even the most provincial and most local Mexican company was severely hit by the sudden collapse of the Mexican peso a few years ago. Even the most purely local Indonesian company was severely hit by the sudden collapse of the Indonesian currency in 1998.




There is no country today that is immune to sudden currency fluctuations—for the simple reason that the world is awash in “virtual money,” that is, in liquidity for which there is no profitable investment. Every country, therefore, is awash in money that is not invested in property, in businesses, in manufacturing or in service enterprises, but kept in liquid and volatile “portfolio” investment. And very few countries have enough of a surplus in their balance of payments to service the interest on this “portfolio investment,” let alone to pay it out should it take flight. Every country’s currency, in other words, is at the mercy of short-term movements of money for which there may not be any economic rationale whatever.


This is the exact opposite of what was expected in 1973 when President Nixon cut the dollar loose from any fixed value and made it “float.” The idea then was that this would limit currency fluctuations to minor adjustments. But because governments—beginning with the American government—grossly abused this new “freedom,” currencies have become extremely unstable. They can be expected to continue to remain unstable. There is practically no reason to expect that the political units, that is, the various nations, will subordinate their fiscal, monetary and credit policies to any but their own political authority. It is to be hoped that the new European Bank will be able to maintain the Euro stable as a regional currency. But it is much too much to hope that the individual countries within the European unions will then subordinate their domestic policies to the stability of the Euro.





In other words, strategy has to be based on the assumption that currencies will continue to be volatile and unstable. One implication of this is that every management will have to learn what so far few managements can do: manage their foreign exchange exposure.

The realities discussed in this chapter do not tell an institution what to do, let alone how to do it. They raise the questions to which strategy has to find the answers for the individual institution. And there are questions that strategy so far has rarely, if ever, considered. But unless an institution starts out by considering these new realities, it will not have a strategy. It will not be prepared for the challenges that the next few years, if not the next few decades, are certain to raise. Unless these challenges can be met successfully, no enterprise can expect to succeed, let alone to prosper, in a period of turbulence, of structural change and of economic, social, political and technological transformation.
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Introduction

One Cannot Manage Change

One cannot manage change. One can only be ahead of it.

We do not hear much anymore about “overcoming resistance to change,” which ten or fifteen years ago was one of the most popular topics of management books and management seminars. Everybody has accepted by now that “change is unavoidable.” But this still implies that change is like “death and taxes”: It should be postponed as long as possible, and no change would be vastly preferable.

But in a period of upheavals, such as the one we are living in, change is the norm. To be sure, it is painful and risky, and above all it requires a great deal of very hard work. But unless it is seen as the task of the organization to lead change, the organization—whether business, university, hospital and so on—will not survive. In a period of rapid structural change, the only ones who survive are the Change Leaders.

It is therefore a central 21st-century challenge for management that its organization become a change leader. A change leader sees change as opportunity. A change leader looks for change, knows how to find the right changes and knows how to make them effective both outside the organization and inside it. This requires:


	Policies to make the future.

	Systematic methods to look for and to anticipate change.

	The right way to introduce change, both within and outside the organization.

	Policies to balance change and continuity.



It is with these four requirements for being a change leader that this chapter concerns itself.


I

Change Policies

There is a great deal of talk today about “the innovative organization.” But making an organization more receptive to innovation—even organizing it for innovation—is not nearly enough to be a change leader. It might even be a distraction. For to be a change leader requires the willingness and ability to change what is already being done just as much as to do new and different things. It requires policies to make the present create the future.

The first policy—and the foundation for all the others—is to abandon yesterday. The first need is to free resources from being committed to maintaining what no longer contributes to performance, and no longer produces results. In fact, it is not possible to create tomorrow unless one first sloughs off yesterday. To maintain yesterday is always difficult and extremely time-consuming. To maintain yesterday therefore always commits the institution’s scarcest and most valuable resources—and above all, its ablest people—to nonresults. Yet to do anything different—let alone to innovate—always runs into unexpected difficulties. It therefore always demands leadership by people of high and proven ability. And if these people are committed to maintaining yesterday, they are simply not available to create tomorrow.

The first change policy, therefore, throughout the entire institution, has to be Organized Abandonment.

The change leader puts every product, every service, every process, every market, every distribution channel, every customer and end-use, on trial for its life. And it does so on a regular schedule. The question has to be asked—and asked seriously—“If we did not do this already, would we, knowing what we now know, go into it?” If the answer is “no,” the reaction must not be “Let’s make another study.” The reaction must be “What do we do now?” The enterprise is committed to change. It is committed to action.

In three cases the right action is always outright abandonment.

    Abandonment is the right action if a product, service, market or process “still has a few good years of life.” It is these dying products, services or processes that always demand the greatest care and the greatest efforts. They tie down the most productive and ablest people. But also we almost always overestimate how much “life” there is still in the old product, service, market or process. Usually they are not “dying”; they are dead. And as an old medical proverb has it, “There is nothing as difficult and as expensive, but also nothing as futile, as to try to keep a corpse from stinking.”

    But equally a product, service, market or process should be abandoned if the only argument for keeping it is: “It’s fully written off.” To treat assets as being fully written off has its place in tax accounting, but nowhere else. For management purposes there are no “cost-less assets.” There are only “sunk costs,” the economist’s term for buildings and other fixed investments. The question is never: “What have they cost?” The question is: “What will they produce?” And assets that no longer produce except in accounting terms, that is, assets which produce only because they appear not to “cost” anything, are not assets. There are only sunk costs.


The third case where abandonment is the right policy—and the most important one—is the old and declining product, service, market or process for the sake of maintaining which, the new and growing product, service or process is being stunted or neglected.

One recent example of what not to do is how the future was sacrificed in the nineties, on the altar of yesterday, by America’s largest automobile manufacturer, General Motors, and America’s largest union of factory workers, the United Automobile Workers Union (UAW).

    Everybody in the United States knows that the Japanese automobile makers acquired 30 percent of the U.S. passenger-car market in ten short years from the mid-seventies to the mid-eighties. But few realize that none of this gain was at the expense of America’s two smaller manufacturers, Ford and Chrysler—on the contrary, both actually gained market share. One-third of the Japanese gain was at the expense of Germany’s Volkswagen, which had a market share of 10 percent in the seventies but had lost practically all of it ten years later to the Japanese. Two-thirds of the Japanese gain—a hefty 20 percent of the American market—was, however, General Motors’ loss; its market share slumped from 50 percent to 30 percent.

    For fifteen years General Motors did nothing except fiddle with prices and discounts—none to any effect. Then, finally, in the late 1980s it decided to counterattack—with a new car called the “Saturn.” The Saturn is little but a slightly more costly imitation of the Japanese—in its styling, its manufacturing and marketing, its service and its labor relations. And GM badly bungled its market introduction. Still it was a smash hit since a great many people in the United States were hungry for an American-made car of the new kind.

    But, as almost everyone outside GM immediately realized, the Saturn did not compete with the Japanese makes. All its sales came at the expense of declining—if not dying—GM brands such as Oldsmobile and Buick. And then GM—and even more so GM’s labor union, the United Automobile Workers—began to throttle the Saturn. It was denied money for expansion—that money went instead into futile attempts to “modernize” Oldsmobile and Buick plants. It was denied money to develop new models—again that money went into Oldsmobile and Buick redesigns. And the UAW began to whittle away at the Saturn’s new and successful labor relations for fear that Saturn’s example in building management-labor partnerships might spread to GM’s other plants.


Neither Oldsmobile nor Buick has benefited. Both are still going downhill. But the Saturn has been all but destroyed. And both GM and the UAW have continued their decline.


• • •

Abandonment may take different forms.



In the GM cases, for instance, one possible solution might have been to do simultaneously two things: (1) kill the dying Oldsmobile and (2) run with Saturn’s success as hard as possible, give it all the money and people it needed but set it up as a separate company free to compete aggressively with all of GM’s old products and for all of GM’s old customers.


The right answer may even be to do more of the same but to do it differently.

One example: Every book publisher knows that the bulk of its sales (some 60 percent)—and practically all of its profits—come from the “backlist,” that is, from titles that have been out more than a year or two. But no book publisher puts resources into selling the backlist. All the efforts are put into selling the new titles. A major publishing firm had tried for years to get its salespeople to sell the backlist without any success; and it also did not itself spend a penny on promoting it. Then one outside director asked: “Would we handle the backlist the way we do if we went into it now?” And when the answer was a unanimous “no,” she asked: “What do we do now?” As a result the firm reorganized itself into two separate units: one buying, editing, promoting and selling the new titles published in the current year; one promoting and selling the backlist. Within two years backlist sales had almost tripled—and the firm’s profits doubled.


How to act on abandonment is thus the second question. It is as important as the first one. It is actually more controversial and more difficult. The answer should therefore always be tested on a small scale or piloted (see a later section of this chapter).

In a period of rapid change the “How?” is likely to become obsolete faster than the “What?” The change leader must therefore also ask of every product, service, market or process: “If we were to go into this now, knowing what we now know, would we go into it the way we are doing it now?” And this question needs to be asked of the successful product, service, market and process as regularly—and as seriously—as of the unsuccessful product, service, market or process.

This applies to all areas of the enterprise. But it applies with particular force to an area that many enterprises tend to neglect, if not to ignore: distributors and distribution channels. In a time of rapid change distributors and distribution channels tend to change faster than anything else. And it is also on distributors and distribution channels that the “Information Revolution” is likely to have the greatest impact.

The terms “distributors” and “distribution channels” are of course business terms. But every institution has “distributors.” And they are every institution’s first “customers.”

Here is a nonbusiness example:

The high school placement counselor has been the “distribution channel” through whom American universities and colleges have traditionally reached prospective applicants for admission. But increasingly potential students and their parents look for information to ratings of colleges and universities published in a number of magazines, to books describing and rating different colleges and so on. Several major American universities have substantially increased the quantity and the quality of their applicants by focusing their promotional efforts on these new distribution channels—without necessarily cutting back on “selling” to the high school placement counselor.


Similarly, the health maintenance organization (HMO) has increasingly become the “distribution channel” for hospitals, where, only ten years ago, the hospital distribution channel was the physician. Increasingly, hospitals are therefore working with HMOs to reach both physician and patient.

So far, we can only speculate on the impact the Internet will have on distribution. But it will have impact. One example of what is already happening, and happening fast, is the American automobile market.

It has been known for a long time that the wife makes the decision about what cars not to buy. She, in effect, therefore makes the buying decisions. But the wife, as has also been known for a long time, does not like to shop at the automobile dealer. Hence, it is the husband who appears as the buyer when the couple visits the dealer—even though the actual decision has already been made, and made by the wife. The Internet enables the woman to do the actual buying—the dealer is rapidly becoming no more than an “outlet.”


Hence the automobile industry faces the task of making the Internet its distribution channel—General Motors is known already to work on this. But does that mean abandoning the traditional automobile dealer?

“To Abandon What” and “To Abandon How” have to be practiced systematically. Otherwise they will always be “postponed,” for they are never “popular” policies.

Here is an example of how successful abandonment policies can be organized.

In one fairly big company offering outsourcing services in most developed countries, the first Monday morning of every month is set aside for an abandonment meeting at every management level from top management to the supervisors in each area. Each of these sessions examines one part of the business—one of the services one Monday, one of the regions in which the company does business a month later, the way this or that service is organized the Monday morning of the third month and so on. Within the year, the company this way examines itself completely, including its personnel policies, for instance. In the course of a year three to four major decisions are likely to be made on the “what” of the company’s services and perhaps twice as many decisions to change the “how.” But also each year three to five ideas for new things to do come out of these sessions. These decisions to change anything—whether to abandon something, whether to abandon the way something is being done
or whether to do something new—are reported each month to all members of management. And twice a year all management levels report on what has actually happened as a result of their session, what action has been taken and with what results.


Since this company first began organized abandonment eight or nine years ago, it has grown more than four-fold (adjusted for inflation). It attributes at least half of this growth to its systematic abandonment policies.



Organized Improvement

The next policy for the change leader is organized improvement (what the Japanese call “Kaizen”)

Whatever an enterprise does internally and externally needs to be improved systematically and continuously: product and service, production processes, marketing, service, technology, training and development of people, using information. And it needs to be improved at a preset annual rate: In most areas, as the Japanese have shown, an annual improvement rate of 3 percent is realistic and achievable.

However, continuing improvement requires a major decision. What constitutes “performance” in a given area? If performance is to be improved—and that is, of course, what continuous improvement aims at—we need to define clearly what “performance” means.

One example: complex and difficult products in which the rejection rate is high. To improve a rejection rate of 40 percent of a finished product to one of 35 percent is quite obviously a substantial improvement. But in most other areas the decision is by no means that simple. What is “quality” in a product? To what extent is it defined by the producer? To what extent can it only be defined by the customer? Even more difficult very often is the definition of performance in services.



Another example:


A major commercial bank decided that the way to improve performance in its branches was to offer new and more advanced financial “products,” for example, selling Treasury bonds or giving advice on handling debt. It spent a great deal of time and money researching what kinds of financial products customers might want, developing these products and training its branch personnel to deliver them. But when the bank introduced the new products in its branches, it rapidly lost customers. Only then did the bank find out that to customers, performance of a bank branch means not having to wait in line for routine transactions. The additional “products” were valuable, the customers thought, but they only needed them once in a while.


The bank’s solution was to concentrate the tellers at the branches on the simple, repetitive, routine services, which require neither skill nor time. The new financial products were assigned to different groups of people who were moved to separate tables, with big signs advertising the products in which each table specialized. As soon as this was done, business went up sharply, both for the traditional and the new services. But because there had been no “pilot”—trying out the improvements in one or two branches would have sufficed—the bank lost almost two years and a great deal of money.

Continuous improvements in any area eventually transform the operation. They lead to product innovation. They lead to service innovation. They lead to new processes. They lead to new businesses. Eventually continuous improvements lead to fundamental change.




Exploiting Success

The next policy that the change leader needs to develop is the exploitation of success.

It is only seventy or eighty years since the “monthly report” was invented and introduced in most business organizations. By now it is routine and standard practically everywhere. Almost without exception this report, on its first page, presents the areas in which results fall below expectations, or in which expenditures exceed budget. It focuses on problems. In the monthly operating committee meeting, which also has become routine and standard in practically all enterprises—and by no means only in businesses—it is this report on the problems that is being discussed, and nothing else.


Problems cannot be ignored. And serious problems have to be taken care of. But to be change leaders, enterprises have to focus on opportunities. They have to starve problems and feed opportunities.

This requires a small but fundamental procedural change: an additional “first page” to the monthly report, and one that should precede the page that shows the problems. It requires a page that focuses on where results are better than expected, whether in terms of sales, revenues, profits or volume. As much time then should be spent on this new first page as has traditionally been spent on the problem page. In some organizations that have successfully organized themselves to be change leaders, the opportunity page is given its own full morning or its own full day, with a second full morning or full day then devoted to the problems.


Enterprises that succeed in being change leaders make sure that they staff the opportunities.

The way to do this is to list the opportunities on one page, and then to list the organization’s performing and capable people on another page. Then one allocates the ablest and most performing people to the top opportunities.


This implies that the first—and usually the best—opportunity for successful change is to exploit one’s own successes and to build on them.

The best example, perhaps, is the Japanese company Sony. It has built itself into one of the world’s leaders in a number of major businesses by systematically exploiting one success after the other—big or small.

All of Sony’s consumer electronics—the business in which it is the world leader and best known—are based on a product that was not even invented by Sony: the tape recorder. One success of a Sony product based on the tape recorder is used to design the next product and then another product based on the success of that product and so on. No step was a big one. And not all of them were successful. But by exploiting success, each of these additional new products carried very little risk—so that even when it did not succeed there was not too much damage. And enough of them were successful to make Sony into one of the world’s largest, but also one of the world’s most consistently successful, enterprises.


Another example is the medical electronics group of the American General Electric Company. In a highly competitive field it has emerged as the largest and most successful manufacturer, but also as a change leader. It has done so apparently by exploiting its successes, and by building on each success another product—often with only a fairly minor change, but one that presents a significant improvement for physician or hospital.

As in a continuous improvement, exploitation will, sooner or later, lead to genuine innovation. There comes a point when the small steps of exploitation result in a major, fundamental change, that is, in something that is genuinely new and different.


II

Creating Change

The last policy for the change leader to build into the enterprise is a systematic policy of INNOVATION, that is, a policy to create change.

It is the area to which most attention is being given today. It may, however, not be the most important one—organized abandonment, improvement, exploiting success may be more productive for a good many enterprises. And without these policies—abandonment, improvement, exploitation—no organization can hope to be a successful innovator.

But to be a successful change leader an enterprise has to have a policy of systematic innovation. And the main reason may not even be that change leaders need to innovate—though they do. The main reason is that a policy of systematic innovation produces the mindset for an organization to be a change leader. It makes the entire organization see change as an opportunity.



Windows of Opportunity

This requires a systematic policy to look, every six to twelve months, for changes that might be opportunities—in the areas that I call “the windows of opportunity”:


	The organization’s own unexpected successes and unexpected failures, but also the unexpected successes and unexpected failures of the organization’s competitors.

	Incongruities, especially incongruities in the process, whether of production or distribution, or incongruities in customer behavior.

	Process needs.

	Changes in industry and market structures.

	Changes in demographics.

	Changes in meaning and perception.



And finally:


	New knowledge.*



A change in any one of these areas raises the question: “Is this an opportunity for us to innovate, that is, to develop different products, services, processes? Does it indicate new and different markets and/or customers? New and different technologies? New and different distribution channels?” Innovation can never be risk-free. But if innovation is based on exploiting what has already happened—in the enterprise itself, in its markets, in knowledge, in society, in demographics and so on—it is far less risky than not to innovate by exploiting these opportunities.

Innovation is not “flash of genius.” It is hard work. And this work should be organized as a regular part of every unit within the enterprise, and of every level of management.



What Not to Do

There are Three Traps to avoid into which change leaders fall again and again.

1. The first trap is an innovation opportunity that is not in tune with the strategic realities discussed in Chapter Two of this book.

    It is most unlikely to work. The only innovation likely to succeed is one that fits these major realities—of demographics, of the changes in the distribution of income, of the way the institution itself and its customers define “performance,” of global competitiveness or of political and economic realities. But the “misfit” opportunity often looks very tempting—precisely because it looks truly “innovative.” But even if not resulting in failure—as it usually does—it always requires extraordinarily wasteful amounts of effort, money and time.


2. The second trap is to confuse “novelty” with “innovation.” The test of an innovation is that it creates value. A novelty only creates amusement. Yet, again and again, managements decide to innovate for no other reason than that they are bored doing the same thing or making the same product day in and day out. The test of an innovation—as is also the test of “quality”—is not: “Do we like it”? It is: “Do customers want it and will they pay for it?”


3. And the third trap: confusing motion with action. Typically when a product, service or process no longer produces results and should be abandoned or changed radically, management “reorganizes.” To be sure, reorganization is often needed. But it comes after the action, that is, after the “what” and the “how” have been faced up to. By itself reorganization is just “motion” and no substitute for action.


These three traps are so attractive that every change leader can expect to fall into one of them—or into all three—again and again. There is only one way to avoid them, or to extricate oneself if one has stumbled into them: to organize the Introduction of Change, that is, to PILOT.

III

Piloting

Enterprises of all kinds increasingly use all kinds of market research and customer research to limit, if not eliminate, the risks of change. But one cannot market research the truly new. But also nothing new is right the first time. Invariably, problems crop up that nobody even thought of. Invariably, problems that loom very large to the originator turn out to be trivial or not to exist at all. Above all, the way to do the job invariably turns out to be different from what is originally designed. It is almost a “law of nature” that anything that is truly new, whether product or service or technology, finds its major market and its major application not where the innovator and entrepreneur expected, and not for the use for which the innovator or entrepreneur has designed the product, service or technology. And that, no market or customer research can possibly discover.

The best example is an early one.

The improved steam engine that James Watt (1736–1819) designed and patented in 1776 is the event which, for most people, signifies the advent of the Industrial Revolution. Actually, Watt until his death saw only one use for the steam engine: to pump water out of coal mines. That was the use for which he had designed it. And he sold it only to coal mines. It was his partner Matthew Boulton (1728–1809) who is the real father of the Industrial Revolution. Boulton saw that the improved steam engine could be used in what was then England’s premier industry, textiles, and especially in the spinning and weaving of cotton. Within ten or fifteen years after Boulton had sold his first steam engine to a cotton mill, the price of cotton textiles had fallen by 70 percent. And this created both the first mass market and the first factory—and together modern capitalism and the modern economy altogether.


Neither studies nor market research nor computer modeling are a substitute for the test of reality. Everything improved or new needs therefore first to be tested on a small scale, that is, it needs to be PILOTED.

The way to do this is to find somebody within the enterprise who really wants the new. As said before, everything new gets into trouble. And then it needs a champion. It needs somebody who says: “I am going to make this succeed,” and who then goes to work on it. And this person needs to be somebody whom the organization respects. This need not even be somebody within the organization. A good way to pilot a new product or new service is often to find a customer who really wants the new, and who is willing to work with the producer on making truly successful the new product or the new service.


If the pilot test is successful—if it finds the problems nobody anticipated but also finds the opportunities that nobody anticipated, whether in terms of design, of market, of service—the risk of change is usually quite small. And it is usually also quite clear where to introduce the change, and how to introduce it, that is, what entrepreneurial strategy to employ.



The Change Leader’s Two Budgets

Finally, successful change leadership requires appropriate accounting and budget policies. It requires TWO separate budgets.

In most enterprises—and again not just in businesses—there is only one budget, and it is adjusted to the business cycle. In good times expenditures are increased across the board. In bad times expenditures are cut across the board. This, however, practically guarantees missing out on the future.

The change leader’s first budget is an operating budget that shows the expenditures to maintain the present business. This is normally 80 to 90 percent or so of all expenditures.

That budget should always be approached with the question: “What is the minimum we need to spend to keep operations going?” And in poor times it should, indeed, be adjusted downward (though in good times most of it, probably, should not be adjusted upward, and certainly no more than volume and/or revenues increase).



And then the change leader has a second, separate budget for the future. This budget remains stable throughout good times and bad times. It rarely amounts to more than 10 or 12 percent of an enterprise’s total expenditures—and again this applies to non-businesses as well as to businesses.

Very few of the expenditures for the future produce results unless maintained at a stable level over substantial periods. This goes for work on new products, new services and new technologies; for the development of markets and customers and distribution channels, and above all, for the development of people.


The future budget should be approached with the question: “What is the maximum this activity can absorb to produce optimal results?” That amount should be maintained in good times or bad—unless times are so catastrophic that maintaining expenditures threatens the survival of the enterprise.

But the future budget also should include expenditures to exploit success. The most common, but also the most damaging, practice is to cut back on expenditures for successes, especially in poor times, so as to maintain expenditures for ongoing operations, and especially expenditures to maintain the past. The argument is always: “This product, service or technology is a success anyhow; it doesn’t need to have more money put into it.” But the right argument is: “This is a success, and therefore should be supported to the maximum possible.” And it should be supported especially in bad times when the competition is likely to cut spending and therefore likely to create an opening.

We tend to manage according to the reports we receive and see. This explains why it is important for the change leader to have reports focusing on the areas in which the enterprise does better than expected, the areas of unexpected success, and therefore the areas of potential opportunity. It also explains why it is crucially important for the change leader to have a budget that embodies the commitment to making the future and to be ahead of change.


IV

Change and Continuity

The traditional institution is designed for continuity. All existing institutions, whether businesses, universities, hospitals or churches, therefore have to make special efforts to be receptive to change and to be able to change. It also explains why existing institutions face resistance to change. Change for the traditional institution is, so to speak, a contradiction in terms.

Change leaders are, however, designed for change. And yet they still require continuity. People need to know where they stand. They need to know the people with whom they work. They need to know what they can expect. They need to know the values and the rules of the organization. They do not function if the environment is not predictable, not understandable, not known. But continuity is equally needed outside the enterprise. In fact, we are learning increasingly the importance of long-term relationships. To be able to change rapidly, one needs close and continuous relationships with suppliers and distributors. But the enterprise also has to have a “personality” that identifies it among its customers and in its markets—and again this is true as much of nonbusinesses as of businesses.

Change and continuity are thus poles rather than opposites. The more an institution is organized to be a change leader, the more it will need to establish continuity internally and externally, the more it will need to balance rapid change and continuity.

This balance will predictably be one of the major concerns of tomorrow’s management—both of the practitioners and of the scholars and writers on management. But we do know already a good deal about how to create it. Some institutions already are change leaders and have tackled the problem—though not always solved it.

One way is to make partnership in change the basis of continuing relationships. This is what the Japanese “Keiretsu” has done with respect to the relationship between supplier and manufacturer, and what is now adopted fast in American business through “Economic-Chain Accounting” (discussed in the next chapter of this book). We are developing similar partnerships in change as the basis of continuing relationships between manufacturer and distributor, for example, between Procter & Gamble, the world’s largest producer of household needs, and large retailers such as Wal-Mart.

But relationships within the enterprise (as discussed earlier in Chapter One) are also increasingly going to be partnerships—with employees of the organization, with people who work for an out-sourcing firm but who are actually members of the enterprise’s own working teams, or with outside, independent contractors. And again, these relations need increasingly to be organized as long-term partnerships in the process of change.

Balancing change and continuity requires continuous work on information. Nothing disrupts continuity and corrupts relationships more than poor or unreliable information (except, perhaps, deliberate misinformation). It has to become routine for any enterprise to ask at any change, even the most minor one: “Who needs to be informed of this?” And this will become more and more important as people no longer necessarily work next door to one another and see one another half a dozen times a day. The more enterprises come to rely on people working together without actually working together—that is, on people using the new technologies of information—the more important it will become to make sure that they are fully informed.

At the same time, it will also become more and more important for these people to get together and actually meet one another and work with one another on an organized, systematic, scheduled basis. Long-distance information does not replace face-to-face relationships. It makes them actually more important. It makes it more important for people to know what to expect of one another. It makes it more important for people to know how the other person actually behaves. It makes it more important to have trust in one another. And this means both systematic information—and especially information about any change—and organized face-to-face relationships, that is, opportunities to get to know one another and to understand one another.



Information is particularly important when the change is not a mere improvement, but something truly new. It has to be a firm rule in any enterprise that wants to be successful as a change leader, that there are no surprises. Above all, there is need for continuity in respect to the fundamentals of the enterprise: its mission, its values, its definition of performance and results. Precisely because change is a constant in the change leader’s enterprise, the foundations have to be extra strong.

Finally, the balance between change and continuity has to be built into compensation, recognition and rewards. We long ago learned that an organization will not innovate unless innovators are properly rewarded. We long ago learned that a business in which successful innovators do not make it into senior management, let alone into top management, will not innovate. We will have to learn, similarly, that an organization will have to reward continuity—by considering, for instance, people who deliver continuing improvement to be as valuable to the organization, and as deserving of recognition and reward, as the genuine innovator.

V

Making the Future

One thing is certain for developed countries—and probably for the entire world: We face long years of profound changes. The changes are not primarily economic changes. They are not even primarily technological changes. They are changes in demographics, in politics, in society, in philosophy and, above all, in world-view. Economic theory and economic policy are unlikely to be effective by themselves in such a period. And there is no social theory for such a period either. Only when such a period is over, decades later, are theories likely to be developed to explain what has happened. But a few things are certain in such a period. It is futile, for instance, to try to ignore the changes and to pretend that tomorrow will be like yesterday, only more so. This, however, is the position that existing institutions tend to adopt in such a period—businesses as well as nonbusinesses. It is, above all, the policy likely to be adopted by the institutions that were most successful in the earlier period before the
changes. They are most likely to suffer from the delusion that tomorrow will be like yesterday, only more so. Thus it can be confidently predicted that a large number of today’s leaders in all areas, whether business, education or health care, are unlikely still to be around thirty years hence, and certainly not in their present form. But to try to anticipate the changes is equally unlikely to be successful. These changes are not predictable.

The only policy likely to succeed is to try to make the future. Changes of course have to fit the Certainties (which this book attempted to outline in the preceding chapter). Within these restraints, however, the future is still malleable. It can still be created.

To try to make the future is highly risky. It is less risky, however, than not to try to make it. A goodly proportion of those attempting to do what this chapter discusses will surely not succeed. But, predictably, no one else will.
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Introduction

The New Information Revolution

A new Information Revolution is well under way. It has started in business enterprise, and with business information. But it will surely engulf ALL institutions of society. It will radically change the MEANING of information for both enterprises and individuals. It is not a revolution in technology, machinery, techniques, software or speed. It is a revolution in CONCEPTS. It is not happening in Information Technology (IT), or in Management Information Systems (MIS), and is not being led by Chief Information Officers (CIOs). It is led by people on whom the Information Industry tends to look down: accountants. But an Information Revolution has also been going on in information for the individual. Again it is not happening in IT or MIS, and is not led by CIOs. It is a print revolution. And what has triggered these information revolutions and is driving them is the failure of the “Information Industry”—the IT people, the MIS people, the CIOs—to provide INFORMATION.

So far, for fifty years, Information Technology has centered on DATA—their collection, storage, transmission, presentation. It has focused on the “T” in “IT.” The new information revolutions focus on the “I.” They ask, “What is the MEANING of information and its PURPOSE?” And this is leading rapidly to redefining the tasks to be done with the help of information and, with it, to redefining the institutions that do these tasks.

I

From the “T” to the “I” in “IT”

A half century ago, around 1950, prevailing opinion overwhelmingly held that the market for that new “miracle,” the computer, would be in the military and in scientific calculations, for example, astronomy. A few of us, however—a very few indeed—argued even then that the computer would find major applications in business and would have an impact on it. These few also foresaw—again very much at odds with the prevailing opinion (even of practically everyone at IBM, just then beginning its ascent)—that in business the computer would be more than a very fast adding machine doing clerical chores such as payroll or telephone bills. On specifics, we dissenters disagreed, of course, as “experts” always do. But all of us nonconformists agreed on one thing: The computer would, in short order, revolutionize the work of top management. It would, we all agreed, have its greatest and earliest impacts on business policy, business strategy and business decisions.

We could not have been more wrong. The revolutionary impacts so far have been where none of us then anticipated them: on OPERATIONS.

Not one of us, for instance, could have imagined the truly revolutionary software now available to architects. At a fraction of traditional cost and time, it designs the “innards” of large buildings: their water supply and plumbing; their lighting, heating and air-conditioning; their elevator specifications and placement—work that even a few years ago still absorbed some two-thirds of the time and cost of designing an office building, a large school, a hospital or a prison.

    Not one of us could then have imagined the equally revolutionary software available to today’s surgical residents. It enables them to do “virtual operations” whose outcomes include “virtually killing” patients if the resident makes the wrong surgical move. Until recently, residents rarely even saw much of an operation before the very end of their training.

    Half a century ago no one could have imagined the software that enables a major equipment maker such as Caterpillar to organize its operations, including manufacturing worldwide, around the anticipated service and replacement needs of its customers. And the computer has had a similar impact on bank operations, with banking probably the most computerized industry today.



But the computer and the information technology arising from it have so far had practically no impact on the decision whether or not to build a new office building, a school, a hospital or a prison, or on what its function should or could be. They have had practically no impact on the decision to perform surgery on a critically sick patient or on what surgery to perform. They have had no impact on the decision of the equipment manufacturer concerning which markets to enter and with which products, or on the decision of a major bank to acquire another major bank. For top management tasks, information technology so far has been a producer of data rather than a producer of information—let alone a producer of new and different questions and new and different strategies.



The people in Management Information Systems (MIS) and in Information Technology (IT) tend to blame this failure on what they call the “reactionary” executives of the “old school.” It is the wrong explanation. Top executives have not used the new technology because it has not provided the information they need for their own tasks. The data available in business enterprise are, for instance, still largely based on the early-19th-century theorem that lower costs differentiate businesses and make them compete successfully. MIS has taken the data based on this theorem and computerized them. They are the data of the traditional accounting system. Accounting was originally created, at least five hundred years ago, to provide the data a company needed for the preservation of its assets and for their distribution if the venture were liquidated. And the one major addition to accounting since the 15th century—cost accounting, a child of the 1920s—aimed only at bringing the accounting system
up to 19th-century economics, namely, to provide information about, and control of, costs. (So does, by the way, the now-so-popular revision of cost accounting: total quality management.)



But, as we began to realize around the time of World War II, neither preservation of assets nor cost control is a top management task. They are OPERATIONAL TASKS. A serious cost disadvantage may indeed destroy a business. But business success is based on something totally different, the creation of value and wealth. This requires risk-taking decisions: on the theory of the business, on business strategy, on abandoning the old and innovating the new, on the balance between immediate profitability and market share. It requires strategic decisions based on the New Certainties discussed in Chapter Two. These decisions are the true top management tasks. It was this recognition that underlay, after World War II, the emergence of management as a discipline, separate and distinct from what was then called business economics and is now called microeconomics. But for none of these top management tasks does the traditional accounting system provide information. Indeed, none of these tasks is even compatible with the assumptions
of the traditional accounting model. The new information technology, based on the computer, had no choice but to depend on the accounting system’s data. No others were available. It collected these data, systematized them, manipulated them, analyzed them and presented them. On this rested, in large measure, the tremendous impact the new technology had on what cost accounting data were designed for: operations. But it also explains information technology’s near-zero impact on the management of business itself.

Top management’s frustration with the data that information technology has so far provided has triggered the new, the next, Information Revolution. Information technologists, especially chief information officers in businesses, soon realized that the accounting data are not what their associates need—which largely explains why MIS and IT people tend to be contemptuous of accounting and accountants. But they did not, as a rule, realize that what was needed was not more data, more technology, more speed. What was needed was to define information; what was needed was new concepts. And in one enterprise after another, top management people during the last few years have begun to ask, “What information concepts do we need for our tasks?” And they have now begun to demand them of their traditional information providers, the accounting people.

The new accounting that is evolving as a result of these questions will be discussed in a later section of this chapter (“The Information Enterprises Need”). And so is the one new area—and the most important one—in which we do not as yet have systematic and organized methods for obtaining information: information on the OUTSIDE of the enterprise. These new methods are very different in their assumptions and their origins. Each was developed independently and by different people. But they all have two things in common. They aim at providing information rather than data. And they are designed for top management and to provide information for top management tasks and top management decisions.

The new Information Revolution began in business and has gone farthest in it. But it is about to revolutionize education and health care. Again, the changes in concepts will in the end be at least as important as the changes in tools and technology. It is generally accepted now that education technology is due for profound changes and that with them will come profound changes in structure. Long-distance learning, for instance, may well make obsolete within twenty-five years that uniquely American institution, the freestanding undergraduate college. It is becoming clearer every day that these technical changes will—indeed must—lead to redefining what is meant by education. One probable consequence: The center of gravity in higher education (i.e., postsecondary teaching and learning) may shift to the continuing professional education of adults during their entire working lives. This, in turn, is likely to move learning off campus and into a lot of new places: the home, the car or the commuter train, the
workplace, the church basement or the school auditorium where small groups can meet after hours.

    In health care a similar conceptual shift is likely to lead from health care being defined as the fight against disease to being defined as the maintenance of physical and mental functioning. The fight against disease remains an important part of medical care, of course, but as what a logician would call a subset of it. Neither of the traditional health care providers, the hospital and the general practice physician, may survive this change, and certainly not in their present form and function.


In education and health care, the emphasis thus will also shift from the “T” in IT to the “I,” as it is shifting in business.



The Lessons of History

The current Information Revolution is actually the fourth Information Revolution in human history. The first one was the invention of writing five thousand to six thousand years ago in Mesopotamia; then—independently but several thousand years later—in China; and some fifteen hundred years later still, by the Maya in Central America. The second Information Revolution was brought on by the invention of the written book, first in China, perhaps as early as 1300 b.c., and then, independently, eight hundred years later, in Greece, when Peisistratos, the tyrant of Athens, had Homer’s epics—only recited until then—copied into books. The third Information Revolution was set off by Gutenberg’s invention of the printing press and of movable type between 1450 and 1455, and by the contemporaneous invention of engraving. We have almost no documents on the first two of these revolutions, though we know that the impact of the written book was enormous in Greece and Rome as well as in China.
In fact, China’s entire civilization and system of government still rest on it. But on the third Information Revolution, printing and engraving, we have abundant material. Is there anything we can learn today from what happened five hundred years ago?



The first thing to learn is a little humility.

Everybody today believes that the present Information Revolution is unprecedented in reducing the cost of, and in the spreading of, information—whether measured by the cost of a “byte” or by computer ownership—and in the speed and sweep of its impact. These beliefs are simply nonsense.

At the time Gutenberg introduced the press, there was a substantial information industry in Europe. It was probably Europe’s biggest employer. It consisted of hundreds of monasteries, many of which housed large numbers of highly skilled monks. Each monk labored from dawn to dusk, six days a week, copying books by hand. An industrious, well-trained monk could do four pages a day, or twenty-five pages during a six-day week, for an annual output of twelve hundred to thirteen hundred handwritten pages.

Fifty years later, by 1500, the monks had become unemployed. These monks (some estimates go well above ten thousand for all of Europe) had been replaced by a very small number of lay craftsmen, the new “printers,” totaling perhaps one thousand, but spread over all of Europe (though only beginning to establish themselves in Scandinavia). To produce a printed book required coordinated teamwork by up to twenty such craftsmen, beginning with one highly skilled cutter of type, to a much larger number, maybe ten or more, of much less skilled bookbinders. Such a team produced each year about twenty-five titles, with an average of two hundred pages per title, or five thousand pages ready to be printed. By 1505, print runs of one thousand copies became possible. This meant that a printing team could produce annually at least 5 million printed pages, bound into 25,000 books ready to be sold—or 250,000 pages per team member as against the twelve hundred or thirteen hundred the individual monk had produced
only fifty years earlier.

Prices fell dramatically. As late as the mid–1400s—just before Gutenberg’s invention—books were such a luxury that only the wealthy and educated could afford them. But when Martin Luther’s German Bible came out in 1522 (a book of well over one thousand pages), its price was so low that even the poorest peasant family could buy one.

The cost and price reductions of the third Information Revolution were at least as great as those of the present, the fourth Information Revolution. And so were the speed and the extent of its spread.

This has been just as true of every other major technological revolution. Though cotton was by far the most desirable of all textile fibers—it is easily washable and can be worked up into an infinite variety of different cloths—it required a time- and labor-expensive process. It took twelve to fourteen man-days to produce a pound of cotton yarn by hand, as against one to two man-days for wool, two to five for linen and six for silk. Between 1764, when machine tools to work cotton were first introduced—triggering the Industrial Revolution—and 1784, the time needed to produce a pound of cotton yarn fell to a few hours. (This interval, incidentally, is exactly the same as that between the ENIAC and IBM’s 360.) The price dropped by 70 percent and production rose twenty-fivefold. Yet this was still before Eli Whitney’s cotton gin (1793), which produced a further fall in the price of cotton yarn of 90 percent-plus and ultimately to about a thousandth of what it had been before the
Industrial Revolution of fifty or sixty years earlier.


Just as important as the reduction in costs and the speed of the new printing technology was its impact on what information meant. The first printed books, beginning with Gutenberg’s Bible, were in Latin and still had the same topics as the books that the monks had earlier written out by hand: religious and philosophical treatises and whatever texts had survived from Latin antiquity. But only twenty years after Gutenberg’s invention, books by contemporary authors began to emerge, though they still appeared in Latin. Another ten years and books were printed not only in Greek and Hebrew but also, increasingly, in the vernacular (first in English, then in the other European tongues). And in 1476, only twenty years after Gutenberg, the English printer William Caxton (1422–1491) published a book on so worldly a subject as chess. By 1500, popular literature no longer meant verse—epics, especially—that lent themselves to oral transmission, but prose, that is, the printed book.

In no time at all, the printing revolution also changed institutions, including the educational system. In the decades that followed, university after university was founded throughout Europe, but unlike the earlier ones, they weren’t designed for the clergy or for the study of theology. They were built around disciplines for the laity: law, medicine, mathematics, natural philosophy (science). And eventually—though it took two hundred years—the printed book created universal education and the present school.

Printing’s greatest impact, however, was on the core of preGutenberg Europe: the church. Printing made the Protestant Reformation possible. Its predecessors, the reformations of John Wycliffe in England (1330–1384) and of Jan Hus in Bohemia (1372–1415), had met with an equally enthusiastic popular response. But those revolts could not travel farther or faster than the spoken word and could thus be localized and suppressed. This was not the case when Luther, on October 31, 1517, nailed his ninety-five theses on a church door in an obscure German town. He had intended only to initiate a traditional theological debate within the church. But without Luther’s consent (and probably without his knowledge), the theses were immediately printed and distributed gratis all over Germany, and then all over Europe. These printed leaflets ignited the religious firestorm that turned into the Reformation.

Would there have been an age of discovery, beginning in the second half of the 15th century, without the printing press? Printing publicized every single advance the Portuguese seafarers made along the west coast of Africa in their search for a sea route to the Indies. Printing provided Columbus with the first (though totally wrong) maps of the fabled lands beyond the western horizon, such as Marco Polo’s China and the legendary Japan. Printing made it possible to record the results of every single voyage immediately and to create new, more reliable maps.


Noneconomic changes cannot be quantified. But the impact on society, education, culture—let alone on religion—of the printing revolution was easily as great and surely as fast as the impact of the present Information Revolution, if not faster.




History’s Lesson for the Technologists

The last Information Revolution, the printed book, may also have a lesson for today’s information technologists, the IT and MIS people and the CIOs: They will not disappear. But they may be about to become “Supporting Cast” rather than the “Superstars” they have been the last forty years.

The printing revolution immediately created a new class of information technologists, just as the most recent Information Revolution has created any number of information businesses, MIS and IT specialists, software designers and chief information officers. The IT people of the printing revolution were the early printers. Nonexistent—and indeed not even imaginable—in 1455, they had become stars twenty-five years later. These virtuosi of the printing press were known and revered all over Europe, just as the names of the leading computer and software firms are recognized and admired worldwide today. Printers were courted by kings, princes, the Pope and rich merchant cities and were showered with money and honors.

The first of these tycoons was the famous Venetian printer Aldus Manutius (1449–1515). He realized that the new printing press could make a large number of impressions from the same plate—a thousand by the year 1505. He created the low-cost, mass-produced book. Aldus Manutius created the printing industry: He was the first to extend printing to languages other than Latin and also the first to do books by contemporary authors. Altogether his press turned out well over one thousand titles.

    The last of these great printing technologists, and also the last of the printing princes, was Christophe Plantin (1520–1589) of Antwerp. Starting as a humble apprentice binder, he built Europe’s biggest and most famous printing firm. By marrying the two new technologies, printing and engraving, he created the illustrated book. He became Antwerp’s leading patrician (Antwerp was then one of the richest cities in Europe, if not the world), and he became so wealthy that he was able to build himself a magnificent palace, still preserved today as a printing museum. But Plantin and his printing house began to decline well before his death and soon faded into insignificance.


By 1580 or so, the printers, with their focus on technology, had become ordinary craftsmen, respectable tradesmen to be sure, but definitely no longer of the upper class. And they had also ceased both to be more profitable than other trades and to attract investment capital. Their place was soon taken by what we now call publishers (though the term wasn’t coined until much later), people and firms whose focus was no longer on the “T” in IT but on the “I.”

This shift got under way the moment the new technology began to have an impact on the MEANING of information, and with it, on the meaning and function of the 15th century’s key institutions such as the church and the universities. It thus began at the same juncture at which we now find ourselves in the present Information Revolution. Is this where Information Technology and Information Technologists are now?



The New Print Revolution

There is actually no reason to believe that the new Information Revolution has to be “high-tech” at all. For we did have a real “Information Revolution” these last fifty years, from 1950 on. But it is not based on computers and electronics. The real boom—and it has been a veritable boom—has been in that old “no-tech” medium, PRINT.

In 1950 when television first swept the country, it was widely believed that it would be the end of the printed book. U.S. population since has grown by two-thirds. The number of college and university students—the most concentrated group of users and buyers of books—has increased five-fold. But the number of printed books published and bought in the U.S. has grown at least fifteen-fold, and probably closer to twenty-fold.


It is generally believed that the leading “high-tech” companies—IBM in the sixties and seventies, Microsoft since 1980—have been the fastest-growing businesses in the post-World War II period. But the world’s two leading print companies have grown at least as fast. One is the German-based Bertelsmann Group. A small publisher of Protestant prayer books before Hitler, Bertelsmann was suppressed by the Nazis. It was revived after World War II by the founder’s grandson, Reinhard Mohn. Still privately held, Bertelsmann publishes no sales or profit figures. But it is now the world’s number one publisher and distributor of printed materials (other than daily papers) in most countries of the world (except in China and Russia), through its ownership of publishing firms (e.g., of Random House in the United States), of book clubs and of magazines (e.g., of France’s leading business magazine Capital). Equally fast has been the growth of the empire of the Australian-born Rupert
Murdoch. Starting as publisher of two small provincial Australian daily papers, Murdoch now owns newspapers throughout the English-speaking world, leading English-language book publishers and magazines—but also a large company in another precomputer “information medium,” the movies.



Even faster than the growth of these BOOK publishers has been the growth of another PRINT medium: the “specialty mass magazine.” A good many of the huge-circulation “general magazines” that dominated 1920s and 1930s America, Life, for instance, or The Saturday Evening Post, have disappeared. They did indeed fall victim to television. But there are in the United States now several THOUSAND—one estimate is more than THREE THOUSAND—specialty mass magazines, each with a circulation between fifty thousand and a million, and most highly profitable.

The most visible examples are magazines that cover business or the economy. The three leading American magazines of this type, Business Week (a weekly), Fortune (a biweekly), and Forbes (a monthly), each have a circulation approaching 1 million. Before World War II the London-based Economist—the world’s only magazine that systematically reports every week on economics, politics and business all the world over—was practically unknown outside the UK, and even there its circulation was quite small, well below one hundred thousand copies. Now its U.S. circulation alone exceeds three hundred thousand copies a week.

But there are similar specialty mass-circulation magazines in every field and for every interest—in health care and in running symphony orchestras, in psychology and in foreign affairs, in architecture and home maintenance and computers and, above all, for every single profession, every single trade, every single industry. One of the most successful—and one of the earliest ones—is Scientific American, a U.S. monthly founded (or rather refounded) in the late 1940s, in which distinguished scientists explain their own specialized scientific area to the “scientific laity,” that is, to scientists in other specialties.



And what explains the success of the PRINT media?

College students probably account for the largest single share of the growth of printed books in the United States. It is growth in college texts and in books assigned by college teachers. But the second largest group are books that did not exist before the 1950s, at least not in any quantity. There is no English word for them. But the German publisher who first saw their potential and first founded a publishing house expressly to publish such books, the late E. B. von Wehrenalp (who founded Econ Verlag in Duesseldorf—still my German publisher), called it the Sachbuch—a book written by an expert for nonexperts. And when asked to explain the Sachbuch Wehrenalp said: “It has to be enjoyable reading. It has to be educational. But its purpose is neither entertainment nor education. Its purpose is INFORMATION.”

This is just as true of the specialty mass magazines—whether written for the layman who wants to know about medicine or for the plumber who wants to know what goes on in the plumbing business. THEY INFORM. And above all, they inform about the OUTSIDE. The specialty mass magazine tells the reader in a profession, a trade, an industry what goes on outside his or her own business, shop or office—about the competition, about new products and new technology, about developments in other countries and above all, about people in the profession, the trade, the industry (and gossip has always had the highest information—or misinformation—quotient of all communication).

And now the printed media are taking over the electronic channels. The fastest-growing book seller since Aldus Manutius five hundred years ago has been Amazon.com, which sells printed books over the Internet. In a few very short years it may have become the Internet’s largest retail merchant. And Bertelsmann, in the fall of 1998, bought a controlling 50 percent in Barnes & Noble, Amazon’s main competitor. More and more of the specialty mass magazines now publish an “on-line” edition—delivered over the Internet to be printed out by the subscriber. Instead of IT replacing print, print is taking over the electronic technology as a distribution channel for PRINTED INFORMATION.

The new distribution channel will surely change the printed book. New distribution channels always do change what they distribute. But however delivered or stored, it will remain a printed product. And it will still provide information.

The market for information exists, in other words. And, though still disorganized, so does the supply. In the next few years—surely not much more than a decade or two—the two will converge. And that will be the REAL NEW INFORMATION REVOLUTION—led not by IT people, but by accountants and publishers. And then both enterprises and individuals will have to learn what information they need and how to get it. THEY WILL HAVE TO LEARN TO ORGANIZE INFORMATION AS THEIR KEY RESOURCE.

II

The Information Enterprises Need

We are just beginning to understand how to use information as a tool. But we already can outline the major parts of the information system enterprises need. In turn, we can begin to understand the concepts likely to underlie the enterprise that executives will have to manage tomorrow.




From Cost Accounting to Result Control

We may have gone furthest in redesigning both enterprise and information in the most traditional of our information systems: accounting. In fact, many businesses have already shifted from traditional cost accounting to activity-based costing. It was first developed for manufacturing where it is now in wide use. But it is rapidly spreading to service businesses and even to nonbusinesses, for example, universities. Activity-based costing represents both a different concept of the business process and different ways of measuring.

Traditional cost accounting, first developed by General Motors seventy years ago, postulates that total manufacturing cost is the sum of the costs of individual operations. Yet the cost that matters for competitiveness and profitability is the cost of the total process, and that is what the new activity-based costing records and makes manageable. Its basic premise is that business is an integrated process that starts when supplies, materials and parts arrive at the plant’s loading dock and continues even after the finished product reaches the end-user. Service is still a cost of the product, and so is installation, even if the customer pays.


Traditional cost accounting measures what it costs to do something, for example, to cut a screw thread. Activity-based costing also records the cost of not doing, such as the cost of machine downtime, the cost of waiting for a needed part or tool, the cost of inventory waiting to be shipped and the cost of reworking or scrapping a defective part. The costs of not doing, which traditional cost accounting cannot and does not record, often equal and sometimes even exceed the cost of doing, Activity-based costing therefore gives not only much better cost control; increasingly, it gives result control.

Traditional cost accounting assumes that a certain operation—for example, heat treating—has to be done and that it has to be done where it is being done now. Activity-based costing asks, “Does it have to be done? If so, where is it best done?” Activity-based costing integrates what were once several procedures— value analysis, process analysis, quality management and costing—into one analysis.

Using that approach, activity-based costing can substantially lower manufacturing costs—in some instances by a full third. Its greatest impact, however, is likely to be in services. In most manufacturing companies, cost accounting is inadequate. But service industries—banks, retail stores, hospitals, schools, newspapers and radio and television stations—have practically no cost information at all. Activity-based costing shows why traditional cost accounting has not worked for service companies. It is not because the techniques are wrong. It is because traditional cost accounting makes the wrong assumptions. Service companies cannot start with the cost of individual operations, as manufacturing companies have done with traditional cost accounting. They must start with the assumption that there is only one cost: that of the total system. And it is a fixed cost over any given time period. The famous distinction between fixed and variable costs, on which traditional cost accounting is based, does
not make sense in services. Neither does another basic assumption of traditional cost accounting: that capital can be substituted for labor. In fact, in knowledge-based work especially, additional capital investment is likely to require more rather than less labor. A hospital that buys a new diagnostic tool will not lay off anybody as a result. But it will have to add four or five people to run the new equipment. Other knowledge-based organizations have had to learn the same lesson. But that all costs are fixed over a given time period and that resources cannot be substituted for each other are precisely the assumptions with which activity-based costing starts. By applying them to services, we are beginning for the first time to get cost information and control.

Banks, for instance, have been trying for several decades to apply conventional cost-accounting techniques to their business—that is, to figure the costs of individual operations and services—with almost negligible results. Now they are beginning to ask, “Which one activity is at the center of costs and of results?” One answer: the customer. The cost per customer in any major area of banking is a fixed cost. Thus it is the yield per customer—both the volume of services a customer uses and the mix of those services— that determines costs and profitability. Retail discounters, especially those in Western Europe, have known that for some time. They assume that once shelf space is installed, its cost is fixed, and management consists of maximizing the yield on the space over a given time span. This focus on result control has enabled these discounters to increase profitability despite their low prices and low margins.


In some areas, such as research labs, where productivity is difficult to measure, we may always have to rely on assessment and judgment rather than on costing. But for most knowledge-based and service work, we should, within ten years, have developed reliable tools to measure and manage costs and to relate those costs to results.

Thinking more clearly about costing in services should yield new insights into the costs of getting and keeping customers in businesses of all kinds.

If GM, Ford and Chrysler in the United States had used activity-based costing, for example, they would have realized early on the utter futility of their competitive “blitzes” of the past twenty years, which offered new-car buyers spectacular discounts and hefty cash rewards. Those promotions actually cost the Big Three automakers enormous amounts of money and, worse, enormous numbers of customers. In fact, every one resulted in a nasty drop in market standing. But neither the costs of the special deals nor their negative yields appeared in the companies’ conventional cost-accounting figures, so management never saw the damage.

    Because the Japanese used a form of activity-based costing—though a fairly primitive one—Toyota, Nissan and Honda knew better than to compete with the U.S. automakers through discount blitzes, and thus maintained both their market share and their profits.





From Legal Fiction to Economic Reality

Knowing the cost of operations, however, is not enough. To compete successfully in an increasingly competitive global market, a company has to know the costs of its entire economic chain and has to work with other members of the chain to manage costs and maximize yield. Companies are therefore beginning to shift from costing only what goes on inside their own organizations to costing the entire economic process, in which even the biggest company is just one link.

The legal entity, the company, is a reality for shareholders, for creditors, for employees, and for tax collectors. But economically, it is fiction.

Thirty years ago the Coca-Cola Company was a franchiser all over the world. Independent bottlers manufactured the product. Now the company owns most of its bottling operations in the United States. But Coke drinkers—even those few who know that fact—could not care less.


What matters in the marketplace is the economic reality, the costs of the entire process, regardless of who owns what.

Again and again in business history, an unknown company has come from nowhere and in a few short years has overtaken the established leaders without apparently even breathing hard. The explanation always given is superior strategy, superior technology, superior marketing, or lean manufacturing. But in every single case, the newcomer also enjoys a tremendous cost advantage, usually about 30 percent. The reason is always the same: the new company knows and manages the costs of the entire economic chain rather than its costs alone.

Toyota is perhaps the best-publicized example of a company that knows and manages the costs of its suppliers and distributors; they are all, of course, members of its Keiretsu. Through that network, Toyota manages the total cost of making, distributing and servicing its cars as one cost stream, putting work where it costs the least and yields the most. (On the history of the Keiretsu see Chapter One.)



Economists have known the importance of costing the entire economic chain since Alfred Marshall wrote about it in the late 1890s. But most business people still consider it theoretical abstraction. Increasingly, however, managing the economic cost chain will become a necessity. Indeed, executives need to organize and manage not only the cost chain but also everything else— especially corporate strategy and product planning—as one economic whole, regardless of the legal boundaries of individual companies.



A powerful force driving companies toward economic chain costing will be the shift from cost-led pricing to price-led costing. Traditionally, Western companies have started with costs, put a desired profit margin on top, and arrived at a price. They practiced cost-led pricing. Sears and Marks & Spencer long ago switched to price-led costing, in which the price the customer is willing to pay determines allowable costs, beginning with the design stage. Until recently, those companies were the exceptions. Now price-led costing is becoming the rule.



The same ideas apply to outsourcing, alliances and joint ventures—indeed, to any structure that is built on partnership rather than control. And such entities, rather than the traditional model of a parent company with wholly owned subsidiaries, are increasingly becoming the models for growth, especially in the global economy. (On this see Chapter One.)

For many businesses it will be painful to switch to economic-chain costing. Doing so requires uniform or at least compatible accounting systems of all companies along the entire chain. Yet each one does its accounting in its own way, and each is convinced that its system is the only possible one. Moreover, economic-chain costing requires information sharing across companies; yet even within the same company, people tend to resist information sharing.



Whatever the obstacles, economic-chain costing is going to be done. Otherwise, even the most efficient company will suffer from an increasing cost disadvantage.




Information for Wealth Creation

Enterprises are paid to create wealth, not to control costs. But that obvious fact is not reflected in traditional measurements. First-year accounting students are taught that the balance sheet portrays the liquidation value of the enterprise and provides creditors with worst-case information. But enterprises are not normally run to be liquidated. They have to be managed as going concerns, that is, for wealth creation.

To do that requires four sets of diagnostic tools: foundation information, productivity information, competence information, and resource allocation information. Together they constitute the executive’s tool kit for managing the current business.

Foundation Information

The oldest and most widely used set of diagnostic management tools are cash-flow and liquidity projections and such standard measurements as the ratio between dealers’ inventories and sales of new cars, the earnings coverage for interest payments on a bond issue, and the ratios between receivables outstanding more than six months, total receivables, and sales. Those may be likened to the measurements a doctor takes at a routine physical: weight, pulse, temperature, blood pressure and urinalysis. If those readings are normal, they do not tell us much. If they are abnormal, they indicate a problem that needs to be identified and treated. Those measurements might be called foundation information.

Productivity Information

The second set of tools for business diagnosis deals with the productivity of key resources. The oldest of them—of World War II vintage—measures the productivity of manual labor. Now we are slowly developing measurements though still quite primitive ones, for the productivity of knowledge-based and service work (see Chapter Five). However, measuring only the productivity of workers, whether blue- or white-collar, no longer gives us adequate information about productivity. We need data on total-factor productivity.

That explains the growing popularity of Economic Value-Added Analysis (EVA). It is based on something we have known for a long time: What we generally call profits, the money left to service equity, is not profit at all and may be mostly a genuine cost. Until a business returns a profit that is greater than its cost of capital, it operates at a loss. Never mind that it pays taxes as if it had a genuine profit. The enterprise still returns less to the economy than it uses up in resources. It does not cover its full costs unless the reported profit exceeds the cost of capital. Until then, it does not create wealth; it destroys it. By that measurement, incidentally, few U.S. businesses have been profitable since World War II.

By measuring the value added over all costs, including the cost of capital, EVA measures, in effect, the productivity of all factors of production. It does not, by itself, tell us why a certain product or a certain service does not add value or what to do about it. But it shows us what we need to find out and that we need to take action. EVA should also be used to find out what works. It does show which products, services, operations or activities have unusually high productivity and add unusually high value. Then we should ask ourselves, “What can we learn from these successes?”


The most recent of the tools used to obtain productivity information is benchmarking—comparing one’s performance with the best performance in the industry or, better yet, with the best anywhere in the world. Benchmarking assumes correctly that what one organization does, any other organization can do as well. It assumes correctly that any business has to be globally competitive (see Chapter Two). It assumes, also correctly, that being at least as good as the leader is a prerequisite to being competitive. Together, EVA and benchmarking provide the diagnostic tools to measure total-factor productivity and to manage  it.


Competence Information

A third set of tools deals with competences. Leadership rests on being able to do something others cannot do at all or find difficult to do even poorly. It rests on core competencies that meld market or customer value with a special ability of the producer or supplier.

Some examples: the ability of the Japanese to miniaturize electronic components, which is based on their three-hundred-year-old artistic tradition of putting landscape paintings on a tiny lacquered box, called an inro, and of carving a whole zoo of animals on the even tinier button, called a netsuke, that holds the box on the wearer’s belt; or the almost unique ability GM has had for eighty years to make successful acquisitions; or Marks & Spencer’s also unique ability to design packaged and ready-to-eat gourmet meals for middle-class purses. But how does one identify both the core competencies one has already and those the business needs to take and maintain a leadership position? How does one find out whether one’s core competence is improving or weakening? Or whether it is still the right core competence and what changes it might need?


So far the discussion of core competencies has been largely anecdotal. But a number of highly specialized, midsized companies—a Swedish pharmaceutical producer and a U.S. producer of specialty tools, to name two—are developing the methodology to measure and manage core competencies.

The first step is to keep careful track of one’s own and one’s competitors’ performance, looking especially for unexpected successes and for unexpected poor performance in areas where one should have done well. The successes demonstrate what the market values and will pay for. They indicate where the business enjoys a leadership advantage. The nonsuccesses should be viewed as the first indication either that the market is changing or that the company’s competencies are weakening.



This analysis allows for the early recognition of opportunities.



By carefully tracking unexpected successes, a U.S. toolmaker found, for example, that small Japanese machine shops were buying its high-tech, high-priced tools, even though it had not designed the tools with them in mind or ever offered these tools to them. That allowed the company to recognize a new core competence: its products were easy to maintain and to repair despite their technical complexity. When that insight was applied to designing products, the company gained leadership in the small-plant and machine-shop markets in the United States and Western Europe, huge markets where it had done practically no business before.


Core competencies are different for every organization; they are, so to speak, part of an organization’s personality. But every organization—not just businesses—needs one core competence: innovation. And every organization needs a way to record and appraise its innovative performance. In organizations already doing that—among them several topflight pharmaceutical manufacturers—the starting point is not the company’s own performance. It is a careful record of the innovations in the entire field during a given period. Which of them were truly successful? How many of them were ours? Is our performance commensurate with our objectives? With the direction of the market? With our market standing? With our research spending? Are our successful innovations in the areas of greatest growth and opportunity? How many of the truly important innovation opportunities did we miss? Why? Because we did not see them? Or because we saw them but dismissed them? Or because we botched them? And how
well do we do in converting an innovation into a commercial product? A good deal of that, admittedly, is assessment rather than measurement. It raises rather than answers questions, but it raises the right questions.


Resource Allocation Information

The last area in which diagnostic information is needed to manage the current business for wealth creation is the allocation of scarce resources: capital and performing people. Those two convert into action all the information that a management has about its business. They determine whether the enterprise will do well or poorly.

GM developed the first systematic capital-appropriations process about seventy years ago. Today practically every business has a capital-appropriations process, but few use it correctly. Companies typically measure their proposed capital appropriations by only one or two of the following yardsticks: return on investment, payback period, cash flow, or discounted present value. But we have known for a long time—since the early 1930s—that none of those is the right method. To understand a proposed investment, a company needs to look to all four. Sixty years ago that would have required endless number-crunching. Now a laptop computer can provide the data within a few minutes. We also have known for sixty years that managers should never look at just one proposed capital appropriation in isolation but should instead choose the projects that show the best ratio between opportunity and risks. That requires a capital-appropriations budget to display the choices—again, something far too many businesses
do not do.


Most serious, however, is that most capital-appropriations processes do not even ask for two vital pieces of information:


	What will happen if the proposed investment fails to produce the promised results, as do three out of every five? Would it seriously hurt the company, or would it be just a fleabite?

	If the investment is successful—and especially if it is more successful than we expect—what will it commit us to?




In addition, a capital-appropriations request requires specific deadlines: When should we expect what results? Then the results—successes, near successes, near failures, and failures—need to be reported and analyzed. There is no better way to improve an organization’s performance than to measure the results of capital spending against the promises and expectations that led to its authorization. How much better off would the United States be today had such feedback on government programs been standard practice for the past fifty years?

Capital, however, is only one key resource of the organization, and it is by no means the scarcest one. The scarcest resources in any organization are performing people.

Since World War II, the U.S. military—and so far no one else—has learned to test its placement decisions. It now thinks through what it expects of senior officers before it puts them into key commands. It then appraises their performance against those expectations. And it constantly appraises its own process for selecting senior commanders against the successes and failures of its appointments.


In business—but in universities, hospitals and government agencies as well—placement with specific expectations as to what the appointee should achieve and systematic appraisal of the outcome are virtually unknown. In the effort to create wealth, managers need to allocate human resources as purposefully and as thoughtfully as they do capital. And the outcomes of those decisions ought to be recorded and studied as carefully.



Where the Results Are

Those four kinds of information tell us only about the current business. They inform and direct tactics. For strategy, we need organized information about the environment. Strategy has to be based on information about markets, customers and noncustomers; about technology in one’s own industry and others; about worldwide finance, and about the changing world economy. For that is where the results are. Inside an organization there are only cost centers. The only profit center is a customer whose check has not bounced.

Major changes always start outside an organization. A retailer may know a great deal about the people who shop at its stores. But no matter how successful, no retailer ever has more than a small fraction of the market as its customers; the great majority are noncustomers. It is always with noncustomers that basic changes begin and become significant. At least half the important new technologies that have transformed an industry in the past fifty years came from outside the industry itself. Commercial paper, which has revolutionized finance in the United States, did not originate with the banks. Molecular biology and genetic engineering were not developed by the pharmaceutical industry. Though the great majority of businesses will continue to operate only locally or regionally, they all face, at least potentially, global competition from places they have never even heard of before.


Not all of the needed information about the outside is available, to be sure, despite the specialty mass magazines. There is no information—not even unreliable information—on economic conditions in most of China, for instance, or on legal conditions in the successor states to the Soviet empire. But even where information is readily available, many businesses are oblivious to it. Many U.S. companies went into Europe in the 1960s without even asking about labor legislation. European companies have been just as blind and ill-informed in their ventures into the United States. A major cause of the Japanese real estate investment debacle in California during the 1990s was the failure to find out elementary facts about zoning and taxes.

A serious cause of business failure is the common assumption that conditions—taxes, social legislation, market preferences, distribution channels, intellectual property rights and many others—must be what we think they are or at least what we think they should be.


An adequate information system has to include information that makes executives question that assumption. It must lead them to ask the right questions, not just feed them the information they expect. That presupposes first that executives know what information they need. It demands further that they obtain that information on a regular basis. It finally requires that they systematically integrate the information into their decision making.

These are beginnings. These are first attempts to organize “Business Intelligence,” that is, information about actual and potential competitors worldwide. A few multinationals—Unilever, Coca-Cola, Nestlé, some Japanese trading companies, and a few big construction companies—have been working hard on building systems to gather and organize outside information. But in general, the majority of enterprises have yet to start the job. It is fast becoming the major information challenge for all enterprises.

III

The Information Executives Need for Their Work

A great deal of the new technology has been data processing equipment for the individual. But as far as information goes, the attention has been mainly on information for the enterprise—as it has been so far in this chapter. But information for executives—and indeed, for all knowledge workers—for their own work may be a great deal more important. For the knowledge worker in general, and especially for executives, information is their key resource. Information increasingly creates the link to their fellow workers and to the organization, and their “network.” It is information, in other words, that enables knowledge workers to do their job.




By now it is clear that no one can provide the information that knowledge workers and especially executives need, except knowledge workers and executives themselves. But few executives so far have made much of an effort to decide what they need, and even less, how to organize it. They have tended to rely on the producers of data—IT people and accountants—to make these decisions for them. But the producers of data cannot possibly know what data the users need so that they become information. Only individual knowledge workers, and especially individual executives, can convert data into information. And only individual knowledge workers, and especially individual executives, can decide how to organize their information so that it becomes their key to effective action.

To produce the information executives need for their work, they have to begin with two questions:

“What information do I owe to the people with whom I work and on whom I depend? In what form? And in what time frame?”


“What information do I need myself? From whom? In what form? And in what time frame?”


These two questions are closely connected. But they are different. What I owe comes first because it establishes communications. And unless that has been established, there will be no information flow back to the executive.

We have known this since Chester I. Barnard (1886–1961) published his pioneering book The Functions of the Executive, in 1938, over sixty years ago. Yet, while Barnard’s book is universally praised, it has had little practical impact. Communication for Barnard was vague and general. It was human relationships, and personal. However, what makes communications effective at the workplace is that they are focused on something outside the person. They have to be focused on a common task and on a common challenge. They have to be focused on the work.

And by asking: “To whom do I owe information, so that they can do their work?” communications are being focused on the common task and the common work. They become effective. The first question therefore (as in any effective relationship), is not: “What do I want and need?” It is: “What do other people need from me?” and “Who are these other people?” Only then can the question be asked: “What information do I need? From whom? In what form? In what time frame?”

Executives who ask these questions will soon find that little of the information they need comes out of their own company’s information system. Some comes out of accounting—though in many cases the accounting data has to be rethought, reformulated, rearranged to apply to the executive’s own work. But a good deal of the information executives need for their own work will come, as said already, from the outside and will have to be organized quite separately and distinctly from the inside information system.



The only one who can answer the question: “What do I owe by way of information? To whom? In what form?” is the other person. The first step in obtaining the information that executives need for their own work is, therefore, to go to everyone with whom they work, everyone on whom they depend, everyone who needs to know what they themselves are doing, and ask them. But before one asks, one has to be prepared to answer. For the other person will—and should—come back and ask: “And what information do you need from me?” Hence, executives need first to think through both questions—but then they start out by going to the other people and ask them first to tell them: “What do I owe you?”



Both questions, “What do I owe?” and “What do I need?” sound deceptively simple. But everyone who has asked them has soon found out that it takes a lot of thought, a lot of experimentation, a lot of hard work, to answer them. And the answers are not forever. In fact, these questions have to be asked again, every eighteen months or so. They also have to be asked every time there is a real change, for example, a change in the enterprise’s theory of the business, in the individual’s own job and assignment, or in the jobs and assignments of the other people.

But if individuals ask these questions seriously, they will soon come to understand both what they need and what they owe. And then they can set about organizing both.



Organizing Information

Unless organized, information is still data. To be meaningful it has to be organized. It is, however, not clear at all in what form certain kinds of information are meaningful, and especially in what form of organization they are meaningful for one’s own job. And the same information may have to be organized in different ways for different purposes.

Here is one example. Since Jack Welch took over as CEO in 1981, the General Electric Company (GE) has created more wealth than any other company in the world. One of the main factors in this success was that GE organized the same information about the performance of every one of its business units differently for different purposes. It kept traditional financial and marketing reporting, the way most companies appraise their businesses every year or so. But the same data were also organized for long-range strategy, that is, to show unexpected successes and unexpected failures, but also to show where actual events differed substantially from what was expected. A third way to organize the same data was to focus on the innovative performance of the business—which became a major factor in determining compensation and bonuses of the general manager and of the senior management people of a business unit. Finally, the same data were organized to show how the business unit and its management treated and developed
people—which then became a key factor in deciding on the promotion of an executive, and especially of the general manager of a business unit.


No two executives, in my experience, organize the same information the same way. And information has to be organized the way individual executives work. But there are some basic methodologies to organize information.

One is the Key Event. Which events—for it is usually more than one—are the “hinges” on which the rest of my performance primarily depends? The key event may be technological—the success of a research project. It may have to do with people and their development. It may have to do with establishing a new product or a new service with certain key customers. It may be to obtain new customers. What is a key event is very much the executive’s individual decision. It is, however, a decision that needs to be discussed with the people on whom the executive depends. It is perhaps the most important thing anybody in an organization has to get across to the people with whom one works, and especially to one’s own superior.

Another key methodological concept comes out of modern Probability Theory—it is the concept on which, for instance, Total Quality Management is based. It is the difference between normal fluctuations within the range of normal probability distribution and the exceptional event. As long as fluctuations stay within the normal distribution of probability for a given type of event (e.g., for quality in a manufacturing process), no action is taken. Such fluctuations are data and not information. But the exception, which falls outside the accepted probability distribution, is information. It calls for action.

Another basic methodology for organizing information comes out of the theory of the Threshold Phenomenon—the theory that underlies Perception Psychology. It was a German physicist, Gustav Fechner (1801–1887), who first realized that we do not feel a sensation—for example, a pinprick—until it reaches a certain intensity, that is, until it passes a perception threshold. A great many phenomena follow the same law. They are not actually “phenomena.” They are data until they reach a certain intensity, and pass the perception threshold.

For many events, both in one’s work and in one’s personal life, this theory applies and enables one to organize data into information. When we speak of a “recession” in the economy, we speak of a threshold phenomenon—a down-turn in sales and profits is a recession when it passes a certain threshold, for example, when it continues beyond a certain length of time. Similarly, a disease becomes an “epidemic” when, in a certain population, it passes and exceeds a certain threshold.


This concept is particularly useful to organize information about personnel events. Such events as accidents, turnover, grievances, and so on become significant when they pass a certain threshold. But the same is true of innovative performance in a company—except that there the perception threshold is the point below which a drop in innovative performance becomes relevant and calls for action. The threshold concept is altogether one of the most useful concepts to determine when a sequence of events becomes a “trend,” and requires attention and probably action, and when events, even though they may look spectacular, are by themselves not particularly meaningful.

Finally, a good many executives have found that the one way of organizing information effectively is simply to organize one’s being informed about the unusual.

One example is the “manager’s letter.” The people who work with a manager write a monthly letter to him or her, reporting on anything unusual and unexpected within their own sphere of work and action. Most of these “unusual” things can safely be disregarded. But again, and again, there is an “exceptional” event, one that is outside the normal range of probability distribution. Again and again, there is a concatenation of events—insignificant in each reporter’s area, but significant if added together. Again and again, the management letters bring out a pattern to which to pay attention. Again and again, they convey information.



No Surprises

No system designed by knowledge workers, and especially by executives, to give them the information they need for their work will ever be perfect. But, over the years, they steadily improve. And the ultimate test of an information system is that there are no surprises. Before events become significant, executives have already adjusted to them, analyzed them, understood them and taken appropriate action.

One example are the three or four—very few indeed—American financial institutions that, in the late 1990s, were not surprised by the collapse of mainland Asia. They had thought through what “information” means in respect to Asian economies and Asian currencies. They had gradually eliminated all the information they got from within their own subsidiaries and affiliates in these countries—these, they had begun to realize, were just “data.” Instead, they had begun to organize their information about such things as the ratio between fixed investment and portfolio investment in these countries, and the ratio between portfolio investment (i.e., short-term borrowing) and the country’s balance of payments and with it the amount available to service foreign short-term debt. Long before these ratios turned so unfavorable as to make a panic in mainland Asia inevitable, these executives had realized that it was coming. They realized that they had to decide whether to pull out
of these countries for short-term growth, or to stay for very long-term—and very risky—strategies. They had, in other words, realized what economic data are meaningful in respect to emerging countries, had organized them, had analyzed them and had interpreted them. They had turned the data into information—and had decided what action to take long before that action became necessary.


By contrast, the overwhelming majority of American, European and Asian companies doing business on mainland Asia and/or investing in it relied on what their own people in these countries reported to them. This turned out not to be information at all—in fact it turned out to be misinformation. But only those executives who had spent several years asking the question “What information is meaningful in respect to our doing business in Thailand or Indonesia?” were prepared.

And far too often the mere quantity of data is taken to mean information—as if the heft of a big-city telephone book were to make it unnecessary to know whom one wants to reach, what his or her name or business is, and why one wants to talk to the person. Executives have to learn two things: to ELIMINATE data that do not pertain to the information they need; and to organize the data, to analyze, to interpret—and then to focus the resulting information on ACTION. For the purpose of information is not knowledge. It is being able to take the right action.



Going Outside

The example of the companies from the developed countries being surprised by the collapse of the emerging economies of mainland Asia underline the importance of obtaining meaningful outside information.

For the executive there is, in the end, only one way to get it: that is to go, personally, on the outside. No matter how good the reports, no matter how good the economic or financial theory underlying them, nothing beats personal, direct observation, and in a form in which it is truly outside observation.

English supermarket chains have again and again tried to establish themselves in neighboring Ireland—with very little success. The leading supermarket chain in Ireland is Super-Quinn, started and run by Fergal Quinn. His secret is not better merchandise or lower prices. His secret is that he and all of his company’s executives have to spend two days a week outside their offices. One day is spent actually doing a job in a supermarket, for example, by serving at a checkout counter or as manager for perishable foods. And one day is spent in competitors’ stores watching, listening, talking to the competitors’ employees and the competitors’ customers.



The largest hospital supply company in the United States was built by a chief executive officer who himself spent four weeks a year—two weeks twice a year—taking the place of a salesman on vacation. He demanded that all the company’s senior executives do the same. When the regular salesman came back, the customer—for example, the nun who purchases supplies for the Catholic hospital—always said, “What dumb cluck took your place? He always asked why I buy things from other suppliers rather than from you. He never was particularly interested in getting an order for what you sell.” But this was precisely the point of the exercise.

And it is a very old observation that few things improve the performance of a physician as much as being a hospital patient for two weeks.

Market research, focus groups and the like are highly valued, and rightfully so. But still, they always focus on the company’s products. They never focus on what the customer buys and is interested in. Only by being a customer oneself, a salesman oneself, a patient oneself, can one get true information about the outside. And even that information is of course still limited to one’s customers and one’s noncustomers. What other information about the outside do executives need, however, to do their work? And how can they get it?

This is one reason, by the way, why being a volunteer in a nonprofit agency—as discussed in Chapter Six—is important not only for preparing oneself for the second half of one’s life. It is equally important as a way to get outside information—which is information on how other people, with other jobs, other backgrounds, other knowledges, other values and other points of view see the world, act and react, and make their decisions. For this reason also, the continuing education of already successful adults will be increasingly important. For in that university course, the forty-five-year-old, successful knowledge worker—business executive, lawyer, university president, minister of a church and so on—is forced to work with people of different backgrounds, and different values. It is one way not only to update one’s knowledge but to obtain what executives need: information about the outside.


In the long run, information about the outside may be the most important information executives need to do their work. At the same time, it is the one that still has to be organized. This information is not only the foundation for right action. It is equally the foundation for the challenges discussed in the next two chapters: the challenge of Knowledge-Worker Productivity and the challenge of Managing Oneself. Both rely heavily on the executives knowing what information they need for their work and what information they owe to others, and on systematically developing the methods that turn the chaos of data in the universe into organized and focused information for the executive’s own work and job.
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Introduction

The most important, and indeed the truly unique, contribution of management in the 20th century was the fifty-fold increase in the productivity of the MANUAL WORKER in manufacturing.

The most important contribution management needs to make in the 21st century is similarly to increase the productivity of KNOWLEDGE WORK and the KNOWLEDGE WORKER

The most valuable assets of a 20th-century company were its production equipment. The most valuable asset of a 21st-century institution, whether business or nonbusiness, will be its knowledge workers and their productivity.

I

The Productivity of the Manual Worker

FIRST: a look where we are.

It was only a little over a hundred years ago that for the first time an educated person actually looked at manual work and manual worker, and then began to study both. Great poets, the Greek Hesiod (6th century b.c.) and, five hundred years later, the Roman Virgil (at the end of the first century b.c.), sang about the work of the farmer. Theirs are still among the finest poems in any language. But neither the work they sang about nor their farmers bear even the most remote resemblance to reality or were meant to have any. Neither Hesiod nor Virgil ever held a sickle in his hands, ever herded sheep or even looked at the people who did, either. And when, nineteen hundred years after Virgil, Karl Marx (18 18–1883) came to write about manual work and manual workers, he too never looked at either, nor had he ever as much as touched a machine. The first man to do both, that is, to work as a manual worker and then to study manual work, was Frederick Winslow Taylor (1856–1915).

Throughout recorded history—and actually well before any history was recorded—there have been, of course, steady advances in what we today call “productivity” (the term itself is barely fifty years old). But they were the result of new tools, of new methods, of new technology; they were advances in what the economist calls “Capital.” There were few advances throughout the ages in what the economist calls “Labor,” that is, in the productivity of the worker. It was axiomatic throughout history that workers could produce more only by working harder or by working longer hours. The 19th-century economists disagreed as much about most things as economists do today. But they all agreed—from David Ricardo (1772–1823) through Karl Marx—that there are enormous differences in skill between workers, but there are none in respect to productivity other than between hard workers and lazy ones, or between physically strong workers and weak ones. Productivity did
not exist. It still is an “extraneous factor” and not part of the equation in most contemporary economic theory, for example, in Keynes, but also in that of the Austrian School.


Within a decade after Taylor first looked at work and studied it, the productivity of the manual worker began its unprecedented rise. Since then it has been going up steadily at the rate of 3Þ percent per annum compound—which means it has been risen fifty-fold since Taylor. On this achievement rests all the economic and social gains of the 20th century. The productivity of the manual worker has created what we now call “developed” economies. Before Taylor there was no such thing—all economies were equally “underdeveloped.” An underdeveloped economy today—or even an “emerging” one—is one that has not—or at least has not yet—made the manual worker productive.



The Principles of Manual-Work Productivity

Taylor’s principles sound deceptively simple.

The first step in making the manual worker productive is to look at the task and to analyze its constituent motions. The next step is to record each motion, the physical effort it takes and the time it takes. Then motions that are not needed can be eliminated—and whenever we have looked at manual work we found that a great many of the traditionally most hallowed procedures turn out to be waste and do not add anything. Then each of the motions that remain as essential to obtaining the finished product is set up so as to be done the simplest way, the easiest way, the way that puts the least physical and mental strain on the operator, the way it requires the least time. Then these motions are put together again into a “job” that is in a logical sequence. Finally the tools needed to do the motions are being redesigned. And whenever we have looked at any job—no matter for how many thousands of years it has been performed—we have found that the traditional tools are totally wrong for the
task. This was the case, for instance, with the shovel used to carry sand in a foundry—the first task Taylor studied. It was the wrong shape, it was the wrong size and it had the wrong handle. But we found it to be equally true of the surgeon’s traditional tools.


Taylor’s principles sound obvious—effective methods always do. But it took Taylor twenty years of experimentation to work them out.

Over these last hundred years there have been countless further changes, revisions and refinements. The name by which the methodology goes has changed too over the century. Taylor himself first called his method “Task Analysis” or “Task Management.” Twenty years later it was rechristened “Scientific Management.” Another twenty years later, after the First World War, it came to be knows as “Industrial Engineering” in the United States, the United Kingdom and Japan, and as “Rationalization” in Germany.

To proclaim that one’s method “rejects” Taylor or “replaces” him is almost standard “Public Relations.” For what made Taylor and his method so powerful has also made them unpopular. What Taylor saw when he actually looked at work violated everything poets and philosophers had said about work from Hesiod and Virgil to Karl Marx. They all celebrated “skill.” Taylor showed that in manual work there is no such thing. There are only simple, repetitive motions. What makes them productive is knowledge, that is, the way the simple, unskilled motions are put together, organized and executed. In fact, Taylor was the first person to apply knowledge to work.*

    This also earned Taylor the undying enmity of the labor unions of his time, all of which were craft unions and based on the mystique of craft skill and their monopoly on it. Moreover, Taylor advocated—and this is still anathema to a labor union—that workers be paid according to their productivity, that is, for their output, rather than for their input, for example, for hours worked. But Taylor’s definition of work as a series of operations also largely explains his rejection by the people who themselves do not do any manual work: the descendants of the poets and philosophers of old, the Literati and Intellectuals. Taylor destroyed the romance of work. Instead of a “noble skill” it becomes a series of simple motions.


And yet every method during these last hundred years that has had the slightest success in raising the productivity of manual workers—and with it their real wages—has been based on Taylor’s principles, no matter how loudly its protagonists proclaimed their differences with Taylor. This is true of “work enlargement,” “work enrichment” and “job rotation”—all of which use Taylor’s methods to lessen the worker’s fatigue and thereby to increase the worker’s productivity. It is true of such extensions of Taylor’s principles of task analysis and industrial engineering to the entire manual work process as Henry Ford’s assembly line (developed after 1914, when Taylor himself was already sick, old and retired). It is just as true of the Japanese “Quality Circle,” of “Continuous Improvement” (“Kaizen”), and of “Just-In-Time Delivery.”

The best example, however, is W. Edwards Deming’s (1900–1993) “Total Quality Management.” What Deming did—and what makes Total Quality Management effective—is to analyze and organize the job exactly the way Taylor did. But then he added, around 1940, Quality Control based on a statistical theory that was only developed ten years after Taylor’s death. Finally, in the 1970s, Deming substituted closed-circuit television and computer simulation for Taylor’s stopwatch and motion photos. But Deming’s Quality Control Analysts are the spit and image of Taylor’s Efficiency Engineers and function the same way.


Whatever his limitations and shortcomings—and he had many—no other American, not even Henry Ford (1863–1947), has had anything like Taylor’s impact. “Scientific Management” (and its successor, “Industrial Engineering”) is the one American philosophy that has swept the world—more so even than the Constitution and the Federalist Papers. In the last century there has been only one worldwide philosophy that could compete with Taylor’s: Marxism. And in the end, Taylor has triumphed over Marx.

In the First World War Scientific Management swept through the United States—together with Ford’s Taylor-based assembly line. In the twenties Scientific Management swept through Western Europe and began to be adopted in Japan.

In World War II both the German achievement and the American achievement were squarely based on applying Taylor’s principles to Training. The German General Staff after having lost the First World War, applied “Rationalization,” that is, Taylor’s Scientific Management, to the job of the soldier and to military training. This enabled Hitler to create a superb fighting machine in the six short years between his coming to power and 1939. In the United States, the same principles were applied to the training of an industrial workforce, first tentatively in the First World War, and then, with full power, in WWII. This enabled the Americans to outproduce the Germans, even though a larger proportion of the U.S. than of the German male population was in uniform and thus not in industrial production. And then training-based Scientific Management gave the U.S. civilian workforce more than twice—if not three times—the productivity of the workers in Hitler’s Germany and in Hitler-dominated
Europe. Scientific Management thus gave the United States the capacity to outnumber both Germans and Japanese on the battlefield and yet to outproduce both by several orders of magnitude.

Economic development outside the Western world since 1950 has largely been based on copying what the United States did in World War II, that is, on applying Scientific Management to making the manual worker productive. All earlier economic development had been based on technological innovation—first in France in the 18th century, then in Great Britain from 1760 until 1850 and finally in the new economic Great Powers, Germany and the United States, in the second half of the 19th century. The non-Western countries that developed after the Second World War, beginning with Japan, eschewed technological innovation. Instead, they imported the training that the United States had developed during the Second World War based on Taylor’s principles, and used it to make highly productive, almost overnight, a still largely unskilled and preindustrial workforce. (In Japan, for instance, almost two-thirds of the working population were still, in 1950, living on the land and unskilled in any work except cultivating
rice.) But, while highly productive, this new workforce was still—for a decade or more— paid preindustrial wages so that these countries—first Japan, then Korea, then Taiwan and Singapore—could produce the same manufactured products as the developed countries, but at a fraction of their labor costs.




The Future of Manual-Worker Productivity

Taylor’s approach was designed for manual work in manufacturing, and at first applied only to it. But even within these traditional limitations, it still has enormous scope. It is still going to be the organizing principle in countries in which manual work, and especially manual work in manufacturing, is the growth sector of society and economy, that is, “Third World” countries with very large and still growing numbers of young people with little education and little skill.

But, as will be discussed a little later in this chapter, there is a tremendous amount of knowledge work—including work requiring highly advanced and thoroughly theoretical knowledge—that includes manual operations. And the productivity of these operations also requires Industrial Engineering.

Still, in developed countries, the central challenge is no longer to make manual work productive—we know, after all, how to do it. The central challenge will be to make knowledge workers productive. Knowledge workers are rapidly becoming the largest single group in the workforce of every developed country. They may already comprise two-fifths of the U.S. workforce—and a still smaller but rapidly growing proportion of the workforce of all other developed countries. It is on their productivity, above all, that the future prosperity and indeed the future survival of the developed economies will increasingly depend.


II

What We Know About Knowledge-Worker Productivity

Work on the productivity of the knowledge worker has barely begun. In terms of actual work on knowledge worker productivity we are, in the year 2000, roughly where we were in the year 1900, a century ago, in terms of the productivity of the manual worker. But we already know infinitely more about the productivity of the knowledge worker than we did then about that of the manual worker. We even know a good many of the answers. But we also know the challenges to which we do not yet know the answers, and on which we need to go to work.

SIX major factors determine knowledge-worker productivity.


	Knowledge worker productivity demands that we ask the question: “What is the task?”

	It demands that we impose the responsibility for their productivity on the individual knowledge workers themselves. Knowledge workers have to manage themselves. They have to have autonomy.

	Continuing innovation has to be part of the work, the task and the responsibility of knowledge workers.

	Knowledge work requires continuous learning on the part of the knowledge worker, but equally continuous teaching on the part of the knowledge worker.

	Productivity of the knowledge worker is not—at least not primarily—a matter of the quantity of output. Quality is at least as important.

	Finally, knowledge-worker productivity requires that the knowledge worker is both seen and treated as an “asset” rather than a “cost.” It requires that knowledge workers want to work for the organization in preference to all other opportunities.




Each of these requirements—except perhaps the last one—is almost the exact opposite of what is needed to increase the productivity of the manual worker.

In manual work quality also matters. But lack of quality is a restraint. There has to be a certain minimum quality standard. The achievement of Total Quality Management, that is, of the application of 20th-century Statistical Theory to manual work, is the ability to cut (though not entirely to eliminate) production that falls below this minimum standard.

But in most knowledge work, quality is not a minimum and a restraint. Quality is the essence of the output. In judging the performance of a teacher, we do not ask how many students there can be in his or her class. We ask how many students learn anything—and that’s a quality question. In appraising the performance of a medical laboratory, the question of how many tests it can run through its machines is quite secondary to the question of how many test results are valid and reliable. And this is true even for the work of the file clerk.

Productivity of knowledge work therefore has to aim first at obtaining quality—and not minimum quality but optimum if not maximum quality. Only then can one ask: “What is the volume, the quantity of work?”

This not only means that we approach the task of making productive the knowledge worker from the quality of the work rather than the quantity. It also means that we will have to learn to define quality.



What Is the Task?

But the crucial question in knowledge-worker productivity is the first one: WHAT IS THE TASK? It is also the one most at odds with manual-worker productivity. In manual work the Key Question is always: HOW SHOULD THE WORK BE DONE? In manual work the task is always given. None of the people who work on manual-worker productivity ever asked: “What is the manual worker supposed to do?” Their only question was: “How does the manual worker best do the job?”

This was just as true of Frederick W. Taylor’s Scientific Management as it was true of the people at Sears Roebuck or the Ford Motor Company who first designed the assembly line, and of W. Edwards Deming’s Total Quality Control.


But in knowledge work the key question is: “What is the task?”

One reason for this is that knowledge work, unlike manual work, does not program the worker. The worker on the automobile assembly line who puts on a wheel is programmed by the simultaneous arrival of the car’s chassis on one line and of the wheel on the other line. The farmer who plows a field in preparation for planting does not climb out of his tractor to take a telephone call, to attend a meeting, or to write a memo. What is to be done is always obvious in manual work.



But in knowledge work the task does not program the worker.



A major crisis in the hospital, for example, when a patient suddenly goes into coma, does of course control the nurse’s task and programs her. But otherwise, it is largely the nurse’s decision whether to spend time at the patient’s bed or whether to spend time filling out papers. Engineers are constantly being pulled off their task by having to write a report or rewrite it, by being asked to attend a meeting and so on. The job of the salesperson in the department store is to serve the customer and to provide the merchandise the customer is interested in or should become interested in. Instead the salesperson spends an enormous amount of time on paperwork, on checking whether merchandise is in stock, on checking when and how it can be delivered and so on—all things that take salespeople away from the customer and do not add anything to their productivity in doing what salespeople are being paid for, which is to sell and to satisfy the customer.


The first requirement in tackling knowledge work is to find out what the task is so as to make it possible to concentrate knowledge workers on the task and to eliminate everything else—at least as far as it can possibly be eliminated. But this then requires that the knowledge workers themselves define what the task is or should be. And only the knowledge workers themselves can do that.

Work on knowledge-worker productivity therefore begins with asking the knowledge workers themselves:

What is your task? What should it be? What should you be expected to contribute? and What hampers you in doing your task and should be eliminated?


Knowledge workers themselves almost always have thought through these questions and can answer them. Still, it then usually takes time and hard work to restructure their jobs so that they can actually make the contribution they are already being paid for. But asking the questions and taking action on the answers usually doubles or triples knowledge-worker productivity, and quite fast.

This was the result of questioning the nurses in a major hospital. They were actually sharply divided as to what their task was, with one group saying “patient care” and another one saying “satisfying the physicians.” But they were in complete agreement on the things that made them unproductive—they called them “chores”: paperwork, arranging flowers, answering the phone calls of patients’ relatives, answering the patients’ bells and so on. And all—or nearly all—of these could be turned over to a nonnurse floor clerk, paid a fraction of a nurse’s pay. The productivity of the nurses on the floor immediately more than doubled, as measured by the time nurses spent at the patients’ beds. Patient satisfaction more than doubled. And turnover of nurses, which had been catastrophically high, almost disappeared—all within four months.


And once the task has been defined, the next requirements can be tackled—and will be tackled by the knowledge workers themselves.

They are:


	Knowledge workers’ responsibility for their own contribution—the knowledge worker’s decision what he or she should be held accountable for in terms of quality and quantity, in respect to time and in respect to cost. Knowledge workers have to have autonomy, and that entails responsibility.

	Continuous innovation has to be built into the knowledge worker’s job.

	Continuous learning and continuous teaching have to be built into the job.



These needs have already been discussed in Chapter Three.

But one central requirement of knowledge-worker productivity is then still left to be satisfied. We have to answer the question:

What is quality?


In some knowledge work—and especially in some work requiring a high degree of knowledge—we already measure quality. Surgeons, for instance, are routinely measured, especially by their colleagues, by their success rates in difficult and dangerous procedures, for example, by the survival rates of their open-heart surgical patients or the full recovery rates of their orthopedic-surgery patients. But by and large we have, so far, mainly judgments rather than measures regarding the quality of a great deal of knowledge work. The main trouble is, however, not the difficulty of measuring quality. It is the difficulty—and more particularly the sharp disagreements—in defining what the task is and what it should be.

The best example I know is the American school. As everyone knows, public schools in the American inner city have become disaster areas. But next to them—in the same location and serving the same kind of children—are private (mostly Christian) schools in which the kids behave well and learn well. There is endless speculation to explain these enormous quality differences. But a major reason is surely that the two kinds of schools define their tasks differently. The typical public school defines its task as “helping the underprivileged”; the typical Christian school (and especially the parochial schools of the Catholic church) define their task as “enabling those who want to learn, to learn.” One therefore is governed by its scholastic failures, the other one by its scholastic successes.

    But similarly: There are two research departments of major pharmaceutical companies that have totally different results because they define their tasks differently. One sees its task as not having failures, that is, in working steadily on fairly minor but predictable improvements in existing products and for established markets. The other one defines its task as producing “breakthroughs” and therefore courts risks. Both are considered fairly successful—by themselves, by their own top managements and by outside analysts. But each operates quite differently and quite differently defines its own productivity and that of its research scientists.


To define quality in knowledge work and to convert the definition into knowledge-worker productivity is thus to a large extent a matter of defining the task. It requires the difficult, risk-taking and always controversial definition as to what “results” are for a given enterprise and a given activity. We therefore actually know how to do it. Still, the question is a totally new one for most organizations, and also for most knowledge workers. And to answer it requires controversy, requires dissent.



The Knowledge Worker as Capital Asset

In no other area is the difference greater between manual-worker productivity and knowledge-worker productivity than in their respective economics. Economic theory and most business practice sees manual workers as a cost. To be productive, knowledge workers must be considered a capital asset.

Costs need to be controlled and reduced. Assets need to be made to grow.

In managing manual workers we learned fairly early that high turnover, that is, losing workers, is very costly. The Ford Motor Company, as is well known, increased the pay of skilled workers from 80 cents a day to $5 a day in January, 1914. It did so because its turnover had been so excessive as to make its labor costs prohibitively high; it had to hire sixty thousand people a year to keep ten thousand. Even so, everybody, including Henry Ford himself (who had at first been bitterly opposed to this increase) was convinced that the higher wages would greatly reduce the company’s profits. Instead, in the very first year, profits almost doubled. Paid $5 a day, practically no workers left—in fact, the Ford Motor Company soon had a waiting list.


But, short of the costs of turnover, rehiring or retraining and so on, the manual worker is still being seen as a cost. This is true even in Japan, despite the emphasis on lifetime employment and on building a “loyal,” permanent workforce. And short of the cost of turnover, the management of people at work, based on millennia of work being almost totally manual work, still assumes that with the exception of a few highly skilled people one manual worker is like any other manual worker.

This is definitely not true for knowledge work.

Employees who do manual work do not own the means of production. They may, and often do, have a lot of valuable experience. But that experience is valuable only at the place where they work. It is not portable.

But knowledge workers own the means of production. It is the knowledge between their ears. And it is a totally portable and enormous capital asset. Because knowledge workers own their means of production, they are mobile. Manual workers need the job much more than the job needs them. It may still not be true for all knowledge workers that the organization needs them more than they need the organization. But for most of them it is a symbiotic relationship in which they need each other in equal measure.

Management’s duty is to preserve the assets of the institution in its care. What does this mean when the knowledge of the individual knowledge worker becomes an asset and, in more and more cases, the main asset of an institution? What does this mean for personnel policy? What is needed to attract and to hold the highest-producing knowledge workers? What is needed to increase their productivity and to convert their increased productivity into performance capacity for the organization?

III

The Technologists

So far we have discussed the productivity of knowledge workers doing knowledge work. But a very large number of knowledge workers do both knowledge work and manual work. I call them “technologists.”

This group includes people who apply knowledge of the highest order.

Surgeons preparing for an operation to correct a brain aneurysm before it produces a lethal brain hemorrhage spend hours in diagnosis before they cut—and that requires specialized knowledge of the highest order. And then again, during the surgery, an unexpected complication may occur that calls for theoretical knowledge and judgment, both of the very highest order. But the surgery itself is manual work—and manual work consisting of repetitive manual operations in which the emphasis is on speed, accuracy, uniformity. And these operations are studied, organized, learned and practiced exactly like any manual work, that is, by the same methods Taylor first developed for factory work.


But the technologist group also contains large numbers of people in whose work knowledge is relatively subordinate—though it is always crucial.

The file clerk’s job—and that of her computer-operator successor—requires knowledge of the alphabet that no experience can teach. This knowledge is a small part of an otherwise manual task. But it is the foundation and absolutely crucial.


Technologists may be the single biggest group of knowledge workers. They may also be the fastest-growing group. They include the great majority of health care workers: lab technicians; rehabilitation technicians; technicians in imaging such as X-ray, ultrasound, magnetic-resonance imaging, and so on. They include dentists and all dental support people. They include automobile mechanics and all kinds of repair and installation people. In fact, the technologist may be the true successor to the 19th- and 20th-century skilled workers.

Technologists are also the one group in which developed countries can have a true and long-lasting competitive advantage.

When it comes to truly high knowledge, no country can any longer have much of a lead, the way 19th-century Germany had through its university. Among theoretical physicists, mathematicians, economic theorists and the like, there is no “nationality.” And any country can, at fairly low cost, train a substantial number of high-knowledge people. India, for instance, despite her poverty, has been training fairly large numbers of first-rate physicians and first-rate computer programmers. Similarly (as discussed earlier in this chapter), there is no “nationality” in respect to the productivity of manual labor. Training based on Scientific Management has made all countries capable of attaining, overnight, the manual-worker productivity of the most advanced country, industry or company. Only in educating technologists can the developed countries still have a meaningful competitive edge, and for some time to come.


The United States is the only country that has actually developed this advantage—through its so far unique nationwide systems of community colleges. The community college was actually designed (beginning in the 1920s) to educate technologists who have both the needed theoretical knowledge and the manual skill. On this, I am convinced, rests both the still huge productivity advantage of the American economy and the—so far unique—American ability to create, almost overnight, new and different industries.

Nothing quite like the American community college exists anywhere else so far. The famous Japanese school system produces either people prepared only for manual work or people prepared only for knowledge work. Only in the year 2003 is the first Japanese institution devoted to training technologists supposed to get started. Even more famous is the German apprenticeship system. Started in the 1830s, it was one of the main factors in Germany’s becoming the world’s leading manufacturer. But it focused—and still focuses—primarily on manual skills and slights theoretical knowledge. It is thus in danger of becoming rapidly obsolete.



But these other developed countries should be expected to catch up with the United States fairly fast. Other countries—“emerging ones” or “Third World” ones—are, however, likely to be decades behind—in part because educating technologists is expensive, in part because in these countries people of knowledge still look down with disdain, if not with contempt, on working with one’s hands. “That’s what we have servants for,” is still their prevailing attitude. In developed countries, however—and again foremost in the United States—more and more manual workers are going to be technologists. In increasing knowledge-worker productivity, increasing the productivity of the technologists therefore deserves to be given high priority.

The job was actually done—more than seventy years ago—by the American Telephone Company (AT&T) for its technologists, the people who install, maintain, replace telephones, whether in the home or in the office.

By the early 1920s the technologists working outside the telephone office and at the customer’s location had become a major cost center—and at the same time a major cause of customer unhappiness and dissatisfaction. It took about five years or so, from 1920 until 1925, for AT&T—which had by that time acquired a near monopoly on providing telephone service in the United States and in parts of Canada—to realize that the task was not installing, maintaining, repairing and replacing telephones and telephone connections. The task was to create a satisfied customer. It became fairly easy to organize the job. It meant, first, that the technicians themselves had to define what “satisfaction” meant. The results were standards that established that every order for a new telephone or an additional telephone connection would have to be satisfied within at most forty-eight hours, and that every request for repair would have to be satisfied the same day if made before noon, or by noon
the following day. Then it became clear that the individual service people—in those days all men, of course—would have to be active participants in such decisions as whether to have one person installing and replacing telephones, and another one maintaining and repairing them, or whether the same people had to be able to do all jobs—which in the end turned out to be the right answer. These people had to be taught a very substantial amount of theoretical knowledge—and in those days few of them had more than six years of schooling. They had to understand how a telephone works. They had to understand how a switchboard works. They had to understand how the telephone system works. These people were not qualified engineers or skilled craftsmen. But they had to know enough electronics to diagnose unexpected problems and to be able to cope with them. Then they were trained in the repetitive manual operation or in the “one right way,” that is, through the methods of Scientific Management.
And they made the decisions, for example, where and how to connect the individual telephone to the system, and what particular kind of telephone and service would be the most suitable for a given home or a given office. They had to become salesmen in addition to being servicemen.

    Finally, the telephone company faced the problem of how to define quality. The technologist had to work by himself. He could not be supervised. He, therefore, had to define quality and had to deliver it. It took several more years before that was answered. At first the telephone company thought that this meant a sample check that had supervisors go out and look at a sample—maybe every twentieth or thirtieth job done by an individual service person—and check it for quality. This very soon turned out to be the wrong way of doing the job, annoying both servicemen and customers alike. Then the telephone company defined quality as “no complaints”—and soon found out that only extremely unhappy customers complained. It then had to redefine quality as “positive customer satisfaction.” And this then meant in the end that the serviceman himself controlled quality—for example, by calling up a week or ten days after he had done a job and asking the customer
whether the work was satisfactory and whether there was anything more the technician could possibly do to give the customer the best possible and most satisfactory service.



I have intentionally gone into considerable detail in describing this early example because it exemplifies the three elements for making effective the worker who is both a knowledge worker and a manual worker.

1. There is, first, the answer to the question: “What is the task?”—the key question in making every knowledge worker productive. As the example of the Bell System shows, this is not an obvious answer. And as the Bell System people learned, the only people who know the answer to this are the technologists themselves. In fact, until they asked the technologists, they floundered. But as soon as the technologists were asked, the answer came back loud and clear: a satisfied customer.


2. Then the technologists had to take full responsibility for giving customer satisfaction, that is, for delivering quality. This then showed what formal knowledge the technologist needed. And then, only then, could the manual part of the job be organized for manual-worker productivity.


3. Above all, this example shows that technologists have to be treated as knowledge workers. No matter how important the manual part of their work—and it may take the bulk of their time, as it did in the case of the AT&T installers—the focus has to be on making the technologist knowledgeable, responsible, productive as a knowledge worker.


IV

Knowledge Work as a System

Productivity of the knowledge worker will almost always require that the work itself be restructured and be made part of a system.

One example is servicing expensive equipment, such as huge and expensive earth-moving machines. Traditionally, this had been seen as distinct and separate from the job of making and selling the machines. But when the U.S. Caterpillar Company, the world’s largest producer of such equipment, asked “What are we getting paid for?” the answer was, “We are not getting paid for machinery. We are getting paid for what the machinery does at the customer’s place of business. That means keeping the equipment running, since even one hour during which the equipment is out of operation may cost the customer far more than the equipment itself.” In other words, the answer to “What is our business?” was “Service.” This then led to a total restructuring of operations all the way back to the factory, so that the customer can be guaranteed continuing operations and immediate repairs or replacements. And the service representative, usually a technologist, has become the true
“decision maker.”

    Another example. A group of about twenty-five orthopedic surgeons in a Midwestern U.S. city have organized themselves as a “system” to produce highest-quality work: to use optimally the limited and expensive resources of operating and recovery rooms; to use optimally the supporting knowledge people such as anesthesiologists or surgical nurses; to build in continuous learning and continuous innovation into the work of the entire group and of every member thereof, and finally, to minimize costs. Each of the surgeons retains full control of his or her practice. He or she is fully responsible for obtaining and treating the individual patient. Traditionally each surgeon schedules surgeries early in the morning. Hence, operating rooms and recovery rooms are standing empty most of the time. The group now schedules the use of operating and recovery rooms for the entire group so that this scarce and extremely expensive resource is used ten hours a day. The group, as a group, decides on
the standardization of tools and equipment so as to obtain the highest quality at the lowest cost. Finally, the group has also built quality control into its system. Every three months three different surgeons are designated to scrutinize every operation done by each of the members—the diagnosis, the surgery, the after-treatment. They then sit down with the individual surgeons and discuss their performance. They suggest where there is need for improvement. But they also may recommend that a certain surgeon be asked to leave the group, as his or her work is not satisfactory. And each year the quality standards that these supervising committees apply are discussed with the whole group and are raised, and often substantially. As a result this group now does almost four times as much work as it did before. It has cut the costs by 50 percent, half of it by cutting back on the waste of operating and recovery rooms, half by standardizing tools and equipment. And in such measurable areas as success rates in knee
replacements or shoulder replacements, or in recovery after sports injuries, it has greatly improved its results.


What to do about knowledge worker productivity is thus largely known. So is how to do it.



But How to Begin?

Making knowledge workers productive requires changes in basic attitude—whereas making the manual worker more productive only required telling the worker how to do the job. And making knowledge workers productive requires changes in attitude, not only on the part of the individual knowledge worker but on the part of the whole organization. It therefore has to be “piloted”—as any major change should be (on this see Chapter Three). The first step is to find an area in the organization or a group of knowledge workers who are receptive. The orthopedic surgeons, for instance, first had their new ideas tried out by four physicians—one an older man, three younger people—who had long argued for radical changes. Then there is a need to work consistently, patiently, and for a considerable length of uninterrupted time, in this small area or with this small group. For the first attempts, even if greeted with great enthusiasm, will almost certainly run into all kinds of unexpected problems.
It is only after the productivity of this small group of knowledge workers has been substantially increased that the new ways of doing the work can be extended to a larger area, if not to the entire organization. And by then we will also have learned where the main problems are; where, for example, resistance can be expected (e.g., from middle management), or what changes in task, organization, measurements and attitudes are needed for full effectiveness. To try to jump the pilot stage—and there is always pressure to do so—only means that the mistakes become public, while the successes stay hidden. It only means discrediting the entire enterprise. But if properly piloted, we can already do a great deal to improve—and drastically—knowledge-worker productivity.



Knowledge-worker productivity is the biggest of the 2 1st-century management challenges. In the developed countries it is their first survival requirement. In no other way can the developed countries hope to maintain themselves, let alone to maintain their leadership and their standards of living.

In the last hundred years, that is, in the 20th century, this leadership very largely depended on making the manual worker productive. Any country, any industry, any business can do that today—using the methods that the developed countries have worked out and put into practice in the 120 years since Frederick Winslow Taylor first looked at manual work. Anybody today, anyplace, can apply those policies to training, to the organization of the work and to the productivity of workers, even if they are barely literate, if not illiterate, and totally unskilled.

Above all (as discussed in Chapter Two), the supply of young people available for manual work will be rapidly shrinking in the developed countries—in the West and in Japan very fast, in the United States somewhat more slowly—whereas the supply of such people will still grow fast in the emerging and developing countries, at least for another thirty or forty years. The only possible advantage developed countries can hope to have is in the supply of people prepared, educated and trained for knowledge work. There, for another fifty years, the developed countries can expect to have substantial advantages, both in quality and in quantity. But whether this advantage will translate into performance depends on the ability of the developed countries—and of every industry in it, of every company in it, of every institution in it—to raise the productivity of the knowledge worker and to raise it as fast as the developed countries, in the last hundred years, have raised the productivity of the manual
worker.

The countries and the industries that have emerged as the leaders in the last hundred years in the world are the countries and the industries that have led in raising the productivity of the manual worker: the United States first, Japan and Germany second. Fifty years from now—if not much sooner—the leadership in the world economy will have moved to the countries and to the industries that have most systematically and most successfully raised knowledge-worker productivity.

V

The Governance of the Corporation

What does the emergence of the knowledge worker and of knowledge-worker productivity mean for the governance of the corporation? What do they mean for the future and structure of the economic system?

In the last ten or fifteen years pension funds and other institutional investors became the main share owners of the equity capital of publicly owned companies in all developed countries (as discussed several times in this book). This has triggered in the United States a furious debate on the governance of corporations (on this see also Chapters One and Two). For with the emergence of pension funds and mutual funds as the owners of publicly owned companies, power has shifted to these new owners.

Similar shifts in both the definition of the purpose of economic organizations such as the business corporation, and of their governance, can be expected to occur in all developed countries.

But within a fairly short period of time, we will face the problem of the governance of corporations again. We will have to redefine the purpose of the employing organization and of its management as both, satisfying the legal owners, such as shareholders,, and satisfying the owners of the human capital that gives the organization its wealth-producing power, that is, satisfying the knowledge workers. For increasingly the ability of organizations—and not only of businesses—to survive will come to depend on their “comparative advantage” in making the knowledge worker productive. And the ability to attract and hold the best of the knowledge workers is the first and most fundamental precondition.

Can this be measured, however? Or is it purely an “intangible”? This will surely be a central problem—for management, for investors, for capital markets. What does “Capitalism” mean when Knowledge governs—rather than Money? And what do “Free Markets” mean when knowledge workers—and no one else can “own” knowledge—are the true assets? Knowledge workers can be neither bought nor sold. They do not come with a merger or an acquisition. In fact, though the greatest “value,” they have no “market value”—that means, of course, that they are not an “asset” in any sense of the term.

These questions go far beyond the scope of this book—let alone far beyond the author’s competence. But it is certain that the emergence of the knowledge worker and of the knowledge worker’s productivity as key questions will, within a few decades, bring about fundamental changes in the very structure and nature of THE ECONOMIC SYSTEM.
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Managing Oneself





What Are My Strengths? • How Do I Perform? • Where Do I Belong? • What Is My Contribution? • Relationship Responsibility • The Second Half of Your Life • The Parallel Career




Introduction

More and more people in the workforce—and most knowledge workers—will have to MANAGE THEMSELVES. They will have to place themselves where they can make the greatest contribution; they will have to learn to develop themselves. They will have to learn to stay young and mentally alive during a fifty-year working life. They will have to learn how and when to change what they do, how they do it and when they do it.



Knowledge workers are likely to outlive their employing organization. Even if knowledge workers postpone entry into the labor force as long as possible—if, for instance, they stay in school till their late twenties to get a doctorate—they are likely, with present life expectancies in the developed countries, to live into their eighties. And they are likely to have to keep working, if only part-time, until they are around seventy-five or older. The average working life, in other words, is likely to be fifty years, especially for knowledge workers. But the average life expectancy of a successful business is only thirty years—and in a period of great turbulence such as the one we are living in, it is unlikely to be even that long. Even organizations that normally are long-lived if not expected to live forever—schools and universities, hospitals, government agencies—will see rapid changes in the period of turbulence we have already entered. Even if they survive—and a great many surely
will not, at least not in their present form—they will change their structure, the work they are doing, the knowledges they require and the kind of people they employ. Increasingly, therefore, workers, and especially knowledge workers, will outlive any one employer, and will have to be prepared for more than one job, more than one assignment, more than one career.

So far, this book has dealt with changes in the environment: in society, economy, politics, technology. This concluding chapter deals with the new demands on the individual.

The very great achievers, a Napoleon, a Leonardo da Vinci, a Mozart, have always managed themselves. This in large measure made them great achievers. But they were the rarest of exceptions. And they were so unusual, both in their talents and in their achievements, as to be considered outside the boundaries of normal human existence. Now even people of modest endowments, that is, average mediocrities, will have to learn to manage themselves.



Knowledge workers, therefore, face drastically new demands:



	They have to ask: Who Am I? What Are My Strengths HOW Do I Work?

	They have to ask: Where Do I Belong?

	They have to ask: What Is My Contribution?

	They have to take Relationship Responsibility.

	They have to plan for the Second Half of Their Lives.



I

What Are My Strengths?

Most people think they know what they are good at. They are usually wrong. People know what they are not good at more often—and even there people are more often wrong than right. And yet, one can only perform with one’s strengths. One cannot build performance on weaknesses, let alone on something one cannot do at all.

For the great majority of people, to know their strengths was irrelevant only a few decades ago. One was born into a job and into a line of work. The peasant’s son became a peasant. If he was not good at being a peasant, he failed. The artisan’s son was similarly going to be an artisan, and so on. But now people have choices. They therefore have to know their strengths so that they can know where they belong.

There is only one way to find out: The Feedback Analysis. Whenever one makes a key decision, and whenever one does a key action, one writes down what one expects will happen. And nine months or twelve months later one then feeds back from results to expectations. I have been doing this for some fifteen to twenty years now. And every time I do it I am surprised. And so is everyone who has ever done this.

This is by no means a new method. It was invented sometime in the 14th century, by an otherwise totally obscure German theologian. Some 150 years later Jean Calvin in Geneva (1509–1564), father of Calvinism, and Ignatius Loyola (1491–1556), the founder of the Jesuit Order, quite independent of each other, picked up the idea and incorporated it into their rules for every member of their groups, that is, for the Calvinist pastor and the Jesuit priest. This explains why these two new institutions (both founded in the same year, in 1536) had come within thirty years to dominate Europe: Calvinism the Protestant north; the Jesuit Order the Catholic south. By that time each group contained so many thousands of members that most of them had to be ordinary rather than exceptional. Many of them worked alone, if not in complete isolation. Many of them had to work underground and in constant fear of persecution. Yet very few defected. The routine feedback from results to expectations reaffirmed them in their commitment.
It enabled them to focus on performance and results, and with it, on achievement and satisfaction.


Within a fairly short period of time, maybe two or three years, this simple procedure will tell people first where their strengths are—and this is probably the most important thing to know about oneself. It will show them what they do or fail to do that deprives them of the full yield from their strengths. It will show them where they are not particularly competent. And it will finally show them where they have no strengths and cannot perform.

Several action conclusions follow from the feedback analysis.

The first, and most important, conclusion: Concentrate on your strengths. Place yourself where your strengths can produce performance and results.

Second: Work on improving your strengths. The feedback analysis rapidly shows where a person needs to improve skills or has to acquire new knowledge.  It will show where skills and knowledge are no longer adequate and have to be updated. It will also show the gaps in one’s knowledge.

And one can usually acquire enough of any skill or knowledge not to be incompetent in it.

Mathematicians are born. But almost everyone can learn trigonometry. And the same holds for foreign languages or for major disciplines, whether history or economics or chemistry.


Of particular importance is the third conclusion: the feedback analysis soon identifies the areas where intellectual arrogance causes disabling ignorance. Far too many people—and especially people with high knowledge in one area—are contemptuous of knowledge in other areas or believe that being “bright” is a substitute for knowing. And then the feedback analysis soon shows that a main reason for poor performance is the result of simply not knowing enough, or the result of being contemptuous of knowledge outside one’s own specialty.

First-rate engineers tend to take pride in not knowing anything about people—human beings are much too disorderly for the good engineering mind. And accountants, too, tend to think it unnecessary to know about people. Human Resources people, by contrast, often pride themselves of their ignorance of elementary accounting or of quantitative methods altogether. Brilliant executives who are being posted abroad often believe that business skill is sufficient, and dismiss learning about the history, the arts, the culture, the traditions of the country where they are now expected to perform—only to find that their brilliant business skills produce no results.



One important action conclusion from the feedback analysis is thus to overcome intellectual arrogance and work on acquiring the skills and knowledge needed to make one’s strengths fully productive.

An equally important action conclusion is to remedy one’s bad habits—things one does or fails to do that inhibit effectiveness and performance. They quickly show up in the feedback analysis.

The analysis may show, for instance, that a planner’s beautiful plans die because he or she does not follow through. Like so many brilliant people, he or she believes that ideas move mountains. But bulldozers move mountains; ideas show where the bulldozers have to go to work. The most brilliant planners far too often stop when the plan is completed. But that is when the work begins. Then the planner needs to find the people to carry out the plan, explain the plan to them, teach them, adapt and change the plan as it moves from planning to doing and, finally, decide when to stop pushing the plan.


But the analysis may also show that a person fails to obtain results because he or she lacks manners. Bright people—especially bright young people—often do not understand that manners are the “lubricating oil” of an organization.

It is a Law of Nature that two moving bodies in contact with each other create friction. Two human beings in contact with each other therefore always create friction. And then manners are the lubricating oil that enables these two moving bodies to work together, whether they like each other or not—simple things like saying “please” and “thank you” and knowing a person’s birthday or name, and remembering to ask after the person’s family. If the analysis shows that brilliant work fails again and again as soon as it requires cooperation by others, it probably indicates a lack of courtesy, that is, of manners.



The next action conclusion from the feedback analysis is what not to do.

Feeding back from results to expectations soon shows where a person should not try to do anything at all. It shows the areas in which a person lacks the minimum endowment needed—and there are always many such areas for any person. Not enough people have even one first-rate skill or knowledge area, but all of us have an infinite number of areas in which we have no talent, no skill and little chance to become even mediocre. And in these areas a person—and especially a knowledge worker—should not take on work, jobs, assignments.

The final action conclusion is to waste as little effort as possible on improving areas of low competence. Concentration should be on areas of high competence and high skill. It takes far more energy and far more work to improve from incompetence to low mediocrity than it takes to improve from first-rate performance to excellence. And yet most people—and equally most teachers and most organizations—try to concentrate on making an incompetent person into a low mediocrity. The energy and resources—and time—should instead go into making a competent person into a star performer.



How Do I Perform?

How Do I Perform? is as important a question—and especially for knowledge workers—as What Are My Strengths?

In fact, it may be an even more important question. Amazingly few people know how they get things done. On the contrary, most of us do not even know that different people work and perform differently. They therefore work in ways that are not their ways—and that almost guarantees nonperformance.

The main reason perhaps that so many people do not know how they perform is that the schools throughout history insisted out of necessity on there being only one way for everybody to do his or her schoolwork. The teacher who ran a classroom of forty youngsters simply did not have the time to find out how each of the students performed. The teacher, on the contrary, had to insist that all do the same work, the same way, the same time. And so historically everybody grew up with one way of doing the work. Here perhaps is where the new technology may have the greatest and most beneficial impact. It should enable even the merely competent teacher to find out how a student learns and then to encourage the student to do the work the way that fits the individual student.


Like one’s strengths, how one performs is individual. It is personality. Whether personality be “nature” or “nurture,” it surely is formed long before the person goes to work. And how a person performs is a “given,” just as what a person is good at or not good at is a “given.” It can be modified, but it is unlikely to be changed. And just as people have results by doing what they are good at, people have results by performing how they perform.

The feedback analysis may indicate that there is something amiss in how one performs. But rarely does it identify the cause. It is, however, normally not too difficult to find out. It takes a few years of work experience. And then one can ask—and quickly answer—how one performs. For a few common personality traits usually determine how one achieves results.

Am I a Reader or a Listener?

The first thing to know about how one performs is whether one is a reader or a listener. Yet very few people even know that there are readers and there are listeners, and that very few people are both. Even fewer know which of the two they themselves are. But a few examples will show how damaging it is not to know.

When he was Commander-in-Chief of the Allied Forces in Europe, General Dwight (Ike) Eisenhower was the darling of the press, and attendance at one of his press conferences was considered a rare treat. These conferences were famous for their style, for Eisenhower’s total command of whatever question was being asked and, equally, for his ability to describe a situation or to explain a policy in two or three beautifully polished and elegant sentences. Ten years later, President Eisenhower was held in open contempt by his former admirers. They considered him a buffoon. He never, they complained, even addressed himself to the question asked, but rambled on endlessly about something else. And he was constantly ridiculed for butchering the King’s English in his incoherent and ungrammatical answers. Yet Eisenhower had owed his brilliant earlier career in large measure to a virtuoso performance as a speechwriter for General MacArthur, one of the most demanding stylists in American public life.


The explanation: Eisenhower apparently did not know himself that he was a reader and not a listener. When he was Commander-in-Chief in Europe, his aides made sure that every question from the press was handed in in writing at least half an hour before the conference began. And then Eisenhower was in total command. When he became President he succeeded two listeners, Franklin D. Roosevelt and Harry Truman. Both men knew this and both enjoyed free-for-all press conferences. Roosevelt know himself to be so much of a listener that he insisted that everything first be read out loud to him—only then did he look at anything in writing. And when Truman realized, after becoming President, that he needed to learn about foreign and military affairs—neither of which he had ever been much interested in before—he arranged for his two ablest Cabinet members, General Marshall and Dean Acheson, to give him a daily tutorial in which each delivered a forty-minute spoken presentation, after which the President asked
questions. Eisenhower, apparently, felt that he had to do what his two famous predecessors had done. As a result, he never even heard the question the journalists asked. And he was not even an extreme case of a nonlistener.


A few years later Lyndon Johnson destroyed his Presidency, in large measure, by not knowing that he—unlike Eisenhower—was a listener. His predecessor, John Kennedy, who knew that he was a reader, had assembled as his assistants a brilliant group of writers such as Arthur Schlesinger, Jr., the historian, and Bill Moyers, a first-rate journalist. Kennedy made sure that they first wrote to him before discussing their memos in person. Johnson kept these people as his staff—and they kept on writing. He never, apparently, got one word of what they wrote. Yet, as a senator, Johnson, only four years earlier, had been superb; for parliamentarians have, above all, to be listeners.


Only a century ago very few people, even in the most highly developed country, knew whether they were right-handed or left-handed. Left-handers were suppressed. Few actually became competent right-handers. Most of them ended up as incompetent no-handers and with severe emotional damage such as stuttering.

But only one of every ten human beings is left-handed. The ratio of listeners to readers seems, however, to be close to fifty-fifty. Yet, just as few left-handers became competent right-handers, few listeners can be made, or can make themselves, into competent readers—and vice versa.

The listener who tries to be a reader will, therefore, suffer the fate of Lyndon Johnson, while the reader who tries to be a listener will suffer the fate of Dwight Eisenhower. They will not perform or achieve.

How Do I Learn?

The second thing to know about how one performs is to know how one learns. There things may be even worse than they are in respect to readers and listeners. For schools everywhere are organized on the assumption that there is one right way to learn, and that it is the same way for everybody.


Many first-class writers—Winston Churchill is but one example—do poorly in school, and they tend to remember their school as pure torture. Yet few of their classmates have the same memory of the same school and the same teachers; they may not have enjoyed the school very much but the worst they suffered was boredom. The explanation is that first-rate writers do not, as a rule, learn by listening and reading. They learn by writing. Since this is not the way the school allows them to learn, they get poor grades. And to be forced to learn the way the school teaches is sheer hell for them and pure torture.


Here are a few examples of different ways in which people learn.

Beethoven left behind an enormous number of sketchbooks. Yet he himself said that he never looked at a sketchbook when he actually wrote his compositions. When asked, “Why then, do you keep a sketchbook?” he is reported to have answered, “If I don’t write it down immediately I forget it right away. If I put it into a sketchbook I never forget it, and I never have to look it up again.”


Alfred Sloan—the man who built General Motors into the world’s largest, and for sixty years the world’s most successful, manufacturing company—conducted most of his management business in small and lively meetings. As soon as a meeting was over, Sloan went to his office and spent several hours composing a letter to one of the meeting’s participants, in which he brought out the key questions discussed in the meeting, the issues the meeting raised, the decisions it reached and the problems it uncovered but did not solve. When complimented on these letters, he is reported to have said, “If I do not sit down immediately after the meeting and think through what it actually was all about, and then put it down in writing, I will have forgotten it within twenty-four hours. That’s why I write these letters.”

• • •




A chief executive officer who, in the 1950s and 1960s, converted what was a small and mediocre family firm into the world’s leading company in its industry, was in the habit of calling his entire senior staff into his office, usually once a week, having them sit in a half-circle around his desk, and then talking at them for two or three hours. He very rarely asked these people for their comments or their questions. He argued with himself. He raised the possibility of a policy move—acquisition of a small and failing company in the industry that had, however, some special technology, for instance. He always took three different positions on every one of these questions: one in favor of the move, one against the move and one on the conditions under which such a move might make sense. He needed an audience to hear himself talk. It was the way he learned. And again, while a fairly extreme case, he was by no means an unusual one. Successful trial lawyers learn the same way; so do many medical diagnosticians.



There are probably half a dozen different ways to learn. There are people who learn by taking copious notes—the way Beethoven did. But Alfred Sloan never took a note in a meeting, nor did the CEO mentioned above. There are people who learn by hearing themselves talk. There are people who learn by writing. There are people who learn by doing. And in an (informal) survey I once took of professors in American universities who successfully publish scholarly books of wide appeal, I was told again and again, “To hear myself talk is the reason why I teach; because then I can write.”

Actually, of all the important pieces of self-knowledge, this is one of the easiest to acquire. When I ask people, “How do you learn?” most of them know it. But when I then ask, “Do you act on this knowledge?” few do. And yet to act on this knowledge is the key to performance—or rather not to act on this knowledge is to condemn oneself to nonperformance.

To ask “How do I perform?” and “How do I learn?” are the most important first questions to ask. But they are by no means the only ones. To manage oneself one has to ask: “Do I work well with people, or am I a loner?” And if one finds out that one works well with people, one asks: “In what relationship do I work well with people?”

Some people work best as subordinates.

The prime example is the great American military hero of World War II, General George Patton. He was America’s top troop commander. Yet, when he was proposed for an independent command, General George Marshall, the American Chief of Staff—and probably the most successful picker of men in American history—said: “Patton is the best subordinate the American Army has ever produced, but he would be the worst commander.”


Some people work best as team members. Some people work exceedingly well as coaches and mentors, and some people are simply incompetent to be mentors.

Another important thing to know about how one performs is whether one performs well under stress, or whether one needs a highly structured and predictable environment. Another trait: Does one work best as a minnow in a big organization, or best as a big fish in a small organization? Few people work well in both ways. Again and again people who have been very successful in a large organization—for example, the General Electric Company or Citibank—flounder miserably when they move into a small organization. And again and again people who perform brilliantly in a small organization flounder miserably when they take a job with a big organization.

Another crucial question: “Do I produce results as a decision maker or as an adviser?” A great many people perform best as advisers, but cannot take the burden and pressure of the decision. A good many people, by contrast, need an adviser to force themselves to think, but then they can take the decision and act on it with speed, self-confidence and courage.

This is a reason, by the way, why the number-two person in an organization often fails when promoted into the top spot. The top spot requires a decision maker. Strong decision makers in the top spot often put somebody whom they trust into the number-two spot as their adviser—and in that position that person is outstanding. But when then promoted into the number-one spot, the person fails. He or she knows what the decision should be but cannot take decision-making responsibility.


The action conclusion: Again, do not try to change yourself—it is unlikely to be successful. But work, and hard, to improve the way you perform. And try not to do work of any kind in a way you do not perform or perform poorly.

What Are My Values?

To be able to manage oneself, one finally has to know: “What are my values?”

In respect to ethics, the rules are the same for everybody, and the test is a simple one—I call it the “mirror test.”

As the story goes, the most highly respected diplomatist of all the Great Powers in the early years of this century was the German Ambassador in London. He was clearly destined for higher things, at least to become his country’s Foreign Minister, if not German Federal Chancellor. Yet, in 1906, he abruptly resigned. King Edward VII had then been on the British throne for five years, and the diplomatic corps was going to give him a big dinner. The German ambassador, being the dean of the diplomatic corps—he had been in London for close to fifteen years—was to be the chairman of that dinner. King Edward VII was a notorious womanizer and made it clear what kind of dinner he wanted—at the end, after the desert had been served, a huge cake was going to appear, and out of it would jump a dozen or more naked prostitutes as the lights were dimmed. And the German ambassador resigned rather than preside over this dinner. “I refuse to see a pimp in the mirror in the morning, when I shave.”



This is the mirror test. What ethics requires is to ask oneself: “What kind of person do I want to see when I shave myself in the morning, or put on my lipstick in the morning?” Ethics, in other words, are a clear value system. And they do not vary much—what is ethical behavior in one kind of organization or situation is ethical behavior in another kind of organization or situation.

But ethics are only a part of the value system and, especially, only a part of the value system of an organization.

To work in an organization the value system of which is unacceptable to a person, or incompatible with it, condemns the person both to frustration and to nonperformance.

Here are some examples of values people have to learn about themselves.

A brilliant and highly successful executive found herself totally frustrated after her old company was acquired by a bigger one. She actually got a big promotion—and a promotion into doing the kind of work she did best. It was part of her job to select people for important positions. She deeply believed that one only hired people from the outside into important positions after having exhausted all inside possibilities. The company in which she now found herself as a senior human resources executive believed, however, that in staffing an important position that had become vacant, one first looked at the outside, “to bring in fresh blood.” There is something to be said for either way (though, in my experience, the proper one is to do some of both). But they are fundamentally incompatible, not as. policies but as values. They bespeak a different view of the relationship between organization and people; a different view of the responsibility of an organization to its people and in respect to developing
them; a different view in what is the most important contribution of a person to an enterprise, and so on. After several years of frustration, the human resources executive quit, at considerable financial loss to herself. Her values and the values of the organization simply were not compatible.


    Similarly, whether to try to obtain results in a pharmaceutical company by making constant, small improvements, or by occasional, highly expensive and risky “breakthroughs” is not primarily an economic question. The results of either strategy may be pretty much the same. It is at bottom a conflict of values—between a value system that sees the contribution of a pharmaceutical company to help the already successful physician to do better what he or she already does well, and a value system that is “science” oriented.


It is similarly a value question whether a business should be run for short-term results or for “the long run.” Financial analysts believe that businesses can be run for both, simultaneously. Successful businessmen know better. To be sure, everyone has to produce short-term results. But in any conflict between short-term results and long-term growth, one company decides in favor of long-term growth; another company decides such a conflict in favor of short-term results. Again, this is not primarily a disagreement on economics. It is fundamentally a value conflict regarding the function of a business and the responsibility of management.

In one of the fastest-growing pastoral churches in the United States, success is being measured by the number of new parishioners. It is believed that what matters is how many people join, and become regular churchgoers, who never before came to church. The Good Lord, this church believes, will then take care of the spiritual needs of a sufficient number. Another pastoral, evangelical church believes that what matters is the spiritual experience of people. It will ease out newcomers who join the church but who then do not enter into the spiritual life of the church.


Again, this is not a matter of numbers. At first glance it appears that the second church grows more slowly. But it retains a far larger proportion of newcomers than the first one does. Its growth, in other words, is far more solid. This is also not a theological problem, or only secondarily so. It is a value problem. One of the two pastors said in a public debate, “Unless you first come to church you will never find the Gate to the Kingdom of Heaven.” “No,” answered the other one. “Until you first look for the Gate to the Kingdom of Heaven, you don’t belong in church.”

Organizations have to have values. But so do people. To be effective in an organization, one’s own values must be compatible with the organization’s values. They do not need to be the same. But they must be close enough so that they can coexist. Otherwise, the person will be frustrated, but also the person will not produce results.

What to Do in a Value Conflict?

There rarely is a conflict between a person’s strengths and the way that person performs. The two are complementary. But there is sometimes a conflict between a person’s values and the same person’s strengths. What one does well—even very well—and successfully may not fit with one’s value system. It may not appear to that person as making a contribution and as something to which to devote one’s life (or even a substantial portion thereof).

If I may inject a personal note: I too, many years ago, had to decide between what I was doing well and successfully, and my values. I was doing extremely well as a young investment banker in London in the mid-1930s; it clearly fitted my strengths. Yet I did not see myself making a contribution as an asset manager of any kind. People, I realized, were my values. And I saw no point in being the richest man in the cemetery. I had no money, no job in a deep Depression and no prospects. But I quit—and it was the right thing.


Values, in other words, are and should be the ultimate test.


II

Where Do I Belong?

The answers to the three questions: “What are my strengths? How do I perform? What are my values?” should enable the individual, and especially the individual knowledge worker, to decide where he or she belongs.

This is not a decision that most people can or should make at the beginning of their careers.

To be sure, a small minority know very early where they belong. Mathematicians, musicians or cooks, for instance, are usually mathematicians, musicians or cooks by the time they are four or five years old. Physicians usually decide in their teens, if not earlier. But most people, and especially highly gifted people, do not really know where they belong till they are well past their mid-twenties. By that time, however, they should know where their strengths are. They should know how they perform. And they should know what their values are.


And then they can and should decide where they belong. Or rather, they should be able to decide where they do not belong. The person who has learned that he or she does not really perform in a big organization should have learned to say “no” when offered a position in a big organization. The person who has learned that he or she is not a decision maker should have learned to say “no” when offered a decision-making assignment. A General Patton (who probably himself never learned it) should have learned to say “no” when offered an independent command, rather than a position as a high-level subordinate.

But also knowing the answer to these three questions enables people to say to an opportunity, to an offer, to an assignment: “Yes, I’ll do that. But this is the way I should be doing it. This is the way it should be structured. This is the way my relationships should be. These are the kind of results you should expect from me, and in this time frame, because this is who I am.”


Successful careers are not “planned.” They are the careers of people who are prepared for the opportunity because they know their strengths, the way they work and their values. For knowing where one belongs makes ordinary people—hardworking, competent but mediocre otherwise—into outstanding performers.

III

What Is My Contribution?

To ask “What is my contribution?” means moving from knowledge to action. The question is not: “What do I want to contribute?” It is not: “What am I told to contribute?” It is: “What should I contribute?”

This is a new question in human history. Traditionally, the task was given. It was given either by the work itself—as was the task of the peasant or the artisan. Or it was given by a master or a mistress, as was the task of the domestic servant. And, until very recently, it was taken for granted that most people were subordinates who did as they were told.


The advent of the knowledge worker is changing this, and fast. The first reaction to this change was to look at the employing organization to give the answer.

“Career Planning” is what the Personnel Department—especially of the large organization—was supposed to do in the 1950s and 1960s, for the “Organization Man,” the new knowledge worker employee. In Japan it is still the way knowledge workers are being managed. But even in Japan the knowledge worker can increasingly expect to outlive the employing organization.

Except in Japan, however, the “Organization Man” and the career-planning Personnel Department have long become history. And with them disappeared the notion that anyone but oneself can—or should—be the “career planner.” The reaction in the sixties was for knowledge people to ask: “What do I want to do?” People were told that “to do one’s own thing” was the way to contribute. This was, for instance, what the “student rebellion” of 1968 believed.

We soon found out, however, that it was as wrong an answer as was the Organization Man. Very few of the people who believed that “doing one’s own thing” leads to contribution, to self-fulfillment or to success achieved any of the three.

But still, there is no return to the old answer, that is, to do what you are being told, or what you are being assigned to. Knowledge workers, in particular, will have to learn to ask: “What should MY contribution be?” Only then should they ask: “Does this fit my strengths? Is this what I want to do?” And “Do I find this rewarding and stimulating?”

The best example I know of is the way Harry Truman repositioned himself when he became President of the United States, upon the sudden death of Franklin D. Roosevelt at the end of World War II. Truman had been picked for the Vice Presidency because he was totally concerned with domestic issues. For it was then generally believed that with the end of the war—and the end was clearly in sight—the U.S. would return to almost exclusive concern with domestic affairs. Truman had never shown the slightest interest in foreign affairs, knew nothing about them, and was kept in total ignorance of them. He was still totally focused on domestic affairs when, within a few weeks after his ascendancy, he went to the Potsdam Conference after Germany surrendered. There he sat for a week, with Churchill on one side and Stalin on the other, and realized, to his horror, that foreign affairs would dominate, but also that he knew absolutely nothing about them. He came back from Potsdam convinced that he had to give up what
he wanted to do and instead had to concentrate on what he had to do, that is, on foreign affairs. He immediately—as already mentioned—put himself into school with General Marshall and Dean Acheson as his tutors. Within in a few months he was a master of foreign affairs and he, rather than Churchill or Stalin, created the postwar world—with his policy of containing Communism and pushing it back from Iran and Greece; with the Marshall Plan that rescued Western Europe; with the decision to rebuild Japan; and finally, with the call for worldwide economic development.


By contrast, Lyndon Johnson lost both the Vietnam War and his domestic policies because he clung to “What do I want to do?” instead of asking himself “What should my contribution be?”

Johnson, like Truman, had been entirely focused on domestic affairs. He too came into the Presidency wanting to complete what the New Deal had left unfinished. He very soon realized that the Vietnam War was what he had to concentrate on. But he could not give up what he wanted his contribution to be. He splintered himself between the Vietnam War and domestic reforms—and he lost both.


One more question has to be asked to decide “What should I contribute?”: “Where and how can I have results that make a difference?”



The answer to this question has to balance a number of things. Results should be hard to achieve. They should require “stretching,” to use the present buzzword. But they should be within reach. To aim at results that cannot be achieved—or can be achieved only under the most unlikely circumstances—is not being “ambitious.” It is being foolish. At the same time, results should be meaningful. They should make a difference. And they should be visible and, if at all possible, measurable.

Here is one example from a nonprofit institution.

A newly appointed hospital administrator asked himself the question “What should be my contribution?” The hospital was big and highly prestigious. But it had been coasting on its reputation for thirty years and had become mediocre. The new hospital administrator decided that his contribution should be to establish a standard of excellence in one important area within two years. And so he decided to concentrate on turning around the Emergency Room and the Trauma Center—both big, visible and sloppy. The new hospital administrator thought through what to demand of an Emergency Room, and how to measure its performance. He decided that every patient who came into the Emergency Room had to be seen by a qualified nurse within sixty seconds. Within twelve months that hospital’s Emergency Room had become a model for the entire United States. And its turnaround also showed that there can be standards, discipline, measurements in a hospital—and within another two years the whole hospital had
been transformed.


The decision “What should my contribution be?” thus balances three elements. First comes the question: “What does the situation require?” Then comes the question: “How could I make the greatest contribution with my strengths, my way of performing, my values, to what needs to be done?” Finally, there is the question: “What results have to be achieved to make a difference?”

This then leads to the action conclusions: what to do, where to start, how to start, what goals and deadlines to set.

Throughout history, few people had any choices. The task was imposed on them either by nature or by a master. And so, in large measure, was the way in which they were supposed to perform the task. But so also were the expected results—they were given. To “do one’s own thing” is, however, not freedom. It is license. It does not have results. It does not contribute. But to start out with the question “What should I contribute?” gives freedom. It gives freedom because it gives responsibility.

IV

Relationship Responsibility

Very few people work by themselves and achieve results by themselves—a few great artists, a few great scientists, a few great athletes. Most people work with other people and are effective through other people. That is true whether they are members of an organization or legally independent. To manage oneself, therefore, requires taking relationship responsibility.

There are two parts to it.

The first one is to accept the fact that other people are as much individuals as one is oneself. They insist on behaving like human beings. This means that they too have their strengths. It means that they too have their ways of getting things done. It means that they too have their values. To be effective, one therefore has to know the strengths, the performance modes and the values of the people one works with.

This sounds obvious. But few people pay attention to it.

Typical are people who, in their first assignment, worked for a man who is a reader. They therefore were trained in writing reports. Their next boss is a listener. But these people keep on writing reports to the new boss—the way President Johnson’s assistants kept on writing reports to him because Jack Kennedy, who had hired them, had been a reader. Invariably, these people have no results. Invariably, their new boss thinks they are stupid, incompetent, lazy. They become failures. All that would have been needed to avoid this would have been one look at the boss and ask the question: “How does he or she perform?”


Bosses are not a title on the organization chart or a “function.” They are individuals and entitled to do the work the way they do it. And it is incumbent on the people who work with them to observe them, to find out how they work and to adapt themselves to the way the bosses are effective.

There are bosses, for instance, who have to see the figures first—Alfred Sloan at General Motors was one of them. He himself was not a financial person but an engineer with strong marketing instincts. But as an engineer he had been trained to look first at figures.

Three of the ablest younger executives in General Motors did not make it into the top ranks because they did not look at Sloan—they did not realize that there was no point writing to him or talking to him until he first had spent time with the figures. They went in and presented their reports. Then they left the figures. But by that time they had lost Sloan.


As said before, readers are unlikely ever to become listeners, and listeners are unlikely ever to become readers. But everyone can learn to make a decent oral presentation or to write a decent report. It is simply the duty of the subordinate to enable the boss to do his or her work. And that requires looking at the boss and asking “What are his or her strengths? How does he or she do the work and perform? What are his or her values?” In fact, this is the secret of “managing” the boss.

One does the same with all the people one works with. Each of them works his or her way and not my way. And each of them is entitled to work in his or her way. What matters is whether they perform, and what their values are. How they perform—each is likely to do it differently. The first secret of effectiveness is to understand the people with whom one works and on whom one depends, and to make use of their strengths, their ways of working, their values. For working relations are as much based on the person as they are based on the work.

The second thing to do to manage oneself and to become effective is to take responsibility for communications. After people have thought through what their strengths are, how they perform, what their values are and especially what their contribution should be, they then have to ask: “Who needs to know this? On whom do I depend? And who depends on me?” And then one goes and tells all these people—and tells them in the way in which they receive a message, that is, in a memo if they are readers, or by talking to them if they are listeners and so on.

Whenever I—or any other consultant—have started to work with an organization, I am first told of all the “personality conflicts” within it. Most of them arise from the fact that one person does not know what the other person does, or does not know how the other person does his or her work, or does not know what contribution the other person concentrates on, and what results he or she expects. And the reason that they do not know is that they do not ask and therefore are not being told.

    This reflects human stupidity less than it reflects human history. It was unnecessary until very recently to tell any of these things to anybody. Everybody in a district of the medieval city plied the same trade—there was a street of goldsmiths, and a street of shoemakers, and a street of armorers. (In Japan’s Kyoto there are still the streets of the potters, the streets of the silk weavers, the streets of the lacquer makers.) One goldsmith knew exactly what every other goldsmith was doing; one shoemaker knew exactly what every other shoemaker was doing; one armorer knew exactly what every other armorer was doing. There was no need to explain anything. The same was true on the land where everybody in a valley planted the same crop as soon as the frost was out of the ground. There was no need to tell one’s neighbor that one was going to plant potatoes—that, after all, was exactly what the neighbor did too, and at the same time.


And those few people who did things that were not “common,” the few professionals, for instance, worked alone, and also did not have to tell anybody what they were doing. Today the great majority of people work with others who do different things.

As said before, the marketing vice-president may have come out of sales and knows everything about sales. But she knows nothing about promotion and pricing and advertising and packaging and sales planning, and so on—she has never done any of these things. Then it is incumbent on the people who do these things to make sure that the marketing vice-president understands what they are trying to do, why they are trying to do it, how they are going to do it and what results to expect.



If the marketing vice-president does not understand what these high-grade knowledge specialists are doing, it is primarily their fault, and not that of the marketing vice-president. They have not told her. They have not educated her. Conversely, it is the marketing vice-president’s responsibility to make sure that every one of the people she works with understands how she looks on marketing, what her goals are, how she works and what she expects of herself and of every one of them.



Even people who understand the importance of relationship responsibility often do not tell their associates and do not ask them. They are afraid of being thought presumptuous, inquisitive or stupid. They are wrong. Whenever anyone goes to his or her associates and says: “This is what I am good at. This is how I work. These are my values. This is the contribution I plan to concentrate on and the results I should be expected to deliver,” the response is always: “This is most helpful. But why haven’t you told me earlier?”

And one gets the same reaction—without a single exception in my experience—if one then asks: “And what do I need to know about your strengths, how you perform, your values and your proposed contribution?”

In fact, a knowledge worker should request of people with whom he or she works—whether as subordinates, superiors, colleagues, team members—that they adjust their behavior to the knowledge worker’s strengths, and to the way the knowledge worker works. Readers should request that their associates write to them, listeners should request that their associates first talk to them and so on. And again, whenever that is being done, the reaction of the other person will be: “Thanks for telling me. It’s enormously helpful. But why didn’t you ask me earlier?”



Organizations are no longer built on force. They are increasingly built on trust. Trust does not mean that people like one another. It means that people can trust one another. And this presupposes that people understand one another. Taking relationship responsibility is therefore an absolute necessity. It is a duty. Whether one is a member of the organization, a consultant to it, a supplier to it, a distributor, one owes relationship responsibility to every one with whom one works, on whose work one depends; and who in turn depends on one’s own work.

V

The Second Half of Your Life

As said before: For the first time in human history, individuals can expect to outlive organizations. This creates a totally new challenge: What to do with the second half of one’s life?

One can no longer expect that the organization for which one works at age thirty will still be around when one reaches age sixty. But also, forty or fifty years in the same kind of work is much too long for most people. They deteriorate, get bored, lose all joy in their work, “retire on the job” and become a burden to themselves and to everyone around them.

This is not necessarily true of the very top achievers such as very great artists. Claude Monet (1840–1926), the greatest Impressionist painter, was still painting masterpieces in his eighties, and working twelve hours a day, even though he had lost almost all his eyesight. Pablo Picasso (1881–1973), perhaps the greatest Post-Impressionist painter, similarly painted till he died in his nineties—and in his seventies invented a new style. The greatest musical instrumentalist of this century, the Spanish cellist Pablo Casals (1876–1973), planned to perform a new piece of music and practiced it on the very day on which he died at age ninety-seven. But these are the rarest of exceptions even among very great achievers. Neither Max Planck (1858–1947) nor Albert Einstein (1879–1955), the two giants of modern physics, did important scientific work after their forties. Planck had two more careers. After 1918—aged sixty—he reorganized German science. After being forced into
retirement by the Nazis in 1933, he, in 1945, almost ninety, started once more to rebuild German science after Hitler’s fall. But Einstein retired in his forties to become a “famous man.”

    There is a great deal of talk today about the “mid-life crisis” of the executive. It is mostly boredom. At age forty-five most executives have reached the peak of their business career and know it. After twenty years of doing very much the same kind of work, they are good at their jobs. But few are learning anything anymore, few are contributing anything anymore and few expect the job again to become a challenge and a satisfaction.


Manual workers who have been working for forty years—in the steel mill for instance, or in the cab of a locomotive—are physically and mentally tired long before they reach the end of their normal life expectancy, that is, well before they reach even traditional retirement age. They are “finished.” If they survive—and their life expectancy too has gone up to an average of seventy-five years or so—they are quite happy spending ten or fifteen years doing nothing, playing golf, going fishing, engaging in some minor hobby and so on. But knowledge workers are not “finished.” They are perfectly capable of functioning despite all kinds of minor complaints. And yet the original work that was so challenging when the knowledge worker was thirty has become a deadly bore when the knowledge worker is fifty—and still he or she is likely to face another fifteen if not another twenty years of work.

To manage oneself, therefore, will increasingly require preparing oneself for the second half of one’s life. (The best books on this subject are by Bob Buford—a very successful businessman who himself has created his own second half of life. They are Half Time [Grand Rapids: Zondervan, 1994] and Game Plan [Grand Rapids: Zondervan, 1997].)



There are three answers:

The first is actually to start a second and different career (as Max Planck did). Often this means only moving from one kind of an organization to another.


Typical are the middle-level American business executives who in substantial numbers move to a hospital, a university or some other nonprofit organization, around age forty-five or forty-eight, when the children are grown and the retirement pension is vested. In many cases they stay in the same kind of work. The divisional controller in the big corporation becomes, for instance, controller in a medium-sized hospital. But there are also a growing number of people who actually move into a different line of work. Increasingly, for instance, students in American Protestant theological seminaries are forty-five—rather than twenty-five—years old. They made a first career in business or government—some in medicine—and then, when the children are grown, move into the ministry. And so did a friend of mine who, after thirty years as a successful art museum director and curator, entered a seminary at age 55.


In the United States there is a fairly substantial number of middle-aged women who have worked for twenty years, in business or in local government, have risen to a junior management position and now, at age forty-five and with the children grown, enter law school. Three or four years later they then establish themselves as small-time lawyers in their local communities.

We will see much more of such second-career people who have achieved fair success in their first job. These people have substantial skills, for example, the divisional controller who moves into the local community hospital. They know how to work. They need a community—and the house is empty with the children gone. They need the income, too. But above all, they need the challenge.

The Parallel Career

The second answer to the question of what to do with the second half of one’s life is to develop a parallel career.

A large and rapidly growing number of people—especially people who are very successful in their first careers—stay in the work they have been doing for twenty or twenty-five years. Many keep on working forty or fifty hours a week in their main and paid job. Some move from busy full-time to being part-time employees or become consultants. But then they create for themselves a parallel job—usually in a nonprofit organization—and one that often takes another ten hours of work a week. They take over the administration of their church, for instance, or the presidency of the local Girl Scouts Council, they run the battered women shelter, they work for the local public library as children’s librarian, they sit on the local school board and so on.



And then, finally, the third answer—there are the “social entrepreneurs.” These are usually people who have been very successful in their first profession, as businessmen, as physicians, as consultants, as university professors. They love their work, but it no longer challenges them. In many cases they keep on doing what they have been doing all along, though they spend less and less of their time on it. But they start another, and usually a nonprofit, activity.

Here are some examples—beginning with Bob Buford, the author of the two books, mentioned above, about preparing for the second half of one’s life. Having built a very successful television and radio business, Buford still keeps on running it. But he first started and built a successful nonprofit organization to make the Protestant churches in America capable of survival; now he is building a second, equally successful organization to teach other social entrepreneurs how to manage their own private, nonprofit ventures while still running their original businesses. But there is also the equally successful lawyer—legal counsel to a big corporation—who has started a venture to establish model schools in his state.


People who manage the “second half” may always be a minority only. The majority may keep doing what they are doing now, that is, to retire on the job, being bored, keeping on with their routine and counting the years until retirement. But it will be this minority, the people who see the long working-life expectancy as an opportunity both for themselves and for society, who may increasingly become the leaders and the models. They, increasingly, will be the “success stories.”

There is one requirement for managing the second half of one’s life: to begin creating it long before one enters it.

When it first became clear thirty years ago that working-life expectancies were lengthening very fast, many observers (including myself) believed that retired people would increasingly become volunteers for American nonprofit institutions. This has not happened. If one does not begin to volunteer before one is forty or so, one will not volunteer when past sixty.


Similarly, all the social entrepreneurs I know began to work in their chosen second enterprise long before they reached their peak in their original business. The lawyer mentioned above began to do volunteer legal work for the schools in his state when he was around thirty-five. He got himself elected to a school board at age forty. When he reached fifty, and had amassed a substantial fortune, he then started his own enterprise to build and run model schools. He is, however, still working near-full-time as the lead counsel in the very big company that, as a very young lawyer, he had helped found.



There is another reason that managing yourself will increasingly mean that the knowledge worker develops a second major interest, and develops it early.

No one can expect to live very long without experiencing a serious setback in one’s life or in one’s work.

There is the competent engineer who at age forty-two is being passed over for promotion in the company. There is the competent college professor who at age forty-two realizes that she will stay forever in the small college in which she got her first appointment and will never get the professorship at the big university—even though she may be fully qualified for it. There are tragedies in one’s personal family life—the breakup of one’s marriage, the loss of a child.


And then a second major interest—and not just another hobby—may make all the difference. The competent engineer passed over for promotion now knows that he has not been very successful in his job. But in his outside activity—for example, as treasurer in his local church—he has achieved success and continues to have success. One’s own family may break up, but in that outside activity there is still a community.

This will be increasingly important in a society in which success has become important.

Historically there was no such thing. The overwhelming majority of people did not expect anything but to stay in their “proper station,” as an old English prayer has it. The only mobility there was downward mobility. Success was practically unknown.


In a knowledge society we expect everyone to be a “success.” But this is clearly an impossibility. For a great many people there is, at best, absence of failure. For where there is success, there has to be failure. And then it is vitally important for the individual—but equally for the individual’s family—that there be an area in which the individual contributes, makes a difference, and is somebody. That means having a second area, whether a second career, a parallel career, a social venture, a serious outside interest, all of them offering an opportunity for being a leader, for being respected, for being a success.

The changes and challenges of Managing Oneself may seem obvious, if not elementary, compared to the changes and challenges discussed in the earlier chapters. And the answers may seem to be self-evident to the point of appearing naïve. To be sure, many topics in the earlier chapters—for example, Being a Change Leader or some of the Information Challenges—are far more complex and require more advanced and more difficult policies, technologies, methodologies. But most of the new behavior—the new policies, technologies, methodologies—called for in these earlier chapters can be considered EVOLUTIONS.

Managing Oneself is a REVOLUTION in human affairs. It requires new and unprecedented things from the individual, and especially from the knowledge worker. For in effect it demands that each knowledge worker think and behave as a Chief Executive Officer. It also requires an almost 180-degree change in the knowledge workers’ thoughts and actions from what most of us—even of the younger generation—still take for granted as the way to think and the way to act. Knowledge workers, after all, first came into being in any substantial numbers a generation ago. (I coined the term “knowledge worker,” but only thirty years ago, in my 1969 book The Age of Discontinuity.)

But also the shift from manual workers who do as they are being told—either by the task or by the boss—to knowledge workers who have to manage themselves profoundly challenges social structure. For every existing society, even the most “individualist” one, takes two things for granted, if only subconsciously: Organizations outlive workers, and most people stay put. Managing Oneself is based on the very opposite realities: Workers are likely to outlive organizations, and the knowledge worker has mobility.

In the United States MOBILITY is accepted. But even in the United States, workers outliving organizations—and with it the need to be prepared for a Second and Different Half of One’s Life—is a revolution for which practically no one is prepared. Nor is any existing institution, for example, the present retirement system. In the rest of the developed world, however, immobility is expected and accepted. It is “stability.”

In Germany, for instance, mobility—until very recently—came to an end with the individual’s reaching age ten or, at the latest, age sixteen. If a child did not enter Gymnasium at age ten, he or she had lost any chance ever to go to the university. And the apprenticeship that the great majority who did not go to the Gymnasium entered at age fifteen or sixteen as a mechanic, a bank clerk, a cook—irrevocably and irreversibly—decided what work the person was going to do the rest of his or her life. Moving from the occupation of one’s apprenticeship into another occupation was simply not done even when not actually forbidden.


The developed society that faces the greatest challenge and will have to make the most difficult changes is the society that has been most successful in the last fifty years: Japan. Japan’s success—and there is no precedent for it in history—very largely rested on organized immobility—the immobility of “lifetime employment.” In lifetime employment it is the organization that manages the individual. And it does so, of course, on the assumption that the individual has no choice. The individual is being managed.

I very much hope that Japan will find a solution that preserves the social stability, the community—and the social harmony—that lifetime employment provided, and yet creates the mobility that knowledge work and knowledge workers must have. Far more is at stake than Japan’s own society and civic harmony. A Japanese solution would provide a model—for in every country a functioning society does require cohesion. Still, a successful Japan will be a very different Japan.

But so will be every other developed country. The emergence of the knowledge worker who both can and must manage himself or herself is transforming every society.

This book has intentionally confined itself to MANAGEMENT CHALLENGES. Even in this last chapter, it has talked about the individual, that is, the knowledge worker. But the changes discussed in this book go way beyond management. They go way beyond the individual and his or her career. What this book actually dealt with is:

THE FUTURE OF SOCIETY.
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Introduction

This book focuses on actions, strategies, opportunities. It focuses on what managers can do, should do, must do. The one certainty about the times ahead, the times in which managers will have to work and perform, is that they will be turbulent times. And in turbulent times, the first task of management is to make sure of the institution’s capacity for survival, to make sure of its structural strength and soundness, of its capacity to survive a blow, to adapt to sudden change, and to avail itself of new opportunities.

“May you live in interesting times” says an ancient Chinese curse. There have never been more “interesting times” than the closing years of the twentieth century. This is what this book anticipated when I first wrote it, fifteen years ago. But the times since have been even more interesting—and therefore even more turbulent—than anyone then could have expected. Then the Berlin Wall was still standing and the Soviet empire looked like a solid monolith. The European Economic Community was still political manifesto more than economic reality. Not even a lunatic could have predicted then that Mexico would jettison its hundred and fifty years of isolationism and would decide to integrate itself into the economy of the heated and feared “Yangis” to the north. Japan, though already an economic colossus, still had a substantial trade deficit with the U.S. and Japanese-made automobile exports barely had begun. And while quite a few of us then foresaw the economic collapse of Spanish America’s economies after two decades of gross misgovernment and reckless foreign borrowing, no one could have possibly foreseen that long-term economic drunkards such as Argentina would suddenly sober up, let alone how incredibly fast their turnaround would be.

Surely we are still very far from any “settling down” of world polity, world economy, or technology. Indeed, as I explained in my most recent (1993) book Post-Capitalist Society, we are at best only halfway through one of the major transformations in world history. It is thus imperative today for managers and executives of all organizations—businesses, universities, hospitals, government agencies, labor unions—to know how to manage in turbulent times. This book is therefore perhaps even more appropriate now than it was when it first appeared.

There is one overall “text” on which this book preaches. It is

 

“Don’t be clever, be conscientious.”

 

Predicting the future can only get you into trouble. The task is to manage what there is and to work to create what could and should be. There are no miracle cures in this book, no quick fixes. Indeed, this book asks what work must be done. The controlling word is “must.” Executives are not in control of the universe any more than other mortals are. But executives are accountable for the survival of the organization in their keeping, for its ability to perform, for its results.

While we cannot foretell the future, we can identify important developments that already have happened and will have major—and predictable—future impacts. Any attempt to manage in turbulent times must start with the most predictable of all developments: demographics. Anyone in the workforce of a developed country by the year 2010 is already born. And the single most important development of this century will surely not be reversed: the shift from manual work to knowledge work as the central resource of a developed economy and to knowledge workers as the central work force. The work force that today’s and tomorrow’s executives have to manage and have to make productive is very different indeed from the work force in which today’s executives began their careers themselves twenty or twenty-five years ago.

But so is the economy. Not only has the center of gravity shifted from mechanical industries to knowledge-based industries, but it has shifted altogether from industries that make or move things to services of all kinds. And it has shifted from national to regional economies and to transnational economies, with money and information having become truly transnational. As everybody knows, we are in the midst of as great a technical transformation as was the first industrial revolution two hundred years ago and the second one—the one ushering in steel, chemicals, and electricity—a hundred and fifty years ago.

To manage in turbulent times, therefore, means to face up to the new realities. It means starting out with the question: What is the world really like? rather than with assertions and assumptions that made sense only a few years ago.

In the twenty-five years after World War II planning became fashionable. But planning, as commonly practiced, assumes a high degree of continuity. Planning starts out, as a rule, with the trends of yesterday and projects them into the future—using a different “mix” perhaps, but with very much the same elements and the same configuration. This is no longer going to work. The most probable assumption in a period of turbulence is the unique event that changes the configuration—and unique events cannot, by definition, be planned. But they can often be foreseen. This requires strategies for tomorrow, strategies that anticipate where the greatest changes are likely to occur and what they are likely to be, strategies that enable a business—or a hospital, a school, a university—to take advantage of new realities and to convert turbulence into opportunity.


This book deals with the strategies needed to use rapid changes as opportunities, the strategies needed to convert the threat of change into opportunities for productive and profitable action, and for contribution alike to society, economy, and individual.

A time of turbulence is a dangerous time, but its greatest danger is a temptation to deny reality. The new realities fit neither the assumptions of the left nor those of the right. They do not mesh at all with “what everybody knows.” They differ even more from what everybody, regardless of political persuasion, still believes reality to be. “What is” totally differs from what both right and left believe “ought to be.” The greatest and most dangerous turbulence today results from the collision between the delusions of the decision makers—whether in governments, top managements of businesses, or union leadership—and the realities.

But a time of turbulence is also one of great opportunity for those who can understand, accept, and exploit the new realities. It is above all a time of opportunity for leadership. One constant theme of this book is therefore the need for the decision maker in the individual enterprise to face up to reality and to resist the temptation of “what everybody knows,” the temptation of the certainties of yesterday, which are about to become the deleterious superstitions of tomorrow.

This book discusses the new realities. But it is concerned with action rather than understanding, with decisions rather than analysis. It is not a “philosophical” book, nor does it ask “Where are we going?” It aims at being practical, a work for the decision maker in whatever field of management, public or private. It is not a “how to” book. Rather, it tries to tell executives what to do.

 

Claremont, California

May 3, 1993
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Managing the Fundamentals

In turbulent times, an enterprise has to be managed both to withstand sudden blows and to avail itself of sudden unexpected opportunities. This means that in turbulent times the fundamentals have to be managed, and managed well.

In predictable times, such as we lived through in the twenty-five years between the Marshall Plan and the OPEC cartel, the fundamentals tend to be taken for granted. But the fundamentals deteriorate unless they are being managed carefully, consistently, conscientiously, and all the time. Indeed, the greatest danger to most enterprises today— businesses, non-businesses, and public service institutions alike—may not be public hostility to business, environmental constraints, over-zealous regulations, energy, or even inflation. It may be a hidden deterioration in the fundamentals. After a long period of relative tranquillity there is always the danger of unexpected and hidden weak spots in the areas everybody takes for granted, everybody considers boring routine.

Fundamentals do not change. But the specifics to manage them do change greatly with changes in internal and external conditions. Managing in turbulent times thus has to begin with a discussion of the new and different demands affecting the fundamentals of survival and success in the existing business. These are:

 

—liquidity,

—productivities, and

—the costs of the future.

 

To manage the present business is not enough; but it has to come first.




    
Adjusting for Inflation

Before one can manage successfully, it is necessary to know precisely what one is managing. But executives today—both in businesses and in non-business public service institutions—do not know the facts. What they think are facts are largely illusions and half-truths. The reality of their enterprise is hidden, distorted and deformed by inflation. Executives today have available to them many times the reports, information, and figures their predecessors had; they have become dependent on these figures and are thus endangered if the figures lie to them. During inflation, however, the figures lie. Money still tends to be considered the standard of value and to be a value in itself, but in inflation this is a delusion. Before the fundamentals can be managed, the facts about any business—its sales, its financial position, its assets and liabilities, and its earnings—must be adjusted for inflation.

In the Western countries and in Japan, business after business these last ten years has announced “record profits” year after year. In fact, very few businesses (if any) in these countries can have made a profit at all. Making a profit is by definition impossible in an inflationary period, because inflation is the systematic destruction of wealth by government. The public, it should be said, senses this even though it does not understand it. This explains why the announcement of these “record profits” is being greeted with such skepticism by the stock exchange and with hostility by the public at large. But the illusion of “record profits” also leads to the wrong actions, the wrong decisions, the wrong analysis of the business. It leads to gross mismanagement.

All this is known to most executives. Yet few so far have even tried to correct the misinformation inflation creates. We know what to do and it is not very difficult. We need to adjust sales, prices, inventory, receivables, fixed assets and their depreciation, and earnings to inflation—not with total precision but within a reasonable range of probability. Until this is done, even the most knowledgeable executive will remain the victim of the illusions inflation creates. He may know that the figures he gets are grossly misleading; but as long as these are the figures he has in front of him, he will act on them rather than on his own better knowledge. And he will act foolishly, wrongly, irresponsibly.

A second dangerous deception is the belief that “earnings” shown because the enterprise still has the use of money obtained when costs of capital were lower (such as long-term debentures issued in pre-inflationary times and at pre-inflationary interest rates) are the true earnings of a business. Sooner or later (usually sooner) the money has to be replaced; and then the earnings must be adequate to cover the costs of capital at the time of refinancing. In adjusting for inflation, money in the business has to be adjusted just the same way as any other fixed asset—and it is an axiom that interest rates will always equal the rate of inflation.

“Inventory profits” are never real profits. If inflation continues, the inventory will have to be replaced at tomorrow’s higher prices. If inflation stops, inventory profits immediately turn into an inventory loss. In either case, the apparent “inventory profit” is more properly a contingency reserve.


One reason why executives in most countries and the great majority of companies do not adjust to inflation is the belief that inflation is a “transitory phenomenon.” But this, after fifteen years of unremitting inflation, can hardly be considered rational. Another reason is that governments, with rare exceptions—Brazil is the most important one—resist the truth about inflation. Governments, especially under the twentieth-century system of progressive income taxes, are the main beneficiaries of inflation and have no incentive at all to reveal the true facts. In some countries, notably the United States, the tax system has given executives a powerful incentive for lying to themselves. The U.S. tax system greatly favors stock options and bonuses tied to reported earnings, making it very much to the executives’ self-interest to report inflated earnings. But in countries where stock options or bonuses of this kind are unknown, such as Japan, executives resist just as strenuously attempts at any adjustment of their reported figures to inflation. The major reason is surely vanity: executives like to take credit for “record earnings” even when they know that the figures are mere delusion, and indeed dishonesty.

One often hears the argument, especially from accountants, that figures should not be adjusted since there is no accurate method known for doing so. But this is very much as if physicians unable to agree on the precise treatment for a very sick patient were to declare him totally fit, his raging fever mere illusion. In any case, most of the figures that accountants work out down to the last penny are, as every accountant knows, estimates within a fairly wide range of probability, such as the range of error plus or minus 20 percent that applies to the balance-sheet figure for fixed assets.

Not to adjust to inflation is slothful and irresponsible. Managing in turbulent times must begin with the adjustment of the enterprise’s figures to inflation, roughly yet within a realistic range of probabilities. The executive who fails to do so tries to deceive others. He only deceives himself.




    
Managing for Liquidity and Financial Strength

A constant complaint during the last few years has been that “Stock market prices are much too low.” Companies, it is pointed out again and again, sell at ludicrously low price/earnings ratios and often well below their reported book value or their liquidating value. But these complaints are groundless, by and large. It can even be argued that stock market prices are far too high, considering the uncertainties not only of the future but of the present. If companies’ accounts were adjusted for inflation, the earnings of many would turn into losses. What look like very low price/earnings ratios might then turn out to be high ratios between earnings in constant currency values and stock market prices. And if companies’ balance sheets were adjusted for inflation, the book values of many companies, and certainly those of most manufacturing companies, would be significantly lower and might even show an excess of liabilities over assets.

Above all, the stock market increasingly values companies according to their liquidity rather than by their earnings. The quotations on every major stock exchange—New York and London, Zurich, Tokyo, and Frankfurt—correlate quite closely with cash flow and liquidity, and very poorly, if at all, with the inflation-distorted earnings figures. The stock markets are right. In turbulent times, liquidity is more important than earnings. A business—but equally a public service institution—can survive long periods of low earnings or low revenues if it has adequate cash flow and financial strength. The opposite is not true. It is rational of the stock market to price companies by their financial position rather than by their earnings. And liquidity, unlike reported earnings, is a reasonably reliable measure even in inflationary times.

In turbulent times, the balance sheet becomes more important than the profit and loss statement. In turbulent times, in other words, management has to put financial strength before earnings. In turbulent times, it is essential to know the minimum liquidity needed to stay in business. What working capital does our business need to survive a ninety-day or hundred-and-twenty-day panic? After a hundred and twenty days of panic there is always a new “normality.” But during the panic a business has to be able to stay afloat without outside help or it risks foundering. It has to have the liquid resources needed to keep going, if only on an austerity basis. In turbulent times, businesses need to think through what they could and would do, should they be forced to survive a panic, a credit crunch, or a sudden deflationary downturn. Concern for sales and market position, innovation and earnings, has to be balanced in such times with concern for financial strength, solvency, and liquidity. Liquidity by itself is not an objective. But in turbulent times it becomes a restraint. It becomes a survival need.




    
Managing Productivities

Making resources productive is the specific job of management, as distinct from the other jobs of the “manager”: entrepreneurship and administration. The history of management as a distinct social function began a hundred years ago with the discovery that resources can be managed for productivity. It is only managers—not nature or laws of economics or governments—that make resources productive. Resources can be made productive in the individual plant or enterprise, the individual store, the individual hospital, the individual office, the individual port, the individual research laboratory. They are made productive—or deprived of productivity—by individual managers within their own individual sphere of responsibility.

A century ago, Karl Marx in the last, unfinished volume of Das Kapital based his most confident prediction of the “imminent demise” of what we now call “capitalism” (a term coined only after Marx’s death) on the “inexorable law of the diminishing productivity of capital.” Marx was repeating what every nineteenth-century economist before him had accepted as axiomatic. And if there is really such a “law” of the declining productivity of “capital” (or of any other resource), every economic system would indeed be doomed.

But by one of those ironies of which the muse of history is so fond, the continuous and purposeful increase of productivity through management was discovered just about when Marx so confidently predicted its “inexorable decline.” This discovery also explains why not one of the other “certainties” that were “scientific truths” for Karl Marx—the pauperization of the working class, the concentration of wealth in the hands of fewer and fewer “exploiters,” or the polarization of society between a very small and shrinking group of “owners” and a large, growing mass of proletarian “wage slaves”—has occurred in developed countries, countries that have developed managers and management.

The turning point was Frederick W. Taylor’s discovery, around 1875, that work could be managed and thereby made more productive. Before Taylor, the only way to get more output was to work harder and longer. But Taylor saw that the way to get more output was to “work smarter,” that is, more productively. He saw that the productivity of work is not the responsibility of the worker but of the manager. Taylor also saw—although he never formulated the insight into a theory—that productivity is the result of the application to work of the specific human capital resource, knowledge.

Taylor applied knowledge to human labor and, in accordance with the nineteenth-century realities, to manual labor. We now know that knowledge has to be applied to all resources: capital, key physical resources, time, and knowledge itself. Indeed, we now know that a valid theory of economics will have to be based on productivity as the source of value. The nineteenth-century labor theory of value, which Marx took unchanged from his predecessors all the way back to Ricardo and Adam Smith, was simply wrong; even the Marxists have had to give it up. But the valiant attempt to do without a theory of value altogether—begun a hundred years ago by the Austrian school and climaxing in the “value-free” economic analysis of today’s Keynesians and Friedmanites—has also been proved a failure. We do need a genuine economic theory based on a theory of value; but such a theory will have to be based on the postulate that “productivity is the source of all economic value.”

By now we know quite a bit about increasing productivity. We know that it is in part achieved by innovation, the shift of resources from old and declining employments to new and more productive ones. In part, productivity is increased through the continuous improvement of the productivity of the resources in existing employments. We know that we need to work on the productivity of each of the factors of production: capital, natural resources, time, and knowledge. But we know also that what counts in the end is total overall productivity of all resources in a given process, a given enterprise, a given economic employment.

And above all we know that productivities are created and destroyed, improved or damaged, in what we call the “microeconomy”: the individual enterprise, plant, shop, or office. Productivities are the responsibility of management.

 

For the last century productivities have been rising steadily in all developed countries, or at least in all countries with market economies. Wherever there has been economic development in a country, it has been on the purposeful management of resources for increased productivity. This does not apply to manufacturing alone. Productivities have increased even faster in that sector in which, as every economist of the nineteenth century (including Marx) “knew,” there could not be any productivity increase at all: agriculture. Indeed, nothing has changed the economic landscape quite so much between the nineteenth century and the twentieth as the explosion of productivity in the farms of the industrialized, developed countries. But the physician of today is also many times more productive than the physician of 1900. Doctors eighty years ago spent most of their time contemplating the rear end of a horse as they made their slow way from one outlying farmhouse to the next. The physician of 1980 lives in a metropolitan area where his patients are densely settled; and thanks to the automobile, even a sick child can be brought to his office in safety and comfort. Today’s physician can see in the course of one working day about ten times as many patients as his predecessors did eighty years ago. And without technical innovation, simply by constant work on better management, the productivity of one dollar employed in the commercial bank is today about a hundred times what it was a century ago—one dollar of deposits in a commercial bank now supports about a hundred times the volume of transactions it did in the late nineteenth century.

This explosive expansion of productivities has totally changed the way we look at economies and economics. Marx and the entire nineteenth century took for granted the “law of diminishing returns.” Hence they focused on increasing supply, on microeconomics. By the end of the first quarter of this century, expanding productivities had made this concern appear unnecessary or at least old-fashioned. Productivities, it seemed, take care of themselves. So the economist’s concern shifted to demand, and with it to macroeconomics. Keynes was perfectly aware of the total absence of any concern with productivity in his theory. When challenged on this point, as he frequently was in the early days of his Cambridge seminar, he would always answer that productivity would be taken care of by businessmen if given the right macroeconomics, that is, the right demand policies.

In the context of the 1920s during which Keynes developed his thoughts, this was a tenable position. It no longer is so today. After a century of steady increase in the productivity of all resources, productivities have become stagnant and have actually been going down in all major developed countries these last ten or fifteen years. The decline began in the 1960s well before OPEC. It began even before the rapid increase in the rate of inflation—in fact, the increase in the rate of inflation is in itself in large part a consequence of the slowdown in the increase in productivity. The slowdown in productivities also began before the developed countries imposed an ever-increasing burden of controls and regulations on the productive sectors of the economy. There is no doubt that the tremendous amount of new regulations, whether in regard to the environment, to safety, to employment practices, or whatever, has seriously impeded productivities. But it is by no means the only, and may not even be the major factor.

Productivities have become endangered because they have been neglected. It was not only Keynes who believed that productivities would take care of themselves; increasingly, managers have done so too. But nothing is as dangerous as a decrease in productivities. It makes a shrinking of the economy inevitable. It creates inflationary pressures, social conflict, and mutual suspicion. Marx was absolutely right in postulating that no system could survive a shrinking in the productivity of capital—or in the productivity of any key resource.

The sharp slowdown in productivity is not confined to the non-Communist countries. On the contrary, the decline—especially in the productivity of capital—is in all likelihood far greater in the Soviet Union and in the developed countries of the Soviet system (Russia’s European satellites) than it is in the non-Communist countries of the West or in Japan. But this is cold comfort. It does not help the dying cancer patient to know that the patient in the next bed is terminally ill.

To reverse the trend in productivities is thus a major managerial task. It is the single most important contribution managers of major institutions, whether business or public service institutions, could make toward calming the turbulence. At the same time, for their own institutions to survive, let alone to prosper, managers need to work continuously on improving productivities.

The productivity of all resources can be substantially improved in most institutions, and in relatively short order. “What one man has done, another man can always do again,” says a very old proverb. In every economy, in every industry, and in every branch of human activity, there are institutions that operate at a substantially higher productivity level than the average. What makes one company stand out and lead in any one industry, in any one economy, in any one area, is that it operates at about twice the average productivity of its industry, its economy, or its area. Above all, the leading company always operates at about twice the average productivity of capital.

Marx was right: Capital comes first. Capital is the future.

 

In the United States the General Electric Company, for example, does not owe its leadership position primarily to technological achievement. What sets it apart from Westinghouse, its closest competitor and the industry’s number two, is above all productivity of capital. GE gets about twice as much work out of a dollar as Westinghouse does. The same holds true for Siemens compared to the rest of the electrical apparatus industry of Europe. And in Great Britain, Sir Arnold Weinstock succeeded within ten or fifteen years in converting a dying British General Electric Company into a leader by doubling the productivity of capital, without in any way “sweating labor” or “exploiting labor.” Weinstock is able to pay his employees more and to give them steadier employment precisely because the productivity of capital is high in his company. In Great Britain too, one retail chain, Marks and Spencer, leads the pack primarily because it gets almost twice as much sales out of a unit of shelf space or a square foot of store area as other British or European retailers do. There is no secret to these higher productivities. There is only persistent, hard, steady work and a commitment to managing productivities.

This commitment is now required of all managers in developed countries. To fulfill it, they must set two goals in their institutions. The first is to double the productivity of money in the business—the productivity of capital—within the next eight to ten years, at an annual rate of productivity increase of about 7Þ percent. The second is to aim at being able to produce at least 50 percent more within the next eight to ten years without increasing the number of people employed; this means that they must aim to raise the productivity of people at an annual rate of 4 to 5 percent. Both goals are attainable. Both require only hard work.

 

Four key resources have to be managed consistently, systematically, and conscientiously for productivity. They are capital, crucial physical assets, time, and knowledge. Each of these resources has to be managed separately and differently.

Most managers know approximately how many times a year their enterprise turns over the money invested in it. But many managers think that it makes a difference whether the money is “our own” or “borrowed,” whether it is “debt” or “equity.” In fact, it makes absolutely no difference to the productivity of money who the legal owner is or what the legal terms are. Money is money—and all money, regardless of source or legal obligation, costs roughly the same. Furthermore, a manager has to know specifically where the money is invested in a particular enterprise—one cannot manage an aggregate. The first step toward managing the productivity of capital is to know where all the money in the business really is; then one can start managing the important employments of capital. In one business this may be receivables, that is, the credit extended by a business to its customers. A non-banking business—a manufacturer, for example—cannot compete with the banks in granting credit. He has to pay both the bank’s costs of obtaining and administering money and his own. Hence he has to think through what he expects to get back when he extends a loan to a customer—something too few businesses have done. But the money may also be in fixed assets, in shelf space or selling space in the retail store, for instance, in which case what needs to be managed is turnover and revenues per shelf unit or shelf space over selling time. Or the money may be in expensive machinery—and nothing is quite as unproductive and wasteful of capital as idle time of expensive machinery. Yet the accounting model rarely provides that information; indeed, the assumptions of “standard costs” in the typical cost-accounting system conceal it. In the typical university the capital investment—an extremely expensive one—is in classrooms and laboratory buildings that are being used only a few hours a day, four or five days a week. By developing effective continuing-education programs for highly motivated adults in the late afternoon and evening hours and at weekends, a university may well double the productivity of its capital within a few short years, particularly if it is located in an urban environment. But the first and most important step always is to find out where the money is. The data are in the information base of the accounting model and can be obtained fairly easily, if the executive only asks for them.


All institutions are alike in respect to three of the four key resources—capital, time, and knowledge. These three are universal. But different institutions differ greatly in respect to the fourth resource: their crucial physical resources. An ingot of copper is the critical material for the manufacturer of copper wire. It would be meaningless for the hospital, where the “patient bed” might be the key unit. Each institution needs to think through what the appropriate key physical unit or asset for its business is. It should then be fairly easy to manage it. Hospitals, for instance, have been able to increase the productivity of their crucial assets a great deal by realizing that the term “hospital bed” is a meaningless one. There are many kinds of hospital beds. The hospital bed for the acutely sick patient is very different, for instance, from the hospital bed needed for maternity (not a disease), or from that for patients staying in the hospital for diagnosis, for recovery from surgery, or for the period until the cast on a recently operated ankle dries.

Most managers believe that it is obvious what the key physical resource of their business is. Yet, as the hospital example shows, defining a key physical resource is risky and may be a difficult decision. Key physical assets, like all resources, require productivity goals with deadlines and a feedback from results to expectations. Just how much can be achieved in this area has been shown by the few companies that worked seriously on the productivity of energy after OPEC first raised petroleum prices. Long before OPEC, Dow Chemical in the United States had the reputation of doing an outstanding job in energy conservation. Yet Dow went to work on managing the productivity of energy when OPEC raised petroleum prices. It then succeeded in cutting its energy requirements in half in the five years 1974 to 1979, without any increase in the use of any other resource. This represents an annual productivity increase in the use of energy of 8 to 10 percent.




    
The Productivity of the Knowledge Worker

To manage the productivity of people, and especially of those highly qualified people who are potentially most productive but also most expensive, managers need to know the tasks to which such workers are assigned. It is not enough to know that John Smith works in accounting. If John Smith performs—and otherwise he should not be in accounting at all—we have to know what he is specifically assigned to do. Productivity of the human resource, and especially of knowledge workers, requires that people are assigned where the potential for results are, and not where their skill and knowledge cannot produce results no matter how well they work. Assignment control is the key to the productivity of the skilled worker.

This requires, first, that we know the strengths of people, and particularly of those with a proven record of performance. What do they do well? Where do they belong? It requires, secondly, that as far as possible people are assigned where the application of their strengths can produce results. It requires that they are assigned to opportunities, and those opportunities that are the right ones for them. When Frederick W. Taylor set out a century ago to make manual work productive, he assumed that there would be “one right way” to do specific manual operations, which would fit the great majority of people engaged in this work. He assumed that most people are “average.” But his assumption has proved wrong, especially for work requiring skill and knowledge. When we talk of work that requires more than routine performance, obeying orders, doing repetitive unskilled motions, we have to assume that a very small proportion of people are capable of producing differential results—results that are not only significantly higher but significantly better as well. We then take on the responsibility for placing these people on the tasks where their specific strengths are likely to produce disproportionately large and disproportionately different results.

Managers need to realize that they are being paid for enabling people to do the work for which those people are being paid. It is the manager’s job to ask anyone in the organization—first himself, then the boss, then the people who are his colleagues, and finally his subordinates—every six or nine months: “What do we in this organization do, and what do I do, that helps you in doing what you are being paid for? And what do we do, and what do I do, that hampers you?”

This should be asked of everyone. It is simply not true, as most managers assume, that they always understand how best to lay out routine work, whether machine-paced or clerical. Whenever we have asked: “What do we do that helps you in your work, and what do we do that hampers you?”, we have found that there are a great many things that hamper and too few things that help.

For any but routine operations, the question is absolutely crucial. One has to assume, first, that the individual human being at work knows better than anyone else what makes him or her more productive, and what is helpful or unhelpful. One assumes, secondly, that to be fully productive, people of knowledge and skill need to take responsibility. It is the job of the boss to act as a resource and to support the motivation, the desire of people to do a job; for they know fully well what “productivity” for their work really means. Not to ask that question, in other words, quenches motivation. And even in routine work—as Taylor was the first to realize—the only true “expert” is the person who does the job.

The productivity of people requires, finally, continuous learning, as the Japanese have taught us. It requires that people are constantly challenged to think through what they can do to improve what they are already doing. It requires adoption in the West of the specific Japanese Zen concept of learning: that one learns in order to do better what one already knows how to do well.* To be sure, this presupposes enough psychological security in the work group so that people are not afraid of working themselves, or their colleagues and neighbors on the next machine or in the next office, out of a job. It requires commitment on the part of employers to anticipate redundancies and to train and place people. But above all, it requires willingness to ask employes systematically and to listen to their answers. It requires acceptance of the fact that the person who does the job is likely to know more about it than the person who supervises—or at least to know different things about it. This is particularly important for people who are putting knowledge and skill to work. By definition, the skilled worker must know more about his or her job and work than anybody else in the place, otherwise he/she is not adequately knowledgeable or adequately skilled.

 

Executives are, of course, aware that they have to manage productivities. But most of them believe this means finding the “trade-off” between a less productive and a more productive resource. Most executives—and many economists—believe, for instance, that managing productivities means substituting more productive capital equipment for more expensive and less productive labor, or vice versa.

There is little evidence that this “trade-off” ever really worked as a way to increase overall productivities. Few companies that installed computers to reduce the employment of clerks have realized their expectations; most computer users have found that they now need more, and more expensive, clerks even though they call them “operators” or “programmers.” Similarly, the old fears that “automation” would result in large-scale unemployment have universally been disproven; all automation might do is to shift employment from fairly low paid manual to much more highly paid technical or professional work. Both the computer and automation have often resulted in higher productivities, but not because of the alleged “trade-off.” The careful productivity studies for which Simon Kuznets of Harvard received one of the earliest Nobel prizes in economics show something quite different. The rapid expansion of the American economy in the twentieth century did indeed rest on increasing capital investment, and especially on increasing productivity of capital. But employment went up as fast as capital investment. And wages, because of higher total productivity, went up much faster.

The substitution theory of productivity has thus always been suspect, despite its popularity. From now on, it will not work at all. From now on, all resources will have to be managed for greater productivity. Managers will have to assume that they cannot obtain greater overall productivity by trading a decrease in the productivity of one resource against an increase in another. Furthermore, they will have to assume that a decrease in the productivity of any one resource is likely to mean a decrease in overall productivity that cannot easily be offset.

Knowledge work, unlike manual work, cannot be replaced by capital investment. On the contrary, capital investment creates the need for more knowledge work. The first ones to find this out were the hospitals and universities. In the hospital, more capital investment does not result in saving labor; instead it creates demands for new and more highly paid labor. The expensive capital equipment needed for microsurgery, for kidney dialysis, or for intensive therapy to prevent shock, entails highly trained people. The unskilled work in the hospital has very largely been replaced by machinery; we have automated dishwashers, for instance. So the modern hospital needs only one-third the number of people per patient bed to clean floors and wash windows it used to employ in 1930. But the saving of labor in unskilled or semiskilled work has been more than offset by the increase in employment in skilled work created largely by heavy capital investment. The same thing has happened in the university. And the fact that these institutions, which fifty years ago were labor-intensive but not capital-intensive, are today both capital-intensive and labor-intensive, explains in large measure why the costs of health care and the costs of higher education have gone up disproportionately fast. Yet neither hospital administrator nor university administrator realized this until recently. Both believed that capital investment would “save labor,” that in other words they would “trade off” “labor” against “capital.” It did not work.

Even in manufacturing businesses, the trade-off of capital for labor has not always worked. One example is the paper industry. In 1929, one dollar of investment in papermaking produced around three dollars’ worth of paper production per year. Capital was turned over productively about three times per year. By 1980, the productivity of capital in the paper industry had fallen to where it now takes three dollars of capital investment to produce one dollar’s worth of saleable paper a year—one-ninth the productivity of capital of fifty years ago. But employment in the papermill, per ton of paper produced, is still two-fifths of what it was fifty years ago. In other words, while there has been a very sharp increase in the productivity of labor in papermaking as a result of large-scale mechanization, it has not been nearly as great as the decrease in the productivity of capital. The trade-off has not worked.

Steel mills had the same experience, as had the automotive plants. One of the reasons for Chrysler’s troubles may have been the decrease in overall productivity resulting from unsuccessful—or less than successful—“trade-offs” of labor against capital investment. To be sure, the imminent shortage of people for traditional work will make automation increasingly attractive in the developed countries, and increasingly necessary. But unless at the same time the productivity of capital is significantly improved, the saving in labor will almost certainly turn out to be an illusion. And wherever “labor” means highly skilled people, knowledge people, managerial and professional people, there can be no such saving at all. There, the only way to increase productivity of “labor” is to increase the productivity of the people, that is, the productivity of time and the productivity of knowledge.

Managers thus have to manage separately the productivity of all four key resources: capital, crucial physical resources, time, and knowledge. But what matters in the end is the total, overall productivity of a specific institution in using its resources. What matters is the total overall productivity of this factory, this store, this bank, this hospital, this school, this office. It is the total overall productivity of all factors in a specific enterprise or institution that managers are being paid to promote. And it is the steady increase in the productivities of all resources in their specific institution to which managers must commit themselves in turbulent times.




    
The Costs of Staying in Business vs. the Delusion of Profit

Managing the fundamentals includes earning today the costs of staying in business tomorrow. A business that does not earn these costs is bound to fade and to disappear. These are not “future costs”; they are costs incurred now though not paid out until later. They are “accrued” or “deferred” costs—and we learned long ago that these are true costs that must be shown in the current accounts of a business. A business that does not earn the accrued costs of staying in business impoverishes the economy and is untrue to its first social responsibility: to maintain the wealth-producing and employment-producing capacities of the resources entrusted to the enterprise and its management.


“Profit,” it cannot be said often enough, is an accounting illusion. Except in the rare case of the governmental monopoly, such as OPEC, there are no profits; there are only the deferred costs of staying in business. In the first place, capital is a resource. And there are, as by now we should all have learned, no “free” resources. The minimum cost of staying in business therefore is the cost of capital.

But economic activity by itself has deferred costs, costs of staying in business, which have to be earned today so that there is a business—or an economy—tomorrow. Economic activity can be defined as the commitment of present resources that are certain—the seed corn, to future expectations of a harvest. Future expectations always entail a risk, and a high risk; yet no economic activity is possible without the risk, just as no agriculture is possible without retaining part of the current harvest as the seed corn for next year. Economic advance means the ability to incur larger and more complex risks, to commit present resources to longer time periods and to the greater uncertainties of change and innovation. Economic advance thus depends on the ability of an economy to form capital, that is, to generate a surplus of current production over the costs of the past and present.

But economic advance also means the ability to substitute knowledge and skill for muscle and sweat. It means the creation of future jobs—both more jobs and better jobs. And this too depends, as we know, primarily on the rate of capital formation and on our ability to invest larger and larger sums in the creation of a future job. The more knowledge a job puts to work, the more capital investment does it require. It requires capital investment directly, in equipment and machinery—the quantum jump between the costs of a pencil and the costs of a hand-held calculator is one indicator of the jump in capital requirements per job. It requires even more capital indirectly in the form of high and rising investment in capital formation of the human resource, its schooling and education. Young graduate engineers in their early twenties just starting on their first jobs require in direct and indirect capital investment (in part made by the employer, in part by the family and by the taxpayer) about twenty-five times the capital investment that their grandfathers, the skilled carpenters, represented sixty years ago when they went to work on their first jobs after apprenticeship. And the engineer’s son will probably require about five to ten times the total capital his father now requires. In other words, in all developed countries there is need for substantial scaling up of capital investment to provide tomorrow’s jobs for today’s young people and their expectations.

It is no longer sufficient to earn enough to cover the costs of the past and present. An enterprise does not “break even” when it covers the costs of the accounting model, the costs that have already been paid out. The costs of staying in business have already been incurred—they just have not been paid out. The amounts due cannot perhaps be established with the precision with which an accountant can determine what has already been paid out. But they can easily be determined within the range of probabilities and with the same margins of error that apply to the bulk of accounting figures, such as the valuation of fixed assets, of patents, or of outstanding claims. Indeed, the precision with which the costs of staying in business can be set is considerably higher than that for most figures in the conventional balance sheet and profit and loss statement. It has been an axiom of economics since the earliest work of the English economist Alfred Marshall, a hundred years ago, that in a market economy the costs of staying in business can never be lower than the costs of capital. An enterprise that earns less on the total amount of money in the business than the going rate for capital is by definition operating at a deficit and stealing from the future.


Everybody accepts this for the farmer who eats up the seed corn needed for next year’s sowing. That we do not accept it in respect to business enterprise is, in large measure, the result of the delusion of “profit.” Everyone knows that the farmer’s seed corn is not profit, even though it is surplus. But no one—including business executives—grasps that the “profit” reported in company statements is not profit either; it is “seed corn.” It is the “cost of staying in business”—an actual and genuine, albeit deferred, cost.

In turbulent times the need for capital formation is bound to go up, if only because turbulent times mean greater uncertainty and a higher risk premium on the committal of present and certain resources to the future. But we know that the times ahead are times of great change and innovation, socially and technologically—and this again means higher risks in the future. Finally, in all developed countries there is under way a sharp shift to skilled jobs requiring higher capital investment. In the developing countries the need ahead is for jobs—manufacturing jobs, mainly—that will require in their totality capital investments beyond any current imaginings, even if the investment in the individual job is still quite low.

At the same time, the impediments to capital formation are great and are getting greater. Capital formation in all developed countries is falling sharply. One reason is, of course, that inflation destroys capital. The public intuitively senses this, which explains why in an inflationary period people tend to increase their savings rate even though “common sense” would argue for shifting out of money and into things. The public senses, without benefit of economists, that it has to increase the sums laid aside in order to stay even with the declining value of its savings.

There are also structural and permanent changes that tend to depress the rate of capital formation in the developed countries, whether market economies or developed Communist countries. Fifty years ago, Keynes stood traditional economics on its head by showing that, under certain conditions, modern economies have a tendency toward “over-saving,” so that capital formation needs to be discouraged and consumption encouraged. Now, because of structural changes in population,* we must expect in the developed countries a long period dominated by a chronic built-in tendency toward “under-saving” (the opposite of what Keynes diagnosed for his time but just as incompatible with classical economics). More and more personal savings, even in countries like Japan or Germany with their high personal savings rates, will not be “capital formation” at all but “delayed consumption.”

To a large and increasing extent, in all developed countries, the bulk of personal savings are funds for retirement. Insofar as these funds are collected by government—as the largest part is everywhere, even in countries like the United States and Great Britain that have sizable private pension systems—they are “savings” only to the individual. They immediately become “spending” on the part of government. But most of what is being paid into private pension plans also goes out to pensioners, who spend by far the greatest part of it right away. The other major component of “personal savings” in developed non-Communist countries is investment in the individual family home. The home is a durable consumer good, albeit one that has a high resale value. It is not a “capital good” used to produce economic value or wealth. Investment in the home is not “capital formation.” The more affluent a society becomes, and the more the broad masses become the sole recipients of national income through wages and salaries, the less do personal savings equate with capital formation. The more successful a society is in prolonging the individual lifespan, the lower inevitably is the rate of genuine capital formation by individuals.

There are other reasons for the drop in the rate of capital formation: the rapid increase in the current costs of doing business; the growth of governmental bureaucracies, which greatly increase the economy’s cost burden; the growth in regulations; the increase of transfer payments (whether for the environment, for safety, or for goals of social policy). All these raise the cost of doing business and thereby impede the ability to earn the costs of staying in business. But the basic shift is structural, it is the shift in population structure and population dynamics. As a result of this shift, older people have become the largest-growing segment of the adult population, which sharply affects the savings rate. (See also Part 3 below.) This shift makes developed societies increasingly dependent for their capital formation on the ability of the organized non-governmental institutions—primarily businesses, of course—to earn the costs of staying in business, and thus to provide the “seed corn.”

To most businessmen, as to most economists, this is obvious. There is therefore among businessmen and economists a growing concern with capital formation and a growing awareness of the inadequacy of the rate at which businesses today earn the costs of staying in business. But for the public, the politicians, the trade union leaders, and even for the senior people in organizations—let alone employes on all levels from the shop floor to such functional and technical areas as sales management or research—this obvious fact is totally invisible. It is obscured by the prevailing rhetoric of “profit.” “Profit,” we are told, is a “reward” to the investor. “Profit,” we are told, is a return on what has been invested in the past. Nothing could be further from the truth. What is misleadingly labelled “profit” is genuine cost, the cost of the future of enterprise and economy. A rate of profit that does not equal the cost of capital is not “profit” at all. It is loss, both for the firm and for the economy.

Covering costs is surely a managerial responsibility. No one has ever argued otherwise. Managers thus have responsibility for earning the costs of staying in business.

One conclusion from this is that the “not-for-profit” institutions of the Third Sector—hospitals, universities, service organizations of all kinds—need to consider the cost of staying in business as a part of their operating costs. Today, these institutions treat a surplus of operating revenues over operating costs as a “profit” they are not supposed to make. They thereby conceal their true costs. But they also endanger their own future and impose burdens on society and on the wealth-producing capacity of the economy. This could be condoned as long as the Third Sector was marginal. But now the so-called Third Sector in most developed countries is far more than a “margin”; it accounts for at least one-fourth of national product. Today, we need to know how big the deficit of the Third Sector institutions really is.

 

The danger of treating the cost of staying in business as a “cost of the future” rather than as a cost of current operations in public service institutions is dramatically illustrated by the failure of the British National Health Service to account from 1950 until today for the known, ascertained, and measurable costs of needed hospital construction. The health service accounts were supposed to be “in balance” during most of these years, with the taxpayers paying the full costs. Actually, the service ran at a huge hidden deficit. As a result, there are today in many parts of the United Kingdom long and lengthening waiting periods for so-called elective surgery for those complaints where the disease itself does not get worse by postponing remedial action, though the patient suffers. Private health insurance has become the most popular and fastest-growing employe benefit in the United Kingdom. It does not pay for medical treatment or surgery; the health service does that. It pays for “jumping the queue.” This, of course, is a straight denial of the very premise on which the National Health Service was founded. Indeed, the explosive growth of private health insurance in Great Britain bespeaks a basic failure of the National Health Service—an unnecessary failure, caused by nothing but the refusal to treat the costs of staying in business as legitimate costs, a refusal indeed to consider them as “costs” at all.

A deficit is a deficit, whether incurred by a soap maker, a university, a hospital, or the Boy, Scouts. Managerially and entrepreneurially, these are very different institutions; economically, the only difference between them is the way the tax collector treats them. Many “not-for-profit” institutions ought to show what in traditional accounting would be treated as substantial “profits,” that is, a substantial surplus of current income (whatever the source) over current outgo; in many service institutions the costs of staying in business are very high indeed. Universities and hospitals, both almost certain to undergo fairly drastic changes within the next decades, are good examples. As long, however, as the costs of staying in business, despite their certainty and measurability, are treated as “profit,” the “not-for-profit” institutions of the Third Sector will not be managed for performance and service, but will indeed be mismanaged. We may choose to run many of these institutions on a subsidy from the taxpayers; others we may want to keep dependent on private charity. But the managements of these institutions owe it to themselves and to society to know how large the actual deficit is at which their institution is run—they owe it to themselves and to society to know their true costs, even if they are not expected to earn them.

 

For all managers, knowing the costs of staying in business and treating them as genuine costs is a basic responsibility. This implies, first, that the financial figures of their institution be adjusted to inflation, so that managers know the true economic position of their enterprise. It implies, secondly, that managers accept that they operate at a loss unless the surplus of current revenues over costs of past and present covers the cost of capital for all the money employed in the business at current market rates. The cost of capital, to repeat, is always the minimum cost of staying in business.

It is moreover incumbent on managers to think through the costs of staying in business so as to provide for—or at least to identify—those costs that are likely or certain to exceed the going rate for the cost of capital. The costs of staying in business during the next few years are almost certain to be higher than the cost of capital for the hospital and the university, as has already been mentioned. But they are also certain to be a good deal higher for the traditional steel mills, for example, where high capital requirements for new processes and for automation coincide with demands for high environmental and safety investments and with capital demands for energy-conserving technologies. Until these costs are provided for out of current income, the enterprise has not “broken even.”

There also is an urgent need to adjust executive compensation to economic reality. As long as executives get extra compensation based on reported “profits,” they will resist changing the way they report their earnings. Extra compensation based on profits should never be paid until the costs of staying in business have been covered by current earnings. Not to disclose that the genuine costs, the costs of staying in business, have not been earned is fraud. To pay oneself “bonuses” based on a nonexistent profit is embezzlement.

But above all there is need to change the rhetoric and the use of totally misleading accounting figures. The costs of staying in business have to be reported to the stockholders, to the public, to the taxpayer. In their rhetoric, managers must emphasize increasingly the responsibility for earning the costs of risk, of change, of innovation, and of tomorrow’s jobs for today’s young people and the new entrants into the work force. They cannot do so unless they first make sure that the accounting figures of their own enterprises, by which they themselves manage, reflect reality rather than the delusion of “profit.”

Next to the danger of falling productivities, the greatest danger to the world economy, and to the economy of every country in it, is the drop in capital formation. This drop is probably a good deal greater in the Communist countries than in the market economies, but again this is cold comfort. It is easier in a Communist country to increase the rate of capital formation, for the Communists have never talked about “profit,” even though the surplus of current revenue over current costs on which Communist economies operate is many times the “profit margin” of market economies. (But the risks and uncertainties are also much higher in a centrally planned economy and the productivity of capital is very much lower.) The opposition to “profit” is growing in all countries, and as long as we try to explain it by such dubious rationalizations as the “profit motive”—for which there has never been a shred of evidence—or “reward to the investor,” this resistance will grow. Unless managers make themselves see every time they look at their figures that there is no “profit,” but only “costs of staying in business,” they will continue to talk misleading nonsense—in the end it will, however, mislead no one but themselves. People sense that they are being duped.

In the United States the Securities Exchange Commission (SEC) has for the last few years tried to get accountants to estimate profits ahead. This is unlikely to work. Future revenues are always hard to estimate; in turbulent times, two or three years in the future, even the direction can be estimated with only a margin of error of plus or minus 50 percent. But the costs of staying in business can be estimated with high probability quite a few years out precisely because they are not “future costs” but “deferred costs.” The SEC could make no greater contribution to the American economy and to the free economies all told than to demand of accountants that they estimate the costs of staying in business—with the cost of capital as the minimum—and include these as genuine costs in the published reports of the institutions whose accounts they audit and certify.

But the executive—whether in business or in a public service institution—had better not wait for SEC and accountants. He should start right now managing the costs of staying in business and treating them as genuine costs. Otherwise in turbulent and inflationary times he may well find that his enterprise sinks under the weight of real losses after reporting “record profits” year after year.
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Managing for Tomorrow

The fundamentals pertain to today’s enterprise. But all institutions live and perform in two time periods: that of today and that of tomorrow. Tomorrow is being made today, irrevocably in most cases. Managers therefore always have to manage both today—the fundamentals—and tomorrow. In turbulent times, managers cannot assume that tomorrow will be an extension of today. On the contrary, they must manage for change; change alike as an opportunity and a threat.




    
Concentrating Resources on Results

In turbulent times the enterprise has to be kept lean and muscular, capable of taking strain but capable also of moving fast and availing itself of opportunity. This is particularly important if such times follow long years of comparative calm, ease, and predictability. Unless challenged, every organization tends to become slack, easygoing, diffuse. It tends to allocate resources by inertia and tradition rather than by results. Above all, every organization tends to avoid unpleasantness. And nothing is less pleasant and less popular than to concentrate resources on results, because it always means saying “No.”


In turbulent times, any organization—business or public service institution—needs to control the assignment of its resources. It needs to think through where the results are likely to be. It needs to know the performing and productive resources within itself, and especially the performing and productive people. Organized, continuous, disciplined efforts are needed to commit these resources to actual and potential results. “Feed the opportunities and starve the problems” is the rule. And resources can be productive only if they are concentrated; fragmentation inhibits results.

One way to exercise assignment control and to concentrate is to have two budgets: an operational budget for the things that are already being done, and an opportunities budget for proposed new and different ventures. The operational budget will be much more voluminous than the opportunities budget, which even in a giant company rarely runs to more than a few pages. Yet both should be given the same amount of top management time and attention. The questions management asks of these two budgets are quite different. For the operational budget, one asks: “Is this effort and expenditure truly necessary? If not, how do we get out of it?” But if the answer is “Yes,” one asks: “What is the minimum needed to prevent serious malfunction?” For the opportunities budget, the first question is: “Is this the right opportunity for us?” And if the answer is “Yes,” one asks: “What is the optimum of efforts and resources this opportunity can absorb and put to productive use? And who is the right person to work on it?” The operational budget should always be funded on the lowest basis to get by. It should be “satisficed” rather than “optimized,” to use the terms of formal decision theory. The opportunities budget should be optimized, i.e., funded to give the highest rate of return for efforts and expenditures.

But concentration of resources on results also requires a systematic commitment to what I would call “corporate weight control,” or the abandonment of one less promising or less productive effort for every new effort taken on. This is particularly important for staff work, whether in personnel, marketing, research, or any other staff area. One should always ask the expert in the area: “What are you going to abandon so as to engage in this new activity?” As a rule, management should not sanction a new activity or effort in a staff area unless an old and less productive one is being sloughed off. For in staff efforts, only concentration of effort produces results. The rules of corporate weight control apply equally to new products, to additions to the product line, to additional distribution channels, and so on.




    
Sloughing Off Yesterday

After long years of relative calm and predictability, every enterprise—business or non-business public service institution—is likely to be loaded down with yesterday’s promises. These include the products or services that no longer contribute; the acquisitions or ventures that looked so enticing when started, but now, five years later, still are only hopes; the intelligent ideas that failed to turn into performance; the products and services the need for which has disappeared with social or economic change; and the products and services that have made themselves obsolete by attaining their objectives. A ship that spends long periods of time at sea needs to be cleansed of its barnacles or their drag will deprive it of speed and maneuverability. An enterprise that has sailed in calm waters for a long time similarly needs to cleanse itself of the products, services, ventures that only absorb resources; the products, services, ventures that have become “yesterday.”

Any enterprise needs such a systematic abandonment policy at all times, but especially in times of turbulence. Every product, every service—external and internal—every process, every activity needs to be put on trial every few years, with the question: “If we weren’t in this already, would we go into it knowing what we now know?” And if the answer is “No,” one does not say: “Let’s make another study.” One says: “How can we get out; or at least, how can we stop putting additional resources in?”

The time to ask these questions and to act upon the answers is not when the institution is in trouble. It is while it is successful. For then it is most likely to have its resources allocated to the past, to the things that did produce, to the goals that did challenge, to the needs that were unfulfilled.

Sloughing off yesterday is particularly important these days for the non-business public service institution. Its very success in a great many cases has made its programs, activities, services, obsolete and unproductive. But even abandonment of the failure, the unproductive, is difficult in service organizations. It is all but impossible for most of them to accept that success always means organizing for the abandonment of what has already been achieved. Service institutions are not want-oriented; they are need-oriented. By definition they are concerned with “good works” and with “social” or “moral” contributions rather than with returns and results. The social worker will always believe that the very failure of her efforts to get a family off welfare proves that more effort and more money are needed. She cannot accept that her failure—continuous and total over half a century—means that she had better stop doing what she is so valiantly failing in. The schoolmaster cannot accept that he has attained his age-old objective of getting all the children to attend school for long years, and that now he had better ask how to get more out of fewer years of schooling instead of continuing futile efforts to obtain even more years for even more students. The hospital considers it “unthinkable” that its efforts to improve childbirth have attained their objective to the point where “maternity” no longer belongs in a hospital for the sick, but in a “motel” with access to hospital services.


By and large, few service institutions attempt to think through the changed circumstances in which they operate. Most believe that all that is required is to run harder and to raise more money.

Precisely because results in service institutions are not easily measured, there is need for organized abandonment. There is need for a systematic withdrawal of resources— money, but above all, people—from yesterday’s efforts. At the very least, the manager of a service institution should ask himself all the time how methods should be changed to accomplish what his institution originally set out to do.

But in businesses too, far too many executives look upon their products, services, activities as “good works,” as a “moral duty” or something the Good Lord created, rather than as short-lived, human activities justifiable only if they produce results and satisfy a customer. Far too few businesses are willing to slough off yesterday, and as a result, far too few have resources available for tomorrow. In turbulent times, a business needs to be able both to outride sudden hard blows and to avail itself of sudden unexpected opportunities. For both, the concentration of resources on results and a sloughing off of the resource-devouring and unproductive past are primary requirements.




    
Managing Growth

Every business needs to manage growth. And to do so, it needs a growth strategy.

During the 1950s and 1960s, it was believed that everything has to grow and that there are no limits to growth. In the 1970s, it became popular to believe that growth is over forever. Both beliefs are fallacious.

Nothing can grow forever, let alone at an exponential rate. Yet every fifty years or so, since the early eighteenth century, the developed countries of the world economy have experienced a “go-go decade,” a decade during which growth was everything and everything was supposed to be growing forever. The first of these was around 1710, with the South Sea Bubble and John Law’s Louisiana schemes. The next was in the 1770s and 1780s. There was a “go-go decade” around 1830, and another one around 1870. The one around 1910 was aborted—at least in Europe—by World War I; in the United States it continued until 1929. And then we had the 1960s and 1970s.

Every one of these “go-go” periods was followed by a massive hangover, during which everybody believed that growth had stopped for good. It never did, and there is no reason to believe that it has stopped now.

But in every such period, growth shifts to new foundations. It then becomes important for a business to think through where the growth areas are for its specific strengths, and to shift its resources out of the areas in which results can no longer be achieved into those areas where the new opportunities can be found.

In every such period, obsolescence speeds up. And in turbulent times, an organized sloughing off of the past combined with a systematic concentration of resources are the first requirements of any growth policy.

In every such period it is important for a business, but also for a non-business public service institution, to decide just how much it has to grow so as not to become marginal in its market. For if one’s market grows, one must grow with it—to be marginal means to become extinct.

 

Chrysler’s policy offers a good example of what not to do. Around 1960 or so, the Chrysler automobile company decided in effect not to grow. It did not have the resources to grow from within. Its growth would therefore have required a merger, in all probability with a European company. Instead, Chrysler decided to remain “conservative” and to become “a factor” rather than “a leader” in the industry. This turned out to be a disastrous mistake. The automobile market grew fast, and by 1975 Chrysler had become marginal. Its very survival had become questionable, even with massive government help. In 1960 Volkswagen was a good deal weaker than Chrysler in all areas—financial, product, engineering, and marketing. But VW made the decision to grow with the market. It asked: “Where are the growth markets?” and concentrated on four of them: Continental Europe, Brazil, Mexico, and the United States. In those areas it tried to attain leadership. Chrysler, by trying to become a worldwide also-ran, only succeeded in becoming marginal.

A marginal institution always goes down disproportionately more whenever the economy goes down, and it comes up disproportionately less whenever the economy goes up. With every turn of the business cycle, it becomes weaker. And once a business has become marginal, it is exceedingly difficult to reverse this downward drift; in fact, it is almost impossible.

The term “marginal” in this context is a matter of industry structure. It means something very different in hotels from what it means in the chemical industry. Industry structures also change. Thirty years ago, it was quite possible to be number two in the electrical apparatus industry within a major national market. Westinghouse in the United States and AEG in Germany then had a perfectly tenable position as number two producers within their markets. Today, one has to be among the small group of leaders on the world market. Maybe alone among electrical industry executives Sir Arnold Weinstock in the United Kingdom understood this. The British General Electric Company, which he built up in the sixties and seventies largely by merging a number of weak and marginal enterprises and by ruthlessly dropping all areas in which the company could not obtain leadership, has become a viable business. Companies that were much bigger and much stronger when he began—such as Westinghouse in the United States—have since drifted and become successively less profitable, less able to compete.

A minimum amount of growth may thus be necessary to survival. It is always necessary if the market is growing or if the industry structure is changing.

A business needs to distinguish between the wrong kind of growth and the right kind of growth, between muscle, fat, and cancer. The rules are simple: Any growth which, within a short period of time, results in an overall increase in the total productivities of the enterprise’s resources is healthy growth. It should be fed and supported. But growth that results only in volume and does not, within a fairly short period of time, produce higher overall productivities is fat. A certain amount of fat may be needed; but few businesses suffer from too little fat. Any increase in volume that does not lead to higher overall productivity should be sweated off again. Finally, any increase in volume that leads to reduced productivities, except for the shortest of start-up periods, is degenerative if not pre-cancerous. It should be eliminated by radical surgery—fast.




    
Managing Innovation and Change

In technology, as in economics, the twenty-five years from the Marshall Plan to the early seventies were years of extremely rapid growth and development—and yet they were also years of continuity. The most important feature of the technology of the postwar period was not innovation; it was the extension of modern technology to all parts of the world as a consequence of the penetration during World War II of the most remote corners by modern armies with modern armaments and, modern methods. Lhasa in Tibet is still not listed among the world’s commercial airports, but it is the exception. And even in Lhasa, I suspect, there are people now who have television sets though the surrounding mountains would seem to bar electronic signals. Apart from such remote corners as Tibet, the highlands of Bolivia, Albania, or the jungles of the Amazon, there is hardly any place in the world today that cannot be reached by telephone; no place where people need to be told what the mushroom cloud in the movie or on the television screen means; no place where movie and radio have not penetrated and transformed lives far more drastically than the railroad transformed the lives of people in the nineteenth century.

The Indian government is pursuing a policy of “Small is beautiful,” and believes that “Gandhi’s one major mistake was to push the spinning wheel.” Yet to a visitor driving through the Indian villages, the pervading impression is not of an age-old poverty, age-old disease, and age-old misery. It is, rather, the brand-new bicycles outside each miserable hovel. It is the transistor radio which, turned on full blast, blares from every passing bullock cart, every camel cart, every elephant howdah. It is the crowds at the village markets who stand ten-deep around stores that offer motorbikes or small tractors or television sets even though there is as yet no television reception in the area.

But while the penetration of technology accelerated greatly during the twenty-five postwar years, technology itself largely continued along paths that had been laid out earlier. The “new technologies” of the fifties, sixties, and seventies were in the main based on science and knowledge that had been produced before World War I, and certainly before 1929. Two major exceptions are the computer, even though many of its basic concepts and technologies were largely developed in the twenties and computer technologies of later vintage are only now beginning to have substantial impact. And in medicine the “miracle drugs” of the 1950s and 1960s, which go back to work done as late as the forties during World War II.

In the twenty-five years after World War II, a continuous refrain was the acceleration in the speed of technological change. But this was largely a misunderstanding. What actually accelerated was the awareness of technological change. Technological change itself probably did not speed up at all; it may even have slowed down. Certainly there was nothing between 1945 and 1975 comparable to the technological changes of the sixty years between 1856 and World War I. These began with the discovery of the first synthetic dye, the design of the first working dynamo and of the typewriter; they ended with the first powered flight by the Wright Brothers, with Lee DeForest’s audion tube, and with symbolic logic, which provided the basic concepts for electronics and data processing, including the very concept of “data.” During that sixty-year period a new invention, leading almost immediately to a new industry, was made on average every fourteen to eighteen months. In the period between 1947 and 1975, only two truly new industries emerged: computers and systemic drugs, beginning with the sulfas of the late thirties and the antibiotics of the forties.

The next twenty or twenty-five years are almost certain to be more akin to the years before 1914 than to those between 1947 and 1975. It is fashionable nowadays to believe that technological change has come to an end—and indeed to believe that it is not desirable and can be stopped. This is not new; it is the common reaction in a period of rapid technological change. It was the reaction of the 1830s, when the Luddites, the machine wreckers, were far more visible than the innovators. It was the reaction of the 1890s, the last period of disenchantment with technology in Western history. But just as the Luddites and the technological pessimists of the nineties made no lasting impact, so, it can be said, will today’s romantic objection to technology remain ineffectual. It can cause serious dislocation. The fear of new technology of the generation of H. G. Wells in 1890 seriously crippled Great Britain and ensured that she would stick to the old technologies of the nineteenth century, falling behind in the science-based technologies of the twentieth century. But it did not impede, nor even slow down, the worldwide spread and advancement of technology. It only shifted technology, and with it economic leadership, to new areas. This is also the only possible result of the outcry against tomorrow’s technologies in today’s developed countries.

It is popularly believed that the lead time between new knowledge and its conversion into products and services has recently become much shorter. Not so. The lead time is today what it has been for a very long time, about thirty to forty years.

Werner Siemens invented the first practicable dynamo in 1856. Twenty-two years later, in 1878, Thomas Edison designed the electric light bulb, which made electricity an effective technology. A few years later Westinghouse developed the alternating current motor, which made electricity the prime mover for industrial production. William Henry Perkins, in 1856, had discovered the first synthetic aniline dye made from coal tar. But it was not until 1880 that the Germans, picking up Perkins’s fundamental discovery, developed the modern dyestuff industry. The main-frame computer was developed as a practical machine in 1945, at the very end of World War II. Thirty years later, in the mid-seventies, with miniprocessor, integrated circuits, and ordinary-language logic, the computer first became an everyday tool.

On the basis of this thirty- to forty-year lead time, the period of fundamental technological changes is ahead of us. Unlike the quarter century after World War II, it will be a period of structural change rather than one of modification, of extension, or of exploitation. The period ahead will shift technological change to new realms.

One of these areas of structural change ahead is electronics. The fundamental scientific knowledge was produced in the late thirties and early forties. The 1980s are therefore almost certain to be a period of high technological impact and true innovation.

A major impact is going to be in communications. Until now, electronic communication has largely adapted itself to the traditional definition of voice, vision, and graphics as distinct separate kinds of communication. From now on, electronics will increasingly produce total communications. By the middle of 1980 the Business Communications Satellite (a joint venture of IBM, Xerox, and the American satellite company Comsat) should be in operation in the United States. It will make possible simultaneous and instantaneous electronic transmission of voice, of vision, and of graphics (such as documents or charts). This will enable people in twenty-five places anywhere on the face of the globe to be in one visual place where they can talk to each other directly, see each other, and if need be share the same reports, the same documents, the same graphs simultaneously, without leaving their own office or home. The equivalent communications capacity is available in a number of different systems—for instance, in the new telephone exchanges that are being pioneered by the British Post Office and by competitors to the Bell Telephone System in the United States.

As a result, business travel on the airlines has probably passed its peak. Such travel was one of the growth industries of the post-World War II period. It should increasingly become less important, although its place may well be taken (and taken with a vengeance) by travel for vacation, learning, and sheer curiosity, defined as non-business travel. But business travel should become less and less necessary. It will be possible for executives to get together without moving that heavy, inert object, the human body, and inflicting upon it stupefying hours of vibration in stale air. Increasingly, we will be able to meet “in person” without having to move the person.


An equal or more important change will be the ability to substitute electronic transmission of graphics for the shipping of heavy paper. Marshall McLuhan made the headlines in the sixties by predicting that the electronic “message” would replace the old traditional “medium,” the printed word, the graphic information. This has not happened and it will not happen. On the contrary, electronics are becoming the main channel for the transmission of graphic, printed information. Until today, we had to put a few grains of ink on half a pound of heavy cellulose through a printing process, and then to transport the inert mass of cellulose over long distances, to be finally hand-carried to the individual audience, slowly and at great cost. But today almost everyone has two printing plants in his home, the telephone and the television set. The telephone (already used by the British Post Office to transmit graphics) is easy, cheap, and a two-way channel. Its graphic quality, however, is poor and likely to remain so. The television set, on the other hand, has excellent graphics; the video cassette has already better graphic quality than most commercial printing presses. So far, the television set allows only one-way communication. Nevertheless, between the two tools we have a complete system for transmitting graphics, which will reach into practically every household in the developed countries. The remaining obstacles are not technical or economic, but legal and political. Electronic transmission of graphics is infinitely cheaper, let alone infinitely faster, than the traditional methods, which could be justified only as long as there were no alternatives. Within twenty to twenty-five years, it can be predicted with high confidence, the bulk of what we call newspapers and magazines today will be transmitted through electronics and through the printing plant of a telephone or television set.

We can also anticipate major technological changes in the field of health care. The new knowledge developed from the early thirties until the fifties, when Crick and Watson deciphered the genetic code, will lead to the development of bioelectronics and biogenetics to complement biochemistry and biomechanics (or surgery), and to the development of artificial organs that the body does not reject. There is the genetic manipulation of the chromosomes in the cell. And there is biogenetics, which uses the body’s own dynamics to change or correct organic defects and deficiencies, whether genetic or the result of metabolic malfunction. These new technologies will not replace traditional medicine; they will complement it. But they bid fair to blur the age-old distinction between “internal medicine” and “surgery.” Unlike internal medicine, they constitute invasions of the body; yet, unlike surgery, they are likely to be bloodless, and will mobilize the body’s own forces for corrective action.

Well before 1995, the “modern” manufacturing technology of the twentieth century, the “assembly line,” will largely have disappeared, to be replaced by true automation. All along, the “assembly line” was a temporary compromise rather than a permanent solution, and poor engineering to boot. It did not use the strengths of the human being but, instead, subordinated human strengths to the requirements of the machine. In fact, the assembly line—despite its high visibility and symbolic importance—never employed more than a very small fraction of people. At its peak around World War II, maybe 5 to 8 percent of the American labor force employed in manufacturing worked on the “assembly line.” Many more, of course, work on assembly, and are likely to continue to do so. But most assembly is not “assembly line.” The workers, for instance, who put together a radio or television set, a computer or an airplane, do not work on an “assembly line,” even though they work on “assembly.” They do a complete job at their own rhythm and their own speed, largely independent of what anybody else on the floor is doing. In areas in which we can use the specific strengths of human beings—their ability to do a large number of different operations, to do them at different rhythms and different speeds, and to exercise judgment—automation has little to offer. But where there is an “assembly line,” where human beings are used or misused as if they were parts of a machine, true automation is infinitely superior. The numerically controlled machine tool that has programmed, computerized instruction built into it will make the “assembly line” rapidly obsolete. For the numerically controlled tool can do the one thing the assembly line cannot do: it can change what is being produced, and to a large extent how it is being produced, without confusion and without extremely expensive machine downtime. By the end of this century the “assembly line,” at least in developed countries, will have become history.

Altogether, within ten or fifteen years we will see a development as important as the integration of the electrical motor into the individual machine at the end of the nineteenth century. Any photograph of a manufacturing plant, a retail store, or even an office around 1900 shows the pulleys, belts, or treadles that brought power to the machines. By 1930 the production of power had become part of the machine itself. Sewing machines were driven by pedal power until 1930; since then, they have had electric motors. Spindles in the textile factory received power from a central source as late as 1925; every spindle produced since then has its own small electrical motor. Typewriters followed in 1950—only older people or college kids use “manual” typewriters today; everybody else uses a typewriter with an electric motor.

From now on, information and control will increasingly be embodied in the machine. Increasingly, the computer (as in the form of a miniprocessor) will be as much a part of the productive tool as the electric motor became in the last seventy-five years. Medical and testing instruments will have their own built-in processors and controls—whether in health care, in the factory, at the airport, or in the airplane aloft. The integration of information processing and information analysis with the operating tool is, in its way, as radical a change as was the integration of prime energy producer and machine tool at the close of the nineteenth and the opening of the twentieth century. And it will take less time.

The new information technology may transform banking, too. Banking for the consumer, which is primarily focused on transactions and information, may become a major industry, separate from the banking serving business and industry. Sears, Roebuck—America’s retail giant—has already begun to buy up Savings and Loan associations (a form of consumer finance institution), and is forging them into a national chain focused on the needs of the American family. The banking needs of business—and especially of transnational business—may, however, be totally different, in respect to information and to financial services alike. The “universal bank” of yesterday, the bank that offered financial services to every kind of client—retail or family customer; commercial customer; large corporation—may well split into different, highly specialized and separate, if not independent, institutions, each of which melds information and financial services in different ways.

 

The examples given above are not a listing but a sample. What is clear is that the tremendous amount of new knowledge produced in the last thirty years since the end of World War II is now beginning to have an impact on technology. Knowledge is becoming performance, and this means rapid change. The technological change is only a part of the story; social change and social innovation should be equally important. It is highly possible that we can anticipate a period of rapid change in a great number of areas, regardless of the attitude of the public toward technological change. Resistance to change may make it more expensive but is unlikely to slow it down. Resistance to change may mean that economic leadership tomorrow passes from old to new countries, and from old to new industries. In the late nineteenth century Great Britain lost her leadership, which passed to Germany and the United States. And in the period after World War II the Japanese, precisely because they were in many ways technologically backward, could gain leadership in an area that traditional Western industry had largely neglected—high-technology consumer goods. Such shifts may happen again, are indeed likely to happen again. But this does not alter the fact that technology is changing rapidly and that innovation, both technological and social, is speeding up and is likely to change the structure of economy and society.

The change furthermore is likely to lead to alterations in the economical size needed for effective operations. In some industries, the optimum size may go up; in others it may go down. Traditionally, there has been a premium on being small in innovation. Large organizations successful in yesterday’s technologies tend to be defensive rather than offensive. But tomorrow’s technologies may require very large capital investment at a fairly early stage. Communication systems, for instance, are by definition large systems.

In other areas optimal sizes may become much smaller. The steel industry of the world is in severe crisis, we are told. But this is not true of the “mini-mills” using the direct reduction method to convert scrap into new steel. With the enormous quantities of steel produced in the world over these last twenty or thirty years, there is now so much scrap available that tomorrow’s steel needs can largely be met by reusing yesterday’s steel product instead of smelting newly mined iron ore. But the mini-mills, which make steel from scrap rather than from ore, are pygmies compared to the traditional integrated steel mill.

In different industries the economic size of operation may thus go in different directions. Potential new technologies to develop new sources of energy—whether by the gasification or liquefication of coal, the development of hydrocarbons from oil shale or tar sands, or large-scale solar energy or wind energy systems—require giant size and huge investments. But in energy, too, very small units may emerge, such as solar energy collectors for the individual house.

In publishing, one trend is clearly toward very large systems: a national or worldwide system for the electronic communication of graphics would be very big indeed. At the same time, the conversion of every telephone or television set into a printing plant offers unlimited opportunity for a truly small publication, such as the specialized magazine for the beekeeper that cannot count on more than 10,000 subscribers in the United States, and maybe not more than 25,000 worldwide. If transmitted over the television set, such a magazine might well become economically viable. To take the example of banking again, we might well go both ways. The leading regional bank that has proven the success story of the last thirty years—the Swiss banks, or Cleveland Trust Company in the United States—might well prove to be the wrong size tomorrow. But at both extremes there will be opportunities: for the truly “world-class” bank, which can offer all banking and information services worldwide; and for the highly specialized, primarily local, financial institution (one example of this is the leasing companies that have blossomed during the last thirty years). This may also be true in the fields of health care and especially of education. We may face a period in which there are economies of very large scale and economies of very small scale, but none of medium scale.

In the past, new industries have rarely grown from existing old ones. The new industries of the last thirty years have primarily been developed by companies that either did not exist at all before World War II or were unknown and inconspicuous then. IBM, for instance, was a tiny company as late as 1939, when it had only a few millions in sales and had just hired its first engineer. As late as 1950, IBM looked like the least likely company to succeed in the computer field. It had little technical or scientific expertise and not too much market standing either. The old electrical companies—General Electric, Radio Corporation of America, Westinghouse—seemed certain “winners.” In Europe too the computer “winners” seemed likely to be such old-established companies as Siemens, AEG, or Phillips. But IBM, largely because it was not encumbered by the past, became the leader in the computer field.

Of all the great chemical companies of the pre-World War II period, only one, Hoechst, has today a leading position in the new pharmaceutical fields that opened up in the forties. The other leaders of today, Hoffman-La Roche, Pfizer, or Merck, were small companies as late as 1950.

It is reasonable to suggest that many of the giants of tomorrow will be companies that either do not exist today or are so small as to be almost invisible. Yet, paradoxically, the innovations of tomorrow will have to come out of existing large companies far more than at earlier periods. One reason is the escalation of capital needs. The amount of money needed to make a fundamental invention is probably the same. But the amount of money, time, and effort needed to develop an invention into a product or service, let alone a new industry, is many times greater than it used to be. There is also a greater need, especially in the development phase, for people of substantial specialized skills; such people are found largely in existing large companies.

We must therefore learn how to make the existing companies, and particularly large companies, capable of innovation. We need a strategy that will enable existing businesses first to identify the opportunities for innovation and then to give effective leadership in such innovation. It will no longer be sufficient to extend existing technologies, to broaden them, modify them, or attempt to adapt them. From now on, the need will be to innovate in the true sense of the word, to create truly new wealth-producing capacity, both technical and social.


“Innovation” does not necessarily mean research, for research is only one tool of innovation. Innovation means, first, the systematic sloughing off of yesterday. It means, next, the systematic search for innovative opportunities—in the vulnerabilities of a technology, a process, a market; in the lead time of new knowledge; in the needs and wants of the market. It means the willingness to organize for entrepreneurship, to aim at creating new businesses rather than new products or modifications of old products. It means, finally, the willingness to set up the innovative venture separately, outside the existing managerial structure, to organize proper accounting concepts for the economics and control of innovation, and appropriate (very different) compensation policies for innovators. In the period ahead, the old-established companies will only succeed—or even survive—if they can set up their innovation as a major distinct business, and if they can commit themselves alike to a systematic sloughing off of yesterday’s entrepreneurial attitude and to the financial and managerial organization that innovation requires.

It is only reasonable to assume that the turnover in the ranks of big business will be high. Even in highly stable times, such as the twenty-five years between the Marshall Plan and the early seventies, about one-half of the “Fortune Five Hundred” turned over within a generation, some 250 of them either disappearing altogether or dropping out of the front ranks. In turbulent times, economic metabolisms are certain to speed up. But the large company that organizes for innovation will have an advantage; it will have the resources of people and capital needed for such innovation in the present technological and market conditions.




    
Business Strategies for Tomorrow

During the last twenty-five or thirty years, the concept of “planning” proved highly productive. One could assume a continuation of trends within fairly narrow ranges, rather than sudden sharp shifts. One could start out with today and project it into the future—which is what businessmen, politicians, and economists alike usually mean by “planning.” One could assume that tomorrow would continue today, with a different “mix” perhaps but much the same basic configuration.

The most probable assumption today is the unique event, which changes the configuration drastically.

Unique events cannot be “planned.” They can, however, be foreseen, or rather, one can prepare to take advantage of them. One can have strategies for tomorrow that anticipate the areas in which the greatest changes are likely to occur, strategies that enable a business or public service institution to take advantage of the unforeseen and unforeseeable. Planning tries to optimize tomorrow the trends of today. Strategy aims to exploit the new and different opportunities of tomorrow.

Any institution needs to think strategically what its business is doing and what it should be doing. It needs to think through what its customers pay it for. What is “value” for our customers? This question, it should be emphasized, is as important for the public service not-for-profit institution (whether hospital or university, trade association or the Red Cross) as it is for a business. Every institution needs to think through what its strengths are. Are they the right strengths for its specific business? Are they adequate? Are they deployed where they will produce results? And what specifically is the “market” for this particular business, both at the present time and in the years immediately ahead?

Typically, businesses—but even more, non-profit public service institutions—believe that a strategy that aims at “a happy medium” is most comfortable, least risky, and adequately profitable. They are wrong. In many markets one prospers only at the extremes: either as one of the few market leaders who set the standard, or as a specialist supplying a narrow range of products or services, but with such advantage in knowledge, service, and adaptation to specific needs as to be in a class of one’s own. The in-between position is rarely desirable or even viable.

During the last few years, the Boston Consulting Group has gained wide publicity for its theory that large sales volume and market penetration are by themselves disproportionately profitable. This is only partly in accord with the evidence. What is profitable is either market leadership in a broad market or to be a specialist preempting a narrow ecological niche. And what “market leadership” means is a matter of industry and market structure rather than of sales volume, something that varies widely in different markets.

In the world’s automobile industry one can survive and prosper as one of a very small number of worldwide automotive companies, each of which essentially covers the entire range. But one can no longer survive, as Chrysler tried to do, as the number three in the U.S.—even though Chrysler as said earlier had the sales volume. Yet it is possible, indeed profitable, to be a specialist occupying a specific fairly small niche in that market, to produce, say, jeeps or Rolls-Royces. It is the in-between position, which Chrysler planned for, that is not truly tenable any more. The in-between companies that aimed at being leaders in regional markets are becoming increasingly marginal.

The field of book publishing is quite different again. Book publishing is not a “world market” business, if only because of the language barrier. There is no high premium on size or sales volume though a publisher needs access to a distribution system so that very small size may be heavily penalized. Book publishing rests on the personal relationships of an editor with a number of authors, and no editor can work with a very large number. This gives book publishing a minimum economic size but does not give the large publisher much of an advantage. Beyond the minimum size the large publisher may even be penalized because larger size may make a publisher less attractive to his primary customer, the author. But there are also “specialists” in publishing, the publishers of large numbers of learned monographs, each selling only a few hundred copies but marketed with a minimum of distribution expense to a clearly defined worldwide specialty audience—Springer in Germany, for instance, Elsevier in Holland, or Westview in the United States.

Public service institutions may similarly find themselves confronted with new size specifications. In the U.S., for instance, the small, denominational college has proven remarkably strong as a specialist these last ten years. It can confine itself successfully to a narrow range of offerings, can concentrate its resources on eight or ten disciplines, and within those can offer the advantages of a small school in which the student has a “home.” Students and faculty know each other, and there is a sense of high discipline, heightened esprit de corps, and a common dedication to fundamentals of religion, morality, and learning. At the other end of the scale is a very large, and steadily growing, minimum size, which for the traditional undergraduate college today may lie around 2,500 students. It is thus becoming increasingly doubtful whether the typical “good” undergraduate college—the Oberlin, the Pomona, the Carleton—can really survive. For that type of college which cannot opt, as the small denominational school does, for a very narrow range of subject matters, large size plus access to a graduate school that offers integrating and advanced work in such areas as the languages, mathematics, the performing arts, the graphic arts, and the sciences, may be a prerequisite for survival. But there may also be an upper limit to the optimal size in higher education in America. Above 8,000 or 10,000 students there are no more economies of scale and increasing diseconomies. Administrative overhead goes up faster than student enrollment, let alone revenues. In other words, the structure of American higher education is one in which “market leadership” is a qualitative term and quantities are primarily restraints, both in terms of minimum and optimum size.

The same applies to the hospital. The minimum economical size for the American hospital may today be around two hundred beds. But there is also an upper optimal size, around eight hundred beds or so, above which a hospital becomes only more expensive, not more effective.

“Industry leadership” is thus a matter of quality and of concentration on areas of strength, rather than of size alone. For as the example of the denominational college indicates, there is room in almost every area for the true “specialist” who preempts a small ecological niche.

Typical is a company in the pharmaceutical industry that systematically looks for products which, without scientific or technological dimension, will give it a leadership position in an area that is so small as not to be worthwhile for the large companies. The first product of this company was an enzyme that enables the eye surgeon to perform cataract surgery a little faster and with some slight improvement in the risk of failure. The scientific contribution was small—not much more than a longer shelf-life for the enzyme. But once the product was on the market, there was no point whatever in anyone else competing. The large pharmaceutical companies could only have beaten down the price had they entered the market.

 

Either strategy—market leadership or what we call “tollgate” specialization—can succeed. What is not tenable is the strategy in between. The strategy that tries to combine both almost never works. The two areas require different behavior, offer different rewards, and suit different temperaments. It is, however, possible and often advantageous to combine a number of separate, small ecological niches in one business—each aimed at a specific market, each aimed at a specific specialization, each preempting a separate “tollgate” position.


Any business needs to know its strengths and to base its strategy on them. What do we do well? What are the areas in which we perform? Most businesses and public service institutions alike believe it possible to be a “leader” in every area. But strengths are always specific, always unique. One gets paid only for strengths; one does not get paid for weaknesses. The question, therefore, is first: “What are our specific strengths?” And then: “Are they the right strengths? Are they the strengths that fit the opportunities of tomorrow, or are they the strengths that fitted those of yesterday? Are we deploying our strengths where the opportunities no longer are, or perhaps never were? And finally, what additional strengths do we have to acquire? What performance capacities do we have to add to exploit the changes, the opportunities, the turbulences of the environment—those created by demographics, by changes in knowledge and technology, and by the changes in the world economy?”

In thinking through its strategy, a business needs to study both concentration and diversification. We know what kinds of institutions produce results. The most profitable businesses over long periods of time are single-product businesses in the right product, the IBMs or GMs. The least profitable businesses over long periods are single-product businesses with the wrong product—typically the traditional steel industry in developed countries. But businesses diversified around a core of unity and especially around market unity are as profitable and successful as single-product businesses in the right products. Typical in the United States is Johnson & Johnson, a company that is widely diversified, with businesses ranging in technological complexity from producing a standard commodity, cotton gauze, to advanced birth control products. But all are consumer health-care products that go to the same market and through the same distribution channel, the drugstore.

And as unprofitable, over the long run, as the single-product business that is in the wrong product are the conglomerates—businesses that are diversified without a core of unity, whether in market or technology. It is possible, indeed profitable, to be an “intelligent investor” who holds dominant positions in a very small number of different businesses. One example of this is the English Pearson group, which holds controlling interests in a number of businesses: newspaper and magazine publishers, a major merchant bank, a construction company, and so on. Flick in Germany also belongs as such an example, with controlling holdings in half a dozen companies in Germany and the United States; as does Thomas Tilling in England or the American Mellons in Pittsburgh. The investors concentrate on a small number of businesses so that they can pay attention to each. They have a large enough share in these businesses to have veto power. They work at their investments. They take part in crucial decisions, and make sure that their businesses think through their policies, objectives, and strategies. They make sure that their businesses have first- rate managements. But the businesses are not managed by them, but by autonomous professional managements.

A “conglomerate,” on the other hand, being an assembly, under one management, of a wide diversity of businesses without a common core of unity, cannot expect superior results and performance in the long run, and especially not in turbulent times.

Trouble is predictable sooner or later. There also is a high premium on knowing and understanding the business, which is not just obtained by financial analysis but needs the temperamental empathy one develops by experience, in a given fairly narrow area, by constant exposure to the qualitative aspects of an industry, a technology, or a market.

Yet every “right” product sooner or later becomes the “wrong” product. Every product sooner or later becomes a “commodity.” Every product ages and eventually becomes obsolete. No product can expect to be the “right” product for more than thirty or forty years. IBM is clearly at the point where its product is becoming the “wrong” product. Even the American Telephone Company, despite the intelligent management of its monopoly position, is now at the point where its product is becoming the “wrong” product. Then a business has to diversify.

One of the critical strategy decisions is therefore when to diversify and how. A determination to diversify too early, when a single product or product line is still the right product, could jeopardize one’s leadership. But to wait too long would jeopardize one’s survival.




    
A Scorecard for Managers

“Management audits” are hotly debated these days by business’s friends and by its critics, by regulatory agencies, in management seminars and in management journals. The proponents usually argue for a searching inquiry into basic management qualities: a management’s morale and integrity, its creativity, its “social values,” its human empathy, and so on. “Nonsense,” the opponents retort; “the only thing that counts is performance, and that is measured by the bottom line.”

Both sides, it can be said unequivocally, are wrong. There is a need to appraise management. It is even likely that within a fairly short time boards of directors will have the legal duty to appraise the management of publicly held companies. But it is equally true that only performance can be appraised. The things that the proponents of “management audits” talk about—integrity or creativity, for instance—are better left to the novelist.

Yet the “bottom line” is not an appropriate measure of management performance either. The bottom line measures business performance rather than management performance. And the performance of a business today is largely a result of the performance, or lack of it, of earlier managements in years past.


Today’s executives are, of course, a good deal more than passive custodians of the past. They can modify the decisions they inherited. In fact, to bail out these decisions when they go wrong, as decisions in respect to the future are likely to do is one of their most important and most difficult assignments. But today’s executives also are charged with the responsibility for making the future of the business, with lead times that are becoming ever longer and in some areas range beyond ten years.

Performance in management, therefore, means in large measure doing a good job of preparing today’s business for the future. This is where the measurement of management performance—or at least an appraisal of it—is needed the most, especially in turbulent times.

 

The future of a business is largely formed by present management performance in four areas: in each of these areas the performance average of management can be shown. In each, management can greatly improve its performance once it knows the record.

 

1. Performance in appropriating capital: Almost every company has elaborate procedures for capital appropriations. In companies in which divisional managers have virtually complete freedom, top management still reserves to itself the final decision on even fairly small capital investments. Most managements spend an enormous amount of time on capital appropriation decisions, but few pay much attention to what happens after the capital investment has been approved. In many companies there is no way of even finding out. To be sure, if the new multimillion dollar plant gets behind schedule or costs a great deal more than was originally planned, everybody knows about it. But once a plant is on stream, its performance is rarely compared with the expectations that led to the investment. And smaller investments, though in their totality equally important, are barely looked at once a decision has been made.

Yet there are few better tests of the competence and performance of a management than its performance in appropriating capital and the actual results of capital investment decisions measured against expectations. General Motors has known this for about fifty years; its system for monitoring the performance of managerial capital investment decisions was first published in 1927.

We need to measure first the return on the investment itself against the return expected when the investment decision was made, and then the impact of the investment decision on the return and profitability of the entire business, again against the expectations at the time the decision was made. To organize this feedback from the results of capital appropriation decisions is fairly simple. It does not, except in the biggest and most complex companies, require a computer run, but can be done on a spread sheet. The key components are a willingness to commit oneself to expectations when the decision is being made, and the intellectual honesty to face up to the actual results.

2. Performance in people decisions: Everyone agrees that the development and placement of managerial and professional people is the ultimate control of any organization. This is the only way to make sure that today’s decisions will bear fruit. By their very nature, decisions made with respect to the future, i.e., managerial decisions to commit today’s economic resources to future uncertainty, will run into difficulties. And then one must depend on the ability of tomorrow’s people to bail out today’s decisions. Yet, while admitted to be crucial, this area is usually considered to be “intangible.” But neither what is expected of a person’s performance when he or she is put into the job, nor how the appointment works out, is “intangible.” Neither can be quantified, but both can be fairly easily judged.


One thing we can be sure of when an appointment does not turn out as well as expected is that the executive who made the decision, who selected and appointed the person, made the wrong decision or—to put it differently—made the decision the wrong way. To blame a promotion that fails on the promoted person, as is usually done, is no more rational than to blame a capital investment that has gone sour on the money that was put into it. Executives who know how one makes decisions about people and who work on such decisions do not blame their appointees. They blame themselves. Few, very few, of the men they pick for promotions turn out to be incompetent. These executives never believe that good decisions are made by “good judges of people.” They know that they are made by human beings who work on such decisions, and especially by executives who make sure that they check how the people they have chosen actually work out in practice.

It is not easily possible to assess, let alone to test scientifically, the spirit of an organization and the development of the people in it. But it is quite easy to test the results of that spirit and development, in other words, to assess the performance of decisions made about people, compared to the expectations underlying them. All it needs is a “scorecard” that judges results against expectations.

3. Performance in innovation: What was expected from a research effort, from a development effort, from a new business or a new product? And what are the actual results—one year, two, three, five years later? Research results cannot be predicted or projected forward, we are told all the time. But they can be measured, or at least appraised, and then projected backward on the promises and expectations at the time the research effort was started. The same thing is equally true of development efforts, of a new business, a new product, a new market, and of innovation altogether.


Even the most competent management probably bats, at best, around 0.300 in the innovation area, with one real success for every three tries. Innovation is chancy. But surely there is a reason, other than luck, why some managements, such as Procter & Gamble, 3-M, Siemens in Germany, or Hitachi in Japan, do consistently so much better in the introduction and development of their products than most others. One reason is that businesses with a high batting average tend to appraise their innovation performance against expectations. Most businesses manage innovation by promise; the competent innovators manage by feedback from results.

4. Strategies versus performance: Finally, the performance of management can and should be measured against its business strategies. Did the things that the strategy expected to happen in fact take place? And were the goals set the right goals, in light of actual development, both within the business and in the market, economy, and society? And have they been attained? To judge strategies against performance requires that expectations be defined and spelled out, and that there be organized feedback from actual events on the expectations. As with innovation, the most capable firm does not have a particularly high batting average in its business strategies, something less than 0.300 I would assume. But, to continue the baseball metaphor, these managements at least know when they strike out or make a hit. Above all, they know what they do well and what they need to improve on.
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Managing the Sea-Change: The New Population Structure and the New Population Dynamics

None of the headline-makers with which we are so constantly bombarded—neither OPEC nor all the promised shortages of food, metals, or minerals that are now so widely predicted, nor any other “crisis” of the moment—are nearly as important, let alone as real, as the changes taking place in population structure and population dynamics. Yet few businesses, and fewer governments, have even perceived them. The most important change is not the much discussed “population explosion” in the developing countries, massive though that is. The truly important and yet unperceived development ahead is the imminent labor shortage in the developed countries, and especially the shortage of young people available for traditional jobs in manufacturing and services. All developed countries, including those of the Communist bloc—that is, the European parts of the Soviet Union and Russia’s European satellites—face drastic shifts in the size, the age structure, the educational structure, and the composition of their labor force—a result in part of the “baby boom” in the non-Communist countries from the late forties until the mid-sixties, and even more of the “baby bust” that began in the developed Communist countries during and after World War II and reached all developed countries by the late sixties.


Population dynamics will create new opportunities: new markets and new patterns of economic integration. They will create the need for new policies, especially social policies such as the need to anticipate and to provide for structural redundancies in the developed countries. Both the West’s approach through unemployment benefits and Japan’s policy of “lifetime employment” are at best partial successes and quite inadequate. Above all, population dynamics will stand on their head some of the most cherished beliefs and habits of business and government, of employers, trade unions, and employees. They will challenge the accepted concepts of international economics and international trade by largely replacing international trade in finished goods with “production sharing.” They will challenge widely held beliefs regarding the structure and segmentation of consumer markets. They are likely to transform the traditional “multinational corporation” into a “multinational confederation.” They will create labor shortages and labor surpluses simultaneously, confounding traditional concepts and measurements of employment and unemployment. They will force the developed countries to make employment opportunities for the highly educated in managerial and professional jobs the overriding priority, while at the same time creating pressures to protect the jobs of unskilled or semiskilled people at the risk of economic impoverishment. They will make obsolete a cherished achievement of the last hundred years: “retirement” at a fixed age. They will altogether transform the labor force in the developed countries—to the point where there is no more “traditional” labor force, to the point indeed where there is not one “labor force” but only “labor forces,” each with its own different needs, expectations, and performance characteristics.

Population dynamics are rapidly transforming traditional organization into a “double-headed monster” in which autonomous managerial and autonomous professional organizations live together in symbiotic tension. These dynamics create the need for new and different economic, social, and organizational strategies.




    
The New Realities

In the twenty-first century, population structure and population dynamics may well again be stable, if not static. But in the last decades of the twentieth century, population structures will be the least stable and most drastically changing element in economics, society, and world politics, and probably the single most important cause of turbulence.

Economists, businessmen, and politicians have always known that population matters. But they usually paid no further attention—and were usually justified in so doing. For population shifts tended to occur on a time scale that made them irrelevant to the decisions businessmen or politicians have to make, decisions that have a time span of five to ten years, as against the forty or fifty years of traditional population changes.

But during the second half of the twentieth century, the time span of population changes mutated. Population changes now are occurring within exceedingly short time periods. And population changes have become radical, erratic, contradictory—yet more predictable than anything else. Anyone in the labor force of the developed countries by the year 2000 is already born. But so too are most of the people in the labor force of the developing countries, even though the age of entrance into work is so much lower there than in the developed world (still only fourteen or fifteen, as it was in the developed world before World War II).

In all developed countries of the free world there was a “baby boom” after World War II. It started in the United States, where the number of live births increased by almost 50 percent within the two years 1947–49—a totally unprecedented jump, and one for which we have no explanation. Japan followed suit in the early fifties with an equal, if not greater, increase in birth numbers. The last major developed country in the free world to have a “baby boom” was Germany. There the boom began in the mid-fifties.

But then one developed country of the free world after the other had an equally unprecedented “baby bust.” It started first in Japan, in the late fifties, hit the United States in 1960, and finally reached Germany by the late 1960s. In every single developed country (except Great Britain only, where there was not much of a “baby boom” to correct) the number of live births went down by an unprecedented 25 to 30 percent. It has stayed at the bottom since then.

The only difference between the developed countries of the free world and the developed countries of the Communist bloc (European Russia and Russia’s European satellites) is that the developed Soviet bloc countries had no “baby boom” at all. European Russia did not even make up the tremendous losses in babies and children during World War II, when for four or five years practically no babies were born—and those that were born did not survive—and when an extraordinary proportion of children perished. In the Communist satellites of central Europe, World War II produced no such ravages. But there was also no “baby boom” after the war. In all developed Communist countries, birthrates are at an unprecedented low. European Russia probably has the lowest birthrate recorded in peacetime for any country except in the last stages of social and political disintegration. (In the Roman Empire during the barbarian invasions the birthrate, or rather the rate of surviving children, was probably as low as in European Russia today, though probably no lower.) And Czechoslovakia, Hungary, Poland, Bulgaria, and Rumania have birthrates that are equally low—well below the net reproduction requirements.


In all developed countries, except again Great Britain, the postwar years brought an unprecedented educational shift that has changed drastically the age of entrance into the labor force and the expectations of the young people entering upon work and careers. Most extreme, as in all other demographic events, was Japan. Before World War II, only three or four out of every twenty young Japanese went to high school. The other sixteen or seventeen finished their formal education with junior high school. Now half of the young male Japanese attend university. The other half goes to work after finishing high school. Young men who still go to work when they have finished junior high are all but unknown today; and young women who stop their schooling at age fifteen, with junior high school, can be found only in a few remote rural areas.

In all developed countries, life expectancies have risen dramatically. When the United States introduced governmental pensions in the Social Security legislation of 1935, the actuaries counted on a median life expectancy of fifty-eight years for men. It is now well over seventy and rising. The people who, forty-five years ago, survived to age sixty-five had a life expectancy of a few months only. Today the sixty-five-year-old man or woman can expect to live another thirteen to fourteen years. And most people who reach age sixty-five in the developed countries today are physically and mentally “middle-aged,” and able to function normally.

The most extreme case is again Japan. Before World War II, the Japanese life expectancy at birth was forty-eight years for men and fifty-two for women. These figures did not change until 1950. Now, thirty years later, Japan has the highest life expectancies of any country in the world—well into the seventies for both sexes.

There is practically no difference between the developed market-economy countries and the developed Communist countries so far as the educational shift and the lengthening of life and working-life span are concerned. In all of them a much larger proportion of the young stay in school five to seven years longer than they did fifty years ago. In all of them the most rapidly growing segment of the population has been and will be the older age group.

In Japan, people sixty-five years and older constituted only 7 percent of the population—one out of every fifteen—in 1970; by 1990, the figure will have risen to 14 percent—one out of every seven Japanese and one out of every four adults. Sweden will have about the same proportion of older people, and they may be a larger proportion of the adult population. In the United States, the over-sixty-five-year-olds will constitute, by 1990, one-eighth of the total population and at least one-sixth of the adults. People aged over fifty-five—the age when people first begin to be conscious of retirement and of the need to provide for their old age—will constitute a majority or near-majority of the adult population in every developed country by the year 2000.

During the postwar period, the composition of the labor force changed dramatically. When the United States first developed official unemployment statistics in 1935, it was assumed without discussion or argument that “employed” meant a male adult head of household supporting a family and working full time. Of course many women worked in 1935. But except for those who were not paid and thus not counted at all, such as farmers’ wives or the wives of small shopkeepers, they were either domestic servants, now all but extinct, or young unmarried women who were expected to find a husband, start a family, and leave the work force for good.

Male adult heads of household still account in 1980 for seven out of every ten hours worked in America. But they have become a distinct minority in numbers and no more than two-fifths of the people at work in the country today. Three-fifths, a clear majority, are people who forty-five years ago were hardly considered and rarely even counted: women who will stay permanently in the labor force, at least as part-time workers; older people past retirement age, working either full time or part time; students in school or college—white, black, and Mexican—available mainly for part-time work; and so on.

American employment and unemployment statistics still assume that everybody at work works full time and that every “unemployed” is available for full-time permanent work. They still assume that the “unemployed” is ipso facto male, adult, and the head of a household who supports other people. Yet these assumptions are absurd by now—for every developed country.

The labor force has become heterogeneous; and its fragmentation will continue. Such splintering will continue in respect to age and sex distribution—even in Japan, women increasingly either stay in the labor force after marriage or return to it (full time or part time) after their children are past infancy. Fragmentation will continue in respect to full-time and part-time work. The majority of hours are likely to be still worked by adult male heads of household who consider themselves full-time employes and look for a steady job. But in numbers other employes will predominate everywhere in developed countries—women, for instance, married or unmarried. Many (a majority among the younger ones) will be working full time and will expect the same opportunities as men. But many, perhaps the majority of both older and younger women, will expect different benefits. What appears as a “benefit” or as an “opportunity” to the traditional male employe often has little appeal to the working woman, for example, a company retirement plan when the woman is married to a man who already has an equally good or better retirement plan at his place at work; health-care benefits when the woman’s husband has health insurance for the family at his place of business; or advancement through a transfer to another location when the working woman is tied to her family and has a husband with a job of his own.


Increasingly, also, there will be people who look upon their job as a place to practice their special skill, and especially highly technical skills, and who look upon their employer— whether university, hospital, or business—as a “facility.” Their “loyalty” and “allegiance” will be to their craft, their tools, their discipline, their methodology, rather than to a company, a university, a community. Increasingly, we will employ people who resemble the itinerant journeyman of yesterday and who work full time for one employer and for one period, then part time for another employer and another period.

Equally important will be the change in what “age” means. Before the nineteenth century, there was no “retirement age” and no “pension plan”—people were expected to die young. When a “retirement age” was first established (Bismarck’s Germany in the 1880s pioneered the concept), people were not expected to survive to it and certainly not expected to reach it in good health and able to work. Traditional pension systems—their remnants are still around us—were designed to take care of surviving widows and minor children rather than to provide the superannuated employe with a retirement pension.

The system that still prevails in most Japanese companies, especially the smaller ones, was designed only fifty years ago, in the twenties. The employe retires at age fifty-five with a separation payment equal to two or three years of salary. But if an employe dies before reaching age fifty-five, his surviving widow and minor children are looked after reasonably well. Fifty years ago when Japanese life expectancies were in the forties, this was not an unreasonable system. Now, when the fifty-five-year-old Japanese can expect to live another twenty years or longer, it is totally inappropriate.

But, of course, the fifty-five-year-old Japanese does not “retire”; he cannot afford it. He keeps on working, with another employer, usually a small company and at a much lower salary, or “self-employed” as a craftsman or casual worker. The same pattern can now be found in all developed countries. It is still widely assumed that the man or woman who “retires” stops working, but this is more and more an exception rather than the rule. An ever-larger proportion, especially in these inflationary times, keep on working, though usually for a different employer, or part time, or on casual jobs. And in increasing numbers these non-retired retirees do not report their earnings to an increasingly rapacious tax collector.

 

In the Soviet Union there is virtually no income tax. All the taxes, and they are exorbitantly high, are taxes on consumption hidden in the price of consumer goods. There is therefore no incentive to keep secret one’s income after retirement. So we know that in Russia practically all retired employes under seventy or seventy-five work full time or part time; if they didn’t, the Soviet economy would collapse. But even in the developed non-Communist countries, where retirement pensions are much more generous than in the parsimonious Soviet Union, a majority of the people who are officially reported as “retired” and as having no income except their (usually tax-free) retirement pensions are almost certainly working, at least part time.

The only choice developed countries have is either to accept that traditional retirement ages have ceased to make sense—as the United States is in the process of doing—or to pretend that there is official, mandatory retirement at a certain age and then close both eyes to the fact that “retired” people continue to work and not report their incomes, as is increasingly the case in western Europe. European trade union demands for a lower “mandatory” retirement age can only make this hypocrisy more prevalent. Traditional “mandatory” retirement at any fixed age is dead, partly because the people reaching this traditional age cannot stand being idle while still in good physical and mental shape, and partly because the economy cannot support them in idleness once the over-sixty-fives in every developed country make up one-fifth or one-fourth of the adult population.

 

But equally important is the change at the other end, the age of entrance. There is very little evidence that jobs have become more demanding. In English-speaking Canada, for example, banks have recruited college graduates for entrance positions for the last twenty years, and now tend to demand an additional master of business administration degree. But in French-speaking Quebec, where the education revolution came quite a bit later, the same Canadian banks hire high school graduates for entrance positions—and these French-Canadians are no less productive, no less prepared, no less equal to the demands of the job than their English-speaking colleagues to the west who have sat in school for an additional four to six years.

The foreman in the Detroit automobile assembly plant in 1929 had, on average, two years of grade school. Yet he had a more demanding job, a bigger job, and a far more independent job than the college graduate who is foreman in 1980 and who is hedged in by a union contract, a Personnel Department, quality control, production scheduling, a training supervisor, and so on—none of which the 1929 foreman had ever heard about.

The main reason for demanding higher education for entrance to jobs may be the very real and growing need to postpone going to work now that people can be expected to stay on working so much longer. But whatever the reason, the entrance age into the labor force has changed to the point where, in developed countries (except again the United Kingdom), anybody who fails to go on into advanced education is in danger of being considered a “dropout” who will never amount to much. Qualitatively, this means that the largest single group of young people entering the labor force—and certainly a majority of young men—now enter with expectations that traditional manual jobs cannot satisfy. They expect a career rather than a job. They expect to work as skilled people, and to hold managerial or professional, or at least technical, jobs. They are not prepared or qualified, whether technically or mentally, for the traditional jobs of yesterday—for the jobs on the farm, in the factory, in the mine, or for any kind of manual work, skilled or unskilled.

To sum up: the labor force of 1940, at the eve of World War II, consisted primarily of male workers, working with their hands in the factory or in the farm. The labor force of the 1980s is bisexual. In all developed countries, the proportion of women in the work force, and especially of women under fifty, is equal to the proportion of men, though a good many of the women work part time only. It is, secondly, a labor force in which an increasing number of the young people have had an advanced education and are simply not available for the traditional jobs, almost irrespective of pay. It is a labor force that is heterogeneous: it consists of men working full time and heading a family, but also increasingly of women working full time and of women (divorced ones, mainly) heading a family. Increasingly, it contains part-timers: women; young people still at school or not yet ready to start a career, let alone a family; old people who are officially past retirement age, available for full-time work for a few months or for part-time work only; and so on.

In all the developed countries the supply of young people entering into the labor force and available for traditional jobs will be exceedingly tight. We face a major shortage of traditional workers for traditional jobs, and especially for traditional manufacturing jobs.

This will not be apparent in the developed countries of the West for a few more years, because the last cohorts of the baby boom are still coming in. But the young people who will graduate from American colleges in June of 1980 are the babies of 1959, the last full year of the baby boom. After that, the number of young people available for entrance positions is going to fall fast—although the number of young people with advanced degrees beyond the bachelor’s degree will still stay high for a few more years in the United States. In Germany, which started the baby boom last and ended it last, there will be a substantial supply of young people through the year 1984—but not beyond. After that, there will be no country in the developed world in which the supply of young people, and especially of young people available for traditional jobs, will not be severely restricted, and well below anything the developed countries have ever experienced. In Japan, the country that had the earliest “baby bust,” this has already happened.

Most severe will be the situation in the developed countries of the Communist world, in European Russia and her European satellites. In those countries there are no baby boom cohorts to alleviate the shortage. The participation of women in the labor force is already exceedingly high. There also, retired people are already working—at least part time—if only because retirement pensions are low. And the only available labor supply is locked up in the world’s least productive farming system, the collective farm that Stalin imposed on Russia just at the time when it had become technologically and economically the wrong agricultural system.

 

The developing countries face almost the opposite of the population configuration of the developed world. To be sure, life expectancies have gone up in these countries too, so that there will be more older people. But the important population development in the developing countries after World War II was the drastic drop in infant mortality. Of every ten babies born in Mexico in 1938, only two or three were alive and capable of work twenty years later. Of every ten babies born in Mexico in 1958, twenty years later, in 1978, seven or eight were alive and capable of work. Mexico is typical of the developing world: of Southeast Asia and of Africa, of Latin America and of the Asian parts of the Soviet Union. It is not that birthrates increased—this widely held belief is a misunderstanding. Birthrates actually have declined everywhere. But survival rates have gone up faster than birthrates have fallen.

The Mexican birthrate per thousand women of childbearing age today is significantly below what it was in 1938. But the fact that three to four times as many Mexican babies survive into adulthood means a tremendous growth in population and in the number of young people.

The growth did not start until 1960. When the experts designed the “Alliance for Progress” for Latin America in the first year of John Kennedy’s presidency, they did not yet foresee any change in population dynamics. They assumed a drop in infant mortality, but a modest and slow one. Instead, during the next five years, from 1960 to 1965, infant mortality in Latin America went down very sharply and the number of young people who survived skyrocketed.

These young people are now, in the early 1980s, reaching adulthood. Through the rest of the century the basic problem of the developing world will therefore be jobs. Food should be available if only the jobs are there.

By the year 2010 or so, population can be expected to be in rough balance again in most developing countries. A balance has already been reached in the non-Communist countries of Hong Kong, Taiwan, and Singapore, and in South Korea, which is very much Chinese in its culture and traditions. Even in Latin America, most countries are moving toward population balance and sharply slower growth. And in “socialist” countries—in Indochina after the Communist takeover and in the socialist countries of Africa—politically induced mass starvation is already changing survival rates, especially the survival rates of babies and infants, few of whom can have survived the last few years in South Vietnam, in Cambodia, or in Uganda.

But between now and the year 2010, for the next thirty years, the central factor in most developing countries will be the aftermath of their tremendous success in keeping babies alive. The drop in infant mortality in the thirty years after World War II is one of mankind’s success stories. The consequences have yet to be faced.

The Unique Russian Dilemma

In this world of population changes the position of the Soviet Union is unique, for it is at once a developed country in its European parts and a developing one in Soviet Asia. The radically opposed population dynamics of these two parts may put Russia’s very survival through the rest of this century in serious doubt.

Russia is the one surviving nineteenth-century empire. It is the only nation that contains within its boundaries the demographics of the developed world and of the developing world, both in an extreme form. European Russia has the lowest birthrate of all countries today. It had no “baby boom” and therefore, unlike the countries of the West, no large labor supply of young adults. It has undergone very much the same educational shift as the West. And as in the West, life expectations have been moving inexorably upward. Of all societies today, European Russia is thus by far the oldest. Mr. Brezhnev at age seventy-three or seventy-four is considered an old man—and in terms of physical and apparently also mental health, he is indeed elderly. But the Russian problem is precisely the lack of younger people to succeed his generation. Any visitor to Russia comments on the absence of vigorous, early-middle-aged people in all areas.


At the same time, European Russia faces singularly difficult problems in tapping its one and only labor reservoir: the unproductive people on the farm. The collective farm has become a welfare institution. The able, competent, and ambitious ones left long ago and, are in the cities. What is left behind are unproductive people, inhibited by the system from becoming productive, but with a guaranteed low income as long as they stay on the farm. To abolish the collective farm altogether and switch to large family farms producing for the market—the only truly efficient form of agriculture in Russia under modern technological conditions—is politically impossible and would require an overthrow of the regime. And educated Russians are as unwilling to do manual work as educated people anywhere else.

The Russians, anticipating their population squeeze as early as 1970, attempted an extreme policy change. Since the mid-twenties, when Stalin took over, foreign capital had been shut out of Russia, as much because of the fear of the foreign manager and technician and the ideological contamination he would bring as because of nationalist pride. But since 1970 the Soviet Union has pushed the importation of entire capital-goods plants, all of them highly automated and in partnership with large companies from the “capitalist world,” such as Fiat: plants to produce automobiles, trucks, heavy machine tools, or ships. To do this, the Soviet Union and its satellites went heavily into debt to the “capitalist” world, beyond the point at which debt service can be taken for granted—something the Soviet Union had always avoided as a major sin against the basic Marxist creed, and as certain to corrupt.

This attempt to prevent the consequences of demographics has, however, been an unqualified failure. Even if some plants will eventually come on stream—and so far, most of them are still projects only, despite enormous capital investment—they will be labor-intensive rather than automated. In fact, the very kind of labor these plants will require, namely, skilled maintenance workers, foremen, and technicians, are the people in shortest supply in the Soviet Union.

This leaves only one alternative within the traditional structure of Soviet society: a sharp scaling down of the military.

At the same time, the population of the Asian parts of the Soviet Union is rapidly expanding, especially in numbers of young people. Non-European, Asian people are already a majority in the Soviet Union. By the year 2000, two-thirds of the population of the present area of the Soviet Union will be Asiatics, with about half of them Moslem. Yet so far the Asian people in the Soviet Union have not been admitted to any position of power and prestige. The great majority, perhaps three-quarters, do not speak Russian; yet all business in the Soviet Union is carried on in Russian. Very few, if any, important positions in government, in the Communist Party, in the university, and in industry are held by Asiatics. Nor are they represented in science, in technology, or in the arts. Above all, so far there are few officers of Asian origin in command positions in the Russian armed services, which are as strictly reserved for white Europeans as they were under the czar.

As a result of demographics, the Soviet Union thus faces internal problems for which communism has no answers. It will have to retrench either industrially or militarily, or it will have to reform the collective farm, which can hardly be done without political convulsion. It cannot escape rising tensions between the population of a developed European Russia and the fast-growing populations of a developing Asian Russia. Within the next twenty-five years the Soviet Union will be faced by the same kind of racial, ethnic, religious, and cultural tensions that have split asunder all other nineteenth-century empires since World War II.

The next few years may thus be the most dangerous years in world politics since the end of World War II. They are the last years in which a hardliner in the Kremlin can expect to gain military and political supremacy on the basis of Russia’s traditional policy. After that, the manpower advantage will rapidly shift against the Soviet Union, unless indeed the Soviet Union imposes on itself the high-risk experiment of letting its military forces become primarily Asian—with command positions in the hands of Asians. To some extent relief can be provided by hiring mercenaries, a policy the Soviet Union is already following in using the Cubans in Africa and in allowing its client-state, Vietnam, to conduct what is in effect war against China and the Chinese. But the temptation to use these next few years to tilt the balance of power once and for all against the West must be great, whether this means (as western Europeans fear) attack across the Elbe or, perhaps more likely, outflanking western Europe through military or ideological occupation of the petroleum-producing areas of the Middle East.

The End of the Migrations

The Western developed countries which also face a sharp drop in the traditional labor force can no longer expect to compensate for it by bringing in new immigrants from developing pre-industrial areas. The post-World War II period solved its own comparatively minor population problems through mass migrations. This solution will no longer be available in most parts of the world.

The quarter century between the Marshall Plan and the petroleum crisis was a period of worldwide migrations. People in very large numbers moved from pre-industrial into industrial and urban environments. In some areas—the United States, Japan, the Soviet Union—these mass migrations occurred within a national economy.


Japan at the end of World War II still had three-fifths of her people in rural areas, with the majority of them working the land; today, rural Japan accounts for less than a fifth of the total population, and farmers for only 10 percent. In the United States, similarly, the rural population has fallen by two-thirds since World War II—people who make their living as farmers now account for fewer than one in twenty of America’s families. In the Soviet Union, one-quarter of the population is still locked up in low-productivity farms—but in 1945 the proportion was almost 50 percent.

In western Europe there were similar movements from the farm, especially in southern Germany, Italy, Spain, and Greece. But the main migration in western Europe was from the pre-industrial parts of Europe, that is the South, the Mediterranean, Spain, Sicily, Greece, Portugal, Turkey, Algeria, Yugoslavia, to the industrial West and North. In some countries, for example Switzerland, “guest workers” outnumbered native workers in many industries by the end of the sixties.

There is only one country left where a migration will still continue: the United States. America can expect large-scale migration from Mexico, a very poor country with one of the largest labor surpluses and one of the highest unemployment rates, yet located next to the richest country and one of its richest areas, the Southwest, with a very low supply of indigenous young people for traditional jobs.

There is no way to prevent mass migration from Mexico over an open 2,000-mile border into the United States, both into the Southwest from San Diego to Denver and into the metropolitan areas of the East and Midwest—New York, Philadelphia, and Chicago—with their already large Hispanic populations. Indeed, the reconquista of southern California by Mexican immigrants has already begun. By the year 2000, Hispanic-Americans should account for some 50 million of an American population of 250 million; they are about 15 million now. Whether they are officially “legal,” “illegal,” or “quasi-legal” is immaterial. In any event, the Southwest of the United States may be the only region in the developed world to show a sizable growth in traditional manufacturing industry over the next twenty or twenty-five years.

Socially and culturally, a mass migration of Mexicans to the United States will exacerbate racial and ethnic tensions. With a near-majority in America becoming Roman Catholics in a country of the “Protestant ethos,” religion might become a political issue again. There might even be a “black backlash” as the “Chicanos” from Mexico threaten to displace the American black as the officially “disadvantaged” and thus officially privileged “minority.” But these are exactly the problems the United States is used to and has handled—or mishandled—throughout all her history. Economically, the mass migration from Mexico, whatever the labor unions might say, should be beneficial and should in fact endow American manufacturing with competitive strength such as it has not known for quite some time.

But in the rest of the developed Western world migration will not provide relief. The reservoirs of underemployed workers that fed the American and Japanese industrial economies in the post-World War II period are largely drained. There are few pre-industrial people left on the American and Japanese farm; the “small” farmers in these two countries mainly work in industry already, though they live on a marginal farm and raise a few chickens. Immigration of non-Japanese, Vietnamese, for instance, into Japan is almost unthinkable—the Japanese have not yet absorbed the handful of Koreans who came in many years ago. As for western Europe, further mass immigration of “guest workers” is quite unlikely. These societies will not accept any more of the turbulence that the immigrations of the last twenty-five years have produced. One way or another, every one of the developed societies of western Europe will do what the Swiss and Germans are doing already, cut back on immigrants and “guest workers” rather than encourage further migration from pre-industrial into industrial areas.

We have known for more than 250 years, ever since the father of statistics, Sir William Petty, first looked at the burgeoning cities of the early eighteenth century in the Lancashire and Yorkshire of his time, that there are limits to the absorptive capacity of an urban civilization. If the stream of migrants becomes too great, social turbulence sets in. In that respect, the black ghettos of today’s large American cities do not look too different from the horrible slums in which, in my childhood, the Czechs had settled when they moved to Vienna around 1900. The Liverpool or Manchester of 1850 that Friedrich Engels knew was quite similar to the world today’s novelist describes when he writes of the Turin of the Sicilians in northern Italy, of the barrios of the “Chicano” in east Los Angeles, or of the slums of the Turkish “guest workers” in the German Ruhr. Equally contemporaneous is the world Charles Dickens described in his frightening novel Hard Times, written in the early 1840s, about the Lancashire of the cotton mills, with their despairing brutalized proletarians who were totally lost in the industrial jungle.

Further mass migrations will clearly be frowned upon and kept to a minimum. The developed world, by and large, will therefore have to make do with the labor force it has. It will have to accept a sharp drop in the number of young people reaching working age; a sharp upgrading of schooling, and with it of expectations on the part of young people; an increasing heterogeneity of the labor force—women equalling men in their participation but not necessarily in their concept of what a “job” is; “work” no longer necessarily meaning a full-time lifetime job; and the end of mandatory retirement age and, especially, of the assumption that the person who “retires” automatically stops “working.”


In the developing countries, on the other hand, the overriding problem economically, socially, and politically will be to find jobs for a veritable tide of young people reaching working age—young people who are not very highly trained or very highly skilled but who are more highly trained and skilled than their parents were, have a much wider horizon if only because of radio and television, who know how the rich world lives; young people, above all, who no longer live in remote mountain valleys but in large and fast-growing urban centers and who therefore are visible and can make themselves seen and heard.

These are the realities.




    
Production Sharing: The Transnational Integration

In the developed countries the costs of traditional work, especially traditional manufacturing work, must rise because of the labor shortage. But even sharply higher wages for traditional work will not procure the labor needed to do the work; the people simply will not be available. The capacity of the developed countries to produce must go down unless they can obtain elsewhere a labor force for the labor-intensive stages of production.

The developing countries in turn face a decline in their economic position and national product—apart from severe threats to their social and political stability—unless they can find work for their surplus labor, labor that is qualified only for traditional labor-intensive work. They have neither the technology, the capital, nor the management to develop their own integrated industries; nor, in most cases, do they have the markets to generate the demand for the products such industries would turn out. For those stages of production that require technology and high management skills, they will increasingly have to depend on the developed world and its surplus of trained and educated people. And only in the developed world can developing countries hope to find adequate markets for the products of their surplus labor.

The practice of production sharing will therefore be the most important form of economic integration, needed by developed and developing countries alike. In production sharing the resources of the developing countries—their abundant labor for traditional jobs—are brought together with the resources of the developed countries—their management, their technology, their educated people, their markets and purchasing power.

 

Men’s shoes sold in the United States usually start out as the hide on an American cow. As a rule, however, the hide is not tanned in the United States but shipped to a place like Brazil for tanning. Tanning is highly labor-intensive work, for which not enough workers are available in America. The leather is then shipped—perhaps through the intermediary of a Japanese trading company—to the Caribbean. Part of it may be worked up into uppers in the British Virgin Islands, part into soles in Haiti. Then uppers and soles are shipped to islands like Barbados or Jamaica, the products of which have access to Britain and to the European Common Market, and to Puerto Rico, where they are worked up into shoes that enter the United States under the American tariff umbrella.

What are these shoes by origin? The hide, though the largest single cost element, still constitutes no more than one-quarter of the manufacturer’s cost for the shoe. By labor content, these are “imported shoes”; by skill content, they are “American-made.” Surely these are truly transnational shoes. Anything that has a heavy labor content is processed in developing countries. The raising of the cow, which is a most capital-intensive process, heavily automated, and requiring the greatest skill and advanced management, is done in a developed country that has necessary skills, knowledge, and equipment. The management of the entire process—the design of the shoes, their quality control, and their marketing—is also done entirely in developed countries, where the manpower and the skills needed for these tasks are available.

Another example of production sharing is the hand-held electronic calculator. It may carry the nameplate of a Japanese company but this is the only thing on it that is “Made in Japan.” The electronic chips came from the United States, either from Dallas or from “Silicone Valley,” outside San Francisco. They were assembled in Singapore, in Malaya, in Indonesia, perhaps in Nigeria—wherever a Chinese subcontractor was available. The steel for the housing may be the product of an Indian steel mill built originally to produce steel for an Indian automotive industry that never came into being. And then, in some free-port zone in Kobe or Yokohama, the label “Made in Japan” was put on. The calculator is sold all over the world, with the bulk, of course, in developed countries. The design, the quality control, and the marketing were done by a Japanese company located in a highly developed country. The stages of production that require high technology, tight quality control, high capital investment—the design and manufacture of the chips—were also done in a developed country, the United States. But the labor-intensive work was done in developing countries.

 

The examples could be multiplied ad infinitum, for production sharing has been the fastest-growing segment of international trade these last ten years. Production sharing—a term I coined a few years ago and still not in wide use—is increasingly becoming the dominant mode of economic integration throughout the non-Communist world.

Production sharing makes very high demands on design, marketing, and quality control, and even higher ones on the management skills of planning, organizing, integrating, and industry to provide even the minimum employment needed. Very few of them have enough of the scarcest resources—managerial, professional, entrepreneurial, and technical people—to build, organize, and run integrated industries of the needed scale. These skills cannot be improvised, nor can they be bought on the world market and imported. Only if the young people get enough jobs today—and not in the millennium—will these countries be able to develop both the “superstructure” of managerial and professional skills and the mass purchasing power they need to build up their own integrated manufacturing industries for tomorrow. In traditional terms, the availability of young people for traditional manufacturing work is the one “factor advantage” of developing countries.

To have the labor-intensive stages of production done in the developing world rather than at home represents just as much of a “dependence” for the developed countries as it does for the developing ones—interdependence is a two-way street, after all. For the standard of living of the developed world can also be maintained only if it succeeds in mobilizing the labor resources of the developing world. It has the technical resources, the entrepreneurial resources, the managerial resources—and the markets. But it lacks, and will increasingly lack, the labor resource to do the traditional stages of production.

The Need for New Theories, New Concepts, and New Measurements

Production sharing is growing rapidly, yet this growth remains largely unnoticed. So far we have no theory for it, no concepts, and no measurements. It is quite different from what is commonly called “international trade,” for it represents a transnational integration that so far is barely known to the economist or government statistician.


The theory of international trade is still pretty much what it was when Adam Smith postulated it two hundred years ago. It still talks of the exchange of products between areas that have comparative advantages. Its prototype is still Adam Smith’s example of the exchange of English woolens against Portuguese wines, where England’s wet, cool climate encourages the production of wool and of woolen textiles and makes all but impossible the production of wine; whereas Portugal’s warm, dry climate favors the production of wine and makes all but impossible the production of wool. This theory of complementary trade is still essentially what international economists teach and write about.

But since 1880 or so, for an entire century, the reality of international trade has become quite different. It has meant the exchange of competitive products, the exchange of the machine tools of one country against the machine tools of another country. It is typified by the trade pattern of the chemical industry. Every single chemical company has other chemical companies as both the largest customers and the most serious competitors. And Switzerland, with 5 million people or so, is a far better customer for American manufactured products than all of India, with one hundred times the population. For the more a country industrializes, the more do its customers become other industrialized countries.

We are about to enter the stage of integrated trade, for this is what production sharing means. Yet economists, theoreticians, and policymakers are totally unprepared for the challenge. In fact, the lack of concepts and of measurements is a serious problem. Our concepts cannot as yet handle production sharing.

A government statistician will record the export of hides from America as “exports” and the import of shoes as “imports”; his figures will nowhere relate the two. The American cattle grower does not even know that his livelihood depends on the sale of foreign-made shoes in the American market, for hides represent the margin between breaking even and making a profit for the livestock grower in Nebraska. Nor, conversely, does the Haitian manufacturer of the soles for these American shoes realize that he depends on hides grown in the United States. No one yet perceives the relationships. And when shoe workers’ unions in the United States or shoe manufacturers in North Carolina agitate for a ban on the importation of “cheap foreign imports,” no cattle grower in the Great Plains realizes that they are actually agitating to ban the export of American hides on which his livelihood depends. When the American tanning industry—as it does—asks for a ban on sending hides abroad, American shoe retailers (let alone American consumers) do not realize that this would mean having no shoes to sell in American shops. They do not know that there are not enough American workers available to do even a fraction of the tanning needed.

 

Production sharing defies traditional concepts, of foreign trade, of national economies, and of products altogether. And yet it is becoming the only available form of economic integration, the only form in which the resources of developed, as well as of developing, countries can productively be used for their mutual benefit. Very few countries see this so far, though some of the developing countries such as the non-Communist Chinese are well ahead of the developed ones in this respect. It is not only that governments will resist the trend; it defies all their notions of what is “proper.” Labor unions will resist it even more.

 

One of the most successful examples of production sharing in the automotive industry, the Ford Fiesta, will no longer be sold in the United States because of governmental and union resistance, even though the Fiesta has superior gasoline consumption and a low pollution level. The concept of the Fiesta was American, as were the specifications. The actual design was then done in Germany. Germany produced the engine and frame; Mexico the transmission and the brakes; Canada the electrical system. It was finally assembled in the United States for the American market. The Fiesta became a highly successful car of that market; but the unions succeeded in making sure that it will not be sold in the United States, despite its success and despite the fact that it gives employment to American assembly labor. The unions got the American energy agencies to rule that only cars that are totally “American” in their labor content will be counted among the cars the American-based automobile manufacturer can sell under the energy-saving requirements. If the Fiesta were made by a totally non-American, company, it could be imported. Being made by “production sharing” under an American nameplate, it is an offense to labor unions, an enigma to bureaucrats, and taboo to both.

From Multinational Corporation to Transnational Confederation

The emergence of production sharing as the prevailing form of worldwide economic integration in the years ahead means that the future is unlikely to be with the old “multinationals.” But it is also unlikely to take the shape that the critics of the multinationals, especially in the developing countries, thought it would. There is a great deal of talk about “multinationals” today, yet there really is no such animal. What we have had, in the twenty-five years since the Marshall Plan, is a resurgence of the nineteenth-century pattern of economic integration, in which a company in a developed country has subsidiaries and affiliates abroad, with the center of gravity remaining where the original headquarters are. The traditional nineteenth-century “international company” was a national company with subsidiaries, affiliates, and branches abroad—and so is today’s “multinational.”


Actually, a larger share of manufacturing was “multinational” before World War I than it is today. And in the world before 1914, no one thought that such “multinational” companies were anything extraordinary. Fiat in Italy, for instance, was founded in Turin on New Year’s Day 1900. By 1903 or 1905, Austro-Fiat, the wholly owned Austrian subsidiary, was quite a bit larger than the parent company, for the old Austro-Hungarian Empire was a far bigger and more developed market than the Italy of 1900. Austro-Fiats, which were cars designed in Turin but made in Vienna, were even adopted as the staff cars for the Austro-Hungarian Army—and no one in those days thought this odd. Similarly, Siemens, founded in Germany around 1856, was by the 1860s larger in Great Britain and in Russia than in its original German markets. Great Britain was the most highly developed country of Europe and of the world, so that British Siemens had a much bigger market than the parent company, which, until 1880 or so, was still operating in a developing country. And Russia between 1860 and 1880 had a boom in railway construction that made Siemens, then the foremost European supplier of telegraph equipment, a monopoly supplier. Three months after Edison had demonstrated his first, still very primitive, incandescent light bulb in New Jersey, Edison light bulbs were for sale in Great Britain and soon thereafter in Japan. A few months after Alexander Graham Bell had shown his telephone in the United States, Bell telephones were being installed in most European countries, as well as in Japan.

It was taken for granted in the last half of the nineteenth century and up to World War I that the successful company, and especially the innovating one, would immediately become “multinational.” Henry Ford, despite his xenophobia, started his English subsidiary before he began to expand his original automobile plant in Detroit.

These developments came to a halt with World War I. All that happened after World War II was that the old developments were revived. And, just as the developments before World War I had been primarily between and within developed countries, so was the development after World War II.

Raw material producers have to go where the raw materials are. If crude oil is buried beneath the sands of Saudi Arabia, raw material producers must go there. But the extractive industries are not “multinationals”; they are basically companies that produce raw materials for the markets of the developed countries. Their mines and oil fields are “suppliers” rather than “businesses.” If we take the extractive industries out of the statistics, 85 percent of all the investment in “multinationals”—and especially the investment since World War II—has been by developed countries in other developed countries. This holds true for the American investment, which was primarily in Europe, especially after the start of the Common Market, and secondarily in Canada and Japan. The developing countries accounted for 5 to 8 percent of the investment. This is true even of financial institutions, though money is the least nationalistic of all economic entities. The American banks—and, following them, the British, German, Swiss, and Dutch banks—have invested primarily in other developed countries. Of the deposits of the major American multinational bank in 1979 outside the United States, 90 percent (other than OPEC money) were in and by developed countries.

Business is where the markets are. There is nothing particularly novel in this, but it is something that politicians and newspapermen tend to forget.

 

From now on, the “multinational” may look quite different. In the first place, it is likely to be a marketing company rather than a manufacturing company. It will be multinational because it knows how to market goods, wherever produced, in the markets of the developed countries. Secondly, it will be a management company, exercising managerial control, through technology and design. Tomorrow’s multinational is likely to be a small or medium-sized company rather than a giant. Giants are too conspicuous politically. Ford could not market the Fiesta in the United States; Ford is simply too visible. The company that can organize the marketing of goods with a high transnational labor content is likely to be a company that is not a household word. To be sure, Melville, the largest American shoe retailer, with sales well above a billion dollars, is not a small company. But it is still quite invisible, especially as it markets under a number of brands (such as Thom McAn) rather than under its company name. It can thus organize a transnational production-sharing network without becoming the target for attacks by labor unions, government, or newspapers.

A medium-sized company rather than a large company has the flexibility to engage in production sharing. Such sharing requires the ability to shift fast—in design, in production, in marketing. And here the large company, which has to “plan” ten years ahead (not because the market requires it but because of its own size and complexity) is at a decided disadvantage.

The one factor the very large company can bring to bear is going to be of diminishing value, namely, the ability to provide its own capital for investment. Tomorrow’s successful multinational will be based on the ability to market, rather than on the ability to invest. And there, the medium-sized company has distinct advantages.

 

To exploit these advantages, the multinational of tomorrow will however have to be organized quite differently from the “multinational” of today. Instead of being a “multinational corporation,” it will have to become a “transnational confederation.”

It will be a managing and marketing company. Above all, it will organize production and distribution. It will be organized around two focal points: technology (or design) and marketing. Insofar as it “manufactures” in its own country or in any developed country, it will concentrate on those stages of production that are least labor-intensive. The local “subsidiary” will not be a business as it has traditionally been, one that produces and markets the full range of the company’s products but only in its own country. Transnational confederations will instead increasingly organize production across national boundaries and across markets, so as to optimize both labor resources and market resources. Stages of production that are labor-intensive will increasingly be done where the labor is, and increasingly not by “subsidiaries” and “branches” but by subcontractors. And the cohesion of the enterprise will come from its control of marketing rather than from its control of capital.

This will require new structures. Instead of the present pyramid, in which a central top management commands a large number of units, each of them engaged in very much the same activity, top management will act as an integrating force. Its control will be through marketing rather than through legal authority. It will lead an orchestra rather than an army. A “transnational confederation” will require both stronger top management of the entire group, and greater freedom and responsibility of the component parts. It will require what organization theory calls a “systems organization”* rather than conventional organization structures, whether functional organization or traditional decentralization. Indeed it might not be a bad idea to emulate the Japanese practice, where manufacturing and marketing in many businesses are separated and organized into two distinct companies, and to set up a separate distinct company to design and market products worldwide, while manufacturing is organized as a series of support operations.

The political dimension of the new transnationals will be even more different than the organizational one. Traditionally, multinationals have tried to have as little to do with the developing countries as possible. Investment in the limited and slowly growing markets of developing countries was not particularly attractive and the cost of doing business in a country like Peru or Malaya proved astronomical. Investments by multinationals in developing countries were thus not particularly profitable. Nothing is further from the truth than that a developing country was a prime target for “exploitation” on the part of manufacturing or distributive companies located in the developed country. They mainly generated losses and troubles—with but a few exceptions, such as the pharmaceutical industry. (The reason for this exception is that a poor country like Colombia cannot afford the costs of modern medical schools, modern hospitals, and modern health care. It can however afford to buy drugs that, by themselves, produce something like two-fifths of the benefits of modern medicine for about 6 to 8 percent of total costs.)

Tomorrow, the developing countries will matter to the multinationals as they have not mattered so far. They will provide the manufacturing work. The units of the transnational confederation that are based in the developing countries should increasingly become the source of goods for the business in the developed markets. The parent company should thus become increasingly dependent on them. Conversely, the transnational marketing network in the developed country should increasingly become the source of jobs for the young people in the developing countries. Transnationals will prove increasingly important to the developing countries as their channel to the markets of developed countries and as their channel to markets altogether.

Today, governments in developing countries—India and Mexico are two examples—demand capital investment by their own nationals as a condition for a foreign company to start business in their country. This simply means that the governments of poor countries insist on subsidizing companies from the rich world—the only thing this demand for participation by domestic capital can accomplish. But the, demand also misses the point: the one thing to require of companies from abroad is that they create export earnings and jobs based on exports. Very few governments in the developing countries understand this as yet, except the pragmatic Chinese in Hong Kong, Taiwan, and Singapore. But some others are beginning to learn, which explains, for instance, why the Andean Pact countries on the west coast of South America again woo foreign investments.

Marketing cannot be done from a distance. It is literally impossible to sell successfully in a market that is quite different and far more advanced than the one from which the seller comes. But the developing countries will also need an influential representative with the government, the public opinion, and the labor unions of the developed countries where they have to market their labor. They will need somebody who is a part of developed society and of its political system. In other words, they will need a transnational that is accepted as a citizen of the society in which the product of their labor is to be sold. They will therefore become more dependent on the new transnational, which will surely create serious political stresses in the developing countries. It runs counter to all their rhetoric and all their deep emotions. It makes overt the fact that there is no “sovereignty” any more in an interdependent world economy.

At the same time, the relationship between the new transnational and its home country—the developed country—will also change. Traditionally, the home country has supported the multinational domiciled within its borders. It no longer does—at least as far as U.S.-based multinationals are concerned. The reason is precisely that the “multinational” is becoming a “transnational” and a symbol of worldwide economic interdependence. (On this see also Part 4 below.) Increasingly, the transnational will cut across traditional political lines and defy traditional political concepts by putting emphasis in its home country on employing skilled people rather than on creating traditional low-income low-skill jobs for manual workers; by marketing products manufactured in developing countries in exchange against design, technology, management, and marketing; and by living the reality of an integrated world economy rather than the delusion of a “national economy.” Increasingly, therefore, the true political problems of the transnational confederation and of its management will lie in the developed countries, with their politicians, their labor leaders and, above all, with the inherited but hopelessly obsolete concepts and measurements of eighteenth- and nineteenth-century international economics.





    
The New Consumer Markets

Compared with their impact on international economy and international markets, the impacts of population structure and population dynamics on domestic markets might appear to be mild. But they are by no means insignificant. Population dynamics are causing a realignment of consumer markets in the developed countries.

Before World War I there were “markets,” but there was no “market.” In the United States, for instance, there were, at that time, still regional markets that had almost no contact with one another. California, and especially southern California, did not become part of the national American market until the Great Depression. But there were also sharply demarcated “class” markets. Sears, Roebuck built its business on the fact that the American farmer was a major, but separate, market; poor in terms of the individual but exceedingly potent as a mass market. And what was meant, before 1914, by “carriage trade” almost no one living today, certainly no one living in the developed countries, can imagine. For this one has, to go to India, where the 2 percent of the population who speak English constitute a separate, more or less affluent, market. They do not buy more of the same goods; they buy different goods: English-language newspapers, for instance, cameras, watches, or automobiles. A “carriage market” of this kind was a genuine and self-contained market in every developed country before World War I, but it no longer exists.

 

The West came out of World War I with “national” markets in comparison to, say, Japan, which did not develop a national market until after World War II. The marketing successes of the interwar period—Sears, Roebuck and General Motors are examples—were squarely based on the emergence of the national market and its segmentation.

It was Alfred Sloan at General Motors who, in 1920, first realized that America had become a national market segmented by socioeconomic income groups—from the 50 percent “low-income” group, which Sloan saw as a market for second-hand cars, to the very small high-income group that was to be the market for the Cadillac. Within the market for new cars, Sloan divided the market into five categories. Each of his five nameplates (Chevrolet, Pontiac, Oldsmobile, Buick, and Cadillac) was positioned for a specific income segment, but made to overlap each other so that the customer could work his way up in the course of his economic and life cycle. A few years later, the early quantitative approaches to social and market analysis (e.g., the work of market and public opinion analysts in Vienna, Austria, such as Charlotte Buehler and Paul Felix Lazarsfeld, both of whom later came to the United States) provided the theoretical framework and the empirical data for what Sloan had seen intuitively as early as 1920.

By the late thirties the markets of the developed countries were clearly segmented according to socioeconomic groups, to the point where a trained market researcher in the United States could tell at one glance from the make and year of the automobile in the driveway and the rental value of the one-family house what a given family bought in each category and how much.

Then, in 1950, just when most everybody had accepted socioeconomic income groups as a law of nature, a new consumer market segmentation—and incidentally a new public opinion segmentation as well—appeared, superimposing itself on socioeconomic income groups: segmentation by “lifestyles.”

The Edsel, designed to be the Ford Motor Company’s final step in its ten-year campaign to make itself over into the image of its big competitor, General Motors, was the last automobile engineered to fit the traditional socioeconomic income segmentation. When it failed dismally, the Ford Motor Company realized, earlier than anyone else, that a fundamental shift in the consumer market was under way.

Ford’s response in the form of “lifestyle cars”—Thunderbird, Mustang, and Maverick—explains in large part why the Ford Motor Company, a poor third at the end of World War II and indeed almost marginal, rapidly became a strong number two, and outside of the United States a leader among transnational automobile companies.

By the late sixties, automobile make and price had ceased to have much relationship to socioeconomic income groups and had become instead primarily a matter of division by lifestyle, at least among the groups buying new rather than second-hand cars. Car and status no longer correlated; but car and lifestyle had come to correlate very closely.

In the seventies, a new consumer segmentation has come in: segmentation by population dynamics. It will not supersede the older ones, but rather complement them. It will however create new markets.


In 1973–74, the United States underwent what everybody considered the most severe recession since the Great Depression. In terms of capital investment, it behaved like a traditional recession. Yet in terms of consumer buying, it behaved most peculiarly and in unexpected ways. “Everybody knows” that eating out is cut down sharply when there is even the slightest quaver in the economy. A restaurant meal is many times as expensive as a home-cooked meal. The only additional cost of a home-cooked meal is time—and that, in a depression, “everybody knows” is in plentiful supply. But in 1973 eating out began to boom in America. Since then it has been doubling every two years, to the point where, by 1980, every other meal eaten in the United States is an “eating-out” meal—bought in a restaurant or a fast food facility; in institutional cafeterias, in the hospital, the school, the plant, the office, and so on; or bought as a fully cooked meal, ready to be served after being taken home.

Similarly, “everybody knows” that vacation travel becomes immediately a casualty of a “recession.” Yet this did not prove to be the case in 1973–74 America. Vacation travelers have indeed become exceedingly price-conscious. Minor changes in exchange rates deflect travelers from one country to another, and especially the growing majority on package tours. But the total volume of travel remained unaffected by the recession, and indeed went up sharply throughout the recession years.

“Everybody knows” that in a recession people cut back on housing. Accordingly, every American mass builder in 1973–74 rushed into what came to be known as a “basic home,” essentially a home of the 1950s without the additional conveniences, appliances, and frills the intervening twenty years had added. The “basic home” did not sell at all. On the contrary, during the recession spending on housing increased.


The list could be continued indefinitely. It includes, for instance, such luxuries as sending a child to a private university at a time when, in all states of the Union, tax-supported public universities were readily available at much lower fees and were beginning in those years aggressively to campaign for students as the number of people reaching college age no longer went up. Both the highly reputed private universities and those that have a distinct character, such as fundamentalist Christian colleges, have seen the number of applicants go up, despite their high and rising fees.

Consumer markets in western Europe and in Japan have shown similar trends. This indicates that there is a new segmentation at work, a segmentation that is linked to population dynamics rather than to income. Income and perhaps even lifestyle are increasingly becoming restraints on buying rather than motivations thereof. Population segmentation is becoming the consumer market’s driving force—even with inflation.

The popularity of eating out is directly related to the increasing number of married women at work, for whom time is much shorter than money. It is also related to the increased number of older people in the adult population, for whom going out to eat is often the easiest way to escape confinement and to be “in the swim.”

We may thus see an increasing tendency toward markets that are sharply segmented by population dynamics. There is already a large and growing market of older people, especially of older people who live longer. And this market is recession-proof insofar as the incomes of retired people are unaffected by unemployment, mostly tax-exempt, and indexed for inflation.

Another market with fast growth in purchasing power in good times consists of young adults with high education. In this group, both sexes work (even increasingly in Japan) and both sexes therefore will have an income. In this group, however, spending patterns are different from the traditional family, in which there is one breadwinner. In the two-income family, the household budget is still tailored to the income of the male.

The young educated two-income family, in its buying behavior, does not treat the wife’s income as part of the “family income.” Unlike the two-income blue-collar family, it looks upon it as an extra. Household expenditure is adjusted to what the husband earns. What the wife earns is increasingly used for extraordinary—and usually major—expenses, rather than for day-to-day living.

 

The outstanding success in the U.S. automobile market in the years after the OPEC petroleum shock and before 1979, the Cadillac Seville, is a luxury car, selling for $15,000 to $20,000. It was designed by General Motors for the successful professional man who wants luxury, a big car with a big-car name, and yet “economy” and a slightly better fuel consumption. Until the gasoline panic of 1979, the Seville sold even better than General Motors had anticipated. But it was bought largely by women with an income of their own rather than by the professional men for whom it had been designed. The educated married working women also largely explain the increase in student applications to private fee-charging colleges. Schools that keep a record on who pays the students’ bills report that the number of applicants who expect to have their college education paid for out of their mothers’ earnings has gone up sharply from around one out of twenty, thirty years ago, to maybe six or eight out of twenty today.

The part-time workers probably also constitute a definite buying segment. And finally, of course, there are traditional markets: the teenagers who, though significantly fewer in numbers, will still constitute a large market even though they may no longer set fashions and determine lifestyles; and the traditional American family of father, mother, and two children, even though the mother in that family can now be expected to be at work at least part time.


Each of these markets will buy different goods. Above all, each of these markets will buy with different values. Whether one and the same marketing approach can hope to reach more than one of these groups, and in what combinations, remains to be seen.




    
The Implications for Managerial Strategies

The population changes and their dynamics are so sweeping and so pervasive as to affect all institutions, businesses and public service institutions alike. But because they are so far-ranging in their changes, population dynamics will also affect each institution and even each business differently.

The new segmentation in the consumer market may be of no importance to a machine-tool manufacturer; but production sharing may be crucial to him. To the hospital administrator, production sharing is quite unimportant; the bedpans of a hospital in Detroit or Duesseldorf must be emptied in Detroit or Duesseldorf, which means that the costs for the least-skilled work in hospitals will go up the most in developed countries. The two-income family may however have major impact on the American hospital: it may sharply cut the radius within which the hospital can expect to attract customers. The mother of a hospitalized child wants to be with the child or at least visit it twice a day. If not working or working only part time, she is quite willing to travel ten or fifteen miles from her home to be with her child; if she works full time, the radius shrinks to five miles or so, even if gasoline is plentiful, so that she can easily travel on her way to or from work. The extension of lifespan as well as the drop in birthrates have obviously had a major impact on hospital administrations but the buying patterns of retired people or transnational economic integration are no more than incidental information for them.

 

The changes thus require that every kind of business institution examine carefully what opportunities they create; what changes in its own definition of its mission they demand; and what shifts in behavior and practices they indicate. The population dynamics represent a major shift in the environment—in the markets of each institution, in its products or services, in the way it organizes itself for performance, and in the way it brings its products or services to the customer.

Even small and purely local businesses may have to learn to think and to operate transnationally. And businesses already in the world economy will have to learn to think and to behave quite differently. The small business operating within a local or regional market may have to learn to organize its production transnationally and by stages of production rather than in one centralized “manufacturing” process; or it may have to learn to buy parts from all over and to assemble when today it buys finished products for resale.

The company already in the world economy faces even more challenging changes in its attitudes, its behavior, and its practices. It will have to learn to look upon the developing countries as potential sources for labor-intensive stages of production. It will have to learn also that the “foreign subsidiary” of the future is likely to be different from that of the nineteenth-century past, especially in developing countries. Its basis is not the local market but the market in the developing countries. It is not a “business” but a “supplier.” The question to be asked in respect to it is not: “How much can it sell in its market?” It is: “What is its capacity to produce parts or components for export to be integrated with the marketing system in the developed world?”

Politically, too, the transnational requires a different attitude, different policies, and a different rhetoric. Multinationals in dealing with developing countries have proceeded on the assumption that it is their capital that makes them attractive. Increasingly, the contribution that matters to developing countries will be jobs and export earnings. Capital investment should be kept to a minimum—and not only because it makes the investor the captive of the host country, vulnerable to political or social turmoil. The desirable position for a transnational in developing countries (considering especially those countries’ predictable resistance to economic interdependence) is one in which the developing country benefits from the foreigner’s ability to market abroad. In fact, this may be the only tenable position.

It may be most desirable to be in a country that has the potential to develop a genuine national market, which then can itself become integrated into the world economy. The most desirable location for production-sharing manufacturing may thus be an “almost-developed country” (see Part 4 below), which is also where the needed foreign managers, professionals, technicians usually prefer to live. But the rationale of operating transnationally—unlike the rationale of yesterday’s multinational—is not the market of the developing, the host, country; it is its labor supply. And for the host country, the attraction of the foreigner is not his capital: it is the jobs he creates in work for export, the export earnings he produces, the markets overseas he creates and develops, and finally the development of local people as managers, marketers, professionals, and as themselves schooled in operating in an integrated world economy.

But for many businesses and most public service institutions population dynamics in the home market and in the home society may demand equally innovative thinking—new concepts, attitudes, policies, and practices.




    
From “Labor Force” to “Labor Forces”

Governments and government statistics, backed up by economists and managers, still speak of the “labor force.” But this term is becoming misleading. More and more there are “labor forces,” each with different expectations, different needs, and different characteristics. These forces are affected quite differently by economic and social developments such as a depression. It can only cause trouble to treat them as a homogeneous entity, as most personnel policies and benefit plans do, and as labor unions all insist on doing.

The Misleading Unemployment Figures

Every developed country still adheres to one unemployment figure. Typically, as in the United States, it was designed to measure the number of adult male heads of household out of work. But this group is now a minority of the total labor force everywhere in the West. The figures we use are thus quite misleading and are misinterpreted everywhere. Most Americans reading the monthly “unemployment” figure assume automatically that it reports the number of experienced adult men who have held full-time jobs and are actively looking for a full-time job. Yet most people reported as “unemployed” in the American figures are not adult men, never held a full-time job before, and are not even available for full-time work, let alone looking for it.

Governments cannot reform unemployment figures; they have become the sacred cows of the labor movement. But businessmen can at least learn how to read them. In the American economy there are three sets of employment figures that a businessman needs to look at and from which he needs to take his guidance.

There is first the figure of labor force participation, both in numbers and percentage of the labor force. It is no accident that the much-vaunted “recession” of 1973–74 produced no reduction in consumer buying. For during that period, except in two quarters, both the labor force participation and the total number of Americans with jobs were going up and up and up. These figures are the only true and reliable indices of consumer purchasing power.


The second meaningful figure is the number of male adult heads of household employed and unemployed. These workers are a minority of the total labor force in members, but they contribute the bulk of the hours worked in the economy. They contribute the overwhelming majority, both of full-time workers and of skilled workers. They are also still everywhere the main providers of “family income,” especially in the lower income groups. Their employment or unemployment is thus the most reliable index of labor market and wage pressures.

In the United States, during that “recession” of 1973–74, the number and proportion of fully employed male adult heads of household went down for four months only. For the rest of the period it was steadily rising. Also during that period it stood consistently above the “full employment rate” of 96 percent. In other words, during almost the entire period of supposedly high unemployment, the United States economy actually experienced a substantial labor shortage—as anyone who tried to hire a machinist or a tool setter soon found out.

Finally, there is the official but purely political figure of “unemployment,” which is meaningless, indeed misleading for business and economic policy, but which determines the intensity of rhetoric and the intensity of political pressures.

Henceforth, executives in all developed countries will have to be able to understand the complexity of employment and unemployment figures. And if they have to choose any one figure to steer by, it should be the employment or unemployment figure for male heads of household, which is closest in meaning to what unemployment figures in the United States, as well as in western Europe, are supposed to measure.

The Need for Different Personnel Policies

Businessmen cannot, I repeat, change the misleading unemployment figures; they can only learn to read them correctly. But they can change personnel policies in their enterprises, which tend to be as much out of date and as misdirecting as the unemployment figures. In most institutions personnel policies are based on the assumption of a homogeneous work force, and primarily, of course, of a work force that consists of adult male heads of household working full time and dependent entirely on their wage or salary from one employer for their livelihood and that of their family. (Exceptions, for example the British provision for employed married women to opt out of parts of National Insurance, are quite rare.)

This group is by now, however, a minority in all developed countries (except maybe Japan). Even the male adult working full time is, in growing numbers and proportions, not the “head of household” but a “partner” in a two-income family. Yet under our present personnel policies, both he and his working spouse are enrolled in a number of benefit plans—on the assumption that both are the “breadwinners” and that therefore the entire family has to be covered by the benefit plans of each. Increasingly, there are working women, both full time and part time, some of whom are “heads of household” and others married to a working husband and considered “dependents.” There are people who have “retired” from one job with a pension and then work for another employer, full time or part time. The list could be continued; these are only some of the main groups.

Employers—whether governments, businesses, or nonprofit institutions—are going to have to develop different personnel policies for these different employe groups.

It makes little sense to subject all employes to training programs, to personnel policies, and to supervision designed for one group of employes, and in particular designed, as so many of the policies are, for yesterday’s typical entrant into the labor force—the fifteen- or sixteen-year-old without any experience. More and more we will need to have personnel policies that fit the person rather than bureaucratic convenience or tradition.


Industry and government have not yet learned to look upon the labor market as a market to which they have to sell their jobs. And yet jobs are just as much a “product” as toasters or shoes or magazines, and need to be marketed to the potential customer.

The mature woman who applies for a job in the office or the plant after having raised her children has been a “chief executive officer” at home for ten years or more. No one told her whether to dust first or to make the beds first—and both chores got done. Yet when she starts working, she is put under a “supervisor” who treats her as a moron who has never done anything on her own before when what she needs is a teacher and an assistant. Similarly, the older people who have retired from their jobs and now go on to work full time or part time elsewhere know how to work—indeed, they often go to work because that is the only thing they know how to do. But their knowledge, maturity, and experience are not used in existing personnel policies. No one asks: “What can you do?” Instead, they are put into a “training class,” together with the sixteen-year-old high school dropout.

The rules of some orders of Catholic nuns are extreme examples of how not to proceed. The orders are dying out because they cannot recruit new members. Most of them experienced, in the sixties and seventies, a sizable increase in the number of applicants, but the dropout rates, which were minimal earlier, increased even faster. To be sure, few young women applied for entry into a religious order—there are too many other choices. But there is a growing number of deeply religious Catholic women, teachers or nurses, who at age fifty are afraid of being alone and lonely and then want to become nuns. The order subjects them to the same training it used to give a fifteen-year-old without schooling or work experience. No wonder these women then protest: “I have been looking after my brother’s children for twenty years. I have been running the fourth grade in school or the night shift at the hospital. I know how to sew—I made all the clothes for my brother’s children for twenty years. But when I applied for admission to the nuns, they put me into an elementary sewing class and gave me a three-hour lecture on how to boil water.”

—And for Benefit Options

As a result of one hundred years of brainwashing by labor leaders, employers have come to believe in uniform benefits. They all complain about their cost. The “fringes” today are almost as wide as the base wage itself. Yet much of the money conveys little benefit to the intended recipient.

 

The married woman whose husband has a health insurance plan at his place of work receives no benefit from her health insurance. However, one way or another, 8 to 10 percent of her salary is withheld. (For even if the employer pays 100 percent, the money still comes out of the only available pocket, that of the employe.) The same woman pays 6 to 8 percent of her income into a company pension plan from which she is unlikely ever to receive a penny, if only because, as a married woman, she is unlikely to stay around long enough to qualify. Above all, she has to pay full Social Security. Yet under the American system—and other countries are none too different—she will be better off, twenty years hence, to apply for old age benefits as the dependent of her husband, than to apply for benefits on the basis of her own earnings. One way or another, the pension systems of all developed countries share the same bias against the married working woman.

 

What is urgently needed is a benefits policy that accepts the heterogeneity of the labor force in the period of population changes. “Benefit” to one employe is only cost to another. The proportion of wage and salary any one employer is willing and able to put aside for employe benefits should be the same for every employe, or for every category of employes. But where the money goes should depend upon the needs, the circumstances, the family situation, the life cycle of the individual employe. The benefits policy should take the form of a set of options, from which the individual employe can choose the total package that gives him or her the most for the money available. The choice as to which benefits are the right ones for this or that individual is then best made by the individual alone.

This idea is anathema to union leaders, who depend on uniformity and who therefore subordinate the majority of members to the largest single minority. It is anathema to government bureaucrats, who always believe they know best what is good for the individual. It will also be resisted by employers, who think that administrative convenience is the ultimate criterion of benefits and of personnel policies all told. But it will be increasingly necessary. Indeed, the employes themselves in the developed countries are going to insist that they be given freedom of choice as to what benefits are optimal for them: freedom of choice on second careers; freedom of choice as to whether to retire at a given age or to stay on working; freedom of choice very largely in their job assignments as well. This is, after all, the essence of being a knowledge worker—and increasingly it will be the knowledge workers who will determine, in the developed countries, the shape of personnel and benefit policies to come.




    
The End of Mandatory Retirement Age

In all developed countries, it will become a matter of economic survival that retirement age be postponed and that retirement be made flexible and a matter of personal decision. Society and economy simply cannot support the number of people who would otherwise have to be supported. And the older people will increasingly resist being retired and will have the power to enforce their will.

In the United States in 1935, there were eleven people at work for every person over sixty-five; today the ratio is three to one. It will be close to two to one by 1990. Economists will point out that this tremendous increase in the number of “dependent” people of old age is offset to some extent by the sharp drop in the number of children. But this is irrelevant politically, socially, and economically—it is indeed a fallacy. The worker who receives an amount of money in his paycheck and who then has to pay for his children’s shoes does not feel that he is paying for an “alien” or even a “dependent.” He is paying for his own family. The worker who has the same amount of money withheld from his paycheck to pay for somebody who is now retired feels—with good reason—that this is compulsory taxation and that money he has earned is being forcibly taken away.

The people at work are going to resist paying for others who are not at work although they are physically and mentally capable of being so. Equally, the growing number of older people will become an unbearable burden if they retire; will be resented and resisted.

Unless we extend working-age life one way or another, we will also be building inflationary pressure into the economy of every developed country. Older people tend to consume rather than to save. The money that is being transferred from the paychecks of the younger people at work into retirement pay for older people therefore becomes inflationary purchasing power. The younger people in turn will generate inflationary pressures as they demand that their incomes be raised so as to compensate them for what is being taken away to pay for the older people. In other words, the dependency ratio will become unbearable.

In every developed country, it will have to be a central aim of economic and social policy to keep the ratio between people retired for age and people working at around three to one. This means that in all developed countries the actual retirement age, the age at which people can be expected to stop working, is likely to be closer to seventy-two by the year 1995 than it is to the sixty-five of traditional Western retirement, let alone to the fifty-five of the Japanese tradition. It will make little difference whether the old people work “legally” or in the “gray economy,” as long as they work at least part time.

But the major force toward an extension of working life will not be economics. It will be the need of older people who are physically and mentally “young” to keep busy, to have something to do, to get out of the house, and to be productive.

In The Unseen Revolution: How Pension Fund Socialism Came to America, I predicted that by the mid-1980s mandatory retirement age in the United States would be raised from sixty-five to seventy. This was considered the height of absurdity by almost every critic. Mandatory retirement in the United States, everyone then said, would be sharply lowered. There was indeed a labor union proposal before Congress to lower compulsory retirement age to sixty or sixty-two; and everyone—government, labor unions, economists, and employers, whether businessmen or university presidents—was bitterly opposed. Yet twelve months after my book appeared, a bill was passed in the California legislature to outlaw mandatory retirement at any age altogether. Shortly thereafter, the Congress of the United States—again against determined and organized opposition by all “respectable” people—eliminated any mandatory retirement age for federal government employes and raised it to seventy for everybody else; and Congress, everybody concedes, will soon eliminate mandatory retirement altogether as California has already done. In part this was the result of pressure from the older people, a pressure that will become more potent. For the older people—and in this context this means everybody over fifty-five who is conscious of the approach of traditional retirement age—are by themselves in developed countries a near-majority of the voting population, if only because their voting participation is so much higher than that of voters under thirty-five. In part, of course, the raising or abolition of mandatory retirement age was simply a response to inexorable economics.

In Europe, the trend still strongly runs in the other direction. In almost every European country, there are proposals to lower compulsory retirement age. Only Japan is willing to accept the logic of population dynamics. There, retirement age is now being pushed up to age sixty, whereas actually the Japanese retirement age should be seventy—if there is to be one at all—to accord with the realities of Japanese life expectancies.

But, whatever legislators and trade unions decide, an increasing number of older people are going to be neither willing nor able to “retire,” and they will continue to participate one way or another in the work force. Everywhere—in the United States, in western Europe, in Japan, and in the Soviet bloc—the proportion of older people who are officially retired but who actually work at least part time is steadily growing. One indication is the steady growth of the “black” or “gray labor market,” or “moonlighting”: people who work full time or part time but do not report their earnings to the tax collector.

The head of Britain’s Inland Revenue estimated in the spring of 1979 that 7.5 percent of the country’s true national income was never reported to the tax collector and therefore never shown in England’s national income statistics. For Sweden I have heard estimates that go up to 20 percent, or one-fifth of the total national income. In the United States, the government’s General Accounting Office recently estimated the unreported income from “moonlighting” at 10 percent of personal income.

Resistance to confiscatory taxes surely plays a part in this phenomenon, especially in countries like Sweden with tax rates of more than 100 percent on earnings above a certain fairly low maximum. But people who are officially “retired” also must figure heavily among the “moonlighters” or “black workers.” In most countries, people who are officially retired are either not supposed to work at all, as in Great Britain or Sweden, are under labor union pressure not to work, or, as in the United States and the United Kingdom, have their retirement pay taken away altogether or at least severely cut. Consequently, these people report officially that they are indeed “retired,” and work as “moonlighters” or “black workers” without telling authority about it.

The resistance to compulsory retirement is going to be greatly accentuate by the educational shift in the work force. Eight out of every ten people who reach the traditional American retirement age of sixty-five these days had only a junior high school education, whereas six out of every ten new entrants into the labor force from now on will have had formal schooling beyond high school. The people who retire have largely worked in manual jobs all their lives; the people who come in are primarily available for skilled work. Manual workers, by and large, are content to retire at age fifty-five or sixty, after thirty-five years in the steel mill. To be sure, a large minority, perhaps a majority, then start working again—in part because it is boring to spend all the time fishing or sitting on the front porch of a mobile home chatting with the neighbors; in part because they need to earn extra money, although they feel no psychological urge to report these extra earnings to a tax collector.

For knowledge workers, however, the need to keep on doing something productive is overwhelming.


The Need for a Second Career

This need on the part of the knowledge worker not to “retire” at any given age will lead to seeking a second career in his or her forties or fifties. It is not easy to find a new job at sixty-five if one has never before changed careers. But any type of knowledge work palls if done too long. Our institutions are full of people in their forties who are bored, having done the same work for too long.

The worst offenders are perhaps the university faculties, for the simple reason that they are our most restrictive employers. The young scholar who starts teaching the French Revolution loves his subject; fifteen years later, though still only in his early forties, he is bored with it. The one book he had in him has long ago been written; now he agonizes over two book reviews a year. His lectures are repetitious; even his jokes are stale, though the kids still dutifully laugh. But the rules of academia make it all but impossible for him to teach other periods in history, let alone to move out of the History Department altogether.

The hospital is equally restrictive, with no transfer available for an X-ray technician into physical therapy or medical technology. Even business, while by far the most flexible environment and the one with the most mobility, still tends to keep a manager or professional in one area of work and in one surrounding until he is bored. He is not “burnt out,” but he does need to be put into a different environment to meet different challenges, to be “re-potted.” He needs a second career. He needs a new environment, with new associates and new challenges.

 

As a result of the growing pressure for second careers, the continuing education of already highly educated adults will expand in the years ahead. Equally important will be the systematic placement of accomplished middle-aged executives—especially middle-level executives—in new jobs with new tasks and new challenges.

The Japanese, despite their emphasis on “lifetime employment” and on “loyalty” to one company (or perhaps because of it), actually do a better job at providing second careers for executives than either Europe or the United States. The Japanese company moves managerial people from one functional job to another without much regard for a man’s previous experience or formal training. It does not hesitate to put a sales manager into accounting or an engineering manager into personnel. In this way the senior people in a large Japanese company usually have been exposed to more stimuli and to greater variety than the typical American or European executive, who tends to stay all his working life in one area.

 

To sum up, the employer of tomorrow will have to learn to use full-time people and part-time people, men and women, people past retirement age and people who are interested only in working in one functional or technical skill (such as today’s computer specialists) and who move on to a different employer once they have finished a particular assignment. Whether university, hospital, or business, the employer will have to move from managing personnel to managing people.




    
The “Double-Headed Monster”

An old saying goes, “One cannot run a hospital with doctors, and one cannot run one without them.” Similarly, every university administrator has said, if only to himself, “One cannot run a university with the faculty but one cannot, alas, run one without it either.” This applies to all modern organizations, including the business enterprise. All enterprises are becoming “double-headed monsters,” which depend for their performance on professionals who are dedicated to their discipline rather than to the institution, who are the more productive the more dedicated they are, and who, at the same time, have to work toward the accomplishment of the goals of the whole. The emergence of the “double-headed monster” is also the result of population dynamics. It is yet another example of turbulent times that managers have to learn to manage.

Professionals have always resisted attempts to hold them accountable. It is the essence of being a professional—so the doctor, lawyer, engineer, or priest has always argued—that one is not accountable to laymen and that qualification rather than performance is the ground of acceptance. This was so, but today it is no longer tenable. It worked as long as the professionals were a small fringe without whom society could get along perfectly well. In modern society, however, the “professionals”—or people who see themselves as possessors of a distinct organized knowledge and primarily accountable to it—are the very center of society and of its performance capacity. They are no longer an ornament, a luxury. And their claim that they justify themselves by their diploma, the traditional claim of the professional, is no longer valid. Society must demand that these people think through what they should be held accountable for and that they take responsibility for their contribution.

The standard response is that the contribution of the professional is not “measurable.” But the output of the manual worker was not “measurable” either 150 years ago, before Frederick W. Taylor started his task study, which made manual work capable of measurement. It is reasonable to assume that professional work can at least be made capable of being judged. In measurement, the result one person obtains should be obtainable by anybody else who uses the same measuring stick. In judgment, the result an informed and qualified person obtains is supposedly going to be reached by any other qualified and informed person. Judgment presupposes information and some expertise, but is otherwise as “objective” as is measurement. We should be able to judge the performance of professionals and are, in fact, perfectly capable of doing so.

 

In the American hospital, the medical profession is now being asked to examine the standards of good medical care for a given group of diseases or complaints and then to police within its own medical community the observance by the practitioners of these standards. This, it is hoped, will actually be done within the profession, so that the physician who chooses a different mode of practice must explain his actions to a fellow physician who heads a certain service. But if the professionals are unwilling or unable to impose this discipline upon themselves, American society will surely impose it upon them—with laymen, such as hospital administrators, then actually becoming the “bosses” of the profession. The legal profession is moving in the same direction. And the demand that teachers think through and spell out what society, taxpayers, and parents should expect from their performance in the classroom, and then hold themselves accountable for reaching these goals, is rapidly gaining ground as well.

It is no longer a question whether professionals should be held accountable. The question is only whether they will develop their own standards or have standards imposed upon them.

 

This transformation of institutions into “double-headed monsters” in which there is both a business management and professional groups (whether accountants, market researchers, salesmen, engineers, or quality control people) will force us into new, and fairly radical, organizational concepts. Business organization as we know it has developed fundamentally in the shape of a pyramid, with a “command” function, mitigated by the emergence of “staffs” who were “advisory” rather than “command.” Increasingly, the hospital or the university will be a better model than the traditional military, perhaps even for the military itself. Increasingly, we will see organizations as concentric, overlapping, coordinated rings, rather than as pyramids. There is need for “top management” and there is need for an ultimate “command”—just as there is need for a skeleton in the animal body. There is need for a clear locus of decisions, for a clear voice and for unity of command in the event of common danger and emergencies. But there is also need for accepting that within given fields the professionals should set the standards and determine what their contribution should be.

 

Top management can, in effect, cut out the training program. But it cannot tell the trainer how to train. All it can do is get another trainer if it feels that the present one does not know his job. The university president may decide to increase the budget for foreign languages or reduce it. But he cannot tell the language faculty how to teach foreign languages, and perhaps not even which ones to teach. The hospital administrator, whether he has a medical degree or not, may decide to add fifteen beds in clinical neurology. But what then constitutes good clinical neurology is not within the administrator’s purview. He can only demand that the neurologists think through what their objectives are, what their standards are, and how they propose to make effective their individual and collective accountability for the practice of clinical neurology within his hospital.

But it is the administrator who has to make sure that the professional people do indeed take accountability, develop standards, set goals, and rigorously judge their performance against these standards and goals.

This means that organizational structures are going to look different in the future. A well-known university president once said: “There is no top management in this university. Every professor, certainly every senior professor, is at least as much ‘top management’ as I am—and not one of us can make decisions.” This is one way to describe the modern institution. But another is the way a major book publisher talked of his company: “There is only top management in this firm, except for the messenger boys.” This too is an apt description; it is in fact how a book publishing house has to work if authors are to be willing to entrust their works to it. Both definitions are clearly right. In other words, the organization in its internal environment is going to be as pluralist as the external environment in which it lives. And the transition from the traditional pyramid to the “double-headed monster” is another shift to be managed as population structure and population dynamics change.




    
Job Needs in the Developing Countries

Population dynamics are changing the priorities of and restraints on social policy—in developing countries as much as in developed ones. They will force managers to take the lead in changing widely held beliefs, in changing priorities, and in formulating new policies of job and income security, different alike from both the Western approaches of unemployment compensation and punitive restrictions on laying off people and the Japanese “lifetime employment.”

In the developing world, the first priority will be to create jobs for the large masses of young people. This will have to take precedence over nationalist pride and traditional beliefs, slogans, sentiments, and resentments. It is a matter of survival—and survival has priority.

The businessman from the developed world had better stay away from a developing country that does not accept this priority. It will be too dangerous, for the country will almost certainly neither achieve, perform, nor develop. International institutions such as the World Bank, the Inter-American Development Bank, and the International Monetary Fund will have to learn to demand of their clients in the developing world that they put job creation—and especially job creation in manufacturing processes focused on export to the developed world—at the top of their political and social priorities.

It has been the great strength of those pragmatists the non-Communist Chinese that they saw this earlier than anybody else. The fact that their countries—Hong Kong, Taiwan, Singapore, and culturally-Chinese South Korea—are now “almost developed, countries” (see Part 4 below), and that South Korea is expected by many observers to be the next fully developed economic “great power,” is the direct result of giving first priority to the creation of jobs in manufacturing for exports, and of subordinating to this goal every other consideration. The, extreme example is the free-market and pro-multinational policy of the avowedly “Socialist” government of Singapore.

The economic success of Brazil in the last fifteen years also squarely rests on giving priority to the importance of creating jobs. The Brazilian example shows, however, that there are serious risks. Priority on job creation creates social tension. It entails social inequality. The managerial groups under such a policy must be encouraged to enjoy a standard of income and a way of life similar to the standard of living and way of life of their counterparts in the developed world. Maybe they even need to live somewhat better, if only to attract and hold highly educated people who could do very well for themselves working in the developed world, whether as businessmen, scientists, physicians, or engineers. At the same time, the country has to be competitive in its labor costs and productivity, which means that the “trade-off” for rapid expansion of the number of jobs in manufacturing is keeping wages lagging behind increases in productivity. This causes a high and socially dangerous inequality between still small upper and middle groups and rapidly growing working masses.


The opposite policy, which India has been following—the policy of disregarding job creation as a priority, or at most, of paying lip service to it while slighting it in practice—has proved even more dangerous.

The Indian government faces a real dilemma. It is trying to keep a ceiling on the incomes of educated people. Physicians, engineers, executives, and university professors are not supposed to have a larger yearly after-tax income than $6,000 or $7,000 including benefits and “perks.” This is still fifty to one hundred times more than a peasant family in the village is likely to make in a year, and represents an extreme of social inequality in a country where eight out of ten families live in the villages. But the permitted maximum income is a fraction of what a trained or educated Indian can earn outside of India. It is also well below what he needs to live on at a minimum urban middle-class standard, let alone “Western” standards, in a country where modern amenities—housing, a car, schooling, a newspaper, or a book—cost a good deal more than they do in the West. So there is a steady exodus of trained, skilled, educated Indians at every level. And among those who stay, the official policy creates large-scale corruption and pervasive cynicism.

Job creation poses an additional problem. It is not just the number of jobs that matters; it is the number of productive jobs. Unproductive or less than fully productive jobs actually inhibit and impede productive employment. In fact, they can destroy jobs.

Again, the non-Communist Chinese societies and South Korea saw this earlier and more clearly than anybody else.

Hong Kong in particular has done an outstanding job. Until the Vietnamese refugees began to inundate the city in 1979, every Chinese immigrant was found a productive job within a few months by the Chinese community itself, with the British colonial government keeping its hands off by and large. The Chinese community, in the Chinese tradition, controls wages closely although unofficially and through social pressure rather than rules and regulations. Gross exploitation is frowned upon; but so is upward wage pressure that would make Hong Kong less competitive. “Our one yardstick is productivity,” a powerful Hong Kong community leader explained. “Workers are entitled to maximum benefit from productivity gains; and employers are obliged to put in the capital equipment and the work methods that enable employes to work ‘smarter’ and to be more productive. But just as low wages in the presence of productivity harm economy and community, so do high wages without productivity.” No doubt this is idealized but it is the right principle. At the same time, Hong Kong has kept very low the “social overhead,” that is especially government jobs, as being basically unproductive.

In India over the last few years, there has been a sharp reaction to the uncritical admiration of anything very big, whether nuclear reactor or steel mill, that characterized the earlier years under Nehru. But the opposite emphasis of today’s official Indian rhetoric is just as superstitious and deleterious. The Indian government in the last few years has, for instance, tried to ban the mechanical spindle; even the spinning wheel equipped with a set of bicycle pedals which an ingenious Indian invented and which triples the yarn production of the operative is officially forbidden. The only result has been a brisk black market in mechanical spindles bought by small entrepreneurs with the right government connections, and an equally brisk semilegal trade in bicycle pedals bought officially for “replacement.” Still the official attitude persists. It was summed up for me by one of the government’s most influential economists: “The big mistake Gandhi made was to advocate the spinning wheel. It’s much too productive. We need to go back to the distaff; it creates more jobs.”

But poor countries cannot afford to support huge masses who do not produce even while twirling a distaff. Only very rich countries can support a welfare population. What India—and all developing countries—needs are jobs in which the country’s own resources are most productively employed. For she needs to be able to compete in a world economy for access to the markets of the developed world.

The “appropriate” technology for any country, whether developed or developing, is not what is biggest or smallest. It is not, as was believed in the 1950s, what absorbs the most capital; that is waste. Nor is it what absorbs the most labor, for this also is waste. What is “appropriate” is what makes available resources most productive—and then also creates the most jobs.

For the next twenty years or so, the investment with the highest “multiplier” effect in developing countries, and the greatest capacity to create productive jobs, will be investment in production sharing, investment in jobs in the labor-intensive stages of manufacturing production, the output of which is being marketed through transnational confederations in the developed world.

Job Needs in the Developed World

The massive reality for the developed countries will be one of labor scarcity rather than labor surplus in the traditional employments, both in manufacturing and in the services. And yet managers in these countries will have to work on creating jobs, and on making existing jobs more meaningful, challenging, and responsible.

For developed countries will not suffer a shortage of educated people, not even of young educated people. Instead they will have a surplus during the next ten years, when the last cohorts of the baby-boom birth years come on the labor market and start their careers with high expectations quite at variance with what may be offered to them.

When the baby boom began, and for twenty years thereafter, there was a vacuum in managerial and professional ranks in the developed countries. Birthrates had been low from the twenties through the forties, so that the managerial, professional, and technical population of the early fifties was thin. It remained so through the sixties and early seventies.

The last period in which American schools, including the universities, heavily hired young people was the twenties, when the high schools exploded—only to be hit shortly thereafter by the combined effects of the Great Depression and a steady decline in the birthrate. By the mid-1950s the teaching population in American education was uniformly old. When the babies of the baby boom began to come in, the schools, to keep up with the tide, had to hire three people for every one of the teachers who were retiring. The situation in American banks was similar; there too, the last period of substantial hiring had been before 1929.

In German industry, the last period in which large numbers of people were hired had been around 1925–26. World War II took a very heavy toll of men in their twenties and thirties; as a result, there was a vacuum in the 1950s and 1960s. In Japan, young people went into the armed services rather than into business and industry from 1934 on; after the war a whole generation of older people was purged at the top, creating a vacuum of young educated people in the middle that persisted until the mid-seventies.

Employers in the developed countries had to compete for whatever young people came out of the schools, and especially out of higher education. The people who graduated from the university in the sixties and seventies, particularly the ones who graduated with advanced degrees, made exceptionally fast careers.

“I do not know how to allocate the percentages,” the personnel manager of one of New York’s major banks comments, “but I think it a fair guess to attribute 50 percent of the careers of our young upper-level executives to their abilities and hard work and 50 percent to demographics.”


The result is that today we have structures of senior business executives, senior university teachers, senior hospital administrators, and so on, that are heavily biased on the side of youth.

Typically in the large American bank, but also in a good many of the large European banks, an assistant vice president today is twenty-eight or so. He or she has about as many years of life as one traditionally needed to have years of service to attain such rank and title. This assistant vice president then reports to a vice president who is thirty-one, who in turn reports to a senior vice president who is thirty-four, who reports to an executive vice president who is thirty-eight. Similar age structures prevail in academia, in the hospitals, in governmental agencies, and in marketing organizations. In other words, the pipelines are full. Yet the large numbers of young people who will complete advanced and professional training, and graduate with advanced degrees these next years are the younger brothers or sisters of that young assistant vice president at Citibank—or at Deutsche Bank or Banque Nationale de Paris. They will expect, quite reasonably, to make a similar career. But where the older brother or sister a few years ago graduated into a vacuum, the younger educated people reach a market that is well supplied and, in many areas, saturated—as the markets for young lawyers or young surgeons already are in the United States.

For the next five or ten years, employers in all institutions in the developed countries will face frustration among their brightest, most ambitious, most achieving young people. These people will not be able to count, as their immediate predecessors did, on rapid promotion for their satisfaction, reward, and sense of accomplishment. They will need bigger, more challenging tasks.

What kind of tasks will these have to be? What challenges can be built into the new jobs? What do the achievements and satisfactions need to be, to hold and develop a young, able, hardworking, and ambitious person? This will be one of the major management concerns of the next ten years.

 

Managers and policymakers alike in the developed countries will have to learn that satisfying “job needs” increasingly means creating productive jobs for the knowledge worker, the educated person. This will be true in terms of numbers. For while people willing to work in traditional jobs will increasingly be in short supply (especially people for traditional, skilled and unskilled manual work); people qualified for knowledge work and expecting knowledge jobs will be available and plentiful. The focus on the creation of such jobs and on performance in them will become increasingly important to the developed countries. They cannot possibly hope to compete in terms of traditional labor. Costs are much too high, and such advantages as exist—for example, in Japan in some employments with high automation—are transitory and will be offset by increased productivities in developing countries, with their huge reservoirs of trainable young people eager to acquire traditional competence and traditional skills. The developed countries can only hope to maintain their standard of living, their standard of education, their leadership position, if they put to work productively the only resource in which they have a distinct advantage: their ability to keep young people in school for long years and to qualify them for knowledge work.

This implies that in all developed countries scholastic standards and demands are likely to go up in the next decades. The implication is outside the scope of this book, but should be mentioned in passing if only because the young, perhaps sensing it, are already pushing in this direction. Demographics will also put even greater force behind the shift of the young from such “general” subjects as the social sciences toward “practical knowledge” such as engineering, accounting, or health-care technologies. We can expect even greater impetus to be given to the continuing or postgraduate professional and technical education of these workers in mid-career.

The knowledge jobs in the developed countries will increasingly have to be jobs producing economic value. The developed countries with their high social overhead and high capital costs will have to be able to produce high economic value to maintain their accustomed standards of consumption, of education, and of health care, let alone to increase them. This means, first, that the job growth will again have to be primarily in the economic sector, whether that sector is “free-enterprise,” “nationalized,” or “mixed.” It means, secondly, that demographics alone will demand that the developed countries swing back from macroeconomics, which focuses on demand, to microeconomics, focusing on productivity and supply (see Parts 1 and 2).

Above all, it means that developed countries will have to learn to give priority to production sharing. Only careful planning, organization, integration, and management of production sharing will succeed in producing well-paid, challenging, and achieving jobs for the large numbers of knowledge workers in the developed countries.

Of all the developed countries, Japan alone so far seems to understand this. Japanese economic and social policy, despite all the concern over unemployment of traditional manual workers, is increasingly based on the willingness to “trade off” manual jobs against knowledge jobs, which in the state of Japanese demographics is the right trade-off no matter how unpopular politically. The opposite, and I fear the most damaging, approach seems to be the British one, where first priority is still given to manual jobs in old and decaying industries.




    
The Need for Redundancy Planning

The new priorities of social policy require something fundamentally new in respect to yesterday’s employe, the manual worker: organized anticipation, organized acceleration, and organized planning for redundancy.

In every developed country we need to go beyond both unemployment insurance and lifetime employment. Both are inadequate and increasingly unable to achieve what they were designed to achieve. What is needed is a commitment on the part of management to lifetime jobs in the economy, a commitment which ensures the employe against redundancy caused by structural change, whether economic or technological, but which at the same time maintains (indeed improves) the ability of the economy to change structurally, to adapt, and to innovate.

Developed countries will have to be able to innovate fast. They will have to be able to automate such industrial processes as can be automated or they will simply not be able to maintain their industry. They will have to be able to slough off labor-intensive stages of production and labor-intensive industries. They will have to develop rapidly the new knowledge-intensive stages of production and the knowledge-intensive industries. And they will have to shift fairly rapidly to new sources of energy. In short (as we saw in Part 2), they will have to be able to initiate structural changes. Adaptation alone will not be enough to ensure their prosperity and social cohesion.

The attempt to escape these pressures by traditional means, and especially by traditional protectionism, cannot work. Protectionism transfers purchasing power from consumers to producers; but with the new demographics of the developed countries, this is futile. Traditional protectionism rests on the availability of traditional, i.e., manual, workers. The problem of the developed countries will not be that their workers cost more and produce less—the condition protectionism subsidizes—but that there will be none to do the work, or certainly not enough of them to do it all.

The American tanning industry, as already mentioned, has lately called for restrictions on the export of American hides to be tanned abroad. But at the same time leaders of the industry identify “the absence of Americans available for work in the tanning industry and willing to do the dirty work involved” as a major obstacle to the survival of the industry in the United States. To be sure, a little more tanning could probably be done in the United States today, though only at much higher cost. But to do enough tanning to produce all or even most of the leather needed for the shoes Americans buy is out of the question. The labor is not available, no matter how protected the tanning industry might be. The same has long been true for merchant ships of traditional pre-automated design, or for clothing manufacture.

 

And if the labor is not available, protectionism does not just transfer purchasing power. It does not just lower the total standard of living; it does not just “sub-optimize.” It impoverishes both producer and consumer and the entire society. It becomes self-defeating.

Yet the need for social, continuity persists, especially in a time of rapid change. The developed countries will not be able to adapt fast, let alone to lead, unless they can anticipate and resolve the social problems that the rapid change from a manual-labor force to a knowledge-labor force is creating.

The developed countries cannot afford to do what Great Britain has attempted to do so unsuccessfully and with such disastrous results these last thirty years: try to keep alive yesterday and thereby miss tomorrow (with the Conservatives, by the way, just as guilty as Labour and just as deluded). But they can also not pretend that there is no problem. The problem is a fairly small one, but it is real. And it has to be dealt with.

The population dynamics of the developed countries pose the central problem of our turbulent times. They are, in Shakespeare’s term, the “sea-change.” They will have to be managed, and managed by managers in institutions rather than left to governments or politicians. As a “social problem” encompassing the entire economy, the change may seem unmanageable; but on the local level, the level of the individual company, the individual university, the individual industry, the individual city or region, the problem is comparatively small, relatively easily managed, and reasonably inexpensive to solve.

 

The workers in the American shoe industry whose jobs are being threatened by production sharing constitute perhaps 60,000 people—or about one-half of one tenth of 1 percent of an employed labor force of 100 millions. Of these 60,000 people, a substantial number are no problem. There are, to start with, quite a few in that group who are ready for early retirement; and every employe over fifty-five in American manufacturing industry has, in his Social Security alone, an early retirement plan that is at least a foundation for economic survival. A second fairly large group are younger workers with less than ten years seniority in the industry. They are, as a rule, perfectly able to find another job, though they may need placement help, counselling, advice, and perhaps a small resettlement loan. So the hard-core “problem” are those workers—probably around half of the total—who are between thirty and fifty-five, with families, with homes, and no experience, as a rule, except in the shoe industry. They are unlikely to be the most accomplished, most mobile, venturesome people; such are rarely attracted to decaying industries, nor do they stay in them. They are concentrated in a few places—people in decaying industries or obsolescent occupations almost always are. And so, though their numbers are small, they are highly visible, have strong political impact (after all, every congressional or parliamentary district is always a “swing” district in which a very small majority of the voters can change the outcome of an election) and can block and veto. And individually they matter.

If one goes by statistics alone, there appears to be no need to be concerned. Statistically, the overwhelming majority of people (even those over fifty-five) find work within a year or two, that is, during the period over which unemployment insurance carries them.

The most recent example is that of Youngstown, Ohio, a steel town that lost its one large employer when the steel mill was shut down. Youngstown was the supreme example of a one-industry town with a helpless, immobile, uninformed population; almost none of the laid-off workers had ever worked for anyone else before. No other major employer has come to town. Yet thirty-six months after the big mill closed, four out of every five of its workers had found other employment; not admittedly all as well paid as the job at the steel mill had been, and a good many on part-time work, but still with jobs to support themselves and their families.

 

The main point, surely, is that the problem is not so much economic as psychological. What creates resistance to technological or structural change is fear: fear of the unknown, fear of being lost, of being alone, of being an outcast. It is precisely because the problem is not economically unsurmountable—unless a whole region goes down the drain, as did the Welsh collieries in the 1920s, when the coal gave out, or the anthracite mines in Pennsylvania a few years later—that organized planning for redundancy makes so much sense. And it is precisely because the real problem is fear of the unknown, fear of being abandoned in a world the worker does not know or understand, that such organized planning is so badly needed.

 

To take the American shoe industry again, the beneficiaries of production sharing in the industry outnumber the workers threatened by it at least ten to one. There are more than 500,000 livestock growers and their families in the country whose profit is the hides and who depend on their being tanned and converted into leather at a price at which they can compete in the world market. There are at least another 500,000 employes of shoe wholesalers and shoe retailers who are dependent on shoe sales. But they are spread over the country rather than concentrated; and the benefit of production sharing is indirect and largely hidden from them. Unless the small number of shoe workers in North Carolina can be freed of their fear of structural redundancy, they will veto and block any change.

 

The traditional approaches do not solve the problem. Both the Western approach of unemployment insurance and the Japanese approach of “lifetime employment” are inadequate; and the more recent one, punitive restrictions on redundancy, does positive harm and aggravates the problem.

Unemployment insurance does give high economic protection. But it has failed to produce what its original inventors, the British, fifty years ago were rightly most concerned with: psychological security. Lifetime employment in Japan has created that security—even though no more than a minority of Japanese employes ever enjoyed it because women, by definition, are not considered “permanent employes” and are thus excluded, and only employes of governments and large businesses (and then only those under fifty-five) are entitled to it among the male workers. But while lifetime employment has given high psychological security, it has also introduced great structural rigidity that is accentuated by the traditional Japanese “seniority wage” structure, which, in effect, makes a worker virtually unemployable if he loses his job once he is more than five or seven years older than the “entrance age” of sixteen for manual workers, nineteen for clerical workers, and twenty-two for managerial and professional workers.

A third approach is becoming more popular in western Europe and is currently being promoted in the United States: to make redundancies so expensive that they will be slowed down or stopped altogether.

Belgium may have gone furthest in this direction. To lay off an employe in Belgium requires “separation pay,” which in effect means paying an employe the full salary for the rest of his or her life after ten years of employment. This does indeed prevent people being laid off. But for every person whose job is thus saved, two or three are not being hired. No one in Belgium starts a new business. Some businesses I know need up to 20 percent more employes but hire no one at all. And some Belgian economists—themselves Socialists, close to the Belgian labor unions—estimate that all of Belgian unemployment, which is the highest in western Europe, is caused by the fear of redundancy liability.

In South America, where redundancy payments of this kind originated, either they are evaded by firing the employe two days before he has been on the payroll long enough to qualify, and then rehiring him two weeks later (substituting in effect an unpaid two-weeks layoff for redundancy payments), or, as in Argentina, businesses simply do not hire. In this case, the redundancy payments, as in Belgium, create the very disease they were designed to alleviate or to prevent.

What is wrong with the Belgian system is not the concept but the execution. We do need to provide the employe—and especially the middle-aged manual worker with limited mobility, limited knowledge of the world, and limited horizons—with the assurance of permanent employment. But we need to do it in such a way as to encourage structural change rather than to penalize it, and so as to create mobility rather than to inhibit it.

The problem has actually been solved twice in simple and effective ways. After the Russo-Japanese War of 1904–5, when the fledgling Japanese manufacturing industry found itself in its first depression, the chief executive of the Mitsui Group required of all Mitsui Group companies that they inform the head office as early as possible of impending layoffs, but also of any need for additional personnel. The Group’s head office would then place the redundant employes of one company in the vacancies at another company. The new employer would pay the wage befitting the new employe’s seniority in his new job, the entrance wage. The old employer would make up the difference between the entrance wage and the wage befitting the employe’s age and length of service with the Mitsui Group. And both the old and the new employer would share the costs of retraining and relocating the employe and his family.

Another far more ambitious and even more successful policy to anticipate redundancies, speed them up, and make them into an actual benefit and opportunity for the employe was fashioned in Sweden thirty years ago. The labor leader Gösta Rehn realized the urgent need for Sweden to change from a pre-industrial, raw-material-producing economy into a modern high-technology one. A very large number of Swedish employes were thus going to be structurally redundant, and had to be prepared for new and very different jobs. Rehn organized around 1950 in each Swedish region a tripartite group, composed of representatives of the employers, the labor unions, and the government, whose task it was to anticipate redundancies at least two years ahead and then to retrain the employes for new jobs. If need be, this group even refinanced the relocation of employes and moved them and their families to the new job. The policy succeeded admirably—unemployment in Sweden was nonexistent as long as the Rehn Plan operated, until 1970 or so. Yet almost half the Swedish labor force became redundant and was placed in new and different jobs. The costs of the Rehn Plan were minimal, well below what unemployment compensation costs in the Western countries that rely on it.

What is needed is a clear, open, and firm commitment to the livelihood, productive employment, and placement of people. This should not be an unlimited commitment. Employes with less than ten years of employment in an industry do not need it; they are young enough to place themselves. Nor do people who are old enough for early retirement need it; they have the financial foundation for economic security. But for manual and clerical workers aged thirty to fifty-five or sixty we need a commitment to job security which, at the same time, is a commitment to anticipating redundancies, to retraining people, and to placing them. It is not a matter of money, as the Swedish example shows. It is primarily a matter of vision and of leadership. But without it, the economies of the developed countries— whether free-market or Communist—will not be able to adapt to the changes of tomorrow. The economic opportunities will instead become monstrous threats to them.

Redundancy planning must be a cooperative venture. The employes must take part in it—and where there is a union, it will surely insist on being a participant too. But the initiative has to be taken by management, for only the management of a particular company, a particular university, a particular hospital can anticipate redundancies ahead, a few years out. Redundancy planning is a major responsibility of management, a major task in managing turbulence. Redundancy planning also should be embraced as a major opportunity for effective leadership in enterprise, community, and society.
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Managing in Turbulent Environments

In three related facets of its environment—the economic, the social, and the political—management faces new realities, new challenges, and new uncertainties. Economically, the world has become integrated and interdependent as never before. There is now a true world economy, which is moving toward a transnational money that is increasingly independent of—or at least “uncoupled” from—any national currency. There is no more “key currency.” The traditional concept of economic sovereignty, which so very recently seemed to have achieved its ultimate triumph in Keynesian economics, is fast becoming a mockery. While the world economy is increasingly integrated, the world polity is, however, increasingly fragmented; and the process of political disintegration has clearly not run its course. Yet the less effective power governments have, the more do they assert their control.

Socially, one of the true innovations of this century is the employe society. In every developed country, business, especially large business, is being run for the benefit of the wage and salary earners, the employes. Practically the entire national product is paid out to them as wages and salaries. In the world’s leading “capitalist” country, the United States, the employes through their pension funds have become the only “capitalists” and the dominant owners of the country’s large businesses. The United States has socialized big business without nationalizing it. Yet so far there is no employe responsibility commensurate to employe power, and no social institutions expressing the reality of employe ownership. At the same time, where “employes” yesterday meant “proletarians,” today it increasingly means a highly educated professional middle class. It means knowledge workers rather than manual workers. But so far there has been no move to making the employe responsible in line with both his ownership and his status. The legitimacy of management, and of labor union as well, is thus being challenged; it is in transition and seriously in jeopardy.

Finally, the political system in every developed country has become pluralist. Society in all developed countries has become a society of institutions. The political process in every developed country—probably even in totalitarian ones—is moving from integration to confrontation. This makes every institution, including business enterprise, into a political institution that has to attract and to satisfy a number of “constituencies” (i.e., groups accepted as entitled to a say, or at least a veto, even though they may have little or no stake in the institution’s primary mission and purpose). Managers therefore have to add a political dimension to their task. They must become activists in politics, who take the initiative, set goals, and create vision rather than being content to cooperate, respond, and react.

These environmental challenges demand new policies, many of them quite radical ones; they create new top management responsibilities, in small and medium-sized as well as large enterprises.




    
The Integrated World Economy

In the early 1970s, the United States under President Nixon abandoned the dollar as a “key currency.” It opted for floating exchange rates for the dollar, and this meant floating exchange rates for all other currencies as well. Since then, the foreign exchange rates of domestic currencies have been openly and brazenly used almost everywhere as tools of domestic politics and are being manipulated to attain short-term economic or even shorter-term political advantages at home. Money, instead of being the standard of value, has become in almost every developed country a “wild card” in political, social, and economic games.

Since the early seventies, when floating exchange rates became the new orthodoxy, there have been two schools of economic thought. The majority of economists, at least in the English-speaking countries, believe that floating exchange rates are here to stay, are desirable and indeed necessary, and that any attempt to return to fixed exchange rates would bring immediate catastrophe.

The minority—a respectably large one—asserts the opposite. Floating exchange rates, the minority maintains, only encourage governments to be profligate. They only create and export inflation. They only lure governments into economic policies that are deleterious even in the short run, let alone the long one. Above all, they withdraw the last remaining economic discipline on government and thus encourage government to become demagogic, irresponsible, inflationary. The world has to return to fixed exchange rates, the minority argues, and to do so soon.




    
Transnational World Money

The two views seem to be incompatible. And yet the world economy is halfway toward institutionalizing both. The Communist countries, with their monopoly of foreign trade and foreign exchange, have long had a two-tier currency system: a domestic currency, which is completely manipulated within; and a foreign currency, which is completely insulated from the domestic economy. Now the non-Communist developed world is in the process of establishing a two-tier currency system as well. The system increasingly consists of domestic currencies, which are manipulated by government for short-term political ends at home; and of a world currency of account, which is no longer denominated in any one national currency. World economy and world trade are increasingly financed by money that is grounded in purchasing power rather than in any one national currency. But the domestic economy of each country and its trade are conducted in money that is progressively subordinated to the domestic policy, if not to the superstitions, of the moment. Both the floating-rate currency advocated by the majority and the fixed-rate currency advocated by the minority are becoming actual reality. What is being given up is the universally held axiom of the last three hundred years: that there is but one money in any country, and that money, of necessity, has to be based on a national currency with the legal backing of the sovereign behind it.

World trade has been primarily financed by nongovernmental bank money for at least a decade now. In the 1950s, the Soviet State Bank invented the “Eurodollar.” Afraid of having its American dollar deposits frozen in the event of a confrontation between the Soviet Union and the United States, it withdrew its dollar balances from New York and deposited them with London banks instead. Ten years later, when President Johnson ordered American businesses to stop investing dollars abroad—in a futile bid to appease General de Gaulle, with his obsessive fear of the takeover of Europe by American multinationals—the world economic community adopted this “Eurodollar” as its money of account. To Eurodollars have since been added Euromarks, Euroyen, Euro-Swissfrancs, and so on. The textbooks still define a “Eurodollar” as an American dollar owned by a non-American and on deposit outside the United States. But this became fiction long ago. Eurodollar, Euroyen, Euromark, or EuroSwissfranc are owned by anybody and deposited anywhere. They are purely money of account, purely bank money. Yet they have increasingly become the real money of the world economy, receiving their greatest boost from the OPEC cartel with its tremendous liquid funds, which have been fueling the world banking system since 1973.

By now, the Eurocurrencies amount to around $1,000 billion. If loans between banks are excluded, they still come to some $600 or $700 billion, which is more than the total liquid resources in all the currencies of the developed countries. In other words, Eurocurrencies, those completely metaphysical entities, are the true circulatory medium of the world economy.

Back in 1965, when the Eurodollar first emerged as the world’s trading money, it could be held that the dollar would remain stable and that the American government could be trusted to follow a responsible monetary policy. That was the reason, of course, why the Eurocurrency was linked to the American dollar. Both assumptions, however axiomatic they may have sounded in 1965, are hardly rational in 1980. And thus the main holders of Eurocurrencies, the main suppliers of liquid funds to the world’s credit markets, increasingly demand that their deposits be made independent of the vagaries of American domestic policy and of American currency manipulation. They must demand that their deposits be linked to units of purchasing power rather than dollars, in order to become insulated against depreciation and inflation.

The bulk of the liquid reserves in the world economy is held by exporting manufacturers, especially those based on countries with large trade surpluses such as Japan and Germany, and by the countries of the OPEC petroleum cartel. The positions and problems of the two groups are completely different. But both must try to hold their liquid funds in transnational money, which is not tied to any one currency.

Exporters from countries with large export surpluses are endangered in their existence—or at least in their solvency—by the instability of national currencies, and especially by the instability of the dollar. Their obligations are, of necessity, largely in the countries from which they export, countries with payments surpluses and thus relatively strong currencies. Their income is largely in currencies that are either inherently weak or deliberately manipulated to be weak for domestic political reasons, as the American dollar was in the first years of the Carter administration. They can hedge to some extent against their currency exposure, but there are fairly narrow limits to the amount of hedging the foreign exchange markets can handle. Also hedging is considered “speculation.” It is not so, of course; indeed, not to hedge in a period of currency instability is speculation and irresponsible. But no one outside the financial community has so far ever understood or accepted this. Hence the exporters, especially those that export from countries with a strong currency, that is, one with positive balances of trade and payments, find themselves between the devil and the deep blue sea. If they do not hedge, they endanger their company and with it the jobs of their employes. If they do, they risk being branded as “speculators” and will be blamed for the very currency disorders they are trying to escape. Once all currencies have become political counters, large exporters have no alternative but to demand some form of transnational money for their liquid funds, their receivables, their monetary balances. Their need becomes even more acute as more and more of the countries with strong currencies— Switzerland for instance, or even West Germany—are being forced by the instability of the weak or manipulated currencies to protect themselves against imported inflation by closing their borders to “flight capital” from abroad.

The other main group of holders of liquid funds in the world economy, the OPEC countries and especially the OPEC countries with relatively small populations, cannot invest in their own countries; there is little to invest in. They must keep their funds outside their own countries, and this means in foreign currencies.

To the outside petroleum-importing world, OPEC appears a huge success. But from inside OPEC, the cartel must seem a gigantic failure and the years since 1973 a period of bitter frustration and disappointment. In terms of purchasing power, the OPEC countries have seen their income shrink steadily from the moment they raised petroleum prices fourfold in the fall of 1973. By 1978, before the upheaval in Iran created a politically induced petroleum shortage and panicky overreaction (especially in the United States), the actual price received by the petroleum-exporting countries for crude oil reverted back again to what it had been before 1973 in terms of purchasing power. The U.S. dollar which is used for petroleum payments had lost roughly half its value. In 1973 one dollar bought 360 yen. In the fall of 1978, the rate was down to 180 or 190. And the depreciation of the dollar against the other strong currencies, such as the German mark or the Swiss franc, was of about the same magnitude or greater. In marks or yen, the OPEC countries thus received only about twice what they had received in 1973. The prices of the goods the petroleum-producing countries buy—primarily capital goods and manufactured goods of substantial technological content—have at least doubled in marks or yen since 1973 and increased fourfold in dollars. In other words, the increase in the price of crude oil was matched, and sometimes overmatched, by the increase in the price of the goods the oil producers bought with the proceeds of their crude oil.

This was bound to happen. No cartel has ever been able to increase its income in real money unless there is an actual shortage of production and in fact of the capacity to produce. But in terms of physical supply, let alone potential supply, there is an abundance of petroleum, at least for the next ten or fifteen years. Such shortages as exist are being caused, in part, by restrictions on output on the part of petroleum-producing countries; in large part by U.S. government policies such as price controls, which encourage wasteful consumption and discourage production; and lastly by political turmoil such as the upheaval in Iran in 1978–79. Under such circumstances, as cartel theory has known for a century, a cartel cannot succeed in increasing the price of its product in real money. It will either be forced to cut back price—which is what would have happened had there been fixed exchange rates between 1973 and 1978—or the increase in the cartel’s price will be offset or nullified by equally great increases in the price of the goods the members of the cartel buy with the proceeds from the sale of their own product.

Whether it was well advised for the United States to enable the petroleum cartel to maintain its listed price and to allow, if not encourage, the destruction of the value of the dollar is a political rather than an economic question. But there is no doubt that the American government, beginning with Henry Kissinger, deliberately sacrificed the dollar to maintain the petroleum cartel and thus to maintain the uneasy truce in the Mideast. Dr. Kissinger has repeatedly been reported to have said, “Paying more for petroleum is still cheaper than one day of fighting in the Mideast.” Maybe this gamble will eventually pay off.

It is not surprising, however, that the petroleum-producing countries do not understand why they could not get the earnings they so confidently expected. They could not have accepted reality even if they understood it. From their point of view, the fruits of their victory were somehow snatched from them by clever currency manipulation. They are therefore pressing to have their income guaranteed against the constant depreciation of the currencies in which they receive it—and especially against the constant depreciation of the traditional currency of world trade, the American dollar. The petroleum-producing countries must increasingly demand that their deposits in the world banking system are held in a form that safeguards the purchasing power of their money. This can be done by making the deposits convertible into a number of currencies, enabling the depositor to take out his deposits in the currency that has suffered the least depreciation. It can also be done by relating the nominal value of the deposit to the commodity price index or the manufacturer’s wholesale price index in the industrial countries, thus indexing the deposit against inflation. And it can be done by a gold clause. All three of these ways of protecting deposits in the world banking system against inflation and depreciation are increasingly being resorted to by the main holders of liquid funds, the main exporters and the OPEC countries. Neither has any choice as long as the main countries, and especially the United States, treat their currencies as “domestic affairs” and subordinate their external value to domestic political expediency.

But as soon as even a small part of the deposits in the world banking system is held in a transnational currency not denominated in any one national money, the banks in turn have to denominate their loans in the same transnational units. The banks cannot possibly accept currency risks in their deposits if they cannot shift them to their borrowers. So the pressure will be on the world banking system to develop what, in effect, is a non-national, transnational currency.

At the same time, the pressure on national governments to use the national currency and its external value as a tool of short-term domestic policies will become greater rather than smaller. The link between domestic currencies and the world market currency will become more tenuous and more remote. And we will be moving toward a two-tier currency, in which the world economy is financed and world trade is conducted in a currency that is not an extension of a national currency and of a national monetary and credit system.

It is not only transnational businesses and OPEC countries that have come to the conclusion they cannot continue to operate in national currencies. One American labor union— the union of New York State’s professional and technical employes—demanded in the summer of 1979 that all future labor contracts be written in gold rather than in dollars.




    
The End of Sovereignty

The modern national state was built on the theorem that political territory and economic territory must be congruent, with the unity of the two forged by governmental control of money—a startling heresy when it was first propounded in the sixteenth century. The code word for this new politico-economic unit was the term “sovereignty.” Prior to the late sixteenth century, economic and political systems were quite separate. Money was basically beyond political control except insofar as the Prince made a substantial profit by reserving to himself the right to mint coins. Commerce before the seventeenth century was either transnational or purely local. In the Europe of 1500, before the long inflation of the sixteenth century destroyed the economic system of the time, long-distance trade was carried out by trading cities, the sixteenth-century equivalent of the multinational corporation of today, and equally controversial, equally criticized, equally reviled. The domestic economy was organized around a market town, which was the center of a self-sufficient agrarian economy in which money, while used to calculate, was only in very limited circulation. And long-distance trade and local market town economy were almost completely insulated from each other, the former with free-market prices, the latter with rigid price controls.

The modern national state was born with the assertion that money and credit have to be controlled by the sovereign and that the economy has to be integrated into the political system, if only to provide the Prince with the means to recruit and pay his mercenaries. The modern national state created national markets within which both long-distance commerce and local trade were unified. “Sovereignty” reached its logical climax in Keynes’s theories of the late twenties and early thirties which, in effect, proclaimed that a country—or at least a major country such as the Great Britain of his day—could manage its economy irrespective of the world economy, and largely independent of economic fluctuations and business cycles, by managing and manipulating money and credit.

But it was also Keynes who first abandoned Keynesianism and advocated non-governmental transnational money.

During World War II, toward the very end of his life, Keynes ceased to be a “Keynesian.” He concluded that no one national currency could be expected to be a “key currency,” and that the world needed truly transnational money. He proposed “Bancor” in 1942, at the height of the war. “Bancor” was to be managed by a transnational body of economists who would manipulate it according to statistical information, would maintain Bancor’s purchasing power, and would provide a stable medium of exchange for a stable and expanding world economy. This proposal was turned down by the American Keynesians, who dominated the Bretton Woods Conference in 1944 at which the world money and banking system of the postwar world was forged. The American Keynesians—holier than the Pope, as disciples usually are— suspected that Keynes wanted to perpetuate the leadership role of the British pound, and rejected his proposal as disguised “British imperialism.” But they also dismissed his argument that it is hubris to make any one currency the “key currency” and that it is impossible either to subordinate the national economy to the world economy—as is needed for a “key currency” to discharge its role—or to subordinate the world economy to any one national economy. They were confident that the dollar had the strength to be both “key currency” and national currency, and that the American economists, and especially the American economists in government service, had the skill, wisdom, independence, and competence to manage the dollar in both roles.

For twenty-five years, the American Keynesians appeared to make good on their promise; but in the 1960s they ceased to deliver. It first became clear during the Kennedy presidency that Keynes had been right and the American Keynesians wrong. By now, there is no doubt at all that no one national currency can hope to be the “key currency” of the world economy; and no doubt either that the world economy cannot allow its money to be subordinated to any one national currency.

The logical conclusion was drawn three years ago by the last surviving economic giant of the 1930s, that most emphatic non-Keynesian, F. A. Hayek. Hayek proposed that money be altogether taken away from governments. Each of the world’s major banks should, he argued, be given the right to issue its own money, with the market deciding which bank to trust. Hayek proposed, in other words, that the link between money and political sovereignty be cut completely.

We know today that the “objective non-political expert” of Keynes’s proposal does not exist—he is as mythical as the unicorn. Keynes’s “economist-kings” would be politically controlled and politically manipulated, and would themselves immediately become politicians. But we also, I think, have to accept that the time is not ripe for Hayek’s logical proposal to take money out of the hands of “experts” of any kind and to entrust it to the people who use it, to producers and consumers in a free market.

National money will surely remain, for the time being, political, governmental money. But the money of the world economy will increasingly be a cross between Keynes’s “Bancor” and Hayek’s free-market bank money. It will increasingly be a currency which the world’s major banks administer and which, in turn, is geared through clumsy, inelegant, poorly working—but still working—devices to purchasing power rather than to any one denomination.

The emergence of transnational money may signify a major turning point in political history and political theory. It may signal the end of “sovereignty.” It may be the consummation of this century’s trend for economics and politics increasingly to move in opposite directions.

The world economy in this century has become interdependent. There is no country today large enough, whether in the Communist or the non-Communist world, to be an autonomous unit of economic activity or of economic policy. In the nineteenth century, countries that today seem quite small, the Great Britain of that day or the Germany that Bismarck created, were more than adequate in size, in economic activity, and in economic potential to be autonomous economic foci, no matter how enmeshed they were in international trade. Today, not even the much larger and much richer United States is big enough to be autonomous. The world economy had rapidly become “transnational” rather than international. The dependence on raw materials from all parts of the globe is only one symptom; the rapid development of production sharing is another.

But perhaps the most visible symbol of the emergence of a truly transnational economy is the quite unexpected emergence of a fairly small number of major banks as true “world-class” banks. The precursors of the modern banks, the financial firms of the Renaissance such as the Medicis in Florence and, one hundred years later, the Fuggers in Augsburg, operated internationally. And when the joint-stock bank, financed by depositors rather than by owners, emerged around the year 1800, with the Bank of New York, Alexander Hamilton’s brainchild, the first to be based on the new principles, it soon went international too. The English and the Scottish commercial banks expanded into the British Empire from 1830 on. The first of the truly “modern” commercial banks, the Deutsche Bank in Berlin, founded in 1870, almost immediately established branches in London and Shanghai and affiliates in southern Europe and South America.

But these banks, right through World War II, were still “national” banks. Their international business was business between their own country and the outside world. The Deutsche Bank was probably the most “international” of the major banks of the period; in 1913, it derived at least one-third of its business and income from “international” transactions. But these were all transactions between Germany and the outside world, an export from Germany, an investment by a German company abroad or by a foreign company in Germany, or an import into Germany. Every international transaction financed by the Deutsche Bank had one leg firmly planted on German soil. Within the last twenty years, more and more of the business of the world’s largest banks has become “transnational,” in other words, business between two countries neither of which is the headquarters country of the bank. The Tokyo branch of New York’s Citibank will deal directly, for instance, with the Saudi Arabian branch of Citibank or with the Duesseldorf branch of Citibank; and neither the client of Citibank Tokyo nor the client of Citibank Duesseldorf is likely to be an American business; nor is the transaction necessarily related to American exports, American imports, or investments in or by America.

To be a “world-class” bank requires a broad home base. It requires the capacity to handle information worldwide, a capacity that is not easily acquired and can be financed and supported only by a worldwide network and a volume of transactions greatly exceeding what any one national economy can produce and support. There are no more than about a dozen banks in the “world-class” category. Another twenty-five to thirty large banks, the “regionals,” may be able to participate but could not take leadership. But the fact that those “world-class” banks exist—and a dozen banks competing with one another is a substantial number, more than any one economy except the United States, with its extreme bias against nationwide banks, has ever been willing or able to afford—in itself bespeaks a world economy that is an integrated and autonomous whole rather than the sum of national parts.

The emergence of transnational bank-managed money is a consequence—perhaps an inevitable consequence—of the economic integration of the world economy. Even in a major economic depression, even in a period of revolutionary upheavals, the interdependence of the world economy will persist. The developed countries will depend on raw material imports at least as much as they do now, perhaps more so. The developing countries will depend even more on food imports from developed market-economy countries, which alone have the capital, the technology, and the distributive systems to produce large food surpluses. And the common vision created by modern communications will surely persist.




    
The Fractured World Polity

While the world economy has truly become a “world economy,” the world polity has grown increasingly fractured and fragmented. The last time the mapmaker had to reach for his pencil to enlarge an already existing territory was in 1901, when the Boer Republics were annexed by the British Empire. This was the end of more than a century of political integration into larger political units, a period that began when the Thirteen Colonies in 1789 formed the United States of America. From 1901 on, the geographer has always had to change his maps because territories splintered. The first time was in 1906, when Norway split off from Sweden. Since then it has been fission all along. The Austro-Hungarian and the Turkish empires went first. Then came the British, French, Dutch, and Portuguese colonial empires—but also Bismarck’s Germany. Of the old nineteenth-century empires, which in one political unit embraced people of different language and race, only the Russian Empire is still left.

In 1914, at the outbreak of World War I, there were fifty independent countries in the world, twenty of them in Europe and twenty in the Americas. Today, there are almost two hundred, some of them smaller than a county or a township in traditional European countries, and much smaller than counties in the western part of the United States. Still, all claim to be “sovereign,” with their own armed services, their own bureaucracy, their own diplomatic corps, their own seat in the United Nations—and their own capacity to make a nuclear bomb.

The age of fission is not over yet. Only a bold man would predict that Canada will still be one country by the end of this century; or Belgium; or Spain, considering the Basque separatism in the north; or even the United Kingdom, considering the pull of Scots nationalism. For that matter, only a bold man would be confident that the Russian Empire—the empire of the czars, of Lenin, of Stalin—will still be around by the year 2000.

Yet so far there is no alternative on the horizon to the national state as the unit of political integration. All attempts to create supernational units have failed. They look much less likely today than when the League of Nations was born, or even when the United Nations was created thirty-five years ago.

There is thus an increasing conflict between the fundamental trends in the economy, which push toward integration, and the fundamental trends in the world polity, which push toward fission. And there is an increasing conflict between the pretensions of the political authority, the government of the national state, and the reality of its impotence in the economic sphere. The period after World War II started with the most arrogant assertion of control of the economy on the part of the national state, the Keynesianism of the 1930s, which, in the forties and fifties, became the received wisdom in practically all developed countries. But the only effective policies in the post-World War II period have been those that accepted the dominance of the world economy. Japan and Germany emerged as the most successful governmental managers of the economy, precisely because they based themselves on the novel premise that national economic policy begins with careful assessment of the world economy. The Japanese, for instance, started their rapid growth in the early fifties with a thorough analysis of industrial and technological trends in the world economy. This led them to direct their domestic economic development away from the traditional industries, such as textiles, which every other developed country tried to protect, and toward high-technology consumer industries like cameras, tape recorders, automobiles, radios, and television sets. The Germans, primarily under the leadership of their big banks, proceeded much the same way. The countries that believed the most strongly in the power of the national government to control and to build an autonomous domestic economy, the two Keynesian countries, Britain and the United States, have done the poorest. Japan and Germany tried to manage supply to fit the demands of the world economy; they succeeded. Britain and the United States tried to manage demand to fit domestic political goals; they failed.

But the more bankrupt the claim to national sovereignty over the national economy became, the more tenaciously have governments clung to it. As a result, the gap between economic reality and political reality, between economic fact and political pretension, has become increasingly wide. The frustration this induces in the national policymaker is all the greater, the more powerful the country thinks itself to be. Small countries, such as Switzerland or Holland, have known all along that they are not in control. But countries that consider themselves “great powers” cannot easily accept that there are no longer “super-powers” in the world economy. The world economy has dynamics of its own; in the world-class banks it has institutions of its own; and in transnational money it has money and credit of its own. The world polity, however, has no institutions. It does not even have integrating non-national symbols such as pre-modern Europe had in the papacy or in the European aristocracy.

An integrated world economy and a splintered world polity can co-exist only in tension, conflict, and mutual misunderstanding. However, both are realities, which the executive of an economic institution must take into account, with which he must learn to live, and which, indeed, he should be able to convert into entrepreneurial opportunity.




    
The World Economy’s Almost-Developed Countries

Just as the consumer markets in the developed countries are realigning according to population dynamics (see Part 3 above), so the markets and economies of the world economy are realigning according to development dynamics.

Popular usage still speaks of “developed” and “developing” countries. But this has become dangerously misleading. The category that is of greatest importance to both business managers and economic policymakers is that neither of the “developed” nor of the “developing” countries. It is the “almost-developed countries”—Brazil; Mexico; the non-Communist Chinese countries of Taiwan, Hong Kong, and Singapore; South Korea—a Chinese country in ethos and culture though not in race or language; and the countries on the northern rim of the Mediterranean. An “almost-developed country” can do any one thing it decides to do—but it cannot yet do many things at the same time. It produces an adequate number of well-trained people to supply most of its managerial and technical needs but does not yet, as a rule, generate the technology it needs. It has a substantial and fast-growing domestic market but for the jobs it needs, will still depend heavily on “production sharing,” that is, on doing the labor-intensive stages in the production of goods, which are then to be marketed largely in the developed labor-deficient West and in Japan.

It is commonly believed that growth in the world economy came to an end with the OPEC cartel of 1973. This is simply not true. Growth in the developed countries slowed down, although in Japan and the United States it only slowed down to a rate that in earlier times would have been considered rapid indeed. In the almost-developed countries, however, growth did not slow down at all, even though these are the countries that are hardest-hit by the petroleum cartel and its monopolistic pricing practices.

These are the countries that can be expected to become major factors in the world economy. They are also the countries that are the most suitable production-sharing partners for the West and Japan. For they are most accessible to the educated young people from the developed world. The young Swede or the young German is unlikely to want to live long in tropical Africa or in Malaysia. He is at home, however, in Madrid or Hong Kong or Athens, and can lead there the kind of life he and his wife have come to expect, with theaters and decent schools, the opera and a vacation by the seashore or in the ski resort. The young American, similarly, does not enjoy living in a tropical island in the Caribbean, in Bolivia, or in India, however much he may enjoy vacationing in such places. But he feels at home in Mexico City or in Rio de Janeiro, and the language is not much of an obstacle. The young Japanese—at least the young male Japanese—equally enjoys Mexico City, whereas he may be quite ill at ease in a truly “developing” environment like India or West Africa.

The almost-developed countries are most likely to become integrated into the world economy culturally and in terms of individuals precisely because a foreign manager or technician can there lead the kind of life he looks for. In these countries the young executive, the young engineer, or the young chemist from the developed Western country or Japan has opportunities and rewards that are similar to those he expects at home and in some cases are greater. Above all, he can achieve. In the true “developing” countries—India, Africa, Jamaica—where work and life are a daily frustration, such achievement is extremely difficult.

The almost-developed countries are very risky; adolescence and rapid growth are always turbulent. With the exception only of the Chinese countries and South Korea, they will also have an acute population problem and will be in severe social ferment unless they can find production-sharing jobs for the large masses of young people coming into adulthood. To offset the ravages of the OPEC cartel, they have to go heavily into debt. In most of those countries—again the Chinese countries are the exception—powerful sentiments militate against integration into the world economy and especially against production sharing. Traditional economic nationalism in these countries will surely demand that manufacturing industry be home-owned, be fully integrated, and produce for the domestic market only. But this is the quickest way to stymie economic development in these countries and the exact opposite of what they now need to become major economic powers twenty-five years hence. These countries therefore may be threatened by social and economic turbulence, be prone to the sudden financial panic that is typical of an “almost-developed” country, and suffer severe attacks of xenophobia. They may, in other words, look and sound as brash and behave as bumptiously as the United States at the same stage in its development, in the late nineteenth and early twentieth century. But they may also offer growth opportunities similar to those the United States offered then.

Despite all the rhetoric, the “developing” countries during the post-World War II period were not important (as has been said earlier) to businesses in the developed world. Except for extractive industries and banking, very little developed world investment went into developing countries, probably less than at any period in the nineteenth century. Businesses in developed countries invested in developed countries, produced in developed countries, and marketed in developed countries. In the truly “developing” countries—whether India or Africa—I expect that not much will change in the next twenty years. But the almost-developed countries will become more and more important as partners in production sharing, as the sources of parts, components, and stages of production; as areas of business activity and investment; and indeed, even as areas of marketing as their domestic markets grow. The almost-developed countries promise to change the economic map of the world as much in the next twenty-five years as the development of Japan into an economic “superpower” changed the economic map of the world in the thirty years after World War II.

It is currently fashionable to consider “economic development” to have been a failure. But this is simply one of the idiocies of the day. Never before in history was economic development both as fast and as broadly based as in the thirty years since 1950. It not only reached, it exceeded the extravagant development goals proclaimed thirty years ago, and even the more grandiose development goals of President Kennedy’s “Alliance for Progress.” This growth took place despite the totally unexpected drop in infant mortality in the developing countries (discussed earlier) that resulted in the explosive growth in population. Although the “population explosion” converted absolute national growth rates into per capita rates of “only” 2 to 3 percent per year, these rates are still faster than anything seen any place in the world before and a good deal faster than European growth rates of the nineteenth century. “Economic development” in the fifties and sixties—even at the per capita rate—can be considered a “failure” only by believers in miracles.

But what did happen—what we should have expected to happen in 1950 but did not—was that growth in these thirty years was as uneven as growth has always been. In fact, it makes little sense any more to speak of “developing countries” or of the “Third World” as if these countries had anything much in common. Many areas did not grow at all. Tropical Africa, for instance, may have less gross national product today in many of its countries than at the end of colonial rule. Yet the almost-developed countries grew faster during the period than any region in the world had ever grown before. They may face serious trouble ahead; but the troubles will be very different from those of the “developing countries” and will result from extremely rapid and extremely uneven growth rather than from failure to grow.

In their totality, the almost-developed countries represent another United States or another western Europe, with a population of some 200 to 250 million people. Their emergence is, at least potentially, as great a change as the emergence of Japan. They are likely to offer exceptional opportunities: as suppliers; as buyers, especially of technological products such as machinery, processes, and entire factories; and as places for investment. They are also likely to become serious competitors. Japan in particular is finding herself seriously threatened in the very goods in which she attained world leadership, and especially in technologically advanced consumer goods.

Within one generation, some of the almost-developed countries should be fully developed, although still poor in many cases—as Japan was still quite poor as late as the middle sixties. By then, also, they should be fully integrated into the world economy both in partnership and in competition with the present “developed” countries. These are the countries to which the business executive in the developed countries now needs to devote attention, the countries he has to study and understand. These are the countries for which a business needs to develop careful goals and clear strategies.

 

Most of the headlines about the world economy should be treated with the utmost skepticism. It is quite unlikely, for instance, that mainland China will become a major market, a major industrial producer and exporter, in the next twenty-five years—except perhaps of petroleum. It is almost impossible to judge whether mainland China has indeed made any progress in agriculture, in industrial production, or even in population control since the sharp but short-lived recovery in the 1950s from the ravages of the Civil War. The country’s rulers themselves must find it difficult to distinguish between facts and the political propaganda that is being fed them by their own subordinates in the Communist Party. China may have to buy food to escape major famine. But apart from that, China will probably be able to buy only if the seller pays for it, for example, through “loans” that are virtually gifts such as those the Japanese have been extending to create employment in Japanese heavy industry. The Soviet bloc also is unlikely to be able to pay for much except food and energy; it is grossly overborrowed today and probably the worst credit risk around.

But one also has to be skeptical of the popular assertion that the balance of economic power is swinging toward the suppliers of materials and, all told, of any prediction of “shortages.” The terms of trade are almost certain to shift even more drastically in favor of the developed countries and against the developing raw-material-producing ones than they did during the first seventy-five years of this century.

In the first place, the materials most likely to be in shortest supply are foodstuffs. And the only large food surpluses are in developed market-economy countries: the United States, Canada, western Europe. Brazil has the potential to become a major exporter of food other than coffee, but so far Brazilian agriculture is still that of a pre-industrial country. Japan could greatly increase her food production, especially of animal proteins; but she would still remain a net food importer. The pre-industrial countries have neither the capital nor the trained manpower on the farm nor the distributive system to increase their food production any faster than they increase in population, if that fast. The fact that agricultural productivity since 1900 has gone up so fast in developed, industrial countries—contrary to what everyone in the nineteenth century, including Marx, considered a law of nature— underlies the steady deterioration of the terms of trade of the pre-industrial “developing” countries of this century. The trend can only be reversed if and when pre-industrial countries succeed in industrializing themselves so that farming becomes an industry and ceases to be a way of life.

As to energy, all future sources to replace or complement petroleum are either located in developed countries (coal, for instance, mainly in North America) or require both tremendous capital investment and high technology. Indeed, by the early twenty-first century, the United States should be the world’s leading energy exporter.

Finally, there is no shortage whatever of industrial raw materials; all important industrial materials—fibers, metals, and minerals—are in oversupply. Such shortages as will exist will be politically caused. They will be results, in large measure, of the deterioration of the terms of trade of the materials-producing pre-industrial countries and of the tensions this is likely to create. Attempts of the Third World countries to change the terms of trade, through cartels, for example, are unlikely to bear results. Indeed, the position of countries that are truly primary producers—Indian agriculture, for instance—may be worsened by the emergence of the “almost-developed” countries which, as they leave the Third World behind, should themselves become increasingly productive and efficient producers of primary materials.

Adding to the turbulence will be the absence of a realistic and accepted theory for the post-Keynesian world economy. How long government economists in the developed countries, and especially in the United States and Great Britain, will cling to their Keynesian shibboleths is hard to say. They feed the egos of economists and politicians far too well to be easily discarded. But even if we give up the illusions that still dominate national policies in the world economy, there is so far little available by way of tested theory to take its place. And sound policy is unlikely to emerge without a firm basis in sound theory.

It is all the more important, therefore, that the business executive steer by the two fixed stars, the two almost-certain factors in an otherwise turbulent scene: the emergence of the world economy as an integrated system, and with it the emergence of transnational bank money; and the pivotal role of the almost-developed countries, whose success or failure to attain full economic development will largely determine the success or failure of the entire world economy in the next decades.




    
Business Policies for the World Economy

Business in developed countries will have to learn to live in two worlds at the same time: in the world economy, with its transnational money; and in the national state, in which money is increasingly the servant of short-term political goals. The world economy will provide an increasing economic integration, while the world polity of national states will produce increasing fission and ever smaller units of national sovereignty.

The rise of transnational money in the world economy makes inflation-adjusted accounting a necessity for the domestic business in any country. Otherwise, businesses simply could not know their economic reality at all. To have to keep different books for the domestic economy in national currencies and for the international economy in transnational money will be hard enough, even without inflation. The large multinationals who, of necessity, keep their books in the currency of every country in which they are established, and who then have to reconcile these books and consolidate them into one overall set of figures, have not found the exercise simple or easy. But if accounts in domestic currencies are not adjusted for inflation, it becomes literally impossible to reconcile the books for different countries and then to reconcile national accounts with worldwide accounts.

Businesses, even fairly small ones, will have to start their strategic thinking and planning with the world economy rather than with their own domestic economy. In the first place, the data available for the world economy are still reasonably reliable, whereas domestic economic data have become ever more distorted and treacherous—whether domestic unemployment figures, price indices, or money-supply figures. Inflation is in part to blame. It makes it difficult, if not impossible, to compare figures for different time periods. But governments also manipulate the figures as they adhere, in their economic policies, to theories that have less and less relationship to reality and less and less predictive value. Economic dynamics lie increasingly in the world economy. Even the business that is primarily domestic will therefore have to start with an analysis of trends, developments, and expectations in the world economy rather than with purely domestic considerations. In today’s large national economies—the United States, Germany, Great Britain, or Japan—businesses had to switch during the last hundred years from thinking locally to thinking nationally even if their own market was purely local or regional. In the United States this switch came around World War I, and in Japan even later. The California market was isolated as late as the 1930s; but the Californian business that had not learned to think nationally went under in the Depression, no matter how strong its position in the California market. Now businesses will have to learn to think in terms of the world economy even if their own market and business is—or appears to be— primarily national.

 

Until the early fifties, international business tended to be organized as a domestic company with an “international division.” Within the last thirty years, even medium-sized businesses have learned to organize themselves either by major geographic areas or by worldwide product divisions coordinated within geographic areas such as North America, Europe, and so on. But this recent organization structure will soon prove inadequate. Instead of geographic units, the proper division of organizational components is likely to be by stages of development: one or two major organizational components for business in the developed countries; one for the almost-developed ones (perhaps the most important of the units in which the most critical decisions and the greatest risks will have to be taken); one for the raw materials producers; and one perhaps for the truly backward areas that might be of importance as export markets for specific businesses. It might indeed be desirable to have an additional totally non-geographical unit for the businesses that are integrated across geographic lines through production sharing. The main objection to such a structure—that it imposes too heavy a travelling load on the coordinating executives— will largely be met by the increasing reliance on electronic “meetings” (see Part 2). If we continue to organize by geography rather than by stages of development, we will put areas with quite different managerial and entrepreneurial problems, opportunities, and characteristics into one organizational basket. Structure has to follow strategy; and strategy in the world economy is bound to change—in part under the impact of production sharing, in part because of the rapid change in the position and importance of the almost-developed countries.

Finally, top management structure will have to be adjusted to the new realities. Not so long ago, top management even in the most internationally-minded business acted primarily as the top management of the domestic business. It gave attention to things “outside” or “abroad” whenever it had time. Far too many companies, even large ones, still have a top management which, in effect, manages the domestic company full time and “the rest” part time. These companies then fail to benefit from the tremendous expansion of the world economy. The leading example is General Motors, which outside of North America has done amazingly poorly in the last thirty years, despite overwhelming advantage at, the start—the main reason being that GM’s top management in Detroit, until very recently, was the top management of GM-USA. No one in Detroit really had time or interest for the world automobile market, or really understood it. Able executives in GM did not go into foreign work if they could help it; it led nowhere. Ford in the same period overtook GM outside of the United States and on the world market largely because it was set up on a global basis, with Ford-North America only one of the geographic divisions, having its own separate management.

From now on, medium-sized businesses and even many fairly small ones will have to organize their top management so that the chief executive manages worldwide rather than any one geographic unit. Otherwise top management will neglect and slight the world economy, will not get to understand it, will be defenseless against its threats, and will fail to avail itself of its opportunities. But also, with production sharing— where relationships of necessity are those of a confederation rather than those of a hierarchy—the top man or top group has to be available to deal with partners worldwide rather than with subordinates. Otherwise his company will have no partners.




    
The Employe Society

In the social sphere, management in the developed countries faces its greatest opportunity and its greatest danger in the next few years. Society in the developed countries has become an employe society. This offers management the opportunity to establish its legitimacy on a new, strong, and permanent basis. It also threatens management with the loss of both legitimacy and autonomy. The labor union is threatened with loss of function, but the power vacuum left by management gives it one last chance of perpetuating its power even though it no longer can serve its original social purpose.

In every developed country, employes through their wages and salaries receive most—almost all—of the national product. In every developed country, between 85 and 90 percent of the economy’s product is being paid out in the form of wages and salaries. And most of the rest is in effect also salary; the compensation of the self-employed, whether professionals (such as physicians) or shopkeepers, is not “profit” and surely not “return on capital,” but compensation for labor service rendered. Even the bulk of the reported “earnings” of American business are actually also employe income, that is, deferred wages. They are primarily used to build up employe retirement funds or are being paid to such funds as dividends on the securities they hold; together, these two items account for something like two-thirds of the post-tax earnings of American business. There is very little actually left to cover the costs of capital and to form capital for the future.

 

The old Marxist definition of the “exploiter” is someone who receives income without working for it and at the expense of the “toiling masses.” In developed countries, the only groups whom this definition now fits are the “disadvantaged,” the non-working and officially “poor” who are being maintained at the expense of the working people. In the United States—where “transfer payments” may still be somewhat lower than in western Europe—the “disadvantaged” family now receives a larger income out of transfer payments than the average blue-collar working family earns through its labor. Payments under welfare programs and Social Security are not being taxed and the substantial non-cash income paid out in the form of food stamps, rent subsidies, or health care is not counted as “income” in the official figures. As a result, the recipients of transfer payments actually receive the equivalent of $10,000 to $11,000 a year pre-tax per household, which is more than the average blue-collar household earns unless there are two breadwinners. In traditional Marxist terms, the recipients of the transfer payments could thus justly be called “exploiters”; but no one, I imagine, would call them “capitalists.”

Insofar as a “capitalist” is the owner of the means of production—again the standard Marxist definition—the only “capitalists” are the country’s employes. In one way or another, the economy of every developed country and the businesses within it are run for their benefit. Only in the United States are the employes actually the owners so far, or at least, in legal terms, the “beneficial owners.” Through their pension funds, the employes of American business own almost a third of the equity capital of the publicly owned companies, that is, of all large American businesses.*Other employe pension funds—those of the self-employed or those that employes in companies without formal pension plans set up for themselves—own another 5 to 10 percent of America’s equity capital; some estimates run even higher. Employes through their pension funds thus own anywhere between one-third and two-fifths of the equity capital of American industry. These employe pension funds are the only large owners, the only ones that fit the traditional definition of the “capitalist.”

Elsewhere the same reality is institutionalized differently. Most instructive is, perhaps, Japan.

“Lifetime employment” means that the Japanese enterprise is run for the benefit of the employes. The right of the employe to his job takes precedence over everything and everybody else. This closely resembles the most orthodox definition of “property”; Japanese tradition waives the right to “lifetime employment” only in the event of bankruptcy or insolvency of the enterprise—the same rule that has always set limits to conventional ownership rights. Equity ownership in Japan is largely a symbol of supplier-customer relationships rather than “property” in the legal sense. Capital itself is essentially not provided through common shares but through bank loans, which are legally considered “debt.” But the steel company that supplies the automobile manufacturer with sheet steel will own 8 percent of the automobile company’s shares; and the automobile company, in turn, will own 5 percent of the shares of the steel company. Or the automobile company, while not owning a small supplier of parts, will guarantee the bank loans that constitute the supplier’s capital. In major Japanese companies, these cross-holdings between customer and supplier run to half of the equity capital—and to more, very often, of the smaller companies’ bank debts. Obviously, the holder of such shares is not a bit interested in the dividend; he is concerned with the orders for steel he receives from the automobile company. “Ownership” is in effect a relationship of mutual obligations rather than a right. All the “rights” are with the employes, who are entitled to “lifetime employment.”

What the Western tradition defines as “indivisible ownership” is split in Japan at least two, and probably three ways: the employes of the large company in which there is “lifetime employment” hold the lion’s share as long as the enterprise is a going concern at all. The banks become owners with preferential rights when the enterprise is in danger of going under. And the nominal shareholders have a traditionally Japanese mutual commitment akin in many ways to the traditional Japanese mutual obligation between members of a clan and devoid in fact, if not in theory, of any connotation of “property” or “ownership.”

In the European developed countries the situation is more confused. In Great Britain, the financial intermediaries representing essentially the resources of employes—pension funds, “Friendly Societies,” insurance companies—own controlling minorities, and often majorities, of the large companies as in the United States. On the continent of Europe, the controlling interest is exercised through the commercial banks whose resources, of course, represent in large part the community’s savings—and again primarily those of employes. But also, in practically all European countries redundancy provisions establish priority claims of employes that approach “lifetime employment.” In a landmark case, the High Court of the European Community has gone much further than the Japanese in its interpretation of “lifetime employment.” It has ruled that redundancy payments amounting in some cases to full salaries for employes for the rest of their working lives are payable even in bankruptcy if the employer has assets other than those of the company that went bankrupt.

In the employe society only employes are indeed likely to be the “capitalists” or the “owners” of large business. Individually, of course, employes are not rich, as a rule; they are at best affluent. Collectively, however, employes are the only available source for the enormous sums of capital that are needed in the economy. Modern economy has outmoded the “capitalist” by its very progress as a “capitalist” economy. This has made the capital sums needed for investment so large as to render it virtually impossible for any one rich man or group of rich men to supply them.

One of Karl Marx’s most acute insights was the distinction between two kinds of “property”: personal property, such as the individual home or other personal possessions (a car, a grand piano, or a country house), which do not give control of the means of production; and property giving control over the means of production. Even in Soviet Russia, and even in its most egalitarian phase, personal property has been sanctioned, at least in theory; individual Russians can own their own “dacha,” their country cottage, can buy it, sell it, and bequeath it to their children. It is property in the means of production that characterizes the “capitalist” and makes him an “exploiter.” In that sense, there is no “capitalist” left in the “capitalist” world except the family farmer or the small entrepreneur who personally owns a small business employing a few people. Large business is everywhere socialized and the employes are the beneficial owners, either, as in the United States, through their pension funds, or, as in Japan, through lifetime employment. And while neither formula is widely in use in western Europe, the employes of European large companies similarly are the beneficial owners through redundancy provisions, above all, which in their net effect come close to Japan’s “lifetime employment” and establish that the employe’s rights to the job—in effect, a property right—have precedence over all other property rights or property claims.

 

The lawyers have never followed Marx and would not understand his distinction. This explains why they have not noticed, it seems, that the concepts of “ownership” and “property” first formulated by the Roman jurists almost two thousand years ago and then reformulated in the sixteenth century no longer apply. Marx’s “personal property” is still around. But his “ownership in the means of production” is increasingly being replaced by something very different from the traditional concept of “property”—the lawyer’s definition as “beneficial ownership” rather begs the question how to define it. The stake in his pension is likely to be the largest single asset of any American employe over forty-five years of age, whether janitor or executive vice president. But it is not his to sell, pawn, borrow against, or bequeath; and the precise value of his asset is not determined until after his death, when his claim has ceased. Individually, it is not “property” although it is surely a “value.” But collectively, he and his fellow employes through their pension fund, which is indeed the legal “owner,” hold ownership in the means of production; and, increasingly, legislation to protect the pension of the individual is giving him rights in respect to the management of the fund and claims against it that closely resemble the safeguards of the property rights of traditional “owners.”

The Employed Middle Class

The employe who in the developed countries has thus become the only genuine “capitalist” around looks very different from Marx’s “proletarian” or from the “downtrodden worker” of labor-union rhetoric. He may still be “blue-collar,” a manual worker. But he is “middle-class” economically, with the middle-class characteristic of high income security. In the developed countries, the manual worker in manufacturing industry, in mining, in building construction—that is, in the typical employments of the nineteenth-century “proletarian”—can now expect virtually his full income and because of tax exemption often even more for very long periods of unemployment. In the United States, for instance, his income is virtually underwritten for up to two years or more. But more important is that this “proletarian” of yesterday is now middle-class in his education, his knowledge of the world, his expectations. The only people to exhibit the characteristics of the nineteenth-century working class are very recent immigrants into the industrial world, a distinct “minority” and a “problem”: the American black, for instance, the “Chicano” recently arrived from the farm in Mexico, the Sicilian in Torino, or the Turkish “guest worker” in Germany. The majority, no matter how bitterly they still oppose the “bourgeoisie” and how demonstratively they stick to the “cloth cap” of the class-conscious English workingman, have acquired through formal schooling or through the mass media a horizon and competence that has completely changed the meaning of the term “class” in developed countries.

Moreover, the center of gravity among employes has shifted decisively away from the blue-collar worker—except perhaps in Great Britain, where school-leaving age and age of entrance into the labor force have gone up much less than in any other developed country. Elsewhere, half of the young males now stay in school beyond secondary school, beyond eighteen or so, and thus become knowledge workers rather than manual workers. In numbers, the traditional manual worker may still be a majority—though in the United States and northern Europe by now a bare majority only. But the center of gravity among “employes” has sharply shifted to the educated, employed middle class, that is, to people who see themselves as “technical” and increasingly as “professional.” In turn, the overwhelming majority of people with advanced education—some 90 percent or more—go to work as “employes” and will work their entire working lives as “employes.”*

Only yesterday, educated people were not supposed to be employed. They worked for themselves as “professionals.” If they were employed at all, it was as teachers or ministers. Though they received a salary, no one was their “boss.” Today, it is primarily people with limited education who work for themselves, people who work as repairmen, as craftsmen, as small shopkeepers. Even in those professions in which the independence of the practitioner was a hallmark—medicine, law, or accounting—group practices are increasingly becoming the norm.

Within institutions this has led to the emergence of what I have earlier called the “double-headed monster.” But the shift is equally important, maybe more important, for society and social structure. The status, function, power, and responsibility of the educated, employed middle class are going to be central social issues of the next hundred years in the developed countries.

These people see themselves as the successors to yesterday’s independent professional; but they are employes. These people are the only “capitalists” around; yet they are employed. These people are not “bosses”; but they are also not “subordinates.” They “report” to somebody rather than “take orders.” They work for an institution rather than for a person. They constitute a new social class, a new social phenomenon that does not fit our theories and our perceptions, or for that matter, their own self-perceptions. This explains to a large part their ambivalent position. Neo-conservatives, like Irving Kristol, are fond of talking of the “new class,” of educated “intellectuals,” who are removed from the grubby processes of production and distribution and who, therefore, are likely to be opposed to “capitalism” and all its works. This is only a partial explanation. The reality is subtler and far more complicated. The people who work as middle managers for institutions, whether businesses or non-profit institutions of the “Third Sector,” are ambivalent in their relationship to the institutions that employ them. They enjoy their work, they enjoy their position, and they know perfectly well that they would not be able to be as comfortable financially or socially as they are if the institution did not provide the managerial or professional positions for them. But they also feel awkward and have a bad conscience because their values and their ethos are those of the “professional,” who operates and works outside of institutions and derives his status in society by being independent and beholden to no one person and to no one institution, but to an impersonal abstraction such as “the law” or “medicine.” They strongly feel the need to identify themselves with the institution while, equally strongly, they feel the need to assert their independence from it. This ambivalence explains why they are neither “conservatives” in traditional terms nor “liberals.” It explains why they identify themselves with causes that protest against the institutionalized society, causes like the environment, government regulation, and so on, yet at the same time identify themselves with economic development, with material possessions and the good life, and, above all, with individual enrichment.

They are confused because their situation is confused and confusing. They are the only capitalists around, the only “owners”; yet it is ownership without power. They are the only “experts” around, the only possessors of controlling knowledge; yet it is knowledge without responsibility, function without status.




    
“Power Follows Property”

Almost three hundred years ago, in 1700, one of the founding fathers of modern political thought, the Englishman James Harrington, explained in his Oceana that the “Glorious Revolution” of 1688 in England was inevitable because economic power, which had moved into the hands of the landed gentry, was no longer in alignment with political power, which had remained in the hands of the King and of great nobles. “Power,” Harrington said, paraphrasing Aristotle, “follows property.” Political power has to be in alignment with economic power, and vice versa.


And Responsibility Follows Knowledge

An equally ancient axiom also going back at least to Aristotle adds that “Responsibility follows knowledge.” Knowledge not only has high responsibility. Knowledge has to be endowed with responsibility or else it becomes irresponsible and arrogant. It becomes the “new class” of Irving Kristol—arrogant yet embittered, greedy yet “alienated.”

In today’s developed countries, both rules are violated. The employes have the property; they are the “capitalists.” Yet they do not know this, nor are they integrated into the exercise of power and charged with the responsibility of ownership. Employes have the knowledge. Even the “high school dropout” tending a machine has more years of formal schooling and an infinitely wider horizon than the machine tender of seventy years ago. The grandson of that machine tender probably went to college for four years after high school and is just now attending evening classes to get his master’s degree in business administration or his doctor’s degree in geology. But in his place of employment he is not forced to take responsibility commensurate with his knowledge. He is paid, paid well, in fact much too well for the amount of responsibility demanded of him. He is held responsible neither for his ownership power nor for his knowledge power. And that, at bottom, explains his unease, his discontent, his psychological hollowness. Today’s employe has income and income security. He has power in political society but lacks power in his own institution. He has function but lacks status. He lacks responsibility.

And since “Power follows property,” managers cannot and will not be able to maintain their control unless they build “property,” that is, the employe, into the power structure and control of enterprise. One fundamental challenge to management in the employe society is to convert the employe’s ownership of the means of production into the solid ground of management legitimacy. The other fundamental challenge is to convert the employe’s knowledge into responsibility within the enterprise and on the job.

Around 1920, social power in the economy began to drift away from the traditional capitalists, the “owners” of the nineteenth century, into the hands of professional managers, who owed their position and power to function and performance. In 1940, one of the earliest writers on management, James Burnham, declared in his book The Managerial Revolution that in modern society power would follow function rather than property or the consent of the governed. The book had a tremendous impact. But there were some doubters from the beginning.*

Professional management may be competent, responsible, and performing. But it still faces a severe crisis of legitimacy because it is no longer grounded in yesterday’s economic power, that of the capitalist owner, and is not grounded in anything else so far.

Businessmen still believe that they can have an adequate political base in the “small capitalist,” with interests identical to big business and with a great deal of local political strength. But this is a vanishing breed. In its place there is now the employe-investor, who owns through his own financial intermediaries, especially through his pension fund. But unless he is integrated—and visibly so—into the decisionmaking power process, he will not support the enterprise and will not support management. He will at best be disinterested and neutral; and that means that the enterprise and its management have no power base at all.

If the employe-owner can be integrated into the power process and mobilized to support the enterprise, management will again have a ground of legitimacy. It will again have a power base. There will again be a constituency for the producer interest in society, in the employe for whose benefit business is mainly run in his dual capacity as holder of a job and as “beneficial owner.” But this cannot happen automatically. It requires that employes, both as owners of society’s capital and as possessors of society’s knowledge, be endowed with responsibility.

Management’s job is to make human strength productive. The shift to the knowledge worker and the steady upgrading of competence in the working force represent a very large, almost unprecedented increase in the potential of human strength in the developed countries. It is, in fact, what makes them “developed.” Yet by and large managements in developed countries have not taken the initiative in converting this potential of strength into the actual of responsibility, of citizenship. Managers have as a rule failed to take the initiative, failed to take advantage of the tremendous opportunity that the shift from the “proletarian” represents, and have thus not made fully productive the resources in their keeping. The employe in most companies, and even more in most public service institutions, is basically “underemployed.” His responsibility does not match his capacity, his authority, and his economic position. He is given money instead of the status that only genuine responsibility can confer—and this is a trade-off that never works.

Specifically, the employe on all levels from the lowest to the highest needs to be given genuine responsibility for the affairs of the plant community, including responsibility for designing and administering benefit programs.* He must be held responsible for setting the goals for his own work and for managing himself by objectives and self-control. He must be held responsible for the constant improvement of the entire operation—what the Japanese call “continuous learning.” He must share responsibly in thinking through and setting the enterprise’s goals and objectives, and in making the enterprise’s decisions.

This is not “democracy”; it is citizenship. It is not being “permissive.” It is also not “participative management”— which is often only a futile attempt to disguise the reality of employe impotence through psychological manipulation. Actually imposing responsibility on the employes—for plant community affairs; for their own goals and objectives; for continuous improvement in the performance of their own work and job—immeasurably strengthens management in the same way in which “decentralization” in the multidivisional company always strengthens management. It creates a better understanding of management decisions and managerial attitudes throughout the work force. Just as the division general manager who has had to wrestle with a marketing decision in his own decentralized business understands what his top management is up against and what a “business decision” really involves, so the engineer who has had to think through his own objectives and appraise his own performance and contribution against goals he has himself set soon comes to understand what decisionmaking involves and what “performance” really means. He does not cease to be a “professional”; he must not cease to be one. But he acquires an additional dimension of understanding, additional vision, and the sense of responsibility for the survival and performance of the whole that distinguishes the manager from the subordinate and the citizen from the subject.

We also need to institutionalize the economic interest of the employe, and that is going to be more difficult. The specifications are in conflict. The ownership stake of the employe in the economic system—whichever way it is being expressed—is his single most important financial asset. It must be organized in a financially responsible manner and as a true “asset” of the employe. But it also must be organized so as to safeguard important social needs: the capacity of the economy to change rather than become frozen in the past; and the social and personal need for individual mobility and self-control. Finally, the ownership stake of the employes must be organized so that business and public service institutions have clear, effective, responsible governance.

In some ways, the Japanese have short-circuited these concerns by institutionalizing the fact that business is being run for the benefit of the employes, that is, for the employe’s job, and by treating traditional ownership and property as secondary and subordinate. Japan faces very serious social problems.* But if the Japanese succeed in building into their system mobility and flexibility through supplementing “lifetime employment” with organized anticipation of, and provision for, the placement of redundant employes, they will have come close to attaining a genuine community in modern enterprise. It will be a community based on the mutual obligations of the traditional Japanese clan rather than on Western concepts of contract. But it might give Japan the stablest social structure in industry of any developed country.

In the West, the solution will have to integrate the economic stake in the economic system with the individual’s financial needs, with society’s needs for flexibility, and with individual mobility.

There are at present three approaches. The apparently simplest one is direct stock ownership in the company where the employe works. It is again being pushed in the United States through substantial tax advantages under the name of Employe Stock Ownership Plan (ESOP). ESOP does indeed make visible and overt the identity of company interest and employe interest. It does make “owners” out of employes. But wherever it has been tried—and we have been trying it for well over a century—the high hopes of an enthusiastic beginning have always been dashed in the end. For ESOP violates the specifications so blatantly that it is almost bound to lead to disappointment and to financial losses.

ESOP assumes that all businesses, or at least the great majority, succeed and make profits all the time. But over the time span for which an ESOP has to produce results, that is, over the employe’s working life, most businesses go through periods of severe trouble and heavy loss. Indeed, the majority are likely to disappear over a thirty-year period. The employe already has a heavy financial stake in the company through his job. It is irresponsible financial management to put his savings, which represent his very provision for a future outside the company, to the same financial risk. It is irresponsible financial management to put all savings into any one investment, and even more irresponsible to put them into an investment in which they are frozen and cannot be liquidated. Most ESOP holders thus incur substantial losses over the thirty years during which they have to invest to ensure a future retirement income. Much earlier than this ESOP will have turned them against the enterprise, for much earlier they will have realized that ESOP has been used to finance the “boss” at their expense. As soon as a business runs into even a short period of economic trouble—and the probability of this happening for any business within any given five-year period is about 80 percent—the employes, understandably, become upset, disturbed, and feel that they have been “ripped off”; and they are right. In addition, stock ownership in the employing business ties the employe to the company. It impedes his mobility, and in a period of rapid social, technological, and economic changes this is particularly undesirable. It is in fact antisocial.

One of the major complaints against the pension fund of American companies prior to the Pension Fund Reform Act of 1974 was that the employe’s pension tied him to one company. It was a legitimate complaint, and vesting (making the pension claim a property of the employe) was a needed reform. ESOP ties the employe to an employer as tightly as did the retirement plan before vesting. Finally, ESOP abets economic paralysis. It creates a tremendous social interest in maintaining the past. Decaying industries and businesses will predictably be most enthusiastic to finance themselves through employe stock ownership because these businesses have the most difficulty getting capital any other way. But the most fundamental objection to ESOP is that it will create, in the majority of cases, disenchantment, hostility, and financial loss because it violates elementary rules of financial prudence.

 

At the other extreme is the proposal, now under consideration in the Scandinavian countries, to have one national stock ownership fund financed out of the profits of all businesses in the country and investing in all of them. The country’s employes in their totality would be the beneficial owners of the fund’s assets and dependent on it for their retirement benefits. If ESOP in the last analysis benefits mainly the business (especially the shaky one) that uses its employes’ savings to obtain the finance it otherwise could not easily obtain, the nationwide stock fund will benefit mainly the labor union functionaries who plan to control and to run the fund, and through it the economy of their countries.

In every other respect it is certain to be a monstrous failure. The fund would never be able to sell a share, and never be able to go out of an investment. It would be tied to yesterday’s industries and businesses and would deprive tomorrow’s businesses and industries of access to capital. The nationwide fund, if enacted, would condemn the Scandinavian countries to steady economic decline. They could not slough off obsolete industries and technologies, but could also not finance and build new, growing industries and technologies. Politically, such a fund, and especially one controlled by labor unions, could not possibly let an industry go down and disappear, let alone finance a new one that might become a competitor to an old one the fund controls. It could not invest outside its country, for obvious political reasons, and could not allow the businesses it dominates to be active outside the country either. And for both the individual employe in a small Scandinavian country, and the country itself, this restriction of the bulk of investment and of business activities to the narrow domestic economy would be surely undesirable and irresponsible at the present time in an integrating world economy. There is a prototype of the institution the Scandinavian, labor unions want to create: it is the governmental investment company which Mussolini founded to salvage ailing Italian companies and which by now controls some 30 or 40 percent of large Italian business. Even the stoutest advocates of state ownership in Italy, even the Communist trade union leaders themselves, now admit that this institution is an inoperable cancer.

But the greatest weakness of the Scandinavian plan is that it obscures the fact that the employe has become the owner. All it makes visible is the fact that the labor union functionary enjoys an exceedingly well-paid job and has access to a lot of money. The employes of the companies the Italian government corporation owns and runs do not see themselves as “owners”; on the contrary, the worst labor relations in Italy are in those companies, and they also have the lowest productivity. The same holds true for Israel, where the labor union federation owns two-thirds of the country’s businesses.

 

The third approach is the American one, where individual pension funds are set up and financed by an individual employer (or sometimes by groups of employers in specific industries or professions). These funds are not permitted to put more than a very small fraction of their assets in the securities of the employing company, but invest according to professional investment principles, in diversified and liquid portfolios. This approach satisfies the rules of responsible financial management. It freezes neither the mobility of the economy nor that of the individual employe. But it does not embody the reality of employe ownership of the economy in a visible, effective, institutional reality.

This presents a great challenge to American management. The employes will have to be integrated into the governance of the pension funds, but in such a way as to preserve the integrity of professional financial management. The pension funds that now control the dominant portion of the share capital of the large companies will, in turn, have to be integrated into the governance of the companies they own—probably through the appointment of professional outside directors to the board. Otherwise the labor unions will, one way or another, establish their control over the pension fund by claiming to represent the employe. The claim has already been raised.

 

The emergence of the “employe society” has destroyed the old base of legitimacy and power on which business rested in the age of the “capitalist.” It has also eliminated the constituency business then had in the individual “owner.” Then, the owner of a small local business—the owner of the corner cigar store—saw himself as having the same “property” interest as the owners of the large companies. Today, these large company owners have become institutions and representatives of the employes. The small local shop owner no longer sees any identity of interest with them, and in fact does not have very much. He rather senses that, despite all their rhetoric, the professional managers of large businesses do not believe in the “owner-manager,” do not really approve of the “family business.” But the new owners of big business, the employes, do not even know that “big business” is now “us.” Management actually represents the producer interest in society, the interest of the employes. But it does not have the authority, the legitimacy, the constituency, the power base commensurate to its function. And its absurd “profit” rhetoric further obscures reality, and with it management’s legitimacy.

The emergence of the employe society has thus created a power vacuum. It has created an incongruity between “power” and “property”—the new “property” needs to be integrated into the power structure. It has created an incongruity between knowledge and power. The new knowledge people need to be integrated into responsibility. Such integration would not take very much effort; nothing that is not being done already by some Western companies, or, in their own way, by the Japanese. But because so far managements have not understood their opportunity, they find themselves in danger of losing their power. The challenge of the British labor unions to the power of both government and management in Great Britain is only the most visible example. There is thus great turbulence. But what most managements fail to see is that it is the turbulence of a great opportunity.




    
Can the Labor Union Survive?

The emergence of the employe society also creates a new center of turbulence in the labor union. Its very survival is endangered by the fact that our society is an employe society, in which businesses exist primarily for the employes’ benefit, and in which the employes are the only “capitalists,” the only true “owners.” Once 85 percent of national income goes to employes, the labor union has lost its original rationale: that of increasing the share of the national income that goes to the “wage fund.” All one labor union can do is increase the share of its members at the expense of other employes. The unions thus become representatives of a special interest that holds up the rest of society through the threat of power, rather than the representatives of a “class,” let alone the representatives of an “oppressed majority.”

Economic gains, to be sure, are not the only rationale of the labor union, not even of the American “business union.” The union derives much of its support from its political role as the opponent of managerial power. This explains why nationalizing an industry always—quite contrary to the Marxist analysis—results in stronger, more militant unions. But to the extent to which employes are becoming managerial and professional, managerial power is a steadily decreasing concern. These employes are part of the same managerial power they oppose. A good example of this ambivalence are the militant unions of university professors. They are primarily interested in maintaining the faculty’s managerial power against administrators, legislatures, and taxpayers, rather than in limiting management control per se. This is typical of labor unions of managerial and professional people in general. It holds true, for instance, for the unions of the administrative civil service in Great Britain, whose avowed aim is to obtain for their members full managerial control and to weaken such control by Parliament and ministers. Of course, if unionism is compulsory, every group has to organize itself. We may well thus see a “labor union” for top management people, clamoring with strident voice for the chief executive’s rightful “place in the sun.” But this is hardly what the traditional labor union was all about.

As a result, the labor union in the developed countries is in profound crisis. Indeed, in countries where they are relatively weak—the United States, France, Japan—the unions may be in better shape than in Great Britain, Sweden, or Germany, where they are very powerful. The American labor union may be healthier for being a comparatively minor factor. In 1980, at least in the private sector, labor unions represented a smaller proportion of workers than they did when the union drive began under the New Deal almost fifty years ago. By 1980, labor union membership in the private sector had declined to 15 or 16 percent of total employment from a high of 30 percent after World War II. It was around 18 percent in 1933. It is only in the public sector, where there is no “capitalist” to oppose, that labor union membership in the United States has grown since World War II. As long as a union is weak, employes throughout society have a genuine interest in keeping it alive as a form of reinsurance. Most employes do not belong and do not have to pay dues. They do not have to submit to union orders. And yet the union is an ever-present threat and prevents management from asserting arbitrary power. But where the union itself has become the power, as in Great Britain, in northern Europe, and to some extent in Italy, the union is coercive. And then it is in danger.

This may sound very strange today, when unions are flexing their muscles and when, as in Great Britain, they seem almost to have usurped the seat of government. But the extreme assertion, indeed over-assertion, of union power is in itself a sign of fear. Labor unions everywhere are conscious of the fact that they have to embed themselves in the power structure, lest they become either tightly controlled by the political power or an arm of government, as they are in totalitarian countries such as the Soviet Union. And so labor unions today are on an offensive that is based on weakness rather than on strength. They know that society still accords them legitimacy. But how much longer will it do so?

When labor unions were confident of their mission, of their social role and their legitimacy, they spurned the idea of sharing in management. They knew that to become partner with the “bosses” and co-responsible with them could only weaken the union. Now, unions in the countries where they seem strongest—Germany, Scandinavia, Great Britain—clamor for “co-determination,” for being cemented by law into the management structure.

In part this represents a last desperate and largely futile attempt to preserve the power of yesterday’s majority, the blue-collar worker, against the new educated, employed middle class. The British co-determination proposal showed this most nakedly in its demand that the union representing the largest single group of employes be given all the board seats under co-determination. But the Germans also fought—and lost—the same battle when they demanded that professional employes and management people be excluded from board membership under co-determination. The new educated middle class in these countries tends to be fully as unionized as the blue-collar people; and it is often far more militant. Yet it sees itself as a special-interest group rather than as representative of the “oppressed.” It may be more “liberal” than traditional blue-collar workers, as the middle-class public service unions in the United States tend to be. But the issues on which they are “liberal” are likely to be far away from working-class concerns: race relations, abortion, international affairs, or the environment. To be dominated by knowledge workers is what the Germans and the British labor leaders feared and tried to abort by their proposals for “co-determination.” In that attempt they were unsuccessful and are likely to remain so. But their proposals also exploited the fact that even the blue-collar worker of today has knowledge, information, education far beyond the blue-collar worker of yesterday, though he does not have a responsibility commensurate with his competence. In that respect, co-determination is the response to an incongruity, and to management’s failure to exploit it as an opportunity.

Co-determination is not the right answer. The bulk of decisions that affect the employes are decisions within the plant community rather than decisions on the directors’ level. Above all, the employe representatives in co-determination are not employes of the company but union functionaries, who have no stake in the company, no interest in it, and often no knowledge of it. Co-determination, everywhere, is a demand of union leaders rather than of the union members, a demand for power rather than for responsibility. It weakens management, enterprise, and the economy altogether, and yet gives neither the enterprise, the employe, nor society what they need. It represents not so much union success as management failure.

Even where they have succeeded in gaining co-determination, the staff professionals in the unions with their degrees in economics, law, and psychology, who hold the real power in all labor movements in developed countries, know what very few managers understand: that the next twenty-five years will decide whether the labor union survives. Management is needed—one way or another, enterprises and institutions have to be managed. Management is an organic function. The question is not whether there are to be managers, but who shall do the managing. Labor unions are derivative and a response to management. But theirs is not a necessary or indispensable function; no totalitarian country has had any difficulty in suppressing unions, as Hitler and Mao did, or in converting them into docile organs of management, as Stalin did. The original function of the union, to get a larger share of the economic product, has atrophied. There is no “more” to be gotten. The social function becomes negligible if management institutionalizes the reality of employe ownership of business and the responsibility of knowledge; in other words, as soon as managers do fairly simple things and things that are their job anyhow. Yet the union today has the power to paralyze society, and the right to engage in organized civil war—for that is what the strike has become. Without this right the unions are convinced they could not survive, and they are probably right. But once the unions cannot obtain “more” for the employes because the employes get “all” to begin with, the rationale for the strike disappears. Then wages will have to be based on productivity rather than on force, and on economic reality rather than on “bargaining power.”

No society has ever accorded the power to conduct civil war to a special-interest group, unless it had a superiority in offensive weapons.


Labor unions today are somewhat in the position of the feudal barons around 1300. Three hundred years earlier, peasants had eagerly commended themselves to become the baron’s serfs. The baron was then the only defense against the ever-present Norman invaders, who ruthlessly pillaged, destroyed, and enslaved. Three hundred years later, the feudal baron had lost function and contribution. But he still had his armor. He still had his horses. He still had his lands. And he could not effectively be opposed. It took another 150 years before the peasantry learned how vulnerable the heavily armored knight on horseback really was, when the Swiss peasants in the middle of the fifteenth century destroyed the flower of chivalry, the Burgundian knights, by unhorsing them.

The labor union has no horses, no armor, and no lands. It is powerless unless public opinion and government uphold it. This is why Hitler could abolish the German unions, the world’s largest, proudest, and apparently most powerful ones, by sending a second lieutenant and ten men to occupy trade union headquarters. No strike has ever been won unless public opinion supports it. No strike has ever been won unless public opinion accepts the union’s cause as deserving, if not justified. The unions therefore, quite rightly from their point of view, are desperately trying to gain control of the power structure. The alternative is to become impotent very fast.

This means that labor relations in the next years are bound to be turbulent. It means that unions will not fight rationally, but with the desperation of a cornered animal. They will fight for their existence even if the ostensible cause is a 3 percent increase in wages or a minor change in manning tables. The unions have everything to lose and therefore are willing to make every issue a confrontation. It is futile to talk of “labor statesmanship” in such a situation. The price of labor statesmanship is extinction, and the unions know it. The unions must try to revive and rekindle the old spirit of class solidarity, of virtuous sacrifice, of heroic struggle against overwhelming odds. This, in a society that has become an employe society, means militancy and radicalism, not because union members are militant or radical but precisely because they are not.




    
Business Enterprise as a Political Institution

The modern state that emerged from the inflations and religious wars of the sixteenth century rested on the premise that there is only one political institution in society, namely, the central government. There are no other legitimate institutions. Modern political doctrine asserted that there are no legitimate power centers elsewhere, inside or outside the state. The modern state began by taking away the political functions of existing institutions. Aristocrats became land- owners, rich commoners rather than local rulers. Churches became administrative units registering births, marriages, and deaths. Free cities lost their self-governments and became units in the administrative structure. A great English social scientist, Henry Maine, proclaimed in the nineteenth century that the trend of history had been from “status to contract,” and that outside of the central government no one had political or social power. The only organized unit in society that was accepted was the family—a social molecule in a field of forces created by the powers that radiated from a central government.

In that respect, there was no difference between conservatives and liberals. They differed only in respect to the institutional structure of central government itself. In this respect, there was also no difference between classical economists and Karl Marx. Both envisaged the same basic structure of society. Marx even shared the delusion of his most liberal contemporaries in believing that central government itself was fast becoming an anachronism and would “wither away.” He only wanted central government controlled by different people, by “our gang” rather than “their gang.”

The Society of Institutions

Our textbooks still pay lip service to the political and social theory of the “modern state.” But in this century the reality has changed drastically. In this century, and especially in the thirty years since the end of World War II, society has become a society of institutions. A hundred and fifty years ago, every single social task was either discharged in and through the family or it was not discharged at all. The care of the sick and the care of the old; the upbringing of children and the distribution of income; even getting a job; all were done by the family if they were done at all. Any one of these tasks the family did poorly. The shift to institutional performance thus meant a very great advance in the level of performance. But it also meant that society became pluralist. Today, every single task is being carried out in and through an institution, organized for perpetuity and dependent on leadership and direction given by managers in a formal structure. In the United States, the business enterprise is usually seen as the prototype of these institutions; but it was only the first to become visible. On the continent of Europe, the civil service or the university were at least as visible. This explains why “management,” that is, the study of formal modern organization, focused in the United States on the business enterprise, whereas on the continent of Europe it focused on public administration and, with Max Weber, on “bureaucracy.” But the phenomenon is worldwide and the institutionalization is complete in every developed country.

The institutions of modern society were each created for a single specific purpose. Business exists to produce goods and services; it is an economic institution. Hospitals exist to take care of the sick; universities exist to train tomorrow’s educated leaders and professionals; and so on. Every one of these institutions, while expected to provide a service of high quality, was also expected to concentrate on one service. It had “public relations.” It was, in other words, expected to look upon other social concerns as restraints. But it did its job by producing the contribution for the sake of which it existed, and it justified itself in terms of one specific area of contribution and performance.

With the emergence of the society of institutions, all this has changed. Central government has become the more impotent the bigger it has grown. The special-purpose institutions have progressively become carriers of social purpose, social values, social effectiveness. Therefore they have become politicized. They cannot justify themselves any longer in terms of their own contribution areas alone; all of them have to justify themselves now in terms of the impacts they have on society overall. All of them have outside “constituencies” they have to satisfy, where formerly they had only restraints that created “problems” for them when disregarded. The university still would like to define itself in terms of its own values. But in all developed countries, demands are today being made on higher education that are clearly not the demands of scholarship or of teaching, but are based on different social needs and social values: demands that the university, in the composition of its student body, reflect society and furthermore, in effect, the society deemed to be desirable for tomorrow rather than the society of today. Such expectations underlie the increasing interference with the American or the German university in respect to admissions, to faculty, and even to curriculum. The hospital, which could define its mission as remedying health damage that had already been incurred, is increasingly seen in developed countries as the center of a very different kind of health care, one of social action that enables people to prevent ill health or, as in the case of the outpatient department of the inner city American hospital, in terms of creating a “black culture” or a distinct “health-care climate.”

The business enterprise is no exception.

 

To a large extent, this shift expresses the pluralist character of a society in which no one institution is by itself charged with the responsibility for the welfare of the whole. Each institution pursues its own specific goal. But who then takes care of the common weal? This particular problem, which has been central to pluralism at any time, underlies the new demand “to be socially responsible.” In a pluralist society, every institution becomes a political institution and is defined by its “constituencies.” A “constituency” is a group that can impede an institution and can veto its decisions. It cannot, as a rule, get an institution to act, but it can stymie and block it. Its support may not be necessary to the institution; but its opposition is a genuine threat to the institution’s capacity to perform and to its very survival.

This change from institutions that had fully discharged their responsibility when they had performed their specific function to institutions that have to satisfy minimal expectations of a number of constituencies, not one of them primarily concerned with the specific function of the institution, has come as a tremendous shock to managements of all kinds. Business managers complain that they have to pay attention to demands that have nothing to do with economic contribution and performance—demands not only that they do no damage (as in polluting the environment) but that they promote and actually produce results that are distinctly non-economic, as for instance, an egalitarian society in which all groups have not only equal opportunities but also equality of results, regardless of competence or performance. In the United States, colleges, universities, and increasingly health-care institutions may be under even more extreme constituency pressures, and perhaps even more constrained than business is.

The ideological anti-business attitudes of Europe may actually be far more conducive to business than the claims on business by American populism, which demands that business subordinate economic performance to non-economic performance and non-economic goals. In Europe, it is taken for granted, by and large, that the purpose of a business is economic performance; the struggle is over who should control business rather than over what business should do. The populist demands on business in the United States, while not “anti-business” ideologically, are even less compatible with business performance than the European “Socialist” hostility toward “private enterprise.” Socialists accept the performance of business as a goal. The American populist—whether dedicated to the environment, to equality of results, to making the world safe and free from risks, or to the restatement in an industrial guise of the old romantic dream of the self-sufficient yeoman farmers’ community—is basically hostile to economic performance altogether. The traditional Left in Europe is hostile to the people now in power; it wants to take over from them. But it accepts what they are doing as being right. The American populist does not. Europeans who flock to the United States and invest here in the belief that America is politically “safe” may therefore be in for a very rude shock indeed.

In a pluralist society, all institutions are of necessity political institutions. All are multi-constituency institutions. All have to perform in such a way that they will not be rejected and opposed by groups in society that can veto or block them. The managers of all institutions will have to learn to think politically in such a pluralist society.

In a single-purpose institution, the basic rule for decisions is to “optimize”: to find the most favorable ratio between effort and risk on the one hand and results and opportunities on the other. “Maximization,” that famous abstraction of theoretical economists, makes no sense in any institution and is not applied in any. No one in a business knows how to maximize profits or even tries. “Optimization” is the rule in the institution that has one clear goal.

In a political process, however, one does not try to optimize. One tries to “satisfice” (to use the term of formal decision theory).

In 1979, an American management scientist, Herbert Simon of Carnegie Mellon in Pittsburgh, received the first Nobel prize in economics given to a student of management for his theorem, originally propounded in the late 1940s, that managers in most of their decisions neither maximize nor optimize, but “satisfice.” They try to find the solution that will produce the minimum acceptable results rather than the optimal, let alone the maximal, results. This is indeed the rule one follows in a political universe.

In a political system there are far too many constituencies to optimize; one must try to determine the one area in which optimization is required. But in all other areas—their number in a political system is always large—one tries to satisfice, that is, to find the solution in which enough of the constituencies can acquiesce. One tries to find a solution that will not create opposition, rather than one that will generate support. Satisficing is what politicians mean when they talk of an “acceptable compromise.” Not for nothing is politics known as “the art of the possible” rather than the art of the desirable.

As all institutions become politicized in a pluralist society of organizations, managers will have to learn first to think through the needs and expectations of their constituencies. As long as the business operates in a market system, customer expectations have to be optimized. But most businesses look upon shareholders as a constituency that has to be satisficed. They ask: “What is the minimum return which will enable us to cover the cost of capital and to attract the capital resources we need?” The textbook question: “What is the optimal return on our capital?” is rarely taken seriously. Therefore, businessmen tend to proceed on the assumption that if they can optimize results in the market, they can satisfice the expectations of the capital market. But management will have to learn to extend the same kind of thinking to many more constituencies—employes, for instance, if only because the market for jobs and careers is as much a genuine market as the market for capital. Its expectations have to be satisficed. Then there is also a large and growing number of political constituencies that have to acquiesce if a business is to continue its economic mission and to attain economic performance.

Business managers, understandably, resent this development and consider it a perversion. It would, of course, be much easier and probably in the end socially more productive if the single-purpose institution—whether business, hospital, or university—could concentrate on its own job, flatly rejecting demands to satisfy other social needs as illegitimate and as distractions from its competence, its mission, and its function. At the least, one needs to argue strongly, institutions should not be expected to do things for which they are basically not competent. Precisely because institutions are single-purpose, they are rarely competent to perform well outside narrow limits.

 

Few things have been less productive than the attempt of the American university in the sixties and early seventies to perform community functions, no matter how badly the decaying inner city in the United States needed help, and no matter how many people there were on university faculties who professed to be experts on community problems. The values of a political community and the values of academia are too far apart for the university to have competence, let alone understanding, of what a city is, what it needs, and how it works. Similarly, it is clear that the attempt of the American hospital to substitute its clinic for the missing private physicians in the black ghetto of the inner city has been an unmitigated disaster. Private practice is something the hospital does not know how to do and is temperamentally unfitted for. It can only do damage by attempting it. The attempts of a great many American corporations to become “socially responsible” and to contribute to the solution of social, and especially urban social problems, has at best not done serious damage. There are few cases on record where it has done much good.

Institutions have to think through their competence. Where a manager knows he is not competent, he has to have the courage to say “No.” Nothing is less responsible than good intentions where competence is lacking.

At the same time, it is no longer adequate to say: “We will stick to doing what we know how to do and resist demands to concern ourselves with anything else.” This may be the most intelligent attitude, but it can no longer prevail. Today’s post-industrial society is a pluralist one which has to demand from its institutions that they take responsibility beyond their own specific mission.

So managers have to distinguish between what they can and cannot do. The rules are simple, their application difficult. No one should ever take on something he is not competent to do; this is irresponsibility. No one is allowed either to take on what is likely to impair performance of the primary function of his institution—the function for the sake of which society has entrusted resources to him. That too is irresponsible. But a manager, whether of a business, a hospital, a university, has to think through the impacts of the decisions he does make, for he is always responsible for his impacts. And then he needs to think through what the constituencies are that can effectively veto and block his decisions, and what their minimum expectations and needs should be.

This is bound to induce a certain schizophrenia. When it comes to the performance of the primary task of an institution—whether economic goods and services in the case of the business, health care in that of the hospital, or scholarship and higher education in that of the university—the rule is to optimize. There, managers have to base their decisions on what is right rather than on what is acceptable. But in dealing with the constituencies outside and beyond this narrow definition of the primary task, managers have to think politically—in terms of the minimum needed to placate and appease and keep quiet constituent groups that otherwise might use their power of veto. Managers cannot be politicians. They cannot confine themselves to “satisficing” decisions. But they also cannot be concerned only with optimization in the central area of performance of their institution. They have to balance both approaches in one continuous decisionmaking process.

The Power of the Small Minority

Such a process is doubly important in a pluralist society in which small, single-minded, often paranoid groups have attained a power out of all proportion to their actual size.

The theory of the modern state presumed that there would be a “majority” and a “minority,” and that out of their interplay a national “general will” would emerge. It assumed further that both, majority and minority, would be concerned with the entire spectrum of social and political decisions. Everything else was considered to be “faction,” evil and nefarious. The modern political party arose as a means of integrating “factions” into the general good and the general will, and of converting “factions” into “programs.” Since Edmund Burke in England first opposed the integrating power of party to the factional extremism of the French Revolution, the concept of the integrating party has been central to modern political theory and modern political practice.

The change back from integrating party to confrontational faction began in the early years of this century. One agent of the change was the labor union, which imposed its own exceedingly single-minded concept on the concept of the “general will” and of the “general good.” But the labor union was still largely adopted into the party system. In Europe, it was integrated into the ideological structure of a “Socialist,” “Communist,” or “labor” party, which holds positions on every issue and which tried, for a long time with conspicuous success, to integrate the peculiar parochial interests of the labor union into a broad ideological consensus. In the United States, the labor union eschewed ideological coloration by and large, but instead narrowed its concerns to limited economic goals, perfectly compatible with a broad consensus on social, political, and cultural issues. Indeed, outside its narrow economic goals, the American labor union has traditionally been an exceedingly conservative force that embraces traditional values—whether family or church, American foreign policy or the American constitutional system.

But new and different forces have arisen to challenge the traditional concept. Perhaps the earliest one was the tiny minority in the United States—amounting to no more than 5 percent of the voting population—which imposed prohibition on the majority by being totally single-minded and oblivious to all but one issue. The prohibitionists of 1920 knew perfectly well that the great majority was at best indifferent to their issue and for the most part opposed. They knew that their cause would be lost as soon as the American soldiers came home from World War I. They had only three or four years in which to impose their obsession on the body politic. But they also realized that the traditional party approach gave very small groups a swing vote, not by voting for, but by voting against. And so a small group, amounting to one out of twenty of the American voting population, imposed prohibition by making it the sole issue that would decide against whom they would vote.

Shortly thereafter Gandhi in India showed that a similar small minority could paralyze the mightiest power by passive resistance and sabotage. To be sure, if the British in the twenties had still believed in their imperial mission and had still been willing to impose their will—if necessary, by force—on a fairly small opposing minority, Gandhi’s movement would soon have been squelched. But when the British tried, their attempts to suppress a small minority rapidly became the “Massacre of Amritsar” in which a thoroughly befuddled British general tried to do what till then had been the right thing to do, disperse a mob by force. It was not the reaction in India to Amritsar that made Gandhi successful. It was the reaction in Great Britain.

These two events signified a decisive change in political dynamics. They showed that parties—groups that try to integrate individual interests into a majority coalition—are powerless against small minorities of single-minded “true believers” who assert that one negative issue, and only one negative issue, matters, and that the fate of the world, or at least of society, hinges on one narrow aim, whether it is not to eat meat, not to drink liquor, not to pollute the environment, or not to risk accidents or cancer whatever the price. Where parties, by definition, try to create consensus for action, factions try to block action through confrontation. They are Gandhi’s Amritsar mob of a thousand people in a subcontinent with a population of several hundred millions. They exercise their power not by the support they can muster but by the actions they can block. Their power is not that of assent but that of veto.

Increasingly, parties no longer mobilize for action. The power to produce results has shifted to very small groups, which have no positive program at all but only a negative one, only an “enemy.” Typically, their slogan is not “civil rights” but “no nukes” (which now refers to nuclear reactors rather than, as it did originally, to nuclear bombs). It is often remarked that in the trade unions of England, “radicals” or “militants” or “leftists” dominate, even though they represent only 2 or 3 percent of the members. This is explained by the lethargy of the great majority of “moderates,” who do not show up at meetings, do not vote, and do not greatly care. But in reality, the minority has the power to block because it is dedicated to one single issue and is basically not concerned with the consequences of its action. It is concerned only with nullifying.

Any individual or group that believes in one supreme value, other than a revealed supernatural truth, is by definition paranoid. The rest of us are sane precisely because we know that the world is complex and that there is no one ultimate value, except perhaps one that is not of this world. But whether paranoid or not, modern politics is increasingly moving from the creation of consent to confrontation and adversary proceedings. It is increasingly moving from trying to find the common denominator to identifying the least and most uncommon single cause. It is increasingly moving from trying to compromise to trial by combat. This too, perhaps, is characteristic of a pluralist society. But no earlier society has carried the concept of trial by combat further than it has been carried in the last thirty years in the developed countries.

The small group with its single-minded dedication to one absolute can be called “paranoid” also in a different meaning of the term. It refuses to admit that it could possibly be wrong or could possibly use the wrong means to its end. If the results are not what it expected, that is only additional proof of the powers of evil. It is never taken as an indication that the group might have been wrong, let alone that its efforts were misdirected. No American prohibitionist could ever admit, for instance, that all the Prohibition Amendment did was make drinking fashionable, despite the overwhelming evidence to that effect.




    
Managing in a Political Environment

The shift from consensus to confrontation and from the search for the common denominator to single-purpose fanaticism means that the traditional ways in which managers operated in the political arena will no longer work. Managers have always been enjoined to understand the needs of the politician and to cooperate with him. The advice has always been: stay close to the politician, whether in Parliament or in the civil service, get to know him and to be known by him, anticipate his needs and work with him. It is still sensible to know the points of view, the values, the priorities, and the problems of other people—and especially of politicians—if only because their points of view, their values, and the pressures on them are so very different from those managers take for granted, whether they manage a business, a hospital, a university, or a government agency. It is still sensible to know that the things that appear obvious to a manager, such as the specific mission of his institution, are remote to the politician if visible to him at all. It is still sensible to know the participants in the political process and to be known by them before one needs something from them. It is still sensible to look upon problems created by the impacts of one’s institution and to think through solutions before they become a “scandal” and the plaything of politicians running for reelection or for promotion.

But it is no longer enough. One cannot appease the paranoid; the attempt only confirms his suspicions. One can only take leadership away from him. Today’s manager can no longer confine himself to reacting; he has to act. He can no longer wait; he must take the initiative and become an activist.

The Manager as Political Activist

The new manager, whether of a business, hospital, or university, will be effective only if he ceases to see himself—and to be seen—as representing a “special interest.” In a political arena overcrowded by “true believers” in “sacred causes,” the manager of institutions must establish himself as the representative of the common good, as the spokesman for the “general will.” He can no longer depend on the political process to be the integrating force; he himself has to become the integrator. He has to establish himself as the spokesman for the interest of society in producing, in performing, in achieving. And this means that the manager of any institution (but particularly of business) has to think through what the policy should be in the general interest and to provide social cohesion. He has to do this before there is a “problem,” before he reacts to somebody else’s proposal, before there is an issue. And then he has to become the proponent, the educator, the advocate. The manager, in other words, will have to learn to create the “issues,” to identify both the social concern and the solution to it, and to speak for the producer interest in society as a whole rather than for the special interest of “business.”

In the United States the Business Round Table, a group composed of chief executives of large companies, has established itself as a policymaker that thinks through economic and social problems and formulates policies before they become political controversies. It has tried to be quiet, has eschewed publicity, stayed out of the limelight—and has been quite successful. In the United Kingdom, the British Institute of Management has similarly gone activist. It has taken a stand in asserting management to be the legitimate spokesman for the commonweal and for the economic interests of society. And in Japan, the old-established powerful associations of top management are similarly moving from saying “No” to policy proposals they deem harmful toward developing policies they consider constructive and in the national interest.

To be effective, management has to build up a constituency that will accept it as a representative of the producer interest and as a spokesman for the general will. This presupposes such policies as the anticipation of, and provision for, redundancy discussed in an earlier section. It assumes that management accepts the responsibility for integrating employe ownership into the governance of the corporation, and employe competence into the responsibility of citizenship. It assumes that management stops talking “profit” and accepts its responsibility for earning the costs of society’s future, the costs of staying in business. It assumes that management accepts the responsibility also of speaking and acting as representative of the common good rather than continuing to act as representative of one interest, the “business” interest, in which capacity it can only lose.

 

The failure of American big business managers to fight the impact of inflation on the taxes their employes pay is a good example of how not to behave. The very few people—among them a handful of senior executives—with a family income of more than $100,000 a year are the only group in America whose income tax is indexed against inflation. Their maximum tax is set at 50 percent of their income; an increase of their nominal income due to inflation does not put them into a higher tax bracket. Their subordinates, however, enjoy no such protection. Their taxes jump, even though their income goes up no faster than inflation. The maximum tax is sensible and socially desirable, indeed, necessary. But I doubt whether it will remain defensible if executives continue to keep silent about the gross injustice done their associates, colleagues, and fellow producers. That the unions look the other way is understandable; they are committed to larger government spending and the automatic ratcheting of incomes into higher tax brackets through inflation is the quickest way to increase government revenues faster than inflation. Moreover, it requires no unpopular political action such as increases in the nominal tax rate. But executives have no such excuse. Their silence constitutes inertia, lack of concern, lack of responsibility, and an abdication of leadership.

Unless executives accept the responsibility of taking leadership in the common interest, they will become more and more powerless in the pluralist political environment, and will continue to be the losers in the politics of confrontation.

 

The demands of the new political environment may sound like “big company stuff.” But the politicization of all institutions makes demands for leadership and activism on the management of all businesses, including the medium-sized and even the small ones. In fact, medium-sized and small businesses often have to devote more time to issues that are not directly concerned with economic performance, and often have to give more, and more effective, leadership. Where the big company, whose chief executive may sit at the Business Round Table, deals with national and international issues, the medium-sized or small company may find itself dealing with local or state matters. It might have to work indirectly through a trade association or an industry association rather than directly with the top people in government. But the demands on time, policy, and character remain the same. Equally, the managers of non-profit public service institutions face the same demands and have to take on similar tasks.

Whether a business is very large or quite small, it operates and lives in a society in which the main needs of the community are being discharged through institutions that were originally designed for single-purpose performance only. No matter whether the business—or hospital or university—is large or small, management will have to accept that society looks to its institutions to attain ends unrelated to the institutions’ own purposes, such as preferential employment for “minorities” on the university faculty regardless of scholarship and teaching ability. Managers will have to learn to operate in a political environment, in which the dynamics have shifted to small, single-minded confrontational minorities that can veto, and away from majorities that represent a consensus and can act. Managers will find increasingly that in turbulent times they have to be leaders and integrators in a pluralist society, in addition to managing their institutions for performance.
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The Challenge to Management

Rarely, if ever, has a new basic institution, a new leading group, a new central function, emerged as fast as has management since the turn of the century. Rarely in human history has a new institution proven indispensable so quickly. Even less often has a new institution arrived with so little opposition, so little disturbance, so little controversy.

It is less than ten years since I wrote these lines.* The first two sentences are still valid. Never before has a social leadership group, a new social institution, emerged as rapidly as management, which was virtually unknown in 1900 and is now worldwide and ubiquitous. And rarely, if ever, has it proven indispensable so quickly. But one can no longer claim that management encounters little opposition, causes little disturbance, and creates little controversy. On the contrary, management is now being stridently attacked. It is at the very center of the turbulence. And it has become highly controversial.

There is little cause to worry about management’s survival. Unless humanity blows itself up in a worldwide catastrophe, the institutions that the events of the last one hundred years have created will continue: they will become more, rather than less, important. And these institutions cannot function without management. Management is the organ of institutions, the organ that converts a mob into an organization, and human efforts into performance.

But the form which management will take may be quite different tomorrow. The restraints, the controls, the structure, the power, and the rhetoric of management may all change drastically. In many ways the present time, the next ten or twenty years, will be the “adolescent crisis” of management, which will decide what mature management will look like, what its personality will come to represent, and how many of its promises it will be able to convert into solid adult achievements.

The challenges of turbulent times that all institutions face, businesses and public-service institutions alike, affect all levels of management and all groups within management. The first-line supervisors may face the most upsetting challenges, for which they are least prepared. In the knowledge organization, the “supervisor” has to become an “assistant,” a “resource,” a “teacher.” And the new elements in the labor force, whether women working part-time or retired people, require different leadership than the traditional supervisor has been trained to give. The supervisor has adapted least well to the drastic shifts in the educational level and in the expectations of today’s labor forces—and he or she will have to learn a great many things to be equal to the tasks of tomorrow.

But “middle management” also faces challenges. The very term “middle management” is becoming meaningless in the context of what I have called the “double-headed monster.” With production sharing, people who are now considered “middle management” and “functional executives” will have to learn how to work with people over whom they have no direct line control, to work transnationally, and to create, maintain, and run systems—none of which are traditionally middle management tasks. Indeed, it will become increasingly difficult in the organization of tomorrow to distinguish the “middle manager” from the “senior professional,” and both from people who do top management work, albeit perhaps within a narrow sphere of action.

The greatest challenges and the greatest changes ahead surely pertain to top management. It can easily be argued that fundamental changes in social and political control, such as a takeover of governmental power by a totalitarian party or a total takeover of the economy by government, would have very little effect on the first-line manager, the supervisor, or the middle manager. They might have to fill out a great many more forms, but that would be about the extent of it. Yet top management would surely change drastically, and not just the people who occupy top management positions, but its functions, relationships, and responsibilities. And yet even then there would still be a need for top management, certainly if society wanted its institutions to function.

It is top management that faces the challenge of setting directions for the enterprise, of managing the fundamentals. It is top management that will have to restructure itself to meet the challenges of the “sea-change,” the changes in population structure and in population dynamics—whether these are the emergence of the transnational confederation or the changes within the work force and its relationship to the enterprise. And it is top management above all that will have to concern itself with the turbulences in the environment, the emergence of the world economy, the emergence of the employe society, and the need for the enterprises in its care to take the lead in respect to political process, political concepts, and social policies.

In all developed countries, top management is already in a process of rapid change. In the United States, top management people in the large businesses, such as DuPont, General Electric, or the big banks, spend up to four-fifths of their time on outside relations, and especially on relations with all kinds of government agencies and all kinds of “publics.” This is increasingly true for small businesses and for non-business public service institutions as well.

A few months ago, the chief executive officer of a large community hospital with more than eight hundred beds wrote to me: “Five years ago, I spent all my time on running the hospital and left our governmental relations to the hospital association, even though I appeared frequently both in Washington and in the state capital to testify. I have since learned that we cannot depend on associations. We have been eminently successful in learning to understand the needs of hospitals and getting the needs of our hospital across to legislators and civil servants, both in Washington and in the state capital. But this requires that I personally and my two senior men spend at least half of our time working on our public and political relations rather than leave that task to our association executives, capable though they are. The time spent in Washington and the state capital has repaid for itself many times—but I wonder how much longer the three of us at the top of this hospital can keep on spending seven days a week, fourteen hours a day working—and otherwise I do not see how we can do both our jobs of running the hospital at a critical time in its history and of developing and maintaining the governmental relations without which we could not survive either.”

More than twenty-five years ago, I argued strongly in The Practice of Management* for the development of an independent board of directors with clear duties and a work program of its own. Now this is finally becoming reality. The board of directors will again be a genuine organ of accountability and a functioning part of the governance of institutions. But this too imposes new and additional burdens on top management.

It would be tempting to respond to these demands by developing a top management patterned after the Japanese model. In the large Japanese business, top management does not “operate”; it “relates.” It takes care of the outside relationships—with government, with the bank, with the industry group, and so on. Younger people, the senior department heads who are the “company directors,” run the business. Top management makes sure that the people who are in these jobs are qualified; in fact, Japanese top management may spend more time on thinking about management succession than on anything else. And of course it gets involved in the major decisions. But it does not “manage” the business itself.

There are some signs that Western institutions are moving in this direction.

In one of the biggest American banks, a chairman, a president, and two vice chairmen spend most of their time on outside relationships. Chairman and president have alternated in working on the financial crisis of the City of New York; and in the year in which each of them holds this portfolio, he has not much time for anything else. During that year, the other man is a member of the Business Round Table and spends two days a week on national and labor policies. The two vice chairmen handle respectively relations with Washington agencies and relations with foreign governments and international financial institutions. A group of executive vice presidents actually runs the bank. The entire top group spends at least two mornings together every week and also tries to have lunch together as often as possible, despite the individual members’ heavy travelling schedules.

But this is not truly adequate. The times ahead will demand more rather than less concern by top management with the actual business, its objective, its priorities, and its strategies. They will put a high premium on managing the business, and an even greater premium on top management’s knowledge of the business and the people in it, of its problems and its opportunities. And production sharing will make further demands on top management, both in personal relationships and in business decisions.

The burden of outside relationships, the demand that top management become activist and leader, also rules out the traditional American approach in which top management spends practically all its time on managing the business and delegates the outside sphere to subordinates. As the letter from the hospital administrator quoted above illustrates, top management can no longer delegate to the trade association. It has to be active in the critical policy and relation areas itself; it has to have time to acquire first-hand knowledge and to give leadership.

This indicates that in future, the workload and above all the preparation for assuming top management jobs will again become major areas of thought, experimentation, and innovation. We began work on top management structure at the time of World War II; ten or fifteen years later, we thought that we had finished and knew the answers. Now we shall again have to start trying to define the questions.

In the years ahead, concern in management will shift once more to the structure, composition, and qualification of top management and of the people in it. “Top management” tomorrow will embrace a larger number of people, especially in larger organizations, than it has done traditionally. We have learned in the last twenty-five or thirty years that even the medium-sized business needs a top management team, and that the one single “chief executive” is not adequate—the job requires too many different kinds of temperament, has too many dimensions, and embraces too much work to be done by a soloist. The proper analogy for the top management job is the small chamber ensemble, the string quartet, in which each player is an equal even though there is always a “leader.”

In production sharing, for instance, the head of each production facility is a member of the top management of the total enterprise. A transnational confederation is a “systems” organization in which there is not one but a great many “top managements,” and in which almost everybody in charge of a specific piece of the whole has to understand all the decisions about the entire enterprise so that he can function constructively. I am quite sure that we will experiment with other structures and designs as well. One thing we can say with confidence: the test of an organization structure, even in the fairly small or medium-sized business, will be the extent to which it exposes younger people to top management challenges, tests them against top management demands, and prepares them for running businesses and institutions rather than for specific functions and specialties.

Rarely has a new social institution, a new social function, emerged as fast as management in this century. Rarely, if ever, has it become indispensable so fast. But rarely also has a new institution, a new leadership group, faced as demanding, as challenging, as exciting a test as the one that managing in turbulent times now poses to the managements of businesses and non-business public service institutions alike.
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PREFACE




Management books, though only few of them, had been written and published before The Practice of Management appeared in 1954. I myself had published in 1946 my first management book, Concept of the Corporation (New York: John Day). A few years earlier, in 1938, Chester I. Barnard’s The Functions of the Executive (Cambridge, Mass.: Harvard University Press) had appeared. The papers on management Mary Parker Follett had written in the 1920s and early 1930s were collected and published under the title Dynamic Administration (New York: Harper & Brothers) in 1941. Elton Mayo, the Australian-born Harvard professor, had published his two short books on work and worker: The Human Problems of an Industrial Civilization (New York: Macmillan) and The Social Problems of an Industrial Civilization (Cambridge, Mass.: Harvard University Press) in 1933 and 1945, respectively. The English translation of Henry Fayol’s Industrial and General Administration—first published in Paris in 1916—had come out in 1930 (London, England: Pitman); and Frederick W. Taylor’s Scientific Management had come out even earlier, in 1911 (New York: Harper & Brothers), and had been reprinted many times since.

Every one of these books is still being read widely, and deserves to be read widely. Every one was a major achievement. Every one laid firm and lasting foundations; indeed, in their respective fields, none has yet been surpassed. There are no better guides to what we now call organizational psychology and organizational development than Barnard and Mary Parker Follett. When we talk of “quality circles” and “worker involvement,” we only echo what Elton Mayo wrote forty and fifty years ago. Fayol’s language is outdated, but his insights into the work of management and its organization are still fresh and original. Little has been added in respect to top management, its functions and its policies to what I wrote in Concept of the Corporation. And we find ourselves today going back to Taylor in order to understand the work of knowledge-workers and to learn how to make knowledge-work productive.

Still, The Practice of Management was the first true “management” book. It was the first to look at management as a whole, the first that attempted to depict management as a distinct function, managing as specific work, and being a manager as a distinct responsibility. All earlier books had dealt with one aspect of management and managing—with communications, for instance, as did Barnard’s Functions of the Executive, or with top management, organizational structure, and corporate policy, as did my Concept of the Corporation. The Practice of Management talks of “managing a business,” “managing managers,” and “the management of worker and work”—the titles, respectively, of Parts One, Two, and Four. It talks of “the structure of management” (Part Three) but also of “making decisions” (Chapter 28). It talks of “the nature of management,” its role, its jobs, and the challenges managements face. But it also talks of managers as people, of the individual men and women who perform managerial work and hold managerial positions: their qualifications, their development, their responsibilities, their values. The Practice of Management has a chapter entitled “The Spirit of an Organization” (Chapter 13), in which can be found everything that is now discussed under the heading of “corporate culture.” The Practice of Management was the first book to talk of “objectives,” to define “key result areas,” to outline how to set objectives, and to describe how to use them to direct and steer a business and to measure its performance. Indeed The Practice of Management probably invented the term “objectives”—at least, it is not to be found in the earlier literature. And The Practice of Management was the first book to discuss both managing the existing business and innovating the business of tomorrow.

Perhaps even more important—and certainly more novel—was the fact that The Practice of Management was a “first” also in that it saw the enterprise as a whole. All earlier management books—and indeed most management books even now—only see one aspect. Indeed, they usually see only the internal dimension: organization, policies, human relations within the organization, authority within it, and so on. The Practice of Management portrays the enterprise three-dimensionally: first, as a “business” that is an institution existing to produce economic results outside of it, in the market and for customers; second, as a human and social “organization” which employs people, has to develop them, has to pay them, has to organize them for productivity, and therefore requires governance, embodies values and creates relationships of power and responsibility; and third, as a “social institution” embedded in society and community and thus affected by the public interest. The Practice of Management also discusses the “social responsibilities of business”—a term that was practically unknown at the time the book was published.

The Practice of Management thus created some thirty years ago what we now refer to as the “discipline” of management. And this was neither accident nor good luck—it was the book’s mission and intent.

When I wrote The Practice of Management, I had ten years’ successful consulting practice under my belt. My own starting point had been neither business nor management. To be sure, I had, much earlier, worked for banks—one short year in Germany, three years in England. But I had become a writer and journalist and taught government and political science. I thus came to management almost by accident. In 1942 I published a book, Future of Industrial Man, in which I argued that a good many of the social tasks which community and family had performed in earlier societies had come to be discharged by organizations and especially by the business enterprise. This book attracted the attention of a senior executive of the world’s largest manufacturing company, General Motors, who, in the late fall of 1943, invited me to make an in-depth study of his top management, its structure and its basic policies. Out of this study grew Concept of the Corporation, finished in 1945 and published in 1946.

I found the work fascinating—but also frustrating. There was practically nothing to help me prepare myself for it. Worse, what few books on management and business enterprise existed were totally inadequate. They dealt with one aspect, and one aspect only, as if it existed in isolation. They reminded me of a book on human anatomy that would discuss one joint in the body—the elbow, for instance—without even mentioning the arm, let alone the skeleton and musculature. Worse still, there were no studies at all on most aspects of management. Yet what made management and the work of the manager so interesting, I thought, was precisely that there was always a true whole, a three-dimensional entity. Managing, I soon learned, always had to take into account the results and performance for the sake of which the business exists, the internal organization of people engaged in a common task and the outside social dimension—the dimension of social impacts and social responsibilities. Yet nothing could be found on most of these topics, let alone on their relationship to one another. Plenty of books existed at the time on the impact of government policy on business; indeed, courses on government regulation of business were then—and still are—highly popular. But what about the impact of business on society and community? There was ample material on corporate finance—but virtually nothing on business policy and so on.

I continued for some time as a consultant to General Motors after I had finished my study. And then I gradually was called in to consult by some other large corporations—Sears, Roebuck, the Chesapeake & Ohio Railroad, General Electric. Everywhere I found the same situation: a near-total absence of study, thought and knowledge regarding the job, function and challenges of management—nothing but fragments and specialized monographs. And so I decided to sit down, first to map out that “dark continent,” management, then to define what pieces were missing and had to be forged and finally to put the whole together into one systematic, organized—yet short—book. In my consulting assignments I was meeting large numbers of able younger people, people in middle-and upper-middle management positions or in their first major assignment, either as a manager or as an individual professional contributor. These were the people who knew that they were managers—their predecessors, who had made their careers before World War II, were often barely conscious of that fact. These younger achieving people knew that they needed systematic knowledge; needed concepts, principles, tools—and had none. It was for them that I wrote the book. And it was that generation which made the book an immediate success, that generation which converted being a manager from being a “rank” into work, function and responsibility. And the book was an immediate success, not only in the United States but worldwide, in Europe, in Latin America and, especially, in Japan. Indeed, the Japanese consider it the foundation of their economic success and industrial performance.

Some of my subsequent management books have taken one major theme of The Practice of Management and developed it at greater length—for instance, Managing for Results (1964), which was the first book on business strategy, and The Effective Executive (1966), which treats managing oneself as a manager and executive in an organization. Management: Tasks, Responsibilities, Practices (1973) was written as a systematic handbook for the practicing executive but also as a systematic text for the student of management; it thus aims at being comprehensive and definitive, whereas The Practice of Management aims at being accessible and stimulating. Managing in Turbulent Times (1980) further develops basic questions raised in The Practice of Management—What is our business? What could it be? What should it be?—but also considers the question of how a business both innovates and maintains continuity in a time of change, thus turning change into opportunity. These four volumes—all originally published by Harper & Row—have now come out as Harper paperbacks in the same format as this paperback edition of The Practice of Management.

But The Practice of Management has remained the one book which students of management, young people aspiring to become managers and mature managers still consider the foundation book. “If you read only one book on management,” the chairman of one of the world’s largest banks tells his officers again and again, “read The Practice of Management.” What explains this success is, I believe, the book’s balance between being comprehensive and being accessible and easy to read. Each chapter is short, yet each presents the fundamentals in their entirety. This is, of course, the result of the book’s origins; I wanted something that would give the managers I was working with in my client companies everything they would need to do their jobs and prepare themselves for top-management responsibilities; yet the material had to be accessible, had to be readable, had to fit the limited time and attention busy people could give to it. It is this balance, I believe, that has made this book keep on selling and being read for thirty years despite the plethora of books on management that have been written and published since. This balance, I believe, has made it the preferred book of the practitioner of management and of those who aspire to become managers, in public-service organizations as well as in businesses. And I hope this paperback edition will serve the same function and make the same contribution to new generations of students, aspiring young management professionals, and seasoned practitioners for years to come.

PETER F. DRUCKER              

Claremont, California            

Thanksgiving Day, 1985       
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CHAPTER 1

THE ROLE OF MANAGEMENT


The dynamic element in every business—A distinct and a leading group—The emergence of management—The free world’s stake in management.






THE manager is the dynamic, life-giving element in every business. Without his leadership the “resources of production” remain resources and never become production. In a competitive economy, above all, the quality and performance of the managers determine the success of a business, indeed they determine its survival. For the quality and performance of its managers is the only effective advantage an enterprise in a competitive economy can have.

Management is also a distinct and a leading group in industrial society. We no longer talk of “capital” and “labor” we talk of “management” and “labor.” The “responsibilities of capital” have disappeared from our vocabulary together with the “rights of capital” instead, we hear of the “responsibilities of management,” and (a singularly hapless phrase) of the “prerogatives of management.” We are building up a comprehensive and distinct system of “education for management.” And when the Eisenhower Administration was formed in 1952, it was formed consciously as a “Management Administration.”

The emergence of management as an essential, a distinct and a leading institution is a pivotal event in social history. Rarely, if ever, has a new basic institution, a new leading group, emerged as fast as has management since the turn of this century. Rarely in human history has a new institution proven indispensable so quickly; and even less often has a new institution arrived with so little opposition, so little disturbance, so little controversy.

Management will remain a basic and dominant institution perhaps as long as Western civilization itself survives. For management is not only grounded in the nature of the modern industrial system and in the needs of the modern business enterprise to which an industrial system must entrust its productive resources—both human and material. Management also expresses basic beliefs of modern Western society. It expresses the belief in the possibility of controlling man’s livelihood through systematic organization of economic resources. It expresses the belief that economic change can be made into the most powerful engine for human betterment and social justice—that, as Jonathan Swift first overstated it two hundred and fifty years ago, whoever makes two blades of grass grow where only one grew before deserves better of mankind than any speculative philosopher or metaphysical system builder.

This belief that the material can and should be used to advance the human spirit is not just the age-old human heresy “materialism.” In fact, it is incompatible with materialism as the term has always been understood. It is something new, distinctly modern, distinctly Western. Prior to, and outside of, the modern West, resources have always been considered a limit to man’s activities, a restriction on his control over his environment—rather than an opportunity and a tool of his control over nature. They have always been considered God-given and unchangeable. Indeed all societies, except the modern West, have looked upon economic change as a danger to society and individual alike, and have considered it the first responsibility of government to keep the economy unchangeable.

Management, which is the organ of society specifically charged with making resources productive, that is, with the responsibility for organized economic advance, therefore reflects the basic spirit of the modern age. It is in fact indispensable—and this explains why, once begotten, it grew so fast and with so little opposition.

The Importance of Management

Management, its competence, its integrity and its performance will be decisive both to the United States and to the free world in the decades ahead. At the same time the demands on management will be rising steadily and steeply.

A “Cold War” of indefinite duration not only puts heavy economic burdens on the economy, which only continuous economic advance can make bearable; it demands ability to satisfy the country’s military needs while building up, at the same time, an expanding peacetime economy. It demands, indeed, an unprecedented ability of the entire economy to shift back and forth between peacetime and defense production, practically at an instant’s notice. This demand, on the satisfaction of which our survival may well depend, is above all a demand on the competence of the managements, especially of our big enterprises.

That the United States is the leader today, economically and socially, will make management performance decisive—and adequate management performance much harder. From the peak there is only one easy way to go: downwards. It always requires twice as much effort and skill to stay up as it did to climb up. In other words, there is real danger that in retrospect the United States of 1950 will come to look like the Great Britain of 1880—doomed to decline for lack of vision and lack of effort. There are evidences of a tendency in this country to defend what we have rather than advance further; capital equipment is getting old in many industries; productivity is improving fast only in the very new industries, and may be stagnant if not declining in many others. Only superior management competence and continuously improved management performance can keep us progressing, can prevent our becoming smug, self-satisfied and lazy.

Outside the United States management has an even more decisive function and an even tougher job. Whether Europe regains her economic prosperity depends, above all, on the performance of her managements. And whether the formerly colonial and raw-material producing countries will succeed in developing their economies as free nations or will go Communist, depends to a large extent on their ability to produce competent and responsible managers in a hurry. Truly, the entire free world has an immense stake in the competence, skill and responsibility of management.








CHAPTER 2

THE JOBS OF MANAGEMENT


Management the least known of our basic institutions—The organ of the enterprise—The first function: economic performance—The first job: managing a business—Managing as creative action—Management by objectives—Managing managers—The enterprise as a genuine whole—Managers must manage—“It’s the abilities, not the disabilities, that count”—Managing worker and work—The two time dimensions of management—The integrated nature of management.






DESPITE its crucial importance, its high visibility and its spectacular rise, management is the least known and the least understood of our basic institutions. Even the people in a business often do not know what their management does and what it is supposed to be doing, how it acts and why, whether it does a good job or not. Indeed, the typical picture of what goes on in the “front office” or on “the fourteenth floor” in the minds of otherwise sane, well-informed and intelligent employees (including, often, people themselves in responsible managerial and specialist positions) bears striking resemblance to the medieval geographer’s picture of Africa as the stamping ground of the one-eyed ogre, the two-headed pygmy, the immortal phoenix and the elusive unicorn. What then is management: What does it do?

There are two popular answers. One is that management is the people at the top—the term “management” being little more than euphemism for “the boss.” The other one defines a manager as someone who directs the work of others and who, as a slogan puts it, “does his work by getting other people to do theirs.”


But these are at best merely efforts to tell us who belongs in management (as we shall see, they don’t even tell us that). They do not attempt to tell us what management is and what it does. These questions can only be answered by analyzing management’s function. For management is an organ; and organs can be described and defined only through their function.

Management is the specific organ of the business enterprise. Whenever we talk of a business enterprise, say, the United States Steel Company or the British Coal Board, as deciding to build a new plant, laying off workers or treating its customers fairly, we actually talk of a management decision, a management action, a management behavior. The enterprise can decide, act and behave only as its managers do—by itself the enterprise has no effective existence. And conversely any business enterprise, no matter what its legal structure, must have a management to be alive and functioning. (In this respect there is no difference between private enterprise, the nationalized industries of Great Britain, such old-established government monopolies as a Post Office, and the “ministries” and “trusts” of Communist Russia.)

That management is the specific organ of the business enterprise is so obvious that it tends to be taken for granted. But it sets management apart from all other governing organs of all other institutions. The Government, the Army or the Church—in fact, any major institution—has to have an organ which, in some of its function, is not unlike the management of the business enterprise. But management as such is the management of a business enterprise. And the reason for the existence of a business enterprise is that it supplies economic goods and services. To be sure, the business enterprise must discharge its economic responsibility so as to strengthen society, and in accordance with society’s political and ethical beliefs. But these are (to use the logician’s term) accidental conditions limiting, modifying, encouraging or retarding the economic activities of the business enterprise. The essence of business enterprise, the vital principle that determines its nature, is economic performance.

The First Function: Economic Performance

Management must always, in every decision and action, put economic performance first. It can only justify its existence and its authority by the economic results it produces. There may be great non-economic results: the happiness of the members of the enterprise, the contribution to the welfare or culture of the community, etc. Yet management has failed if it fails to produce economic results. It has failed if it does not supply goods and services desired by the consumer at a price the consumer is willing to pay. It has failed if it does not improve or at least maintain the wealth-producing capacity of the economic resources entrusted to it.

In this management is unique. A General Staff will ask itself quite legitimately whether its basic military decisions are compatible with the economic structure and welfare of the country. But it would be greatly remiss in its duty were it to start its military deliberations with the needs of the economy. The economic consequences of military decisions are a secondary, a limiting factor in these decisions, not their starting point or their rationale. A General Staff, being the specific organ of a military organization, must, by necessity, put military security first. To act differently would be a betrayal of its responsibility and dangerous malpractice. Similarly, management, while always taking into consideration the impact of its decisions on society, both within and without the enterprise, must always put economic performance first.

 

The first definition of management is therefore that it is an economic organ, indeed the specifically economic organ of an industrial society. Every act, every decision, every deliberation of management has as its first dimension an economic dimension.

Management’s first job is managing a business

This apparently obvious statement leads to conclusions that are far from being obvious or generally accepted. It implies both severe limitations on the scope of management and manager, and a major responsibility for creative action.

It means in the first place that the skills, the competence, the experience of management cannot, as such, be transferred and applied to the organization and running of other institutions. In particular a man’s success in management carries by itself no promise—let alone a guarantee—of his being successful in government. A career in management is, by itself, not a preparation for major political office—or for leadership in the Armed Forces, the Church or a university. The skills, the competence and the experience that are common and therefore transferable are analytical and administrative—extremely important, but secondary to the attainment of the primary objectives of the various non-business institutions. Whether Franklin D. Roosevelt was a great President or a national disaster has been argued hotly in this country for twenty years. But the patent fact that he was an extremely poor administrator seldom enters the discussion; even his staunchest enemies would consider it irrelevant. What is at issue are his basic political decisions. And no one would claim that these should be determined by the supply of goods and services desired by the consumer at the price the consumer is willing to pay, or by the maintenance or improvement of wealth-producing resources. What to the manager must be the main focus is to the politician, of necessity, only one factor among many.

A second negative conclusion is that management can never be an exact science. True, the work of a manager can be systematically analyzed and classified; there are, in other words, distinct professional features and a scientific aspect to management. Nor is managing a business just a matter of hunch or native ability; its elements and requirements can be analyzed, can be organized systematically, can be learned by anyone with normal human endowment. Altogether, this entire book is based on the proposition that the days of the “intuitive” managers are numbered. This book assumes that the manager can improve his performance in all areas of management, including the managing of a business, through the systematic study of principles, the acquisition of organized knowledge and the systematic analysis of his own performance in all areas of his work and job and on all levels of management. Indeed, nothing else can contribute so much to his skill, his effectiveness and his performance. And underlying this theme is the conviction that the impact of the manager on modern society and its citizens is so great as to require of him the self-discipline and the high standards of public service of a true professional.

And yet the ultimate test of management is business performance. Achievement rather than knowledge remains, of necessity, both proof and aim. Management, in other words, is a practice, rather than a science or a profession, though containing elements of both. No greater damage could be done to our economy or to our society than to attempt to “professionalize” management by “licensing” managers, for instance, or by limiting access to management to people with a special academic degree.

On the contrary, it is the test of good management that it enables the successful business performer to do his work—whether he be otherwise a good manager or a poor one. And any serious attempt to make management “scientific” or a “profession” is bound to lead to the attempt to eliminate those “disturbing nuisances,” the unpredictabilities of business life—its risks, its ups and downs, its “wasteful competition,” the “irrational choices” of the consumer—and, in the process, the economy’s freedom and its ability to grow. It is not entirely accident that some of the early pioneers of “Scientific Management” ended up by demanding complete cartelization of the economy (Henry Gantt was the prime example); that the one direct outgrowth of American “Scientific Management” abroad, the German “Rationalization” movement of the twenties, attempted to make the world safe for professional management by cartelizing it; and that in our own country men who were steeped in “scientific management” played a big part in “Technocracy” and in the attempted nation-wide super-cartel of the National Recovery Act in the first year of Roosevelt’s New Deal.

The scope and extent of management’s authority and responsibility are severely limited. It is true that in order to discharge its business responsibility management must excercise substantial social and governing authority within the enterprise—authority over citizens in their capacity as members of the enterprise. It is also a fact that because of the importance of the business enterprise, management inevitably becomes one of the leading groups in industrial society. Since management’s responsibility is always founded in economic performance, however, it has no authority except as is necessary to discharge its economic responsibility. To assert authority for management over the citizen and his affairs beyond that growing out of management’s responsibility for business performance is usurpation of authority. Furthermore management can only be one leading group among several; in its own self-interest it can never and must never be the leading group. It has partial rather than comprehensive social responsibility—hence partial rather than comprehensive social authority. Should management claim to be the leading group—or even to be the most powerful of leading groups—it will either be rebuffed and, in the process, be shorn of most of the authority it can claim legitimately, or it will help into power a dictatorship that will deprive management as well as all other groups in a free society of their authority and standing.

But while the fact that management is an organ of the business enterprise limits its scope and potential, it also embodies a major responsibility for creative action. For management has to manage. And managing is not just passive, adaptive behavior; it means taking action to make the desired results come to pass.

The early economist conceived of the businessman and his behavior as purely passive: success in business meant rapid and intelligent adaptation to events occurring outside, in an economy shaped by impersonal, objective forces that were neither controlled by the businessman nor influenced by his reaction to them. We may call this the concept of the “trader.” Even if he was not considered a parasite, his contributions were seen as purely mechanical: the shifting of resources to more productive use. Today’s economist sees the businessman as choosing rationally between alternatives of action. This is no longer a mechanical concept; obviously what choice the businessman makes has a real impact on the economy. But still, the economist’s “businessman”—the picture that underlies the prevailing economic “theory of the firm” and the theorem of the “maximization of profits”—reacts to economic developments. He is still passive, still adaptive—though with a choice between various ways to adapt. Basically this is a concept of the “investor” or the “financier” rather than of the manager.

Of course, it is always important to adapt to economic changes rapidly, intelligently and rationally. But managing goes way beyond passive reaction and adaptation. It implies responsibility for attempting to shape the economic environment, for planning, initiating and carrying through changes in that economic environment, for constantly pushing back the limitations of economic circumstances on the enterprise’s freedom of action. What is possible—the economist’s “economic conditions”—is therefore only one pole in managing a business. What is desirable in the interest of the enterprise is the other. And while man can never really “master” his environment, while he is always held within a tight vise of possibilities, it is management’s specific job to make what is desirable first possible and then actual. Management is not just a creature of the economy; it is a creator as well. And only to the extent to which it masters the economic circumstances, and alters them by conscious, directed action, does it really manage. To manage a business means, therefore, to manage by objectives. Throughout this book this will be a keynote.

Managing Managers

To obtain economic performance there must be an enterprise. Management’s second function is therefore to make a productive enterprise out of human and material resources. Concretely this is the function of managing managers.

The enterprise, by definition, must be capable of producing more or better than all the resources that comprise it. It must be a genuine whole: greater than—or at least different from—the sum of its parts, with its output larger than the sum of all inputs.

The enterprise cannot therefore be a mechanical assemblage of resources. To make an enterprise out of resources it is not enough to put them together in logical order and then to throw the switch of capital as the nineteenth-century economists firmly believed (and as many of their successors among academic economists still believe). What is needed is a transmutation of the resources. And this cannot come from an inanimate resource such as capital. It requires management.

But it is also clear that the “resources” capable of enlargement can only be human resources. All other resources stand under the laws of mechanics. They can be better utilized or worse utilized, but they can never have an output greater than the sum of the inputs. On the contrary, the problem in putting non-human resources together is always to keep to a minimum the inevitable output-shrinkage through friction, etc. Man, alone of all the resources available to man, can grow and develop. Only what a great medieval political writer (Sir John Fortescue) called the “intencio populi,” the directed, focused, united effort of free human beings, can produce a real whole. Indeed, to make the whole that is greater than the sum of its parts has since Plato’s days been the definition of the “Good Society.”

When we speak of growth and development we imply that the human being himself determines what he contributes. Yet, we habitually define the rank-and-file worker—as distinguished from the manager—as a man who does as he is directed, without responsibility or share in the decisions concerning his work or that of others. This indicates that we consider the rank-and-file worker in the same light as other material resources, and as far as his contribution to the enterprise is concerned as standing under the laws of mechanics. This is a serious misunderstanding. The misunderstanding, however, is not in the definition of rank-and-file work, but rather in the failure to see that many rank-and-file jobs are in effect managerial, or would be more productive if made so. It does not, in other words, affect the argument that it is managing managers that makes an enterprise.

That this is true is shown in the terms we use to describe the various activities needed to build a functioning and productive enterprise. We speak of “organization”—the formal structure of the enterprise. But what we mean is the organization of managers and of their functions; neither brick and mortar nor rank-and-file workers have any place in the organization structure. We speak of “leadership” and of the “spirit” of a company. But leadership is given by managers and effective primarily within management; and the spirit is made by the spirit within the management group. We talk of “objectives” for the company, and of its performance. But the objectives are goals for management people; the performance is management performance. And if an enterprise fails to perform, we rightly hire not different workers but a new president.

Managers are also the costliest resource of the enterprise. In the big companies one hears again and again that a good engineer or accountant with ten or twelve years of working experience represents a direct investment of $50,000 over and above the contribution he has made so far to the company’s success. The figure is, of course, pure guess—though the margin of error may well be no greater than that in the accountant’s meticulous and detailed calculation of the investment in, and profitability of, a piece of machinery or a plant. But even if the actual figure were only a fraction, it would be high enough to make certain that the investment in managers, though, of course, never shown on the books, outweighs the investment in every other resource in practically all businesses. To utilize this investment as fully as possible is therefore a major requirement of managing a business.

To manage managers is therefore to make resources productive by making an enterprise out of them. And management is so complex and multi-faceted a thing, even in a very small business, that managing managers is inevitably not only a vital but a complex job.

Managing Worker and Work

The final function of management is to manage workers and work. Work has to be performed; and the resource to perform it with is workers—ranging from totally unskilled to artists, from wheelbarrow pushers to executive vice-presidents. This implies organization of the work so as to make it most suitable for human beings, and organization of people so as to make them work most productively and effectively. It implies consideration of the human being as a resource—that is, as something having peculiar physiological properties, abilities and limitations that require the same amount of engineering attention as the properties of any other resource, e. g., copper. It implies also consideration of the human resource as human beings having, unlike any other resource, personality, citizenship, control over whether they work, how much and how well, and thus requiring motivation, participation, satisfactions, incentives and rewards, leadership, status and function. And it is management, and management alone, that can satisfy these requirements. For they must be satisfied through work and job and within the enterprise; and management is the activating organ of the enterprise.

 

There is one more major factor in every management problem, every decision, every action—not, properly speaking, a fourth function of management, but an additional dimension: time. Management always has to consider both the present and the long-range future. A management problem is not solved if immediate profits are purchased by endangering the long-range profitability, perhaps even the survival, of the company. A management decision is irresponsible if it risks disaster this year for the sake of a grandiose future. The all too common case of the management that produces great economic results as long as it runs the company but leaves behind nothing but a burned-out and rapidly sinking hulk is an example of irresponsible managerial action through failure to balance present and future. The immediate “economic results” are actually fictitious and are achieved by paying out capital. In every case where present and future are not both satisfied, where their requirements are not harmonized or at least balanced, capital, that is, wealth-producing resources, is endangered, damaged or destroyed.

The time dimension is inherent in management because management is concerned with decisions for action. And action is always aimed at results in the future. Anybody whose responsibility it is to act—rather than just to know—operates into the future. But there are two reasons why the time dimension is of particular importance in management’s job, and of particular difficulty. In the first place, it is the essence of economic and technological progress that the time-span for the fruition and proving out of a decision is steadily lengthening. Edison, fifty years ago, needed two years or so between the start of laboratory work on an idea and the start of pilot-plant operations. Today it may well take Edison’s successors fifteen years. A half century ago a new plant was expected to pay for itself in two or three years; today, with capital investment per worker ten times that of 1900, the pay-off period in the same industry is ten or twelve years. The human organization, such as a sales force or a management group, may take even longer to build and to pay for itself.

The second peculiar characteristic of the time dimension is that management—almost alone—has to live always in both present and future. A military leader, too, knows both times. But rarely does he have to live in both at the same time. During peace he knows no “present” all the present is is a preparation for the future of war. During war he knows only the most short-lived “future” he is concerned with winning the war at hand to the practical exclusion of everything else. But management must keep the enterprise successful and profitable in the present—or else there will be no enterprise left to enjoy the future. It must simultaneously make the enterprise capable of growing and prospering, or at least of surviving in the future—otherwise it has fallen down on its responsibility of keeping resources productive and unimpaired, has destroyed capital. (The only parallel to this time-squeeze is the dilemma of the politician between the responsibility for the common good and the need to be re-elected as a prerequisite to making his contribution to the common good. But the cynical politician can argue that promises to the voters and performance once in office need not resemble each other too closely. The manager’s action on present results, however, directly determines future results, his action on future results—research expenditures, for instance, or plant investment—profoundly influences visible present results.)

The Integrated Nature of Management

The three jobs of management: managing a business, managing managers and managing worker and work, can be analyzed separately, studied separately, appraised separately. In each a present and a future dimension can be distinguished. But in its daily work management cannot separate them. Nor can it separate decisions on present from decisions on future. Any management decision always affects all three jobs and must take all three into account. And the most vital decisions on the future are often made as decisions on the present—on present research budgets or on the handling of a grievance, on promoting this man and letting that one go, on maintenance standards or on customer service.

It cannot even be said that one job predominates or requires the greater skill or competence. True, business performance comes first—it is the aim of the enterprise and the reason for its existence. But if there is no functioning enterprise, there will be no business performance, no matter how good management may be in managing the business. The same holds true if worker and work are mismanaged. Economic performance that is being achieved by mismanaging managers is illusory and actually destructive of capital. Economic performance that is being achieved by mismanaging work and worker is equally an illusion. It will not only raise costs to the point where the enterprise ceases to be competitive; it will, by creating class hatred and class warfare, end by making it impossible for the enterprise to operate at all.

Managing a business has primacy because the enterprise is an economic institution; but managing managers and managing workers and work have primacy precisely because society is not an economic institution and is therefore vitally interested in these two areas of management in which basic social beliefs and aims are being realized.

In this book we shall always bring together both present and future. But we shall discuss separately each of the three major jobs of management: managing a business, managing managers, managing work and worker. We must, however, never allow ourselves to forget that in actual practice managers always discharge these three jobs in every one action. We must not allow ourselves to forget that it is actually the specific situation of the manager to have not one but three jobs at the same time, discharged by and through the same people, exercised in and through the same decision. Indeed, we can only answer our question: “What is management and what does it do?” by saying that it is a multi-purpose organ that manages a business and manages managers and manages worker and work. If one of these were omitted, we would not have management any more—and we also would not have a business enterprise or an industrial society.








CHAPTER 3

THE CHALLENGE TO MANAGEMENT


The new industrial revolution—Automation: science fiction and reality—What is Automation?—Conceptual principles, not techniques or gadgets—Automation and the worker—Automation, planning and monopoly—The demands on the manager.






MANAGEMENT faces the first great test of its competence and its hardest task in the imminent industrial revolution which we call “Automation.”

A lot of rather lurid “science fiction” is being written today about Automation. The “push-button factory” is the least fantastic of them (though it, too, is largely nonsense). The coming of the new technology has revived all the slogans of the “planners” of the thirties. It is producing a new crop of penny-dreadfuls purporting to give us a glimpse of that nightmare, the technocrat’s paradise, in which no human decisions, no human responsibility, no human management is needed, and in which the push button run by its own “electronic brain” produces and distributes abundant wealth.

Specifically we are being told in these mathematical romances that the new technology will require such capital investments as to make impossible all but the giant business. We are told—in Europe even more than here—that it will make almost inevitable the elimination of competition and will make both possible and necessary the nationalization of the resulting giant monopolies. We are told that the push-button factory of the future will have practically no workers (though who will buy the unlimited supply of goods it will spew out if everyone lives in enforced idleness we are not being told). And those people that are still needed will be pure technicians—electronics engineers, theoretical physicists, mathematicians—or janitors. But managers will not be needed. Indeed, however much the prophets disagree on other points, they seem to be in emphatic agreement that managers will not be needed.

It is no accident that so much of this speculation comes from the advocates of controlled economy and central planning—especially in Europe. For every item in the present prediction of things to come is straight out of the prescription the planners urged us to swallow yesterday. Now that we in the free world no longer accept the planners’ remedies as good for us, an attempt is being made to make us swallow the same nostrums under the pretext that they are inevitable.

What Is Automation?

Yet every one of these assertions, conclusions and fears is the direct opposite of what the new technology really means. Indeed, we have enough examples of it around—in an oil refinery, for instance, or in a synthetic rubber plant—so that we do not have to speculate. We can show what Automation is and what its effects will be.

Automation is not “technical” in character. Like every technology it is primarily a system of concepts, and its technical aspects are results rather than causes.

The first concept is a metaphysical one: that there is a basic pattern of stability and predictability behind the seeming flux of phenomena. The second concept is one of the nature of work. The new technology does not, as did early individual production, focus on skill as the integrating principle of work. Nor does it, as did Henry Ford’s concept of mass production, focus on the product as the organizing principle. It focuses on the process, which it sees as an integrated and harmonious whole. Its aim is to arrive at the best process—the process that will produce the greatest variety of goods with the greatest stability, at the lowest cost and with the least effort. Indeed the less variety and fluctuation there is in the process, the greater may be the variety of goods that can be produced.

Finally, the new technology has a concept of control to maintain the equilibrium between ends and means, output and effort. Automation requires that what is significant be pre-established, and that it be used as a pre-set and self-activating governor of the process.

The mechanics of control can be extremely simple.

 

In the claims office of a life-insurance company, policies that require special handling—because the documents are not all there, because data are missing, because the beneficiary is not clearly established, because the title is clouded, etc.—are simply put aside and handed over to a separate clerk for special, individual handling. This anyone can learn to do in a few days (or a machine could be designed to do it). It makes possible the rapid, smooth and continuous processing of the 98 per cent or so of all policies that are routine—even though there are literally thousands of variations in the mode of payment, the distribution among beneficiaries and so on. Simple rejection is adequate control to maintain the process.

 

Control may also require complicated machinery. It can be exercised as “feed-back,” in which the result of the process is fed back into an earlier stage to maintain the process and to adjust it if necessary.

 

The simplest example is the “safety valve” on a steam engine which is lifted up by steam pressure in the boiler until it opens up a hole through which the excess steam escapes, thus lowering the pressure enough for the safety valve to sink back to its former place and to close the opening again. It is this principle on which glandular body functions operate. And it is feed-back that is used by the electronic control system of an anti-aircraft gun.

 

The mechanics of control are, however, quite secondary to the technology of Automation. What is essential is that there always be a control built into the process which maintains it either by eliminating what the process cannot handle, or by adjusting the process so as to make it produce the planned result.

 

Only after these concepts have been thought through can machines and gadgets be fruitfully applied.

After this conceptual rethinking, however, mechanization of those operations that are repetitive in character becomes both possible and economical. A machine can be used to feed material into another machine, to change the material’s position in the machine and to move it from one machine to the next. All materials handling—which contributes the bulk of unskilled repetitive work under mass production—can be mechanized. So can changes in machine setting and routine judgments (for instance, whether the machine has become too hot or the tool bit too blunt).

This mechanization is not, however, Automation itself. It is only the result of Automation and it is not essential to it. We have plenty of examples of effective mass production without a single conveyor belt; for instance, the sorting of checks in a clearing house. We will see examples of Automation without a single “automatic tool,” let alone a single “push button.”

Techniques, tools and gadgets are thus in Automation, as in every technology, specific to the task and determined by it. They do not constitute Automation; nor does Automation consist in their application. Automation is a concept of the organization of work. It is therefore as applicable to the organization of distribution or of clerical work as to that of industrial production.

Automation and the Worker

The popular belief that the new technology will replace human labor by robots is utterly false.

“I was in charge of an analogue computer for some time,” one of my students told me. “I am still appalled by the number of businessmen who believe that the machine was in charge of me.”

Actually the new technology (though there will certainly be problems of displacement) will employ more people and, above all, more people who are highly skilled and highly trained.

A scant twenty years ago, it was widely believed that the mass-production technology—yesterday’s industrial revolution—threw people out of work. Today we know that wherever it has been introduced, it has rapidly increased the number of job opportunities in industry. But it is still widely believed that mass production replaces skilled labor by unskilled labor. We know this today to be a fallacy. In the United States, for instance, where mass-production methods have been applied on the broadest scale, the class of employess that has been growing most rapidly in numbers and proportion is that of skilled and trained people. And the truly unskilled laborer of yesterday, who contributed only his brawn, has become the semi-skilled machine operator of today—a man of higher skill and education, producing more wealth, earning a vastly higher standard of living.

The technological changes now occurring will carry the process a big step further. They will not make human labor superfluous. On the contrary, they will require tremendous numbers of highly skilled and highly trained men—managers to think through and plan, highly trained technicians and workers to design the new tools, to produce them, to maintain them, to direct them. Indeed, the major obstacle to the rapid spread of these changes will almost certainly be the lack, in every country, of enough trained men.

It is similarly not true that the new technology demands the giant enterprise, let alone that it squeezes out the small and independent and establishes monopoly. In some industries it may indeed increase the size of the most economical unit. In many others (one example is the production of raw steel) it is likely to make significantly smaller units economically possible, if not necessary.

It is finally not true that the new technology brings a tremendous increase in capital requirements. Investment per production worker will, of course, go up. Investment per employee may, however, not rise at all, as more technicians and managers will be needed; and there is nothing in our experience to make it appear likely that investment per unit of output will increase significantly.

The Demands on Management

Above all, the new technology will not render managers superfluous or replace them by mere technicians. On the contrary, it will demand many more managers. It will greatly extend the management area; many people now considered rank-and-file will have to become capable of doing management work. The great majority of technicians will have to be able to understand what management is and to see and think managerially. And on all levels the demands on the manager’s responsibility and competence, his vision, his capacity to choose between alternate risks, his economic knowledge and skill, his ability to manage managers and to manage worker and work, his competence in making decisions, will be greatly increased.

Far from making inevitable, let alone desirable, centralized planning and monopoly—whether nationalized or private cartel—the new technology will demand the utmost in decentralization, in flexibility and in management autonomy. Any society in the era of the new technology would perish miserably were it to attempt to get rid of free management of autonomus enterprise so as to run the economy by central planning. And so would any enterprise that attempted to centralize responsibility and decision-making at the top. It would go under as did the great reptiles of the Saurian age who attempted to control a huge body by a small, centralized nervous system that could not adapt itself to rapid change in the environment.

 

For all of these reasons, no description of the nature of management will be complete that fails to take Automation into account. I am inclined to believe that Automation will not inundate us in a sudden flood but will seep in gradually though steadily. But there can be little doubt that it is coming. There can be little doubt that the industrial country that first understands Automation and first applies it systematically will lead in productivity and wealth during the second half of the twentieth century, just as the United States, through understanding and applying mass production, came to lead the world during the first half of this century. And there is even less doubt that this leadership position will fall to the country whose managers understand and practice management in its fullest sense.









PART ONE

MANAGING A BUSINESS









CHAPTER 4

THE SEARS STORY


What is a business and how it is managed—Unexplored territory—Sears, Roebuck as an illustration—How Sears became a business—Rosenwald’s innovations—Inventing the mail-order plant—General Wood and Sears’s second phase—Merchandise planning and manager development—T. V. Houser and the challenges ahead.






How to manage a business would seem to be of such importance as to insure a veritable flood of books on the subject. Actually there are almost none.

There are hundreds, if not thousands, of books on the management of the various functions of a business: production and marketing, finance and engineering, purchasing, personnel, public relations and so forth. But what it is to manage a business, what it requires, what management is supposed to do and how it should be doing it, have so far been neglected.1

This oversight is no accident. It reflects the absence of any tenable economic theory of business enterprise. Rather than start out theorizing ourselves, we shall therefore first take a good look at the conduct and behavior of an actual business enterprise. And there is no better illustration of what a business is and what managing it means, that one of America’s most successful enterprises: Sears, Roebuck and Company.2


Sears became a business around the turn of the century with the realization that the American farmer represented a separate and distinct market. Separate, because of his isolation which made existing channels of distribution virtually inaccessible to him; distinct, because of his specific needs which, in important respects, were different from those of the city consumer. And while the farmer’s purchasing power was individually low, it represented a tremendous, almost untapped, buying potential in the aggregate.

To reach the farmer a new distribution channel had to be created. Merchandise had to be produced to answer his needs and wants. It had to be brought to him in large quantities, at low price, and with a guarantee of regular supply. He had to be given a warranty of reliability and honesty on the part of the supplier, since his physical isolation made it impossible for him to inspect merchandise before delivery or to seek redress if cheated.

To create Sears, Roebuck as a business therefore required analysis of customer and market, and especially of what the farmer considered “value.” Furthermore, it required innovation in five distinct areas.

First, it demanded systematic merchandising, that is, the finding and developing of sources of supply for the particular goods the farmer needed, in the quality and quantity he needed them and at a price he could pay. Second, it required a mail-order catalogue capable of serving as adequate substitute for the shopping trips to the big city the farmer could not make. For this reason the catalogue had to become a regular publication rather than an announcement of spectacular “bargains” at irregular intervals. It had to break with the entire tradition of mail-selling and had to learn not to high-pressure the farmer into buying by exaggerated boasts, but to give him instead a factual description of the goods offered. The aim had to be to create a permanent customer by convincing him of the reliability of the catalogue and of the company behind it; the catalogue had to become the “wish book” for the farmer.

Third, the age-old concept of “caveat emptor” had to be changed to “caveat vendor”—the meaning of the famous Sears policy of “your money back and no questions asked.” Fourth, a way had to be found to fill large quantities of customer orders cheaply and quickly. Without the mail-order plant, conduct of the business would have been physically impossible.

Finally, a human organization had to be built—and when Sears, Roebuck started to become a business, most of the necessary human skills were not available. There were, for instance, no buyers for this kind of an operation, no accountants versed in the new requirements of inventory control, no artists to illustrate the catalogues, no clerks experienced in the handling of a huge volume of customer orders.

Richard Sears gave the company his name. But it was not he who made it into a modern business enterprise. In fact, Sears’s own operations could hardly be called a “business.” He was a shrewd speculator, buying up distress-merchandise and offering it, one batch at a time, through spectacular advertising. Every one of his deals was a complete transaction in itself which, when finished, liquidated itself and the business with it. Sears could make a lot of money for himself. But his way of operation could never found a business, let alone perpetuate it. In fact, he would have been forced out of business within a few years, as all the many people before him had been who operated on a similar basis.

It was Julius Rosenwald who made a business enterprise out of Sears in the ten years between 1895 when he took control, and 1905 when the Chicago mail-order plant was opened. He made the analysis of the market. He began the systematic development of merchandise sources. He invented the regular, factual mail-order catalogue and the policy of “satisfaction guaranteed or your money back.” He built the productive human organization. He early gave to management people the maximum of authority and full responsibility for results. Later he gave every employee an ownership stake in the company bought for him out of profits. Rosenwald is thus the father not only of Sears, Roebuck but of the “distribution revolution” which has made over twentieth-century America and which is so vital a factor in our economic growth.

Only one basic contribution to the early history of Sears was not made by Rosenwald. The Chicago mail-order plant was designed by Otto Doering in 1903. It was, five years before Henry Ford, the first modern mass-production plant, complete with breakdown of all work into simple repetitive operations, assembly line, conveyor belt, standardized, interchangeable parts—and, above all, with planned plant-wide scheduling.3

It was on these foundations that Sears had grown by the end of World War I into a national institution with its “wish-book” the only literature, outside of the Bible, to be found in many farm homes.

 

The second phase in the Sears story begins in the mid-twenties. Just as the first chapter was dominated by one man, Julius Rosenwald, the second chapter was dominated by another: General Robert E. Wood.

By the mid-twenties, when Wood joined Sears, the original Sears market was changing rapidly. The farmer was no longer isolated; the automobile had enabled him to go to town and to shop there. He was no longer a distinct market but was, largely thanks to Sears, rapidly assimilating his way of life and his standard of living to those of the urban middle classes.

At the same time a vast urban market had come into being that was, in its way, as isolated and as badly supplied as the farmer had been twenty-five years earlier. The low-income groups in the cities had outgrown both their subsistence standards and their distinct “lower-class” habits. They were fast acquiring both the money and the desire to buy the same goods as the middle and upper classes. In other words, the country was rapidly becoming one big homogeneous market—but the distribution system was still one of separate and distinct class markets.

Wood had made this analysis even before he joined Sears. Out of it came the decision to switch Sears’s emphasis over to retail stores—equipped to serve both the motorized farmer and the city population.

Again a whole series of innovations had to be undertaken to make this decision possible. To the finding of sources of supply and to the purchase of goods from them, merchandising had to add two new major functions: the design of products and the development of manufacturers capable of producing these products in large quantity. “Class market” products—for instance, refrigerators in the twenties—had to be redesigned for a “mass market” with limited purchasing power. Suppliers had to be created—often with Sears money and Sears-trained management—to produce these goods. This also required another important innovation: a basic policy for the relations between Sears and its suppliers, especially those who depended on the company’s purchases for the bulk of their business. Merchandise planning and research and the systematic building of hundreds of small suppliers capable of producing for a mass market had to be invented—largely by T. V. Houser, for many years the company’s merchandising vice-president. They are as basic to mass distribution in Sears’s second phase as mail-order house and catalogue were in its first. And they are as distinct a contribution to the American economy.

But to go into retail selling also meant getting store managers. Mail-order selling did not prepare a man for the management of a retail store. The greatest bottleneck for the first ten or fifteen years of Sears’s retail operation, that is almost until World War II, was the shortage of managers. The most systematic innovations had to be in the field of manager development; and the Sears policies of the thirties became the starting point for all the work in manager development now going on in American industry.

Expansion into retail selling also meant radical innovations in organization structure. Mail-order selling is a highly centralized operation—or at least it has always been so in Sears. But retail stores cannot be run from headquarters two thousand miles away. They must be managed locally. Also only a few mail-order plants were needed to supply the country; but Sears today has seven hundred stores, each with its own market in its own locality. A decentralized organization structure, methods of managing a decentralized company, measuring the performance of store managers and maintaining corporate unity with maximum local autonomy—all these had to be created to make possible retail selling. And new compensation policies had to be found to reward store managers for performance.

Finally, Sears had to turn innovator in respect to location, architecture and physical arrangement of the stores. The traditional retail store was unsuited for the Sears market. It was not just a matter of putting the Sears store on the outskirts of the cities and of providing it with an adequate parking lot. The whole concept of the retail store had to be changed. In fact, few people even at Sears realize how far this innovation has gone and how deeply it has influenced the shopping habits of the American people as well as the physical appearance of our towns. The suburban shopping center, touted today as a radical innovation in retail selling, is really nothing but an imitation of concepts and methods developed by Sears during the thirties.

The basic decisions underlying the expansion into retail stores were taken in the mid-twenties; the basic innovations had been made by the early thirties. This explains why Sears’s volume of business and its profits grew right through depression, World War II and postwar boom. And yet, almost thirty years after these basic decisions were taken, they are still not fully carried through into practice.

Merchandise planning—the systematic design of quality goods for mass distribution, the systematic development of mass producers for them—has still to be applied to the women’s fashion field. The traditional production organization for women’s fashions—the New York “Garment District”—simply does not go with mass-distribution requirements. And while Sears has been able to transform other equally traditional industries to mass production and mass distribution—and is doing so today with singular success in Latin America—it has either been unable or unwilling to change the production system of women’s fashion goods.

Another area in which the transition has not yet been completed is that of public relations. Sears, under Julius Rosenwald, pioneered in public relations; and everyone at Sears considers it a vitally important area. Yet although it was basic to the analysis that underlay the expansion into retail stores that the Sears market had become urban, at least in its shopping habits, Sears’s public relations are still focused primarily on “Sears, the farmer’s friend.” In view of the reality of the Sears market, this can only be considered an agrarian nostalgia unsuited to the needs of the business.

 

General Wood retired from the chairmanship of Sears in the spring of 1954, and T. V. Houser took his place. This well symbolizes the end of an era for Sears, which now faces new problems and new opportunities.


For the automobile that changed Sears’s market once seems to be about to change it again. In most of our cities driving has become so unpleasant, and parking so difficult, that the automobile is rapidly ceasing to be an aid to the shopper and is becoming its own worst enemy. At the same time, the typical Sears customer, the housewife, tends more and more to be employed and at work during shopping hours. Or else she has small children and nobody to leave them with when she goes shopping.

If this interpretation is correct, Sears needs as searching an analysis of market and customer as was made in the two earlier turning points in its history. New objectives will have to be developed. A new type of distributive organization might be needed in which the local store becomes headquarters for order-taking salesmen, traveling (perhaps with a sample car) from house to house. Such a development might well be foreshadowed in the growing volume of door-to-door sales during the last few years. This change would almost certainly require new concepts of organization, new compensation policies and new methods. It would create a new problem of finding the right personnel as difficult as was finding retail store managers twenty years ago. Servicing the Sears products in the customer’s home might well become of central importance—perhaps eventually as important as was the original money-back warranty of forty years ago. The bulk of customer buying might again shift to catalogue buying—though no longer by mail—either from a traveling salesman or over the telephone. And this in turn would require a technological change in the mail-order plant which, to this day, operates almost unchanged from the basic pattern developed fifty years ago by Otto Doering. The filling of customers’ orders, whether received by mail, by telephone or through salesmen, would appear to demand a fully automatic plant based on a radical application of the principles of Automation and feed-back.

Even in merchandising there might be need for new objectives; for today’s most important customer—the young married mother and housewife, who often holds down a job as well—is in many ways as distinct a market as the American farmer ever was in the days of his most complete isolation.

Once again, in other words, Sears may have to think through what its business is, where its markets are, and what innovations are needed.








CHAPTER 5

WHAT IS A BUSINESS?


Business created and managed by people, not by forces—The fallacy of “profit maximization”—Profit the objective condition of economic activity, not its rationale—The purpose of a business: to create a customer—The two entrepreneurial functions: marketing and innovation—Marketing not a specialized activity—The General Electric solution—The enterprise as the organ of economic growth—The productive utilization of all wealth-producing resources—What is productive labor?—Time, product mix, process mix and organization structure as factors in productivity—The function of profit—How much profit is required?—Business management a rational activity.






THE first conclusion to be drawn from the Sears story is that a business enterprise is created and managed by people. It is not managed by “forces.” Economic forces set limits to what management can do. They create opportunities for management’s action. But they, by themselves, do not determine what a business is or what it does. Nothing could be sillier than the oft-repeated assertion that “management only adapts the business to the forces of the market.” Management not only finds these “forces” management creates them by its own action. Just as it took a Julius Rosenwald fifty years ago to make Sears into a business enterprise, and a General Wood twenty-five years ago to change its basic nature and thus insure its growth and success during the depression and World War II, it will take somebody—and probably quite a few people—to make the decisions that will determine whether Sears is going to continue to prosper or will decline, whether it will survive or will eventually perish. And that is true of every business.


The second conclusion is that a business cannot be defined or explained in terms of profit.

The average businessman when asked what a business is, is likely to answer: “An organization to make a profit.” And the average economist is likely to give the same answer. But this answer is not only false; it is irrelevant.

Similarly, there is total bankruptcy in the prevailing economic theory of business enterprise and behavior: the theory of the “maximization of profits”—simply a complicated way of phrasing the old saw of “buying cheap and selling dear.” This theorem may adequately explain how Richard Sears operated. But it is bankrupt precisely because it cannot explain how Sears, Roebuck—or any other business enterprise—operates, nor how it should operate.

This shows clearly in the attempts the economists themselves must make to salvage the theorem. Joel Dean, the most brilliant and fruitful of the economists analyzing business today, still maintains the theorem as such. But this is how he defines it:

 

Economic theory makes a fundamental assumption that maximizing profits is the basic objective of every firm. But in recent years “profit maximization” has been extensively qualified by theorists to refer to the long run; to refer to management’s rather than to owners’ income; to include non-financial income such as increased leisure for high-strung executives and more congenial relations between executive levels within the firm; and to make allowance for special considerations such as restraining competition, maintaining management control, warding off wage demands, and forestalling anti-trust suits. The concept has become so general and hazy that it seems to encompass most of men’s aims in life.

This trend reflects a growing realization by theorists that many firms, and particularly the big ones, do not operate on the principle of profit maximizing in terms of marginal costs and revenues….1

 

Surely a theorem that can be used only when qualified out of existence has ceased to have meaning or usefulness.

This does not mean that profit and profitability are unimportant. It does mean that profitability is not the purpose of business enterprise and business activity, but a limiting factor on it. Profit is not the explanation, cause or rationale of business behavior and business decisions, but the test of their validity. If archangels, instead of businessmen, sat in directors’ chairs, they would still have to be concerned with profitability despite their total lack of personal interest in making profits. And this applies with equal force to those far from angelic individuals, the Commissars who run Soviet Russia’s business enterprises. For the problem of any business is not the maximization of profit but the achievement of sufficient profit to cover the risks of economic activity and thus to avoid loss.

The root of the confusion is the mistaken belief that the motive of a person—the so-called “profit motive” of the businessman—is an explanation of his behavior or his guide to right action. Whether there is such a thing as a profit motive at all is highly doubtful. It was invented by the classical economists to explain economic behavior that otherwise made no sense. Yet there has never been any but negative evidence for the existence of the profit motive. And we have long since found the true explanation of the phenomena of economic change and growth which the profit motive was first put forth to explain.

But it is irrelevant for an understanding of business behavior, including an understanding of profit and profitability, whether there is a profit motive or not. That Jim Smith is in business to make a profit concerns only him and the Recording Angel. It does not tell us what Jim Smith does and how he performs. We do not learn anything about the work of a prospector, hunting for uranium in the Nevada desert, by being told that he is trying to make his fortune. We do not learn anything about the work of a heart specialist by being told that he is trying to make a livelihood, or even that he is trying to benefit humanity. The profit motive and its offspring, maximization of profits, are just as irrelevant to the function of a business, the purpose of a business and the job of managing a business.

In fact, the concept is worse than irrelevant. It does harm. It is a major cause for the misunderstanding of the nature of profit in our society and for the deep-seated hostility to profit which are among the most dangerous diseases of an industrial society. It is largely responsible for the worst mistakes of public policy—in this country as well as in western Europe—which are squarely based on a lack of understanding of the nature, function and purpose of business enterprise.


The Purpose of a Business

If we want to know what a business is we have to start with its purpose. And its purpose must lie outside of the business itself. In fact, it must lie in society since a business enterprise is an organ of society. There is only one valid definition of business purpose: to create a customer.

Markets are not created by God, nature or economic forces but by businessmen. The want they satisfy may have been felt by the customer before he was offered the means of satisfying it. It may indeed, like the want for food in a famine, have dominated the customer’s life and filled all his waking moments. But it was a theoretical want before; only when the action of businessmen makes it effective demand is there a customer, a market. It may have been an unfelt want. There may have been no want at all until business action created it—by advertising, by salesmanship, or by inventing something new. In every case it is business action that creates the customer.

It is the customer who determines what a business is. For it is the customer, and he alone, who through being willing to pay for a good or for a service, converts economic resources into wealth, things into goods. What the business thinks it produces is not of first importance—especially not to the future of the business and to its success. What the customer thinks he is buying, what he considers “value,” is decisive—it determines what a business is, what it produces and whether it will prosper.

The customer is the foundation of a business and keeps it in existence. He alone gives employment. And it is to supply the consumer that society entrusts wealth-producing resources to the business enterprise.

The Two Entrepreneurial Functions

Because it is its purpose to create a customer, any business enterprise has two—and only these two—basic functions: marketing and innovation. They are the entrepreneurial functions.

Marketing is the distinguishing, the unique function of the business. A business is set apart from all other human organizations by the fact that it markets a product or a service. Neither Church, nor Army, nor School, nor State does that. Any organization that fulfils itself through marketing a product or a service, is a business. Any organization in which marketing is either absent or incidental is not a business and should never be run as if it were one.

 

The first man to see marketing clearly as the unique and central function of the business enterprise, and the creation of a customer as the specific job of management, was Cyrus McCormick. The history books mention only that he invented a mechanical harvester. But he also invented the basic tools of modern marketing: market research and market analysis, the concept of market standing, modern pricing policies, the modern service-salesman, parts and service supply to the customer and installment credit. He is truly the father of business management. And he had done all this by 1850. It was not until fifty years later, however, that he was widely imitated even in his own country.

 

The economic revolution of the American economy since 1900 has in large part been a marketing revolution caused by the assumption of responsibility for creative, aggressive, pioneering marketing by American management. Fifty years ago the typical attitude of the American businessman toward marketing was still: “The sales department will sell whatever the plant produces.” Today it is increasingly: “It is our job to produce what the market needs.” But our economists and government officials are just beginning to understand this: only now, for instance, is the U. S. Department of Commerce setting up an Office of Distribution.

In Europe there is still almost no understanding that marketing is the specific business function—a major reason for the stagnation of the European economies of today. For to reach full realization of the importance of marketing requires overcoming a deep-rooted social prejudice against “selling” as ignoble and parasitical, and in favor of “production” as gentlemanly, with its resultant theoretical fallacy of considering production as the main and determining function of a business.

A good example of this historical attitude toward marketing are those big Italian companies which have no domestic sales managers even though the home market accounts for 70 per cent of their business.

Actually marketing is so basic that it is not just enough to have a strong sales department and to entrust marketing to it. Marketing is not only much broader than selling, it is not a specialized activity at all. It encompasses the entire business. It is the whole business seen from the point of view of its final result, that is, from the customer’s point of view. Concern and responsibility for marketing must therefore permeate all areas of the enterprise.

 

One illustration of this concept of marketing is the policy worked out by the General Electric Company over the last ten years, which attempts to build customer and market appeal into the product from the design stage on. It considers the actual act of selling but the last step in a sales effort that began before the first engineer put pencil to drawing paper. This, according to a statement in the company’s 1952 annual report, “introduces the marketing man at the beginning rather than the end of the production cycle and would integrate marketing into each phase of the business. Thus marketing, through its studies and research, will establish for the engineer, the designer and the manufacturing man what the customer wants in a given product, what price he is willing to pay, and where and when it will be wanted. Marketing would have authority in product planning, production scheduling and inventory control, as well as in the sales distribution and servicing of the product.”

The Enterprise as the Organ of Economic Growth

But marketing alone does not make a business enterprise. In a static economy there are no “business enterprises.” There are not even “businessmen.” For the “middleman” of a static society is simply a “broker” who receives his compensation in the form of a fee.

A business enterprise can exist only in an expanding economy, or at least in one which considers change both natural and desirable. And business is the specific organ of growth, expansion and change.

The second function of a business is therefore innovation, that is, the provision of better and more economic goods and services. It is not enough for the business to provide just any economic goods and services; it must provide better and more economic ones. It is not necessary for a business to grow bigger; but it is necessary that it constantly grow better.

Innovation may take the form of lower price—the form with which the economist has been most concerned, for the simple reason that it is the only one that can be handled by his quantitative tools. But it may also be a new and better product (even at a higher price), a new convenience or the creation of a new want. It may be finding new uses for old products. A salesman who succeeded in selling refrigerators to the Eskimos to prevent food from freezing would be an “innovator’ quite as much as if he had developed brand-new processes or invented a new product. To sell the Eskimos a refrigerator to keep food cold, is finding a new market; to sell a refrigerator to keep food from getting too cold is actually creating a new product. Technologically there is, of course, only the same old product; but economically there is innovation.

Innovation goes right through all phases of business. It may be innovation in design, in product, in marketing techniques. It may be innovation in price or in service to the customer. It may be innovation in management organization or in management methods. Or it may be a new insurance policy that makes it possible for a businessman to assume new risks. The most effective innovations in American industry in the last few years were probably not the much publicized new electronic or chemical products and processes but innovations in materials handling and in manager development.

Innovation extends through all forms of business. It is as important to a bank, an insurance company or a retail store as it is to a manufacturing or engineering business.

In the organization of business enterprise innovation can therefore no more be considered a separate function than marketing. It is not confined to engineering or research but extends across all parts of the business, all functions, all activities. It is not, to repeat, confined to manufacturing business alone. Innovation in distribution has been as important as innovation in manufacturing; and so has been innovation in an insurance company or in a bank.

The leadership in innovation with respect to product and service can normally be focused in one functional activity which is responsible for nothing else. This is always true in a business with a strong engineering or chemical flavor. In an insurance company, too, a special department charged with leadership responsibility for the development of new kinds of coverage is in order; and there might well be another such department charged with innovation in the organization of sales, the administration of policies and the settling of claims. For both together are the insurance company’s business.


A large railroad company has organized two centers of innovation, both under a vice-president. One is concerned with systematic work on all physical aspects of transportation: locomotives and cars, tracks, signals, communications. The other is concerned with innovation in freight and passenger service, the development of new sources of traffic, new tariff policies, the opening of new markets, the development of new service, etc.

 

But every other managerial unit of the business should also have clear responsibility and definite goals for innovation. It should be responsible for its contribution to innovation in the company’s product or service; and it should in addition strive consciously and with direction toward advancement of the art in the particular area in which it is engaged: selling or accounting, quality control or personnel management.

The Productive Utilization of Wealth-Producing Resources

The enterprise must control wealth-producing resources to discharge its purpose of creating a customer. It therefore has the function of utilizing these resources productively. This is the administrative function of business. In its economic aspect it is called productivity.

Everybody these last few years has been talking productivity. That greater productivity—better utilization of resources—is both the key to the high standard of living and the result of business activity is not news. But we actually know very little about productivity; we are indeed not yet able to measure it.

Productivity means that balance between all factors of production that will give the greatest output for the smallest effort. This is quite a different thing from productivity per worker or per hour of work; it is at best distantly and vaguely reflected in these traditional standards.

For these standards still stand on the eighteenth-century superstition that manual labor is, in the last resort, the only productive resource, manual work the only real “effort.” They still express the mechanistic fallacy—of which Marx, to the permanent disability of Marxian economics, was the last important dupe—that all human achievement could eventually be measured in units of muscle effort. But if we know one thing it is that increased productivity, in a modern economy, is never achieved by muscle effort. It is. in fact, never achieved by the laborer. It is always the result of doing away with muscle effort, of substituting something else for the laborer. One of these substitutes is, of course, capital equipment, that is, mechanical energy.2

At least as important but unexplored is the increase in productivity achieved by replacing manual labor, whether skilled or unskilled, by educated, analytical, theoretical personnel—the replacement of “labor” by managers, technicians and professionals, the substitution of “planning” for “working.” Obviously this substitution must take place before capital equipment is installed to replace man’s animal energy; for someone must plan and design the equipment—a conceptual, theoretical and analytical task. In fact, a little reflection will show that the “rate of capital formation” to which the economists give so much attention is a secondary factor. The basic factor in an economy’s development must be the rate of “brain formation,” the rate at which a country produces people with imagination and vision, education, theoretical and analytical skill.

The planning, design and installation of capital equipment is also only a part of the increase in productivity through the substitution of “brain” for “brawn.” At least as important is the contribution made through the direct change of the character of work from one requiring the manual labor of many people, skilled and unskilled, to one requiring the theoretical analysis and conceptual planning of men of vision and education without any investment in capital equipment whatsoever.

Recent studies (for instance, one made by the Stanford Research Institute) show quite clearly that the productivity differential between western Europe and the United States is not a matter of capital investment. In many European industries capital investment and equipment were found to be fully equal to America; yet productivity was as much as two thirds below that of the corresponding American industry. The only explanation is the lower proportion of managers and technicians and the poor organization structure of European industry with its reliance on manual skill.

In 1900 the typical manufacturing company in this country spent probably no more than five or eight dollars for managerial, technical and profesional personnel for every hundred dollars in direct-labor wages. Today there are many industries where the two items of expenditure are almost equal—even though direct-labor wage rates have risen, proportionately, much faster. And outside of manufacturing, transportation and mining, in distribution, in finance and insurance, in the service industries (that is, in one half of the American economy) the increase in productivity has been caused entirely by the replacement of labor by planning, brawn by brain, sweat by knowledge; for in these industries capital investment, at its highest, is a small factor.

 

Nor is productivity limited to manufacturing. Perhaps the greatest opportunities for increasing productivity today lie in distribution. How can the mass advertising media—the press, radio, television—be used, for instance, to substitute for individual selling efforts? How can customer habit be created before any sales effort is made? The sums spent on advertising are in some industries larger than the cost of physical production. Yet as the advertising experts (for instance, Harvard’s Malcolm P. McNair) all emphasize, we have no measurements of their impact and effectiveness. Even less can we measure whether advertising is more productive than individual selling effort. The technological changes in distribution, self-service and packaging, advertising through mass media, direct-mail selling, etc., are in their total impact as revolutionary as is Automation in its sphere. Yet we lack even the most elementary tools to define, let alone to measure, the productivity of the resources employed in distribution.

 

The vocabulary of business—and especially of accounting—in relation to productivity has become so obsolete as to be misleading. What the accountant calls “productive labor” is the manual workers tending machines who are actually the least productive labor. What he calls “non-productive labor”—all the people who contribute to production without tending a machine—is a hodgepodge. It contains pre-industrial low-productivity brawn labor like sweepers; some traditional high-skill, high-productivity labor like toolmakers; new industrial high-skill labor like maintenance electricians; and industrial high-knowledge personnel like foremen, industrial engineers or quality-control men. Finally, what the accountant lumps together as “overhead”—the very term reeks of moral disapproval—contains the most productive resource, the managers, planners, designers, innovators. It may also, however, contain purely parasitical, if not destructive, elements in the form of high-priced personnel needed only because of malorganization, poor spirit or confused objectives, that is, because of mismanagement. One example—always a sign of malorganization—is the “co-ordinator.” (Needless to say, I am not talking about an individual’s competence or performance.)

There are, in other words, two kinds of overhead: productive overhead—expenditure for managerial, technical or professional people which replaces at the very least the same expenditure for productive or non-productive labor or capital costs; and parasitical or frictional overhead—which does not add to, but detracts from, productivity and which both is caused by friction and in turn causes it.

We need therefore a concept of productivity that considers together all the efforts that go into output and expresses them in relation to their result, rather than one that assumes that labor is the only productive effort. But even such a concept—though a tremendous step forward—would still be inadequate if its definition of effort were confined to the things expressed in the form of visible and directly measurable costs, that is, in the accountant’s definition of, and symbol for, effort. There are factors of tremendous, if not decisive, impact on productivity that never enter in visible form into cost figures.

First there is time—man’s most perishable resource. Whether men and machines are utilized steadily or only half the time will make a difference in their productivity. And there is nothing less productive than the attempt to cram more productive effort into time than it will comfortably hold—for instance, the attempt to run three shifts in a congested plant or on old or delicate equipment.

Then there is the “product mix,” the balance between various combinations of the same resources. As every businessman knows, differentials in the market values of these various combinations are rarely identical with the differentials in the efforts that go into making up the combinations. Often there is barely any discernible relationship between the two. A company turning out the same volume of goods requiring the same materials and skills and the same total amount of direct and indirect labor, may reap fortunes or go bankrupt, dependent on the product mix. Obviously this represents a considerable difference in the productivity of the same resources—but not one that shows itself in cost or can be detected by cost analysis.

There is also an important factor I would call “process mix.” Is it more productive for a company to buy a part or to make it, to assemble its product or to contract out the assembly process, to market under its own brand name through its own distributive organization or to sell to independent wholesalers using their own brands? What is the company good at? What is the most productive utilization of its specific knowledge, ability, experience, reputation?

Not every management can do everything, nor should any business necessarily go into those activities which are objectively most profitable. Every management has specific abilities and limitations. Whenever it attempts to go beyond these it is likely to fail, no matter how inherently profitable the venture. People who are good at running a highly stable business will not be able to adjust to a mercurial or a rapidly growing business. People who have grown up in a rapidly expanding company will, as everyday experience shows, be in danger of destroying the business should it enter upon a period of consolidation and rest. People good at running a business with a foundation in long-range research are not likely to do well in high-pressure selling of novelties or fashion goods. Utilization of the specific abilities of the company and its management, observance of their specific limitations, is an important productivity factor.

Finally, productivity is vitally affected by organization structure and by the balance between the various activities within the business. If, for lack of clear organization, managers waste their time trying to find out what they are supposed to do rather than doing it, the company’s scarcest resource is being wasted. If top management is interested only in engineering (perhaps because that’s where all the top men came from) while the company needs major attention to marketing, it lacks productivity; and the end result is likely to be more serious than a drop in output per man-hour.

We therefore need not only to define productivity so as to embrace all these factors affecting it, but also to set objectives that take all these factors into account. And we must develop yardsticks measuring the impact on productivity of the substitution of capital for labor, and of overhead expense for both—with some way to distinguish between creative and parasitical overhead; the impact on productivity of time utilization, product mix, process mix, organization structure and the balance of activities.

Not only does individual management need a real measurement of productivity, the whole country needs it. Its absence is the biggest gap in our economic statistics and seriously weakens all attempts of economic policy to forecast, anticipate and fight a business depression.

The Function of Profit

Only now are we ready to talk of profit and profitability with which discussions of the nature of a business usually begin. For profit is not a cause. It is the result—the result of the performance of the business in marketing, innovation and productivity. It is at the same time the test of this performance—the only possible test, as the Communists in Russia soon found out when they tried to abolish it in the early twenties. Indeed, profit is a beautiful example of what today’s scientists and engineers mean when they talk of the feed-back that underlies all systems of automatic production: the self-regulation of a process by its own product.

But profit has a second function, equally important. Economic activity, because it is activity, focuses on the future; and the one thing certain about the future is its uncertainty, its risks. It is no accident that the word “risk” itself in the original Arabic meant “earning one’s daily bread” it is through risk-taking that any businessman earns his daily bread. Because business activity is economic, it always attempts to bring about change. It always saws off the limb on which it sits, always on purpose making existing risks riskier or creating new ones. As the Sears story showed, this “future” of economic activity is a long one; it took fifteen or twenty years for basic Sears decisions to become fully effective, and for major investments to pay off. “Lengthening the economic detour” has been known for fifty years to be a necessity of economic advance. Yet, while we know nothing about the future, we know that its risks increase in geometric progression the further ahead we try to predict or to foreordain it.

It is the first duty of a business to survive. The guiding principle of business economics, in other words, is not the maximization of profits; it is the avoidance of loss. Business enterprise must produce the premium to cover the risks inevitably involved in its operation. And there is only one source for this risk premium: profits.3 Indeed, business enterprise must provide not only for its own risks. It must contribute toward covering the losses of those businesses that operate unprofitably. For society has a real interest in an active economic metabolism in which some businesses always incur losses and disappear. This is a main safeguard of a free, flexible and “open” economy. The enterprise must also make a contribution to the social cost—the schools, the armament, etc.—of a society; that is, it must earn enough to pay taxes. Finally, it must produce capital for future expansion. But first and foremost it must have enough profit to cover its own risks.

To summarize, whether it is the motive of the businessman to maximize profits is debatable. But it is an absolute necessity for the business enterprise to produce at the very least the profit required to cover its own future risks, the profit required to enable it to stay in business and to maintain intact the wealth-producing capacity of its resources. This “required minimum profit” affects business behavior and business decisions—both by setting rigid limits to them and by testing their validity. Management, in order to manage, needs a profit objective at least equal to the required minimum profit, and yardsticks to measure its profit performance against this requirement.

 

What then is “managing a business”? It follows from the analysis of business activity as the creation of a customer through marketing and innovation that managing a business must always be entrepreneurial in character. It cannot be a bureaucratic, an administrative or even a policy-making job.

It also follows that managing a business must be a creative rather than an adaptive task. The more a management creates economic conditions or changes them rather than passively adapts to them, the more it manages the business.

But our analysis of the nature of a business also shows that management, while ultimately tested by performance alone, is a rational activity. Concretely this means that a business must set objectives that express what is desirable of attainment rather than (as the maximization-of-profit theorem implies) aim at accommodation to the possible. The objectives should therefore be set by fixing one’s sights at the desirable. Only then should the question be raised what concessions to the possible have to be made. This requires management to decide what business the enterprise is engaged in, and what business it should be engaged in.








CHAPTER 6

WHAT IS OUR BUSINESS—AND WHAT SHOULD IT BE?


What is our business, neither easy nor obvious—The Telephone Company example—Failure to answer the question a major source of business failure—Success in answering it a major reason for business growth and results—Question most important when business is successful—Who is the customer?—What does the customer buy?—Cadillac and Packard—What is value to the customer?—What will our business be?—What should our business be?—Profitability as an objective.





NOTHING may seem simpler or more obvious than to answer what a company’s business is. A steel mill makes steel, a railroad runs trains to carry freight and passengers, an insurance company underwrites fire risks. Indeed, the question looks so simple that it is seldom raised, the answer seems so obvious that it is seldom given.

Actually “what is our business” is almost always a difficult question which can be answered only after hard thinking and studying. And the right answer is usually anything but obvious.

 

One of the earliest and most successful answers to the question was the one that Theodore N. Vail worked out for American Telephone and Telegraph almost fifty years ago: “Our business is service.” This sounds obvious once it has been said. But first there had to be the realization that a telephone system, being a natural monopoly, was susceptible to nationalization, that indeed a privately owned telephone service in a developed and industrialized country was exceptional and needed community support for its survival. Secondly there had to be the realization that community support could not be obtained by propaganda campaigns or by attacking critics as “un-American” or “socialistic.” It could only be obtained by creating customer-satisfaction. This realization meant radical innovations in business policy. It meant constant indoctrination in dedication to service for all employees; and public relations which stressed service. It meant emphasis on research and technological leadership; and a financial policy which assumed that the company had to give service wherever there was a demand, and that it was management’s job to find the needed capital and to earn a return on it. In retrospect all these things are obvious; but it took well over a decade to work them out. Yet would we have gone through the New Deal period without a serious attempt at telephone nationalization but for the careful analysis of its business that the Telephone Company made around 1905?

 

What is our business is not determined by the producer but by the consumer. It is not defined by the company’s name, statutes or articles of incorporation but by the want the consumer satisfies when he buys a product or a service. The question can therefore be answered only by looking at the business from the outside, from the point of view of the customer and the market. What the consumer sees, thinks, believes and wants at any given time must be accepted by management as an objective fact deserving to be taken as seriously as the reports of the salesman, the tests of the engineer or the figures of the accountant—something few managements find it easy to do. And management must make a conscious effort to get honest answers from the consumer himself rather than attempt to read his mind.

It is, then, the first responsibility of top management to ask the question “what is our business?” and to make sure that it is carefully studied and correctly answered. Indeed, the one sure way to tell whether a particular job is top management or not is to ask whether its holder is expected to be concerned with, and responsible for, that answer.

That the question is so rarely asked—at least in a clear and sharp form—and so rarely given adequate study and thought, is perhaps the most important single cause of business failure. Conversely, wherever we find an outstandingly successful business we will almost always find, as we did in the case of the Telephone Company or in that of Sears, that its success rests to a large extent on raising the question clearly and deliberately, and on answering it thoughtfully and thoroughly.


“What Is Our Business?” Most Important in Successful Business

The example of Sears also shows that it is not a question that needs to be raised only at the inception of a business or when the company is in trouble. On the contrary: to raise the question and to study it thoroughly is most needed when a business is successful. For then failure to raise it may result in rapid decline.

At the very inception of a business, the question often cannot be raised meaningfully. The man who mixes up a new cleaning fluid and peddles it from door to door need not know more than that his mixture does a superior job taking stains out of rugs and upholstery fabrics. But when the product catches on; when he has to hire people to mix it and to sell it; when he has to decide whether to keep on selling it directly or through retail stores, whether through department stores, supermarkets, hardware stores or through all three; what additional products he needs for a full “line”—then he has to ask and to answer the question: “what is my business?” If he fails to answer it when successful, he will, even with the best of products, soon be back wearing out his own shoe leather peddling from door to door.

It is as important a question in a business that appears to have little control over what it produces physically—a copper mine, for instance, or a steel mill—as in a business such as a retail store or an insurance company, that seems to have a great deal of control. To be sure, a copper mine produces copper. If there is no demand for copper, it will have to shut down. But whether there is demand for copper depends substantially on management’s action in creating markets, in finding new uses, and in spotting, well in advance, market or technological developments that might create opportunities for copper or threaten existing uses.

The product-determined or process-determined industries—steel making, petroleum chemistry, mining or railroading—differ from the rest only in their being, inevitably, in many businesses rather than in one. This means that they have a much more difficult task deciding which of the wants that customers satisfy with their products are most important or most promising.

What failure to do so can mean is shown by the fate of the American anthracite coal industry and by the steady decline of the railroads’ competitive position in the freight and passenger business. Neither industry, it can be asserted with confidence, need have tumbled from the high estate it occupied less than a generation ago had managements thought through what business they were in, instead of considering the question so obvious as to answer itself.

Who Is the Customer?

The first step toward finding out what our business is, is to raise the question: “Who is the customer?”—the actual customer and the potential customer? Where is he? How does he buy? How can he be reached?

 

One of the companies that had come into existence during World War II decided after the war to go into the production of fuse boxes and switch boxes for residential use. Immediately it had to decide whether its customer should be the electric contractor and builder or the homeowner making his own electric installations and repairs. To reach the first would require a major effort at building a distributive organization; the homeowner could be reached through the mail-order catalogues and retail stores of such existing distributive organizations as Sears, Roebuck and Montgomery Ward.

Having decided in favor of the electrical contractor as the larger as well as the stabler (though the more difficult and much more competitive) market, the company had to decide where the customer was. This innocent-sounding question required major analysis of population and market trends. In fact, to go by past experience would have meant disaster to the company. It would have led them to look for their customer in the big cities—and the postwar housing boom was primarily suburban. That the company foresaw this and built a marketing organization centering in the suburbs—unprecedented in the industry—was the first major reason for its success.

The question “how does the customer buy?” was fairly easy to answer in this case: the electrical contractor buys through specialty wholesalers. But the question of how best to reach him was hard—indeed, today, after almost ten years of operations, the company is still undecided and is still trying out various methods such as salesmen or manufacturer’s agents. It has tried to sell direct to the contractor—by mail or out of central sales warehouses of its own. It has tried something never attempted before in the industry: to advertise its products directly to the public so as to build up ultimate-consumer demand. These experiments have been successful enough to warrant the suspicion that the first supplier who finds a way around the traditional wholesaling organization of the industry with its high distributive expenses will sweep the market.

 

The next question is: “What does the customer buy?” The Cadillac people say that they make an automobile and their business is the Cadillac Motor Division of General Motors. But does the man who spends four thousand dollars on a new Cadillac buy transportation or does he buy primarily prestige? Does the Cadillac, in other words, compete with the Chevrolet and the Ford; or does it compete—to take an extreme example—with diamonds and mink coats?

 

The best examples of both the right and the wrong answers to this question are found in the rise and fall of the Packard Motor Car Company, only a dozen years ago Cadillac’s most formidable competitor. Packard, alone among the independent producers of high-priced cars, survived the early depression years. It prospered because it had shrewdly analyzed what the customer buys and had come up with the right answer for depression times: a high-priced but carefully engineered, solid and unostentatious car, sold and advertised as a symbol of conservative solvency and security in an insolvent and insecure world. By the mid-thirties, however, this was no longer adequate. Since then Packard has found it difficult to figure out what its market is. Though it has highly priced cars, they do not symbolize that the owner has “arrived”—perhaps because they are not high-priced enough. Though it brought out medium-priced cars, it did not succeed in making them symbolize the sterling worth and solid achievement of the successful professional. Even a new management recently come in did not find the right answer. As a result, Packard in the midst of a boom had to merge with another company to stave off disaster.

 

To raise the question “what does the customer buy?” is enough to prove inadequate the concepts of market and competition on which managements usually base their actions.

 

The manufacturer of gas kitchen stoves used to consider himself in competition only with the other manufacturers of gas stoves. But the housewife, his customer, does not buy a stove: she buys the easiest way to cook food. This may be an electric stove, a gas stove (whether for manufactured, natural or bottled gas), a coal stove, a wood stove, or any combination thereof. She only rules out—at least in today’s America—the kettle over the open fire. Tomorrow she might well consider a stove that uses supersonic waves or infra-red heat (or one that runs water over a yet-to-be-discovered chemical). And since she, being the customer, decides what the manufacturer really produces, since she, being the customer alone can create an economic good, the gas-stove manufacturer has to consider his business as that of supplying an easy way to cook, his market as the cooking-implement market, his competition as all suppliers of acceptable ways of cooking food.



Another example:



Twenty-five years ago or so a small manufacturer of packaged and branded foods analyzed his business by raising the question of what his customer—the retail grocer—actually bought when he bought his product. The conclusion—and it took five years of hard work to reach it—was that the retail grocer looked to the manufacturer for managerial services, especially for advice on buying, inventory keeping, bookkeeping and display, rather than for goods which he could get from many other sources. As a result the company shifted the emphasis of its sales effort. The salesman has become a serviceman whose first responsibility is to help the customer work out his own problems. He will, of course, push the company’s products. But he is expected to advise the customer objectively and impartially on how much of the competitors’ products he needs, how to display them, how to sell them. And he is being judged by service standards and paid first for service performance. Selling the company’s own product has become a by-product. It was this decision that the company still considers responsible for its rise from a fairly minor to a leading position in the industry.

What Is Value to the Customer?

Finally, there is the most difficult question: “What does the customer consider value? What does he look for when he buys the product?”

Traditional economic theory has answered this question with the one word: price. But this is misleading. To be sure, there are few products in which price is not one of the major considerations. But, first, “price” is not a simple concept.

 

To return, for illustration’s sake, to the fuse-box and switch-box manufacturer; his customers, the contractors, are extremely price-conscious. Since all the boxes they buy carry a quality guarantee accepted by the trade as well as by building inspectors and consumers (the Underwriters’ Laboratories label), they make few quality distinctions between brands, but shop around for the cheapest product. But to read “cheap” as meaning lowest manufacturer’s price would be a serious mistake. On the contrary, “cheap” for the contractor means a product that has a fairly high manufacturer’s price: a product that (a) costs the least money finally installed in the home, (b) achieves this low ultimate cost by requiring a minimum of time and skill for installation, and (c) has a high enough manufacturer’s cost to give the contractor a good profit. Wages for skilled electrical labor being very high, low installation costs go a very long way to offset high manufacturer’s price. Furthermore under the billing tradition of the trade, the contractor makes little money out of the labor required for installation. If he is not his own skilled worker, he bills his customer for little more than his actual wage costs. He makes his profit traditionally by charging double the manufacturer’s price for the product he installs. That product that will give him the lowest cost to the homeowner, with the lowest installation cost and the highest mark-up on the product—that is, the highest manufacturer’s price—is therefore the cheapest to him. And if price is value, then high manufacturer’s price is better value for the electrical contractor.

 

This may appear to be a complicated price structure. Actually I know few others as simple. In the American automobile industry, where most new cars are sold in trade against a used car, the “price” is actually a constantly shifting configuration of differentials between the manufacturer’s price for a new car, a second-hand and third-hand used car, a third-hand and fourth-hand used car, and so on. And the whole is complicated on the one hand by constantly changing differentials between the amount a dealer will allow on a used car and the price he will ask for it, and on the other hand by the differences in running costs between various makes and sizes. Only advanced mathematics can actually calculate the real automobile “price.”

And, secondly, price is only a part of value. There is the whole range of quality considerations: durability, freedom from breakdown, the maker’s standing, purity, etc. High price may actually be value—as in expensive perfumes, expensive furs or exclusive gowns.

Finally, what about such concepts of value on the part of the customer as the service he receives? There is little doubt, for instance, that the American housewife today buys appliances largely on the basis of the service experience she or her friends and neighbors have had with other appliances sold under the same brand name. The speed with which she can obtain service if something goes wrong, the quality of the service and its costs have become major determinants in the buyer’s decision.

Indeed, what the customer considers value is so complicated that it can only be answered by the customer himself. Management should not even try to guess at it—it should always go to the customer in a systematic quest for the answer.

What Will Our Business Be?

So far all questions regarding the nature of “our business” have been concerned with the present. But management must also ask: “What will our business be?” This involves finding out four things.

The first is market potential and market trend. How large can we expect the market for our business to be in five or ten years—assuming no basic changes in market structure or technology? And what are the factors that will determine this development?

Second, what changes in market structure are to be expected as the result of economic developments, changes in fashion or taste, or moves by competition? And “competition” must always be defined according to the customer’s concept of what product or service he buys and must include indirect as well as direct competition.

Third, what innovations will change the customer’s wants, create new ones, extinguish old ones, create new ways of satisfying his wants, change his concepts of value or make it possible to give him greater value satisfaction? This has to be studied not only in respect to engineering or chemistry, but on respect to all activities of the business. There is a technology in the mail-order business, in banking, in insurance, in office management, in warehousing, etc., as well as in metallurgy, or in fuels. And innovation is not only a servant of the marketing goals of the business but is in itself a dynamic force to which the business contributes and which in turn affects it. Not that “pure research” is a function of the business enterprise—though in many cases business enterprises have found it a productive way to obtain marketable results. But the “advancement of the arts”—the constant improvement of our ability to do by applying to it our increased knowledge—is one of the tasks of the business enterprise and a major factor in its survival and prosperity.

Finally, what wants does the consumer have that are not being adequately satisfied by the products or services offered him today? It is the ability to ask this question and to answer it correctly that usually makes the difference between a growth company and one that depends for its development on the rising tide of its economy or industry. And whoever contents himself to rise with the tide will also fall with it.

The outstanding example of a successful analysis of the customer’s unsatisfied wants is, of course, that of Sears, Roebuck. But the question is so important as to warrant further illustration.

 

Our manufacturer of fuse boxes and switch boxes asked the question back in 1943 when he was deciding what to do after World War II. He gave one correct answer: the customer needed a switch and fuse panel that would accommodate much higher electricity loads and carry more circuits than existing equipment—which had been designed in the main before household appliances became general. Yet this new equipment, while carrying almost twice the load of existing panels would have to cost, fully installed, much less than two and not much more than one of the old panels. A homeowner in need of additional circuits would have to find it easier and not much more expensive to have his electrician rip out the existing panel and replace it with a new high-load panel, instead of putting in a second standard low-load panel. The manufacturer’s success in first analyzing the problem and then answering it by designing the required high-load panel was the second major factor in his rapid progress. But his failure to see another unsatisfied want of the customer is largely responsible for his disappointing performance since. Management did not see that the customer also wanted an automatic circuit breaker to take the place of the clumsy fuses that, when they blow out, have to be individually inspected and individually replaced. What makes management’s failure even greater is that it saw the need, but substituted its judgment for that of the customer. It decided that the customer did not know what he wanted and was not ready for so radical a change. When two competitors came out with a domestic circuit breaker in 1950, the company was caught unprepared; and the “unready” customer has gone all out for the competitors’ new product.

And What Should It Be?

The analysis of “our business” is not yet complete, however. Management still has to ask: “Are we in the right business or should we change our business?”

Of course, many companies get into a new business by accident; they stumble into it rather than steer into it. But the decision to shift major energies and resources to new products and away from old ones, the decision, in other words, to make a business out of an accident should always be based on the analysis: “What is our business and what should it be?”

 

A successful Midwestern insurance company, analyzing the needs of their customers, came up with the conclusion that traditional life insurance leaves unsatisfied a major want of the customer: a guarantee of the purchasing power of his dollars. Life insurance and annuities, in other words, need to be supplemented by equity investment by means of a “package” containing both standard life insurance, or pension in dollars, and an equity investment. To fulfil this want, the life-insurance company bought a small but well-managed investment trust and now offers its certificates to the holders of its insurance policies and pension contracts as well as to new customers. The company has not only gone into the business of managing equity investments; it has gone into the business of merchandising investment trust certificates.

Another example is the shift from sales focus to service focus recently made by a business publisher. This company, which publishes reports for businessmen on economic conditions, taxes, labor relations and government regulations, underwent tremendous expansion during World War II; and the expansion continued at first in the postwar period. But while new sales continued to rise year after year, total business volume began to stagnate around 1949; and profits began actually to go down. Analysis showed that low renewal rate was to blame. Not only did the sales force have to sell ever harder to keep total volume from slipping; the high cost of selling renewals threatened to eat up the profits from new sales. What was needed was actually a complete shift in management’s concept of the nature of the business from one of selling new customers to one of keeping old customers. This required a change in objectives; where new-sales quotas had formerly been dramatized, emphasis is now on renewal quotas. It required a shift in major effort from selling the customer to servicing him. It required a change in organization structure; the regional sales managers were converted into managers primarily charged with renewal responsibility and with both a sales and a service manager reporting to them. It required a complete change in salesman compensation in the criteria of selection and in the methods of training salesmen. It required changes in the editorial content of the publications with more space given to long-range economic trends and long-range business planning.

 

Changes in the nature of the business arising out of innovation are too well known to require much documentation. All major enterprises in the engineering and chemical fields have largely grown by projecting innovation into new businesses. The same is true of insurance companies; the growth of the successful ones is largely traceable to their ability to develop new business on the basis of innovations in insurance coverage. The recent almost explosive growth of health, hospitalization and medical expense insurance is an example.

Productivity considerations, too, may demand a change in the nature of the business.

 

A small wholesaler of Christmas toys added an entirely different business, the wholesaling of beachwear, to employ all year round his major economic resource: his trained sales force. Here utilization of time demanded adding a new business.

To improve the productive utilization of his resources another small manufacturer decided to give up making machine tool parts entirely, and instead confines himself to being a consultant on welding problems and techniques. His manufacturing, while profitable, was no more so than that of hundreds of other small companies. But as a welding consultant he was in a class by himself. As long as he kept on manufacturing he used his really productive resource, his welding expertise, at a very low rate of productivity and return.

Another illustration also shows a change of business to utilize productively the managerial resources of the business. A successful, though still fairly small, manufacturer of patent medicines decided some twenty years ago that he did not get full productivity out of his highly trained and highly paid management group. To attain higher productivity he decided to switch from supplying a certain line of products to managing businesses engaged in the mass-distribution of branded packaged and nationally advertised goods. The company still runs its original business successfully. But its has systematically acquired small branded-goods companies that, for lack of management, had not been too successful: a company making dog food, a company making toiletries for men; a company making cosmetics and perfumes, etc. In each case it has supplied a management that raised the business to a substantial and highly profitable position.

 

Profitability considerations alone should not, however, normally lead to changes in the nature of the business. Of course, a business can become so unprofitable as to be abandoned. But almost always market standing, innovation or productivity would have counseled its abandonment much earlier. Certainly profitability considerations limit the businesses an enterprise might go into. In fact, it is one of the main uses of a profitability yardstick to warn against such businesses and to prevent management from pouring money and energy into bolstering the weak, ailing and declining, rather than into strengthening the strong and growing, among its ventures. At the least a good profitability yardstick should block that most dangerous and most deceptive of all alibis for following the line of least resistance: the argument that an otherwise unprofitable venture pays for itself by “absorbing overhead” (the accountant’s translation of “two can live as cheaply as one,” and as irrational and questionable as the original).

But if the decision to go into a business is sound on the basis of market standing, innovation and productivity, if it is sound according to what makes a business, it is the responsibility of management to make it produce the needed minimum profit. That, bluntly, is what managements are being paid for. And if a management cannot, over a reasonable period of time, produce the minimum profit needed, it is in duty bound to abdicate so as to let another management try to do the job properly.

 

This is simply another way of saying that a business must be managed by setting objectives for it. These objectives must be set according to what is right and desirable for the enterprise. They must not be based on the expedient or on adaptation to the economic tides. Managing a business cannot, in other words, depend on “intuition.” In fact, in the modern industrial economy with its long time-span between a decision and the ripening of its fruits, the intiuitive manager is a luxury few companies, large or small, can afford. And profit in a well-managed business is not what one happens to make. It is what one sets out to make because one has to make it.

Of course, objectives are not a railroad time-table. They can be compared to the compass bearing by which a ship navigates. The compass bearing itself is firm, pointing in a straight line toward the desired port. But in actual navigation the ship will veer off its course for many miles to avoid a storm. She will slow down to a walk in a fog and heave to altogether in a hurricane. She may even change destination in mid-ocean and set a new compass bearing toward a new port—perhaps because war has broken out, perhaps only because her cargo has been sold in mid-passage. Still, four fifths of all voyages end in the intended port at the originally scheduled time. And without a compass bearing, the ship would neither be able to find the port nor be able to estimate the time it will take to get there.

Similarly, to reach objectives, detours may have to be made around obstacles. Indeed, the ability to go around obstacles rather than charge them head-on is a major requirement for managing by objectives. In a depression progress toward the attainment of the objectives may be slowed down considerably; there may even be standstill for a short time. And new developments—for instance, the introduction by a competitor of a new product—may change objectives. This is one reason why all objectives have to be reexamined continually. Yet, setting objectives enables a business to get where it should be going rather than be the plaything of weather, winds and accidents.








CHAPTER 7

THE OBJECTIVES OF A BUSINESS


The fallacy of the single objective—The eight key areas of business enterprise—“Tangible” and “intangible” objectives—How to set objectives—The low state of the art and science of measurement—Market standing, Innovation, Productivity and “Contributed Value”—The physical and financial resources—How much Profitability?—A rational capital-investment policy—The remaining key areas.




Most of today’s lively discussion of management by objectives is concerned with the search for the one right objective. This search is not only likely to be as unproductive as the quest for the philosopher’s stone; it is certain to do harm and to misdirect.

To emphasize only profit, for instance, misdirects managers to the point where they may endanger the survival of the business. To obtain profit today they tend to undermine the future. They may push the most easily saleable product lines and slight those that are the market of tomorrow. They tend to short-change research, promotion and the other postponable investments. Above all, they shy away from any capital expenditure that may increase the invested-capital base against which profits are measured; and the result is dangerous obsolescence of equipment. In other words, they are directed into the worst practices of management.

To manage a business is to balance a variety of needs and goals. This requires judgment. The search for the one objective is essentially a search for a magic formula that will make judgment unnecessary. But the attempt to replace judgment by formula is always irrational; all that can be done is to make judgment possible by narrowing its range and the available alternatives, giving it clear focus, a sound foundation in facts and reliable measurements of the effects and validity of actions and decisions. And this, by the very nature of business enterprise, requires multiple objectives.

What should these objectives be, then? There is only one answer: Objectives are needed in every area where performance and results directly and vitally affect the survival and prosperity of the business. These are the areas which are affected by every management decision and which therefore have to be considered in every management decision. They decide what it means concretely to manage the business. They spell out what results the business must aim at and what is needed to work effectively toward these targets.

Objectives in these key areas should enable us to do five things: to organize and explain the whole range of business phenomena in a small number of general statements; to test these statements in actual experience; to predict behavior; to appraise the soundness of decisions when they are still being made; and to enable practicing businessmen to analyze their own experience and, as a result, improve their performance. It is precisely because the traditional theorem of the maximization of profits cannot meet any of these tests—let alone all of them—that it has to be discarded.

At first sight it might seem that different businesses would have entirely different key areas—so different as to make impossible any general theory. It is indeed true that different key areas require different emphasis in different businesses—and different emphasis at different stages of the development of each business. But the areas are the same, whatever the business, whatever the economic conditions, whatever the business’s size or stage of growth.

There are eight areas in which objectives of performance and results have to be set:

Market standing; innovation; productivity; physical and financial resources; profitability; manager performance and development; worker performance and attitude; public responsibility.

There should be little dispute over the first five objectives. But there will be real protest against the inclusion of the intangibles: manager performance and development; worker performance and attitude; and public responsibility.


Yet, even if managing were merely the application of economics, we would have to include these three areas and would have to demand that objectives be set for them. They belong in the most purely formal economic theory of the business enterprise. For neglect of manager performance and development, worker performance and public responsibility soon results in the most practical and tangible loss of market standing, technological leadership, productivity and profit—and ultimately in the loss of business life. That they look so different from anything the economist—especially the modern economic analyst—is wont to deal with, that they do not readily submit to quantification and mathematical treatment, is the economist’s bad luck; but it is no argument against their consideration.

The very reason for which economist and accountant consider these areas impractical—that they deal with principles and values rather than solely with dollars and cents—makes them central to the management of the enterprise, as tangible, as practical—and indeed as measurable—as dollars and cents.

For the enterprise is a community of human beings. Its performance is the performance of human beings. And a human community must be founded on common beliefs, must symbolize its cohesion in common principles. Otherwise it becomes paralyzed, unable to act, unable to demand and to obtain effort and performance from its members.

If such considerations are intangible, it is management’s job to make them tangible by its deeds. To neglect them is to risk not only business incompetence but labor trouble or at least loss of worker productivity, and public restrictions on business provoked by irresponsible business conduct. It also means risking lack-luster, mediocre, time-serving managers—managers who are being conditioned to “look out for themselves” instead of for the common good of the enterprise, managers who become mean, narrow and blind for lack of challenge, leadership and vision.

How To Set Objectives

The real difficulty lies indeed not in determining what objectives we need, but in deciding how to set them.

There is only one fruitful way to make this decision: by determining what shall be measured in each area and what the yardstick of measurement should be. For the measurement used determines what one pays attention to. It makes things visible and tangible. The things included in the measurement become relevant; the things omitted are out of sight and out of mind. “Intelligence is what the Intelligence Test measures”—that well-worn quip is used by the psychologist to disclaim omniscience and infallibility for his gadget. Parents or teachers, however, including those well aware of the shakiness of its theory and its mode of calculation, sometimes tend to see that precise-looking measurement of the “I.Q.” every time they look at little Susie—to the point where they may no longer see little Susie at all.

Unfortunately the measurements available to us in the key areas of business enterprise are, by and large, even shakier than the I.Q. We have adequate concepts only for measuring market standing. For something as obvious as profitability we have only a rubber yardstick, and we have no real tools at all to determine how much profitability is necessary. In respect to innovation and, even more, to productivity, we hardly know more than what ought to be done. And in the other areas—including physical and financial resources—we are reduced to statements of intentions rather than goals and measurements for their attainment.

For the subject is brand new. It is one of the most active frontiers of thought, research and invention in American business today. Company after company is working on the definition of the key areas, on thinking through what should be measured and on fashioning the tools of measurement.

Within a few years our knowledge of what to measure and our ability to do so should therefore be greatly increased. After all, twenty-five years ago we knew less about the basic problems in market standing than we know today about productivity or even about the efficiency and attitudes of workers. Today’s relative clarity concerning market standing is the result not of anything inherent in the field, but of hard, concentrated and imaginative work.

In the meantime, only a “progress report” can be given, outlining the work ahead rather than reporting accomplishment.

Market Standing

Market standing has to be measured against the market potential, and against the performance of suppliers of competing products or services—whether competition is direct or indirect.


“We don’t care what share of the market we have, as long as our sales go up,” is a fairly common comment. It sounds plausible enough; but it does not stand up under analysis. By itself, volume of sales tells little about performance, results or the future of the business. A company’s sales may go up—and the company may actually be headed for rapid collapse. A company’s sales may go down—and the reason may not be that its marketing is poor but that it is in a dying field and had better change fast.

 

A maker of oil refinery equipment reported rising sales year after year. Actually new refineries and their equipment were being supplied by the company’s competitors. But because the equipment it had supplied in the past was getting old and needed repairs, sales spurted; for replacement parts for equipment of this kind have usually to be bought from the original supplier. Sooner or later, however, the original customers were going to put in new and efficient equipment rather than patch up the old and obsolescent stuff. Then almost certainly they were going to go to the competitors designing and building the new equipment. The company was thus threatened with going out of business—which is what actually happened.

 

Not only are absolute sales figures meaningless alone, since they must be projected against actual and potential market trends, but market standing itself has intrinsic importance. A business that supplies less than a certain share of the market becomes a marginal supplier. Its pricing becomes dependent on the decisions of the larger suppliers. In any business setback—even in a slight one—it stands in danger of being squeezed out altogether. Competition becomes intense. Distributors in cutting back inventories tend to cut out slow-moving merchandise. Customers tend to concentrate their purchases on the most popular products. And in a depression the sales volume of the marginal supplier may become too low to give the needed service. The point below which a supplier becomes marginal varies from industry to industry. It is different in different price classes within the same industry. It has marked regional variations. But to be a marginal producer is always dangerous, a minimum of market standing always desirable.

Conversely, there is a maximum market standing above which it may be unwise to go—even if there were no anti-trust laws. Leadership that gives market dominance tends to lull the leader to sleep; monopolists have usually foundered on their own complacency rather than on public opposition. For market dominance creates tremendous internal resistance against any innovation and thus makes adaptation to change dangerously difficult. Also it almost always means that the enterprise has too many of its eggs in one basket and is too vulnerable to economic fluctuations There is, in other words, an upper as well as a lower margin—though for most businesses the perils of the former may appear a good deal more remote.

To be able to set market-standing objectives, a business must first find out what its market is—who the customer is, where he is, what he buys, what he considers value, what his unsatisfied wants are. On the basis of this study the enterprise must analyze its products or services according to “lines,” that is, according to the wants of the customers they satisfy.

 

All electric condensers may look the same, be the same technically and come off the same production line. Market-wise, condensers for new radios may, however, be an entirely different line from condensers for radio repair and replacement, and both again quite different from the physically indistinguishable condensers that go into telephones. Condensers for radio repair may even be different lines if customers in the South judge their value by their resistance to termites, and customers in the Northwest by their resistance to high humidity.

 

For each line the market has to be determined—its actual size and its potential, its economic and its innovating trends. This must be done on the basis of a definition of the market that is customer-oriented and takes in both direct and indirect competition. Only then can marketing objectives actually be set.

In most businesses not one but seven distinct marketing goals are necessary:

 

1. The desired standing of existing products in their present market, expressed in dollars as well as in percentage of the market, measured against both direct and indirect competition.

2. The desired standing of existing products in new markets set both in dollars and percentage points, and measured against direct and indirect competition.

3. The existing products that should be abandoned—for technological reasons, because of market trend, to improve product mix or as a result of management’s decision concerning what its business should be.

4. The new products needed in existing markets—the number of products, their properties, the dollar volume and the market share they should gain for themselves.

5. The new markets that new products should develop—in dollars and in percentage points.

6. The distributive organization needed to accomplish the marketing goals and the pricing policy appropriate to them.

7. A service objective measuring how well the customer should be supplied with what he considers value by the company, its products, its sales and service organization.

At the least the service objective should be in keeping with the targets set for competitive market standing. But usually it is not enough to do as well as the competition in respect to service; for service is the best and the easiest way to build customer loyalty and satisfaction. Service performance should never be appraised by management guesses or on the basis of occasional chats the “big boss” has with important customers. It should be measured by regular, systematic and unbiased questioning of the customer.

 

In a large company this may have to take the form of an annual customer survey. The outstanding job here has probably been done by General Motors; and it explains the company’s success in no small degree. In the small company the same results can be achieved by a different method.

 

In one of the most successful hospital-supply wholesalers, two of the top men of the company—president and chairman of the Board—visit between them two hundred of the company’s six hundred customers every year. They spend a whole day with each customer. They do not sell—refuse indeed to take an order. They discuss the customer’s problems and his needs, and ask for criticism of the company’s products and service. In this company the annual customer survey is considered the first job of top management. And the company’s eighteen-fold growth in the last twelve years is directly attributed to it.

Innovation

There are two kinds of innovation in every business: innovation in product or service; and innovation in the various skills and activities needed to supply them. Innovation may arise out of the needs of market and customer; necessity may be the mother of innovation. Or it may come out of the work on the advancement of skill and knowledge carried out in the schools and the laboratories, by researchers, writers, thinkers and practitioners.

The problem in setting innovation objectives is the difficulty of measuring the relative impact and importance of various innovations. Technological leadership is clearly desirable, especially if the term “technology” is used in its rightful sense as applying to the art, craft or science of any organized human activity. But how are we to determine what weighs more: one hundred minor but immediately applicable improvements in packaging the product, or one fundamental chemical discovery which, after ten more years of hard work, may change the character of the business altogether? A department store and a pharmaceutical company will answer this question differently; but so may two different pharmaceutical companies.

Innovating objectives can therefore never be as clear and as sharply focused as marketing objectives. To set them, management must first obtain a forecast of the innovations needed to reach marketing goals—according to product lines, existing markets, new markets and, usually, also according to service requirements. Secondly, it must appraise developments arising or likely to arise out of technological advancement in all areas of the business and in all of its activities. These forecasts are best organized in two parts: one looking a short time ahead and projecting fairly concrete developments which, in effect, only carry out innovations already made; another looking a long time ahead and aiming at what might be.

Here are the innovation goals for a typical business:



1. New products or services that are needed to attain marketing objectives.

2. New products or services that will be needed because of technological changes that may make present products obsolete.

3. Product improvements needed both to attain market objectives and to anticipate expected technological changes.

4. New processes and improvements in old processes needed to satisfy market goals—for instance, manufacturing improvements to make possible the attainment of pricing objectives.

5. Innovations and improvements in all major areas of activity—in accounting or design, office management or labor relations—so as to keep up with the advances in knowledge and skill.


Management must not forget that innovation is a slow process. Many companies owe their position of leadership today to the activity of a generation that went to its reward twenty-five years or so ago. Many companies that are unknown to the public will be leaders in their industry tomorrow because of their innovations today. The successful company is always in danger of living smugly off the accumulated innovating fat of an earlier generation. An index of activity and success in this field is therefore indicated.

 

An appraisal of performance during the last ten years serves well for this purpose. Has innovation in all the major areas been commensurate with the market standing of the company? If it has not, the company is living off past achievements and is eating up its innovating capital. Has the company developed adequate sources of innovation for the future? Or has it come to depend on work done on the outside—in the universities, by other businesses, maybe abroad—which may not be adequate to the demands of the future?

 

Deliberate emphasis on innovation may be needed most where technological changes are least spectacular. Everybody in a pharmaceutical company or in a company making synthetic organic chemicals knows that the company’s survival depends on its ability to replace three quarters of its products by entirely new ones every ten years. But how many people in an insurance company realize that the company’s growth—perhaps even its survival—depends on the development of new forms of insurance, the modification of existing forms and the constant search for new, better and cheaper ways of selling policies and of settling claims? The less spectacular or prominent technological change is in a business, the greater is the danger that the whole organization will ossify; the more important therefore is the emphasis on innovation.

It may be argued that such goals are “big-company stuff” suitable for General Electric or for General Motors, but unnecessary in the small business. But although the small company may be less in need of a complete and detailed analysis of its needs and goals, this means only that it is easier to set innovation objectives in the smaller business—not that the need for objectives is less. In fact, the managements of several small companies I know assert that the comparative simplicity of planning for innovation is one of the main advantages of small size. As the president of one of them—a container manufacturer with sales of fewer than ten million dollars—puts it: “When you are small, you are sufficiently close to the market to know fairly fast what new products are needed. And your engineering staff is too small to become ingrown. They know they can’t do everything themselves and therefore keep their eyes and ears wide open for any new development that they could possibly use.”

Productivity and “Contributed Value”

A productivity measurement is the only yardstick that can actually gauge the competence of management and allow comparison between managements of different units within the enterprise, and of different enterprises. For productivity includes all the efforts the enterprise contributes; it excludes everything it does not control.

Businesses have pretty much the same resources to work with. Except for the rare monopoly situation, the only thing that differentiates one business from another in any given field is the quality of its management on all levels. And the only way to measure this crucial factor is through a measurement of productivity that shows how well resources are utilized and how much they yield.

 

The Wall Street exercise of comparing the profit margin of Chrysler and General Motors is actually meaningless. General Motors manufactures most of the parts of the car; it buys only the frame, the wheels and the brake. Chrysler until recently was an assembler; it made nothing but the engine which is but a fraction of the value of the car. The two companies are entirely different in their process mix. Yet both sell a complete car. In the case of G.M. the bulk of the sales price is compensation for work done by G.M.; in the case of Chrysler the bulk of the sales price is paid out again to independent suppliers. The profit G.M. shows is for 70 per cent of the work and risk, the profit Chrysler shows is for 30 or 40 per cent of the work and risk. Obviously General Motors must show a much bigger profit margin—but how much bigger? Only an analysis of productivity which would show how the two companies utilize their respective resources and how much profit they get out of them, would show which company did the better managing job.

 

But such a yardstick is needed also because the constant improvement of productivity is one of management’s most important jobs. It is also one of the most difficult; for productivity is a balance between a great variety of factors, few of which are easily definable or clearly measurable.


We do not as yet have the yardstick we need to measure productivity. Only within the last few years have we found a basic concept that even enables us to define what we have to measure—the economist calls it “Contributed Value.”

Contributed Value is the difference between the gross revenue received by a company from the sale of its products or services, and the amount paid out by it for the purchase of raw materials and for services rendered by outside suppliers. Contributed Value, in other words, includes all the costs of all the efforts of the business and the entire reward received for these efforts. It accounts for all the resources the business itself contributes to the final product and the appraisal of their efforts by the market.

Contributed Value is not a panacea. It can be used to analyze productivity only if the allocation of costs which together make up the figures is economically meaningful. This may require major reforms in the accountant’s traditional concepts, figures and methods. We have to give up such time-honored practices as the allocation of “overhead” on a percentage basis “across the board” which makes realistic cost analysis impossible. We have to think through what depreciation charges are supposed to do—charge for the use of capital, measure the shrinkage in value of the equipment, or provide for its eventual replacement; we cannot be satisfied with a “rule of thumb” percentage depreciation allowance. In short, we have to focus accounting data on management’s needs in running a business, rather than on the requirements of tax collector and banker, or on the old wives’ tales so many investors imbibe at their security analyst’s knee and forever after mistake for financial wisdom.

Contributed Value will not measure productivity resulting from balance of functions or from organization structure, for these are qualitative factors rather than quantitative ones, and Contributed Value is strictly a quantitative tool. Yet, the qualitative factors are among the biggest factors in productivity.

Within these limitations, however, Contributed Value should make possible, for the first time, a rational analysis of productivity and the setting of goals for its improvement. In particular it should make possible the application to the systematic study of productivity of new tools such as the mathematical methods known as “Operations Research” and “Information Theory.” For these tools all aim at working out alternative courses of action and their predictable consequences. And the productivity problem is always one of seeing the range of alternative combinations of the various resources, and of finding the combination that gives the maximum output at minimum cost or effort.

We should therefore now be able to tackle the basic productivity problems.

 

When and where is the substitution of capital equipment for labor likely to improve productivity, within what limits and under what conditions? How do we distinguish creative overhead, which cuts down total effort required, from parasitical overhead, which only adds to costs? What is the best time utilization? What the best product mix? What the best process mix? In all these problems we should no longer have to guess; we can find the right answer systematically.

 

The Contributed Value concept should show us clearly what the objectives for productivity are:

 

1. To increase the ratio of Contributed Value to total revenue within the existing process. This is simply another way of saying that the first goal must be to find the best utilization of raw materials or of services bought.

2. To increase the proportion of contributed value retained as profit. For this means that the business has improved the productivity of its own resources.

Physical and Financial Resources

What resources objectives are needed and how progress toward them is to be measured differs for each individual business. Also objectives in this area do not concern managers throughout the enterprise as do the objectives in all other areas: the planning for an adequate supply of physical and financial resources is primarily top management’s job; the carrying out of these plans is mainly the job of functional specialists.

Yet, physical and financial resources are too important to be left out of consideration. Any business handling physical goods must be able to obtain physical resources, must be sure of its supply. Physical facilities—plants, machines, offices—are needed. And every business needs financial resources. In a life-insurance company this may be called “investment management,” and it may be more important even than marketing or innovation. For a toy wholesaler the problem may simply be one of obtaining a seasonal line of credit. Neither, however, can operate unless assured of the financial resources it needs. To set objectives without planning for the money needed to make operations possible is like putting the roast in the oven without turning on the flame. At present objectives for physical resources, physical facilities and supply of capital are only too often taken as “crash decisions” rather than as carefully prepared policies.

 

One large railroad company spends a lot of time and large amounts of money on traffic forecasts. But a decision to spend ten million dollars on new equipment was taken in a board meeting without a single figure to show what return the investment would bring or why it was necessary. What convinced the Board was the treasurer’s assurance that he could easily raise the money at low interest rates.

A notable exception in respect to physical resources is the long-range forest-building policy of Crown-Zellerbach, the West Coast pulp and paper manufacturer. Its aim is to make sure that the company can stay in business by providing the timber supply it will need in the future. Since it takes fifty years or more to grow a mature tree, replacement of cut trees involves investing today capital that will not pay off until the year 2000. And since the company expects the trend of pulp and paper consumption to continue to rise sharply, mere replacement is not enough. For every tree cut today, two are being planted to become available in fifty years.

 

Few companies face a supply problem of Crown-Zellerbach’s proportions. Those that do usually realize its importance. All major oil companies work on the finding and exploration of new oil wells. The large steel companies, too, have begun to make the search for new iron-ore reserves a systematic, planned activity. But the typical business does not worry enough about tomorrow’s supply of physical resources. Few even of the big retailers have, for instance, anything comparable to the planned and systematic development of “sources” that is so important an activity in Sears, Roebuck. And when the Ford Motor Company announced a few years ago that it would systematically build up suppliers for its new West Coast assembly plants, the purchasing agent of a big manufacturing company considered this a “radical innovation.” Any manufacturer, wholesaler, retailer, public utility or transportation business needs to think through the problem of its physical resources, and spell out basic decisions.

 

Should the company depend on one supplier for an important material, part or product? There may be a price advantage because of bulk purchases; in times of shortage a big and constant buyer may get priority; and the close relationship may result in a better design or in closer quality control. Or should the company find several suppliers for the same resource? This may make it independent; it minimizes the danger of being forced to close down because of a strike at a single supplier; it may even lead to lower purchase prices as a result of competition between several suppliers. A cotton-textile manufacturer has to decide whether he should attempt to outguess the cotton market or try, in his buying policy, to average out fluctuations in cotton price, and so forth.

 

Whatever the decision, objectives should aim at providing the physical supplies needed to attain the goals set for market standing and innovation.

 

Equally important is good facilities planning. And it is even rarer. Few industrial companies know when to stop patching up an old plant and start building a new one, when to replace machines and tools, when to build a new office building. The costs of using obsolete facilities are usually hidden. Indeed, on the books the obsolete plant or machine may look very profitable; for it has been written down to zero so that it looks as if running it involved no cost at all. Most managers know, of course, that this is pure fallacy; but it is not easy to free ourselves completely from the spell of arithmetical sleight of hand.

Yet, clearly, both undersupply of facilities and their oversupply are extremely dangerous. Physical facilities cannot be improvised; they must be planned.

The tools for the job are available today. They have been developed above all by Joel Dean, the Columbia business economist.1 They are simple enough to enable every business, large or small, to decide what physical facilities and equipment it needs to attain its basic goals, and to plan for them.


This, of course, requires a capital budget. And this raises the questions: How much capital will we need, and in what form; and where will it come from?

 

The life-insurance companies have had capital objectives for a long time. They know that they have to obtain a certain amount of money each year to pay off their claims. They know that this money has to come from the income earned on their invested reserves. Accordingly they plan for a certain minimum rate of return on these investments. Indeed, “profit” in a life-insurance company is essentially nothing but the excess of investment earnings over the planned minimum return.

 

Other examples of capital-supply planning are those of General Motors, DuPont and the Chesapeake and Ohio Railroad. And the American Telephone and Telegraph Company, as already mentioned, considers this so important a job as to justify the full-time attention of a senior member of top management.

But, on the whole, managements do not worry over capital supply until the financial shoe pinches. Then it is often too late to do a good job. Such vitally important questions as: should new capital be raised internally by self-financing, borrowed long-term or short-term, or through stock issue, not only need careful thought and study; they largely determine what kinds of capital expenditure should be undertaken. Decisions on these questions lead to conclusions regarding such vital matters as pricing, dividend, depreciation and tax policy. Also, unless answered in advance, the company may well fritter away its available capital on the less important investments only to find itself unable to raise the capital for vital investments. In far too many companies—including some big and reputedly well-managed ones—failure to think through capital supply and to set capital objectives has stunted growth and nullified much of the management’s brilliant work on marketing, innovation and productivity.

How Much Profitability?

Profit serves three purposes. It measures the net effectiveness and soundness of a business’s efforts. It is indeed the ultimate test of business performance.

It is the “risk premium” that covers the costs of staying in business—replacement, obsolescence, market risk and uncertainty.2 Seen from this point of view, there is no such thing as “profit” there are only “costs of being in business” and “costs of staying in business.” And the task of a business is to provide adequately for these “costs of staying in business” by earning an adequate profit—which not enough businesses do.

Finally, profit insures the supply of future capital for innovation and expansion, either directly, by providing the means of self-financing out of retained earnings, or indirectly, through providing sufficient inducement for new outside capital in the form in which it is best suited to the enterprise’s objectives.

None of these three functions of profit has anything to do with the economist’s maximization of profit. All the three are indeed “minimum” concepts—the minimum of profit needed for the survival and prosperity of the enterprise. A profitability objective therefore measures not the maximum profit the business can produce, but the minimum it must produce.

The simplest way to find this minimum is by focusing on the last of the three functions of profit: a means to obtain new capital. The rate of profit required is easily ascertainable; it is the capital-market rate for the desired type of financing. In the case of self-financing, there must be enough profit both to yield the capital-market rate of return on money already in the business, and to produce the additional capital needed.

It is from this basis that most profitability objectives in use in American business today are derived. “We shoot for a return on capital of 25 per cent before taxes,” is accountant’s shorthand way of saying: “A return of 25 per cent before taxes is the minimum we need to get the kind of capital we want, in the amounts we need and at the cost we are willing to pay.”

This is a rational objective. Its adoption by more and more businesses is a tremendous step forward. It can be made even more serviceable by a few simple but important refinements. First, as Joel Dean has pointed out,3 profitably must always include the time factor. Profitability as such is meaningless and misleading unless we know for how many years the profit can be expected. We should therefore always state anticipated total profits over the life of the investment discounted for present cash value, rather than as an annual rate of return. This is the method the capital market uses when calculating the rate of return of a bond or similar security; and, after all, this entire approach to profit is based on capital-market considerations. This method also surmounts the greatest weakness of conventional accounting: its superstitious belief that the calendar year has any economic meaning or reality. We can never have rational business management until we have freed ourselves from what one company president (himself an ex-accountant) calls “the unnecessary tyranny of the accounting year.”

Second, we should always consider the rate of return as an average resulting from good and bad years together. The business may indeed need a profit of 25 per cent before taxes. But if the 25 per cent are being earned in a good year they are unlikely to be earned over the life time of the investment. We may need a 40 per cent return in good years to average 25 per cent over a dozen years. And we have to know how much we actually need to get the desired average.

 

The tool for this is also available today. It is the “break-even point analysis” (best described by Rautenstrauch and Villiers in their book The Economics of Industrial Management, (New York: Funk and Wagnall’s, 1949). This enables us to predict with fair accuracy the range of returns under various business conditions—especially if the analysis is adjusted to express both changes in volume and in price.

 

For small and simple businesses this capital-market concept of the minimum profitability required is probably adequate. For the large business it is not sufficient, however, for the rate of return expected is only one factor. The other is the amount of risk involved. An investment may return 40 per cent before taxes but there may be a 50 per cent risk of failure. Is it a better investment than one returning 20 per cent with practically no risk?

Shooting for a 25 per cent return before taxes may be good enough for existing investments, investments that have already been made irrevocably. But for new decisions management needs to be able to say: “We aim at a ratio of 1.5 to 1, 1.33 to 1, or 1.25 to 1 between anticipated return after all costs (including those of capital) and estimated risk.” Otherwise a rational capital investment policy cannot be worked out.

And without a rational capital-investment policy, especially in the big business, no real budget is possible. It is a necessity for effective decentralization of management; for without it central management will always manage its components by arbitrarily granting or withholding capital and arbitrarily centralizing the management of cash. It is a prerequisite of the spirit of management; without it lower management will always feel that its best ideas get lost in the procedural maze of the Appropriations Committee “upstairs.”

A rational capital-investment policy sets the range for management decisions. It indicates which of the alternative ways of reaching marketing, innovation and productivity goals should be preferred. Above all, it forces management to realize what obligations it assumes when making decisions. That our business managers have for so long been able to manage without such a policy is as amazing a feat of navigation as Leif Erickson’s feat in finding his way back to Vineland across the Atlantic without map, compass or sextant.

A capital-investment policy must be based on a reasonably reliable assessment of the ratio between return and risks. These risks are not statistical risks like the odds at the roulette table or the life expectancies of the actuary, which can always be calculated. Only one of the four “costs of staying in business” is a statistical risk: replacement. It is no accident that it is the only one that is being handled as a cost, called variously depreciation, amortization or replacement reserve. The other three—each of which is a more serious risk than replacement—are essentially not predictable by what happened in the past; that is, they are not predictable statistically. They are the risks of some new, different, unprecedented occurrence in the future.

Still we can today reduce even these risks to probability forecasts—though only with a fairly large margin of error. Several of the large companies are apparently doing work in the field; but the systematic job has yet to be done.

 

The real problem concerning profitability is not however what we should measure. It is what to use for a yardstick.

Profit as percentage of sales—lately very popular in American business—will not do, for it does not indicate how vulnerable a product or a business is to economic fluctuations. Only a “break-even point” analysis will do that.

“Return on invested captial” makes sense, but it is the worst of all yardsticks—pure rubber of almost infinite elasticity. What is “invested capital”? Is a dollar invested in 1920 the same thing as a dollar invested in 1950? Is capital to be defined with the accountant as original cash value less subsequent depreciation? Or is it to be defined with the economist as wealth-producing capacity in the future, discounted at capital-market interest rates to current cash value?

Neither definition gets us far. The accountant’s definition makes no allowance for changes in the purchasing power of the currency nor for technological changes. It does not permit any appraisal of business performance for the simple reason that it does not take the varying risks of different businesses into account, does not allow comparison between different businesses, between different components of the same company, between the old plants and the new plants, etc. Above all, it tends to encourage technological obsolescence. Once equipment is old enough to have been written down to zero, it tends to look much more profitable on the books than new equipment that actually produces at much lower cost. This holds true even during a deflationary period.

The economist’s concept of invested capital avoids all this. It is theoretically perfect. But it cannot be used in practice. It is literally impossible to figure out how much future wealth-producing capacity any investment made in the past represents today. There are too many variables for even the best “electronic brain.” There are far too many unknowns and unknowables. To find out even what would be knowable would cost more than could possibly be gained.

For these reasons a good many management people and accountants now incline toward a compromise. They would define “invested capital” as the amount it would cost today to build a new organization, a new plant, new equipment with the same productive capacity as the old organization, plant and equipment. Theoretically this, too, has weaknesses—it would, for instance, greatly distort profitability in a depression period when new equipment prices and building costs are low. But the main difficulties are practical. For replacement assumptions, besides being not too reliable, are difficult to make; and even minor changes in the assumed basis will lead to wide divergences in the end results.

There is, in other words, no really adequate method as yet. Perhaps the most sensible thing is not to search for one but to accept the simplest way, to realize its shortcomings and to build safeguards against its most serious dangers.

I have therefore come to advocate a method which has little in theory to commend it: to measure profitability by projecting net profit—after depreciation charges but before taxes—against original investment at original cost, that is, before depreciation. In inflationary periods the original investment figures are adjusted roughly for the rise in costs. In deflationary periods (this method has still to be tested in one) original investment figures would similarly be adjusted downward. In this way a uniform investment figure can be arrived at in roughly comparable dollars every three or five years, regardless of the date of the original investment or the purchasing power of the original money. This is admittedly crude; and I cannot defend it against the argument advanced by a friend that it is no better than painting over a badly rusted spot. But at least the method is simple; and it is so crude that it will not fool any manager into mistaking for precision what, like all “return on invested capital” figures, no matter how obtained, is at best a rough guess.

The Remaining Key Areas

Little needs to be said here about the three remaining key areas: manager performance and development, worker performance and attitude, and public responsibility. For each is dealt with in later parts of this book.

However, it should be clear that performance and results in these areas cannot be fully measured quantitatively. All three deal with human beings. And as each human being is unique, we cannot simply add them together, or subtract them from one another. What we need are qualitative standards, judgment rather than data, appraisal rather than measurements.

It is fairly easy to determine what objectives are needed for manager performance and development. A business—to stay in business and remain profitable—needs goals in respect to the direction of its managers by objectives and self-control, the setting up of their jobs, the spirit of the management organization, the structure of management and the development of tomorrow’s managers. And once the goals are clear, it can always be determined whether they are being attained or not. Certainly the examination of the spirit of management, proposed in Chapter 13 below, should bring out any significant shortfall.

No one but the management of each particular business can decide what the objectives in the area of public responsibility should be. As discussed in the Conclusion of this book, objectives in this area, while extremely tangible, have to be set according to the social and political conditions which affect each individual enterprise and are affected by it, and on the basis of the beliefs of each management. It is this that makes the area so important; for in it managers go beyond the confines of their own little world and participate responsibly in society. But the overriding goal is common for every business: to strive to make whatever is productive for our society, whatever strengthens it and advances its prosperity, a source of strength, prosperity and profit for the enterprise.

We are in a bad way, however, when we come to setting objectives for worker performance and attitude. It is not that the area is “intangible.” It is only too tangible; but we know too little about it so far, operate largely by superstitions, omens and slogans rather than by knowledge.

To think through the problems in this area and to arrive at meaningful measurements is one of the great challenges to management.

The objectives in this area should include objectives for union relations.

If this were a book on industrial society, the union would figure prominently (as it does indeed in my New Society). In a book on the Practice of Management the union is only one of many outside groups and forces management deals with—suppliers, for instance. But it is a powerful outside force. It can through wage demands wreck the business, and through a strike deprive management of control. The management of any unionized company therefore needs definite long-range objectives for its union relations. If it leaves the initiative in labor relations entirely to the union, it can be said not to manage at all.

Unfortunately that has been precisely the way too many of our managements have conducted their labor relations in the last fifteen or twenty years. They have left the initiative to the union. They have usually not even known what to expect in the way of union demands. They have, by and large, not known what the union is, how it behaves and why it behaves as it does. When first told that certain union demands are about to be made, the typical management refuses to listen. It is sure that the demand will not be made—for the simple reason that it does not consider it justified. Then, when the demand is made, management tends to turn it down as “impossible” and as “certain to ruin the business,” if not our free enterprise system. Three days to three years later management caves in, accepts the demand, and in a joint statement with the union leader hails the agreement as a “milestone in democratic labor relations.” This is not management; it is abdication.

 

What union-relations objectives should be concretely goes beyond the scope of this book. But they should first focus on returning the initiative to management. This requires that management must know how a union operates and why. It must know what demands the union will make and why; indeed it must be able to anticipate these demands so as to make their eventual acceptance beneficial to the enterprise or, at the least, harmless to it. Above all, it must learn to make demands itself; as long as the union alone makes demands, management will remain the passive, the frustrated, the ineffectual partner in the relationship.

 

Union relations, no matter how important, are however only a small and peripheral part of the management of work and worker. Yet, in the main areas we simply do not even know whether the things we can measure—turnover, absenteeism, safety, calls on the medical department, suggestion system participation, grievances, employee attitudes, etc.,—have anything at all to do with employee performance. At best they are surface indications. Still they can be used—in some companies are being used—to build an Employee Relations Index. And though we can only guess what such an index measures, at least the systematic attempt to find out what goes on in the work force focuses management’s attention on what it could and should do. While no more than the merest palliative it serves at least to remind managers of their responsibility for the organization of the worker and his work. Admittedly this is hardly even a stopgap, perhaps only an acknowledgment of ignorance. The goal must be to replace it by real objectives which are based on knowledge.

The Time-Span of Objectives

For what time-span should objectives be set? How far ahead should we set our targets?

The nature of the business clearly has a bearing here. In certain parts of the garment business next week’s clearance sale is “long-range future.” It may take four years to build a big steam turbine and two more to install it; in the turbine business six years may be “immediate present” therefore. And Crown Zellerbach is forced to plant today the trees it will harvest fifty years hence.

Different areas require different time-spans. To build a marketing organization takes at least five years. Innovations in engineering and chemistry made today are unlikely to show up in marketing results and profits for five years or longer. On the other hand a sales campaign, veteran sales managers believe, must show results within six weeks or less; “Sure, there are sleepers,” one of these veterans once said, “but most of them never wake up.”

This means that in getting objectives management has to balance the immediate future—the next few years—against the long range: five years or longer. This balance can best be found through a “managed-expenditures budget.” For practically all the decisions that affect the balance are made as decisions on what the accountant calls “managed expenditures”—those expenditures that are determined by current management decision rather than by past and irrevocable decisions (like capital charges), or by the requirements of current business (like labor and raw material costs). Today’s managed expenditures are tomorrow’s profit; but they may also be today’s loss.

Every second-year accountancy student knows that almost any “profit” figure can be turned into a “loss” by changing the basis of depreciation charges; and the new basis can usually be made to appear as rational as the old. But few managements—including their accountants—realize how many such expenditures there are that are based, knowingly or not, on an assessment of short-range versus long-range needs, and that vitally affect both. Here is a partial list:

 

Depreciation charges; maintenance budgets; capital replacement, modernization and expansion costs; research budgets; expenditures on product development and design; expenditures on the management group, its compensation and rewards, its size, and on developing tomorrow’s managers; cost of building and maintaining a marketing organization; promotion and advertising budgets; cost of service to the customer; personnel management, especially training expenditures.

 

Almost any one of these expenditures can be cut back sharply, if not eliminated; and for some time, perhaps for a long time, there will be no adverse effect. Any one of these expenditures can be increased sharply and for good reasons, with no resulting benefits visible for a long time. By cutting these expenditures immediate results can always be made to look better. By raising them immediate results can always be made to look worse.

There are no formulas for making the decisions on managed expenditures. They must always be based on judgment and are almost always a compromise. But even a wrong decision is better than a haphazard approach “by bellows and meat ax”: inflating appropriations in fair weather and cutting them off as soon as the first cloud appears. All managed expenditures require long application; short spurts of high activity do not increase their effectiveness. Sudden cuts may destroy in one day what it took years to build. It is better to have a modest but steady program of employee activities than to splurge on benefits, lush company papers and plant baseball teams when times are good, only to cut down to the point of taking out the soap in the washrooms when orders drop 10 per cent.4 It is better to give the customer minimum service than to get him used to good service only to lay off half the service force when profits go down. It is more productive to spend 50,000 dollars each year for ten years on research than to spend, say, two millions one year and nothing the next nine. Where managed expenditures are concerned, one slice of bread every day is better than half a loaf today and none tomorrow.

Almost every one of these expenditures requires highly skilled people to be effective. Yet, first-rate people will not remain with a business if their activity is subject to sudden, unpredictable and arbitrary ups and downs. Or if they stay, they will cease to exert themselves—for “what’s the use of my working hard if management will kill it anyhow.” And if the meat ax cuts off trained people during an “economy wave,” replacements are hard to find or take a long time to train when management, applying the bellows, suddenly decides to revive the activity.

Decisions concerning managed expenditures themselves are of such importance for the business as a whole—over and above their impact on individual activities—that they must not be made without careful consideration of every item in turn and of all of them jointly. It is essential that management know and consciously decide what it is doing in each area and why. It is essential that management know and consciously decide which area to give priority, which to cut first and how far, which to expand first and how far. It is essential finally that management know and consciously decide what risks to take with the long-run future for the sake of short-term results, and what short-term sacrifices to make for long-run results.

A managed-expenditures budget for a five-year period should show the expenditure considered necessary in each area to attain business objectives within the near future—up to five years or so. It should show the additional expenditure considered necessary in each area to maintain the position of the business beyond the five-year period for which concrete objectives are being set. This brings out the areas where expenditures are to be raised first if business gets better, and those where they are to be cut first if business turns down; it enables management to plan what to maintain even in bad times, what to adjust to the times, and what to avoid even in a boom. It shows the total impact of these expenditures on short-range results. And finally it shows what to expect from them in the long range.

Balancing the Objectives

In addition to balancing the immediate and the long-range future, management also has to balance objectives. What is more important: an expansion in markets and sales volume, or a higher rate of return? How much time, effort and energy should be expended on improving manufacturing productivity? Would the same amount of effort or money bring greater returns if invested in new-product design?

There are few things that distinguish competent from incompetent management quite as sharply as the performance in balancing objectives. Yet, there is no formula for doing the job. Each business requires its own balance—and it may require a different balance at different times. The only thing that can be said is that balancing objectives is not a mechanical job, is not achieved by “budgeting.” The budget is the document in which balance decisions find final expression; but the decisions themselves require judgment; and the judgment will be sound only if it is based on a sound analysis of the business. The ability of a management to stay within its budget is often considered a test of management skill. But the effort to arrive at the budget that best harmonizes the divergent needs of the business is a much more important test of management’s ability. The late Nicholas Dreystadt, head of Cadillac and one of the wisest managers I have ever met, said to me once: “Any fool can learn to stay within his budget. But I have seen only a handful of managers in my life who can draw up a budget that is worth staying within.”

 

Objectives in the key areas are the “instrument panel” necessary to pilot the business enterprise. Without them management flies by the “seat of its pants”—without landmarks to steer by, without maps and without having flown the route before.

However, an instrument panel is no better than the pilot’s ability to read and interpret it. In the case of management this means ability to anticipate the future. Objectives that are based on completely wrong anticipations may actually be worse than no objectives at all. The pilot who flies by the “seat of his pants” at least knows that he may not be where he thinks he is. Our next topic must therefore be the tools that management needs to make decisions today for the results of tomorrow.








CHAPTER 8

TODAY’S DECISIONS FOR TOMORROW’S RESULTS


Management must always anticipate the future—Getting around the business cycle—Finding the range of fluctuations—Finding economic bedrock—Trend analysis—Tomorrow’s managers the only real safeguard.





AN OBJECTIVE, a goal, a target serves to determine what action to take today to obtain results tomorrow. It is based on anticipating the future. It requires action to mold the future. It always balances present means and future results, results in the immediate future and results in the more distant future.

This is of particular importance in managing a business. In the first place, practically every basic management decision is a long-range decision—with ten years a rather short time-span in these days. Whether on research or on building a new plant, on designing a new marketing organization or a new product, every major management decision takes years before it is really effective. And it takes years for it to be productive, that is, to pay off the investment of men or money.

Management has no choice but to anticipate the future, to attempt to mold it and to balance short-range and long-range goals. It is not given to mortals to do either of these well. But lacking divine guidance, business management must make sure that these difficult reponsibilities are not overlooked or neglected but taken care of as well as is humanly possible.

Predictions concerning five, ten or fifteen years ahead are always “guesses.” Still, there is a difference between an “educated guess” and a “hunch,” between a guess that is based upon a rational appraisal of the range of possibilities and a guess that is simply a gamble.

Getting around the Business Cycle

Any business exists as a part of a larger economic context; a concern with “general business conditions” is mandatory to any plan for the future. However, what management needs is not the “business forecast” in the usual sense, that is, a forecast that attempts to read tomorrow’s weather and to predict what business conditions will be like three, five or ten years ahead. What management needs are tools that enable it to free its thinking and planning from dependence on the business cycle.

At first sight this may look like a paradox. Certainly the business cycle is an important factor; whether a decision will be carried out in a period of boom or in a period of depression may make all the difference in its validity and success. The standard advice of the economists to make capital investments at the trough of the depression and to refrain from expansion and new investments at the peak of a boom seems to be nothing but the most elementary common sense.

Actually it is no more useful and no more valid than the advice to buy cheap and sell dear. It is good advice; but how is it to be followed? Who knows in what stage of the cycle we are? The batting average of the economists has not been impressive—and the forecasting success of businessmen has not been much more so. (Remember the all but general prediction back in 1944 or 1945 of a major postwar slump?) Even if it were sound, to play the business cycle would be unusable advice.

If people could act according to this advice, we would not have boom and depression to begin with. We have extreme fluctuations only because it is psychologically impossible to follow such advice. In a boom almost everybody is convinced that this time even the sky will not be the limit. At the bottom of a depression everybody is equally convinced that this time there will be no recovery but that we will keep on going down or stay at the bottom forever. As long as businessmen focus their thinking on the business cycle they will be dominated by the business-cycle psychology. They will therefore make the wrong decision no matter how good their intentions and how good the economists’ analytical ability.

Moreover, economists doubt more and more whether there is a real “cycle.” There are ups and downs, no doubt; but do they have any periodicity, any inherent predictability? The greatest of modern economists, the late Joseph A. Schumpeter, labored mightily for twenty-five years to find the “cycle.” But at best, his “business cycle” is the result of so many different cyclical movements that it can only be analyzed in retrospect. And a business-cycle analysis that only tells where the cycle has been but not where it will go, is of little use in managing a business.

Finally, the business cycle is too short a period for a good many business decisions—and for the most important ones. A plant expansion program in heavy industry, for instance, cannot be founded on a forecast for the next four or five or six years. It is a fifteen-or twenty-year program. And the same is true of a basic change in product or marketing organization, of a decision to build a new store or to develop a new type of insurance policy.

What business needs therefore are tools which will enable it to make decisions without having to try to guess in what stage of the cycle the economy finds itself. These tools must enable business to plan and develop for more than the next three or even the next seven years, regardless of the economic fluctuations to be expected over the cyclical period.

We have today three such tools. In managing a business all three are useful.

In the first place, we can assume that there will always be fluctuations, without attempting to guess what stage of the cycle the economy is currently passing through. We can, in other words, free decisions from cyclical guesswork by testing the business decision against the worst possible and the sharpest possible setback that past experience could lead us to expect.1

This method does not indicate whether a decision is right or not. It indicates, however, the extremes of cyclical risk involved. It is therefore the most important forecasting tool in the determination of the minimum necessary profit.

The second tool—more difficult to handle but also more productive—consists of basing a decision on events which are likely to have heavy impact upon future economic conditions but which have already happened. Instead of forecasting the future, this method focuses on past events—events which, however, have not yet expressed themselves economically. Instead of attempting to guess economic conditions, this method tries to find the “bedrock” underlying economic conditions.

 

We have mentioned before the case of the company which decided during World War II to turn to the production of fuse boxes and switch boxes after the war. This decision was based on such an analysis of the bedrock underlying the economy, namely, the pattern of family formation and population structure that had emerged in the United States between 1937 and 1943.

By 1943 it had become clear that something fundamental was happening to population trends. Even if the population statisticians had turned out to be right in their forecast that the high birthrate was a wartime phenomenon and would come to an end with the conclusion of the war (one of the most groundless, if not frivolous, forecasts ever made), it would not have altered the fact that from a low point in 1937 the rate of family formation had risen to where it was significantly above the rate of the depression years. These new families would need houses, even if the rate of family formation and the birthrate were to decline again after the end of the war. In addition, there had been almost twenty years of stagnation in residential building, so that there was a tremendous pent-up demand for houses. From this it could be concluded that there would be substantial residential building activity in the postwar period. The only thing that could have prevented it would have been America’s losing the war.

If the postwar period had brought a sizable depression, this housing activity would have been a government project. In fact, population trends and the housing situation indicated that housing would have to be the major depression-fighting tool of governmental policy. If the postwar period were to be a boom period, as it turned out to be, there should be substantial private housing activity. In other words, housing would be at a high level in depression as well as in boom. (In fact, building would probably have been on a higher level than the one we actually experienced in the postwar period, had the much-heralded postwar depression actually come to pass.)

It was on the basis of this analysis of a development that had already happened and that could be expected to shape the economy regardless of business conditions, that the company’s management decided to move into its new business. Management could justifiably claim that, even though it planned long-range, no forecast regarding the future was actually involved.

 

Of course, population structure is only one of the bedrock factors. In the period immediately following World War II it was probably a dominant factor in the American economy. In other times, however, it might well be secondary, if not irrelevant.

However, the basic method used is universally applicable: to find events that have already occurred, events that lie outside of economic conditions, but in turn shape those conditions, thus basing a decision for the future on events that have already happened.

But though the best tool we have, bedrock analysis is far from perfect. Exactly the same bedrock analysis of population trends with the same conclusion for a postwar housing boom could have been made in 1944 for France. The analysis would have been right; but the French housing boom never occurred. Of course, the reasons may be totally outside of the economic system proper. Perhaps they are to be found in strangulation by rent controls and by a vicious tax system. The boom may only be delayed and may still be “just around the corner.” And the lack of any appreciable postwar residential building in France may be a major cause of the French political and economic sickness, and therefore should not have been allowed to happen. This would have been cold comfort to the businessman, however. In France the decision to go into fuse boxes and switch boxes, though based on rational premises, would still have been the wrong decision.

In other words, one cannot say that anything will “inevitably” happen in the future. Even if the inevitable does happen, one does not know when. Bedrock analysis should therefore never be used alone. It should always be tested by the third and final method of limiting the risks of making prediction: Trend analysis—the most widely used of the three tools in this country today. Where bedrock analysis tries to find the “why” of future events, trend analysis asks “how likely” and “how fast.”

Trend analysis rests on the assumption that economic phenomena—say, the use of electric power by a residential customer or the amount of life insurance per dollar of family income—have a long-term trend that does not change quickly or capriciously. The trend may be confused by cyclical fluctuations; but over the long run it will reassert itself. To express it in the terms of the statistician: the “trend line” will tend to be a “true curve” over a ten-, fifteen-or twenty-year period.

Trend analysis thus tries to find the specific trends that pertain to the company’s business. It then projects them in such a form that decisions can be taken for the long term without too much attention to the business cycle.

As a check of the results of bedrock analysis, trend analysis is invaluable. But it, too, should never be used by itself lest it become blind reliance on the past or on a rather mythical “law of social inertia.” In fact, though quite different in techniques, the two analyses are really the two jaws of the same vise with which we attempt to arrest fleeting time long enough to get a good look at it.

Despite their shortcomings, the three methods sketched here, if used consistently, skillfully and with full realization of their limitations, should go a long way toward converting management decisions from “hunch” into “educated guess.” At least they will enable management to know on what expectations it founds its objectives, whether the expectations are reasonable, and when to review an objective because the expected has not happened or has happened when not expected.

Tomorrow’s Managers the Only Real Safeguard

But even with these improved methods, decisions concerning the future will always remain anticipations; and the odds will always be against their being right. Any management decision must therefore contain provision for change, adaptation and salvage. Management must with every decision make provision for molding the future as far as possible toward the predicted shape of things to come. Otherwise, despite all technical brilliance in forecasting, management decisions will be merely wishful thinking—as all decisions based on long-range prediction alone inevitably are.

Concretely this means that today’s managers must systematically provide for tomorrow’s managers. Tomorrow’s managers alone can adapt today’s decision to tomorrow’s conditions, can convert the “educated guess” into solid achievement. They alone can mold tomorrow’s conditions to conform to the decisions made today.

In our discussions of manager development we tend to stress that provision must be made for managers capable of making the decisions of tomorrow. This is true; but systematic manager development is first needed for the sake of the decisions made today. It must, above all, provide for men who know and understand these decisions and the thinking behind them, so that they can act intelligently when the decisions of today will have become the headaches of tomorrow.

In the last analysis, therefore, managing a business always comes back to the human element—no matter how sound the business economics, how careful the analysis, how good the tools.








CHAPTER 9

THE PRINCIPLES OF PRODUCTION


Ability to produce always a determining and a limiting factor—Production is not the application of tools to materials but the application of logic to work—Each system of production has its own logic and makes its own demands on business and management—The three systems of production—Is mass production “new style” a fourth?—Unique-product production—Mass production, “old style” and “new style”—Process production—What management should demand of its production people—What production systems demand of management—“Automation” revolution or gradual change?—Understanding the principles of production required of every manager in the decades ahead.





MANUFACTURING management, as the term is commonly understood, is not the concern of this book any more than the management of selling, finance, engineering or insurance-company investments. But the principles of production must be a serious concern of top management in any business that produces or distributes physical goods. For in every such business the ability to attain performance goals depends on the ability of production to supply the goods in the required volume, at the required price, at the required quality, at the required time or with the required flexibility. In any manufacturing enterprise, ability to produce physically has to be taken into account when setting business objectives. Management’s job is always to push back the limitations set by the hard reality of physical production facts. It must so manage its business as to convert these physical limitations into opportunities.

There is, of course, nothing new in this. But traditionally management reacts to the physical limitations of production by putting pressure on its manufacturing function: there are few areas in which “management by drives” is as common. And production people themselves see the answer in a number of techniques and tools, ranging from machine design to industrial engineering.

Neither, however, is the key. To push back the physical limitations or to convert them into opportunities requires first that management understand what system of production its operations require and what the principles of that system are; and second that it apply these principles consistently and thoroughly. Production is not the application of tools to materials. It is the application of logic to work. The more clearly, the more consistently, the more rationally the right logic is applied, the less of a limitation and the more of an opportunity production becomes.

Each system of production makes its own demands on the management of the business—in all areas and on all levels. Each requires different competence, skill and performance. One set of demands is not necessarily “higher” than another, any more than non-Euclidian geometry is higher than Euclidian geometry. But each is different. And unless management understands the demands of its system of production, it will not manage well.

This is particularly important today when many businesses are moving from one system of production into another. If this move is considered a mere matter of machines, techniques and gadgets, the business will inevitably reap only the difficulties of the new system. To reap its benefits management must realize that the new system involves new principles, and must understand what these are.

The Three Systems of Production

There are three basic systems of industrial production known to us so far: unique-product production, mass production and process production. We may perhaps count four systems; for mass production “old style,” that is, the production of uniform products, is different from mass production “new style,” which manufactures uniform parts but assembles them into diversified products.

Each of these systems has its own basic principles; and each makes specific demands on management.


There are two general rules for advancing production performance and pushing back limitations: 1) The limitations of production are pushed back further and faster, the more consistently and thoroughly the principles pertaining to the system in use are applied.

2) The systems themselves represent a distinct order of advance, with unique-product production the least advanced, process production the most advanced. They represent different stages of control over physical limitations. This does not mean that opportunities for advance lie everywhere in moving from the unique-product system to the process-production system. Each system has its specific applications, requirements and limitations. But it does mean that we advance to the extent to which we can organize parts of production on the principles of a more advanced system and learn, at the same time, how to harmonize the two systems within the business.

There are also two general rules concerning the demands on management competence made by each system.

1) The systems differ not just in the difficulty of their demands, but in the variety of competence and the order of performance. Management, in moving from one system to another, has to learn how to do new things rather than learn to do the old things better.

2) The more we succeed in applying consistently the principles of each system, the easier it becomes for management to satisfy its demands.

Each management has to meet the demands of the system it ought to have according to the nature of its product and production, rather than those of the system it actually has. Being unable or unwilling to apply what would be the most appropriate system only results in lack of performance; it does not result in lower demands on management. Indeed, it inevitably increases the difficulties of managing the business.

 

One case in point is basic steel making, which has—in the “batch process”—primarily a unique-product system. There is probably no industry that has worked harder or more successfully on perfecting a unique-product system. Yet, the problems the managements of basic-steel companies face are all process-production problems: high fixed capital requirements and the need for continuous production resulting together in high break-even points, the need for a high and constant level of business, the need to make basic investment decisions for a long time ahead, etc. At the same time the basic-steel industry enjoys few of the benefits of process production.

 

It is, in summary, of major importance in managing a business to know which system applies; to carry its principles through as far as possible; to find out which parts of production can be organized in a more advanced system and to organize them accordingly; to know what demands each system makes on management.

And where, as in the basic-steel industry, historical and technological obstacles have barred the organization of production in the appropriate system, it is a major challenge to management to work systematically on overcoming these obstacles. Indeed, emphasis in such a situation should not be given to working a little more effectively what is basically the wrong system. I am convinced that a great deal of the tremendous technological effort in the steel industry has been misdirected. Focused on improving the traditional process, it will turn out to have been wasted when steel making will finally become process production—which is in all probability not too far off any more. A business using the wrong system has to satisfy all the demands that the appropriate and more advanced system would make on management. Yet, it does not have the where-withal to pay for them, for this can come only out of the increased ability to produce which the more advanced system provides.

Unique-Product Production

What, then, concretely are these three systems of production and their principles?

In the first, the production of a unique product, each product is self-contained. Of course, strictly speaking, there is no such thing as manufacturing unique products—they are produced only by the artist. But building a battleship, a big turbine or a skyscraper comes close to turning out a unique product. So does the building of a house, and in most cases “batch production” in a job shop.

Under this system the basic principle is organization into homogeneous stages. In the building of the traditional one-family house—one of the simplest examples of unique-product production—we can distinguish four such stages. First, digging the foundation and pouring concrete for the foundation walls and the basement floor. Second, putting up the frame and the roof. Third, installing plumbing and wiring equipment in the inside walls. Finally, interior finishing. What makes each of these a distinct stage is that work on the house can stop after each is completed, without any damage—even for a fairly long time. On the other hand, within each stage, work has to be carried right through; or else what has been done already will be damaged and may even have to be done again. Each stage can be varied from house to house without too much trouble or adjustment and without delaying the next stage. Each of these stages by the inner logic of the product, that is, of the house, is an entity in itself.

Unique-product production, with its organization of the work by homogeneous stages, is radically different from craft organization, in which a carpenter does all the carpentry, a plumber all the plumbing, etc. Properly organized, unique-product production does not go by craft skills but by stage skills. The model is the telephone installation man who, without being a skilled electrician, carpenter, plumber or roofer, installs electric wiring, saws through boards, makes a ground connection and can take up a roof shingle and replace it. In other words, either every man engaged in the work of a particular stage must be able to do everything needed within that stage; or, as in the building of a big turbine, there must be an integrated team for each stage which contains within itself all the stage skills needed. No skill is needed by individual or team that goes beyond the requirement of the particular stage.

 

This is largely how we succeeded in building ships at such a tremendous rate during the war. It was not mass production that resulted in the unprecedented output of ships. It was the division of the work into homogeneous stages; the systematic organization of the work group for the specific requirements of each stage; and the systematic training of a large number of people to do all the work required within one stage. This in turn made possible the progressive scheduling of the work flow which was the greatest time saver.

Mass Production “Old Style” and “New Style”

Mass production is the assembly of varied products—in large numbers or small—out of uniform and standardized parts.

In the manufacturing industry mass production is today the prevailing system. It is, and with good reason, considered to be the typical system of an industrial society—though process production may soon become a strong contender.

So universal is mass production today that it might be assumed that we know all about it, certainly that we know all about its basic principles. This is far from true. After forty years we are only now beginning to understand what we should be doing. The reason for this is that the man who ushered in mass production as a universal system misunderstood and misapplied it—so often the fate of the pioneer.

When Henry Ford said that “the customer can have any color car as long as it’s black,” he was not joking. He meant to express the essence of mass production as the manufacture of uniform products in large quantity. Of course, he knew that it would have been easy to give his customer a choice of colors; all that was needed was to give the painter at the end of the assembly line three or four spray guns instead of one. But Ford also realized, rightly, that the uniformity of the product would soon be gone altogether once he made any concession to diversity. And to him the uniformity of the product was the key to mass production.

This old-style mass production is, however, based on a misunderstanding. It is the essence of genuine mass production that it can create a greater diversity of products than any method ever designed by man. It does not rest on uniform products. It rests on uniform parts which can then be mass-assembled into a large variety of different products.

 

The model of mass production is therefore not the old Ford assembly line. It is rather the farm equipment manufacturer in Southern California who designs and makes specialized cultivating machines for large-scale farming on irrigated land. Every one of his designs is unique. He makes, for instance, a machine that performs, with various attachments, all operations needed in large-scale cucumber growing—from preparing the hills in the spring, to harvesting cucumbers at the right stage of their growth, to pickling them. He rarely makes more than one of each machine at a time. Yet every one of his more than seven hunderd different machines is made up entirely of mass-produced, uniform, standardized parts, which someone in the American economy turns out by the thousands. His biggest job is not to solve the problem of designing a machine that will identify cucumbers of the right ripeness for pickling, but to find a mass producer of a part that, though originally designed for an entirely different purpose, will, when put on the cucumber cultivator, do whatever is needed.

 

The specific technique for applying this principle is the systematic analysis of products to find the pattern that underlies their multiplicity. Then this pattern can be organized so that the minimum number of manufactured parts will make possible the assembly of the maximum number of products. The burden of diversity, in other words, is taken out of manufacturing and shifted to assembly.

 

One large manufacturer of electric implements produced, ten years ago, 3,400 different models, each composed of 40 to 60 parts. The analysis of this line of products first made it possible to reduce the number by about one third; 1,200 models were found to be duplications. The analysis still left 2,200 products—and to make them the company was making or buying well over 100,000 different parts.

After the products had been analyzed, their pattern established and the parts determined, it was found that almost all of the 2,200 models fell into 4 categories, according to the voltage they were supposed to carry. Only 40 products did not fit into this pattern. This made it possible to reduce the number of parts for all the other products. Then the number of variations for each part could be cut down to the minimum. Only one part now requires as many as 11 variations; the average today is 5 variations per part.

Production in this company is production of parts—even though the final products are widely different. The burden of variety is thrown on assembly. The parts themselves can be produced continuously against a schedule determined by the size of the inventory rather than by customer orders. And the size of the inventory is again determined by the time needed for assembly and delivery.

 

This new-style mass production is the most immediately useful production concept that we have in our possession today. It is still understood only by a minority of production people, and applied only in a fairly small number of companies. Also the techniques and methods to take full advantage of the concept have only now become available. It is above all the logical methods of “Operations Research” that allow us to make the complicated analyses of products and parts that are necessary to put the correct mass-production principle into effect.

Wherever this new principle has actually been applied cost reductions have been spectacular—sometimes reaching 50 or 60 per cent. Nor is its application confined to the production process itself. By making it possible to keep an inventory in parts instead of in finished products, it often enables a company to cut its cost and yet give the customer better service.

This new principle does achieve, in other words, what Henry Ford was after; the continuous production of uniform things without interruption because of an irregular flow of customer orders, or the need to change tools, styles or models. But it does this not by producing uniform products but by producing standardized parts. Uniformity in manufacturing is coupled with diversity in assembly.

Obviously the application of the mass-production principle, is not simple. It goes well beyond manufacturing and requires hard and extensive work on the part of the marketing people, engineers, financial people, personnel people, purchasing agents and so forth. It carries risks, as it must be based on a fairly long production cycle at a constant rate of machine utilization—three, six, in some cases, eighteen months. It requires new accounting tools.

New-style mass production can also not be put in overnight—the development in the electrical implement company took all of three years. But so great are the savings that the company recovered the expense of a virtually complete redesign of its products and manufacturing facilities in less than two years.

Process Production

The third system is process production. Here process and product become one.

The oldest example of a process industry is the oil refinery. The end products that a refinery will obtain out of crude oil are determined by the process it uses. It can produce only the oil distillates for which it is built and only in definite proportions. If new distillates have to be added, or if the proportion between the various distillates is to be changed significantly, the refinery has to be rebuilt. Process production is the rule in the chemical industries. It is, with minor variations, the basic system of a milk-processing or a plate-glass plant.

And both mass production “new style” and process production are ready for Automation.


What Management Should Demand of Its Production People

Management must demand that those responsible for production know what system of production is appropriate, and apply the principles of that system consistently and to the limit. These are the first and decisive steps in pushing back the limitations of production on business performance.

Only when these steps have been taken can the next one be made: the organization of parts of production on the basis of a more advanced system.

 

The result of doing this without first analyzing the production process and organizing it properly is shown by the failure of the prefabricated house. It would seem the most obvious thing in the world to build a house from prefabricated, standardized parts. Yet the attempt, when made after World War II, proved abortive.

The reason was that uniform, standardized parts—mass production, in other words—were superimposed on a badly disorganized unique-product system. Instead of homogeneous stages, the organizing principle was craft organization. The use of prefabricated parts in a craft system proved more expensive and slower than the old methods. When, however, the Levitts in Long Island organized home building by homogeneous stages, they could immediately use uniform standardized prefabricated parts with conspicuous savings in time and money

Similarly, standardized parts brought no savings in a locomotive repair shop as long as it was craft-organized. When the work was organized in teams, each containing all the skills needed in a particular stage of the work, when, in other words, craft organization was replaced by stage organization, standardized parts brought tremendous savings.

 

This is of particular importance in a mass-production industry, which produces diversified products. For there the great opportunity lies in the application of Automation; and this can only be achieved if production is properly understood and organized as the manufacture of unform parts and their assembly into diversified products.

The electrical instrument maker mentioned above could fairly easily put his production of parts on an automatic basis, approaching closely the continuous flow and automatic self-control of an oil refinery or a plate-glass plant. There are other illustrations.

 

The U.S. Bureau of Standards has recently worked out, for the U.S. Navy, a method of automatic production of electronic circuits. This process does away with the soldering of individual circuits; it eliminates, in other words, the traditional “production by assembly” of the electronics industry. At the same time it makes possible the use of a large number of different circuits and their combinations without redesign of the process and without change in production. It does this by replacing the wiring in a radio or television set with a fairly small number of predesigned parts that can be plugged together in assembly to give many circuits or combinations of circuits.

My favorite example is a shirt manufacturer who faced the problem of an almost infinite variety of sizes, styles and colors, seemingly making impossible any production planning. He found, however, that three quarters of his production were in white shirts; and that there were only three basic qualities of fabric used in making white shirts, and in fairly predictable proportions. He then found that all shirts were made of seven parts: front, back, shoulder yoke, collars, right sleeve, left sleeve, cuffs. Size adjustments could all be made in assembly where the finished shirt is sewn together by cutting off excess length or width; for it is cheaper to sacrifice a few inches of material than to turn out parts of different size. Style adjustments could be made by using different collars and cuffs and different buttons. As a result all parts except collars and cuffs could be produced in the three grades of cloth without variation; cuffs required three variations; collars six. Only collars, which are simple to produce, are therefore made according to customers’ orders today. And a job that, twenty years ago, was still almost entirely run by hand on individual sewing machines, is now done as a continuous automatic process, controlled by inventory standards. The result has been a sharp cut in cost, a tremendous increase in the variety of final products—sizes and styles—and greater customer satisfaction.

What Production Systems Demand of Management

But management must also know what the various systems of production demand of its own competence and performance.

In unique-product production, management’s first job, it might be said, is to get an order. In mass production, the job is to build an effective distributive organization and to educate the customer to adapt his wants to the range of product variety. In process production, the first task is to create, maintain and expand a market and to find new markets. To distribute kerosene lamps free to the Chinese peasants to create a market for kerosene—the famous Standard Oil story of fifty years ago—is a good example of what this means.

Unique-product production has high costs for the individual product but great flexibility in the plant. Mass production “new style” has the ability to supply wants cheaply and within a wide and flexible range of products. But it requires much higher capital investment than unique-product production and a much higher level of continuous activity; it involves inventory risks; and it needs a distributive organization that can sell continuously rather than one that goes after a specialized, individual order. Process production requires the highest capital investment—in absolute dollars—and the most nearly continuous operation. Also, since products and process have, so to speak, become one, new products will be created by changes in the process even if there is no demand for them in the existing market—a common occurrence in the chemical industry. Management must therefore develop new markets for any new products as well as maintain a steady market for the old. Indeed, under Automation it is a major responsibility of management both in mass production and in process production to maintain a steadier level of economic activity and to prevent extreme economic fluctuations, whether of boom or of depression.

Under the unique-product system the time-span of decisions is short. Under mass production it becomes longer: a distributive organization, for instance, may take ten years to build, as the Kaiser-Frazer Automobile Company found out after World War II. But under a process system decisions are made for an even longer future. Once built, the production facilities are relatively inflexible and can be changed only at major expense; the total investment may be large; and the development of a market is long-range. The marketing systems of the big oil companies are good examples. The more advanced the production organization, the more important are decisions for the future.

Each system requires different management skills and organization. Unique-product production requires people good at a technical function. Mass production—“old style” and “new”—requires management trained in analytical thinking, in scheduling and in planning. New-style mass production as well as process production requires management trained in seeing a business as a whole in conceptual synthesis and in decision-making.

Under unique-product production management can be centralized at the top. Co-ordination between the various functions is needed primarily at the top. Selling, design, engineering and production can all be distinct and need only come together where company policy is being determined. It is this pattern of unique-product production that is still largely assumed in our organization theory—even though unique-product production may well be the exception rather than the rule in the majority of American industry today.

Mass production “old style” can still maintain this pattern, though with considerable difficulty and at a high price in efficiency. It does better with a pattern that establishes centers of decision and integration much further down. For it requires close co-ordination between the engineers who design the product, the production people who make it, the sales people who market it, and so forth.

In both mass production “new style” and process production, functional centralization is impossible. They require the closest co-operation of people from all functions at every stage. They require that design, production, marketing and the organization of the work be tackled simultaneously by a team representing all functions. They require that every member of the team both know his own functional work and see the impact on the whole business all the time. And decisions affecting the business as a whole have to be taken at a decentralized level—sometimes at a level not even considered “management” today.

There are significant differences with respect to the work force and its management. Unique-product production can usually adjust its work force to economic fluctuations, keeping in bad times only foremen and a nucleus of the most highly skilled. It can, as a rule, find what other skills it needs on the labor market. Precisely because they have limited skill, the workers in old-style mass production must increasingly demand employment stability from the enterprise. And in any business that uses Automation—whether new-style mass production or process production—the enterprise itself must make efforts to stabilize employment. For the work force needed for Automation consists largely of people trained both in skill and in theoretical understanding. It not only represents too great an investment to be disbanded; it can normally only be created within the company and with years of effort. It is neither accident nor philanthropy that the oil companies—typical process businesses—have tried so hard to keep employment steady even in bad depression years.

Under Automation there are few “workers.” As said before, Automation will not (in the traditional sense of the word) cut down the total number of people employed—just as mass production did not do so. What we can see so far in the process industries shows clearly that the total work force does not shrink. On the contrary, it tends to expand. But Automation requires totally different workers who are actually much closer to the professional and technical specialist than to today’s production worker. This creates a problem of managing people that is quite different from any “personal management problem” businessmen are normally familiar with.

Automation—Revolution or Gradual Change?

I have learned to be extremely skeptical of any prediction of imminent revolution or of sweeping changes in technology or business organization. After all, today, two hundred years since the first Industrial Revolution, there still flourishes in our midst the New York garment industry, a large industry organized on the “putting-out” system which, the textbooks tell us, had become obsolete by 1750. It would not be difficult to find other examples of such living ancestors who are blissfully (indeed profitably) unaware that they died a long time ago.

Certainly the obstacles to the Automation revolution are great—above all, the lack of men properly trained in the new concepts and skills. Also it has been estimated that only one tenth of America’s industries could readily benefit from Automation at the present state of its technology. Even a real “Automation revolution” would be a gradual and highly uneven process.

Still revolutions do happen. And in the American economy there will be one powerful force pushing toward an Automation revolution in the next decade: the shortage of workers. As a result mainly of the lean birth years of the thirties, our labor force will increase only 11 per cent until 1965. Yet, our total population will go up much faster, even if present record birth rates should not be maintained. To reach minimum growth objectives indicated by population figures, technological progress and economic trends would require, in many companies, a doubling of the labor force were production to continue on the present system.

Even without a revolution, the most significant, the most promising and the most continuous opportunity to improve the performance of business enterprise will not lie, for decades to come, in new machines or new processes. It will lie first in the consistent application of the new mass-production principle and secondly in the application of the principles of Automation. The techniques and tools of production management will continue to be a specialized subject with which only production people need to be familiar. But every manager will have to acquire an understanding of the principles of production—above all, an understanding that efficient production is a matter of principles rather than of machines or gadgets. For without it he will not, in the decades ahead, adequately discharge his job.








PART TWO

MANAGING MANAGERS
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THE fundamental problems of order, structure, motivation and leadership in the business enterprise have to be solved in the managing of managers. Managers are the basic resource of the business enterprise and its scarcest. In a fully automatic factory there may be almost no rank-and-file employees at all. But there will be managers—in fact, there will be many times the number of managers there are in the factory of today.

Managers are the most expensive resource in most businesses—and the one that depreciates the fastest and needs the most constant replenishment. It takes years to build a management team; but it can be destroyed in a short period of misrule. The number of managers as well as the capital investment each manager represents are bound to increase steadily—as they have increased in the past half century. Parallel with this will go an increase in the demands of the enterprise on the ability of its managers. These demands have doubled in every generation; there is no reason to expect a slowing down of the trend during the next decades.

How well managers are managed determines whether business goals will be reached. It also largely determines how well the enterprise manages worker and work. For the worker’s attitude reflects, above all, the attitude of his management. It directly mirrors management’s competence and structure. The worker’s effectiveness is determined largely by the way he himself is managed. That “personnel management” confines itself by and large today to the rank-and-file employee and all but excludes managers from its purview, can be explained historically. But it is nonetheless a serious mistake. The common practice expressed recently by a large company in setting up a Department of Human Relations—“The Department will of course confine itself to the relations between the company and employees earning less than $5,000 a year”—almost guarantees in advance the failure of the new department and of its efforts.

Managing managers is the central concern of every manager. During the last ten or fifteen years American managers have subjected themselves to a steady barrage of exhortations, speeches and programs in which they tell each other that their job is to manage the people under them, urge each other to give top priority to that responsibility and furnish each other with copious advice and expensive gadgets for “downward communications.” But I have yet to sit down with a manager, whatever his level or job, who was not primarily concerned with his upward relations and upward communications. Every president I know, be the company large or small, worries more about his relations with his Board of Directors than with his vice-presidents. Every vice-president feels that relations with the president are the real problem. And so on down to the first-line supervisor, the production foreman or chief clerk, who is quite certain that he could get along with his men if only the “boss” and the personnel department left him alone.

This is not, as personnel people seem inclined to think, a sign of the perversity of human nature. Upward relations are properly a manager’s first concern. To be a manager means sharing in the responsibility for the performance of the enterprise. A man who is not expected to take this responsibility is not a manager. And a manager who does not take it as his first responsibility is a poor manager, if not untrue to his duty.

These problems of upward relations that worry the manager—the relationship to his own boss; his doubts as to what is expected of him; his difficulty in getting his point across, his program accepted, his activity given full weight; the relations with other departments and with staff people, and so forth—are all problems of managing managers.

The starting point of the discussion of the human organization of the enterprise cannot therefore be the rank-and-file employees and their work, no matter how numerous they are; it must be managing managers.

Henry Ford’s Attempt To Do Without Managers

The basic challenges as well as the basic concepts in managing managers are again best illustrated by an example. And the best example is the story of the Ford Motor Company.1

There is no more dramatic story than that of the fall of Ford from unparalleled success to near-collapse in fifteen short years—unless it is the equally swift and dramatic revival of the company in the last ten years.

In the early twenties Ford’s share of the automobile market had climbed to two thirds. Fifteen years later, by the time World War II started, Ford’s market share had fallen to 20 per cent. The Ford Motor Company, being privately owned, publishes no financial figures. But it is widely (though probably mistakenly) believed in the automobile industry that the company did not make a profit in any one of these fifteen years.

How close the company had come to ruin was shown by the nearpanic in the automobile industry when Edsel Ford, Henry Ford’s only son, suddenly died during World War II. For almost twenty years everybody in the industry had been saying: “The old man can’t last much longer; wait till Edsel takes over.” That he died while the old man was still alive forced the industry to face the reality of the Ford situation. And the reality was such that the survival of the company seemed improbable—some people said impossible.

The best indication of the seriousness with which these chances of survival were viewed was a scheme proposed in responsible circles during those days in Detroit. The U. S. Government, it was said, should lend enough money to Studebaker—the fourth largest automobile producer but still less than one sixth the size of Ford—to buy out the Ford family and to take over the company. In this way, and this way alone, Ford would have a chance to survive. Otherwise, it was agreed, the company might well have to be nationalized lest its collapse seriously endanger the country’s economy and its war effort.

What brought Ford to this crisis? The story of Henry Ford’s personal misrule has been told in lurid and not too accurate detail several times. People in American management—if not the public at large—have become familiar with his secret-police methods and his one-man tyranny. What is not understood, however, is that these things were not pathological aberration or senility—though both may have played a part. Fundamental to Henry Ford’s misrule was a systematic, deliberate and conscious attempt to run the billion-dollar business without managers. The secret police that spied on all Ford executives served to inform Henry Ford of any attempt on the part of one of his executives to make a decision. When they seemed to acquire managerial authority or responsibility of their own, they were generally fired. And one of the chief reasons why Harry Bennett, Ford’s police chief, rose during these years to almost supreme power in the organization was that he could never be anything but the old man’s creature, and totally lacked the experience and competence to hold any managerial position.

This refusal to allow anyone to be a manager goes back to the early days of the Ford Motor Company. Even then it had been the old man’s practice, for instance, to demote first-line supervisors regularly every few years or so lest they “become uppity” and forget that they owed their job to Mr. Ford’s will. Technicians Henry Ford wanted; and he was willing to pay them generously. But management was his personal job as owner. Just as, early in his career, he decided not to share ownership with anybody, he apparently decided not to share management. His executives had to be his personal assistants, doing what he told them to do; they had at most to execute, never to manage. From this concept followed everything else: the secret police, Ford’s fear of a conspiracy against him among his closest associates, his basic insecurity.

 

The concept of the executive as an extension of the owner and as his delegate has parallels in the development of many institutions. The army officer started out as the personal vassal of his lord. As late as the eighteenth century, commissions in many European armies were still considered the personal property of the regimental commander, to be sold by him to the highest bidder; and, our military titles—lieutenant, especially—recall to this day the origin of officership in personal delegation. Similarly, the public servant was at first his sovereign’s delegate if not his body-servant. Louis XI of France, who may have conceived the modern idea of a staff of full-time lay administrators, used the same man as his personal barber, secret-police chief and chief minister. And the ministers of government are “secretaries” to this day.

Henry Ford’s concept was not even unique in industry. It was widely held in the early years of the century. He shared it, for instance, with one of his most distinguished contemporaries: Lenin. It is no accident that the early Bolshevik leaders were such fervent admirers of Ford. “Fordism” seemed to offer the key to rapid industrialization in a country lacking in skilled labor. Above all, it seemed to make possible industrialization without management, in which the “owner,” represented by the political dictatorship, would control all business decisions while business itself would employ only technicians. That this proved an idle dream early in the first Five-Year Plan was among the major causes of the bloody “purge” of the mid-thirties which liquidated practically all industrial managers. And that the successors to the “purged” executives have in turn had to be allowed to become managers, rather than remain mere technicians, represents a defeat of the entire theory of the Communist Revolution. One does not need the gift of prophecy to predict that the emergence of a managerial class insures, over the long run, the downfall of the Communist regime in Russia.

 

Certainly it was the absence of a management that caused the fall of the Ford Motor Company. Even at its lowest point—just before World War II—it still had a strong distributive and service organization. The automobile industry believed that Ford’s financial resources after fifteen years of losses were fully equal to those of General Motors, even though Ford sales were hardly more than one third those of General Motors.

But Ford had few managers (except in sales). Most of the good people had either been fired or had left; there was a mass exodus of Ford executives as soon as World War II created job opportunities after ten years of depression. And few of the Ford executives who staved on were good enough to find other jobs. When the company was revived a few years later, not many of the old-timers were found to be competent to hold a management job much above the lowest.

Rebuilding Ford Management

Whether Ford could have survived at all had there been a postwar depression is debatable. But the company might have collapsed even in the postwar boom had Henry Ford’s idea of managing without managers not been reversed radically by his grandson and successor, Henry Ford II. The story of the revival of the Ford Motor Company since 1944 is one of the epics of American business. Many of the details are not known outside the company; it is high time that the whole story was published. But enough is known to make it clear that the key to Ford’s revival has been the building and organization of management—just as the stifling and destruction of management had been the key to the earlier decline.

Henry Ford II was in his mid-twenties when responsibility suddenly fell on his shoulders, with his father dead and his grandfather rapidly failing. He had no business experience at all. And there were few executives of stature left in the company to help or guide him. Yet he obviously understood what the real problem was; for his first act was to establish as basic policy that there would be a real management. Most of the men constituting this management had to be found on the outside. But before he could bring in anyone he had first to clean house. And he had to establish the basic principles on which the company would operate in the future. All this he had to do alone—with his grandfather still alive and his grandfather’s henchmen still on the job. Only then could he pick new people to help him manage, people who could run their activities themselves, take full responsibility for them and be given full authority over them. In fact, the first appointment, that of Ernest R. Breech as executive vice-president, announced that Breech would have full operating authority. And this concept has been observed in setting up all management jobs throughout the organization.

Management has become management by objectives. Where Ford executives under the old regime were never told anything, the new regime has been trying to supply every manager with the information he needs to do his own job, and with as much information about the company as is feasible. The concept of the executive as a personal delegate of the owner has been replaced by the concept of the manager whose authority is grounded in the objective responsibility of the job. Arbitrary orders have been replaced by performance standards based on objectives and measurements.

The greatest change perhaps—certainly the most visible—is in organization structure.

The old Ford Motor Company was rigidly centralized. Not only was all power and decision in the hands of old Henry Ford; but there was only one set of figures for the whole, complex operation.

 

The Ford Motor Company owns its own steel mill, for instance. With a capacity of 1.5 million tons a year, it is one of the country’s largest. Yet it was an open secret in Detroit that the cost figures of the steel mill disappeared in the over-all cost figures for the company. The mill superintendent for instance, did not know what price the company paid for the coal he used. Purchase contracts under the old regime were usually “top secret.”

 

By contrast Ford today is decentralized into fifteen autonomous divisions, each with its own complete management fully responsible for the performance and results of its business and with full authority to make all decisions to attain these results. The steel mill, incidentally, is among these divisions, along with major automobile-producing divisions like Ford and Mercury-Lincoln, parts and equipment divisions and one division in charge of international and export business.

Henry Ford II did not, of course, invent his concepts of management and organization. He took most of them—along with his top managers—from his big competitor, General Motors. They are the concepts on which General Motors was built,2 and which underlay General Motors’ rise to the position of largest manufacturing enterprise in the country. But Henry Ford II is unique in that he started out with a complete set of principles rather than develop them imperceptibly as he went along. His experience is therefore of particular significance as a test of these concepts. Here was a company that seemed headed for almost certain decay, if not ruin, a company without any management, demoralized and leaderless Ten years later, Ford’s share of the market is climbing steadily. It has joined battle with General Motors’ Chevrolet car for first place in the automobile market. From being moribund it has become a major growth company. And the miracle—for miracle it is—has been brought about by a complete change in the principles of the management of managers.

What It Means to Manage Managers

The Ford story enables us to say dogmatically that the enterprise cannot do without managers. One cannot argue that management does the owner’s job by delegation. Management is needed not only because the job is too big for any one man to do himself, but because running an enterprise is something essentially different from running one’s own property.

The older Ford ran his company quite consciously as a single proprietorship. His experience proves that, whatever the legal rules, the modern business enterprise cannot be run this way. The resources entrusted to it can produce wealth only if they are maintained beyond the life-span of one man. The enterprise must therefore be capable of perpetuating itself; and to do this it must have managers. The complexity of the task is such, even in a small business, that it cannot be discharged by one man working with helpers and assistants. It requires an organized and integrated team, each member of which does his own managerial job.

It is therefore the definition of modern business enterprise that it requires a management—that is, an organ which rules and runs the enterprise. The functions and duties of this organ are determined by only one thing: the objective needs of the enterprise. Owners may legally be the “employers” of management; they may even be omnipotent in a given situation. But the nature, functions and responsibilities of management are always determined by the task rather than by delegation.

It is true that in its genetic origin management grows out of the delegation to assistants of those tasks which the owner of a small but growing business can no longer discharge himself. But while growth in size, that is quantitative change, makes management necessary the change itself is qualitative in its effects. Once there is a business enterprise, management’s function is no longer definable in terms of delegation by the owners. Management has a function because of the objective requirements of the enterprise. To deny or to slight this function is to ruin the enterprise.

Management is not an end in itself. It is an organ of the business enterprise. And it consists of individuals. The first requirement in managing managers is therefore that the vision of the individual managers be directed toward the goals of the business, and that their wills and efforts be bent toward reaching these goals. The first requirement in managing managers is management by objectives and self-control.

But the individual manager must also be able to make the needed efforts and produce the required results. His job must be set up so as to allow maximum performance. The second requirement of managing managers is therefore the proper structure of the manager’s job.

Though managers are individuals, they have to work together in a team, and such an organized group always has a distinct character. Though made by individuals, their vision, their practices, their attitudes, and behavior, this character is a common character. It survives long after the men are gone who originally created it. It molds the behavior and attitudes of newcomers. It decides largely who will succeed in the organization. It determines whether the organization will recognize and reward excellence or scuttle into the shallow harbor of placid mediocrity. Indeed, it controls whether men will grow or become stunted, whether they will stand straight and erect or become crooked and misshapen. A mean spirit in the organization will produce mean managers, a great spirit great managers. A major requirement in managing managers is therefore the creation of the right spirit in the organization.

A business enterprise must have a government. In fact it needs both an organ of overall leadership and final decision, and an organ of overall review and appraisal. It needs both a chief executive and a board of directors.

The business enterprise must make provision for its own survival and growth. It must make provision for tomorrow’s managers.

An organized group needs a structure. Arriving at sound structural principles of management organization is therefore the final necessity in managing managers.


These are not things that “should” be done; they are things that are done in every enterprise whether its managers realize it or not. In every enterprise managers are either guided in the right direction or are misdirected; but their vision and efforts are always focused on something. In every business enterprise managers’ jobs are set up either properly or improperly; they cannot be left unorganized. Every business enterprise has either an effective or an ineffective organization structure; but it always has an organization structure. It has either a spirit that killeth or one that giveth life. People are always being developed. The only choice is whether they are to be developed equal to their potential and to tomorrow’s demands or are to be misdeveloped.

Henry Ford wanted no managers. But the only result was that he misdirected managers, set up their jobs improperly, created a spirit of suspicion and frustration, misorganized his company and misdeveloped management people. The only choice management has in these six areas is therefore whether it will do the jobs right or not. But the jobs themselves cannot be evaded. And whether they are being done right or not will determine largely whether the enterprise will survive and prosper or decline and ultimately fall.








CHAPTER 11

MANAGEMENT BY OBJECTIVES AND SELF-CONTROL


The forces of misdirection—Workmanship: a necessity and a danger—Misdirection by the boss—What should the objectives be?—Management by “drives”—How should managers’ objectives be set and by whom?—Self-control through measurements—The proper use of reports and procedures—A philosophy of management.





ANY business enterprise must build a true team and weld individual efforts into a common effort. Each member of the enterprise contributes something different, but they must all contribute toward a common goal. Their efforts must all pull in the same direction, and their contributions must fit together to produce a whole—without gaps, without friction, without unnecessary duplication of effort.

Business performance therefore requires that each job be directed toward the objectives of the whole business. And in particular each manager’s job must be focused on the success of the whole. The performance that is expected of the manager must be derived from the performance goals of the business, his results must be measured by the contribution they make to the success of the enterprise. The manager must know and understand what the business goals demand of him in terms of performance, and his superior must know what contribution to demand and expect of him—and must judge him accordingly. If these requirements are not met, managers are misdirected. Their efforts are wasted. Instead of team work, there is friction, frustration and conflict.


Management by objectives requires major effort and special instruments. For in the business enterprise managers are not automatically directed toward a common goal. On the contrary, business, by its very nature, contains three powerful factors of misdirection: in the specialized work of most managers; in the hierarchical structure of management; and in the differences in vision and work and the resultant insulation of various levels of management.

 

A favorite story at management meetings is that of the three stonecutters who were asked what they were doing. The first replied: “I am making a living.” The second kept on hammering while he said: “I am doing the best job of stonecutting in the entire county.” The third one looked up with a visionary gleam in his eyes and said: “I am building a cathedral.”

The third man is, of course, the true “manager.” The first man knows what he wants to get out of the work and manages to do so. He is likely to give a “fair day’s work for a fair day’s pay.” But he is not a manager and will never be one.

It is the second man who is a problem. Workmanship is essential; without it no work can flourish; in fact, an organization demoralizes if it does not demand of its members the most scrupulous workmanship they are capable of. But there is always a danger that the true workman, the true professional, will believe that he is accomplishing something when in effect he is just polishing stones or collecting footnotes. Workmanship must be encouraged in the business enterprise. But it must always be related to the needs of the whole.

The majority of managers in any business enterprise are, like the second man, concerned with specialized work. True, the number of functional managers should always be kept at a minimum, and there should be the largest possible number of “general” managers who manage an integrated business and are directly responsible for its performance and results. Even with the utmost application of this principle the great bulk of managers will remain in functional jobs, however. This is particularly true of the younger people.

A man’s habits as a manager, his vision and his values, therefore, will as a rule be formed while he does functional and specialized work. And it is essential that the functional specialist develop high standards of workmanship, that he strive to be “the best stonecutter in the county.” For work without high standards is dishonest. It corrupts the man himself. It corrupts those under him. Emphasis on, and drive for, workmanship produces innovations and advances in every area of management. That managers strive to do “professional personnel management,” to run “the most up-to-date plant,” to do “truly scientific market research,” to “put in the most modern accounting system,” or to do “perfect engineering” must be encouraged.

But this striving for professional workmanship in functional and specialized work is also a danger. It tends to direct a man’s vision and efforts away from the goals of the business. The functional work becomes an end in itself. In far too many instances the functional manager no longer measures his performance by its contribution to the enterprise, but only by his own professional criteria of workmanship. He tends to appraise his subordinates by their craftsmanship, to reward and to promote them accordingly. He resents demands made on him for the sake of business performance as interference with “good engineering,” “smooth production,” or “hard-hitting selling.” The functional manager’s legitimate desire for workmanship becomes, unless counterbalanced, a centrifugal force which tears the enterprise apart and converts it into a loose confederation of functional empires, each concerned only with its own craft, each jealously guarding its own “secrets,” each bent on enlarging its own domain rather than on building the business.

This danger will be greatly intensified by the technological changes now under way. The number of highly educated specialists working in the business enterprise is bound to increase tremendously. And so will the level of workmanship demanded of these specialists. The tendency to make the craft or function an end in itself will therefore be even more marked than it is today. But at the same time the new technology will demand much closer co-ordination between specialists. And it will demand that functional men even at the lowest management level see the business as a whole and understand what it requires of them. The new technology will need both the drive for excellence in workmanship and the consistent direction of managers at all levels toward the common goal.


Misdirection by the Boss

The hierarchical structure of management aggravates the danger. What the “boss” does and says, his most casual remarks, his habits, even his mannerisms, tend to appear to his subordinates as calculated, planned and meaningful.

“All you ever hear around the place is human-relations talk; but when the boss calls you on the carpet it is always because the burden figure is too high; and when it comes to promoting a guy, the plums always go to those who do the best job filling out accounting-department forms.” This is one of the most common tunes, sung with infinite variations on every level of management. It leads to poor performance—even in cutting the burden figure. It also expresses loss of confidence in, and absence of respect for, the company and its management.

Yet the manager who so misdirects his subordinates does not intend to do so. He genuinely considers human relations to be the most important task of his plant managers. But he talks about the burden figure because he feels that he has to establish himself with his men as a “practical man,” or because he thinks that he shows familiarity with their problems by talking their “shop.” He stresses the accounting-department forms only because they annoy him as much as they do his men—or he may just not want to have any more trouble with the comptroller than he can help. But to his subordinates these reasons are hidden; all they see and hear is the question about the burden figure, the emphasis on forms.

The solution to this problem requires a structure of management which focuses both the manager’s and his boss’s eyes on what the job—rather than the boss—demands. To stress behavior and attitudes—as does a good deal of current management literature—cannot solve the problem. It is likely instead to aggravate it by making managers self-conscious in their relationships. Indeed, everyone familiar with business today has seen situations in which a manager’s attempt to avoid misdirection through changing his behavior has converted a fairly satisfactory relationship into a nightmare of embarrassment and misunderstanding. The manager himself has become so self-conscious as to lose all easy relationship with his men. And the men in turn react with: “So help us, the old man has read a book; we used to know what he wanted of us, now we have to guess.”

Differences in Levels of Management

The misdirection that can result from the difference in concern and function between various levels of management is illustrated by this story. I call it “the mystery of the broken washroom door.”

 

The newly appointed comptroller of a railroad in the Northwest noticed, when going through the accounts, that extraordinarily large sums were spent each year for the replacement of broken doors in passenger stations. He found that washroom doors in small stations were supposed to be kept locked, with the key obtainable from the ticket agent on request. For economy reasons the agent was only issued one key per door—a long-defunct president had decreed this economy measure and had preened himself on thus saving the company two hundred dollars at one stroke. Hence when a customer walked off without returning the key—as happened all the time—the agent had a locked door on his hands and no means of opening it. To get a new key made—cost twenty cents—was, however regarded as a “capital expenditure” and agents could make capital expenditures only with the approval of the Superintendent of Passenger Service at company headquarters, which it took six months to obtain. “Emergency repairs,” however, an agent could make on his own and pay for out of his cash account. There could be no clearer emergency than a broken washroom door—and every small station has an ax!

 

This may seem the height of absurdity. But every business has its “broken washroom doors,” its misdirections, its policies, procedures and methods that emphasize and reward wrong behavior, penalize or inhibit right behavior. In most cases the results are more serious than an annual twenty-thousand-dollar bill for washroom doors.

This problem, too, cannot be solved by attitudes and behavior; for it is rooted in the structure of the enterprise. Nor can it be solved by “better communications” for communications presuppose common understanding and a common language, and it is precisely that which is usually lacking.

 

It is no accident that the old story of the blind men meeting up with an elephant on the road is so popular among management people. For each level of management sees the same “elephant”—the business—from a different angle of vision. The production foreman, like the blind man who felt the elephant’s leg and decided that a tree was in his way, tends to see only the immediate production problems. Top management—the blind man feeling the trunk and deciding a snake bars his way—tends to see only the enterprise as a whole; it sees stockholders, financial problems, altogether a host of highly abstract relations and figures. Operating management—the blind man feeling the elephant’s belly and thinking himself up against a landslide—tends to see things functionally. Each level needs its particular vision; it could not do its job without it. Yet, these visions are so different that people on different levels talking about the same thing often do not realize it—or, as frequently happens, believe that they are talking about the same thing, when in reality they are poles apart.

 

An effective management must direct the vision and efforts of all managers toward a common goal. It must insure that the individual manager understands what results are demanded of him. It must insure that the superior understands what to expect of each of his subordinate managers. It must motivate each manager to maximum efforts in the right direction. And while encouraging high standards of workmanship, it must make them the means to the end of business performance rather than ends in themselves.

What Should the Objectives of a Manager Be?

Each manager, from the “big boss” down to the production foreman or the chief clerk, needs clearly spelled-out objectives. These objectives should lay out what performance the man’s own managerial unit is supposed to produce. They should lay out what contribution he and his unit are expected to make to help other units obtain their objectives. Finally, they should spell out what contribution the manager can expect from other units toward the attainment of his own objectives. Right from the start, in other words, emphasis should be on teamwork and team results.

These objectives should always derive from the goals of the business enterprise. In one company, I have found it practicable and effective to provide even a foreman with a detailed statement of not only his own objectives but those of the company and of the manufacturing department. Even though the company is so large as to make the distance between the individual foreman’s production and the company’s total output all but astronomical, the result has been a significant increase in production. Indeed, this must follow if we mean it when we say that the foreman is “part of management.” For it is the definition of a manager that in what he does he takes responsibility for the whole—that, in cutting stone, he “builds the cathedral.”

The objectives of every manager should spell out his contribution to the attainment of company goals in all areas of the business. Obviously, not every manager has a direct contribution to make in every area. The contribution which marketing makes to productivity, for example, may be very small. But if a manager and his unit are not expected to contribute toward any one of the areas that significantly affect prosperity and survival of the business, this fact should be clearly brought out. For managers must understand that business results depend on a balance of efforts and results in a number of areas. This is necessary both to give full scope to the craftsmanship of each function and specialty, and to prevent the empire-building and clannish jealousies of the various functions and specialties. It is necessary also to avoid overemphasis on any one key area.

To obtain balanced efforts the objectives of all managers on all levels and in all areas should also be keyed to both short-range and long-range considerations. And, of course, all objectives should always contain both the tangible business objectives and the intangible objectives for manager organization and development, worker performance and attitude and public responsibility. Anything else is shortsighted and impractical.

Management by “Drives”

Proper management requires balanced stress on objectives, especially by top management. It rules out the common and pernicious business malpractice: management by “crisis” and “drives.”

There may be companies in which management people do not say: “The only way we ever get anything done around here is by making a drive on it.” Yet, “management by drive” is the rule rather than the exception. That things always collapse into the status quo ante three weeks after the drive is over, everybody knows and apparently expects. The only result of an “economy drive” is likely to be that messengers and typists get fired, and that $15,000 executives are forced to do $50-a-week work typing their own letters. And yet many managements have not drawn the obvious conclusion that drives are, after all, not the way to get things done.

But over and above its ineffectiveness, management by drive misdirects. It puts all emphasis on one phase of the job to the inevitable detriment of everything else.

 

“For four weeks we cut inventories,” a case-hardened veteran of management by crisis once summed it up. “Then we have four weeks of costcutting, followed by four weeks of human relations. We just have time to push customer service and courtesy for a month. And then the inventory is back where it was when we started. We don’t even try to do our job. All management talks about, thinks about, preaches about, is last week’s inventory figure or this week’s customer complaints. How we do the rest of the job they don’t even want to know.”

 

In an organization which manages by drives people either neglect their job to get on with the current drive, or silently organize for collective sabotage of the drive to get their work done. In either event they become deaf to the cry of “wolf.” And when the real crisis comes, when all hands should drop everything and pitch in, they treat it as just another case of management-created hysteria.

Management by drive, like management by “bellows and meat ax,” is a sure sign of confusion. It is an admission of incompetence. It is a sign that management does not know how to plan. But, above all, it is a sign that the company does not know what to expect of its managers—that, not knowing how to direct them, it misdirects them.

How Should Managers’ Objectives Be Set and by Whom?

By definition, a manager is responsible for the contribution that his component makes to the larger unit above him and eventually to the enterprise. His performance aims upward rather than downward. This means that the goals of each manager’s job must be defined by the contribution he has to make to the success of the larger unit of which he is a part. The objectives of the district sales manager’s job should be defined by the contribution he and his district sales force have to make to the sales department, the objectives of the project engineer’s job by the contribution he, his engineers and draftsmen make to the engineering department The objectives of the general manager of a decentralized division should be defined by the contribution his division has to make to the objectives of the parent company.

This requires each manager to develop and set the objectives of his unit himself. Higher management must, of course, reserve the power to approve or disapprove these objectives. But their development is part of a manager’s responsibility; indeed, it is his first responsibility. It means, too, that every manager should responsibly participate in the development of the objectives of the higher unit of which his is a part. To “give him a sense of participation” (to use a pet phrase of the “human relations” jargon) is not enough. Being a manager demands the assumption of a genuine responsibility. Precisely because his aims should reflect the objective needs of the business, rather than merely what the individual manager wants, he must commit himself to them with a positive act of assent. He must know and understand the ultimate business goals, what is expected of him and why, what he will be measured against and how. There must be a “meeting of minds” within the entire management of each unit. This can be achieved only when each of the contributing managers is expected to think through what the unit objectives are, is led, in others words, to participate actively and responsibly in the work of defining them. And only if his lower managers participate in this way can the higher manager know what to expect of them and can make exacting demands.

 

This is so important that some of the most effective managers I know go one step further. They have each of their subordinates write a “manager’s letter” twice a year. In this letter to his superior, each manager first defines the objectives of his superior’s job and of his own job as he sees them. He then sets down the performance standards which he believes are being applied to him. Next, he lists the things he must do himself to attain these goals—and the things within his own unit he considers the major obstacles. He lists the things his superior and the company do that help him and the things that hamper him. Finally, he outlines what he proposes to do during the next year to reach his goals. If his superior accepts this statement, the “manager’s letter” becomes the charter under which the manager operates.


This device, like no other I have seen, brings out how easily the unconsidered and casual remarks of even the best “boss” can confuse and misdirect. One large company has used the “manager’s letter” for ten years. Yet almost every letter still lists as objectives and standards things which completely baffle the superior to whom the letter is addressed. And whenever he asks: “What is this?” he gets the answer: “Don’t you remember what you said last spring going down with me in the elevator?”

The “manager’s letter” also brings out whatever inconsistencies there are in the demands made on a man by his superior and by the company. Does the superior demand both speed and high quality when he can get only one or the other? And what compromise is needed in the interest of the company? Does he demand initiative and judgment of his men but also that they check back with him before they do anything? Does he ask for their ideas and suggestions but never uses them or discusses them? Does the company expect a small engineering force to be available immediately whenever something goes wrong in the plant, and yet bend all its efforts to the completion of new designs? Does it expect a manager to maintain high standards of performance but forbid him to remove poor performers? Does it create the conditions under which people say: “I can get the work done as long as I can keep the boss from knowing what I am doing?”

These are common situations. They undermine spirit and performance. The “manager’s letter” may not prevent them. But at least it brings them out in the open, shows where compromises have to be made, objectives have to be thought through, priorities have to be established, behavior has to be changed.

 

As this device illustrates: managing managers requires special efforts not only to establish common direction, but to eliminate misdirection. Mutual understanding can never be attained by “communications down,” can never be created by talking. It can result only from “communications up.” It requires both the superior’s willingness to listen and a tool especially designed to make lower managers heard.

Self-control through Measurements

The greatest advantage of management by objectives is perhaps that it makes it possible for a manager to control his own performance. Self-control means stronger motivation: a desire to do the best rather than just enough to get by. It means higher performance goals and broader vision. Even if management by objectives were not necessary to give the enterprise the unity of direction and effort of a management team, it would be necessary to make possible management by self-control.

So far in this book I have not talked of “control” at all; I have talked of “measurements.” This was intentional. For “control” is an ambiguous word. It means the ability to direct oneself and one’s work. It can also mean domination of one person by another. Objectives are the basis of “control” in the first sense; but they must never become the basis of “control” in the second, for this would defeat their purpose. Indeed, one of the major contributions of management by objectives is that it enables us to substitute management by self-control for management by domination.

That management by self-control is highly desirable will hardly be disputed in America or in American business today. Its acceptance underlies all the talk of “pushing decisions down to the lowest possible level,” or of “paying people for results.” But to make management by self-control a reality requires more than acceptance of the concept as right and desirable. It requires new tools and far-reaching changes in traditional thinking and practices.

To be able to control his own performance a manager needs to know more than what his goals are. He must be able to measure his performance and results against the goal. It should indeed be an invariable practice to supply managers with clear and common measurements in all key areas of a business. These measurements need not be rigidly quantitative; nor need they be exact. But they have to be clear, simple and rational. They have to be relevant and direct attention and efforts where they should go. They have to be reliable—at least to the point where their margin of error is acknowledged and understood. And they have to be, so to speak, self-announcing, understandable without complicated interpretation or philosophical discussion

Each manager should have the information he needs to measure his own performance and should receive it soon enough to make any changes necessary for the desired results. And this information should go to the manager himself, and not to his superior. It should be the means of self-control, not a tool of control from above.

This needs particular stress today, when our ability to obtain such information is growing rapidly as a result of technological progress in information gathering, analysis and synthesis. Up till now information on important facts was either not obtainable at all, or could be assembled only so late as to be of little but historical interest. This former inability to produce measuring information was not an unmixed curse. For while it made effective self-control difficult, it also made difficult effective control of a manager from above; in the absence of information with which to control him, the manager had to be allowed to work as he saw fit.

Our new ability to produce measuring information will make possible effective self-control; and if so used, it will lead to a tremendous advance in the effectiveness and performance of management. But if this new ability is abused to impose control on managers from above, the new technology will inflict incalculable harm by demoralizing management, and by seriously lowering the effectiveness of managers.

That information can be effectively used for self-control is shown by the example of General Electric:

 

General Electric has a special control service—the traveling auditors. The auditors study every one of the managerial units of the company thoroughly at least once a year. But their report goes to the manager of the unit studied. There can be little doubt that the feeling of confidence and trust in the company that even casual contact with General Electric managers reveals is directly traceable to this practice of using information for self-control rather than for control from above.

 

But the General Electric practice is by no means common or generally understood. Typical management thinking is much closer to the practice exemplified by a large chemical company.

 

In this company a control section audits every one of the managerial units of the company. The results of the audits do not go, however, to the managers audited. They go only to the president who then calls in the managers to confront them with the audit of their operations. What this has done to morale is shown in the nickname the company’s managers have given the control section: “the president’s Gestapo.” Indeed, more and more managers are now running their units not to obtain the best performance but to obtain the best showing on the control-section audits.

 

This should not be misunderstood as advocacy of low performance standards or absence of control. On the contrary, management by objectives and self-control is primarily a means to obtain standards higher than are to be found in most companies today. And every manager should be held strictly accountable for the results of his performance.

But what he does to reach these results he—and only he—should control. It should be clearly understood what behavior and methods the company bars as unethical, unprofessional or unsound. But within these limits every manager must be free to decide what he has to do. And only if he has all the information regarding his operations can he fully be held accountable for results.

The Proper Use of Reports and Procedures

Management by self-control requires complete rethinking concerning our use of reports, procedures and forms.

Reports and procedures are necessary tools. But few tools can be so easily misused, and few can do as much damage. For reports and procedures, when misused, cease to be tools and become malignant masters.

There are three common misuses of reports and procedures. The first is the all too common belief that procedures are instruments of morality. They are not; their principle is exclusively that of economy. They never decide what should be done, only how it might be done most expeditiously. Problems of right conduct can never be “proceduralized” (surely the most horrible word in the bureaucrat’s jargon); conversely, right conduct can never be established by procedure.

The second misuse is to consider procedures a substitute for judgment. Procedures can work only where judgment is no longer required, that is, in the repetitive situation for whose handling the judgment has already been supplied and tested. Our civilization suffers from a superstitious belief in the magical effect of printed forms. And the superstition is most dangerous when it leads us into trying to handle the exceptional, non-routine situation by procedure. In fact, it is the test of a good procedure that it quickly identifies the situations that, even in the most routine of processes, do not fit the pattern but require special handling and decision based on judgment.

But the most common misuse of reports and procedures is as an instrument of control from above. This is particularly true of those that aim at supplying information to higher management—the “forms” of everyday business life. The common case of the plant manager who has to fill out twenty forms to supply accountants, engineers or staff people in central office with information he himself does not need, is only one of thousands of examples. As a result the man’s attention is directed away from his own job. The things he is asked about or required to do for control purposes, come to appear to him as reflections of what the company wants of him, become to him the essence of his job; while resenting them, he tends to put effort into these things rather than into his own job. Eventually, his boss, too, is misdirected, if not hypnotized, by the procedure.

 

A large insurance company, a few years ago, started a big program for the “improvement of management.” To this end it built up a strong central-office organization concerned with such things as renewal ratios, claim settlement, selling costs, sales methods, etc. This organization did excellent work—top management learned a lot about running an insurance company. But actual performance has been going down ever since. For the managers in the field spend more and more time filling out reports, less and less doing their work. Worse still, they soon learned to subordinate performance to a “good showing.” Not only did performance go to pieces—spirit suffered even more. Top management and its staff experts came to be viewed by the field managers as enemies to be outsmarted or at least kept as far away as possible.

 

Similar stories exist ad infinitum—in every industry and in companies of every size. To some extent the situation is caused by the fallacy of the “staff” concept which will be discussed later on in this book. But, above all, it is the result of the misuse of procedures as control.

Reports and procedures should be kept to a minimum, and used only when they save time and labor. They should be as simple as possible.

 

One of our leading company presidents tells the following story on himself. Fifteen years ago he bought for his company a small independent plant in Los Angeles. The plant had been making a profit of $250,000 a year; and it was purchased on that basis. When going through the plant with the owner—who stayed on as plant manager—the president asked: “How do you determine your pricing?” “That’s easy,” the former owner answered; “we just quote ten cents per thousand less than your company does.” “And how do you control your costs?” was the next question. “That’s easy,” was the answer; “we know what we pay for raw materials and labor and what production we ought to get for the money.” “And how do you control your overhead?” was the final question. “We don’t bother about it.”

Well, thought the president, we can certainly save a lot of money here by introducing our thorough controls. But a year later the profit of the plant was down to $125,000; sales had remained the same and prices had remained the same; but the introduction of complex procedures had eaten up half the profit.

 

Every business should regularly find out whether it needs all the reports and procedures it uses. At least once every five years every form should be put on trial for its life. I once had to recommend an even more drastic measure to clear up a situation in which reports and forms, luxuriating like the Amazon rain forest, threatened to choke the life out of an old established utility company. I suggested that all reports be suspended simultaneously for two months, and only those be allowed to return which managers still demanded after living without them. This cut reports and forms in the company by three quarters.

Reports and procedures should focus only on the performance needed to achieve results in the key areas. To “control” everything is to control nothing. And to attempt to control the irrelevant always misdirects.

Finally, reports and procedures should be the tool of the man who fills them out. They must never themselves become the measure of his performance. A man must never be judged by the quality of the production forms he fills out—unless he be the clerk in charge of these forms. He must always be judged by his production performance. And the only way to make sure of this is by having him fill out no forms, make no reports, except those he needs himself to achieve performance.

A Philosophy of Management

What the business enterprise needs is a principle of management that will give full scope to individual strength and responsibility, and at the same time give common direction of vision and effort, establish team work and harmonize the goals of the individual with the common weal.

The only principle that can do this is management by objectives and self-control. It makes the common weal the aim of every manager. It substitutes for control from outside the stricter, more exacting and more effective control from the inside. It motivates the manager to action not because somebody tells him to do something or talks him into doing it, but because the objective needs of his task demand it. He acts not because somebody wants him to but because he himself decides that he has to—he acts, in other words, as a free man.

The word “philosophy” is tossed around with happy abandon these days in management circles. I have even seen a dissertation, signed by a vice-president, on the “philosophy of handling purchase requisitions” (as far as I could figure out “philosophy” here meant that purchase requisitions had to be in triplicate). But management by objectives and self-control may legitimately be called a “philosophy” of management. It rests on a concept of the job of management. It rests on an analysis of the specific needs of the management group and the obstacles it faces. It rests on a concept of human action, human behavior and human motivation. Finally, it applies to every manager, whatever his level and function, and to any business enterprise whether large or small. It insures performance by converting objective needs into personal goals. And this is genuine freedom, freedom under the law.








CHAPTER 12

MANAGERS MUST MANAGE


What is a manager’s job?—Individual tasks and team tasks—The span of managerial responsibility—The manager’s authority—The manager and his superior.





What Is a Manager’s Job?

A manager’s job should be based on a task to be performed in order to attain the company’s objectives. It should always be a real job—one that makes a visible and, if possible, clearly measurable contribution to the success of the enterprise. It should have the broadest rather than the narrowest scope and authority; everything not expressly excluded should be deemed to be within the manager’s authority. Finally, the manager should be directed and controlled by the objectives of performance rather than by his boss.

What managerial jobs are needed and what each of them is should always be determined by the activities that have to be performed, the contributions that have to be made to attain the company’s objectives. A manager’s job exists because the task facing the enterprise demands its existence—and for no other reason. It has its own necessity; it must therefore have its own authority and its own responsibility.

It should always be a job of managerial proportions. Since a manager is someone who takes responsibility for, and contributes to, the final results of the enterprise, the job must have sufficient scope. It should always embody the maximum challenge, carry the maximum responsibility and make the maximum contribution. And that contribution should be visible and measurable. The manager should be able to point at the final results of the entire business and say: “This part is my contribution.”

There are some tasks which are too big for one man and which can still not be cut up into a number of integrated, finite jobs. These should be organized as team tasks.

Outside of business, team organization is widely recognized. Almost any scientific paper, for instance, bears the names of three or four men. Every one of the four—the biochemist, the physiologist, the pediatrician and the surgeon—does a specific kind of work. Yet though each contributes only his own skill, each is responsible for the entire job. There is, of course, always a leader to the team; but though his authority is great, it is guidance rather than supervision or command. It derives from knowledge rather than from rank.

In business, teams are used a good deal more than the literature indicates. They are regularly employed for short-term assignments in every large company. They are common in research work. Team organization, rather than the hierarchy of rank shown on the organization chart, is the reality in the well-run manufacturing plant, especially in respect to the relationship between the plant manager and the heads of the technical functions reporting to him. Many tasks in process manufacturing or in mass production new style can only be done if organized on a team basis.

But the most important team task in any business is the top management task. In scope, as well as in its requirements of skills, temperaments and kinds of work, it exceeds any one man’s capacity. No matter what the textbooks and the organization charts say, well-managed companies do not have a one-man “chief executive.” They have an executive team.

It is therefore of genuine importance that management understand what team organization is, when to use it and how. Above all, it is important that management realize that in any real team each member has a clearly assigned and clearly defined role. A team is not just chaos made into a virtue. Teamwork requires actually more internal organization, more co-operation and greater definiteness of individual assignments than work organized in individual jobs.


The Span of Managerial Responsibility

In discussing how big a manager’s job should be, the textbooks start out with the observation that one man can supervise only a very small number of people—the so-called “span of control.” And this in turn leads to that deformation of management: levels upon levels, which impede co-operation and communication, stifle the development of tomorrow’s managers and erode the meaning of the management job.

If the manager, however, is controlled by the objective requirements of his own job and measured by his results, there is no need for the kind of supervision that consists of telling a subordinate what to do and then making sure that he does it. There is no span of control. A superior could theoretically have any number of subordinates reporting to him. There is, indeed, a limit set by the “span of managerial responsibility” (the term was coined, I believe, by Dr. H. H. Race of General Electric): the number of people whom one superior can assist, teach and help to reach the objectives of their own jobs. This is a real limit; but it is not fixed.

The span of control, we are told, cannot exceed six or eight subordinates. The span of managerial responsibility, however, is determined by the extent to which assistance and teaching are needed. It can only be set by a study of the concrete situation. Unlike the span of control, the span of managerial responsibility broadens as we move upward in the organization. Junior managers need the most assistance; their objectives are least easy to define sharply, their performance least easy to measure concretely. Senior men, on the other hand, have supposedly learned how to do their job; and their objectives can be defined as directly contributing to the business, their performance measured by the yardsticks of business results.

The span of managerial responsibility is therefore wider than the span of control. (H. H. Race thinks that the theoretical limit is around a hundred.) And where good practice would counsel against stretching the span of control, a manager should always have responsibility for a few more men than he can really take care of. Otherwise the temptation is to supervise them, that is, to take over their jobs or, at least, to breathe down their necks.1


Whether a manager’s subordinates are individuals or teams makes no difference in the span of managerial responsibility. However, a team should always have a small number of members. The largest functioning team I have found in business is the Board of Directors of Standard Oil. It is a Board composed exclusively of full-time officers of the company, and it is actually the top management of one of the world’s largest, most extensive, most complicated and most successful businesses. Hence its membership of fourteen does not seem excessive. Still, a team so large can function only if it rigidly disciplines itself. The Standard Oil Board, for instance, never takes any decision except unanimously. For ordinary purposes, however, this procedure is too elaborate. Teams should normally not exceed five or six in number; and they work best, as a rule, if they have three or four members.

A team does not normally make a good superior manager. It should, in other words, have no subordinate managers—though individual members of the team may well have them. Assisting and teaching, the elements of managerial responsibility, are best performed by an individual.

The Manager’s Authority

That each manager’s job be given the broadest possible scope and authority is nothing but a rephrasing of the rule that decisions be pushed down as far as possible and be taken as close as possible to the action to which they apply. In its effects, however, this requirement leads to sharp deviations from the traditional concept of delegation from above.

What activities and tasks the enterprise requires is indeed worked out from the top down, so to speak. The analysis has to begin with the desired end product: the objectives of business performance and business results. From these the analysis determines step by step what work has to be performed. But in organizing the manager’s job we have to work from the bottom up. We have to begin with the activities on the “firing line”—the jobs responsible for the actual output of goods and services, for the final sale to the customer, for the production of blueprints and engineering drawings.

The managers on the firing line have the basic management jobs—the ones on whose performance everything else ultimately rests. Seen this way, the jobs of higher management are derivative, are, in the last analysis, aimed at helping the firing-line manager do his job. Viewed structurally and organically, it is the firing-line manager in whom all authority and responsibility center; only what he cannot do himself passes up to higher management. He is, so to speak, the gene of organization in which all higher organs are prefigured and out of which they are developed.

Quite obviously there are real limits to the decisions the firing-line manager can or should make, and with them to the authority and responsibility he should have.

He is limited as to the extent of his authority. A production foreman has no business changing a salesman’s compensation. A regional sales manager has no authority in somebody else’s region, etc. He is also limited as to the kind of decision he can make. Clearly he should not make decisions that affect other managers. He should not make decisions that affect the whole business and its spirit. It is only elementary prudence, for instance, not to allow any manager to make by himself and without review a decision on the career and future of one of his subordinates.

The firing-line manager should not be expected to make decisions which he cannot make. A man responsible for immediate performance does not have the time, for instance, to make long-range decisions. A production man lacks the knowledge and competence to work out a pension plan or a medical program. These decisions certainly affect him and his operations; he should know them, understand them, indeed participate as much as is humanly possible in their preparation and formulation. But he cannot make them. Hence he cannot have the authority and responsibility for them; for authority and responsibility should always be task-focused. This applies all the way up the management hierarchy to the chief executive job itself.

There is one simple rule for setting the limitations on the decisions a manager is authorized to make. The management charter of General Electric’s Lamp Division in paraphrasing the U. S. Constitution expresses it by saying: “All authority not expressly and in writing reserved to higher management is granted to lower management.” This is the opposite of the old Prussian idea of a citizen’s rights: “Everything that is not expressly allowed is forbidden.” In other words, the decisions which a manager is not entitled to make within the extent of his task should always be spelled out; for all others he should be supposed to have authority and responsibility.

The Manager and His Superior

What then is the job of the manager’s superior? What is his authority? What is his responsibility?

If only for aesthetic reasons, I am not over-fond of the term “Bottom-up Management,” coined by William B. Given, Jr., of the American Brake Shoe Company.2

What it means, however, is important. The relationship between higher and lower manager is not just the downward relationship expressed in the term “supervision.” Indeed, it is not even a two-way, up-and-down relationship. It has three dimensions: a relationship up from the lower to the higher manager; a relationship of every manager to the enterprise; and a relationship down from the higher to the lower manager. And every one of the three is essentially a responsibility—a duty rather than a right.

Every manager has the task of contributing what his superior’s unit needs to attain its objectives. This is indeed his first duty. From it he derives the objectives of his own job.

He has secondly a duty toward the enterprise. He has to analyze the task of his own unit, and define the activities needed to attain its objectives. He has to establish the management jobs these activities require, and he has to help his managers to work together and to integrate their own interests with those of the enterprise. He has to put men in these jobs. He has to remove managers in his unit who fail to perform, reward those who perform well and see to it that those who perform superbly receive extraordinary return or promotion. He has to help the managers in his unit to develop to the limit of their capacities and prepare themselves for the management tasks of tomorrow.

These are heavy responsibilities. But they are not responsibilities for what somebody else—a subordinate—is doing. They are, as all responsibilities should be, responsibilities for what the manager himself is doing. They are inherent in his own job, not in those of his subordinates.


Finally, the manager has responsibilities downward, to his subordinate managers. He has first to make sure that they know and understand what is demanded of them. He has to help them set their own objectives. Then he has to help them to reach these objectives. He is therefore responsible for their getting the tools, the staff, the information they need. He has to help them with advice and counsel. He has, if need be, to teach them to do better.

If a one-word definition of this downward relationship be needed, “assistance” would come closest. Indeed, several successful companies—notably International Business Machines (IBM)—have defined the manager’s job in relation to his subordinates as that of an “assistant” to them. Their jobs are theirs—by objective necessity. Their performance and results are theirs, and so is the responsibility. But it is the duty of the superior manager to help them all he can to attain their objectives.

 

The Catholic Church is customarily considered to exercise authoritarian control over its priests. A Bishop can appoint a priest to a parish (though he cannot remove him except for cause and after a hearing). The Bishop can set up new parishes and abolish or merge existing ones. But he cannot tell a parish priest what to do; that is determined objectively by the nature of the job and laid down in the charter of the Church, Canon Law. Nor can the Bishop himself exercise the functions of the parish priest; as long as the parish has a duly appointed priest the authority and the responsibility of the office are exclusively his. In theology each priest holds office by delegation through Apostolic Succession; in law he has original and sole authority grounded in the objective requirement of his function and limited only by the limits of his function.

 

The objectives of a managerial unit should always and exclusively consist of the performance and results it has to contribute to the success of the enterprise. They should always and exclusively focus upward. But the objectives of the manager who heads the unit include what he himself has to do to help his subordinate managers attain their objectives. The vision of a manager should always be upward—toward the enterprise as a whole. But his responsibility runs downward as well—to the managers on his team. That his relationship toward them be clearly understood as duty rather than as supervision is perhaps the central requirement for organizing the manager’s job effectively.








CHAPTER 13

THE SPIRIT OF AN ORGANIZATION


To make common men do uncommon things: the test of performance—Focus on strength—Practices, not preachments—The danger of safe mediocrity—“You can’t get rich but you won’t get fired”—“We can’t promote him but he has been here too long to get fired”—The need for appraisal—Appraisal by performance and for strengths—Compensation as reward and incentive—Does delayed compensation pay?—Overemphasizing promotion—A rational promotion system—The “life and death” decisions—Managers’ self-examination of the spirit of their organization—Whom not to appoint to management jobs—What about leadership?





TWO sayings sum up the “spirit of an organization.” One is the inscription on Andrew Carnegie’s tombstone:



Here lies a man

Who knew how to enlist

In his service

Better men than himself



The other is the slogan of the drive to find jobs for the physically handicapped: “It’s the abilities, not the disabilities, that count.”

Management by objectives tells a manager what he ought to do. The proper organization of his job enables him to do it. But it is the spirit of the organization that determines whether he will do it. It is the spirit that motivates, that calls upon a man’s reserves of dedication and effort, that decides whether he will give his best or do just enough to get by.

It is the purpose of an organization to “make common men do uncommon things”—this phrasing is Lord Beveridge’s. No organization can depend on genius; the supply is always scarce and always unpredictable. But it is the test of an organization that it make ordinary human beings perform better than they are capable of, that it bring out whatever strength there is in its members and use it to make all the other members perform more and better. It is the test of an organization that it neutralize the weaknesses of its members.

Good spirit requires that there be full scope for individual excellence. Whenever excellence appears, it must be recognized, encouraged and rewarded, and must be made productive for all other members of the organization. Good spirit therefore requires that the focus be on the strengths of a man—on what he can do rather than on what he cannot do. It requires constant improvement of the competence and performance of the whole group; yesterday’s good performance must become today’s minimum, yesterday’s excellence today’s commonplace.

Altogether the test of good spirit is not that “people get along together” it is performance, not conformance. “Good human relations” that are not grounded in the satisfaction of good performance and the harmony of proper working relations are actually poor human relations and result in poor spirit. They do not make people grow; they make them conform and contract. I shall never forget the university president who once said to me: “It is my job to make it possible for the first-rate teacher to teach. Whether he gets along with his colleagues or with me—and very few of the really good teachers do either—is irrelevant. We certainly have a collection of problem children here—but, boy, do they teach.” And when his successor substituted for this a policy of “peace and harmony,” both the performance and the spirit of the faculty rapidly went to pieces.

Conversely, there is no greater indictment of an organization than that the strength and ability of the outstanding man become a threat to the group and his performance a source of difficulty, frustration and discouragement for the others. And nothing destroys the spirit of an organization faster than focusing on people’s weaknesses rather than on their strengths, building on disabilities rather than on abilities. The focus must be on strength.


Practice, not Preachments

Good spirit in a management organization means that the energy turned out is larger than the sum of the efforts put in. It means the creation of energy. This, clearly, cannot be accomplished by mechanical means. A mechanical contrivance can at its theoretical best conserve energy intact; it cannot create it. To get out more than is being put in is possible only in the moral sphere.

What is necessary to produce the proper spirit in management must therefore be morality. It can only be emphasis on strength, stress on integrity, and high standards of justice and conduct.

But morality does not mean preachments. Morality, to have any meaning at all, must be a principle of action. It must not be exhortation, serman or good intentions. It must be practices. To be effective, morality must, indeed, be independent of the abilities and the attitudes of people. It must be tangible behavior, things everyone can see, do and measure.

Lest I be accused of advocating hypocrisy, let me say that all the organizations in human history that have achieved greatness of spirit have done so through a code of practices. This is true of the United States Supreme Court with its ability to transform hack politicians into great judges. Practices make the famed esprit de corps of the U. S. Marines or of the British Navy. Practices—systematic and codified—underlie the spirit of the most successful “staff organization” in the world, the Jesuit Order.

Management therefore needs concrete, tangible, clear practices. These practices must stress building on strength rather than on weakness. They must motivate excellence. And they must express and make tangible that spirit is of the moral sphere, and that its foundation therefore is integrity.

There are five areas in which practices are required to insure the right spirit throughout the management organization.

 

1. There must be high performance requirements; no condoning of poor or mediocre performance; and rewards must be based on performance.

2. Each management job must be a rewarding job in itself rather than just a step in the promotion ladder.

3. There must be a rational and just promotion system.

4. Management needs a “charter” spelling out clearly who has the power to make life-and-death decisions affecting a manager; and there should be some way for a manager to appeal to a higher court.

5. In its appointments management must demonstrate that it realizes that integrity is the one absolute requirement of a manager, the one quality that he has to bring with him and cannot be expected to acquire later on.

The Danger of Safe Mediocrity

Few things damn a company and its spirit as thoroughly as to have its managers say: “You can’t get rich here but you won’t get fired.” This puts the emphasis on safe mediocrity. It breeds bureaucrats and penalizes what every business needs the most: entrepreneurs. It does not even, as often believed, encourage people to risk making a mistake; it discourages them altogether from trying anything new. It does not build spirit—only high performance can do that. Indeed, it does not even create a feeling of security. The security a management group needs is one grounded in the consciousness of high performance and its recognition.

The first requirement of management spirit, then, is a high demand on performance. Managers should not be driven, but they should drive themselves. Indeed, one of the major reasons for demanding that management be by objectives and that it be founded in the objective requirements of the job, is the need to have managers set high standards of performance for themselves.

Consistently poor or mediocre performance cannot be condoned, let alone rewarded. The manager who sets his goals low, or who consistently fails in performance, must not be allowed to remain in his job. He must be removed—and moved to a lower job or dismissed rather than “kicked upstairs.”

This does not mean that people should be penalized for making mistakes. Nobody learns except by making mistakes. The better a man is the more mistakes will he make—for the more new things he will try. I would never promote a man into a top-level job who has not made mistakes, and big ones at that. Otherwise he is sure to be mediocre. Worse still, not having made mistakes he will not have learned how to spot them early and how to correct them.

That a man who consistently renders poor or mediocre performance should be removed from his job also does not mean that a company should ruthlessly fire people right and left. Management has a strong moral obligation to a man who has served the company long and faithfully. It also, like every other decision-making body, is committed by its own mistakes. If it makes a mistake in promoting a man, it should not fire him because his subsequent performance shows that he should never have been given the promotion. It may not be the fault of the man alone that he performs badly; the requirements of the job may have grown beyond his capacity over the years. Not so long ago the comptroller, for instance, was considered in many companies to be not much more than a senior bookkeeper. Today management is apt to look upon comptrollership as a major policy-making function. A comptroller perfectly adequate to the job ten years ago may well be incompetent to perform under the new concept of his function. Yet, he alone cannot be blamed; the rules of the game have been switched on him.

Whenever a man’s failure can clearly be traced to management’s mistakes, he has to be kept on the payroll. But, still, people who fail to perform must be removed from their present jobs. Management owes this to the enterprise. It owes it to the spirit of the management group, especially to those who perform well. It owes it to the man himself, for he is likely to be the major victim of his own inadequacy. This decision has to be taken whenever objective performance makes it necessary—regardless of the personal circumstances.

Whether the man should stay in the company’s employ, however, is a different matter. While the policy governing the first decision should be strict, the policy governing the second should be considerate and lenient. Strict insistence on standards builds spirit and performance. But decisions on a person demand the greatest consideration for the individual.

One good illustration is the Ford Motor Company. When Henry Ford II took over, none of the nine management people in one department was found to be competent to take on the new jobs created in the course of reorganization. Not one was appointed to these new jobs. Yet, for all the men, jobs as technicians and experts were found within the organization, jobs which they could be expected to perform. It would have been easy to fire most of them. Their incompetence as managers was undisputed. And a new management coming in—especially under such extraordinary conditions—is considered entitled to make pretty drastic personnel changes. Yet, the new Ford management took the line that while no one should be allowed to hold a job without giving superior performance, no one should be penalized for the mistakes of the previous regime. And to the strict observance of this rule the company owes to a considerable extent its rapid revival. (Incidentally, seven of these men did indeed perform in their new jobs—one so well that he has been promoted into a bigger job than the one he originally held. Two men failed; one was pensioned off, one discharged.)

It is fairly easy in practice to combine insistence on superior performance with consideration for the individual. A real job—not “made work”—consonant with the person’s capacities can almost always be found with effort and imagination. The frequent excuse: “We can’t move him; he has been here too long to be fired,” is bad logic and rarely more than a weak-kneed alibi. It does harm to the performance of management people, to their spirit and to their respect for the company.

The Need for Appraisal

Insistence on high goals and high performance requires that a man’s ability both to set goals and to attain them be systematically appraised.

Day after day a manager makes decisions based on his appraisal of a man and his performance: in assigning work to him; in assigning people to work under him; in salary recommendations; in promotion recommendations, etc. The manager needs a systematic appraisal. Or else he wastes too much time on these decisions and still goes by hunch rather than by knowledge. The subordinate, too, must demand that these decisions be rational rather than hunch, for they more than anything else spell out what his superior expects and considers important.

For these reasons systematic appraisal of managers has become popular in this country, especially in the larger company. Many of these appraisal procedures require a specialist—often a psychological specialist. They focus on a man’s potential. This may be sound psychology. But it is poor management. Appraisal should always be the direct responsibility of a man’s manager. It should always focus on proven performance.

To appraise a subordinate and his performance is part of the manager’s job. Indeed, unless he does the appraising himself he cannot adequately discharge his responsibility for assisting and teaching his subordinates. Nor can he adequately discharge his responsibility to the company for putting the right man in the job. The appraisal procedure should not be so difficult and complicated that it must be entrusted to the specialist. For this is abdication by the manager and evasion of his responsibility.

Appraisals must be based on performance. Appraisal is judgment; and judgment always requires a definite standard. To judge means to apply a set of values; and value judgments without clear, sharp and public standard are irrational and arbitrary They corrupt alike the judge and the judged. No matter how “scientific,” no matter even how many insights it produces, an appraisal that focuses on “potential,” on “personality,” on “promise”—on anything that is not proven and provable performance—is an abuse.

There is nothing quite so unreliable as a judgment on long-range potential. Not only are few of us reliable judges of a man; nothing, also, may change as much as potential. The world is full of men whose youthful promise of excellence has turned into middle-aged mediocrity. It is full of men who started out as pedestrian plodders only to blossom out into star performers in their forties. To try to appraise a man’s long-range potential is a worse gamble than to try to break the bank at Monte Carlo; and the more “scientific” the system, the greater the gamble.

But the greatest mistake is to try to build on weaknesses.

 

There is an old English anecdote to illustrate the point. The younger Pitt who was Prime Minister before he was out of his teens, and who supplied the courage, the resolution and the leadership for England’s firm resistance to Napoleon in those bleak years when she stood alone against the tyrant who had conquered Europe, prided himself on the purity of his personal life. In an age of corruption he was scrupulously honest. In an age of immorality he was a perfect husband and father. When he died, still a very young man, he presented himself at the Pearly Gates. St. Peter, the story goes, asked him: “And what makes you, a politician, think you belong up here?” The younger Pitt pointed out how he had not taken bribes, had not had mistresses and so forth. But St. Peter interrupted him rather gruffly: “We aren’t a bit interested in what you didn’t do; what did you do?”

 

One cannot do anything with what one cannot do. One cannot achieve anything with what one does not do. One can only build on strength. One can only achieve by doing. Appraisal must therefore aim first and foremost on bringing out what a man can do. Only when a man’s strengths are known and understood does it make any sense to ask: What weaknesses does he need to overcome to make the progress his strengths would support? Weaknesses as such are of no interest—apart from usually being obvious enough A man’s needs for doing better, knowing more, behaving differently, are the important things. They are the things that have to be accomplished for him to become a better, stronger and more effective person.

Compensation as Reward and Incentive

If one can “get fired” for poor performance, one must also be able to “get rich” for extraordinary performance. Rewards should be directly tied in with the objectives set for the manager’s job. It is misdirection of the worst kind to tell managers that they have to balance objectives so as to preserve the long-term earning power of the business while basing their pay on immediate short-range profits.

 

Such misdirection occurred a few years back in a big pharmaceutical company. Management had emphasized that it wanted its senior chemists to work on basic research rather than on immediately saleable products. One year, one of the senior men came up with a discovery of major importance to the whole field of organic chemistry. But the discovery required many years of hard work before it could be turned into commercial products. And when the annual bonus was distributed, the chemist received just about the same sum he had gotten the year before. The big bonus went to a man who had made a large number of small and fairly easy but immediately saleable improvements in existing products. Management thought its behavior completely rational. The major discovery had contributed nothing to yearly profits; and the bonus was clearly based on yearly profits. But the man involved felt that management had convicted itself of dishonesty and double-dealing. He quit; and so did four or five of his colleagues—altogether the best chemists the company had. It still has difficulty recruiting first-rate research men.


Moreover, the salary system should never be so rigid as to exclude special rewards for “performance over and above the call of duty.”

 

In one company I know a member of the engineering department, who himself never climbed beyond the bottom rungs on the promotion ladder, trained for many years all the young engineers that entered the company’s employ—including four successive chief engineers. Everybody in the department knew what he was doing. Yet the value of his contribution was not recognized until he retired. Then the company had to hire a training director and two assistants to fill the gap. To the honor of the company, let it be said that it then made good its oversight through a substantial post-retirement gift to the old man.

 

Contributions of this kind should always be rewarded while they are being made. They may yield no directly measurable business results. But they build spirit and performance. They are rightly valued highly by the people in the organization who are apt to consider it a serious injustice if management fails to recognize and reward them. For it is the willingness of people to give of themselves over and above the demands of the job that distinguishes the great from the merely adequate organization. Any organization that has such a maker of men in its employ should count itself lucky—and forget that the salary limit for his job range is set at $8,500. The reward for such contributions should be rare like the Congressional Medal of Honor or the Victoria Cross. But it should also be as conspicuous and as great.

Financial rewards must not be bribes; they must not create the atmosphere in which executives can neither quit nor be fired. This raises serious doubts regarding the various schemes for delayed compensation that, for tax reasons, have lately become so popular in American business.

 

One example of their effect is that of the executive who for several years has been wanting to leave his company where his considerable qualities and aptitudes are not fully utilized. The man has had several attractive offers, but in every case he has turned the offer down at the last moment for the simple reason that he has a stake of $50,000 to $75,000 in delayed bonus with the company which he will only receive if he stays the next five years. As a result he is still in his old job but frustrated, bitter, torn in two directions and a source of discontent and dissatisfaction throughout an entire management group.


One cannot buy loyalty; one can only earn it. One must not bribe people into staying; they only blame the company for their own inability to resist the temptation. One must not make the penalty of firing a man so severe that one never imposes it. And one should not make executives security-conscious. Men who look upon their own affairs from the viewpoint of security are not likely to look at their work from a different angle of vision, are not likely to pioneer, to innovate and to reach out for the new.

I am all for offsetting the impact of confiscatory taxes on the executive. I believe it a serious danger to the welfare of our society and of our economy that managers are the only group that receives today conspicuously less income after taxes than it did in 1929. Higher gross pay is no solution; the tax rates would swallow it up, and the only effect would be to infuriate labor (for few workers understand the argument that income before taxes is not the income that counts). But there must be better ways of doing the job than the bribe of delayed compensation—ways that stress the manager’s entrepreneurial function and reward him for his performance without making him a bondsman of the company.

Overemphasizing Promotion

Every management job itself should be rewarding and satisfying rather than just the means to the next step up on the promotion ladder. Even in the most rapidly growing business only a minority of management people will be promoted. For the rest, on every level, the job on which they are today is likely to be the job on which they stay till they retire or die. Overemphasis on promotion frustrates and demoralizes three or four out of every five management people. It also leads to the wrong kind of competitive spirit in which a man tries to get ahead at the expense of his fellow-workers.

To prevent overemphasis on promotion, the salary structure should offer rewards for extraordinary performance on the job that are comparable to the financial rewards of promotion. The salary range for every job level might, for instance, make it possible for a man who performs well to earn more than the average salary for the next higher job level and as much as the minimum salary for the job level beyond that. In other words, each man might have the opportunity, without promotion, to advance in salary by the equivalent of two promotional steps if his performance merits it.

But financial rewards alone are not enough. People, whether managers or workers, whether in business or outside, need rewards of prestige and pride.

This is specifically a problem for the large business. For the two areas in which this need is not being met today both lie primarily in the large enterprise: the outward symbols of prestige for the managers of large units within the business, and the outward symbols of prestige for the professional specialist.

 

A divisional manager in General Motors or in General Electric runs a business that is likely to be the leader in its industry. It is often many times as large or as important as any of the independent companies in the field. Yet his title is “General Manager,” whereas the man who heads up the small independent competitor is called a “president” and enjoys all the status and recognition that go to the head of a business. It would seem almost elementary to give the men in the big companies a title that is in keeping with their responsibility and importance. They might be called “presidents” of the division, and their own divisional top management should then carry the title of “vice-president.” That this makes no difference in the realities of the relationship within the business has been proven by a number of companies that are using the device—Union Carbide and Carbon and Johnson & Johnson are the best-known. But what a difference it makes to the status of the position, the pride of its holder, his incentive and the spirit of his organization!

 

Similarly, professional people should be given the incentive and recognition of professional status.

A Rational Promotion System

Even if not overemphasized, promotion will always loom large in the minds and in the ambitions of a management group. Proper spirit and performance therefore require a rational promotion system.

Promotion should always be based on proven performance. Nothing does more harm than the too common practice of promoting a poor man to get rid of him, or of denying a good man promotion because “we don’t know what we’d do without him.” The promotion system must insure that everybody who is eligible is considered—and not just the most highly “visible” people. It must insure careful review of all promotional decisions by higher management to make difficult alike “kicking upstairs” and “hoarding good people.”

The promotion system should also bring about full utilization of the managerial resources in the company’s employ. The situation in which the promotional plums go to engineers, or to salesmen or accountants—or, as on many railroads, to clerks—is not only destructive of the spirit of the groups left out in the cold, but is also wasteful of a scarce and expensive resource. There are businesses where certain functional or technical backgrounds are needed for most of the better jobs. Those businesses should systematically hire lower-grade personnel for the other functions and realistically tell the men in these functions what to expect. But in the great majority of businesses lopsided promotional opportunities reflect nothing but the dead hand of tradition, confused objectives, mental laziness or promotion by “high visibility” rather than by proven competence.

Promotion should not be entirely from within. This should indeed be the norm, but it is important not to let a management become inbred, not to foster smugness and isolation. And the bigger the company, the more desirable is the outsider. It should be clearly understood throughout the company that people from the outside will be brought in periodically even into high management positions, and that once in the company, they are to be given the same treatment as the “old-timers” who came up “the proper way.”

The history of Sears, Roebuck shows how important this can be. No one reared in the mail-order business could have brought about the expansion into retail stores which insured the growth of the company. For this General Wood had to be imported. Similarly, the revival of Ford required bringing men from the outside right into the top spots. And only if men are brought in all the time—rather than during a crisis—can the crisis be avoided or anticipated.

The Management Charter

Promotion decisions are what I call “life-and-death” decisions for managers. So are decisions to dismiss or to demote a manager, decisions on his salary and on the scope of his job. Hardly less important to the manager are decisions on the scope and work of his unit—capital investments, for instance. Even the appraisal vitally affects a manager’s life and career in the company. These decisions are too important to be left to one man’s unaided judgment.

In respect to appraisals this is generally recognized; many appraisal systems demand that a manager review his appraisals of his subordinates with his own superior. In a few companies this principle is extended to all decisions affecting a manager’s status, pay or position. General Electric, for instance, requires that all such decisions be approved by the superior of the manager making the decision before they are put into effect. But in most companies such a rule is observed only for appointments to top positions. In respect to lower managers, there is normally neither clear understanding who is responsible, nor any safeguard against the faulty or arbitrary judgment of one man. And decisions other than those directly affecting a man’s promotion, demotion, dismissal and salary are commonly left dangling in mid-air.

A manager should know who makes these decisions. He should know whom he has to consult in making them, and know that decisions made in respect to his job and work have been safe-guarded against one man’s arbitrariness or lack of judgment. He should also have a right of appeal.

 

The most sensible approach is that of Continental Can. In this company every member of management can appeal against any life-and-death decision affecting him, his job, or his work, all the way up to the president and the chairman of the Board. Appeals to this “final court” have been extremely rare. Most, if not all, appeals are disposed of at the first hearing way down the line. But the fact that there is a right to appeal to the top has had a powerful impact on the whole management group. A manager making a life-or-death decision will give it greater care. A manager affected by such a decision does not feel the helpless victim of spite, bias or stupidity.

 

Even more potent than these safeguards against mistakes are practices which demonstrate to all men that management sincerely wants to have the right spirit. The simplest practice is one that says in effect to all managers: “The spirit of this organization is the business of every one of us. Find out what you are doing to build the right spirit in the unit you head and tell us, in higher management, what we can do to build the right spirit in the unit of which you are a part.”


Such self-examination of the manager’s own and of his superior’s practices always leads to improvement. It is a major contribution to management spirit. It convinces people that top management is not content to preach but is determined to act. It creates a desire to improve. And in all matters of the spirit determination and desire to improve are perhaps even more important than the actual level of performance; dynamic growth is more productive than static perfection.

Whom Not to Appoint to Management Jobs

The best practices will fail to build the right spirit unless management bears witness for its own professed beliefs every time it appoints a man to a management job. The final proof of its sincerity and seriousness is uncompromising emphasis on integrity of character. For it is character through which leadership is exercised, it is character that sets the example and is imitated in turn. Character is not something a man can acquire; if he does not bring it to the job, he will never have it. It is not something one can fool people about. The men with whom a man works, and especially his subordinates, know in a few weeks whether he has integrity or not. They may forgive a man a great deal: incompetence, ignorance, insecurity or bad manners. But they will not forgive him lack of integrity. Nor will they forgive higher management for choosing him.

Integrity may be difficult to define, but what constitutes lack of integrity of such seriousness as to disqualify a man for a managerial position is not. A man should never be appointed to a managerial position if his vision focuses on people’s weaknesses rather than on their strengths. The man who always knows exactly what people cannot do, but never sees anything they can do, will undermine the spirit of his organization. Of course, a manager should have a clear grasp of the limitations of his people, but he should see these as limitations on what they can do, and as challenges to them to do better. He should be a realist; and no one is less realistic than the cynic.

A man should not be appointed if he is more interested in the question: “Who is right?” than in the question: “What is right?” To put personality above the requirements of the work is corruption and corrupts. To ask “Who is right?” encourage one’s subordinates to play safe, if not to play politics. Above all, it encourages them to “cover up” rather than to take corrective action as soon as they find out that they have made a mistake.

Management should not appoint a man who considers intelligence more important than integrity. For this is immaturity. It should never promote a man who has shown that he is afraid of strong subordinates. For this is weakness. It should never put into a management job a man who does not set high standards for his own work. For that breeds contempt for the work and for management’s competence.

A man might himself know too little, perform poorly, lack judgment and ability, and yet not do damage as a manager. But if he lack in character and integrity—no matter how knowledgeable, how brilliant, how successful—he destroys. He destroys people, the most valuable resource of the enterprise. He destroys spirit. And he destroys performance.

This is particularly true of the people at the head of an enterprise. For the spirit of an organization is created from the top. If an organization is great in spirit, it is because the spirit of its top people is great. If it decays, it does so because the top rots; as the proverb has it “Trees die from the top.” In appointing people to top positions, integrity cannot be overemphasized. In fact, no one should be appointed unless management is willing to have his character serve as the model for all his subordinates.

What about Leadership?

We have defined the purpose of an organization as “making common men do uncommon things.” We have not talked, however, about making common men into uncommon men. We have not, in other words, talked about leadership.

This was intentional. Leadership is of utmost importance. Indeed there is no substitute for it. But leadership cannot be created or promoted. It cannot be taught or learned.

The earliest writers on the subject, in ancient Greece or ancient Israel, knew all that has ever been known about leadership. The scores of books, papers and speeches on leadership in the business enterprise that come out every year have little to say on the subject that was not already old when the Prophets spoke and Aeschylus wrote. The first systematic book on leadership: the Kyropaidaia of Xenophon—himself no mean leader of men—is still the best book on the subject. Yet three thousand years of study, exhortation, injunction and advice do not seem to have increased the supply of leaders to any appreciable extent nor enabled people to learn how to become leaders.

There is no substitute for leadership. But management cannot create leaders. It can only create the conditions under which potential leadership qualities become effective; or it can stifle potential leadership. The supply of leadership is much too limited and unpredictable to be depended upon for the creation of the spirit the business enterprise needs to be productive and to hold together. Management must work on creating the spirit by other means. These means may be less effective and more pedestrian. But at least they are available and within management’s control. In fact, to concentrate an leadership may only too easily lead management to do nothing at all about the spirit of its organization.

Leadership requires aptitude—and men who are good chief engineers or general managers are rare enough even without aptitute for leadership. Leadership also requires basic attitudes. And nothing is as difficult to define, nothing as difficult to change, as basic attitudes (quite apart from the question whether the employment contract confers on management the right to attempt to manipulate what is in effect an employee’s basic personality). To talk of leadership as the unique key to spirit therefore only too often means neither action nor results.

But practices, though humdrum, can always be practiced whatever a man’s aptitudes, personality or attitudes. They require no genius—only application. They are things to do rather than to talk about.

And the right practices should go a long way toward bringing out, recognizing and using whatever potential for leadership there is in the management group. They should also lay the foundation for the right kind of leadership. For leadership is not magnetic personality—that can just as well be demagoguery. It is not “making friends and influencing people”—that is salesmanship. Leadership is the lifting of a man’s vision to higher sights, the raising of a man’s performance to a higher standard, the building of a man’s personality beyond its normal limitations. Nothing better prepares the ground for such leadership than a spirit of management that confirms in the day-to-day practices of the organization strict principles of conduct and responsibility, high standards of performance, and respect for the individual and his work. For to leadership, too, the words of the savings bank advertisement apply: “Wishing won’t make it so; doing will.”








CHAPTER 14

CHIEF EXECUTIVE AND BOARD
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“THE bottleneck is at the head of the bottle,” goes an old saw, No business is likely to be better than its top management, have broader vision than its top people, or perform better than they do. A business—especially a large one—may coast for a little time on the vision and performance of an earlier top management. But this only defers payment—and usually for a much shorter period than is commonly believed. A business needs a central governing organ and a central organ of review and appraisal. On the quality of these two organs, which together comprise top management, its performance, results and spirit largely depend.

Some time ago I attended a dinner party given by a few men, mostly presidents of sizable companies, for one of the elder statesmen of American business. The guest of honor had built up a large company from small beginnings and had been its president for many years before becoming chairman of the Board of Directors a year earlier. After the dinner he began to reminisce and soon was talking enthusiastically about the work of his successor. For almost an hour he described in detail how the new president did his job. While he spoke I jotted down the various activities as they were brought up. When he finished, saying: “The best thing I ever did for the company was to pick this man as my successor,” I had the following list of the activities and duties of a chief executive of a business.

I give it here not because it is necessarily the right analysis of the chief-executive job but because it reflects faithfully the thinking of one of the most successful practitioners.

The chief executive thinks through the business the company is in. He develops and sets over-all objectives. He makes the basic decisions needed to reach these objectives. He communicates the objectives and the decisions to his management people. He educates these managers in seeing the business as a whole and helps them to develop their own objectives from those of the business. He measures performance and results against the objectives. He reviews and revises objectives as conditions demand.

The chief executive makes the decisions on senior management personnel. He also makes sure that future managers are being developed all down the line. He makes the basic decisions on company organization. It is his job to know what questions to ask of his managers and to make sure they understand what the questions mean. He co-ordinates the product businesses within the company and the various functional managers. He arbitrates conflicts within the group and either prevents or settles personality clashes.

Like the captain of a ship, he takes personal command in an emergency.

 

“One of our main plants had a fire five months ago,” the speaker said. “It interrupted all our schedules. Rush work had to be shifted to other plants, and some had to be subcontracted to our closest competitors. Other work had to be postponed. Important customers had to be placated or substitute sources of supply had to be found for them. We had to make an immediate decision whether to repair the plant, one of our older ones, or build a new, modern one from scratch. We could have repaired the plant in six months at a cost of two million dollars. Instead, the new president decided to build a new plant which will cost ten million dollars and will take almost two years but will have double the capacity of the old one and significantly lower costs. It was the right decision but it meant changing all our production schedules and all our capital-expenditure planning. It also meant negotiating a six months’ bank loan to tide us over until we could float bonds that we had not expected to issue for another year or so. For four weeks the new president spent day and night at the office.”

 

Similarly the new president, the speaker continued, took personal charge when one of the company’s businesses got into serious trouble. He himself, with the company’s counsel and an outside law firm, worked through the preparation for an important patent-infringement suit brought against the company and spent almost two weeks on the stand as one of the chief witnesses for the defense.

Next on this list of the things which the company president does, and which only he can do, came the responsibility for capital expenditures planning and for raising capital. Whether it is a bank loan, an issue of bonds or a new stock issue, the president takes an active part in the decision and in the negotiations. He also recommends dividend policy to the board. He is concerned with relations with stockholders. He answers questions at the annual meeting. He must be available to the security analysts of the big institutional investors, such as insurance companies and investment trusts. He must see the financial writers of the major newspapers and business magazines.

He has to prepare the agenda for the monthly meeting of the Board of Directors, present the reports there and be ready to answer questions. And he must relay Board decisions to his managers.

The new president has a host of public-relations duties.

 

“Once a month he spends two days in Washington to attend meetings of two governmental advisory boards where he succeeded me as a member,” the former president reported. “I am still on the hospital committee in our biggest plant-city, and I still serve on the regional Red Cross board. But the new president has taken over as vice-chairman of the Community Chest and serves on the board of the educational foundation we set up for the children of our employees. And he has been elected a member of the Board of Trustees of the engineering school from which he graduated and will be regional chairman of its fund-raising campaign next year. He is cutting down on public-speaking engagements as much as possible. Most of them can be handled by the vice-presidents. But he has to attend one or two trade association meetings each year—usually making one short speech. He appeared last month at a meeting of the American Management Association and spoke about our organization structure. Once a year we have a convention of our dealers which the president has to open with a speech about our new products and our sales plans; there is also a big dinner on the last day which he has to sit through Once a year our “old-timers club” of employees with more than twenty-five years of service has a get-together at which the president introduces the new members and presents them with long-service pins. We also have two or three dinners a year for retiring management people—everybody from foreman to vice-president. One of those I still take; the new president takes the others. And we have a custom which I started and which we consider very valuable, of bringing every man who has been promoted into management to headquarters to introduce him to the brass. Of course we bring them in in groups of five or six; but there are eight or nine such groups each year. And it is customary for the president to entertain each at lunch in the executive dining room.”

 

The final item on the list: each year the new president visits personally the company’s fifty-two plants in the United States and Canada. And he plans to visit fairly soon the company’s seven plants in Europe and Latin America.

 

“Our plants are quite small,” the former president said. “Only one—the one that had the fire—has over two thousand employees. All the others have fewer than a thousand—four hundred or so on average. We intend to keep them small; it makes for better management. And we give the plant manager as much freedom as possible. But that makes it all the more necessary to stress that all the plants are part of the same company, and that all the managers are on the same team. Only a visit from the “big boss” can do that. Also the president himself learns more on these visits than he could ever get reading reports in his office. He usually spends one day at the plant and another one visiting major customers in the area just to find out what complaints they have.”

 

When the old gentleman finished his description of his successor’s job, the other people around the table all chimed in and added additional activities. “Doesn’t your president,” one man asked, “have to see the people who solicit company contributions to the colleges, the hospitals, the charities in your main plant cities? It’s one of my most time-consuming chores.” Another one said: “Don’t you have your president sit in on labor negotiations? My personnel vice-president insists that I do.” “What about that strike you had in Chicago last year?” asked a third. “Who handled that?” Not one of the men at the table said: “This or that I don’t do but delegate.” And it was not until an hour later that one of the company presidents in the room asked the question that had been on my lips ever since the guest of honor had begun to speak: “Tell me, how many heads and hands does this president of yours have?” By that time I had a list of forty-one different activities that experienced company presidents consider to be part of the job which can only be discharged by the chief executive himself.

How Disorganized Is the Job?

There is no job that needs to be organized as carefully and as systematically as that of the chief executive. The president’s day has only twenty-four hours like anybody else’s. And he certainly needs as many hours for sleep, rest and relaxation as a man burdened with lesser responsibilities. Only the most thorough study of the job can prevent total disorganization. Only the most systematic assignments of priorities can prevent the chief executive from frittering away his time and energy on the less important activities to the neglect of vital matters.

Yet, this careful study, this systematic organization of the job, are almost unknown. The result is that a great many chief executives—in small business or large—are disorganized, do indeed fritter away their time.

 

The only published study of the way chief executives actually spend their day has been made in Sweden by Professor Sune Carlsson.1 For several months Carlsson and his associates clocked with a stop watch the working day of twelve leading Swedish industrialists. They noted the time spent on conversations, conferences, visits, telephone calls and so forth. They found that not one of the twelve executives was ever able to work uninterruptedly more than twenty minutes at a time—at least not in the office. Only at home was there some chance of concentration. And the only one of the twelve who did not make important, long-range decisions “off the cuff,” and sandwiched in between unimportant but long telephone calls and “crisis” problems, was the executive who worked at home every morning for an hour and a half before coming to the office.


We have no such study of American chief executives. But we do not need one to know that far too many let outside pressures and immediate emergencies dictate their day and the utilization of their efforts and energies.

Yet even the chief executive who lets outward pressures manage him is better than some. At least he spends his time on activities that are part of the chief executive’s job (albeit the lesser part). Much worse is the chief executive who wastes his time running a function instead of the business: the president who entertains customers when he should be working on the financial policy, the president who corrects details in engineering drawings and neglects a crying problem of malorganization; the president who personally checks the expense account of every salesman, etc. These men not only fail to accomplish their work; they also prevent the operating manager whose job they are doing from accomplishing his. And the number of chief executives who thus cling to the functional work in which they came up and with which they are familiar is uncomfortably large.

The problem is one of systematic conception and organization of the job. Without it even the ablest, most intelligent and best intentioned of chief executives will not succeed in doing his job, and will be forced to manage according to pressures and emergencies. “He who rides the tiger, reaps the whirlwind,” I once heard a speaker say. This thoroughly mixed metaphor is not a bad description of the fate of the chief executive who lets the pressure of the job manage himself instead of systematically studying, thinking through and organizing his job, work and time.

A distinguished French industrialist and student of management, Rolf Nordling, recently suggested2 that the chief executive’s job is the biggest and the least explored area for the application of Scientific Management, and especially of “work simplification.” The first thing to be done would be what Carlsson did in Sweden: study the work day of the chief executive with a stop watch.

This is certainly sound. But (as Nordling hastened to point out) time study must be accompanied by hard thinking about what the job should be. What activities must the chief executive do himself? What activities can he leave to others—and to whom? Above all: what activities come first? How much time must be set aside for them, no matter what “crisis” pressures there are?

The intuitive manager, in other words, cannot do the chief executive’s job, no matter how brilliant, how quick, how perceptive he is. The job has to be planned. And the work has to be performed according to plan.

The Fallacy of the One-Man Chief Executive

Even if the job is studied most systematically, organized most thoughtfully, and with the maximum of decentralization, it still is not a job one man could or should do. Indeed, 90 per cent of the trouble we are having with the chief executive’s job is rooted in our superstition of the one-man chief. We still, as did Henry Ford, model the chief executive of the modern business after the single proprietor of yesterday’s economy.

There will always be too many activities in the job for any one man’s working day. Half the activities in the list I gave above should probably be taken out of the chief executive’s hands and given to other people. The remainder would still be unmanageable for one man; there would still be some fifteen or twenty major activities. Each of them would be of vital importance to the enterprise. Each would be difficult. Each would be time-consuming. And each would require careful planning, thought and preparation. The job, if pared to the bone, would still exceed the span of managerial responsibility of any one man. An unlimited supply of universal geniuses could not save the one-man chief-executive concept unless they could also bid the sun stand still in the heavens. And even Joshua could accomplish this only once, whereas the one-man chief executive would have to perform the miracle seven days a week.

The activities that together make up the chief-executive job are also too diverse to be performed by one man. The list includes things that have primarily to do with planning, analyzing and policy formulation, like the determination of the company’s business, the setting of objectives and so forth. It includes things that require fast decisive action: for instance, the handling of a major crisis. Some of these things deal with the long-range future. Others with immediate problems. Yet, it is a rule that tomorrow’s business will not get done if you mix it with today’s—let alone with yesterday’s. Some activities require the skill of the negotiator: the arbitration of internal clashes or the floating of a capital issue. Others require the skill of the educator. Others still are “relations” skills (and for some activities such as attending company social functions, a cast-iron stomach is probably the first requirement).

The least that would seem to be required is three distinctive characters: the “thought man,” the “man of action” and the “front man,” as one of my friends in a top management calls them. Two of these characters may be found combined in one man (“But do you really want a schizophrenic in the chief executive’s job?” the same friend asks). All three are most unlikely to be found together. Yet, in all three major areas there are important activities that have to be discharged well if the enterprise is to prosper.

There is only one conclusion: the chief-executive job in every business (except perhaps the very smallest) cannot properly be organized as the job of one man. It must be the job of a team of several men acting together.

 

There are two additional arguments for this conclusion. The first is the isolation of the chief executive.

The president of a company, whether large or small, is insulated by his position. Everybody wants something from him. His managers want to “sell” him their ideas or want to advance their position. The supplier wants to sell him goods. The customer wants better service or lower prices. The president is forced to adopt an “arm’s-length” attitude in his dealings with people in sheer self-defense. Also, as soon as the business attains even modest size, everything brought to him for information or decision is of necessity predigested, formalized and abstract. It is a distillation rather than the raw stuff of life. Otherwise, the president could not deal with it at all. His social life (if he has any at all, which is unlikely considering the pressures of the job) is usually spent with other people of similar rank and station so that he rarely as much as meets people whose point of view, experiences and opinions are not similar to his. He may be the most easygoing fellow in the world; but his plant visits or his executive luncheons will have, without any fault of his, all the informality of a Byzantine state visit. As a result, one of the shrewdest observers of management once said to me, “There is no lonelier guy anyplace than the fellow in the president’s chair.”

Organizing the chief executive’s job properly will accentuate this isolation. For the things he should not do are precisely the things that break through the silken curtain that shuts him in. Everybody agrees that the chief executive should spend more time on thinking and planning. But this means that he should spend less time (or no time at all) talking to customers over the telephone, handling production or design details, seeing chance callers or charity canvassers, chatting with a newspaperman, or “being one of the boys” at a sales convention. Yet, these are all things that, however inadequately, break the chief executive’s isolation.

Yet, proper organization of the job is imperative. To achieve it and with it a high degree of isolation, and still maintain the effectiveness (if not the sanity) of the human beings in the job, a team is needed. This alone can give the chief executive people to talk to who are on his level and who do not therefore want anything from him; people with whom he can “let down his hair” and speak freely, with whom he does not have to watch every one of his steps or words, with whom he can “think aloud” without committing himself. This alone would also enable us to bring into the job the variety of viewpoints, opinions and experiences which is needed for sound decisions but which not even the cleverest public-relations expert can bring to the one-man chief executive.

 

Similarly, the chief-executive team alone can adequately solve the problem of succession. If there is only one man in the job, his succession cannot really be planned; it will be fought over.3 The retirement of the top man—and even more his death or disability—will produce a crisis. And once appointed, the one-man chief executive can, as a rule, be neither removed nor effectively neutralized, no matter how poor a choice he turns out to be. If the chief executive is a team, however—say, three men—there will seldom be a total turnover. To replace one man out of three is fairly easy; it produces no crisis; and a mistake is neither fatal nor normally irrevocable.

 

Ralph J. Cordiner, president of General Electric (itself a notable example of top management by chief-executive team) brought this point out strongly in a speech to the Harvard Business School on “Efficient Organizational Structure,” given in 1953. He said: “The chief executive officer, if he is discharging his responsibility…should, within a period of not longer than three years after he has accepted his assignment, have at least three officers equal to or better than himself in performance who could succeed to his position…. We [therefore] think it is very important that there be a number of positions at top level that are virtually as important, are compensated almost on the same level, and carry the same dignity as the position of chief executive officer. Thus, we have created a number of executive vice-presidents who act as group executives. The idea is that these men, along with the president and the chairman of the board, should be a team, with each having his own specific responsibilities, yet able to carry the ball or run interference for the other fellow as occasion requires.”

 

Finally the chief-executive job of tomorrow will include understanding of a host of new basic tools of mathematical and logical analysis, synthesis and measuring. It will require ability to see where these tools can be applied, the power to educate other members of management in their meaning and use, and some elementary skill in applying them. These tools will include the techniques of analyzing and anticipating the future that were discussed earlier. They will also include such new tools as “operations research,” “information theory” and “symbolic logic.” (How these tools apply to the decision-making process will be discussed in Part Five of this book, “What It Means To Be a Manager”.)

Thus, twenty years hence, and possibly sooner, the chief-executive job will require not only a “front man,” a “thought man” and a “man of action” but, in addition, a first-rate analyst and synthetizer. Certainly no one man can play these four parts well in one life, let alone crowd them all into one working day.

The Crisis of the One-Man Chief-Executive Concept

That the chief executive should be a team will be considered rank heresy—even by many who in their own companies have organized the job on a team basis (Mr. Cordiner of General Electric, for instance, stressed the need for a team of equals in the speech quoted earlier; but he still talked of the one “chief executive officer”). Most organization theorists seem to think that the one-man chief executive is a law of nature, requiring no proof and admitting of no doubt.

 

That there is no such law of nature is abundantly proven, however, by the fact that the most successful managements outside the United States always organize the chief executive as a team. The large company in Germany has always had a team management. One member customarily presides over the team but all are equal. (It is ironical that Hitler attacked this as “effete democracy” and “Americanism” and tried to impose the pattern of the one-man chief executive.) Similarly those marvels of efficient management organization, the “Big Five” of British banking, have always been managed not by one but by two chief-executive teams: the chairman and the deputy chairmen concerned with basic objectives, and the joint general managers concerned with policies, practices and personnel.

 

That a great deal of doubt regarding the one-man chief executive is appropriate is indicated by the severe crisis in which the concept finds itself today, especially in the large business. The one-man executive is no longer capable of making the decisions he is supposed to make. He approves the most fundamental decisions affecting the survival of the company on the basis of a one-page recommendation—that is, on a basis which does not allow him to judge the decision at all, let alone to change it. He cannot even know whether all the important facts are presented to him. Worse still, he makes his decisions increasingly on the basis of highly stylized “presentations” which aim at getting a “yes” from the boss with a minimum of discussion—and that means with a minimum of understanding on the part of the boss of what it is he actually approves.

Even worse is the growth of “kitchen cabinets.” Being unable to do his job, the chief surrounds himself with a motley staff of personal confidantes, miscellaneous assistants, analysts, a “control section” and so forth. None of them have any clearly defined duties. None have clear responsibility. But all have direct access to the boss and are credited throughout the organization with mysterious powers. They undercut the authority of operating managers, duplicate their work, and cut them off from easy communication with the chief executive. They are the worst causes of malorganization—“government by crony.” Yet the one-man chief executive needs his kitchen cabinet. Not being allowed to organize a proper team, he has to make do with errand boys, private secretaries, chief clerks and favorites into whose hands critical control of the basic decisions increasingly drifts.

 

The worst example of this I have seen was in a fairly large steel company where the president had twice as many assistants as there were vice-presidents. Not one of these assistants had clearly defined responsibilities; they did whatever the president assigned them to do. The same man, for instance, did the president’s Christmas shopping and the company’s financial planning. Not one of them was supposed to have any authority, but they made the final decisions in effect. Yet, when the president was asked by a new board chairman to get rid of this monstrosity, he answered: “I know I ought to. But how else can I get through my work load?” The solution was quite simple. The vice-presidents were organized in a “Planning Committee.” They were asked to set aside two days each week for the work of the committee (to make this possible some functions were split and four new vice-presidents were appointed). The committee has full responsibility for the formulation of objectives, the preparation of all recommendations on policy, organization and senior management personnel, and for the preparation of financial plans and budgets. The company, in other words, is run by a team composed of the president as “man of action” and “front man,” and the Planning Committee as “thought man.” There has been no trouble since, and no tendency to restore the kitchen cabinet.

 

Another sign of the disintegration of the one-man chief-executive concept is the tendency toward a form of executive dropsy in the large company. More and more levels of top management intervene between the actual business and the chief executive. At General Motors—one of several examples—there are now two such levels of top management between the president and the chief operating officers, the heads of the autonomous product businesses or divisions. Even the general manager of as enormous a business as Chevrolet (employing 200,000 people and selling almost $4,000,000,000 worth of automobiles a year) does not work directly with the chief executive of General Motors. He reports to a group executive who in turn reports to an executive vice-president. And only then does anything go to the president himself. But this is no longer management—at least not if the word management is considered to have any kinship to “manageable.” Surely, the head of a business as large as Chevrolet—a business that is many times larger than a great many independent companies that are considered “big business”—must have direct access to the man who makes the final decisions. The reason for this dangerous and disturbing executive superstructure is simply that the president of General Motors could not handle the chief-executive job himself.

 

The final proof that the one-man chief-executive concept is a theoretical phantom is the speed with which it is being abandoned in practice by company after company. There is usually still someone called a “chief executive officer” in these companies—as there is at General Electric. But actually the job is discharged by a group working as a team.

 

This trend has gone furthest at the Standard Oil Company of New Jersey where the chief executive consists of a fourteen-man Board of Directors, composed entirely of full-time officers of the company. More common is the General Electric pattern of an Executive Office composed of the president, a number of group executives who are, so to speak, deputy presidents, and a number of vice-presidents charged with responsibility for objectives and policy formulation in major areas, such as Research, Marketing or Management Organization. The New Haven Railroad, the American Can Company, Union Carbide and Carbon, and duPont are among the companies with such an Executive Office.

 

Actually there is serious doubt whether the successful business ever used the one-man concept. Practically every case of business growth is the achievement of at least two, and often three, men working together. At its inception a company is often the “lengthened shadow of one man.” But it will not grow and survive unless the one-man top is converted into a team. General Motors, in the period of its great growth, was managed by a team consisting always of two and usually of three men: Alfred P. Sloan, Jr. (president and later chairman of the Board) working with Donaldson Brown (vice-president, later vice-chairman of the Board) and usually with a third man, the company’s actual president. At Sears, Roebuck, under the aegis of Julius Rosenwald, the chief executive consisted of three men, Mr. Rosenwald himself, his legal advisor, Mr. Loeb, and Mr. Doering in charge of mail-order operations. Under General Wood, Sears, too, was run by a three-man team, General Wood himself, his merchandising vice-president, Mr. Houser, and the company’s president. The same is true of both Standard Oil of New Jersey and its traditional closest competitor, Socony-Vacuum, which were built in the twenties by two-man teams.

The list could be extended indefinitely. It would include American Telephone and Telegraph, General Foods, the duPont Company—indeed, most of America’s large companies. Even the Ford Motor Company, in the period of its greatest growth and prosperity, was run by a team consisting of the elder Ford and James Couzens.

That the team organization of the chief-executive job is the rule in successful large companies, and one of the main reasons for their success, it is indicated in the following report that appeared in a recent (April 1954) issue of Harper’s Magazine.

 

One of the country’s smartest and most venerable banks recently sent a question to the chief of its research department.

“Are there any earmarks,” it asked, in effect, “which will tell us whether the management of a corporation is good or bad?”

The research people quickly found that this question is tougher than it looks. Profits alone are not a reliable guide. It is fairly easy for shortsighted executives to show good profits—for a few years—by letting their companies’ plant run down, or by gutting reserves of raw material. On the other hand, a firm which has never earned a penny may be just on the doorsill of spectacular success, because years of developmental work and long-visioned management are finally ready to pay off.

In the end—after studying hundreds of corporations—the researchers discovered just one clue. It was totally unexpected; it apparently is still unknown to the business colleges or professional market analysts; and it has enabled the bank to place its financial bets with remarkably consistent results. (This, incidentally, is the first time it has ever been made public.)

Here, in effect, is what the research chief reported:

“If the top executive in a company gets a salary several times as large as the salaries paid to the Number Two, Three and Four men, you can be pretty sure that firm is badly managed. But if the salary levels of the four or five men at the head of the ladder are all close together, then the performance and morale of the entire management group is likely to be high.

“The size of the salaries doesn’t seem to make much difference,” the report continued. “Whether the president of the corporation gets $20,000 a year or $100,000 isn’t important—so long as his vice presidents get something like 75 to 90 per cent as much. But when the president pulls down $100,000, and his main subordinates get only $50,000 to $25,000, it is time to look for trouble.”

 

The same is true of successful small companies. Commonly they are run by a two-man or three-man team (typically the company’s president and sales manager, and the treasurer) who together discharge the functions of “chief executive officer.” Again the one-man chief does not work beyond the business babyhood.

And exactly the same is true of the federally decentralized unit within a company, such as a General Motors division or a General Electric product business. Whenever we analyze such a unit we find that its top management is a team. The team may consist of the unit’s general manager and one of his senior men—frequently the comptroller (if only because he, being responsible for financial reports, has a direct pipe line into company headquarters). Or it may consist of the unit’s general manager and the manager to whom he reports—the group vice-president at General Motors, the division general manager at General Electric. In the most successful examples I have seen, all three of these men work together as a team in which all are actually (though not officially) co-equals.

There is, in fact, only one argument for the one-man chief executive—and it is not very cogent. There must be, the argument runs, one man responsible to the Board of Directors; and he must be the final boss. But work with the Board, though tremendously important, is only one of the functions of the chief executive. Also most large-company Boards today have several of the company’s officers among their members and therefore clearly expect to work with more than one of the executives (General Electric even has the chairman of the Board report to the president as one of the group executives).

In fine, the concept of the one-man chief executive officer is contrary to all experience and to the demands of the job. In successful companies it is not being applied. And where it is being applied it leads to trouble.

How to Organize the Chief-Executive Team?

How then should the chief-executive team be organized?

The first requirement is that it be a “team” rather than a “committee.” There should be no collective responsibility. Each member should have assigned to him the areas in which he makes final decisions and for which he is responsible. Deliberation should be joint; decision single.

However it should not be forgotten that there are two ways of organizing a “team,” exemplified perhaps best by the baseball team and the tennis doubles team respectively. In the baseball team each player has a fixed position which he does not leave. In playing doubles tennis each player too has an area of responsibility; but he is also expected to cover his partner. Under the first organization the lines are drawn for the team members. Under the second one the partners in collaboration work out the lines of demarcation themselves. The baseball-team way has the advantage that total strangers can play well together; but a good opponent can direct his plays into the gaps between positions which no one really covers. To play a winning doubles game at tennis a team has to have played together quite a bit; but once the partners have come to know and to trust each other there will be no gaps on their side of the net. The one team, in other words, depends entirely on proper organization; the other one adds to organization an element of personal adjustment and flexibility. Both ways are effective ways to organize a winning chief executive team; but the team and each member—as also the other managers throughout the business—must know which of the two ways of team-organization has been chosen.

In particular, there has to be clearly assigned responsibility for the determination of objectives in the eight key areas of business performance and for the careful consideration of the impact of all business actions and decisions on performance and results in these areas. This responsibility can be part of the job of every member of the team: it can be assigned to a Planning Committee of vice-presidents. It can be assigned to one man: in General Motors Mr. Donaldson Brown carried it in effect when he was vice-chairman. Or each key area can be assigned to a separate man as a full-time job—though that is for the very large business only. It is the approach of General Electric, where the executive office—in addition to president and group executives—contains a fair number of services vice-presidents, each charged with company-wide responsibility in one key area. Size of the company and character of the business are the determining factors here. What matters, above all, is that the responsibility for long-range planning and thinking, for clear objectives, for the development of adequate yardsticks to measure their attainment, and for the education of managers in the vision and the skills needed to reach the objectives, be clearly spelled out and unambiguously assigned.

The second requirement is that there be no appeal from one member of the chief executive to another. Whatever any one of them decides is the decision of all of top management.

This does not mean that there should be no one on the team who acts as its captain. On the contrary, a captain is needed. And one man is almost certain to stand out as the senior member by virtue of his intellectual or moral authority. There was, for instance, never any doubt in General Motors that the head of the table was wherever Mr. Sloan sat, nor at Sears, Roebuck that General Wood was a good deal more than the “first among equals.” But whenever one man thus stands out, he has to be doubly careful not to countermand or overrule the others, not to interfere in the areas assigned to them, not to let his superiority turn into their inferiority. His strength, in other words, should strengthen his teammates—which is, after all, the definition of an effective and strong team captain. He is a playing captain not a manager calling signals from the bench.

 

How many members should the team have? The fewer the better—but more than two.

Indeed if two men can work together closely, they form an ideal team. But two people like this are rarely found. And two people in a team are always a highly unstable combination. “If there are only two men,” a veteran member of a chief-executive team once told me, “even a slight disagreement may become dangerous. If there is a third member, the team can function even if two barely speak to each other.” A two-man team can function only if the men are held together by strong emotional bonds, which is in itself undesirable. Finally a two-man chief-executive team aggravates the problem of succession. Precisely because the two members have to be so close to each other they usually retire together; for the survivor would find it almost impossible to adjust to a new partner. One example of this is Mr. Donaldson Brown’s voluntary retirement from General Motors—many years before he reached retirement age—when Mr. Sloan retired because of age. Another is the joint retirement of Mr. Swope and Mr. Young from the top management of General Electric. Yet one of the important tasks of the chief-executive team is to give continuity to top management and to make succession easy instead of critical or stormy.

The Board of Directors

We talked earlier of the crisis of the chief-executive concept. One reason for this, however, has not been mentioned. It is the gradual erosion of the Board of Directors as a functioning organ of the enterprise.

To the law, the Board of Directors is the only organ of the enterprise. And in one form or another such a “Board” exists in every industrial country—even in Soviet Russian law. Legally it is considered the representative of the owners, having all the power and alone having power.

In reality the Board as conceived by the lawmaker is at best a tired fiction. It is perhaps not too much to say that it has become a shadow king. In most of the large companies, it has in effect been deposed and its place taken by executive management. This may have been achieved in the form of the “inside” Board, that is, one composed exclusively of executive management men who meet the first Monday in every month to supervise and to approve what they themselves have been doing the other twenty-nine days of the month. Or the Board may have become a mere showcase, a place to inject distinguished names, without information, influence or desire for power. Or—a typical pattern in the smaller company—the Board may be simply another name for the meeting of the family members, usually the ones actively engaged in the business, plus a few widows of former partners.


Since this has happened not only in this country but in every other—if our information is accurate, even in Russia—it suggests that the erosion of the Board of Directors is not an accident but rooted in profound causes. Some of these are: the much-publicized divorce of ownership from control which makes it absurd that the business enterprise be directed by the representatives of the shareholders; the complexity of modern business operations; and, perhaps most important, the difficulty of finding good men with the time to sit on Boards and to take their membership seriously.

But there are real functions which only a Board of Directors can discharge. Somebody has to approve the decision what the company’s business is and what it should be. Somebody has to give final approval to the objectives the company has set for itself and the measurements it has developed to judge its progress toward these objectives. Somebody has to look critically at the profit planning of the company, its capital-investment policy and its managed-expenditures budget. Somebody has to discharge the final judicial function in respect to organization problems, has to be the “Supreme Court.” Somebody has to watch the spirit of the organization, has to make sure that it succeeds in utilizing the strengths of people and in neutralizing their weaknesses, that it develops tomorrow’s managers and that its rewards to managers, its management tools and management methods strengthen the organization and direct it toward its objectives.

The Board cannot and must not be the governing organ that the law considers it to be. It is an organ of review, of appraisal, of appeal. Only in a crisis does it become an organ of action—and then only to remove existing executives that have failed, or to replace executives who have resigned, retired or died. Once the replacement has been made, the Board again becomes an organ of review.

Those members of the chief-executive team who are charged with responsibility for company objectives must work directly with the Board. One way to achieve this in the large company (applied in several of our large businesses with good results) is the formation of Board committees in each major area of objectives, with the company officer charged with primary responsibility in that area, acting as the committee’s secretary or chairman. But no matter how organized in concrete detail, the Board should have direct access to the top executives charged with objective-determination in all key areas.

The Board must also be detached from operations. It must view the company as a whole. This means that working executives of the company should not dominate the Board. In fact, the Board will be stronger and more effective if it is genuinely an “outside” Board, the bulk of whose members have never served as full-time officers of the company.

The complexity of the large company is often cited as a reason for an inside Board. But it is to the advantage of the Board in the large business that its members do not know the details. A dishonest chief executive can, of course, fool an outside Board (though not for long if its members demand the information they should be getting and ask the questions they should be asking). But while the inside Board cannot be fooled by anyone else, it can easily fool itself. Inside full-time executives tend to think too much in terms of immediate or technical problems. The very remoteness of the outside Board member counteracts this. It makes him look for the over-all pattern, see broad objectives and plans, and ask questions on concept and principle.

In the typical family-owned small company the outside Board member serves another but equally important function. Small-company managers often have no one to talk to, no one to test their decisions against. Management is isolated—and the management group is usually so small as not to provide the corrective of diversity of background and temperament which, in the large corporation, sometimes helps to offset management’s isolation. In the small company, too, therefore there is need for a Board which contains outsiders.

However, to obtain real benefit from the Board its membership must be carefully selected. Both the large and the small business need Board members whose experience, outlook and interests are different from those of the management. This cannot be obtained by getting representatives of the company’s bankers, suppliers or customers. It requires people whose entire background is different from management’s. (In this respect, the British practice of inviting distinguished public servants to join a Board at the end of their public career is a major improvement over our practice of confining the Board to the small “business family.”) What is needed on a Board is not people who agree with management anyhow, but people who are likely to see things differently, to disagree and to question—especially to question the assumptions on which the chief-executive team acts without, usually, knowing that it is making them.

And to get the kind of people the company needs, Board membership will have to be made financially attractive.

That the Board can be made into the vital, effective and constructive constitutional organ it should be has been demonstrated. The pharmaceutical house of Merck & Company, for instance, considers its work in building a strong and effective Board to have been a major factor in its rise to leadership in its industry. To make the Board of Directors a real organ of the enterprise rather than legal fiction; to define its functions clearly and to set it definite objectives; to attract outstanding people and make them able and willing to contribute to the company, are admittedly difficult. But it is one of the most important things the chief-executive team can do, and one of the major conditions for its own success in discharging its job.








CHAPTER 15

DEVELOPING MANAGERS


Manager development a threefold responsibility: to the enterprise, to society, to the individual—What manager development is not—It cannot be promotion planning or finding “back-up men”—The fallacy of the “promotable man”—The principles of manager development—Developing the entire management group—Development for tomorrow’s demands—Job rotation is not enough—How to develop managers—The individual’s development needs—Manager manpower planning—Manager development not a luxury but a necessity.





THE prosperity if not the survival of any business depends on the performance of its managers of tomorrow. This is particularly true today when basic business decisions require for their fruition an increasingly long time-span. Since no one can foresee the future, management cannot make rational and responsible decisions unless it selects, develops and tests the men who will have to follow them through—the managers of tomorrow.

Management itself is becoming increasingly complex. In addition to a rapidly changing technology which, at least in the United States, makes competition daily more important and more stringent, management today has to be able to handle many new “relations” problems—relations with the government, relations with suppliers and customers, relations with the employees or with labor unions—all of which require better managers.

The numerical demand for executives is steadily growing. For it is of the essence of an industrial society that it increasingly substitutes for manual skill theoretical knowledge, ability to organize and to lead—in short, managerial ability. In fact, ours is the first society in which the basic question is not: How many educated people can society spare from the task of providing subsistence? It is: How many uneducated people can we afford to have?

But manager development is also necessary to discharge the elementary responsibilities the business enterprise owes to society—and if the business does not discharge these obligations by its own actions, society will impose them. For continuity, especially of the big business enterprise, is vital. Our society will not tolerate—and cannot afford—to see such wealth-producing resources jeopardized through lack of competent successors to today’s management.

Increasingly it is to business that our citizen looks for the fulfilment of the basic beliefs and promises of society, especially the promise of “equal opportunity.” Manager development from this point of view is little but a technical name for the means through which we carry out a central and basic part of our social beliefs and political heritage.

Increasingly it is in his work that the citizen of a modern industrial society looks for the satisfaction of his creative drive and instinct, for those satisfactions which go beyond the economic, for his pride, his self-respect, his self-esteem. Manager development is therefore only another name for the way in which management discharges its obligation to make work and industry more than a way of making a living. By offering challenges and opportunities for the individual development of each manager to his fullest ability, the enterprise discharges, in part, the obligation to make a job in industry a “way of life.”

Recognition of these needs underlies the sudden emergence of manager development as a major concern of American business during these last few years. Fifteen years ago when I first became interested in the subject, I could find only one company that even saw the problem: Sears, Roebuck. Today there are literally hundreds of manager development plans in operation. There is hardly a single large company without one. Even small companies are increasingly developing programs of their own.

What Manager Development Is Not

Manager development cannot be just “promotion planning,” confined to “promotable people” and aimed at finding “back-up men” for top-management vacancies. The very term “back-up man” implies that the job of a manager as well as the organization structure of the company will remain unchanged so that one simply has to find people to step into the shoes of today’s executives. Yet, if one thing is certain, it is that both job requirements and organization structure will change in the future as they have always done in the past. What is needed is the development of managers equal to the tasks of tomorrow, not the tasks of yesterday.

Ralph J. Cordiner, the President of General Electric, has made the point clearly:

 

If we were forced to rely entirely on conventional methods of increasing productivity, I would be inclined to regard this goal [of increasing General Electric productivity by 50 per cent in less than ten years] as wishful thinking. Our laboratories and factories will continue to find ways to produce more and better goods with a lower expenditure of time, effort and cost. But we cannot expect the physical sciences to carry the whole load.

There has been a growing realization in American industry that great untapped opportunities lie in finding ways to develop more fully our human resources—particularly the managers of our business enterprises. Technological advances and the increasing complexities of managing under today’s and tomorrow’s conditions have made manager development a necessity as well as an opportunity. Those who have been closest to this field believe that an opportunity exists in General Electric to increase productivity 50 per cent in the next ten years through better management alone.

 

The concept of the back-up man for top management jobs also overlooks the fact that the most important decisions regarding tomorrow’s management are made long before a man is promoted to a senior position. Tomorrow’s senior positions will be filled by men who today occupy junior positions. By the time we have to find a man to take over the managership of a big plant or sales organization, our choice will already be limited to three or four people. It is in appointing people to positions as general foreman or department superintendent, as district sales manager, as auditor, etc., that we make the decisions that are crucial. And in making these decisions the typical back-up planning helps us little, if at all.

Altogether the concept of a promotable man who shows high potential is a fallacy. I have yet to see any method that can predict a man’s development more than a short time ahead. And even if we could predict human growth, we would still have no right to play providence. However “scientific” the method, it would still at best only work with 60 or 70 per cent of accuracy; and no man has a right to dispose of other people’s lives and careers on probability.

Above all, however, the promotable-man concept focuses on one man out of ten—at best on one out of five. It assigns the other nine to limbo. But the men who need manager development the most are not the “balls of fire” who are the back-up men and promotable people. They are those managers who are not good enough to be promoted but not poor enough to be fired. These constitute the great majority; and they do the bulk of the actual managing of the business. Most of them will, ten years hence, still be in their present jobs. Unless they have grown up to the demands of tomorrow’s job, the whole management group will be inadequate—no matter how good, how carefully selected and developed, the promotable people. And whatever can be gained by developing the chosen few will be offset by the stunting, the malformation, the resentment of those who are passed over. No matter how carefully the promotable men are chosen, the fact of their choice must condemn the whole system in the eyes of the management people as arbitrary, must convince them that it is the rankest favoritism.

The Principles of Manager Development

The first principle of manager development must therefore be the development of the entire management group. We spend a great deal of time, money and energy on improving the performance of a generator by 5 per cent. Less time, less money and less energy would probably be needed to improve the performance of managers by 5 per cent—and the resulting increase in the production of energy would be much greater.

The second principle is that manager development must be dynamic. It must never aim at replacing what is today—today’s managers, their jobs, or their qualifications. It must always focus on the needs of tomorrow. What organization will be needed to attain the objectives of tomorrow? What management jobs will that require? What qualifications will managers have to have to be equal to the demands of tomorrow? What additional skills will they have to acquire, what knowledge and ability will they have to possess?

 

The tools of manager development as commonly used today will not do. Not only is the back-up man inadequate; “job rotation,” which in most companies is the favorite tool of manager development, is not enough either.

Job rotation takes one of two forms as a rule. A man who has come up as a specialist in one function is put into another function for a short while—often into several functions, one after another. Or the man is put into a special training job, since he does not know enough about any other function to carry a regular management job in it. An announcement made a short while ago by one of the large electrical manufacturers states, for instance: “Men in the promotable group will be rotated into special jobs in functions they are not familiar with, each job assignment to last six months to two years.”

But what business needs is not engineers with a smattering of accounting. It needs engineers capable of managing a business. One does not become broader by adding one narrow specialty to another; one becomes broader by seeing the business as a whole. Just how much can one learn of a big area such as marketing or engineering in six months? Probably the terminology—but little more. A good course in marketing, or a good reading list on the subject, teaches many times more. The whole idea of training jobs is contrary to all rules and experience. A man should never be given a job that is not a real job, that does not require performance from him.

 

In fine, manager development must embrace all managers in the enterprise. It must aim at challenging all to growth and self-development. It must focus on performance rather than on promise, and on tomorrow’s requirements rather than on those of today. Manager development must be dynamic and qualitative rather than static replacement based on mechanical rotation. Developing tomorrow’s managers means in effect developing today’s managers—all of them—to be bigger men and better managers.


How To Develop Managers

The job of developing tomorrow’s managers is both too big and too important to be considered a special activity. Its performance depends on all factors in the managing of managers: the organization of a man’s job and his relationship to his superior and his subordinates; the spirit of the organization; and its organization structure. No amount of special manager-development activities will, for instance, develop tomorrow’s managers in an organization that focuses on weakness and fears strength, or in one that scorns integrity and character in selecting men for managerial appointments. No amount of activity will develop tomorrow’s managers in a functionally centralized organization; all that it is likely to produce are tomorrow’s specialists. Conversely, genuine federal decentralization will develop, train and test a fair number of managers for tomorrow without any additional manager-development activity as such.

Yet, developing tomorrow’s managers is too important to be treated as a by-product. Special manager-development activities can only be a supplement, but they are a necessary supplement—certainly in the larger organization. At the least they emphasize the importance which the company gives to the problem, and thus encourage managers to help their own men develop themselves.

For development is always self-development. Nothing could be more absurd than for the enterprise to assume responsibility for the development of a man. The responsibility rests with the individual, his abilities, his efforts. No business enterprise is competent, let alone obligated, to substitute its efforts for the self-development efforts of the individual. To do this would not only be unwarranted paternalism, it would be foolish pretension.

But every manager in a business has the opportunity to encourage individual self-development or to stifle it, to direct it or to misdirect it. He should be specifically assigned the responsibility for helping all men working with him to focus, direct and apply their self-development efforts productively. And every company can provide systematic development challenges to its managers.

The first job is an individual one. Each manager should think through what each man under him is capable of doing. The basis for this is, of course, the systematic appraisal of performance already mentioned. This analysis leads to two questions: Is the man placed in the job where he can make the greatest contribution to the company? And: What does he have to learn, what weaknesses does he have to overcome to be able to realize fully his strengths and capacities?

The answers to these questions decide what specific action may be taken to promote development. It may be a move to another job. It may be formal schooling in a specific subject or in management principles. It may be a special assignment to work out a concrete problem, to study a proposed new policy or a capital-investment program. Opportunities for such assignments almost always exist, especially in the large business (provided only that the “staffs” have not been allowed to take over the functions of management).

No man should ever be given made work. In the small company individual development needs can, however, usually be taken care of by changes in the scope of a man’s job. In the large company job openings are common. When the right job becomes available, it should be staffed on the basis of the analyses of the development needs of the individual managers. These are, of course, life-and-death decisions. They should therefore always be reviewed carefully at least one level up before being put into effect. And they should always be fully participated in by the man himself.

“Manager manpower planning” then checks on the adequacy of the company’s individual manager development efforts in the light of tomorrow’s management jobs and their demands.

Manager manpower planning starts with the analysis of the future needs of the company and its objectives—what the company’s business is going to be, in other words. For that determines organization structure, decides what jobs will have to be filled, and what their requirements are. Short-term manager manpower planning—two years ahead or so—is indeed promotion planning in that the actual promotional decisions have to be made. But the really important plan is the long-term one—five or ten years ahead. For in this all the basic questions of objectives, organization structure and age structure of management have to be considered. Hence, the direction of the company’s development efforts will derive from this long-range management manpower planning.

In its long-range plan, management should never forget that it is not its intention to liquidate the business at the end of the term. In other words, it is not sufficient to find the men for the demands of the next five years. The main results of what will be done during these next five years will not show until ten or fifteen years later. But what is being done now and during the years immediately ahead may well determine whether the company survives or not.

 

It should no longer be necessary to debate whether manager development is a luxury which only big companies can indulge in in boom times. Most of our large—and many of our small—companies know today that it is no more of a luxury than is a research laboratory. It is not even necessary any longer to combat the old fear that a company may develop too many good people. Most managements have found out that the demand for good people is increasing faster than the capacity of even a successful manager-development program to supply them. (The smart businessman has, of course, always known that it has never done a company harm to be known as “the mother of presidents.” On the contrary, the power of a company to attract good men is directly proportionate to its reputation as a developer of successful men for itself as well as for other companies.)

Manager development has become a necessity not because top managements have been allowed to become old as a result of depression and war, but because the modern business enterprise has become a basic institution of our society. In any major institution—the Church, for instance, or the Army—the finding, developing and proving out of the leaders of tomorrow is an essential job to which the best men must give fully of their time and attention.

It is also a necessity for the spirit, the vision and the performance of today’s managers that they be expected to develop those who will manage tomorrow. Just as no one learns as much about a subject as the man who is forced to teach it, no one develops as much as the man who is trying to help others to develop themselves. Indeed, no one can develop himself unless he works on the development of others. It is in and through efforts to develop others that managers raise their demands on themselves. The best performers in any profession always look upon the men they have trained and developed as the proudest monument they can leave behind.









PART THREE

THE STRUCTURE OF MANAGEMENT









CHAPTER 16

WHAT KIND OF STRUCTURE?


Organization theory and the “practical” manager—Activities analysis—Decision analysis—Relations analysis.





UNTIL well into the seventeenth century, surgery was performed not by doctors but by barbers who, untaught and unlettered, applied whatever tortures they had picked up during their apprenticeship. Doctors, observing a literal interpretation of their oath not to inflict bodily harm, were too “ethical” to cut and were not even supposed to watch. But the operation, if performed according to the rules, was presided over by a learned doctor who sat on a dais well above the struggle and read what the barber was supposed to be doing aloud from a Latin classic (which the barber, of course, did not understand). Needless to say, it was always the barber’s fault if the patient died, and always the doctor’s achievement if he survived. And the doctor got the bigger fee in either event.

There is some resemblance between the state of surgery four centuries ago and the state of organization theory until recently. There is no dearth of books in the field; indeed, organization theory is the main subject taught under the heading of “management” in many of our business schools. There is a great deal of importance and value in these books—just as there was a great deal of genuine value in the classical texts on surgery. But the practicing manager has only too often felt the way the barber must have felt. It is not that he, as a “practical man,” resisted theory. Most managers, especially in the larger companies, have learned the hard way that performance depends upon proper organization. But the practicing manager did not as a rule understand the organization theorist, and vice versa.

We know today what has been amiss. Indeed, we are speedily closing the gap by creating a unified discipline of organization that is both practical and theoretically sound.

We know today that when the practical manager says “organization,” he does not mean the same thing the organization theorist means when he says “organization.” The manager wants to know what kind of a structure he needs. The organization theorist, however, talks about how the structure should be built. The manager, so to speak, wants to find out whether he should build a highway and from where to where. The organization theorist discusses the relative advantages and limitations of cantilever and suspension bridges. Both subjects can properly be called “road building.” Indeed, both have to be studied to build a road. But only confusion can result if the question what kind of a road should be built is answered with a discussion of the structural stresses and strains in various types of bridge.

In discussing organization structure, we have to ask both what kind of a structure is needed and how it should be built. Each question is important; and only if we can answer both systematically can we hope to arrive at a sound, effective and durable structure.

 

First, we must find out what kind of structure the enterprise needs.

Organization is not an end in itself but a means to the end of business performance and business results. Organization structure is an indispensable means; and the wrong structure will seriously impair business performance and may even destroy it. Still, the starting point of any analysis of organization cannot be a discussion of structure. It must be the analysis of the business. The first question in discussing organization structure must be: What is our business and what should it be? Organization structure must be designed so as to make possible the attainment of the objectives of the business for five, ten, fifteen years hence.

There are three specific ways to find out what kind of a structure is needed to attain the objectives of a specific business: activities analysis; decision analysis; relations analysis.


The Activities Analysis

To find out what activities are needed to attain the objectives of the business is such an obvious thing to do that it would hardly seem to deserve special mention. But analyzing the activities is as good as unknown to traditional theory. Most traditional authorities assume that a business has a set of “typical” functions which can be applied everywhere and to everything without prior analysis. Manufacturing, marketing, engineering, accounting, purchasing and personnel—these would, for instance, be the typical functions of a manufacturing business.

Of course, we can expect to find activities labeled “manufacturing,” “engineering” or “selling” in a business that manufactures and sells goods. But these typical functions are empty bottles. What goes into each? And do we need a pint bottle or a quart bottle for the functions labeled “manufacturing,” for instance? These are the really important questions. And to these the concept of typical functions has no answers. The average manufacturing business will indeed use these functions; but an individual manufacturing business may not need all of them or may need other functional containers as well. We also have to find out therefore whether these classifications are indeed appropriate for the activities of the specific business. To ignore these questions and operate in terms of a pre-established set of typical functions is like first giving a patient medicine and then diagnosing what ails him. And the results are just as dubious.

These questions can only be answered by analyzing the activities that are needed to attain objectives.

 

In the woman’s dress industry engineering as such is unknown; and manufacturing is so simple by and large, as not to deserve ranking as a major function. But design is all-important.

At Crown-Zellerbach, the big West Coast pulp and paper manufacturer, long-range forest management is so important and so difficult that it had to be organized as a separate major function.

The American Telephone and Telegraph Company has organized the raising of capital in the financial markets as a separate major function, distinct alike from accounting and from long-range capital-investment planning.


One of the big manufacturers of electric bulbs considers the education of the public in the use of lighting and the creation of habits of good lighting to be a major need of the business, which can be satisfied only if the task is organized as a separate function. Since practically all American homes, shops and plants have electricity, the expansion of the market and the growth of the business depend indeed on increase in electric-bulb use per customer rather than on finding new customers.

To have organized any of these activities: forest management at Crown Zellerbach, raising capital at Bell Telephone, customer education at the lamp company, as part of another function would have resulted in their neglect. Indeed, they were organized as separate functions because an activities analysis revealed that as part of another function they were not being given the attention their importance warranted, and did not yield the performance the company required.

 

To substitute typical functions for an analysis of the activities actually needed is dangerous mental laziness, and in the end causes double work. For only a thorough and careful activities analysis can bring out what work has to be performed, what kinds of work belong together, and what emphasis each activity is to be given in the organization structure.

An analysis of the activities is needed most in the business that has been going for some time, and especially in the business that has been going well. In such a business the analysis will invariably reveal that important activities are either not provided for or are left hanging in mid-air to be performed in a haphazard fashion. It will almost invariably bring out activities that, once important, have lost most of their meaning, but continue to be organized as major activities. It will demonstrate that historically meaningful groupings no longer make sense but have, instead, become obstacles to proper performance. And it will certainly lead to the discovery of unnecessary activities that should be eliminated.

The new business also needs such thinking. But the worst mistakes in the organization of activities are invariably the results of growth—and especially of success. They occur most often where an enterprise that started out, so to speak, in a lowly but functional two-room cottage, put in, as it grew, a new wing here, an attic there, a partition elsewhere, until it is now housed in a twenty-six-room monstrosity in which all but the oldest inhabitants need a St. Bernard to bring them back from the water cooler.


Decision Analysis

The second major tool to find out what structure is needed is an analysis of decisions. What decisions are needed to obtain the performance necessary to attain objectives? What kind of decisions are they? On what level of the organization should they be made? What activities are involved in or affected by them. Which managers must therefore participate in the decisions—at least to the extent of being consulted beforehand? Which managers must be informed after they have been made?

It may be argued that it is impossible to anticipate what kinds of decisions will arise in the future. But while their content cannot be predicted—nor the way they ought to be made—their kind and subject matter have a high degree of predictability. In one large company I found that well over go per cent of the decisions that managers had to take over a five-year period, were what might be called “typical,” and fell within a small number of categories. In only a few cases would it have been necessary to ask: Where does this decision belong? had the problem been thought through in advance. Yet, because there was no decision analysis, almost three quarters of the decisions had to “go looking for a home,” as the graphic phrase within the company put it, and most of them went to a much higher level of management than they should have.

It has also been argued that a breakdown of decisions must be an arbitrary measure. “One president likes to make one kind of decision himself, another president another kind,” the argument runs. Of course, personalities and their preferences play a part in any organization. But the area of personal preference is small and marginal, and adjustment to it is fairly easy (after all, how often do presidents change?). Furthermore what matters is not what the president likes to do but what he—and every other member of management—should do in the interests of the enterprise. Indeed, if personal preference rather than the objective needs of the business are allowed to control where decisions are being made, effective organization and good performance become impossible. It is no accident that the greatest single cause for the failure of businesses to consolidate their growth, and for their relapse into smallness if not into bankruptcy, is the failure of the boss to give up making decisions when they are no longer his to make.


To place authority and responsibility for various kinds of decisions requires first that they be classified according to kind and character. Such standard classifications as “policy decisions” and “operating decisions” are practically meaningless, however, and give rise to endless debates of a highly abstruse nature. There are four basic characteristics which determine the nature of any business decision.

First, there is the degree of futurity in the decision. For how long into the future does it commit the company? And how fast can it be reversed?

 

The decision whether the raw material requirements of a speculative commodity such as copper should be bought according to production schedules or according to a forecast of price fluctuations may involve a good deal of money, and a complex analysis of many factors. It may, in other words, be both a difficult and an important decision. But it is almost immediately reversible; all it commits the company to is the duration of a futures contract (which can be sold every business day). Such a decision, despite its importance and difficulty, should therefore always be pushed down to the lowest level of management on which it can be made: perhaps the plant manager or the purchasing agent.

 

The second criterion is the impact a decision has on other functions, on other areas or on the business as a whole. If it affects only one function, it is of the lowest order. Otherwise it will have to be made on a higher level where the impact on all affected functions can be considered; or it must be made in close consultation with the managers of the other affected functions. To use technical language: “optimization” of process and performance of one function or area must not be at the expense of other functions or areas; it must not be “sub-optimization.”

 

One example of a decision which looks like a purely “technical” one affecting one area only, but which actually has a major impact on many areas, is a change in the methods of keeping the parts-inventory in a mass-production plant. This not only affects all manufacturing operations, but makes necessary major changes in assembly. It affects delivery to customers—it might even lead to radical changes in marketing and pricing, such as the abandonment of certain designs and models and of certain premium prices. And it may require substantial changes in engineering design. The technical problems in inventory keeping—though quite considerable—almost pale into insignificance compared to the problems in other areas which any change in inventory keeping will produce. To “optimize” inventory-keeping at the expense of these other areas cannot be allowed. It can be avoided only if the decision is recognized as belonging to a fairly high order and handled as one affecting the entire process: Either it has to be reserved for management higher than the plant; or it requires close consultation between all functional managers.

 

Third, the character of a decision is determined by the number of qualitative factors that enter into it: basic principles of conduct, ethical values, social and political beliefs, etc. The moment value considerations have to be taken into account, the decision moves into a higher order and requires either determination or review at a higher level. And the most important as well as the most common of all qualitative factors are human beings.

Finally, decisions can be classified according to whether they are periodically recurrent or rare, if not unique, decisions. Both kinds have to be made on the level in the organization that corresponds to the futurity, impact and qualitative characteristics of the decision. Suspending an employee for a breach of discipline would belong in the former category; changing the nature of the product or of the business, in the latter. The recurrent decision requires the establishment of a general rule, that is, of a decision in principle. Since suspending an employee deals with a human being, the rule has to be decided at a high level in the organization. But the application of the rule to the specific case, while also a decision, then becomes a routine matter and can be placed on a much lower level. The rare decision, however, has to be treated as a distinct event. Whenever it occurs, it has to be thought through from beginning to end.

A decision should always be made at the lowest possible level and as close to the scene of action as possible. Moreover, a decision should always be made at a level insuring that all activities and objectives affected are fully considered. The first rule tells us how far down a decision should be made. The second how far down it can be made, as well as which managers must share in the decision and which must be informed of it.

Analyzing the foreseeable decisions therefore shows both what structure of top management the enterprise needs and what authority and responsibility different levels of operating management should have.


Relations Analysis

The final step in the analysis of the kind of structure needed is an analysis of relations. With whom will a manager in charge of an activity have to work, what contribution does he have to make to managers in charge of other activities, and what contribution do these managers, in turn, have to make to him?

Traditionally we tend to define the job of a manager only in terms of the activity he heads, that is, only downward. We have already seen (in Chapter 11) that this is inadequate. Indeed, the first thing to consider in defining a manager’s job is the contribution his activity has to make to the larger unit of which it is a part. In other words, the upward relationship must be analyzed first and must be established first.

 

One example of relations analysis and of its results is that of a large railroad. Traditionally railroads place the two engineering functions concerned respectively with the design of new, and the maintenance of existing, equipment and facilities under the transportation function which is concerned with the physical movements of goods and passengers. If the engineering functions are defined in terms of the downward relationships of their respective managers, this tradition makes sense. For seen in this way, these functions are adjuncts to transportation. But the moment the question is asked: What is the upward relationship of the two engineering managers, the traditional organization structure is seen as fallacious and as a serious impediment to good railroad management. For perhaps the most important job of either engineering manager is to advise top management and to participate in the long-range decision on what the railroad’s business should be. They are directly charged, by virtue of their job and technical knowledge with making the decision on one of the most important objectives: the supply of physical resources. They have major responsibility both for setting innovation objectives and for attaining them. Their jobs should therefore be organized so as to bring them directly into the counsels of top management, if not to make them members of the chief executive team. Otherwise basic decisions affecting the long-range future of the business, if not its very survival, will be taken without the necessary knowledge. Even if the decisions themselves are the right decisions, they will not be understood by the people who have to carry them out—the two engineering managers—and are likely to be sabotaged by them. Upward relations, in other words require that these functions be by themselves, outside the transportation function and directly reporting to top management.


But the sideways relations must also be analyzed. The contribution which a manager makes to the managers of other activities is always an important part of his job and may be the most important one.

 

A good example is the job of the marketing manager. In his downward relationship he is a “sales manager” in charge of a sales force engaged in obtaining orders. But if this relationship determines the organizational structure of the job (as it has traditionally done) the most important contributions the enterprise requires from its marketing activity may not be made at all. To do its job properly, engineering must obtain from the marketing activity information on new products needed and on modification of old products. It must obtain guidance on product development and design. It must obtain pricing information. Similarly, only from the marketing activity can manufacturing obtain such vital information as the anticipated volume of sales and the delivery schedules. Purchasing similarly depends on information which only the marketing manager can supply. And in turn the marketing manager requires information and guidance from all these functions to discharge adequately his downward relationship, that is, his responsibility for running the sales department. Indeed, the sideways relations have become so important that more and more companies either subordinate the sales manager to a manager of marketing charged primarily with the sideways relations, or split the marketing activity in two, a marketing and a selling function, the managers of which have equal status and operate independently though in close co-operation.

 

Analyzing relations is not only indispensable to the decision of what kind of a structure is needed. It is also necessary to make the vital decision how the structure should be manned. Indeed, only an analysis of the relations in a job makes possible intelligent and successful staffing.

These three analyses—of activities, of decisions, of relations—should always be kept as simple and as brief as possible. In a small enterprise they can often be done in a matter of hours and on a few pieces of paper. (In a very large and complex enterprise, though, such as General Electric or General Motors, the job may well require months of study and the application of highly advanced tools of logical analysis and synthesis.) But these analyses should not be slighted or skimped no matter how small or simple the business. They should be considered a necessary task and one that has to be done well in every business. For only these analyses can show what structure the enterprise needs. Only on their foundation can a functioning organization be built.








CHAPTER 17

BUILDING THE STRUCTURE


The three structural requirements of the enterprise—Organization for performance—The least possible number of management levels—Training and testing tomorrow’s top managers—The two structural principles—Federal decentralization—Its advantages—Its requirements—Its limitations—The rules for its application—Functional decentralization—Its requirements and rules—Common citizenship under decentralization—The decisions reserved to top management—Company-wide promotions—Common principles—The symptoms of malorganization—A lopsided age structure of the management group.





THE first concern in building a management structure is the requirements it has to satisfy. What are its typical stresses and strains? What performance does it have to be capable of?

There are three major answers to these questions.

1. It must be organization for business performance. This is the end which all activities in the enterprise serve. Indeed, organization can be likened to a transmission that converts all activities into the one “drive,” that is, business performance. Organization is the more efficient the more “direct” and simple it is, that is, the less it has to change the speed and direction of individual activities to make them result in business performance. The largest possible number of managers should perform as businessmen rather than as bureaucrats, should be tested against business performance and results rather than primarily by standards of administrative skill or professional competence.

Organization structure must not direct efforts toward the wrong performance. It must not encourage managers to give major attention to the old and easy but tired products and businesses while slighting the new and growing, though perhaps difficult, products. It must discourage the tendency to allow unprofitable products and businesses to ride on the coattails of the profitable lines. It must, in brief, make for willingness and ability to work for the future rather than rest on the achievements of the past, and to strive for growth rather than to put on fat.

2. Hardly less important is the requirement that the organization structure contain the least possible number of management levels, and forge the shortest possible chain of command.

Every additional level makes the attainment of common direction and mutual understanding more difficult. Every additional level distorts objectives and misdirects attention. Every link in the chain sets up additional stresses, and creates one more source of inertia, friction and slack.

Above all, especially in the big business, every additional level adds to the difficulty of developing tomorrow’s managers, both by adding to the time it takes to come up from the bottom and by making specialists rather than managers out of the men moving up through the chain.

 

In several large companies there are today as many as twelve levels between first-line supervisor and company president. Assuming that a man gets appointed supervisor at age twenty-five, and that he spends only five years on each intervening level—both exceedingly optimistic assumptions—he would be eighty-five before he could even be considered for the company’s presidency. And the usual cure—a special promotion ladder for hand-picked young “geniuses” or “crown princes”—is worse than the disease.

 

The growth of levels is a serious problem for any enterprise, no matter how organized. For levels are like tree rings; they grow by themselves with age. It is an insidious process, and one that cannot be completely prevented.

 

Here, for instance, is Alfred Smith, fairly competent as a plant manager but hardly good enough to be promoted. Under him, however, is Tom Brown, first-rate and “rarin’ to go”—but where? He cannot be promoted around Smith—there is no job even if the company were willing to let him leap over his boss’s head. Rather than see Brown leave in frustration, management kicks Smith upstairs into a new job as Special Assistant to the Manufacturing Manager in charge of tool supply; and Brown is put in as plant manager. But Smith knows enough to get busy in his new assignment; soon a veritable avalanche of mimeographed papers rolls out of his office. When he finally retires, one of the bright young men—Tom Brown II—has to be put in to clean up Smith’s mess; being a bright young man, he soon makes a real job out of what was originally nothing but the easy way to solve a personality problem. And when something has to be done for the next Alfred Smith—and, like the poor, they are always with us—a new job has to be set up; he is to be a “co-ordinator.” And so two new levels are created, both soon “essential,” and both, in no time, hallowed by tradition.

 

Without the proper organization principles, levels will simply multiply. Yet, how few levels are really needed is shown by the example of the oldest, largest and most successful organization of the West, the Catholic Church. There is only one level of authority and responsibility between the Pope and the lowliest parish priest: the Bishop.

3. Organization structure must make possible the training and testing of tomorrow’s top managers. It must give people actual management responsibility in an autonomous position while they are still young enough to acquire new experience. Work as a lieutenant or assistant does not adequately prepare a man for the pressures of making his own decisions. On the contrary, nothing is more common than the trusted and effective lieutenant who collapses when he is put on his own. Men must also be put into positions where they at least see the whole of a business, even if they do not carry direct responsibility for its performance and results. Though experience as a functional specialist is necessary, certainly at the start of a man’s career in management, if exposed to it too long, a man will be narrowed by it. He will come to mistake his own corner for the whole building.

Training is not enough. A man must also be tested in his capacity to manage a whole business responsibly. He must be tested long before he gets to the top. And he should be young enough so that failure on his part does not finish him for good but still allows the company to use his services as a specialist, or a lieutenant. The job, while independent, should be small enough so that failure in it does not endanger the prosperity or survival of the business. And in the large enterprise there should be several such jobs in succession for a man so that future top managers can be selected by the only rational principle of selection and tested by the only adequate test: that of actual business performance on their own.

The job must also be junior enough so that a man who fails can easily be removed. To remove a president or an executive vice-president is difficult. In the publicly owned corporation with its completely dispersed ownership it is well-nigh impossible. “Once you have a president you are stuck with him and can only hope for the intervention of providence through coronary thrombosis,” a cynical company director once phrased it.

The Two Structural Principles

To satisfy these requirements organization structure must apply one or both of two principles:

It must whenever possible integrate activities on the principle of federal decentralization, which organizes activities into autonomous product businesses each with its own market and product and with its own profit and loss responsibility. Where this is not possible it must use functional decentralization, which sets up integrated units with maximum responsibility for a major and distinct stage in the business process.

Federal decentralization and functional decentralization are complementary rather than competitive. Both have to be used in almost all businesses. Federal decentralization is the more effective and more productive of the two. But the genuinely small business does not need it, since it is in its entirety an “autonomous product business.” Nor can federalism be applied to the internal organization of management in every large business; in a railroad, for example, the nature of the business and its process rule it out. And in practically every business there is a point below which federal decentralization is no longer possible, below which there is no “autonomous product” around which management can be organized. Federal decentralization while superior is thus limited.

Functional decentralization is universally applicable to the organization of management. But it is a second choice for any but the small enterprise. It has to be used in all enterprises sooner or later, but the later it can be resorted to the stronger the organization.


Decentralization whether federal or functional has become so prevalent in American industry these last few years as to be a household word. Its practice goes back at least thirty years. DuPont, General Motors, Sears and General Electric all started to develop their decentralized organization before 1929.

Yet organization theory has paid little attention to it. To my knowledge my study of General Motors which appeared in 19461 was the first that considered decentralization as a distinct principle of organization.

The reason for this lag is that conventional organization theory starts with the functions inside a business rather than with the goals of a business and their requirements. It takes the functions for granted—if not for God-given; and it sees in the business nothing but a congeries of functions.

Moreover, conventional theory still defines a function as a group of related skills. And it considers this similarity of skills to be both the essence of functionalism and its major virtue. If we look at well-organized functional units, however, we shall find no such “bundle of skills.” The typical sales department, for instance, includes selling activities, market research, pricing, market development, customer service, advertising and promotion, product development, often even responsibility for relationships with governmental bodies and trade associations. And the typical manufacturing department covers an equally wide range. No greater diversity of skills, abilities or temperaments could be imagined than that needed in these “functional” organizations. Indeed, no greater variety exists in the business as a whole. If functionalism were really, as the books say, organization by skill-relationship, the typical sales or manufacturing department would be absurd if not totally unable to function. But they work—indeed, they work much better than units organized on similarity of skills—because they bring together all the specialized activities needed in one fairly sharply delimited stage of the work. That they require different skills and different temperaments is irrelevant; what matters is that they bring together what is objectively needed for performance.

 

Actually what the textbook considers an a priori axiom of functionalism reflects nothing but the production management of fifty or sixty years ago—now hopelessly outdated. Then a plant was usually organized so as to have all machines of the same kind together: screw machines in one corner of the plant, reamers in another, planers in a third and so on. We have learned since that the first principle of good production organization is to bring the machines to the work, rather than the work to the machines. It is cheaper to have the work flow according to its own inner logic, even if it requires a few more machines, than to cart materials around. Similarly, we must always bring the special activity to the work, never the work to the special activity. For ideas and information cost even more to cart around than materials, and stand being handled even less well.

 

The stress on functional organization by related skills is thus a misunderstanding of what functional organization properly should be: organization by stage of process. This is illustrated by the unsatisfactory experience with those functions that are typically organized as bundles of skills: accounting and engineering. The typical accounting department is in constant friction with the rest of the organization. The typical engineering department has constant difficulty working out its objectives or measuring its performance. Neither condition is an accident.

 

The typical accounting department contains at least three different functions, put together because they all use the same basic data and require the ability to add and to subtract. There is the function of furnishing information to managers so as to enable each to control himself. There is a financial and tax function; there is finally a record-keeping and custodial function. To this is normally added a fourth, the function of doing the government’s bookkeeping in payroll deduction for income tax, in social security, in countless reports and forms, etc. Even the theory and the concepts underlying these various functions are dissimilar. And the attempt to apply concepts pertaining to one function (for instance, financial accounting) to another (for instance, management information) causes both the perennial controversies within the accounting fraternity, and the constant friction between the accountant and his associates in management.

Similarly, the typical engineering department usually contains long-range basic research, product design, application engineering, service engineering, tool design, plant engineering and housekeeping jobs such as maintenance engineering, building engineering and so forth. Some of these specialties have to do with innovation, others with marketing, other with manufacturing, others with maintenance of fixed assets, that is, really with financial matters, etc. The only thing these tasks have in common are elementary tools—not even much in the way of skill. To put them together because they all have the word “engineering” somewhere in their title makes an unmanageable hodgepodge. No one can have proper performance standards, or can know what is expected of him or even whose expectations he has to fulfill.

 

Some of the large companies are today engaged in thinking through engineering organization and in putting the engineering jobs where they belong according to the logic of the work to be done rather than according to the tools needed. Some have also begun to divide the traditional accounting function according to the logic of work rather than according to the logic of personal skills and personal limitations. The faster we do these jobs, the better business organization we shall have.

The Weaknesses of Functional Organization

But even proper functional organization by stage of process does not adequately serve the structural requirements of the business. It makes it difficult to focus on business performance. Every functional manager considers his function the most important one, tries to build it up and is prone to subordinate the welfare of the other functions, if not of the entire business, to the interests of his unit. There is no real remedy against this tendency in the functional organization. The lust for aggrandizement on the part of each function is a result of the laudable desire of each manager to do a good job.

Functional organization of necessity puts the major emphasis on a specialty, and on a man’s acquiring the knowledge and competence that pertains to it. Yet the functional specialist may become so narrow in his vision, his skills and his loyalties as to be totally unfit for general management.

A further weakness is the difficulty of setting objectives in the functional pattern and of measuring the results of functional work. For the function as such is concerned with a part of the business, not with its whole. Its objectives will therefore tend to be set in terms of “professional standards” rather than in terms of the success of the business. They will tend to direct the attention and efforts of managers away from business success rather than toward it, will tend too often to emphasize and to reward the wrong things.


Because of this, functional organization leads to levels upon levels of management. It can rarely train or test a man in business performance, and almost never in a position where he has full responsibility for results. And, largely because it needs many levels, it tends to erode the meaning of each job and to make it appear nothing but a steppingstone to a promotion.

Federal Decentralization

This is the reason why federal decentralization—that is, organization by autonomous product business—is fast becoming the norm for the larger company. In the last ten years it has been adopted or fully developed by Ford and Chrysler (General Motors has had it since 1923 or so), General Electric and Westinghouse, all the major chemical companies (except duPont who had developed it by 1920), most of the large oil companies, the largest insurance companies and so forth. And the principle is being expounded in articles and speeches, in management magazines and management meetings so that by now the phrase at least must be familiar to every American manager.

 

These are the main reasons for its emergence as the dominant structural principle of modern large business enterprise:

1. It focuses the vision and efforts of managers directly on business performance and business results.

2. Because of this the danger of self-deception, of concentrating on the old and easy rather than on the new and coming, or of allowing unprofitable lines to be carried on the backs of the profitable ones, is much lessened. The facts do not stay hidden under the rug of “overhead” or of “total sales figures.”

3. The advantages are fully as great in respect to management organization. Management by objectives becomes fully effective. The manager of the unit knows better than any one else how he is doing, and needs no one to tell him. Hence the number of people or units under one manager no longer is limited by the span of control; it is limited only by the much wider span of managerial responsibility.

 

A Sears Roebuck vice-president may have a hundred stores under him—each an autonomous unit, responsible for marketing and for profits. And each store manager may have thirty section managers under him, each running his own autonomous unit and also responsible for marketing and profitability goals. As a result, there are only two levels in Sears between the lowest management job, section manager in a store, and the president: the store manager and the regional vice-president.

 

4. A Sears experiment showed dramatically the impact of federal decentralization on the development of tomorrow’s managers.

 

Right after the war Sears hired a large number of young men. They were divided arbitrarily. About one third were put into the large stores, one third into the small stores, one third into the mail-order business. Five years later the best of the young men in the large stores were getting to be section managers; and the best of the young men in the small stores were getting ready to be managers of small stores themselves. In the mail-order houses there were actually more openings during these years. But mail order has always been organized by functional specialization. The best of the young men placed there had left the company; the others were, five years later, still clerks punching a time clock.

 

Similar is the experience of a large truck and tractor manufacturer.

 

The company’s largest division has its own foundry run as part of its manufacturing department. All the other divisions—three in number—are supplied by the company’s second and smaller foundry which is organized as an autonomous product business and which also sells to outside customers. The capital invested per ton of capacity in both foundries is about the same, the products closely akin. Yet, all the new processes developed during the last twenty years have come out of the foundry that operates as a product business. Its profits have been consistently one fifth higher even though it faces a more competitive and more widely fluctuating market. And while the second foundry has given the company three vice-presidents in the last twenty years, the first is still run by the man who was put in as manager when the plant was built in 1930.

 

5. Finally, federal decentralization tests men in independent command early and at a reasonably low level.

 

Two men in a large container-making company were generally considered the “heirs apparent”—one an extremely competent production man, one the president’s chief assistant. When the company organized itself into autonomous product businesses, the two men were appointed general managers of the two largest of the new product divisions. Within three years it had become clear that neither was fit for a top executive job. The former manufacturing man could not run a balanced business. He neglected marketing and engineering, could not plan or budget. The former chief assistant could not make decisions. He always came back “upstairs” for the answers rather than assume responsibility himself. In fact, both had to be moved back into positions as lieutenants. But three other men who had never been considered top management material rapidly emerged as leaders when entrusted with the general management of smaller divisions. “We put in decentralization more because it was the fashion than because we really believed in it or understood it,” the company’s president said recently. “It has developed our business almost twice as fast as we had dared hope; and the greatest growth of sales and profits has been in lines that had always been problem children before. Above all, it has saved us in the nick of time from making the fatal mistake of putting the wrong people in at the top. I’ll never again make that decision on the basis of my judgment instead of by performance test in an independent responsibility. We put in eight division managers; only three performed as we had expected them to perform. Two—our winning entries—never got away from the post. And the three whom we thought the least of turned out to be world beaters.”

 

Both the Sears store managers and the container-division managers know what is expected of them; for that is determined by the objectives of the autonomous units they manage. As long as they attain these objectives, they do not have to worry about what the boss wants; nor do they have any trouble getting across to him what they want and need.

The Requirements of Federal Decentralization

When federal decentralization is defined as the structural principle under which as many managerial units as possible are organized as if they were businesses in themselves, what does this mean concretely? What are the requirements? What are the limitations?

The autonomous product businesses under federal decentralization vary tremendously in size. On the lower end of the scale there are the small Sears, Roebuck stores with fewer than fifty employees and with annual sales well below half a million dollars. At the upper end of the scale there is the Chevrolet division of General Motors with annual sales of four billions or so and with 200,000 employees or more.

They also vary tremendously in scope.


A General Motors appliance division—AC Spark Plug, for instance—is all but a complete business in itself. It may sell the larger part of its products outside of General Motors: direct to the customer for replacement, and to other automobile companies that are competitors of General Motors. It purchases its own raw materials, does its own engineering and design, its own manufacturing and so forth. Because of the special nature of its products, it may not even make much use of the company’s central research facilities. What it uses are services like product-testing, consumer research and legal advice which many entirely independent businesses buy on the outside anyhow. It does not conduct its own contract negotiations with the labor union. But many independent businesses also have industry-wide contracts negotiated for them by their trade association. And AC Spark Plug handles its own union grievances. The only important function which an independent business would have to discharge, and which AC Spark Plug does not, is the raising of capital. Its funds are provided by General Motors.

 

But federally decentralized units may also have a much narrower scope.

 

A Sears store, for instance—even a large one doing ten million dollars’ worth of business a year—does not do its own buying, its own merchandise development, its own selection of goods. That is done for all stores by the company. The company rather than the store manager decides which kinds of goods the store will carry, and, roughly, in what proportion. Whether he likes it or not, the manager must give space in his store to a “catalogue order desk” accepting orders for the Sears mail-order business which is in direct competition with the store. Even the arrangement of the store counters and the display are largely controlled from Chicago headquarters. Finally the manager has no pricing authority. His concern and responsibility are for pushing the sales of merchandise designed, developed, bought and priced for him.

 

Between these extremes there is every conceivable variation.

 

At General Electric, there are product businesses that are as truly autonomous as AC Spark Plug. There are others that, though eventually responsible for their marketing, entrust the actual selling and servicing job to a separate sales division which handles the products of several GE businesses pretty much the way an independent manufacturer’s representative handles a number of complementary lines produced by different manufacturers. Some General Electric product businesses do all their own research; some do research co-operatively with neighboring businesses; some depend heavily on the company’s central research facilities.


The same variety can be found in some chemical companies. Indeed, it is one advantage of federal decentralization that it permits great diversity without undermining essential unity.

There is, however, one requirement that must be satisfied if federal decentralization is to result. The managerial unit must contribute a profit to the company rather than merely contribute to the profit of the company. Its profit or loss should directly become company profit or loss. In fact, the company’s total profit must be the sum total of the profits of the individual businesses. And it must be a genuine profit—not arrived at by manipulating accounting figures, but determined by the objective and final judgment of the market place.

To be able to contribute a profit to the company the unit must have a market of its own. This may be purely a geographic entity.

 

A West Coast branch plant of a Pennsylvania manufacturer of pots and pans has a market of its own even though it makes the same products as the mother plant in Pittsburgh. For freight charges for pots and pans are too high to allow transcontinental shipments. The Atlanta region of a life-insurance company has a market distinct from that of the Boston region. So has the Sears store in Keene, New Hampshire, even though there is another Sears store offering the same goods at the same prices in Fitchburg, Massachusetts, less than thirty miles away.

 

But a market may also be defined by the product.

 

This is the basis on which the autonomous divisions in Ford and General Motors and the product-business departments in General Electric are organized. One of the large rubber companies has organized itself on the federal basis by dividing its products into four major lines; passenger tires, commercial-truck tires, specialty-truck tires and non-tire rubber goods. Each of these lines is distinct and separate—in its customers, in the competition it has to meet, in its distributive channels. And non-tire rubber goods has been further subdivided into six autonomous units—galoshes are one—each with a separate product line and its own management.

 

In some industries there may be more than one distinct market for the same product lines in the same geographic area.

 

Institutional buyers of chairs—hospitals, schools, restaurants, hotels, large offices—are a market quite different from retail customers, using different distributive channels, paying different prices, buying in different ways. I know a fair-sized furniture company that attributes its rapid growth largely to having set up retail furniture and institutional furniture as separate product businesses—to the point where each division gets its chairs from its own factory even though the design and the production of the chairs are identical.

The Rules for its Application

Federal decentralization, no matter how large or how small, how autonomous or how restricted the unit may be, should always observe five rules that are essential to its successful application.

1. Any federal organization requires both strong parts and a strong center. The term “decentralization” is actually misleading—though far too common by now to be discarded. It implies that the center is being weakened; but nothing could be more of a mistake. Federal decentralization requires strong guidance from the center through the setting of clear, meaningful and high objectives for the whole. The objectives must demand both a high degree of business performance and a high standard of conduct throughout the enterprise.

Federal decentralization also requires control by measurements. Indeed, wherever we see a federal organization in trouble (wherever, for instance, layers of top management are being heaped on top of a federal structure), the reason is always that the measurements at the disposal of the center are not good enough so that personal supervision of the managers has had to be substituted. The measurements available must be so precise and so pertinent that a manager and his performance can really be judged reliably by them.

2. The federally decentralized unit must be large enough to support the management it needs. The aim should be to have as many autonomous units as possible and to have them as small as possible; but this becomes absurdity when the unit gets too small to support management of the necessary number and quality.

How small is too small depends, of course, on the business. A Sears store can be very small and yet support adequate management. All a small store needs is one manager and a few department heads who are actually first-line supervisors and paid accordingly.

In the mass-production metalworking industry a truly autonomous product business with its own engineering, manufacturing and marketing organization is not, I believe, capable of supporting adequate management unless it sells ten or twelve million dollars’ worth of merchandise a year. Product businesses with a significantly lower sales volume are in danger of being understaffed, staffed with inadequate people, or actually managed by the central office.

 

One solution that combines the benefits of smallness in federal decentralization with adequate management is that of Johnson and Johnson in New Brunswick, New Jersey. The autonomous businesses are kept as small as possible; some, having only two hundred employees or so, represent probably a degree of “smallness” comparable to the Sears, Roebuck store of fifty employees. These small units are responsible for all functions, even for their own financing. Unlike the Sears store they are really complete businesses. Each has its own president. But several units together share the expenses of a number of “Board members”—top officers of the mother company who themselves were once managers of autonomous units, and who act as advisors and experts. In this way the unit can afford top-flight management despite its small size and volume.

 

3. Each federally decentralized unit should have potential for growth. It is poor organization to put all the stable lines into one autonomous unit and all the promising and expanding ones into another.

4. There should be enough scope and challenge to the job of the managers. I can best explain what I mean by an illustration.

 

In the otherwise radical decentralization of a large rubber company, the design of manufacturing processes was deliberately made a concern of the company rather than of the product businesses, even though there would have been enough income in each product business to support the necessary staff. That the various businesses had fairly similar problems in manufacturing processes was not the reason for centralizing the activity. On the contrary, it was the major argument for decentralizing this function along with the rest, so as to obtain the benefits of competition between the new divisions. But “designing manufacturing processes” demands bold imagination, new thinking and elbow room for experimentation. And that, the company felt, required more scope and challenge than the autonomous-product divisions could provide.

 

Yet, the decentralized unit and its managers also need scope and challenge. They should, for instance, have considerable responsibility for innovations—otherwise they may become set in a routine. There is thus a balance to be found between the need of certain activities to have more scope than a federally decentralized unit can offer, especially if it is small, and the need for enough challenge for decentralized managers.

5. Federal units should exist side by side, each with its own job, its own market or product. Where they touch it should be in competition with each other—as are the automobile divisions of General Motors or of Ford. But they should not normally be required to do anything jointly. Their relation should be close and friendly—but based strictly on business dealings rather than on the inability of individual units to stand alone.

Where federal units cannot be organized on the basis of an arm’s-length relationship, where the one feeds the other and the other depends on the first for its operations, they must be given what, following the terminology of federalist political theory in America, I would call a “right of nullification.” What I mean by this is illustrated by the General Motors rule regarding the relationship between automobile divisions and accessory divisions producing parts.

 

The automobile divisions have the right to buy from the outside rather than from their own accessory divisions if they can get the part at a lower price or in better quality from an outside supplier. In turn, the accessory divisions are entitled to sell on the outside—even to a direct competitor of their automobile divisions—if they can get a better deal. This right, though used sparingly, is by no means a dead letter. Its existence strengthens both parties and makes them more autonomous, more efficient, more responsible and better performers.

 

It is often argued that such a right of nullification denies the very values of integration; also it is said that it does not really matter which unit makes the profit since it all goes into the same corporate pocket. But this assumes that a surface appearance of harmony is preferable to efficiency and low costs. It assumes further that a company benefits by integration regardless of the performance of its constituent parts. Both are untenable assumptions. Above all, the argument overlooks the impact of such a right of nullification on the performance of both units and on their responsibility.

 

Cases in point are the two large oil companies which both run their own fully owned tanker fleets. In the one the transportation division which runs the tankers has the right to hire them out to refineries other than those of its own company if it can thereby get a higher tankerage rate. The refineries in turn can hire outside tankers if they can get them cheaper. In the other company the tanker fleet is run by a separate, though wholly owned, company. But the tankers can only be used for the company’s own refineries which in turn cannot use outside tankers. And the frequent disputes over the rate charged for tankerage are decided by top management.

Both companies consider their tanker service to be autonomous and to have responsibility for profit and loss. The “right to nullification” has not been used in the first company in many years. But its very existence makes tanker management feel that it indeed runs its own business. Tanker-management in the second company feels that it runs a plant facility rather than a business. Indeed, the people in the transportation unit resent as hypocritical top management’s talk about their autonomy. And there is little doubt that it is the company with the truly “federal” tanker unit that gets the better and cheaper transportation service.

 

That there must be a distinct market sets the limits for the application of federal decentralization. It seems to rule it out for a railroad, for instance. Three quarters of the business handled on every division of the line normally originate on another division or are destined for another division. There is, in other words, no distinct market and no distinct product for any managerial unit within a railroad.

But the need for a genuine market also prevents federal decentralization from being applied on all levels of a business and to all managerial units.

There are Sears stores that contain only federally decentralized units. The manager in charge of the hardware department runs a little store of his own; there is no management under him and only the store manager above him. This is, of course, possible only because the store and its management have the minimum of business responsibility compatible with genuine autonomy. In all other businesses, however, there is a point below which there must be managerial units that only contribute to the profit rather than contribute a profit themselves. There has to be someone responsible for manufacturing, for instance, if the company wants to have a product to sell. Manufacturing only contributes to the profit; from the point of view of accountant and economist alike, it is, indeed, purely a charge against profit. We speak of “cost of manufacturing,” but rightly never of “profit of manufacturing.” There is, in other words, in practically every business a point below which organization must be by functional decentralization.

It is important to stress the limitations of federal decentralization and the rules which it must observe so as to prevent abuse of our best concept of organization. But it needs to be said, too, that federal decentralization could be applied a great deal more than it has been so far. It applies to many more industries than have yet adopted it. It applies much further down than most of the decentralized companies have yet pushed it. And the more thoroughly it is being applied, the better are the structural requirements of business performance being satisfied.

Functional Decentralization

Organization by function is the more effective and the less problematical the more it approaches federal decentralization.

The best illustration of this is the Lamp Division of General Electric. Its organization was first developed more than forty years ago when the division was formed by the merger of several independent businesses. It survived an almost twenty-fold growth of business and the emergence of a host of new products.

 

At first sight the Lamp Division organization chart looks like that of the typical manufacturing company, with its centralized functions of manufacturing, marketing and so forth. Actually the division is in the hands of more than a hundred managers each of whom runs an integrated unit. Some of these units manufacture glass and parts such as the metal base of the bulb. They supply the Lamp Division but also sell a sizable part of their output on the market, mainly to competitors of the division. They therefore have a market of their own and are genuine product businesses. Some components sell finished bulbs to the consumer. They buy the bulbs from the division’s own manufacturing plants at a set price—the way a Sears store buys from the Chicago buying office. But they sell in their own territory, New York or Texas or California. Their marketing is directly under their control. Their profitability is partly under their control—in respect to volume of sales, product mix and sales expenses—though both purchase and sales price are set for them. The least decentralized units are the manufacturing plants. They buy glass and parts at a genuine market price from the parts plants. But they sell finished bulbs at an administered price to the sales units. Even so the manufacturing unit can be given innovation and productivity objectives of its own. It can have objectives derived directly from market standing—in respect to quantity and quality of output, for instance. And it has a profitability objective which, while not a completely valid test of performance in a competitive market, is at least impersonal enough to permit comparison between the performance of different manufacturing plants.

The division has both a manufacturing manager and a marketing manager. But their job is not to supervise the unit managers but to serve them. The unit manager himself is appointed by the division’s top man, the General Manager, can only be removed by him and reports to him.

 

Functional work should thus always be organized so as to give the manager the maximum of responsibility and authority, and should always turn out as nearly finished or complete a product or service as possible. Otherwise functional managers will not have objectives of performance and measurements of results that are really derived from business objectives and really focus on business results. They would have to set their goals in terms of “professional personnel management” or “good professional engineering.” They would have to measure their results by technical skill rather than by the contribution to the success of the business. Instead of saying: “We succeeded in increasing the productivity of the company’s employees by 5 per cent last year,” they will say: “We succeeded in selling eighteen new personnel programs to the line managers.”

Decentralization is always the best way to organize functional activities. But if the system of production contains any elements of Automation, it becomes absolutely essential. For the production organization of any company using either automatic materials handling or feed-back controls—two main elements of Automation—must be set up as a series of centers of information and decision at very low levels and with a high degree of integration.

 

This shows clearly in the engine plant of the Ford Motor Company in Cleveland—a mass-production plant “old style” producing uniform products rather than uniform parts, but recently organized with completely automatic materials handling and materials flow. That fairly minor technological change required a thoroughgoing shift of the organization within the plant from the orthodox functional “chain of command” to something that might be called a “task force pattern”—many small centers of information and decision way down the “chain of command” but cutting across functional lines.

 

Similar centers of information and decision-making must also be established outside the production organization in any business using modern technology for the mass manufacture of parts with assembly into diversified products, or using process production. To design a product is no longer a job which starts in the engineering department, after which the plant tools up, after which the sales department goes to work pushing the product. It is a team effort in which marketeers, production people and engineers work together right from the start—again a “task force” concept. This requires that instead of organizing the work along lines of functional centralization, it must be organized in decentralized, though still functional, units which have the maximum of information and decision, and the broadest possible scope.

 

The compromise between broad scope and small size that has to be found for the decentralized functional unit should in practice be largely determined by the number of levels of management required. Ideally every functional manager should himself report to the general manager of a federal unit or product business. At the most there should be one level between—no more.

The reason for this is that every manager will, in a well-run enterprise, participate responsibly in the determination of the objectives of the unit that is headed by his immediate superior. He will derive the objectives of the unit he manages directly from those of the next-bigger unit. Thus, a functional manager who reports to the manager of a federal unit will himself take active part in developing the objectives of a business and will therefore focus the functional objectives of his own unit on business ends. The manager one level below will also be actively engaged in the setting of objectives that directly reflect genuine business goals. But one level further down—where there are two levels between functional manager and federal unit or product business—all the objectives the manager deals with are functional. They can hardly bear much closer relationship to the business objectives which they must help attain than a literal prose translation of a lyric poem will bear to the original. The biggest decline in the performance of functional managers, in their contribution to the business and in their awareness of business needs, is to be found, in my experience, when we go from the two-tiered to the three-tiered functional unit.

I realize that in manufacturing plants a limitation to the two levels of functional management is impossible; there are just too many people to manage. In all other functional activities, however, the rule should be observed. That Automation promises to make possible a “flat” organization structure in the manufacturing plant may well be one of its major attractions. It means that Automation will facilitate decentralization rather than undermine it.

An enterprise is too big or too complex for functional organization whenever the organization requires more than two levels of functional managers. Then the principle of federal decentralization should be introduced if it is at all feasible; for by then functional organization has ceased to be able to serve adequately the structural requirements of the business, even at its most functionally decentralized.

Whereas federal units should be connected “in parallel,” functional units should be connected “in series.” Since by itself no functional unit produces anything, all have to work together. Their best arrangement is similar to that of tiles on a roof: with some overlap around the edges, to make sure that every necessary activity is actually covered, and to set out clearly the areas of necessary co-operation. For while in a federally decentralized unit the job to be done can be spelled out concretely, largely in dollars and cents, in a functional unit objectives are not “hard” enough—or rather their impact on final business results is not close enough. It is difficult to say with precision: This is what the unit must perform. There should therefore be some room for adjustment to the personality of the individual manager and to his competence. There is need for some allowance for an expansion of the role of the unit under a strong man, and for shrinkage under a weaker man. There is need, in other words, for the flexibility of the roof-tile arrangement between functional units.

Common Citizenship under Decentralization

Decentralization, whether federal or functional, requires a common citizenship throughout the enterprise. It is unity through diversity. The most autonomous product business is still not independent. On the contrary, its very autonomy is a means toward better performance for the entire company. And its managers should regard themselves all the more as members of the greater community, of the whole enterprise, for being given broad local autonomy.

Actually decentralization does not create the problem of achieving common citizenship. It is likely to exist in much worse form in a functionally centralized organization, where the local loyalties—to the engineering department or to the manufacturing department—are apt to degenerate into cliques and feuds and to come into head-on collision with the needs and demands of the business. Under federal decentralization these local loyalties are in harmony with the demands of business performance. A man is likely to be a “better General Motors man” for being stoutly devoted to Buick.

Management has three means at its disposal to build common citizenship and to contain centrifugal forces, whether resulting from functional clannishness or from product-business parochialism.

The first lies in the decisions which top management reserves to itself. At General Electric, for instance, only the president can make the decision to abandon a business or to go into a new one. At General Motors, top management at the central office sets the price ranges within which each automobile division’s products have to fall, and thus controls the competition between the major units of the company. At Sears, Chicago headquarters decide what kinds of goods—hard goods, appliances, fashion goods and so forth—each store must carry.

In other words, there must be a kind of “general welfare clause” reserving to central management the decisions that affect the business as a whole and its long-range future welfare, and allowing central management to override local ambitions and pride in the common interest.

Secondly, there should be systematic promotion of managers across departmental and unit lines. It has been said that the United States will not have a unified defense service until there is only one ladder of promotion and one career for all the services. Until then, each service will tend to think of its own needs and interests, will see in the other services rivals rather than partners. The same holds true in a business enterprise. A man who knows that one unit—let us say the AC Spark Plug Division of General Motors—is his career will become an “AC Spark Plug man” rather than a General Motors man. A man who knows that his promotion depends entirely on the powers that run the accounting department, will emphasize “professional accounting” rather than contribution to the company. He will have a greater stake in the expansion of the accounting department than in the growth of the company. Both men, knowing only a corner of the enterprise, will become parochial in their vision.

There is not too much point to shuttling very junior people around a great deal. But once a man has risen above the bottom positions in management, once he has shown exceptionally good performance, he should be considered a candidate for promotion out of his original unit. In General Motors, where this practice is followed fairly consistently, most of the men in the senior management of a division—manufacturing manager, sales manager, chief engineer and so on—have seen service in another division—though usually in the same function—sometime during their career in management. And the division general manager who has not earlier held a senior management job in another division is exceptional.

Common citizenship requires adherence to common principles, that is, common aims and beliefs. But practices should have no more uniformity than the concrete task requires.

Thus, for instance, it is a principle in several large and federally decentralized companies that the company be given the utmost benefit of the talents and abilities in its management group. It is also a principle that each manager be given the maximum of promotional opportunities that his performance has earned for him. To realize these principles requires some uniformity of practice. There must be some way to bring together the names of management people and their records. Managers making promotion decisions must be required to consider all eligible men within the company rather than just the men in their unit. But beyond that it is a manager’s decision how he appraises the men, what procedures he uses, and whom he recommends for promotion.

 

Another example: a large and successful machine-tool maker adopted fifteen years ago the principle of accepting only business demanding the highest engineering standards. But the application of the rule is left to the division managers. And they vary quite a bit in their practices. One division has intentionally restricted itself to supplying highly specialized equipment at premium prices and has thereby converted the restriction of high-quality engineering into a sales-promotion asset. Another has stayed in a competitive field but has systematically worked on educating the customers to demand high engineering standards. Its slogan is: “Better engineering costs no more.” A third considered the new principle a serious handicap in its low-priced small tool business, but one that could be overcome by better manufacturing and marketing methods. As the manager put it: “We start out with a handicap of higher engineering costs compared with the competitors. Our customers don’t pay for better engineering; they buy by price. Hence we must be able to sell below competitor’s price to get the volume our engineering costs require.”

 

In other words, the unity of purpose and beliefs that makes a community with common citizenship is strengthened by diversity of practice. Practices should be uniform only where performance directly affects other units of the business. But principles should be common, clearly spelled out and strictly observed.

Symptoms of Malorganization

Anyone with experience in management knows a healthy organization structure when he sees it (which is seldom enough). But he is like the doctor who knows a healthy person when he sees one but can only define “health” negatively, that is, as the absence of disease, deformity and pathological degeneration.

Similarly, a healthy organization is hard to describe. But the symptoms of malorganization can be identified. Whenever they are present there is need for thorough examination of the organization structure. Whenever they are present the right structural principles are not being observed.

One telling symptom of malorganization is the growth of levels of management—bespeaking poor or confused objectives, failure to remove poor performers, overcentralization or lack of proper activities analysis. Malorganization shows itself also in pressure for “frictional overhead”—for co-ordinators, expediters, or “assistants” who have no clear job responsibility of their own but are supposed to help their superior do his job. Similarly it shows in the need for special measures to co-ordinate activities and to establish communications between managers: co-ordinating committees, incessant meetings, full-time liaison men and so forth.


Equally telling is the tendency to “go through channels” rather than directly to the man who has the information or the ideas needed or who should be informed of what is going on. This is particularly serious under functionalism, for it greatly aggravates the tendency of functional organization to make people think more of their function than of the business. It tends to insulate people—and functional organization, even at its most decentralized, is a heavy insulator. “Going through channels” is not just a symptom of malorganization; it is a cause.

Finally, whatever the organization pattern and structure, management must watch out for a serious and crippling constitutional disorder: a lopsided management age structure.

We have heard lately a good deal of the dangers of having a preponderantly old management. But a preponderantly young management is at least as dangerous. For overage in management liquidates itself fairly fast; and if the enterprise survives till then, its recurrence can be prevented. A preponderantly young management means, however, that for years to come there will be no promotional opportunities for young people. All the good jobs are filled by men with twenty or more years of service-life ahead of them. Good men either will not join such a company or will quit. If they stay, they will soon cease to be good men as they turn into frustrated time servers. Twenty years hence the preponderantly young management of today will be a preponderantly old management—with no one in sight to succeed them. In fact, every company that suffers from an old management today does so because, twenty years ago, under the impact of the Depression, it brought in a young management.

To insure a balanced age structure should be one of the main concerns of manager manpower planning. There must be enough older men to insure opportunities for younger men, enough younger men to insure continuity; enough older men to provide experience and enough younger men to provide drive. Age structure of management is like the metabolism of the human body; unless it is balanced all constitutional processes are diseased.

 

Good organization structure does not by itself produce good performance—just as a good constitution does not guarantee great presidents, or good laws a moral society. But a poor organization structure makes good performance impossible, no matter how good the individual managers may be.

To improve organization structure—through the maximum of federal decentralization, and through application of the principle of decentralization to functionally organized activities—will therefore always improve performance. It will make it possible for good men, hitherto stifled, to do a good job effectively. It will make better performers out of many mediocre men by raising their sights and the demands on them. It will identify the poor performers and make possible their replacement by better men.

A good organization structure is not a panacea. It is not, as some organization theorists seem to think, the only thing that matters in managing management. Anatomy, after all, is not the whole of biology either. But the right organization structure is the necessary foundation; without it the best performance in all other areas of management will be ineffectual and frustrated.








CHAPTER 18

THE SMALL, THE LARGE, THE GROWING BUSINESS
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IT IS almost an article of the American creed that in the small business there are no problems of spirit and morale, of organization structure or of communication. Unfortunately this belief is pure myth, a figment of the Jeffersonian nostalgia that is so marked in our national sentiment. The worst examples of poor spirit are usually found in a small business run by a one-man dictator who brooks no opposition and insists on making all decisions himself. I know no poorer communications than those of the all too typical small business where the boss “plays it close to the chest.” And the greatest disorganization can be found in small business where everybody has four jobs and no one quite knows what anyone is supposed to be doing. In fact, if the Ford Motor Company in the thirties was a model of poor spirit, poor organization and poor communications, it was because the elder Ford tried to run it the way the typical small business tends to be run. It was only the size of his operations that made appear extraordinary what in a small business might well have passed for commonplace.

It is not even true that the small business offers greater opportunities for the development of managers—let alone that it develops them “automatically.” The large business has definite advantages. It can much more easily do a systematic job of manager development. It can afford to keep promising people even if it does not have immediate use for them. Above all, it can offer many more management opportunities, especially to the beginner. For it has opportunities to move sideways which allow a beginner to find the place for which he is most fitted. And it is rare luck for a beginner to start out in the work or place for which he is best fitted. That so many of our young college graduates look for jobs in the big business may reflect their search for security, as is so often said. It certainly expresses a sound appraisal of the realities and of their own best interests.

Size, then, does not change the nature of business enterprise nor the principles of managing a business. It does not affect the basic problems of managing managers. It in no way affects the management of work and worker.

But size vitally affects the structure of management. Different size demands different behavior and attitudes from the organs of management. And even more influential than size is change in size, that is, growth.

How Big Is Big?

How big is big has been a perennial question in economic and business literature. The most common measurement used is the number of employees. When a business grows from thirty to three hundred employees, it does indeed undergo a change in structure and behavior; and another qualitative change usually occurs when a business grows from three thousand to thirty thousand employees. But while relevant, number of employees is not by itself decisive.

There are businesses with a handful of employees that have all the characteristics of a very large company.


One example would be a large management consulting firm. “Large” here means about two hundred employees (which in an insurance company would be tiny and in the automobile industry impossibly small). Yet the business has all the “feel” of a large company, requires the organization structure and the attitudes and behavior of large-company management. The reason is, of course, that everybody in a management consulting firm (excepting only secretaries, messengers and file clerks) is top management or at least upper middle management. A management consulting firm, like the Romanian Army, has only generals and colonels. And a senior management group of two hundred men is large business indeed.

 

Conversely, companies with a large force of employees may well be fairly small business in every other respect, and especially in the demands on management structure and behavior.

 

The best example I know is a water company supplying a large metropolitan area. The company has 7,500 employees. But as the company’s president puts it: “We don’t need more management than a toy store does.” Being a franchised monopoly, there is no competition. The danger of water’s becoming obsolescent is remote. A good deal of technical skill is needed in the building of reservoirs, filter stations and pumping stations, but the contractors supply that; all the engineering the company has to do can be done by the president himself with two engineering draftsmen. Cost control in meter-reading and billing is important; but again there are no business decisions here, only careful procedures work. The only area that requires management of any sort are the relations with the state Public Utility Commission, the City Council and the public. But, as the president points out, they would be the same whether the company had 75 or 7,500 employees.

Another example was the Hudson Motor Car Company which was managed successfully as a medium-sized company until its recent merger with Nash-Kelvinator. It had well over 20,000 employees. But it was only a marginal producer in the automobile market, supplying less than 3 per cent of all cars sold. It was actually too small to exist in an industry that must have national distribution and service; and in the end it had to merge with another company, precisely because it was too small.

During the thirties, however, it prospered because it understood what it means to be a small company. It understood, for instance, that a marginal supplier cannot get anywhere by undercutting price except into bankruptcy. But it shrewdly competed by putting a higher price tag on its cars, which enabled it to offer a larger trade-in price for its used cars. In this way, the customer was offered a “medium-priced” car which cost him only the same differential between new-car and used-car price that he would have had to pay for the low-priced cars. (This is the classic model for the right price policy of the marginally small business.) Hudson’s entire organization—except in the sales area—was that of a small business. One top man made all business decisions. And there were only a small number of functional managers.

The most interesting example is another automobile company: Chrysler. By World War II, Chrysler had become the second largest automobile producer in the world. It had well over 100,000 employees, and its annual sales were well above one billion dollars. Yet, Chrysler in the thirties was (apparently deliberately) organized and run as a medium-sized business. This was done by removing all the complexities. Chrysler only manufactured engines. Everything else that goes into an automobile—frame and bodies, accessories and instruments—was bought on the outside. Production was a pure assembly job, and while requiring great technical skill assembly requires few business decisions. Capital investment in an assembly plant is low, as neither heavy buildings nor complicated machinery is needed. (Few people realize that automobile assembly is done by hand, with a wrench the most complicated tool in general use.) The difference between good and poor assembly-plant management is simple and obvious: the difference between fifteen and seventeen cars coming off the line. And whatever else was needed Chrysler tried to contract out; its union negotiations, for instance, were handled by a partner in a New York law firm. Marketing and design remained as areas of business policy and management decision. Otherwise Chrysler needed only first-rate assembly technicians by and large. As a result, one man could do most of the actual managing: Walter P. Chrysler himself with one or two close associates helping him. The management group was small, compact and easily organized—yet harmonious.

It is, of course, debatable whether this was the right thing to do. Postwar developments have already forced the company into a sharp reversal of its policy and into considerable integration. Whether Chrysler can produce the management it needs and can solve the problems of management organization, behavior and performance its new structure requires, only the next few years will show. Its earlier attempts to behave like a medium-sized company may well be the reason why Chrysler has been losing ground these last few years. But at least as long as Walter P. Chrysler was alive, the colossus was run as if it were a medium-sized business—and successfully at that. The company grew steadily and it earned constantly the highest return on invested capital of all automobile companies.


Sometimes even geography is decisive. I know a company that owns five small plants in five parts of the world—the total number of employees is just over a thousand. Yet, because the production and sales of all five plants are closely integrated, management faces most of the problems of a business employing ten thousand or twenty thousand men.

 

But all these factors come to a head in the structure of management, in the behavior required of the various organs of management and in the extent to which management has to manage by planning and thinking rather than by “operating.” Management structure, especially the structure of top management, is therefore the only reliable criterion of size. A company is as large as the management structure it requires.

The Four Stages of Business Size

If we apply this criterion of management structure, we find that there are not only the “small” and the “big” business. There are at least four, sometimes five, different states of business size—each with its distinct characteristics and problems.

First we have the small business. A small business is distinguished from the one-man proprietorship by requiring a level of management between the man at the top and the workers. A business will still be a one-man entrepreneurship if two people run it in partnership, one, for instance, primarily concerned with selling, one with manufacturing. It will still be a one-man entrepreneurship if there are a few foremen in the shop who act only as gang leaders or as skilled workers. But if, for instance, a plant superintendent, a treasurer and a sales manager are needed, it is a small business.

In the small business neither the action part of the chief-executive job nor the objective-setting part of it are full-time preoccupations. The man at the top in a small business can even combine running the business with running a function such as sales or manufacturing. Still the business already needs a management organization.

 

The next stage of business size is probably the most common; it is also one of the most difficult. Inability to solve the problems of management organization at this stage is one of the most common and serious causes of trouble. Yet, this stage has no name of its own, it is not even usually recognized as a specific stage. For want of a better term I would call it the fair-sized business.

The fair-sized business is distinguished from the small business in two ways. In the first place the top operating job has become a full-time assignment. And the over-all business objectives can no longer be set by the man who holds the top operating job. Setting objectives may indeed still be carried on as a part-time job; the treasurer, for instance, may handle it in addition to his financial duties. But it is usually better in the fair-sized business to organize objective-setting as a separate function, to be discharged, for instance, by the functional managers meeting regularly as a planning committee.

The fair-sized business therefore always has to have a chief-executive team. It always has a problem of the relationship of functional managers to top management, though the problem is still small.

It is at this stage that a decision has to be made concerning which of the principles of organization structure apply. The small business is, as a rule, is organized functionally; and there is no difficulty in meeting the requirement that functional managers report directly to the manager of a genuine business. In the fair-sized business the federal principle of organization becomes both applicable and advantageous.

Finally, in the fair-sized business we encounter for the first time the problem of organizing technical specialists. “Staff services” by and large are still unknown (with the exception perhaps of a personnel department). But technical specialists are needed in many areas. Their relationship to functional and top management and to the objectives of the business therefore have to be thought through.

 

The next stage is the large business. Its characteristic is that either one or the other of the chief-executive jobs has to be organized on a team basis. Either the top action job or the job of setting over-all objectives is too big for one man and has to be split. Sometimes one job becomes a full-time job for one man and a part-time job for several other people.

There may, for instance, be a president who, full-time, is the chief action executive. But both the manufacturing vice-president and the sales vice-president may spend a considerable part of their time as top action officers in addition to their functional duties. Similarly, there may be an executive vice-president concerned full time with over-all objectives. Or (as is quite usual) the chairman of the Board, semi-retired from active executive office, may spend practically full time on objectives. At the same time the company’s treasurer, its chief engineer and its personnel vice-president may all spend a large part of their time on setting objectives for the company.

In the large business the federal principle of management organization is always the better one. In most large businesses it is the only satisfactory one. This raises a problem of the relationship between top management and the autonomous managers of federal businesses.

 

The last stage of business size is the very large business. It is characterized first by the fact that both the action and the over-all objective-setting part of the chief-executive job must be organized on a team basis. And each job requires the full-time services of several people. Secondly, it can only be organized on the federal principle of management structure. The business is too big and too complex to be organized any other way. Finally, the organization of the chief executive and its relationship to operating management tend to become major problems which engage the attention and energy of top-management people before everything else. It is in the very large business that systematic organization of the chief-executive job is both most difficult and most needed.

How Big Is Too Big?

There may be yet another stage: the unmanageably big business. How big can a very large business grow? What is the upper limit of manageable business organization? Is there such a limit?

There is little reason to believe that mere size alone is against the public interest. It need not lead to monopoly. It need not curtail social or economic mobility (indeed, the fastest turnover in our economy is among the smallest and the hundred largest companies). The very large business, contrary to folklore, does not inhibit the growth of new or of small businesses. Entrance into an industry (unless monopolistic practices are permitted by law) depends on technological and market factors and on capital required rather than on the strategic situation within the industry. And the very large business tends to sponsor a host of small, independent businesses acting as suppliers or distributors. Similarly, mere size need not affect labor relations or social stability.

But mere size may make a business unmanageable. A business tends to become unmanageable when the chief executive of a product business can no longer work directly with the chief-executive team of the company but has to go through channels to get to the top. When, in addition to a number of deputy presidents, a layer of group vice-presidents is needed then the business approaches unmanageability. Similarly, when objective-setting officers no longer can work directly as part of the chief-executive team but need an executive vice-president or group vice-president of their own to co-ordinate them and to communicate their thinking to the top team, the business has grown too big to be manageable.

A very large business also becomes oversized when it needs so many levels of management that even a man of real ability cannot normally rise from the bottom to the top and yet spend enough time on each level to be thoroughly tested in performance. Such a business not only has to fall back on hothouse methods of executive growth. It inevitably suffers from executive anemia as it deprives itself of the full use of its own most precious resource. And it denies a basic premise of our society.

 

In practice this means that any business that needs more than six or seven levels between rank-and-file employee and top management is too big. Seven, incidentally, is also the number of levels in the military forces (for first and second lieutenant as well as lieutenant colonel and colonel are different pay grades rather than functionally differentiated levels); and the example of the military shows that seven levels is almost too many—for only under wartime conditions of expansion does the ablest officer reach the top ranks.

 

Finally, a business becomes unmanageable when it is spread out into so many different businesses that it no longer can establish a common citizenship for its managers, can no longer be managed as an entity, can no longer have common over-all objectives.


This danger is particularly great in the business that originated in a common technology, such as chemistry or electrical engineering. As the technology unfolds it creates more and more diversified products with different markets, different objectives for innovation—and ultimately even with different technologies. The point is finally reached where top management cannot know or understand what the diversified businesses require—or even what they are. The point may be reached where objectives and principles that fit one business (or group of businesses) endanger another.

 

This problem has been realized, it seems, by the big oil companies. The petroleum business is highly complex and closely integrated. But there are only a small number of main products—and they are closely interrelated in production and marketing. Hence even a giant oil company, operating on a world-wide scale, remains manageable. But when petroleum chemistry came along the big oil companies put their new chemical businesses into separate companies, retaining financial ownership but turning over the management job of chemical businesses to new companies. This deliberate break with their own tradition of close integration was their solution of the problem of unmanageability.

 

The new technology may make this danger of overdiversity the most serious problem of manageability. For Automation does not require larger businesses—it may well make smaller ones possible in many industries. But it requires that each process be conceived of and managed as a separate, integrated whole. Management policies and decisions taken for one process may not fit another; and management policies and decisions taken for one function or one area rather than for the entire process may not fit at all. This not only makes federal organization essential; it also may well set narrow limits to the diversity of product businesses any one top management can administer. It is, I think, no accident that the oil companies have chosen not to integrate their chemical businesses but to separate them out; after all, the oil companies had Automation long before the word was invented. And larger companies in the industries that are about to move into the new technology might well consider seriously the oil industry’s example.

 

There is a great deal a business can do to counteract the forces making for unmanageability. Proper organization of the manager’s job and of the business structure will go a long way toward preventing unmanageable size. The application of federal decentralization, for instance, and the proper organization of the chief-executive team should cure top-management dropsy. And I know of no case where the excess levels of management are really necessary.

But in most of the very large companies there is also no requirement of public policy or of public convenience compelling organization in one company. Top managements in the very large companies should therefore always ask themselves: How close are we to unmanageability? And if the answer is close, or very close, they owe an obligation to the stockholders, the managers and the public to find a way of dividing the business.

The Problems of Smallness

Each of the stages of business size not only requires a distinct management structure. It has its own problems and its typical weaknesses.

The main problem of small and fair-sized businesses is usually that they are too small to support the management they need. The top-management positions in the small and fair-sized business may require greater versatility than the corresponding positions in the large or very large company. They may well require as much competence. Top management is not, as in the larger business, supported by a host of highly trained technical and functional people. But the fair-sized business in particular is often too small to be able to offer its managers adequate inducements. Financially it may not be able to pay what a first-rate man can get in a large business even in lower-ranking positions. It cannot easily develop tomorrow’s managers in adequate number or quality. Above all, it does not, as a rule, offer the challenge and scope in management positions which the large business offers. The perennial problem in the fair-sized business is the gap between the demands on management and the competence of management, a gap that, only too often, cannot be closed as long as the business remains fair-sized.

Another typical problem of the small or fair-sized business arises out of the fact that it is often family-owned. Senior management position are therefore frequently reserved to family members. This is all right as long as it does not lead to the vicious practice of giving jobs in management to members of the family not competent to hold them. The argument that “we have to support Cousin Paul and might therefore just as well put him to work” is common in the family business. It is also fallacious. The job Cousin Paul is appointed to is not done properly. What is worse, able, ambitious, competent men, who happen not to be members of the family, become discouraged. They either quit the company and go elsewhere, or they “quit on the job,” cease to exert themselves and do just enough to get by.

Finally, top management of both the small and the fair-sized business is apt to suffer from narrowness of outlook and constriction of outside contacts. As a result it is in danger of becoming backward in knowledge and competence, technologically as well as economically, and ignorant of the social forces which, in the last analysis, determine the success if not the survival of the business. It may not even realize that it has problems of management organization. Above all, it may totally fail to see the need for thinking and planning, may try to manage intuitively and “by the seat of its pants” when the very survival of the business demands careful analysis.

In many fair-sized businesses these problems are so serious that there is only one solution: expand the business by merger with another small or fair-sized company, or by the acquisition of another such company. Even if it endangers family control, such a move may be preferable to the maintenance of an organization that is too small to be managed properly.

 

What can the small and the fair-sized business do? First, it has to take great pains to bring an outside viewpoint into its management councils to broaden its vision. (This is one of the main reasons why I stressed the need for an outside Board in the small company.)

Second, if the business is family-owned, it should adopt an ironclad rule that no member of the family should ever be given a job which he has not earned. That Cousin Paul must be supported is one thing. To support him, however, by making him sales manager or treasurer is something else again. As a charity case or as a pensioner, Cousin Paul costs only his annual stipend. As sales manager, he might well cost the company both its market and the services of the managers it needs most. Family members might be given preference if they are as qualified as non-family members, but they should never be appointed or promoted in preference to a better qualified non-family member of management.

The most important rule, however, is to make sure that planning, thinking, analyzing are not slighted under the pressure of action decisions. Top management in the small and in the fair-sized business should at least set aside one week each year for a planning and review conference. This conference should be held outside the office. It should be attended by every senior member of management. It should focus on the needs of the company five years ahead and lead to the setting of objectives in all key areas. It should appraise results in these areas achieved during the past year. And it should assign responsibility for performance in each area to individual members of the group.

The Problems of Bigness

The first problem in the large and very large businesses is the organization and scope of the chief-executive job. What is the job? How should it be organized? What decisions should be made at the top?

 

The means to tackle this problem have all been described. They consist partly of the proper structural principles, partly of proper organization of the chief-executive job as a team job, partly of proper use of the Board of Directors. An analysis of the activities, decisions and relations of the chief-executive job is also needed.

 

Still, there is an enormous amount of study to be done on the way top-management people should spend their time, before we know all the answers to the problem of the chief executive in the large and very large business. For the chief executive of the large business is a new thing. What it is, what it does and what it should do are all new questions that still are not fully explored.

 

The second problem of the large, and especially of the very large enterprise, is the tendency of its management group to become ingrown and inbred, smug and self-satisfied.

 

It is a biological law that the larger an organism grows the greater is the ratio between its mass and its surface, the less exposure to the outside there is for the cells on the inside. As living organisms grow they have therefore to develop special organs of breathing, perspiration and excretion. It is this law that sets a limit to the size of living organisms, that makes sure that the trees will not grow into the sky; and the business enterprise stands under this law as much as any other organism.

 

In the large and very large business, as a rule, managers grow up together. They know each other. They talk to each other on the telephone every day. They meet at company meetings, at training sessions, at lunch and at the country club. They have a topic of conversation of assured comon interest.

The resulting tendency of managers to cling together is just as natural as the tendency of Army officers to know only other Army officers, and of Navy officers to know only other Navy officers. And just as a good Navy wife knows only other Navy wives, so the wife of a General Motors, a Sears, Roebuck or a Telephone Company executive is likely to know primarily other General Motors, Sears or Telephone Company wives.

The large or very large company needs an esprit de corps among its managers just as does a military organization; it needs close comradeship; it needs pride in what the company is and what it stands for. But this esprit de corps must not degenerate into blind acceptance of company tradition as sacred and unchangeable just because “this is the way we have always done it.” It must not become blindness to lack of performance or contempt for the “outside.” It must not be allowed, in other words, to lead to internal dry rot.

This is so serious a problem that it requires not one but several remedies. One of them is a truly independent Board staffed with capable and hard-working outsiders. Another is the systematic attempt to move management people out of the business and into situations where they meet people from other businesses and other walks of life. One of the major benefits which company executives themselves believe they receive from attending advanced management courses, such as are offered now by a number of universities, is the opportunity to meet men from other businesses, to exchange ideas and information with them, and to learn that the way their own company does things is not the only possible, let alone the best, way. And while few executives enjoyed their wartime service with the government, a good many feel that they are better executives for having had to work with non-business people.

One of the easiest and most effective ways to provide outside exposure, challenge and stimulus is the systematic recruitment of a few people from the outside, even into major management positions. The large and very large enterprise, like the large animal, must systematically develop special organs of respiration and excretion. And the best and quickest way to bring a breath of fresh air right into the middle of the big mass that is the large business, is to bring into a senior management position an executive who has grown up in a different environment. The very thing that will make an outside executive unpopular at first—his tendency to be critical of the conventions, mores and axioms of his new associates—is what makes him useful and important.

 

But more important than any specific practice is a basic attitude. The large and very large business tends to expect of its managers today that they make the company the center of their universe. But a man who, as the phrase goes, “lives for his business,” is far too narrow. Since the company is his life he clings to it with desperation; he is apt to stifle the development of the younger men so as to make himself indispensable and to postpone the horrible day of retirement into an empty world. In its own interest, management should encourage serious outside interests on the part of its executives. Nor should it limit these interests to community affairs that help the company’s public relations, or to participation in trade associations and professional societies that are good for the company’s standing in the industry. To be known as a minor poet (as was the late Field Marshal Lord Wavell) is an asset rather than a liability in that otherwise unpoetic institution, the British Army. To be known as an ardent and scholarly student of insects (or of Roman coins) is a definite recommendation in a Catholic priest. It is high time that the large businesses, too, realize that the man who “lives for the company” is a danger to himself and to the enterprise, and likely to remain a “perennial boy scout.”

The Service Staffs and Their Empires

The large and the very large enterprise face another serious problem: the danger that central office service staffs will become “staff empires.”

I am doubtful about the popular use of the terms “line” and “staff” to describe various kinds of activities within the business enterprise. The terms themselves derive from the military. They may have meaning in military organization. Applied to business, they can, however, only confuse.

There are two kinds of activities in any business enterprise: business-producing functions such as marketing and innovation, and supply functions. Some supply functions provide physical goods such as purchasing and production; some provide ideas such as engineering; some provide information such as accounting. But none of these is a staff function. None either advises another function or acts for it.

It would actually be undesirable to have any staff functions. As far as I have been able to grasp the concept, to be “staff” means to have authority without having responsibility. And that is destructive. Managers do indeed need the help of functional specialists. But these men primarily do their own job rather than advise the manager how to do his. They have full responsibility for their work. And they should always be members of the unit to whose manager they render functional service rather than part of a special staff.

In the small or fair-sized business, staff is usually confined to one area: the managing of worker and worker. Even there (as we shall see in Chapter 21) the confusion created by the staff concept has done serious damage. But in the large and in the very large business the staff concept has had the more serious result of creating a number of central office service staffs: groups of professional specialists attached to headquarters who are supposed to render service and advice to operating managers in a particular area. Typically we find in the large business a central-office marketing staff, a central-office manufacturing staff, a central-office engineering staff, a central-office personnel staff, a central-office accounting staff and so forth.

These central-office staffs seriously impede the performance of top management. Concern for each of the key areas of business performance should be the specific responsibility of someone on the chief-executive team. In the small business all eight key areas may well be assigned to one man, who is the “thought man” for the company. The very large company, on the other hand, may have to have a separate full-time executive for each key area: market standing, innovation, productivity, supply of resources, profitability, management organization and personnel, employee performance and attitudes and public responsibility.

But if these men are also supposed to run a service staff, they do not have time or thought for their real job: to consider the business as a whole and to think through the impact of every business decision on the area for whose results they are primarily responsible. They are much too busy running a big administrative machine, much too concerned with the perfecting of tools and techniques, much too interested in pushing their particular “program.” General Electric has tried to counteract this; it expects of each of the services vice-presidents that he spend only 80 per cent of his time on administering his own staff and give 20 per cent to being a member of the chief-executive team concerned with the company as a whole. But the proportions should be reversed to insure proper performance of the job of thinking ahead. And no other company, to my knowledge, goes even as far as General Electric; everywhere else these men spend practically all their time on their service empires and little on their top-management job. Indeed, I know one very large company where the manufacturing services vice-president at central office does little except interview personally every man recommended by any one of the fifty-six plant managers for promotion to general foreman.

To be responsible for a service staff which does work for operating managers also means that the man at its head is unlikely to be equipped to discharge the top-management responsibility. He will be an “expert” rather than a “general manager,” picked for his knowledge of personnel techniques or market research. But the job requires the vision and experience of a successful business manager. The expert, no matter how successful in building the staff empire, will rarely have either the vision of a general manager or his proven performance in managing a business.

 

Futhermore, the central-office staffs seriously impede the performance of operating managers.

In every large company I know, the biggest organization problem is the relationship between these service staffs and the managers whom they are supposed to serve. On paper, the concept makes sense, but in practice it does not seem to work out. Instead of serving the manager, the service staffs tend to become his master. Instead of deriving their objectives from the needs and objectives of his business, they tend to push their own specialty as if it were an end in itself. Increasingly the operating manager feels that his promotion depends on service staffs and their reports about him to top management. The service specialist, instead of gauging his own results by the performance of the manager he serves, tends to appraise the performance of a manager by the number of “packaged” special programs the manager allows the service man to install and to run. Loudly protesting their dedication to the ideal of decentralization, the service staffs in many large enterprises are actually the most potent force for centralization. They push toward uniformity of methods, tools and techniques throughout the company. Instead of saying: “There is one right goal but there are many ways of reaching it,” they, being concerned with tools and techniques, tend to say: “There is one right tool, one right way, no matter what the goal.” Instead of enabling the manager to do a better job himself, the service staff undermines the manager’s authority and responsibility.

The proponents of the staff-and-line concept admit this indictment. But they explain it away as owing to the scarcity of good staff men with the right temperament for staff work. All the problems, we are told, will disappear once we have bred enough of the properly self-effacing staff men. I am always suspicious if function is based on temperament; and I have no use whatever for corporate eugenics. Above all, however, the specifications for this ideal staff man sound suspiciously like those for the most dangerous and most irresponsible of all corrupters, the behind-the-scenes wire-puller, intriguer and king-maker, the man who wants power but no responsibility.

How to Organize Service Work

The root of the trouble is the concept of staff-and-line. The root of the trouble is the belief that there is such a thing as staff functions. There are only management functions, either running a business, managing a business-producing function or managing a supply function.

Above all, service work does not belong in top management. It does not belong in the central office. For service work does not affect the business as a whole—it only deals with techniques and tools. Since service work is a help to operating managers, it should be organized as the tool of operating managers.


This means that service work should not, as a rule, be in the hands of professional specialists. There will be exceptions. Negotiations with the union, for example, have become highly centralized; and contracts have become so complicated as to require expensive and highly trained experts. Management should be trying to reverse this development by pushing union relations back to the local managers, which is where they belong. But there will still remain the need for a company-wide labor-relations activity staffed by specialists. This should, however, be considered a co-operative venture serving operating managers rather than a central-office staff. There may also be service activities which cut across the organization. An employment office, for instance, may do the selecting and hiring for the factory, for the office, the engineering department, the accounting department, the sales department, etc. There may be need for modern methods of office management in twenty places within the company—and yet no one may be big enough to justify having one man full time to work on the problem. This situation can be handled either by having the employment office part of the organization of the largest employer of labor—for instance, manufacturing—with the other areas using its services on a fee basis. Or it might be handled by setting up office management as a co-operative venture of all the interested areas, financed by them, and managed by appointees from all the interested areas in succession.

 

There remains a need for a headquarters organization in the large company. The members of the chief-executive team charged with objectives in the key areas need a small high-grade staff of their own. But this should not be a central office services staff. It should be as small as possible—and should never exceed a mere handful of people. It may not be practical to pay the top-management men responsible for these key areas more money the smaller their own staffs; it would not be a bad idea though, and it would be vastly preferable to the present system under which the importance of a service staff and its contribution tend to be measured by the size of the payroll it amasses.

This central-office group should preferably be staffed with men who have experience as operating managers rather than with specialists. It should have no authority—line, functional or advisory—over operating managers. It should never be allowed to hold power over promotions in operating management; for whoever controls a man’s promotion controls the man.

The scope of the work of these groups should be rigidly limited, too. They should not, as a rule, work out policies, procedures or programs for operating managers. Such work should always be entrusted to people from operating management specially assigned to the job. The central-office group may indeed contain one man whose job it is to organize such task-force teams for specific policy-formulating assignments. But it should never do the work itself. These assignments are one of the major development opportunities within the business. To have them pre-empted by service professionals deprives a business of one of its most badly needed opportunities to develop managers. And since operating managers will have to apply the new policies, use the new tool, run the new program, it is only they that can decide what these should be.

Such a central-office group should have only three specific duties. It should have the responsibility (probably its most important contribution) to spell out what a manager can expect from the people whom he selects as his service specialists in the respective areas. It may have the responsibility for training these people after they have been appointed. It should always have the responsibility for research. But it should have no administrative duties. It should have no packaged program to sell. And its success should never be gauged by the number of programs it rams down the throats of operating managers. It should, in other words, not be a service staff for operating managers but an adjunct of the chief executive.

The Biggest Problem: Growth

The biggest problem of size—a problem of small, fair-sized, large and very large enterprise alike—is the fact that these four do not form a continuum. A business does not imperceptibly grow from fair-sized to large. Each of these stages is distinct. We deal, in respect to business size, not with the gradual matter of classical physics; we deal with a quantum phenomenon. It is this that makes size a problem of quality as well as of quantity.

The biggest problem of size is the problem of growth, the problem of changing from one size to another; and the problem of growth is largely one of management attitude, the requirement for successful growth is primarily the ability of management drastically to change its basic attitudes and behavior.

 

Several years ago a large plant burned to the ground—four months after it had started production. Safety experts still debate the lessons of the fire. But the main cause of the fire was not unsafe construction; it was management’s inability to adjust its attitude to the realities of a large enterprise.

The enterprise had been founded by the man who was still managing it at the time of the fire. He started as a mechanic in the back room of his father’s small shop. At first he employed two or three men. Twenty-five years later, at the time of the fire, he employed nine thousand. But he was still running a small shop, even though he, by the time of the fire, supplied a vital part to most of the mechanical industries of this country.

When the company had first started the plans for the new plant, several of the Board members urged that four or five plants be built rather than one. They pointed out that to put all production into one plant might create trouble in case of accident, bombing, or fire. They also pointed out that the customers were distributed all over the country so that freight considerations alone would argue for a multi-plant pattern. The chief executive turned a deaf ear to these suggestions. His argument was that he had to guarantee quality to his suppliers and therefore had to be personally responsible for production. The real reason was simply that he was emotionally unable to let go of any part of the responsibility.

That the fire spread so rapidly was owing to the absence of any fire-retarding walls. The president had vetoed any such walls in the architect’s drawing so as to be able to view the entire plant from a gallery behind his office. When the fire started the foreman tried to reach the president. He was out—to lunch. There was no other management; the president was still his own plant manager, indeed his own department superintendent. As a result nobody co-ordinated the fire-fighting efforts, nobody even tried to remove the most important machines, files or blueprints when it became clear that the plant could not be saved.

Not only did the plant burn to the ground, but the business was destroyed. For there was no one, except the president, who could negotiate with customers, suppliers and machine builders or could subcontract the production while the plant was being rebuilt. The company had to be liquidated.

And yet, as one Board member remarked, the company and its stockholders did better than if they had waited until the old man died. “For” as he said, “we at least had the insurance money to distribute; if we had waited until the old man’s death, we would have had not even this but would have been just as unable to continue the business.”

 

This is, of course, an extreme example. But the situation itself is common. Perhaps the only difference between the typical situation and that of the plant that burned down is that no attempt was made there to camouflage reality by an elaborate pretense of paper management organization. But the man who has started a business is often fully as unwilling and unable to accept the fact that he no longer runs the back room of a small shop.

 

The real problem of growth is not ignorance. It is first the lack of a clear tool to ascertain what state a company has reached. It is secondly a problem of attitude: managers, especially top managers, may know intellectually what is needed, but be incapable emotionally of making themselves take the necessary steps. Instead they cling to the old and familiar. Indeed, they often set up beautiful mechanics, “decentralize” their organization chart, preach a “new philosophy”—and go on acting just as before.

The need for a diagnostic tool to test the growth stage that a company has reached is illustrated by two examples.

 

Johnson & Johnson, the surgical and pharmaceutical supply company in the Brunswick, New Jersey, area, has carried federal decentralization very far. It is by way of being a model of large company organization. But the realization that its original highly centralized, one-man organization would no longer do came about through accident. As the people in the company tell the story, one of their products was in trouble. The president asked his secretary to call a meeting in his office of all the people directly responsible for the product. Twenty-seven men showed up. The president decided there and then that there was something basically wrong with the way management was organized and began to look for the right structure.

In another case, the company’s president realized that he had to decentralize when he found himself unable to answer questions raised in a Board meeting about a proposed forty-million-dollar capital project. “I suddenly realized,” he told me, “that I was so busy putting out fires on the foreman level that I had slighted the basic problems of the company. I knew I had to get rid of operating and get some time for thinking.”


There are exceptions—companies that have systematically thought through the problem. Henry Ford II, for instance, knew that a drastic change in management organization was needed when he took over the Ford Motor Company in 1945. But in most cases, the realization that the company has outgrown its management structure comes about by accident. And that is not good enough.

 

How difficult it is to change basic attitudes—even if the need to do so is understood—is illustrated by the following typical case.

 

The president of a very large company is well known throughout American industry for constantly preaching good management and for his emphasis on letting operating managers run their own businesses. The company consists today of fourteen large divisions each of which is an autonomous federal unit, each with its own general manager. The smallest of these divisions is about three times as large as the entire business was when the present president took over shortly after World War I. The way decentralization works in this company is, however, that the president spends all his time in the offices of the division general managers. As he himself sees it, he spends all his time helping these general managers. “I am only the servant of my division general managers” is his phrase.

The general managers, however, see things differently. What they see is that the president is trying to run their divisions—at least during the time he spends with them. What to the president appears as helping appears to his operating managers as straight interference, a denial of their authority and an undermining of their responsibilities. And there is no doubt that the president himself appraises division general managers not primarily by their performance results but by their willingness to let him run their divisions as he sees fit.

At the same time the top-management job is not being performed. Or rather it is being performed without any clear understanding, responsibility or objectives, by service vice-presidents each of whom is more interested in pushing his own specialty than in the company as a whole.

 

The problem is not one of top management alone. Operating and middle management in the growing company have to change as much; and they find it hard to do.

There are, I believe, few companies that have experienced major growth in which some key operating positions are not held by people unfit to accept the demands of the bigger business. These men were put into their present positions when the company was still small and when both their competence and their vision was adequate to the job. As the company grew, the job grew. It was lifted up as if by geological pressure. But the man did not grow with the job.

There is the bookkeeper who became comptroller of a large company because the accounting department grew under him and pushed him up. There is the plant superintendent who finds himself in charge of twenty plants because he was the senior foreman when the company started. These men often do not know how to manage. Indeed, they often do not even realize that these things are now required of them. They still behave as if their job were to keep the cash ledger or to supervise four production foremen. As a result, they stifle, frustrate and crush the men under them. And because managements—with commendable sentiment—do not like to hurt these old-timers by promoting people around them, they become a bottleneck depriving the entire company of management talent.

 

Growth always requires new and different competence in top management. It requires that top management realize that its own function is no longer to know what goes on in the plant or in the regional sales offices. It is important indeed for top management to learn that the problem of size cannot be met by trying to keep in communication with managers and employees as far down as possible—that this is neither required nor even desirable.

As the business gets larger, the job of top management acquires a different time dimension; the larger the business the further ahead in the future top management operates. It requires a different ratio between objective-setting and doing; the larger the business, the more will top management concern itself with setting objectives, the less will it be concerned with the steps to their attainment. It requires different relations inside management. The emphasis in communication shifts: the larger the enterprise the less will top management be concerned with communications down, the more it will have to work on establishing communications upwards, from lower management to itself.

Growth demands of management the understanding and application of principles, rigorous emphasis on organization structure, clear setting of objectives and unambiguous assignment of responsibilities on all levels. The change in attitude, vision and competence that is needed cannot be avoided through good intentions, through native intuition, through the warm heart or the glad hand. That the top man of a large company knows all his foremen by their first name is not something to boast of; it is rather something to be ashamed of. For who does the work of top management while he memorizes names? The personal touch is no substitute for performance.

Indeed, the good intentions that are all too common make impossible the solution of the problem of growth. They make it difficult for the managers themselves to see that a problem exists. Every one of the top executives in a company that has undergone great growth sees that his associates have not changed but are still behaving as if they managed the repair shop in which they started. He sees that the problem exists in other companies. Indeed, he usually sees that the attempt of these other people to tackle the situation with good intentions is a mistake. But (just as every girl at one stage of her growth seems to be convinced that she, and she alone, can reform a drunkard) every one of these men is convinced that he, and he alone, can continue to manage in the old way because “he knows how to keep in touch with his people,” has the human touch, has “his communications.” And the fine glow of righteousness that these phrases emit, blinds him to the fact that he has failed to face a problem that demands of him a change in attitude and in behavior.

 

I know only one way in which management can diagnose the state of growth of the enterprise. This is by analyzing the activities needed to attain objectives, analyzing the decisions needed and analyzing the relations between management jobs. These analyses would have shown at Johnson & Johnson that twenty-seven people had to be consulted in a decision on any one product. They would have shown in the other company cited both that the president had to give time to basic capital-expenditure decisions and that he had no business “fighting fires.”

These three analyses are also the only means to bring about changes in attitudes and behavior. In the first place, they identify the priorities in a man’s job. A decision analysis would have forced the president in the seemingly decentralized company to realize that he had too many basic long-range problems to worry about to spend all his time in the division general manager’s office. At the least, it would have forced him to choose between the two things. A relations analysis would have forced him to realize that “keeping in touch with the employees” was no longer his job. The two might also have made it possible for the division general managers to get across to the president that he was actually running their job (at least they might have found some Board member willing and able to break this to the president).

These analyses of the kind of structure the enterprise needs also show operating managers what they are supposed to be doing. They make clear to them what decisions they should take. They curb their tendency to “pass the buck upstairs.” And they protect them against the boss’s wrath if they really make the decision they are supposed to be making. Finally, they lead to the establishment of clear performance standards without which the problem of the incompetent old-timer cannot be tackled.

 

Growth (provided it is not the mere addition of fat) is the result of success. A company grows because it is doing a good job. Its products meet with increasing demand. It can only service its customers by becoming bigger; a company making tin cans, for instance, has no choice but to become a national distributor for the simple reason that its customers demand delivery of tin cans for crops that grow in Oregon as well as for those that grow in New York State. A company may grow because it has mastered a particular technology. It may grow, as most of the chemical companies did, because research produced new products for which a market had to be found. It is true that some big companies are the result of financial manipulation and of merger rather than of successful management. But, in an economy in which monopolies are outlawed, the normal reason for business growth is success. The normal cause of business growth is able and competent management.

That the problems of growth are problems of success is the reason why they are so difficult. Problems of success are always the hardest—if only because the human mind tends to believe that everything is easy once success has been attained. It is also for this reason that so few managers realize that growth requires a change in their attitudes. They tend to argue that the attitudes and behavior that have led to original success will also lead to further success.

There is therefore nothing more important in discussing the management of managers than to emphasize the problems created by growth and, above all, to emphasize that the first requirement of successful growth is willingness and ability to change the structure of management and the attitude and behavior of top-management people.








PART FOUR

THE MANAGEMENT OF WORKER AND WORK









CHAPTER 19

THE IBM STORY


The human resource the one least efficiently used—The one holding greatest promise for improved economic performance—Its increased importance under Automation—IBM’s innovations—Making the job a challenge—The worker’s participation in planning—“Salaries” for the workers—Keeping workers employed is management’s job.





IT HAS become almost a truism in American management that the human resource is of all economic resources the one least efficiently used, and that the greatest opportunity for improved economic performance lies in the improvement of the effectiveness of people in their work. Whether the business enterprise performs depends in the final analysis on its ability to get people to perform, that is, to work. The management of worker and work is therefore one of the basic functions of management.

The way the worker works may change. The unskilled laborer of yesterday who contributed only animal strength has become the semi-skilled machine operator of today who has to exercise judgment—though of a routine nature—when he tends the machine, feeds in material and inspects the product. The skilled worker has moved from the workshop into the plant—remaining a skilled worker or becoming a supervisor or a technician. And three new groups, clerical workers, professional specialists and managers, have come into being.

Today we face another major change. The new technology promises once again to upgrade the entire working group. The semi-skilled machine operator of today will tend to become a trained and skilled maintenance man, tool setter and machine setter. The semi-skilled clerk will become, in many cases, a technician possessing basic training on a par with the laboratory technician perhaps, though still less trained than the typical plant worker of tomorrow. And the ranks of highly trained technical, professional and management people will swell beyond all experience or expectation.

Still the work will always have to be done by people. There may be no people on the factory floor in the automatic plant. But there will always be large numbers behind the scenes, designing equipment product and process, programming and directing, maintaining and measuring. Indeed, it is certain that the decrease in the total number of people needed to obtain a certain quantity of work will not be the really important development. The new technology does make possible the output of more goods with the same number of people. But Automation derives its efficiency and productivity mainly from the substitution of highly trained, high-grade human work for poorly trained or semi-skilled human work. It is a qualitative change requiring people to move from work that is labor-intensive to work that is brain-intensive, rather than a quantitative change requiring fewer people. And the people, required in the new technology to produce a certain output, will be much more expensive people on whose work will depend a good deal more.

No matter what kind of work men do, whether they are skilled or unskilled, production workers or salaried clerks, professionals or rank-and-file, they are basically alike. There are, indeed, differences between workers according to kind of work, age, sex, education—but basically they are always human beings with human needs and motivations.

IBM’s Innovations

Again, the description of one company’s experience will be used to show both the basic problems in managing worker and work, and some of the principles for their solution. The best example I know is that of International Business Machines (IBM), one of the largest producers of calculating, computing and office machinery.1


Most of the equipment produced by IBM is of a high order of complexity. Some of the “electronic brains” contain hundreds of thousands of parts; and even the simplest IBM products, such as the electric typewriter, are complicated pieces of machinery. All products are, of necessity, precision instruments made to extremely close tolerances. And they must be capable of operation by mechanically unskilled personnel, such as typists or accounting machine operators, must stand up under rough usage and must keep running with a minimum of maintenance and repairs.

Yet, this equipment is not produced by highly skilled individual craftsmen. Indeed, the equipment could be turned out neither in large quantities nor at a price the customer could afford to pay were its production dependent on craft skills. IBM uses semi-skilled machine operators. It is prime evidence that Scientific Management and mass-production principles can be applied to the production of the most complex precision instruments in great diversity and in small numbers. Of a particular model, an electronic computer, for instance, only one sample may ever be made. Yet, by dividing into homogeneous stages the job of building this unique product IBM is able to use semi-skilled labor for all but a small part of the work.

But each job is designed so as always to contain a challenge to judgment, and an opportunity to influence the speed and rhythm of his work.

 

The story goes that Mr. Thomas J. Watson, the company’s president, once saw a woman operator sitting idly at her machine. Asked why she did not work, the woman replied: “I have to wait for the setup man to change the tool setting for a new run.” “Couldn’t you do it yourself?” Mr. Watson asked. “Of course,” said the woman, “but I am not supposed to.” Watson thereupon found out that each worker spent several hours each week waiting for the setup man. It would, however, only take a few additional days of training for the worker to learn how to set up his own machine. Thus machine setup was added to the worker’s job. And shortly thereafter inspection of the finished part was included, too; again it was found that little additional training equipped the worker to do the inspecting.


Enlarging the job in this way produced such unexpected improvements in output and quality of production that IBM decided systematically to make jobs big. The operations themselves are engineered to be as simple as possible. But each worker is trained to be able to do as many of these operations as possible. At least one of the tasks the worker is to perform—machine setting, for instance—is always designed so as to require some skill or some judgment, and the range of different operations permits variations in the rhythm with which he works. It gives the worker a real chance to influence the course of events.

This approach has not only resulted in a constant increase in productivity at IBM, but has also significantly affected the attitudes of workers. In fact, many observers both inside and outside the company think that the increase in the worker’s pride in the job he is doing is the most important gain.

The policy of “maximizing jobs” has also enabled IBM to create significant opportunities for semi-skilled workers. In each foreman’s department now there are one or more “job instructors.” These are senior workers who do their own work but who also help the other, less experienced workers learn higher technical skills and solve problems requiring experience or judgment. These positions are greatly coveted and carry high prestige. They also have proven to be an excellent preparation for a manager. They both train and test men so well that IBM neither has much difficulty in finding candidates for promotion nor is it plagued by the failure of newly promoted foremen to perform or to command their subordinates’ respect. Yet, in most other industrial plants these are real problems. In some companies less than half of all promotions to foreman turn out really well.

 

The second IBM innovation also seems to have developed half by accident. Several years ago one of the first of the new complicated electronic computers was being developed. Demand for it was so great (or maybe engineering design had taken so much longer than expected) that production had to be begun before the engineering work was fully completed. The final details were worked out on the production floor with the engineers collaborating with foremen and workers. The result was a superior design; the production engineering was significantly better, cheaper, faster; and each worker, as a result of participating in engineering the product and his work, did a significantly better and more productive job. The lesson of this experience is being applied today whenever IBM introduces a new product or a major change in existing products. Before design engineering is completed, the project is assigned to one of the foremen who becomes manager of the project. He works on the final details of design with the engineers and with the workers who will produce the machines. He and his workers—with whatever expert technical help is needed—plan the actual production layout and set up the individual jobs. The worker, in other words, gets in on the planning of the product, of the production process and of his own job. And wherever used this method has given the same benefits in design, production costs, speed and worker satisfaction as were obtained the first time.

 

IBM has been equally unorthodox in its rewards and incentives for workers. For many years it used the standard approach: output norms set by the industrial engineer for each operation, a base wage for production according to the norm, and incentive premium pay for production above the norm. Then, in 1936, it did away with the traditional norms and with pay incentives. Instead of wages per unit produced, IBM pays each worker a straight “salary” (plus, of course, overtime payments, vacation pay, etc.). Instead of output norms imposed from above, each worker develops with his own foreman his own rates of production. Of course, both know pretty well how much output can normally be expected. But even for new operations or for major changes in process or job the determination of output norms is left to the men themselves. Indeed, IBM maintains that there is no such thing as a norm, but that each man works out for himself, with his superior’s help, the speed and flow of work that will give him the most production.

One important result of this has been increasing emphasis by foremen and workers alike on training and, especially, on placement. It is obvious to everybody at IBM that there are tremendous differences in the ability of men to do any kind of work, no matter how unskilled. Consequently, each foreman tries hard to put each man on the job for which he is best fitted. And the man himself tries to find the job he can do best—or to acquire the skills to do his own job better.

When worker output went up right after the new plan had been installed, many people critical of the whole idea (including a good many in IBM) explained this away as owing to the worker’s fear of losing his job; 1936, after all, was a depression year. But worker output kept on climbing right through the war years when even large wage incentives could not prevent its slipping in most other industries. And it has continued to go up.

 

Worker output, however, would hardly have stayed up, let alone rise steadily, but for the company’s policy of stable employment. This, the most radical of IBM’s innovations, was adopted early in the depression.

IBM is a capital-goods producer. Its products are used almost exclusively by business. By definition, employment in such an enterprise is extremely sensitive to economic fluctuations. At IBM’s main competitors’, employment was cut back sharply during the depression years. IBM management decided, however, that it was its job to maintain employment. There was obviously only one way to do this: to develop new markets. And IBM was so successful in finding and developing these markets that employment was actually fully maintained right through the thirties.

As a result IBM workers are not afraid of “working themselves out of a job.” They do not restrict their output. They do not resent it if one of their fellow-workers produces more; after all, this will neither result in a higher output norm for themselves nor endanger their job security. And they do not resist change.

It may be said that the IBM experience in maintaining employment by finding new markets proves nothing. For the office-machine industry the thirties were not a time of depression but of boom. The New Deal required so much office machinery that one Washington wag in the mid-thirties called it the “IBM Revolution.” In addition to the vast number of office machines required by such new government agencies as Social Security and Wage and Hours Administration, business had to go in heavily for machinery to keep the records the government demanded. There was, besides, a strong long-term upward trend in the use of office machinery that would have cushioned the depression impact on IBM even without the New Deal.

The fact remains, however, that many of IBM’s competitors suffered heavily during the depression despite New Deal and favorable long-term trend. There is something to be said for the argument used by one IBM executive: “It is not correct to say that we managed to maintain employment during the depression because we grew. We grew because we had committed ourselves to the maintenance of employment. This forced us to find new users and new uses for our existing products. It forced us to find unsatisfied wants in the market and to develop new products to satisfy them. It forced us to develop foreign markets and to push export sales. I am convinced that we would not today be one of the world’s leading producers and exporters of office machinery but for our commitment to maintain employment during the depression years. Indeed,” he added, “I sometimes wonder whether we wouldn’t be well advised to commit ourselves to increasing employment constantly.”








CHAPTER 20

EMPLOYING THE WHOLE MAN


The three elements in managing worker and work—The worker as a resource—Human resource and human resource—Productivity is an attitude—Wanted: a substitute for fear—The worker and the group—Only people develop—The demands of the enterprise on the worker—The fallacy of “a fair day’s labor for a fair day’s pay”—The worker’s willingness to accept change—The worker’s demands on the enterprise—The economic dimension—Wage as seen by enterprise and by worker—The twofold meaning of profit.





IN HIRING a worker one always hires the whole man. It is evident in the IBM story that one cannot “hire a hand” its owner always comes with it. Indeed, there are few relations which so completely embrace a man’s entire person as his relation to his work. Work was not, Genesis informs us, in man’s original nature. But it was included soon after. “In the sweat of thy brow shalt thou eat thy bread” was both the Lord’s punishment for Adam’s fall and His gift and blessing to make bearable and meaningful man’s life in his fallen state. Only the relationship to his Creator and that to his family antedate man’s relationship to his work; only they are more fundamental. And together with them the relationship to his work underlies all of man’s life and achievements, his civil society, his arts, his history.

That one can hire only a whole man rather than any part thereof explains why the improvement of human effectiveness in work is the greatest opportunity for improvement of performance and results. The human resource—the whole man—is, of all resources entrusted to man, the most productive, the most versatile, the most resourceful.

The IBM story also demonstrates that when we talk about the management of worker and work, we are talking about a complex subject. First, we are dealing with the worker as the human resource. We have to ask what the specific properties of this resource are. And we get entirely different answers according to whether we put stress on the word “resource” or on the word “human.”

Second, we must ask what demands the enterprise makes on the worker in its capacity as the organ of society responsible for getting the work done, and what demands the worker makes on the enterprise in his capacity as a human being, an individual and a citizen?

Finally, there is an economic dimension grounded in the fact that the enterprise is both the wealth-producing organ of society and the source of the worker’s livelihood. This means that in managing worker and work we must reconcile two different economic systems. There is a conflict between wage as cost and wage as income which must be harmonized. And there is the problem of the worker’s relation to the enterprise’s fundamental requirement of profitability.

The Worker as a Resource

If we look at the worker as a resource, comparable to all other resources but for the fact that it is human, we have to find out how best to utilize him in the same way in which we look at copper or at water power as specific resources. This is an engineering approach. It considers what the human being is best and least capable of. Its result will be the organization of work so as to fit best the qualities and the limitations of this specific resource, the human being at work. And the human being has one set of qualities possessed by no other resource: it has the ability to co-ordinate, to integrate, to judge and to imagine. In fact, this is its only specific superiority; in every other respect—whether it be physical strength, manual skill or sensory perception—machines can do a much better job.

But we must also consider man at work as a human being. We must, in other words, also put the emphasis on “human.” This approach focuses on man as a moral and a social creature, and asks how work should be organized to fit his qualities as a person. As a resource, man can be “utilized.” A person, however, can only utilize himself. This is the great and ultimate distinction.

The qualities of the person are specific and unique. The human being, unlike any other resource, has absolute control over whether he works at all. Dictatorships tend to forget this; but shooting people does not get the work done. The human resource must therefore always be motivated to work.

 

Nothing brought this out better than the reports of the teams of European technicians and managers who came to this country under the Marshall Plan to study the causes of American productivity. These teams (and there were several hundred) expected to find the causes in machines, tools or techniques, but soon found out that these elements have little to do with our productivity, are indeed in themselves a result of the real cause: the basic attitudes of managers and worker. “Productivity is an attitude” was their unanimous conclusion. (For details see my article “Productivity Is an Attitude” in the April, 1952, issue of Nation’s Business). In other words, it is workers’ motivation that controls workers’ output.

 

This is particularly important in industry today. For fear, the traditional motivation of the industrial worker, has largely disappeared in the modern West. To eliminate it has been the main result of the increased wealth produced by industrialization. In a society rich enough to provide subsistence even to the unemployed, fear has lost its motivating power. And to deprive management of the weapon of fear has also been the main aim of unionism; indeed, the worker’s rebellion against this weapon and its use is among the main driving forces behind the union movement.

That fear has gone as the major motivation is all to the good. It is far too potent to be relied upon except for emergencies. Above all, we used the wrong kind of fear. Fear of a threat to the community unites; there is no greater stimulus to effort than common peril, as Britain proved after Dunkirk. But fear of someone within the community divides and corrodes. It corrupts both him who uses fear and him who fears. That we have got rid of fear as motivation to work is therefore a major achievement. Otherwise managing the worker in industrial society would not be possible.

But, contrary to what some human-relations experts assert, to remove fear does not by itself motivate. All it creates is a vacuum. We cannot sit back and expect worker motivation to arise spontaneously, now that fear is gone. We must create a positive motivation to take its place. This is one of the central, one of the most difficult, one of the most urgent tasks facing management.

 

The human being also has control over how well he works and how much he works, over the quality and quantity of production. He participates in the process actively—unlike all other resources which participate only passively by giving a preconditioned response to a predetermined impulse.

In the most completely machine-paced operation, the speed and quality of which appear to be completely determined by the machine, the worker still retains decisive control. It may be almost impossible to find out how he manages to beat the machine; but, as the old Latin proverb has it, human nature asserts itself even if thrown out with a pitchfork—or with a conveyor belt. And in any operation which is not the tending of semi-automatic machinery by semi-skilled operators, that is, in all work of a clerical, skilled, technical, professional or managerial nature, this control is practically absolute.

This will be increasingly true under the new technology. There nobody “tends” machines; the semi-skilled operations servicing the machine—handling and feeding in materials, starting and stopping—are performed by the machine itself. As a result the worker, instead of being paced by the machine, paces it. He determines what i does and how well it does—by setting it, directing it, maintaining it. His control is complete; and because the production process is integrated, the way each man controls his own job shapes the performance of the entire operation. The worker’s participation in modern mass production and process production is of the essence—it may well be the critical and controlling factor.

The human being works in groups and he forms groups to work. And a group, no matter how formed or why, soon focuses on a task. Group relationships influence the task; the task in turn influences personal relationships within the group. At the same time the human being remains an individual. Group and individual must therefore be brought into harmony in the organization of work.

This means specifically that work must always be organized in such a manner that whatever strength, initiative, responsibility and competence there is in individuals becomes a source of strength and performance for the entire group. This is the first principle of organization; indeed, it is practically a definition of the purpose of organization. That this is not the case on the traditional automobile assembly line is in itself sufficient evidence that we do not as yet know how to manage worker and work. The worker who is able to put on more fenders does not thereby help his fellow-workers on the line. On the contrary, all he does is to put pressure on the man next to him (who may have to put on bumper guards), throw off his rhythm of work, cause him trouble either by overloading him or by giving him more to do than he has supplies for, and finally cause him to perform less well, to turn out less work. This is a violation of ethical law; for there is no worse sin than to turn man’s capacity to grow into a threat to himself and his fellow-men. It is also poor engineering.

 

Finally, man is distinguished from all other resources in that his “development” is not something that is done to him; it is not another or better way of using existing properties. It is growth; and growth is always from within. The work therefore must encourage the growth of the individual and must direct it—otherwise it fails to take full advantage of the specific properties of the human resource.

This means that the job must always challenge the worker. Nothing is more contrary to the nature of the human resource than the common attempt to find the “average work load” for the “average worker.” This whole idea is based on a disproven psychology which equated learning speed with learning ability. It is also based on the belief that the individual worker is the more productive the less control he has, the less he participates—and that is a complete misunderstanding of the human resource. Above all, the concept of the average work to be performed is inevitably one which considers average what any but a physically or mentally handicapped person could do. The man who is just barely normal but who has neither aptitude nor liking for the job becomes the measure of all things, his performance the norm. And human work becomes something that requires neither skill, effort, nor thought, presents no challenge, allows of no differentiation between the highly skilled and highly motivated and the near-moron.

This whole concept, as the IBM story shows, is poor engineering. It results in constantly lowering performance norms rather than in raising the performance levels of the entire work group. It destroys the productivity of the human resource. The nature of man demands that the performance of the best, not of the poorest worker should become the goal for all.

The Demands of the Enterprise on the Worker

If we turn to the demands of enterprise and worker on each other, the first question is: What must the enterprise demand in order to get the work done?

The standard answer to this is the catch phrase “a fair day’s labor for a fair day’s pay.” Unfortunately no one has ever been able to figure out what is fair either in respect to labor or to pay. The real trouble with the phrase is, however, that it demands too little, and demands the wrong thing.

What the enterprise must demand of the worker is that he willingly direct his efforts toward the goals of the enterprise. If one could “hire a hand,” one could indeed demand delivery of fair value for fair price. If one could buy labor, one could buy it by whatever unit applies to it; but “labor is not an article of commerce,” as the law knows. Precisely because labor is human beings, a fair day’s labor is unobtainable. For it is passive acquiescence—the one thing this peculiar being is not capable of giving.

The enterprise, if it wants to get anything at all, must demand something much bigger than a fair day’s labor. It must demand, over and above fairness, willing dedication. It cannot aim at acquiescence. It must aim at building aggressive esprit de corps.

This will be particularly important under mass production of uniform parts and their assembly into diversified products, under process production, under Automation. For these systems of production require that almost every worker take responsibility for actions, for the simple reason that almost every worker controls and determines the output of the whole through the way in which he performs his job, runs his operation, maintains his equipment. A fair day’s labor for a fair day’s pay, consciously or unconsciously, assumes a system of production under which the worker does nothing but what he is being told to do. It really assumes the technology in which the ditchdigger with his shovel represents production at its most advanced stage. For the ditchdigger technology “a fair day’s labor for a fair day’s wage” may not be too bad a slogan; this, however, is a main reason for its being an unproductive technology. For anything more advanced the slogan is totally inadequate. And for the new technology ahead of us it is absurd—and complete misdirection.

The enterprise must expect of the worker not the passive acceptance of a physical chore, but the active assumption of responsibility for the enterprise’s results. And precisely because this is so much bigger a demand, we are likely to be able to realize it—where we have never obtained the fair day’s labor. For it is a peculiarity of man that he yields best to high demands, that, indeed, his capacity to produce is largely determined by the level of the demands made on it.

 

There is a second demand the enterprise must make on the worker: that he be willing to accept change. Innovation is a necessary function of business enterprise; it is one of its major social responsibilities. It requires, however, that people change—their work, their habits, their group relations.

The human being has a capacity to change beyond all other animals, but it is not unlimited. In the first place, while man can learn amazingly fast, his unlearning capacity is much lower (fortunately for the race). We know today that learning capacity does not disappear with age. But the more one has learned the more difficult is unlearning. Experience rather than age, in other words, is the bar to easy unlearning and with it to easy or fast learning of new things. The only way to get around this is by making ability to unlearn itself part of what a man learns. This requires that one learn by acquiring knowledge rather than simply by experience. It requires “teaching” rather than “training” programs—many of the typical programs of today make a man rigid, rather than flexible, teach tricks of the trade rather than understanding. And the need to train workers in the ability to unlearn and to learn will become greater as the skill and knowledge level of the worker increases.


Change is not only an intellectual process but a psychological one as well. It is not true, as a good many industrial psychologists assert, that human nature resists change. On the contrary, no being in heaven or earth is greedier for new things. But there are conditions for man’s psychological readiness to change. The change must appear rational to him; man always presents to himself as rational even his most irrational, most erratic, changes. It must appear an improvement. And it must not be so rapid or so great as to obliterate the psychological landmarks which make a man feel at home: his understanding of his work, his relations to his fellow-workers, his concepts of skill, prestige and social standing in certain jobs and so forth. Change will meet resistance unless it clearly and visibly strengthens man’s psychological security; and man being mortal, frail and limited, his security is always precarious. The enterprise’s demand for the worker’s ability to change therefore requires positive action to make it possible for him to change.

The Worker’s Demands on the Enterprise

The demands of the worker on the enterprise are also misdefined in the phrase of the “fair day’s pay.” The worker in making his demands on the enterprise is a whole man not an economic subsection thereof. He demands, over and above economic returns, returns as an individual, a person, a citizen. He demands the fulfilment of status and function in his job and through his work. He demands the realization of the promises to the individual on which our society rests; among them the promise of justice through equal opportunities for advancement. He demands that his work be meaningful and that it be serious. High standards of performance, a high degree of competence in the way the work is organized and managed, and visible signs of management’s concern for good work are among the most important things demanded of an enterprise and of its mangement by the worker.

As a human being and citizen, the worker, especially in a free society, also imposes limitations on the business enterprise. The enterprise hires the whole man, but it has no right to take delivery of the whole man. Serving only partial needs of society, it must never control more than a part of society’s members, its citizens. Business enterprise must not become the “welfare corporation” and attempt to embrace all phrases of the individual life. It must, both in its demands and in the satisfactions it offers, confine itself to its proper sphere as one, though a basic, organ of society. A claim for absolute allegiance of the worker is as impermissible as a promise of absolute responsibility for him.

The Economic Dimension

Finally there is a big group of problems that have their origin in the economic sphere.1

The enterprise lives in two economic systems, an external and an internal one. The total amount available for the internal economy (and that means, above all, for wages to the employee) is determined by what the business enterprise receives for its product in the external economy. It is externally and market-determined.

Internally, however, the enterprise is not a market economy. It is a “redistributive” one in which the product of the whole is distributed among the members of the enterprise according to a predetermined formula. Both market and redistributive economy are basic patterns; but the business enterprise is the only human institution known to us in which the two have ever become indissolubly linked. While the effort of management must be directed toward receiving more, that is, toward making the total product greater, the attention of the worker within the enterprise is directed toward receiving a larger share of whatever the total product may be. An extreme example of this is the purblind indifference of John L. Lewis and his coal miners’ union to the steady shrinkage of the market for coal. All they are interested in is an ever-increasing share of an ever-shrinking pie. While extreme, their attitude is typical—indeed, it is almost inevitable. Outside the enterprise the considerations are economic. Inside the enterprise they are based on power balance and power relationships.

To the enterprise, wage—that is, the financial reward of labor—must necessarily be a cost. To the recipient, however—to the employee—wage is income, the source of his livelihood and that of his family. Wage to the enterprise must always be wage per unit of production. Wage to the recipient must always be the economic basis for his and his family’s existence which is before and beyond the units of production turned out. There is thus a basic divergence. The enterprise needs flexibility of the wage burden. The individual values, above all, a steady, stable and predictable income based upon a man’s willingness to work rather than upon economic conditions.

Finally, there is the twofold meaning of profit. To the enterprise profit is a necessity of survival. To the worker profit is somebody else’s income. That profitability should determine his employment, his livelihood, his income, is to him subjection to an alien domination. It is arbitrary, if not “exploitation.”

It is a common belief that opposition to profit is a phenomenon of modern industrial society, if not a product of modern left-wing doctrine and agitation. Nothing could be further from the truth. It goes back hundreds of years to the dawn of modern society. The roots of the European worker’s bitterness against “capitalist exploiter” and “profiteer” lie, for instance, in the bitter hostility to profit of the Flemish or Florentine weaver of the fifteenth century. And modern industry, far from aggravating this hostility, has greatly eased it. It is no accident that the more industrialized an area the less radical its workers, the less bitterly hostile to management, enterprise and profits. It is no accident that revolutionary Marxism has succeeded only in countries that knew none but pre-industrial society.

But it is still true that the worker’s hostility to profits is a serious threat in an industrial society. Such a society depends for its existence on the adequate profitability of its enterprises. In such a society, moreover, the bulk of the citizens and voters are employees. This makes hostility to profit such a serious threat that it would indeed be a powerful argument for nationalization of industry if it resulted in the disappearance of the hostility to profit. And it was, I believe, the real death blow to the socialist dream when the nationalization of industries in Britain and France after World War II proved that workers resist and resent the profits of nationalized enterprises fully as much as those of “capitalist” ones (perhaps more).

The enterprise must operate at an adequate profit—this is its first social responsibility as well as its first duty toward itself and its workers. Management must therefore find some way to get the worker to accept profit as necessary, if not as beneficial and in his own interest.

 

This is admittedly the merest sketch of an enormous subject. But it should be enough to show that the management of worker and work requires principles. To be “good at handling people” is obviously not enough; in fact, it is likely to be irrelevant. Techniques by themselves will not do the job either. What we need are basic concepts.

The basis for these concepts is clear: it must be the assumption that people want to work. We cannot make the assumption that they do not want to work. It is contrary to what we know about human nature. Most people disintegrate morally and physically if they do not work. And the few who do not disintegrate survive intact only because their inner resources enable them to generate their own work. To assume that people do not want to work would make the job of managing worker and work totally hopeless.

The task facing management therefore is to reach the worker’s motivation and to enlist his participation, to mobilize the worker’s desire to work. What basic concepts, what tools, and what experience do we have for this task?








CHAPTER 21

IS PERSONNEL MANAGEMENT BANKRUPT?


Personnel Administration and Human Relations—What has Personnel Administration achieved?—Its three basic misconceptions—The insight of Human Relations—And its limitations—“Scientific Management,” our most widely practiced personnel-management concept—Its basic concepts—Its world-wide impact—Its stagnation since the early twenties—Its two blind spots—“Cee-Ay-Tee” or Cat”?—The “divorce of planning from doing”—Scientific Management and the new technology—Is Personnel Management bankrupt?





A FEW years ago I received the following letter from the president of a company:

 

I employ 2,300 people mostly women doing unskilled assembly work. Please send me at your earliest convenience a suitable personnel policy and enclose a statement of your fee.

 

For a long time I thought this letter a good, though unintentional, joke. But lately it has dawned on me that the laugh was really on me. My correspondent, I have come to suspect, is much like the child in Andersen’s story of “The Emperor’s New Clothes” who had the innocence to say out loud that the emperor was naked when everybody else was trying to pretend that he could see the ruler’s garments.

A good deal of what passes today for management of the human organization is mechanical in nature and might indeed be dispensed by mail. The two generally accepted concepts of managing the worker—Personnel Administration and Human Relations—see the task to be done as something one tacks onto a business. To manage worker and work does not seem to require any change in the way the business is being conducted. And the tools and concepts needed seem to apply equally to any business.

An indication that this may not be the right approach is the lack of progress, of new thinking and of new contributions in either Personnel Administration or Human Relations. There is no field in the entire area of management where so many people are so hard at work. Personnel departments are growing like Jack’s beanstalk; and not one but contains some research men complete with calculating machines and Ph.D. degrees. In every university hundreds of people lecture, research and gather data in the field. Indeed, a raft of new disciplines has been created—industrial psychology, industrial sociology, industrial anthropology, industrial relations, personnel management and so forth. They all produce supposedly original dissertations. They produce books and hold meetings. There are dozens of magazines devoted to the field. And no self-respecting business organization, whether the Seedgrowers of America or the Sioux City Chamber of Commerce, would consider a convention complete without at least one talk on the management of people at work.

And what has been the result of all this activity, what has all this work by so many good, devoted, intelligent people produced?

Personnel Administration, as the term is commonly understood, began with World War I. It grew out of the recruiting, training and payment of vast masses of new workers in the war-production effort. World War I has been over for thirty-five years. Yet everything we know today about Personnel Administration was known by the early twenties, everything we practice was practiced then. There have been refinements, but little else. Everything to be found in one of the big textbooks of today (save only the chapter on union relations) can be found, for instance, in the articles and papers Thomas Spates (one of the founding fathers of Personnel Administration) published in the early twenties. We have only poured on a heavy dressing of humanitarian rhetoric—the way a poor cook pours a brown starchy sauce on overcooked brussels sprouts.

There has been the same intellectual aridity in the field of Human Relations—though there is perhaps even more activity there. Human Relations, too, grew out of World War I; but it took a little longer to mature. It reached its bloom in the famous Hawthorne experiments conducted by Elton Mayo of Harvard and his associates around 1928—twenty-six years ago. And the reports of the Harvard group on the work at Hawthorne are still the best, the most advanced and the most complete works on the subject. Indeed, it is debatable whether the many refinements added since by the labor of countless people in industry, labor unions and academic life have clarified or obscured the original insight.

Novelty is, of course, no argument for soundness. Still, it is most unlikely for any new discipline to emerge fully formed and perfected at its birth like Venus from the waves. It takes decades to build the edifice on the foundations laid by the first thinkers in the field. That two new disciplines should have been blessed with full maturity at their birth is altogether improbable. We are, I submit, justified in wondering whether the reason that there has been so little building on the foundations of Personnel Administration and Human Relations is not that the foundations themselves were inadequate.

What Has Personnel Administration Achieved?

The limitations of Personnel Administration are not hard to perceive. They are indeed admitted by most of the people in the field—at least by implication. The constant worry of all personnel administrators is their inability to prove that they are making a contribution to the enterprise. Their preoccupation is with the search for a “gimmick” that will impress their management associates. Their persistent complaint is that they lack status. For personnel administration—using the term in its common usage—is largely a collection of incidental techniques without much internal cohesion. Some wit once said maliciously that it puts together and calls “personnel management” all those things that do not deal with the work of people and that are not management.

There is, unfortunately, some justice to the gibe. As personnel administration conceives the job of managing worker and work, it is partly a file clerk’s job, partly a housekeeping job, partly a social worker’s job and partly “fire-fighting” to head off union trouble or to settle it. The things the personnel administrator is typically responsible for—safety and pension plans, the suggestion system, the employment office and union grievances—are necessary chores. They are mostly unpleasant chores. I doubt, though, that they should be put together in one department; for they are a hodgepodge, as one look at the organization chart of the typical personnel department, or at the table of contents of the typical textbook on personnel management, will show. They are neither one function by kinship of skills required to carry the activities, nor are they one function by being linked together in the work process, by forming a distinct stage in the work of the manager or in the process of the business.

None of these activities is in itself of such a nature as to call for more than moderate capacity in its management. None by itself has a major impact upon the business. Putting a great many of these activities together in one function does not produce a major function entitled to representation in top management or requiring the services of a top executive. For it is quality (that is, the kind of work and its impact upon the business) that alone makes a major function or defines the orbit of a senior executive.

Even if these things were best assembled into one department, they would not add up to managing people. They have indeed little to do with the job to be done in this area. That the personnel department as a rule stays away from the management of the enterprise’s most important human resource, managers, has already been mentioned. It also generally avoids the two most important areas in the management of workers: the organization of the work, and the organization of people to do the work. It accepts both as it finds them. (There are exceptions to be sure. A notable one is the Sears, Roebuck personnel department; but it is no accident that personnel work in Sears did not start with Personnel Administration at all, but with the management of managers.)

 

The reason for the sterility of Personnel Administration is its three basic misconceptions.1 First it assumes that people do not want to work. As Douglas McGregor points out, it views “work as a kind of punishment that people must undergo in order to get satisfaction elsewhere.” It tends therefore to put emphasis on satisfactions outside and beyond the work. Secondly, Personnel Administration looks upon the management of worker and work as the job of a specialist rather than as part of the manager’s job. It is the classical example of a staff department and of the confusion the staff concept causes. To be sure, there is constant talk in all personnel departments of the need to educate operating managers in managing people. But 90 per cent of the budget, manpower and effort is devoted to personnel programs, thought up, established and operated by the department. The best textbook of Personnel Administration,2 for instance, starts out by saying that the two first jobs of the personnel administrator are to advise operating management and to diagnose the stability or morale of the organization as an effective team. But then it spends 301 of its 321 pages on the programs that the department itself organizes and manages.

This means, in effect, either that personnel administration has to usurp the functions and responsibility of the operating manager (since whoever manages the people under him is the “boss,” whatever his title); or else it means that operating managers, in self-defense, have to confine personnel administration to the handling of incidental chores, that is, to those things that are not essential to the management of worker and work. It is not surprising that the latter has been the all but universal trend.

Finally, Personnel Administration tends to be “fire-fighting,” to see “personnel” as concerned with “problems” and “headaches” that threaten the otherwise smooth and unruffled course of production. It was born with this tendency. But the unionization drives of the thirties have made it dominant. It is not too much to say that many personnel administrators, though mostly subconsciously, have a stake in trouble. Indeed, there was some truth in the joking remark made by a union leader about the personnel department of a big company: “Those fellows ought to kick back 10 per cent of their salaries into the union treasury; but for the union they’d still be fifty-dollar-a-week clerks.” But worker and work simply cannot be managed if trouble is the focus. It is not even enough to make “fire prevention” rather than “fire-fighting” the focus; managing worker and work—the IBM story shows this clearly—must focus on the positive and must build on underlying strength and harmony.

The Insight of Human Relations—and Its Limitations

Human Relations, the second prevailing theory of the management of worker and work, starts out with the right basic concepts: people want to work; and managing people is the manager’s job, not that of a specialist. It is therefore not just a collection of unrelated activities. It also rests on a profound insight—the insight summarized when we say that one cannot “hire a hand.”

Human Relations recognizes that the human resource is a specific resource. It emphasizes this against mechanistic concepts of the human being, against the belief in the “slot-machine man” who responds only and automatically to monetary stimulus. It has made American management aware of the fact that the human resource requires definite attitudes and methods, which is a tremendous contribution. Human Relations, when first developed, was one of the great liberating forces, knocking off blinkers that management had been wearing for a century.

Yet, Human Relations is, at least in the form in which it exists thus far, primarily a negative contribution. It freed management from the domination of viciously wrong ideas; but it did not succeed in substituting new concepts.

One reason is the belief in “spontaneous motivation.” “Remove fear,” the Human Relations people seem to say, “and people will work.” This was a tremendous contribution at a time when management still felt that people could be motivated only through fear. Even more important was the implied attack on the assumption that men do not want to work. Yet, absence of wrong motivation, we have learned, is not enough. And on positive motivations Human Relations offers little but generalities.

Human Relations also lacks an adequate focus on work. Positive motivations must have their center in work and job, yet, Human Relations puts all the stress on inter-personal relations and on the “informal group.” Its starting point was in individual psychology rather than in an analysis of worker and work. As a result, it assumes that it is immaterial what kind of work a man does since it is only his relation to his fellow-men that determines his attitude, his behavior and his effectiveness.

Its favorite saying, that “the happy worker is an efficient and a productive worker,” though a neat epigram, is at best a half truth. It is not the business of the enterprise to create happiness but to sell and make shoes. Nor can the worker be happy in the abstract.

Despite its emphasis on the social nature of man, Human Relations refuses to accept the fact that organized groups are not just the extension of individuals but have their own relationships, involving a real and healthy problem of power, and conflicts which are not conflicts of personalities but objective conflicts of vision and interests; that, in other words, there is a political sphere. This shows in the almost panicky fear of the labor union that runs through the entire work of the original Human Relations school at Harvard University.

Finally, Human Relations lacks any awareness of the economic dimension of the problem.

As a result, there is a tendency for Human Relations to degenerate into mere slogans which become an alibi for having no management policy in respect to the human organization. Worse still, because Human Relations started out from the attempt to adjust the “maladjusted” individual to the “reality” (which is always assumed to be rational and real), there is a strong manipulative tendency in the whole concept. With it there is the serious danger that Human Relations will degenerate into a new Freudian paternalism, a mere tool for justifying management’s action, a device to “sell” whatever management is doing. It is no accident that there is so much talk in Human Relations about “giving workers a sense of responsibility” and so little about their responsibility, so much emphasis on their “feeling of importance” and so little on making them and their work important. Whenever we start out with the assumption that the individual has to be adjusted, we search for ways of controlling, manipulating, selling him—and we deny by implication that there may be anything in our own actions that needs adjustment. In fact, the popularity of Human Relations in this country today may reflect, above all, the ease with which it can be mistaken for a soothing syrup for fractious children, and misused to explain away as irrational and emotional resistance to management and to its policies.

This does not mean that we have to discard Human Relations. On the contrary, its insights are a major foundation in managing the human organization. But it is not the building. Indeed, it is only one of the foundations. The remainder of the edifice has still to be built. It will rest on more than Human Relations. It will also have to rise well above it. I say this with full respect for the achievement of the Human-Relations pioneers (indeed, I own myself their disciple). Though their achievement is great, it is not adequate.

“Scientific Management”—Our Most Widely Practiced Personnel-Management Concept

Personnel Administration and Human Relations are the things talked about and written about whenever the management of worker and work is being discussed. They are the things the Personnel Department concerns itself with. But they are not the concepts that underlie the actual management of worker and work in American industry. This concept is Scientific Management. Scientific Management focuses on the work. Its core is the organized study of work, the analysis of work into its simplest elements and the systematic improvement of the worker’s performance of each of these elements. Scientific Management has both basic concepts and easily applicable tools and techniques. And it has no difficulty proving the contribution it makes; its results in the form of higher output are visible and readily measurable.

Indeed, Scientific Management is all but a systematic philosophy of worker and work. Altogether it may well be the most powerful as well as the most lasting contribution America has made to Western thought since the Federalist Papers. As long as industrial society endures, we shall never lose again the insight that human work can be studied systematically, can be analyzed, can be improved by work on its elementary parts.

Like all great insights, it was simplicity itself. People had worked for thousands of years. They had talked about improving work all that time. But few people had ever looked at human work systematically until Frederick W. Taylor started to do so around 1885. Work was taken for granted; and it is an axiom that one never sees what one takes for granted. Scientific Management was thus one of the great liberating, pioneering insights. Without it a real study of human beings at work would be impossible. Without it we could never, in managing worker and work, go beyond good intentions, exhortations or the “speed up.” Although its conclusions have proved dubious, its basic insight is a necessary foundation for thought and work in the field.

It is one American concept that has penetrated the entire world. It is practiced in India and in the Soviet Union, in Argentina and in Sweden. The Germans have made a pseudo-metaphysics out of it; they call it “rationalization.” The critics of America everywhere think that they are attacking the “real America” if they attack Scientific Management.

When we started, after World War II, to give assistance to western Europe’s attempt to improve productivity, we thought that that meant primarily the exportation of Scientific Management techniques. We preached that “productivity is an attitude.” We stressed the importance of mass distribution, of capital investment, of research. But what we actually did was to send over industrial engineers equipped with Scientific Management tools and imbued with its philosophy. And where the European industrialist on the whole turned a deaf ear to our recommendations of mass distribution, capital investment or research, he took to Scientific-Management techniques with alacrity. For, in common with the rest of the outside world, he had come to believe—though wrongly—that Scientific Management was the essence of America’s industrial achievement.

Yet, Scientific Management, too, has been stagnant for a long time. It is the oldest of our three approaches to the management of worker and work; it rose together with the new profession of engineering in the last decades of the nineteenth century. It also ran dry first. From 1890 to 1920 Scientific Management produced one brilliant new insight after the other and one creative new thinker after the other—Taylor, Fayol, Gantt, the Gilbreths. During the last thirty years, it has given us little but pedestrian and wearisome tomes on the techniques, if not on the gadgets, of narrower and narrower specialties. There are, of course, exceptions—especially Mrs. Lillian Gilbreth and the late Harry Hopf. But on the whole there have been oceans of paper but few, if any, new insights. There has been a great deal of refinement; yet the most mature and most cogent statement on Scientific Management is still the testimony Taylor gave before a Special Committee of the House of Representatives in 1912.3

The reason for this is that Scientific Management, despite all its worldly success, has not succeeded in solving the problem of managing worker and work. As so often happens in the history of ideas, its insight is only half an insight. It has two blind spots, one engineering and one philosophical. What it does not see is as important as what it sees; indeed, if we do not learn to see where Scientific Management has been blind, we may lose even the benefit of its genuine vision.

The first of these blind spots is the belief that because we must analyze work into its simplest constituent motions we must also organize it as a series of individual motions, each if possible carried out by an individual worker. It is possible that Taylor himself saw the need to integrate; Harry Hopf certainly did. But practically all other writers—and all practitioners—see in the individual motion the essence of good work organization.

This is false logic. It confuses a principle of analysis with a principle of action. To take apart and to put together are different things. To confuse the two is grossly unscientific. For the beginning of science is the realization that classification, while absolutely necessary, does not tell us any important fact about the nature of the thing classified.

The belief that work is best performed as it is analyzed is also wretched engineering.

 

The best proof of this is in the greatest achievement resulting from the application of the concepts that underlie Scientific Management: the alphabet. Its inventor, an anonymous clerk in a long-forgotten Semitic trading town, 3,500 years ago, will never be awarded the Gold Medal of the International Management Congress. But his analysis of the basic, simple and standardized elements that underlay the thousands of pictograms, ideograms, logograms, syllable signs and phonetic marks of the writing of his day, and their replacement by two dozen signs capable of expressing all sounds and of conveying all words and thoughts, was straight Scientific Management—of the highest order. Yet, the alphabet would not only be totally useless—it would be a complete barrier to communication—were we expected to say “Cee-Ay-Tee,” when we wanted to say “cat,” just because we spell the word with these three letters.

The job of integrating letters into words is not a simple one. Even an idiot child can usually learn the letters, but even a bright one has difficulty making the jump from Cee-Ay-Tee to cat. Indeed, practically all reading difficulties of children (the biggest problem of elementary education) are problems of integrating letters into words; many people, we know, never learn to do that but learn instead to recognize common words and syllables—they learn pictograms and ideograms rather than letters. And yet the alphabet not only triumphed despite the difficulty of integration. It is the integration that is its triumph and its real achievement.

 

Finally, the confusion between analysis of work and action in work is a misunderstanding of the properties of the human resource. Scientific Management purports to organize human work. But it assumes—without any attempt to test or to verify the assumption—that the human being is a machine tool (though a poorly designed one).

It is perfectly true that we have to analyze the work into its constituent motions. It is true that we can best improve work by improving the way the individual operations are performed. But it is simply not true that the closer the work comes to confining itself to the individual motion or operation, the better the human being will perform it. This is not even true of a machine tool; to assert it of human beings is nonsense. The human being does individual motions poorly; viewed as a machine tool, he is badly designed. Let us leave aside all such considerations as man’s will, his personality, emotions, appetites and soul. Let us look at man only as a productive resource and only from the point of view of engineers concerned with input and output. We have no choice but to accept the fact that man’s specific contribution is always to perform many motions, to integrate, to balance, to control, to measure, to judge. The individual operations must indeed be analyzed, studied and improved. But the human resource will be utilized productively only if a job is being formed out of the operations, a job that puts to work man’s specific qualities.

 

The second blind spot of Scientific Management is the “divorce of planning from doing”—one of its cardinal tenets. Again a sound analytical principle is being mistaken for a principle of action. But in addition the divorce of planning from doing reflects a dubious and dangerous philosophical concept of an elite which has a monopoly on esoteric knowledge entitling it to manipulate the unwashed peasantry.

To have discovered that planning is different from doing was one of Taylor’s most valuable insights. To emphasize that the work will become the easier, more effective, more productive, the more we plan before we do, was a greater contribution to America’s industrial rise than stopwatch or time-and-motion study. On it rests the entire structure of modern management. That we are able today to speak seriously and with meaning of management by objectives is a direct result of Taylor’s discovery of planning as a separate part of the job, and of his emphasis on its importance.

But it does not follow from the separation of planning and doing in the analysis of work that the planner and the doer should be two different people. It does not follow that the industrial world should be divided into two classes of people; a few who decide what is to be done, design the job, set the pace, rhythm and motions, and order others about; and the many who do what and as they are being told.

Planning and doing are separate parts of the same job; they are not separate jobs. There is no work that can be performed effectively unless it contains elements of both. One cannot plan exclusively all the time. There must be at least a trace of doing in one’s job. Otherwise one dreams rather than performs. One cannot, above all, do only; without a trace of planning his job, the worker does not have the control he needs even for the most mechanical and repetitive routine chore. Advocating the divorce of the two is like demanding that swallowing food and digesting it be carried on in separate bodies. To be understood, the two processes have to be studied separately. They require different organs, are subject to different ailments and are carried out in different parts of the body. But to be nourished at all, the same body needs both, just as a job must contain planning as well as doing.

 

Taylor’s divorce of planning from doing was both specifically American and specifically late nineteenth century. It is a descendant of our oldest tradition: the New England theocracy of the early Puritans. It puts the priestly-elite concept of Increase and Cotton Mather into modern dress, but leaves it otherwise almost unchanged; and like the Puritan divines Taylor deduced a God-given right of the planning elite to rule. It is no accident that we hear this right to rule described today as the “prerogative of management”—the term has always been applied to right by divine or priestly anointment.

But the divorce of planning and doing was also part of the elite philosophy that swept the Western World in the generation between Nietzsche and World War I—the philosophy that has produced such monster offspring in our time. Taylor belongs with Sorel, Lenin and Pareto. This movement is usually considered to have been anti-democratic. It was—in intent and direction—fully as much anti-aristocratic. For the assertion that power is grounded in technical competence—be it for revolutionary conspiracy or for management—is as hostile to aristocracy as to democracy. Both oppose to it the same absolute principle: power must be grounded in moral responsibility; anything else is tyranny and usurpation.

 

The divorce of planning from doing deprives us of the full benefit of the insights of Scientific Management. It sharply cuts down the yield to be obtained from the analysis of work, and especially the yield to be obtained from planning. We saw in the IBM story that productivity greatly increased when the workers were given responsibility for planning their work. The same increase in productivity (not to mention the improvement in worker attitude and pride) has been obtained wherever we have combined the divorce of planning from doing with the marriage of planner to doer.

 

The two blind spots of traditional Scientific Management explain why its application always increases the worker’s resistance to change. Because he is being taught individual motions rather than given a job, his ability to unlearn is stifled rather than developed. He acquires experience and habit rather than knowledge and understanding. Because the worker is supposed to do rather than to know—let alone to plan—every change represents the challenge of the incomprehensible and therefore threatens his psychological security.

It is an old criticism of Scientific Management that it can set up a job so as to get the most output per hour but not so as to get the most output over five hundred hours. It may be a much more serious and better-founded criticism that it knows how to organize the present job for maximum output but only by seriously impairing output in the worker’s next job. Of course, if the job were considered unchangeable, this would not matter. Henry Ford (one of the most thorough practitioners of Scientific Management, though he had never heard Taylor’s name) believed that once the putting on of a fender had been properly engineered, the job would remain unchanged in all eternity.

But we know that change is inevitable; it is, indeed, a major function of the enterprise to bring it about. We also know that the next few decades will bring tremendous changes—and nowhere more than in the worker’s job.

Scientific Management and the New Technology

The coming of the new technology converts what may have been considered limitations on the full effectiveness of Scientific Management into crippling diseases. Indeed the major problems of managing worker and work under the new technology will be to enable the worker to do a complete and integrated job and to do responsible planning.

The worker under Automation will no longer do the repetitive routine chores of machine feeding and materials handling. Instead, he will build, maintain and control machines that do the repetitive routine work. To do this he must be able to do many operations, must have the largest rather than the smallest content to his job, must be able to co-ordinate. This, as the IBM story shows, does not mean that he must be again a manually skilled worker as the worker of yore. On the contrary, every one of the operations should be analyzed by means of Scientific Management to the point where they can be done by unskilled people. But the operations must be integrated again into a job—otherwise the work needed under Automation cannot be done. In the new technology we have no choice, but to say “cat.” We must learn how to put together—now that Scientific Management has taught us how to pull apart.


A telephone maintenance man in an automatic-dialling exchange shows what the work will be like. He is not a skilled mechanic. Every one of the things he has to do has been reduced to simple elements which can be learned in a short time. He “goes by the book” rather than by manual skill acquired in years of experience. But his job comprises a variety of operations. It requires a good deal of thought and judgment. It requires muscular as well as intellectual co-ordination.

 

Similarly, we will not be able to organize worker and work in the new technology on the basis of the divorce of planning from doing. On the contrary, the new technology demands that the least production worker be capable of a good deal of planning The more planning he can do, the more he can take responsibility for what he does, the more productive a worker he will be. If he just does what he is being told, he can do only harm. To maintain the equipment, to program it, to set it and to control it, all demand of the worker in the new technology knowledge, responsibility and decision-making—that is, planning. Our problem will not be that planning and doing are not divorced enough; the problem will be that many workers of tomorrow may have to be able to do more planning than a good many people who call themselves managers today are capable of.

 

We must preserve the fundamental insights of Scientific Management—just as we must preserve those of Human Relations. But we must go beyond the traditional application of Scientific Management, must learn to see where it has been blind. And the coming of the new technology makes this task doubly urgent.

Is Personnel Management Bankrupt?

Is Personnel Management bankrupt? asks the title of this chapter. We can now give the answer: “No, it is not bankrupt. Its liabilities do not exceed its assets. But it is certainly insolvent, certainly unable to honor, with the ready cash of performance, the promises of managing worker and work it so liberally makes. Its assets are great—the fundamental insights of Human Relations, the equally fundamental insights of Scientific Management. But these assets are frozen. There is also a lot of small stuff lying around in the form of Personnel Administration techniques and gadgets. But it does not help us too much in the big job of unfreezing the frozen assets, though it may produce enough saleable merchandise to pay the petty bills. Perhaps the biggest working capital is the things we have learned not to do; but what banker ever lent on such collateral?”

The facts permit, however, of a more optimistic interpretation. The last twenty years were years of minor refinements rather than of vigorous growth, of intellectual stagnation rather than of basic thinking. But everything points to a different picture for the next twenty-five years. Technological changes will force new thinking, new experimentation, new methods. And there are signs that the process has already begun. The relationship between a man and the kind of work he does, which traditional Human-Relations thinking pushed aside as almost irrelevant, is now being studied by men close to the Human-Relations school.4 The problem of the organization of the job according to the properties of the human resource, rather than on the assumption of man as a badly designed machine tool, is being given serious attention by men of standing in Scientific Management.5 And, as the IBM story shows, the practitioners are well ahead of the writers and theoreticians, and are already moving across the frontiers of the traditional concepts.

These are only beginnings, to be sure. But they give grounds for the hope that, twenty years from now, we shall be able to spell out basic principles, proven policies and tested techniques for the management of worker and work. The right basic approaches, however, we already know.








CHAPTER 22

HUMAN ORGANIZATION FOR PEAK PERFORMANCE


Engineering the job—The lesson of the automobile assembly line—Its real meaning: the assembly line as inefficient engineering—Mechanize machine work and integrate human work—The rules of “integration”—The application of Scientific Management—The worker’s need to see the result—The worker’s need to control speed and rhythm of the work—Some challenge in every job—Organizing people for work—Working as an individual—Working as a team—Placement—“When do ninety days equal thirty years?”





THE title of this chapter is a manifesto. By proclaiming peak performance to be the goal—rather than happiness or satisfaction—it asserts that we have to go beyond Human Relations. By stressing human organization, it asserts that we have to go beyond traditional Scientific Management.

Though a statement of what we have to do rather than a summary of what we are doing, it is not an expression of pious intentions. We are on the whole not doing the job today. But we know what it takes to do it.

Engineering the Job

This is particularly true of the first requirement of human organization for peak performance: the engineering of the individual job for maximum efficiency. It can be argued convincingly that our difficulties and failures here are not the result of ignorance but of refusal to accept our own knowledge.


We are, I think, pretty much in the position in which the bacteriologists were for fifty years. In their search for effective germ killers they concentrated on producing the absolutely pure bacterial culture. Again and again they found themselves frustrated by fungus infestations that killed the bacteria. These fungi became well known; the penicillium mold was isolated and its properties were described almost fifty years ago. But their conviction that a pure culture was the starting point of all research totally blinded the bacteriologists to the fact that the pesky fungus was what they were really hunting for: the potent germ killer. For decades they regarded the fungus as a nuisance, threw away the infested cultures and sterilized the equipment anew. It took genius to see that the infested culture rather than the pure one offered the clue to bacteria control. But once Alexander Fleming had had this true “flash of genius,” it took but a few years to develop all of today’s antibiotic medicines.

 

Similarly, in engineering the job, we have been blinded for a half century by the search for the elementary motion and by the belief that the job should correspond as much as possible to one such motion. We have had abundant evidence to the contrary: the IBM example is only one of a great many similar experiences. But we have brushed aside this evidence as a nuisance, have rationalized it away as nothing more than emotionalism, have apologized for it as poor engineering. We have, so to speak, thrown out the penicillin because it killed bacteria and thus hampered our search for what kills bacteria.

One reason for this self-imposed blindness has been the tremendous impact of the automobile industry on our thinking. I have mentioned earlier how Henry Ford’s insistence on the uniform final product obscured our realization of the essence of mass production. Similarly, the tremendous success of his assembly line with its attempt to confine each worker to one operation, if not to one motion, has blinded us to the real meaning of the scientific and systematic analysis of human work and has deprived us of its full value.

Little work could actually be organized on the Ford principle of one motion to the worker. The specific conditions that made this an effective principle on the automobile assembly line, the production of one basically uniform product, exist in few other industries. In fact, they are to be found most often outside of manufacturing: in processing orders in a mail-order house, or in clearing checks. But for decades we have tried to apply the one-operation principle despite the difficulties. We have refused to accept reality, have indeed refused to see it, because it did not fit the pattern of the automobile assembly line.

In the automobile industry itself there has been plenty of evidence that the one-motion one-job concept does not automatically lead to peak performance. One example out of many will suffice.

 

During World War II unskilled, indeed almost illiterate, Negro women produced one of the most complicated aircraft-engine parts. The job required more than eighty different operations. But instead of each operation being done by one worker, the whole job, for metallurgical reasons, had to be done by the same operator. Normally this would have meant entrusting the work to skilled machinists. But there were no machinists available. And the quantities required were much too large, the urgency much too great, to permit organization on a skill basis. These unskilled women—the only labor still available—therefore had to do the work. Each job was analyzed into its eighty component operations. The operations were all laid out in logical sequence. And each woman was given a detailed instruction chart, showing step by step what to do, what to do before doing it and what to make sure of in doing it. Much to everybody’s surprise, this resulted in more, faster and better work than could possibly have been turned out either by highly skilled machinists or on the orthodox assembly line.

 

In other industries the same results were always obtained when ever circumstances led to an abandonment of orthodox assembly line methods.

 

A mail-order plant recently reorganized the handling of customer letters. Till then this work was organized by individual motions. One clerk answered complaint letters, another one inquiries, a third correspondence on installment credit, and so forth. Each only handled what could be answered by printed form letter; the few letters that required individual handling or judgment she passed on to the supervisor. Now each clerk handles all correspondence with a customer—all customers whose names begin with the letter “A,” for instance. Nine hundred and ninety-eight out of every thousand letters still are answered by form letter. And there the work itself is as fully engineered, as fully predetermined, as fully laid out—and as repetitive—as before. But instead of repeating one particular motion again and again, each clerk now handles the entire range of motions—thirty-nine to be precise—involved in routine relations with the mail-order customer. And while the rare letter that requires judgment is still not answered by the completely unskilled clerk, she is supposed to write on it her suggestion how to deal with it before handing it to her supervisor. As a result productivity has gone up almost 30 per cent; turnover of clerks has dropped by two thirds.

 

But IBM is, to my knowledge, the only company that has so far drawn the obvious conclusion from this experience.

 

One reason for our blindness is that we have only recently obtained the key to the understanding of our experiences. Till now the question has always been: How do we explain the undoubted efficiency and productivity of the automobile assembly line if it is true that people work more effectively when they do an integrated job rather than one motion? As long as the one-motion one-job concept produced the results so obvious in Detroit, experiences such as the ones cited here could always be dismissed as exceptions.

The Assembly Line—Inefficient Engineering

Now, however, we know that the automobile assembly line is not perfect engineering of human work. It is imperfect and inefficient engineering of machine work. This has been shown by the automobile industry itself, for instance, in the new Ford Motor Company plant in Cleveland. There a traditional assembly-line process has been completely mechanized—with significant increases in efficiency and output. All materials handling, machine tending and routine inspection is automatic. The total number of workers is not significantly lower than it would be in the traditional plant. But the workers are not on the production floor; they are designing, building, maintaining and controlling the automatic equipment.

We know today, in other words, that wherever the one-motion one-job concept can be used effectively, we have an operation that can and should be mechanized. In such an operation the assembly-line concept may indeed be the most effective principle for human work, but human work, in such an operation, is itself an imperfection. This is work that should properly be engineered as the work of machines rather than of men.

For all other work—and that means for most of the work done today in manufacturing industry and for all the work that will be created by Automation—the principle is the organization of the job so as to integrate a number of motions or operations into a whole.


We have two principles therefore rather than one. The one for mechanical work is Mechanization. The one for human work is Integration. Both start out with the systematic analysis of the work into its constituent motions. Both lay out the work in a logical sequence of motions. In both attention has to focus on each motion, to make it easier, faster, more effortless; and improvement of the entire output depends on improvement of the constituent motions. But the one organizes the motions mechanically so as to utilize the special properties of the machine, that is, its ability to do one thing fast and faultlessly. The other one integrates operations so as to utilize the special properties of the human being, that is, his ability to make a whole out of many things, to judge, to plan and to change.

The technological changes under way not only make possible the realization of the correct principles but force us to apply them. They give us the means to make fully mechanic those jobs in which the human being is used as an adjunct to a machine tool. But the work that is not capable of being mechanized—above all, the work that is needed to make the new technology possible and to support it—can under Automation only be organized on the principle of integration, can, in fact, not be done at all unless so organized. Productivity will therefore increasingly depend on understanding these two principles and applying them systematically.

How far to go with Automation and how fast, where to apply it and how, are engineering problems that have been considered elsewhere. Here we need only say that wherever work can effectively be organized on the one-motion, one-job concept, we have prima facie evidence of its being capable of being mechanized with a consequent increase in efficiency and productivity. Anything short of mechanization in such work should be considered a stopgap and evidence of incomplete or imperfect engineering rather than an example of human organization for work. The automobile assembly line worker is not a model of human work, as we so long believed. He is an—already obsolescent—model of non-human, mechanic machine work.

The Rules of Integration

But do we know how to organize human work? Do we know what integration means, what its rules are? Can we tell effective from ineffective integration? Do we know, in other words, how human beings work to give peak performance?

We do not yet know the full answers to these questions. But we do know what the basic rules are. We even know what models to use in place of the automobile assembly-line worker. One, perhaps the best, is the surgeon.

 

The work of the surgeon is based on the most minute breakdown of the job into individual motions. Young surgeons practice for months on end how to tie this or that knot in a confined space, how to change their hold on an instrument, or how to make stitches. There is constant effort to improve each of these motions, to speed one up a fraction of a second, to make another one easier, to eliminate a third one. And the improvement of these individual, constituent motions is the surgeon’s main method for improving total performance. The motions themselves are performed in a rigid, predetermined sequence. In fact, every member of the surgical team—the surgeon, his assistant, the anesthetist, the nurses—are drilled to the nth degree so that they know exactly what to do next. Whether the surgeon realizes it or not, he applies Scientific Management. But the surgeon’s work is of necessity integrated. To take out tonsils, we do not have one surgeon put the clamps on the blood vessels, another make the first incision, another undercut the left tonsil—and so on until the last man takes the clamps out again. We have one man do the whole job.

 

The surgeon is the most elevated model we can see—but this makes him a good model. It shows us the basic rules. And it shows us the direction toward which the organization of human work should tend. Even if it never approaches the surgeon’s work in respect to skill, speed, judgment or responsibility, work in industry and business will be more productive, more appropriate to human beings, the more it is governed by the principles that are realized in the surgeon’s work.

The first of these rules is the application of Scientific Management to the analysis and organization of the work. Indeed, the scope of such analysis is much wider than generally realized. It applies not only to manual and clerical but equally to mental work. As the example of the surgeon shows, it applies to work requiring skill and judgment of the highest order as well as to the bricklayer—just as the zoologist’s principles of classification apply to homo sapiens as well as to the amoeba. Even the job of top management demands such analysis.

The second rule is that improvement in performing the work comes fastest from improving performance of the individual motions or parts of the job. Systematic efforts to improve performance are indeed effective only as efforts to improve its parts.

Third, is the rule (still a part of Scientific Management) that the sequence in which these motions are to be performed must be laid out systematically and according to the logical flow of the work. To go back to one of our examples: the efficiency of the unskilled Negro women turning out highly skilled machinists’ work depended, above all, on clear instructions concerning the right order of the motions. And no phase of the job was as difficult, took as much time and had to be modified as often as the sequence organization; even teaching the girls to read—and one third were completely illiterate when first hired—was easier.

 

When it comes to the job itself, however, the problem is not to dissect it into parts or motions but to put together an integrated whole. This is the new task.

Even here we know a good deal. We know first that the job should constitute a distinct stage in the work process. The man—or the men—doing one job should always be able to see a result. It does not have to be a complete part. But it should always be a complete step. Final heat treating of a metal part, for instance, is such a step. It contributes something visible, important and irreversible. The worker in charge of the heat-treating equipment will speak of it as “my equipment”—just as the girls in the mail-order plant handling all correspondence with a particular group of customers began to speak of them as “my customers.”

Also the job should always depend for its speed and rhythm only on the performance of the man—or the men—performing it. It should not be entirely dependent on the speed with which the jobs before it are being done. The worker should be able to do it a little faster at times, or a little slower. And in turn the jobs following his should not entirely depend on his speed and rhythm, should not be put under pressure if he does the work a little faster, should not run out of work to do if for a short time he works a little more slowly.


Finally, as the IBM story shows, each job should embody some challenge, some element of skill or judgment. For the women in the aircraft plant this was the demand that the worker read the chart before doing anything. In the mail-order story the girls had to make three decisions—which of thirty-nine form letters to use, which letters not to answer by form letter, and what answer to suggest. Neither the reading of a chart nor the picking out of the right form letter requires great intelligence, higher education or a major skill (though they require literate people used to an industrial civilization). For the workers in question these were, however, real challenges. They kept saying: “On this job something new always keeps cropping up.” Strictly speaking, this was not true at all. What they meant was: “On this job I have to think about what to do reasonably often.” And that is an element each job should have.

The difference between jobs of a lower order and those of a higher order, between low-paid and high-paid jobs should lie in the ratio of routine, repetitive chores to work requiring skill or judgment. It should lie in the difference between the degree of skill and judgment required. It should express the difference in responsibility, that is, in the impact which lack of skill or error of judgment have upon the performance of the whole organization. But there should never be jobs for people, as distinct from machines, requiring no skill or judgment at all. And even the lowliest human job should have some planning; only it should be simple planning and there should be not too much of it.

There will be tremendous variations in practice. In one kind of work many more simple operations should be put together to comprise one job than in another kind of work. The level of skill and judgment needed will vary according to the kind of work, and so on. But in general we can say that the more manual skill is required in an operation, the fewer basic steps should be integrated into a job. The more judgment required, the more basic steps belong together.

Organizing People for Work

So far we have been talking about engineering the work so that it can be best performed by human beings. That is of course, only half the problem. We also have to organize people to do the work.

Scientific Management, as traditionally understood, assumes that people work best if organized like machines, that is, if linked in series. We know now that this is not correct. People work well in two ways: either alone, as individuals; or as a team.

Wherever an integrated job can be laid out as the job of one person, it is fairly easy to organize effectively.

 

The perfect example is the telephone installer. The job is a distinct, integrated whole. It does not require high skill or great judgment; the instruction book deals with practically all situations the installer will encounter. But there is enough skill and judgment to make “every telephone installation a challenge,” as one veteran telephone installer once put it to me. And I have never had the telephone company call up to find out how satisfied I was with the work done for me, have never heard of any attempt to supervise installers, of any need for checking up on their work.

 

The technological changes ahead will greatly increase the number of individual jobs—maintenance jobs, for instance. But the vast majority of jobs will still require that two or more people work together. The team job will continue to be the rule.

Fortunately we know a good deal about the team and how it works. Here are some examples.

 

In packing chocolate candy, teams of two women, sitting across from each other, work together filling boxes. A candy company a few years back introduced incentive pay into this operation under which wages were to be paid at a steeply progressive premium for production above the norm. A production rate of thirty boxes an hour would bring double the base wage paid for twenty boxes, for instance. What happened was totally unexpected. Within a few weeks the workers had organized their own “Stakhanovite” system. On Monday, for instance, the first group of two were out to beat all production norms to get the benefit of the high premium. The four groups on either side of the day’s “Stakhanovites” would keep their own production at the norm—which was easy to reach—and gave their spare time to the “shock-brigade” to enable them to get the maximum production and the maximum pay. On Tuesday the next team of two would be the “shock brigade” with the rest of the room organizing to help them and so forth. This gave the workers the highest possible income—a bigger income than they could get if each group had worked by itself to produce, say, 125 per cent of the norm all the time. (Accidentally it also gave the company the maximum possible output and the lowest per unit cost.)

Another example that parallels some of IBM’s experiences with teamwork is that of an aircraft engine plant during World War II. Because of the pressure of time, the engineers could not work out the full details of every man’s job. Much to their surprise, each group of four or six men, engaged in the key job of setting cylinder heads and pistons into the cylinder blocks, worked out its own organization of the work, its own variations of pace and rhythm, its own group structure. Each of these groups began to compete against all the other groups to see who could do the job faster and with fewer rejects. And invariably the production standards that these groups developed for themselves were a good deal higher than the standards the industrial engineers had considered appropriate.

 

Wherever a job is too big, too complicated or too strenuous to be performed by an individual, it should be done by a community of individuals working as an organized team rather than by a series of individuals linked together mechanically. People who work together form a social group. They build personal relations over and above the work relationship. And when the organization of the work cuts across or runs counter to the group organization and its social demands, it is always the work that suffers.

The first requirement of effective work organization is, therefore, that it make the group and its social cohesion serve performance in the job. At the least, conflict between the two must be avoided.

To achieve this, there must be a job for the group to do, that is, a number of people working as a team must have a task that is an integrated whole of motions, constitutes a definite stage in the process, and contains some challenge to skill or judgment.

Moreover, the individuals must be organized as a true group organized for working together rather than against each other rewarded for their joint as well as their individual efforts, identified for themselves as well as for the people around them as a cohesive social unit, proud of themselves, of each other and of their performance. The work should be organized so that the ability and the performance of one man redound to the benefit of both himself and the whole group and result in greater individual and group performance. The individual motions and their sequence, while predetermined by analysis, should be group motions—with the individuals arranging them within the group as best fits the group needs—changing places, for instance, making a two-man operation out of one originally designed for one man, etc.

Even on the automobile assembly line—the antithesis of efficient group organization—ability to move from operation to operation has been found to increase both performance and contentment. Chrysler found this in experiments conducted during the thirties in which operators moved with the car from operation to operation. Ten years later Charles R. Walker1 found in a new assembly plant in New England that “utility men” who take over temporarily whatever position on the line needs to be filled showed greater job satisfaction and less fatigue; and there was strong evidence that they also did a better job.

Placement

But organizing men for work also means putting the man on the job he will do best.

We have put a great deal of time and money into the selection of workers. Selection is, however, a negative process. It eliminates those who are unlikely to fit. But the enterprise needs more than passable performance. It needs the best performance a man is capable of. And a man needs more than a job he can perform. He needs the job that will provide the greatest scope for his abilities and talents, the greatest opportunity for growth and for superior performance. That the IBM approach to output norms results in intensive efforts by foremen and workers to place each man where he best fits, is considered by IBM executives one of its most valuable achievements.

Where and how a man is placed at any given time decides largely whether he will be a productive employee or not, whether he will add to the economic and social strength of the enterprise or detract from it, whether he will find fulfilment in his work or not. It decides to a large extent how well he is being managed by the enterprise.

General Motors, a few years back, conducted a survey among its foremen under the title: “When do ninety days equal thirty years?” The employee, it was pointed out, who survives his ninety-day probationary period is likely to stay around for thirty years. In deciding where to place the man during the first ninety days, the supervisor thus actually makes a decision for a lifetime.

General Motors rightly emphasized the importance of the decision. But in doing so it only brought out the shortsightedness of our present approach to placement. For one cannot place a man in ninety days.

Many people have a knack of placing themselves. My experience indicates that the great majority of men on an assembly line eventually place themselves where they belong. But it takes years of drifting around and is at best a haphazard, frustrating and time-consuming process. When Charles R. Walker (in the study mentioned above) investigated an automobile assembly plant that had only been in existence for four or five years he found that few of the men on the line really belonged where they were.

Placement as a systematic and continual effort is therefore one of the most important tasks in the management of worker and work. It cannot be done when a man comes to work but must be done after he has had time to get to know the work and to be known. It cannot be done once and for all. Placement decisions must be reviewed continually.

We have a staggering amount of evidence that even on the lowest level, in totally unskilled repetitive work, even in work that appears to be entirely machine-paced, differences in temperament, ability, attitude and skill make a difference to output and performance. We also know that the old assumption that people do not want to work is not true. Man not only lives under the spiritual and psychological necessity of working. He also wants to work at something—usually at quite a few things. Our experience indicates that what a man is good at is usually the thing he wants to work at; ability to perform is the foundation of willingness to work.

Placement should therefore rank high in all businesses. But wherever an enterprise uses any advanced technology, placement becomes absolutely essential. The idea that work could be organized so as to be performed independently of the individual’s contribution, skill or judgment becomes untenable under an advanced technology—such work is done by machines rather than by men. Where more and more men work by themselves and without close supervision, either as individuals or in small groups as maintenance men, repair men, controllers and so forth, output and performance depend on their desire not only to work but to do a good job—and that means on their placement.

It costs, I understand, about sixty-seven dollars per worker per year to maintain the personnel department activities to be found in the typical medium-sized enterprise in this country. Many personnel administrators consider this far too small an amount; it is less than 2 per cent of the total wage bill, or considerably less than it costs to handle any material resource. If we spent only one quarter of this figure on a real effort at placing workers, we would, I am convinced, be well ahead in worker performance and motivation.








CHAPTER 23

MOTIVATING TO PEAK PERFORMANCE


What motivation is needed—“Employee satisfaction” will not do—The enterprise’s need is for responsibility—The responsible worker—High standards of performance—Can workers be managed by objectives?—The performance of management—Keeping the worker informed—The managerial vision—The need for participation—The C.&O. example—The plant-community activities.





WHAT motivation is needed to obtain peak performance from the worker? The answer that is usually given today in American industry is “employee satisfaction.” But this is an almost meaningless concept. Even if it meant something, “employee satisfaction” would still not be sufficient motivation to fulfill the needs of the enterprise.

A man may be satisfied with his job because he really finds fulfilment in it. He may also be satisfied because the job permits him to “get by.” A man may be dissatisfied because he is genuinely discontented. But he may also be dissatisfied because he wants to do a better job, wants to improve his own work and that of his group, wants to do bigger and better things. And this dissatisfaction is the most valuable attitude any company can possess in its employees, and the most real expression of pride in job and work, and of responsibility. Yet we have no way of telling satisfaction that is fulfilment from satisfaction that is just apathy, dissatisfaction that is discontent from dissatisfaction that is the desire to do a better job.

We also have no standards to measure what degree of satisfaction is satisfactory. If 70 per cent of the employees answer “yes” to the question: “Do you think the company is a good place to work in?” —is that “high satisfaction,” “low satisfaction” or what? and what does the question mean? Could any manager answer it with “Yes” or “No”? We can measure the effectiveness of concrete company policies. It makes sense to ask: “Is the scheduling system good enough to enable you to work or do you often have to wait for parts?” It is meaningful to ask: “Is the parking lot adequate?” But “satisfaction” as such is a measureless and meaningless word.

And nobody knows which of the things that we are trying to measure in terms of satisfaction have any impact on behavior and performance, or how much impact they have. Is satisfaction with one’s fellow-workers more important in motivating people to work than satisfaction with physical working conditions? Is either of them important? We do not know.

But satisfaction is, above all, inadequate as motivation. It is passive acquiescence. A man who is deeply dissatisfied may quit; or if he stays, he is likely to become bitter and move into opposition to company and management. But what does the man do who is satisfied? After all, the enterprise must demand of the worker that he do something, willingly, and with personal involvement. It must have performance—not just acquiescence.

The present concern with satisfaction arose out of the realization that fear no longer supplies the motivation for the worker in industrial society. But instead of facing the problem created by the disappearance of fear as the motive, the concern with satisfaction sidesteps it. What we need is to replace the externally imposed spur of fear with an internal self-motivation for performance. Responsibility—not satisfaction—is the only thing that will serve.

One can be satisfied with what somebody else is doing; but to perform one has to take responsibility for one’s own actions and their impact. To perform, one has, in fact, to be dissatisfied, to want to do better.

Responsibility cannot be bought for money. Financial rewards and incentives are, of course, important, but they work largely negatively. Discontent with financial rewards is a powerful disincentive, undermining and corroding responsibility for performance. But satisfaction with monetary rewards is not, the evidence indicates, a sufficient positive motivation. It motivates only where other things have made the worker ready to assume responsibility. One can see this quite clearly when studying incentive pay for increased work. The incentive pay produces better output where there is already a willingness to perform better; otherwise it is ineffectual, is indeed, sabotaged.

The question whether people want to assume responsibility has been mooted for thousands of years. It is being discussed again today in industry. On one side, we are being told by the Human Relations group that people want responsibility; indeed, that they need it. On the other, we are told by management after management that people fear responsibility and shun it like the plague.

The evidence produced by neither side is particularly convincing. But the whole discussion is none too relevant. It does not matter whether the worker wants responsibility or not. The enterprise must demand it of him. The enterprise needs performance; and now that it can no longer use fear, it can get it only by encouraging, by inducing, if need be by pushing, the worker into assuming responsibility.

The Responsible Worker

There are four ways by which we can attempt to reach the goal of the responsible worker. They are careful placement, high standards of performance, providing the worker with the information needed to control himself, and with opportunities for participation that will give him a managerial vision. All four are necessary.

A systematic, serious and continual effort to place people right has already been described as a prerequisite to high motivation. Nothing challenges men as effectively to improved performance as a job that makes high demands on them. Nothing gives them more pride of workmanship and accomplishment. To focus on the minimum required is always to destroy people’s motivation. To focus on the best that can just be reached by constant effort and ability always builds motivation. This does not mean that one should drive people. On the contrary, one must let them drive themselves. But the only way to do this is to focus their vision on a high goal.

Output standards for the average worker are always, of necessity, minimum standards. They therefore inevitably misdirect. They should not even be used as declared minimums with extra compensation for output above the standard, for the worker will still consider the standard as normal. Indeed, the good worker who can easily “beat the standard” is likely to be affected adversely. He will either feel that he has to keep his output down so as not to “put on the spot” his less competent fellow-workers; or he will lose respect for a management that does not know better than to set so absurdly low a standard. And whenever management attempts to raise the standard, he will be the first to complain that he is being driven.

The IBM decision to abolish general standards and to let the individual worker work out his own norm was sound—as its results showed. Its success suggests that industry might go further and set genuine objectives for the worker’s job rather than output standards. Instead of starting out with what a worker can do physically, we might start out with what he needs to contribute. We ought to be able to spell out for each job what it has to contribute to the attainment of the objectives of the department, of the plant, of the company. For the jobs in the new technology an objective in place of a minimum norm will be required; they could not be done otherwise. But even for the machine-paced work in today’s assembly plants, objectives can be set meaningfully if some challenge to skill and judgment is built into the job.

 

To motivate the worker to peak performance, it is equally important that management set and enforce on itself high standards for its own performance of those functions that determine the worker’s ability to perform.

Few things demoralize employees as much as to sit around waiting for work while management fumbles—no matter how much they pretend to themselves that they enjoy their paid rest. Few things constitute such conclusive proof of management’s incompetence in their eyes. To schedule so that there is always work to do for the men is not a minor matter. Nor is having the equipment in first-class condition or maintaining it before it breaks down or repairing it immediately when it breaks down. And one of the most important spurs to worker performance is spotless housekeeping. These activities directly reflect management’s competence and its standards, by making manifest to the worker how good his management is and how seriously it takes his work.

This applies fully as much to salesmen as it does to machine operators, to office workers as it does to engineers. The first test of management’s competence is its ability to keep people working with the minimum of disruption and the maximum of effectiveness. There are few worse cost leaks than the office manager who keeps his staff waiting in the morning until he has read and sorted the mail—only to put pressure on them in the afternoon to make up for lost time. No union speaker can curtail output as effectively as the foreman who keeps workers standing around while he hunts in the tool-room for a replacement part he should have procured a week ago. Nothing damages morale as much as the chief engineer who hoards a few men “just in case” and keeps them employed on “made work.” Any such lack of sound planning lowers the men’s respect for management. It convinces employees that the company does not really want them to perform, and destroys their willingness to exert themselves. Only one common saying is more damning to a company than the proverbial “They let you get away with murder around here.” It is: “It’s just like the Army; hurry up and wait.”

A wise plant manager once told me that he didn’t want his foremen to do anything except to keep their department and the machines in it spotlessly clean, always to schedule work three days ahead, to insist on the newest equipment available and to replace tools before they gave out. His successor has brought in a whole array of Personnel Management techniques and gadgets, spends time and money on selecting his foremen and even more on training them, and pelts them with Human-Relations talks—and yet he has never been able to equal his predecessor’s production record.

Keeping the Worker Informed

To measure work against objectives requires information. The question is not: How much information does the worker want? It is: How much must the enterprise get him to absorb in its own interest? How much must he have to allow the enterprise to demand responsible performance of him, and when should he get it?

The worker should be enabled to control, measure and guide his own performance. He should know how he is doing without being told. The rules for procedures and information that apply to managers apply to workers as well.

But the enterprise must also attempt to have the worker take responsibility for the consequences of his actions. He should know how his work relates to the work of the whole. He should know what he contributes to the enterprise and, through the enterprise, to society.

I realize that it is not easy to provide the worker with the necessary information to do his own job. It requires new techniques. The figures themselves are usually on record, but new tools are needed to get them speedily to the worker whose work they measure. He alone can do anything about them. And if he lacks information, he will lack both incentive and means to improve his performance.

To provide the worker with information on the enterprise and his contribution to it is even harder. For most of the conventional data mean nothing to him, especially if presented in conventional form and with the conventional time lag. Still, management must try to convey this information—not because the worker wants it but because the best interest of the enterprise demands that he have it. The great mass of employees may never be reached even with the best of efforts. But only by trying to get information to every worker can management hope to reach the small group that in every plant, office, or store leads public opinion and molds common attitudes.

The Managerial Vision

Placement, performance standards and information are conditions for the motivation of responsibility. But by themselves they do not supply this motivation. The worker will assume responsibility for peak performance only if he has a managerial vision, that is, if he sees the enterprise as if he were a manager responsible, through his performance, for its success and survival. This vision he can only attain through the experience of participation.

We hear a great deal today about “giving” people pride in their work and a sense of importance or accomplishment. Pride and accomplishment cannot be given. People cannot be made to “feel” important. The president who writes letters to the workers as “dear fellow employees” will not make them feel more important; he will only make himself look foolish. Pride and accomplishment, further, cannot be created outside of the job and work, but must grow out of them. A “service pin” for twenty-five years’ faithful work may be highly treasured by the recipient. But it will be appreciated only if it is an outward symbol of a reality of accomplishment in the job; otherwise it will be resented as hypocrisy.

People are proud if they have done something to be proud of—otherwise it is false pride and destructive. People have a sense of accomplishment only if they have accomplished something. They feel important if their work is important. The only basis for genuine pride, accomplishment and importance is the active and responsible participation of people in the determination of their own work and in the government of their own plant community.

An impressive example was recently provided by the employes of the Chesapeake & Ohio Railroad. Here is the story as reported in Business Week (November 14, 1953).

 

This week, a batch of Chesapeake & Ohio Ry. employees traipsed into the plush meeting room of the road’s board to demonstrate their pride and joy: a big-scale model of how they think the Huntington (W.Va.) shops should be remodeled.

The model was a labor of love run up during six weeks’ intensive work—a lot of it on their own time—by some 60 blacksmiths, electricians, carpenters, metalsmiths, engine hostlers, and apprentices. One measure of the scope of their effort: C&O brass had figured that a similar planning job would take from 30 months to three years.

The idea sprouted when C&O realized it would have to re-do the 60-acre facility at Huntingdon to take care of diesel locomotives. Men in the 11-acre shop building—it houses the wheel, electric, coach, blacksmith, battery, and related shops—began talking over the project at their lunch hour.

They were fed up with the existing setup, built in 1928 and poorly laid out in the first place, according to E. E. Slack, the supervisor. One example: The wheel shop was half a mile from the optimum site, wheels had to be trundled that distance.

That noon talks soon got down to cases; everyone told how he would cure the bugs in his own setup. Slack, the boss, listened and took notes. He had a draftsman get the ideas down on paper, then invited all hands to get in on the mass planning. The end product was the scale model that was shown to the directors this week.

There are some pretty persuasive arguments in favor of the plan, quite apart from the fact that it would make the workers happy. For one thing, estimated costs of the whole conversion job are around $2.5-million. That’s a more heartening prospect than the $10-million to $15-million that management had expected to have to spend.


Of course, one rarely has to rebuild the entire shop. But management always has the problem of designing the individual job, the work of one man or that of a group.

The job should always be broken down into its constituent elements, always be laid out in logical sequence of elements. But there is no reason why this analysis has to be made for the worker by the engineer—other than the superstition of the divorce of planning from doing. We have overwhelming evidence that there is actually better planning if the man who does the work first responsibly participates in the planning. This is the essence of the technique known as “work simplification” which has been used with conspicuous success for thirty years. Wherever it is applied the results are the same: better engineering of the work, better performance and disappearance of the resistance to change. It is no accident that the Chesapeake & Ohio shops had adopted a work simplification program several years before their workers took the initiative in redesigning the entire plant.

The Plant Community Activities

But participation in setting one’s own job is not the only way of acquiring managerial vision. The worker must also have opportunities for leadership in the plant community as the best means of acquiring actual managerial experience.

The qualities that make a man a leader and respected in his plant community are often not the qualities that fit a man for promotion to a management job. Yet, promotion is the only way in which the enterprise can normally recognize and reward. No matter how abundant the promotional opportunities, no matter how fair the promotional system, some of the most generally respected leaders are likely to go unpromoted, will be disappointed and driven into opposition in order to exercise their leadership. It is no accident that so many of our union leaders chose the union career because the enterprise did not reward their leadership abilities through promotion.

Walter Reuther is, of course, the outstanding example. There is little doubt—perhaps not even in his own mind—that his conviction that the free-enterprise system is not much good rests on the premise that a good system would have found and used such leadership abilities as his. But I also know a number of railroad union officials —ultra-conservative men in temperament and outlook—who trace their interest in union work to their failure to get the recognition of a promotion into management.

In every business there are opportunities for workers—while remaining workers—to acquire managerial vision. In every business there are dozens of activities that are not business activities but plant-community activities. These must be run by somebody. But they have often only the most incidental relationship to the business, and the most peripheral impact on its success. They need not, therefore, be run by management. Some such activities are the Red Cross Blood Bank or the Christmas Party, shift schedules or safety programs, the cafeteria or the employee publications. Each of these activities by itself appears to be of minor importance, but in the aggregate they present a large area of responsibility. To the employee these activities are important, if only because they affect his social life directly.

There is also a whole area of information services which employees could perform for themselves. An annual report for employees is issued; an employee handbook is written for new employees. There are training courses to be given on new techniques or new skills, on serving customers or answering telephone calls.

To have management run these things instead of forcing the responsibility onto the employees deprives the enterprise of its best opportunity to imbue its employees with managerial vision. But it is also poor business. Management has enough to do without adding non-business activities to its business responsibilities. To run community activities well requires time and a large staff. Control of these activities by management, instead of making employees eager and able to perform better, invariably creates additional targets for criticism and discontent. Has any management ever gotten anything but complaints about the way it runs the cafeteria?

Let me make one point clear: I am convinced that in managing the business employees as such cannot participate. They have no responsibility—and therefore no authority. Nor do I want to see more community activities in the typical business—in fact. I think that in many businesses we could well do with fewer than there are today. I do not advocate more staff people, constant meetings or any of the other symptoms of organizational dropsy. I advocate only that those things which are desirable anyhow, be done sensibly—with less staff and by the plant community itself.

Standards for these activities ought to be high. Indeed, they offer an excellent opportunity to drive home the meaning of genuine standards of performance. But the actual responsibility for their discharge ought to be imposed on the plant community and its members. They ought to become the means by which the worker acquires the motivation to peak performance that can only result from his attaining the managerial vision.

 

To develop the effective alternative to fear as motivation of the worker will not be easy. But it has to be done. We have today the engineering knowledge to design individual and team jobs for peak performance. We have the social knowledge to organize men for effective work. In the new technology we have a system of production and distribution that will again give scope to the worker’s ability, drive and desire for accomplishment. Without the worker’s desire for performance these opportunities will not, however, become fruitful. That fear is gone is all to the good. But the absence of fear is not enough. We need positive motivations—placement, high standards of performance, information adequate for self-control, and the participation of the worker as a responsible citizen in the plant community.

 

I called the preceding chapter a “manifesto” and the same could be said of this one. Both chapters are indeed programmatic; for though there exist many partial examples of the successful management of the worker and his work, the whole job has not, to my knowledge, been tried in any one place.

We know a good deal already. We know what we ought to do—at least we know that much more can be done than we are doing today. Certainly we have reason to expect—if not to demand—that, twenty years hence, what is now goal will have become accomplishment, what is now manifesto will have become history.








CHAPTER 24

THE ECONOMIC DIMENSION


Financial rewards not a source of positive motivation—The most serious decisions imminent in this area—An insured expectation of income and employment—The resistance to profit—Profit-sharing and share ownership—“No sale, no job.”





I HAVE intentionally postponed any discussion of the economic relationship between enterprise and worker. Not that it is of minor importance. But financial rewards, as already indicated, are not major sources of positive motivation in the modern industrial society, even though discontent with them inhibits performance. The best economic rewards are not substitutes for responsibility or for the proper organization of the job. Yet, conversely, non-financial incentives cannot compensate for discontent with economic rewards.

It is in this area that we may face the most serious immediate decisions. If only because of the union demand for the “guaranteed annual wage,” the next few years may well determine whether we can resolve economic conflicts to the lasting benefit of enterprise, worker and society, or will instead aggravate them for years to come.

The main problem is not one of high or low wage rates. It is not even primarily one of wage differentials, powerful though resentment against “wrong” differentials may be. The real problems lie much deeper.

The first of these is the conflict between the enterprise’s view of wage as cost and its demand for wage flexibility, and the employee’s view of wage as income and his demand for wage stability. This conflict can be resolved only by a predictable wage and employment plan.1

To demand or to give a guarantee of absolute employment security—the “guaranteed annual wage” of current union propaganda—is as inane as to promise a man that he will never die. It is less than worthless; for it could not be honored when the worker needs security, that is, in a depression. And its spread, by making the whole economy rigid, would make a depression inevitable and twice as severe. The danger is clearly shown by the experience of Italy with such a promise of “guaranteed employment.” In the bleakest days after the Italian collapse in World War II when Communist victory seemed all but inevitable, the Italian Government enacted a law which forbids employers to dismiss regular workers except when the business is in extreme economic distress. As a result nobody in Italy hires people; for once they have been hired they become right-away regular workers and are permanently on the pay roll. Companies prefer to forego expansion rather than hire more men. Even though there is an acute power shortage in the industrial areas of Northern Italy the power companies, for instance, are stretching out their building programs rather than hire additional men into construction gangs where there would be no work for them after five years or so. This law enacted to prevent unemployment—and perhaps necessary under the conditions of 1945 or 1946—has become one of the major causes of large-scale unemployment in Italy. Yet nobody dares say so in public, let alone suggest that the law be changed or repealed; since it is labeled “a guaranteed employment law,” it has become the holy of holies of the labor unions and completely sacrosanct.

What is needed is not the promise of immortality that is the unions’ traditional “guaranteed annual wage.” What is needed is a life-insurance policy. And that can be given.2

Most companies can anticipate on the basis of their own past experience the worst drop in employment likely to occur within any twelve-month period. (For most American businesses the worst such drop came in 1937–38.) On the basis of this experience the probable worst for today’s workers can be worked out. That alone would give an expectation of employment and income that goes far beyond workers’ expectations. Only a small minority of enterprises has ever experienced a drop of one third in the hours worked within a twelve-month period; and even a one-third drop means that 80 per cent of the workers can expect to work 80 per cent of their present hours during the twelve months ahead. And 80 per cent of present income is enough of an expectation to allow them to budget.

Once we have such an expectation we can actually insure it and thus limit the risk for enterprise as well as for employee. Of course, there is always the danger of the unpredictable catastrophe. An insured expectation of employment and wages will not protect jobs if a business goes bankrupt or a whole industry collapses. But this is like saying that fire insurance is no good because it does not cover damage done by tornadoes.

We have enough experience by now to know that, properly done, stabilizing employment and wages directly benefits the enterprise and cuts costs of operations. It is not a philanthropic venture and should not be tackled as such. Indeed, the most successful predictable wage and employment plans have grown out of attempts to reduce costs by stabilizing operations.

 

One example is that of maintenance operations on a railroad. Maintenance work used to be conducted according to current income. This meant, however, that most work was done when traffic was high—that is, when maintenance workers often spend more time standing by for passing trains than on their work. By putting maintenance work on a fixed budget and by scheduling the peaks for periods of slack traffic, costs were cut by well over a third. And employment could be stabilized with a maximum fluctuation of 10 per cent or less for any twelve-month period.

 

The new technology will force the enterprise into stabilizing employment. Not only will automatic equipment have to be run at a continuous rate as nearly as possible, but the highly trained and skilled employees will represent an almost irreplaceable investment. In its own interest the enterprise must do everything possible to keep them in its employ—regardless of economic fluctuations.

The modern economy offers for the first time in human history the opportunity to resolve the age-old conflict between economic flexibility and economic security. It can be resolved so as to greatly strengthen the enterprise and reduce its economic burden. The IBM example alone proves this.

But if management fails to realize this and to act accordingly, something like the “guaranteed annual wage” will be forced on it. We justly stress that in a modern industrial society the worker becomes “middle class.” But the symbol of middle-class position has always been the weekly or monthly salary that is the regular, expected, stable income—the most visible symbol of the “proletarian,” the hourly or piece wage.

We also know that security of continuing employment is the one really important security to most employees. Next to it all the other security gains, such as old-age pension or medical care, pale into insignificance. Whether our unions demand an employment guarantee this year or next, it is bound to come simply because it corresponds to social reality. Management has only the choice between an employment and wage prediction that benefits the enterprise and the worker, and the “guaranteed annual wage” that hurts both; between a resolution of the old conflict that will strengthen the enterprise, and a phony promise of economic immortality that can only create new bitterness and further conflict.

The Resistance to Profit

A predictable income and employment plan may also be the key to overcoming the deep-rooted resistance to profit. There is no greater danger to a free economy than the hostility of employees toward profit. Most of the remedies we have used on the disease so far have turned out to be only palliatives.

Profit-sharing would appear to be the obvious solution. It has now been tried for well over a century, however, and the results, especially in the large enterprise, are not encouraging. As long as an enterprise makes big profits so that the workers get large shares, the plan is popular enough. But the real job is to convince workers that there is an ever-present danger of loss, that therefore profit is necessary to build their own future job and their livelihood. And this profit-sharing does not do. On the contrary, in its customary form (under which the worker gets an annual dividend), it tends to convince workers that making a profit—a big profit—is easy if not automatic. It may make them feel that the profitability of their company is a nice thing to have. It may even convince them that the way they perform themselves has something to do with the size of the check they get at the end of the year—though the evidence is not such as to impress any but the most convinced devotee of profit-sharing. It does not, however, make employees understand the function of profit. It does not make them accept profit as absolutely necessary—the only alternative to loss and economic decline. Profit-sharing may ease the problem; and anything that does that is welcome. But in its present form, at least, it is not the answer needed (and needed even more in the class-war ridden countries of Continental Europe than in this country).

Similarly, while widespread share-ownership is in the interest of enterprise and society alike, the belief that a worker will change his attitude toward profits because he now owns ten or twenty-five—or even a hundred—shares of stock in the company is a naïve illusion. His opposition goes much deeper than his economic interest; it is grounded in his resistance to having his own individual purposes and objectives subordinated to the impersonal objectives and laws of the enterprise. Even total worker-ownership is no answer, as the experience of all worker-owned or nationalized enterprises shows. That in a decade or two the bulk of the shares of America’s publicly owned companies will be in the hands, directly or indirectly, of the employees, their pension trusts, investment trusts and life-insurance funds, will not change the employees’ resistance to the principle of profit.

The reason for the ineffectiveness of these well-meaning and serious attempts is probably that they focus away from the worker’s job. Yet, the job is his stake in the enterprise. He must therefore be brought to realize that his job depends on profits, is made better, more secure, more enjoyable through them. The aim of all schemes to make the worker accept profits is to make him feel like an “owner.” Yet, the job is the worker’s real ownership in the enterprise—profit-sharing or stock-ownership are extras and as such very nice, but hardly central.

As long as the purpose of the enterprise is seen by the employee as making a profit, he will be convinced of a basic divergence between his interests and those of the enterprise. He will also be confirmed in the ancient superstition that production produces a profit, that, in other words, he produces it. And no argument in the world will make him see the fallacy of the hoary contrast between “production for use” and “production for profit.” But if the purpose of the enterprise is to create a customer, then there is harmony instead of conflict. For there can be no job if there is no sale, any more than there can be a sale if there is no job.3

Perhaps when the IBM management decided in the thirties that it had to find new markets because it was responsible for maintaining employment, it provided a clue to the solution of this problem. For this decision converted profit from something that the worker supplies and the company takes from him, into something that the market supplies and both company and worker need equally. It made workers see that their real stake in the company was identical with the welfare of the company. And it made them see that both required profitability.

Profit-sharing may well be used to strengthen an effort to anticipate employment and income. Indeed, my experience leads me to believe that this, of all possible uses of profit shares, is the one employees want the most. But that is in all probability secondary—as is any attempt to give the employee a share in profits as such. What is probably central is management’s commitment to the attempt to maintain jobs, and the direct and visible connection between the enterprise’s success and the worker’s job security which it creates. (This commitment should, I believe, be kept to what experience indicates can be delivered, that is, to the employment and income that past experience makes appear reasonable. And even this anticipation I would guarantee only up to a specified amount of risk—against which it is then possible to take out insurance or to set aside contingency reserves in good times. I would, in other words, advise managements to be more conservative than IBM was twenty years ago.)

But the approach is basically sound and effective. It shows that the interest of enterprise and of employee are in harmony. It shows that management in serving the interest of the enterprise serves the employee as well; that indeed management considers itself hired to procure and safeguard the jobs of the employees. It shows, above all, that profitability is an absolute necessity for the employee and for his stake in the enterprise: his job.

Obviously we lack knowledge and experience in this area. So far we can only sketch out the approach; how to do the job we still have to learn. But, after all, it is only in the last few years that we have acquired the basic economic insights to make the worker himself see that his own interest requires not that he ask: “Are profits too high?”, but always: “Are they high enough?” “Economic education” also will not give him this understanding—even if it is real education rather than propaganda. It requires clear actions on the part of management to establish visibly and simply the harmony of purpose between enterprise and worker, their mutuality and their common dependence on adequate profitability.
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THE SUPERVISOR
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THE first-line supervisor is not, as the overworked catch phrase has it, “management to the worker.” The engineering of the job and the organization of people for work; the presence or lack of proper motivation; the employee’s economic relations to the enterprise; the spirit, principles and practices of an organization, are not determined by the supervisor or even greatly influenced by him. They originate in top management—and the worker knows it. Even the best supervisor is no substitute for poor principles and practices in managing workers. To overemphasize his importance, as current management oratory tends to do, may cause harm; for it sometimes leads management to content itself with haranguing the supervisor to do a better job in the mistaken belief that it is thereby discharging its responsibility for managing workers.

Yet, the first-line supervisor (whether called “foreman,” “chief clerk” or “section manager”) alone can really bring to management what the worker needs for peak performance. On his ability to plan and schedule depends the worker’s ability to work. His performance in training and placing makes the difference between superior and mediocre performance of the work.


The first-line supervisor has to schedule so that the work flows evenly and steadily. He has to see to it that the men have the equipment to do the work, that they have the proper surroundings to work in and that they have an organized team of fellow-workers. He is also responsible for their being willing and capable of doing the work. He has to set objectives for his group that are focused on those of the entire enterprise. From these objectives he has to develop, together with the men themselves, the objective for every single man’s performance. He has the main responsibility in placement. He has at least the first responsibility for developing all of the leaders that can be found in the group.

Today’s Confusion

These specifications are much more modest than those often given today for the supervisor’s job—specifications that call for a universal genius. There is no mention here of counseling workers, none of being competent to impart economic education to them, none of representing and explaining management to the workers. Yet they are specifications for a big job requiring a capable man of real stature.

Few supervisors will be found whose job is so designed as to enable them to live up to these specifications. For the supervisor’s job has not been designed, or even thought through. In American business at least it is a hodgepodge—the end product of decades of inconsistency. Everybody knows, or says he knows, what the supervisior should be doing. He is expected to be a clerk shuffling papers and filling out forms. He is to be the master technician or the master craftsman of his group. He is to be an expert on tools and equipment. He is to be a leader of people. Every one of these jobs he is expected to perform to perfection—at four thousand dollars a year.

Worse still, while management tends to preach that the supervisor’s first duty is human relations, it tends to promote a supervisor for keeping good records. No wonder that the few attempts made so far to find out what the supervisor is actually doing have discovered that he rushes around doing forty to fifty different and largely unconnected things without knowing which to concentrate on. We may talk about the supervisor’s being part of management; we may paint in glowing colors the importance and dignity of the job. The reality is, alas, much closer to the picture drawn by that supreme realist, the local union leader, to whom the supervisor is management’s errand boy who cannot make a decision, who is always in the wrong and who has to be by-passed to get anything done.

This confusion has its roots partly in the origin of the supervisory job. It is a hybrid. One parent is the “master” of old who was the real boss. As recently as 1880 there were plants in New England where the first-line supervisor was a genuine entrepreneur bidding on a job of production, hiring his own men, organizing them for work as he saw fit and making his living out of the difference between his bid and his actual costs. But the supervisor’s job also grew out of the old “lead man” of a gang of ditchdiggers or tow-rope pullers who was the “fore man” because he had the forward position in the gang, and whose authority consisted mainly in chanting the “one, two, three, up” that set the speed for the group. (The German word “Vorarbeiter” or the British “charge hand” bespeak this origin even more clearly than our “foreman.”) From the master craftsman the supervisor of today has largely inherited what is expected of him. From the lead man he has, however, largely inherited his actual position.

On top of this we have, over the years, systematically taken out of the job everything that was not nailed fast. The organization of the work of the men under him has largely become the responsibility of the industrial engineer. The management of people, their selection, their placement, their training, their payment has been taken over increasingly by the personnel specialist. Inspection, quality control, cost accounting have all made inroads on the foreman’s job. Finally, the coming of the union has deprived him of his disciplinary control. What is left is a collection of rainbow-hued tatters that will never make a garment.

Finally, recognizing that there was trouble, we have, since the middle twenties, tried to make the job more manageable by cutting down on the number of people a supervisor manages. Thirty years ago the typical supervisor in manufacturing industry was responsible for the work of sixty or more people. Today the typical production supervisor has no more than twenty to twenty-five men under him.


There is no doubt that the job badly needs to be made manageable. But cutting down the size of the work group does not accomplish this. In the first place, the supervisor’s problem is not that he has so many people under him; it is that he has so many things to do without knowing which are important. Secondly, cutting down the size of the group also cuts down the status of the job. It makes it practically impossible to provide the help to free the supervisor of non-essentials, for instance, record keeping and filling out reports. Above all, it diminishes the supervisor’s ability to represent the worker to management.

In other words, the problem is not the supervisor’s span of control. It is his span of managerial responsibility. He is responsible for far too many things (in a recent study made by the U.S. Army1 forty-one different activities were found to be within the typical production supervisor’s job.) At the same time he has neither the authority nor the status, let alone the time, to discharge his responsibility.

Making the supervisor’s unit smaller does not solve the problem; indeed, it aggravates it. The only way to solve it is to set the job up properly.

What the Supervisor Needs

What the supervisor needs to discharge his job is first of all clearcut objectives for his own activity. These objectives must be focused directly on the objectives of the business. Like all true objectives, they must contain goals both in terms of business results and in respect to the realization of basic beliefs and principles. They must balance the requirements of the immediate and the long-range future.

The supervisor needs the authority that goes with the responsibility for reaching these objectives. He needs knowledge about the company’s operations, its structure, its goals and its performance without which his own objectives cannot be meaningful. He needs the means to reach these objectives and the measurements that focus on their attainment. In fact, everything that is necessary to achieve the objectives of his department should be under his control—otherwise he cannot be held responsible.

 

Secondly, the supervisor needs adequate promotional opportunities and a rational promotion system based on clear performance standards.

The lack of promotional opportunities is probably the most serious complaint of supervisors—and their most justified one. As many as 70 per cent of all supervisors in certain surveys say flatly that they see no opportunities for promotion no matter how well they do their job.

Depriving the supervisor of promotional opportunities is a criminal waste of human resources. Here are the people who have proven that they know how to do the things any enterprise needs, such as planning and scheduling or leading, training and placing people. Yet every company I know complains bitterly that it cannot find men with these qualities. To search constantly among the supervisors for men to become managers or technical specialists would seem to be obvious necessity.

Promotional opportunities for the supervisor are also important for his performance as a manager of workers. They largely determine whether he will be motivated to strive for peak performance, or whether he will just try to get by and stay out of trouble. It is not necessary that each supervisor be promoted; no matter what we do, the percentage of supervisors actually promoted will always be limited. But it is essential that supervisors know that there are opportunities for the man who performs well. It is important that they do not feel—as most of them, at least in manufacturing industry, seem to feel today—that it makes no difference to their future how well they do their present job.

Not to give adequate promotional opportunities to the supervise is a blow at the foundations of a free society, and a denial of the social responsibility of the business enterprise. For the strength and cohesion of a free society rest on the reality of its promise of equal opportunity. And in industrial society this means the chance to rise from worker into management according to ability, performance and effort. That in this country the job of supervisor has always been both the opportunity for the worker and the first rung on the management ladder explains in no small extent the absence of classes and class war.

For this reason, too, supervisors should be recruited from the rank-and-file. Denying the rank-and-file worker opportunities for promotion to supervisory jobs undermines his motivation. It is as incompatible with our social beliefs as is the denial of promotional opportunities to supervisors. Such a recruitment policy is also the only way to get good supervisors. There exists no acceptable substitute in the preparation of a supervisor for the actual experience of working as one of the team. The present trend toward staffing supervisory positions with boys out of college is basically irresponsible and anti-social. The same is true of the growing tendency to reserve higher management and specialist positions for college graduates recruited as “management trainees.” I am old-fashioned enough to object to this on the grounds that education should confer duties rather than privileges. And I resent the theme of the propaganda campaign put on by some schools that education offers a bypath that leads around the need for performance and directly to position and income. Such a policy is contrary to the enterprise’s social responsibility. It is contrary to its own needs for maximum utilization of its human resources. It is contrary to its needs for supervision capable of peak performance. It is the lazy man’s way out of doing a job. And as always the lazy man’s way causes more trouble and work in the end.

Manager development must therefore begin with the supervisors. And in the filling of middle-management and technical jobs the supervisors must be fully considered. The best preparation for most of the technical jobs in industrial engineering, in quality control, in production scheduling is successful performance as a first-line supervisor. Whatever specialized technical knowledge is needed can be acquired by the able supervisor in a training course. But the most important knowledge for these jobs—of the organization; of the needs of workers, supervisors and operating managers; of the place of technical activity in the work of the whole—one learns best in performing the job of a first-line supervisor.

 

Finally, the supervisor needs manager status. His own job must be meaningful enough in itself. It must be big enough to enable him to represent his men upward. He must hold such a position that management listens to him and takes him seriously. Indeed it could be considered prima facie evidence of poor organization of the supervisor’s job if management has to make special efforts to give him a hearing—as so many do.

What the Job Should Be

The IBM example shows us what the supervisor’s job should be. Indeed, there is probably no area in managing worker and work where business could learn as much from the experience of IBM as in the organization of the supervisor’s job.

The first lesson is that the supervisor’s job must be a genuine management job. The supervisor must carry a large measure of responsibility. At IBM, as manager of a project, he is responsible for getting a new design into production. He is in charge of working out individual output norms with his men. He is in charge of the scheduling of tools, materials and parts. That the supervisor should not be a “worker” himself is generally recognized; indeed, many union contracts forbid him to touch a machine except to repair it. But it is not sufficiently understood that he must be genuinely a manager, with significant planning and decision-making responsibility. Indeed, his job should be so big that it can have genuine objectives derived directly from the objectives of the business, and that its performance and results can be measured by their contribution to the performance and results of the business.

The second lesson is that the supervisor must have control over the activities needed to discharge his responsibility and must have adequate personnel to handle them. Even at its best a supervisor’s day will always remain crowded. But if he is to do his job reasonably well, he simply has no time to fill out those printed forms on which most supervisors today spend up to one third of their time. For these he needs a clerk; IBM incidentally supplies him with one, known as “dispatcher.”

He also has little time for the routine training of people in work with which senior workers are thoroughly familiar. He has enough to do in planning and scheduling, keeping materials flowing and equipment in good condition (which together account for well over half of the activities of the successful production supervisor, according to the U.S. Army study quoted above). The rest of his time is fully occupied in personal contacts with his men on their problems, in work with the men on new techniques or processes, in keeping the men informed, in training new men and so on. He needs, in other words, one or more trainers—IBM’s “job instructors.”

But the supervisor also needs technical services. He may need help with industrial engineering, methods, cost accounting. He may need someone to keep track of the details of scheduling or of tool supply and machine repair. These are service functions to the supervisor. Like all service functions they should be discharged by someone on his own staff; for it is the supervisor who is responsible for performance.

Another lesson from IBM is that we have to reverse the trend toward narrowing the supervisor’s authority. At IBM the supervisor hires, recommends, discharges, trains, promotes and schedules. And he alone handles all the relations of his department with the company, for instance, with the personnel department. Of course, all his decisions on people should first be reviewed by his superior—a rule that applies to all personnel decisions made by any manager. And the subordinate should always have a right of appeal. But the decisions themselves should be the supervisor’s; otherwise he lacks the authority he needs to discharge his responsibility.

We have a great deal of additional evidence of the need for a larger scope for the supervisor and of the impact this has on his effectiveness.

 

A large automobile assembly plant recently switched from central hiring to hiring by the individual supervisor. The employment office still interviews, screens and tests applicants. But the supervisor makes the decision; and he is always sent several candidates for any job opening. The result has been a noticeable improvement in output. Supervisors explain it first by the improvement in placement. “I can pick the man who is just right for the job,” is their typical comment. Secondly, they feel—and so do the men—that a worker knows much better what is expected of him when he is hired by the foreman. “The Employment Office,” one union officer commented, “will always talk to a man about the marvelous opportunities, and about the good pension plan and the medical insurance. It won’t tell him much about the job—it knows nothing about it. The supervisor, on the other hand, will tell a man realistically what he is expected to do and what’s in it for him. As a result we have neither the wise guys who start out with a chip on their shoulder nor the disillusioned innocents who quit when they find out they aren’t going to be plant managers in six weeks.” And, finally, there has been a real improvement in union relations. For years the plant had been plagued by minor but painful union friction. Union relations at the top are still anything but good; but in the plant the supervisor can now operate without every step’s becoming a union grievance, a precedent for the entire plant and cause for a slowdown.

 

Finally, the supervisor’s unit should be much larger in numbers than it tends to be at present. The number itself will of course, vary with the circumstances of the job. But by and large we should aim at supervisory units at least twice and perhaps three times as large as those we now have. This will give the supervisor the status he needs to represent the worker in management. It will prevent his “supervising” people; instead, he will have to manage by setting objectives for his men, by placing them, training them and planning and scheduling their work. It will also allow us to pay a supervisor a decent management salary instead of the “10 per cent above the highest-rated rank-and-file job” that one finds today—a phrase which in itself reveals the gulf between reality and the fantasy of the supervisor’s being management to the worker. (Yet, the larger salary for fewer supervisors will cost less money than today’s low salaries for too many, even if the bill for the supervisor’s new staff is included.)

If the supervisor has a genuine manager’s job; if he is adequately supported by his own staff; if he has real authority; and if his unit is big enough—then his job will have become manageable again. Indeed, he will have much more time to work with his people than he has now. And he will know what work to do.

And the supervisor’s job can again become the major gateway to opportunity it has traditionally been in this country. Being a “job instructor” trains a worker for a job as supervisor and tests him in actual performance. It is no accident that IBM is not much concerned with the problem of selecting candidates for supervisory positions—a problem that plagues practically every other manufacturing company. It is no accident that IBM management does not have to worry about the acceptance of a new supervisor by the men whose colleague he was only yesterday; accomplishment as “job instructor” is regarded by the work group as a fair and rational criterion for promotion. Finally, IBM only rarely has to demote a supervisor for failure to perform. Yet, in other companies in the same field it is not unusual to have two out of every four new supervisors fail—despite extensive training courses both before their promotion and on the job.

But perhaps even more important is the fact that proper organization of the supervisor’s job alone can again make it possible to promote men as a matter of course from supervisory into managerial positions of greater responsibility. Today’s supervisor may be an excellent manager in face-to-face relations with his men. But he is not being prepared to manage through setting objectives, through organizing work and jobs, through planning—in other words, through managing a component rather than through personal relationship. Yet, as soon as a man moves to a managerial position of greater responsibility he has to be able to manage a component, to set objectives, to organize, to plan. Even in the properly organized supervisory job the emphasis will be—and should be—on face-to-face relations. But there will be enough of conceptual, analytical, integrating management in the job to train the supervisor for larger responsibilities and to test him in actual performance.

 

If it be argued that, in the guise of making it manageable and meaningful, I propose to abolish the “supervisor’s job,” I would answer that this is indeed my intention. What the enterprise needs to obtain peak performance from the worker is a manager instead of a supervisor.

I do not like to quarrel with terms as such. But the term “supervisor” describes the opposite of what the job should be. I believe the term itself to be such an impediment that it would be better to change it to “manager” altogether (as IBM has done and as General Electric considers doing). Otherwise the old “gang leader” concept will continue to trip us up.

No matter what term we use, the job itself should make clear beyond doubt that its holder is the legitimate successor to the master craftsman of yesterday—a master craftsman who, instead of plying the trade of shoemaker or stonemason, practices management.








CHAPTER 26

THE PROFESSIONAL EMPLOYEE


Are professional employees part of management?—Professional employees the most rapidly growing group in the working population—Neither management nor labor—Professional employee and manager—Professional employee and worker—The needs of the professional employee—His objectives—His opportunities—His pay—Organizing his job and work—Giving him professional recognition.





SUPERVISORS are not alone in being described as part of management. The same assertion is made for—and usually by—the professional employee. And as in the case of the supervisor, the fact that this assertion has to be made bespeaks growing uneasiness over the organization of the work of the professional employee and the way he is being managed.

Professional employees constitute the most rapidly growing group in the business enterprise. At the end of World War II, for instance, seventy-five industrial companies in the U.S.A. had research laboratories employing more than a hundred professional people apiece. At that time this was considered by many a wartime phenomenon abetted by excess-profits tax largesse. But five years later, at the outbreak of the Korean War, the number of such large research laboratories in American industry had almost doubled. Counting large and small together, we now have well over three thousand industrial laboratories engaged in scientific research.

The scope of professional employment has also been widening steadily. To the layman—and to a great many businessmen—“professional employee” still means research engineer or chemist. But in addition to the physicists who have entered industry so spectacularly during these last ten years, business today is employing thousands of geologists, biologists and other natural scientists, and at least hundreds of economists, statisticians, certified public accountants and psychologists—not to mention lawyers.

The new technology will greatly accelerate the trend and again widen the scope of professional employment. In addition to creating entirely new fields of research engineering, it will bring into the business enterprise in large numbers mathematical economists to study market and income patterns, experts in logical methods and mathematicians.

Wherever I go I find concern with the proper organization of these professional and technical experts.

 

The article I published on the subject (“Management and the Professional Employe,” Harvard Business Review, May-June, 1952) has, for instance, brought more demands for reprints than almost any other of my articles on management subjects. After every talk before a business audience—whatever the subject—somebody asks: “How can we manage the professional specialist?” Almost every large company I know is working on the problem. And it seems to be as acute in non-business organizations—for instance, in the Armed Services—as it is in business.

 

Yet so new is the phenomenon that we do not even really know what to call the professional employee. Only General Electric has coined a term; it calls these men “individual professional contributors.” Debatable as the term is (for these people usually do not work individually but in teams), it will have to do until a better one comes along.

Even the best term for the professional employee would not show us what the problem is nor how to tackle it; it would show us only that a problem exists.

Neither Management nor Labor

Whenever it is asserted that the professional employee is “a part of management,” the purpose is to emphasize that the professional employee is not “labor.” If a manager makes the assertion, he usually means that professional employees must not be permitted to unionize. If a professional makes the assertion, he usually means that the promotional opportunities, pay and status ought to be equal to that of a manager rather than of a highly skilled worker.

It is, of course, one of the theses of this book that there is no such thing as “labor,” that is, human beings considered as a purely material, if not inanimate, resource. It is its thesis that management of worker and work has as its ultimate goal the realization of the managerial vision for all members of the enterprise, and as its major means the assumption of significant responsibility and decision-making power by every worker.

Altogether therefore it is spurious logic to divide industrial society into managers and labor, and to assume that anyone who is not a manager must be a worker and vice versa. It is essential to realize, first, that everybody in the enterprise is a worker, that is, that managing is in itself a distinct kind of work; and also that everybody in the enterprise, whatever his work, requires the managerial vision. It is equally essential to realize, second, that the professional employee represents a distinct group which, though it partakes of the characteristics of both manager and worker, has distinct traits of its own. For only if we understand what the professional employee is can we organize his job properly and manage him adequately.

In fact it is becoming increasingly clear that the modern business enterprise requires at least three distinct kinds of workers for its success and performance. It requires managers. It requires the ordinary worker, skilled or unskilled, manual or clerical. And finally it requires increasingly the individual professional contributor.

What distinguishes the professional employee from the manager? It is not that he does not work with other people. A market-research man, for instance, may well have no one to manage but his secretary. And yet, though his job requires high technical skill, it may be a genuine managerial job, and should be organized on the basis of functional decentralization. The head of a metallurgical laboratory may have fifty people working under him; and yet, though his job requires administrative skill, it may be the job of an individual professional specialist.

Like the manager the professional has both “work” and “team work” responsibilities in other words.

The difference lies elsewhere. The manager is responsible for the results of a component. He is therefore of necessity accountable for the work of other people.

The individual professional contributor, whether he works by himself or as a member of a team, is responsible for his own contribution.

Because the manager is responsible for the results of a component, he has to be able to place, move, and guide the other people working in the component; he has to plan their jobs for them; he has to organize their efforts; he has to integrate them into a team; and he has to measure their results.

The individual contributor is also responsible for results—but for the results of his own work. This work will be effective however only if other people understand it and if other people become capable of using it. This means that the individual contributor also has responsibility and authority in respect to others. But it is not the manager’s responsibility and authority. It is the responsibility and authority of the teacher.

The second dividing line is the relationship of the job to the company’s objectives of business performance and business results. Any job whose objectives can be set in the main as focusing directly on the business objectives of the enterprise is a managerial one. Its performance can be measured directly in terms of the contribution it makes to the success of the enterprise. If organized on the right structural principles, it will satisfy the demands to be made on organization in the name of the spirit. But the job whose objectives cannot be so derived, cannot be organized as a managerial job. Its objectives will be professional objectives rather than the success of the enterprise. Its performance will be measured against professional standards rather than against its contribution to business performance and business results.

A manager, too, has professional standards. But they do not determine what he does—the objectives of the business do that. The professional standards shape only how he operates to attain his objectives—and how he does not operate. The professional employee, on the other hand, derives his objectives from his professional goals. The objectives of the business influence only what he stresses, how he adapts his professional work to the needs of the company, what priorities he sets for himself. It makes little sense to say of a sales department that it does a splendid selling job, if the company goes bankrupt. But it is perfectly possible to say that a chemist, a geologist, a tax lawyer, a patent attorney or a cost accountant does a splendid professional job regardless of the performance of the company.

And what distinguishes the professional employee from the non-professional worker, whether skilled or unskilled? It is primarily that he is a professional, that is, that his work, its standards, its goals, its vision are set by the standards, the goals, the vision of a profession, that in other words, they are determined outside the enterprise. The professional must always determine himself what his work should be and what good work is. Neither what he should do nor what standards should be applied can be set for him. Moreover, the professional employee cannot be “supervised.” He can be guided, taught, helped—just as a manager can be guided, taught, helped. But he cannot be directed or controlled.

These are, of course, blurred lines. Many professional employees will come close to being managers, and many will come close to being non-professional workers, that is, mere technicians. Many workers will work and behave like professionals; and under Automation the lines between the skilled worker, the technician and the professional may become hazy at times. Still, the differences between the groups are fundamental enough to indicate that the professional employee poses problems of his own. These problems cannot be solved by asserting that he is part of management. Indeed, this assertion may well make matters worse by creating unrealistic expectations in the minds of professional employee and management alike. The problems can, however, be solved even less by the traditional concepts of Personnel Administration. Indeed, their application to the professional employee underlies much of the discontent and unrest that are so marked among professional employees today.

The Needs of the Professional Employee

The professional employee has five specific needs that must be satisfied if he is to be an effective and productive member of the enterprise. (1) He must be a professional, yet must both make a contribution to the enterprise and know that he makes one and what it is. (2) He must have opportunities for promotion as a professional employee and individual contributor. (3) He must have financial incentives for improved performance and greater contribution as an individual contributor. (4) His job must be that of a professional. (5) He needs professional recognition both inside the enterprise and in the larger community.

1. The objectives of the professional’s job have to remain professional objectives. Yet, they should at the same time always be set so as to include the maximum of business objectives. They should always provide both the maximum of managerial vision to the professional employee and a direct link between the work of the professional and its impact on the business.

One way to achieve this is to give the professional employee outside of, and separate from, his normal professional work a special assignment which will bring him into management. In one company, for instance, the senior chemist—a man concerned exclusively with long-range basic research in his own work—has been put on the budget committee of the company. That he knows nothing about finance—and cares less—was not considered an argument against his taking part in financial management. On the contrary, it was considered the strongest argument for it.

The same problem was solved in a different way by a major pharmaceutical company faced by the need to integrate its patent lawyers into the business without undermining their professional competence and integrity in the patent field.

 

Large patent departments present a particularly difficult problem of reconciling business objectives and professional standards. The high-grade patent lawyer is apparently apt to think in terms of “faultless patent work” rather than in terms of the company’s needs. Yet, patents, particularly if taken out on a world-wide basis, are not only a major capital outlay. Patent strategy has decisive impact on the success of a pharmaceutical business.

In this particular company the problem has been solved by the formation of a Patent Committee, composed of the three senior men from the patent department, and the top marketing, research, financial and manufacturing people. Meeting once every two months for three whole days, the patent needs of the company and its patent strategy are worked out by the whole group. It is up to the patent lawyers after that to do their work according to their professional competence without any interference from management. “It took us ten years to think up this obvious solution,” said the company’s executive vice-president; “ten years during which there was constant friction between management and the patent people with each accusing the other of stubbornness and shortsightedness. Now we do an infinitely better patent job at half the cost.”

 

To make the professional capable of seeing the objectives of the business therefore gets across to him what the business demands of him as an employee.

Bringing the individual contributor close to the business and its problems is also the only way to avoid “projectitis”—a common disease resulting from attempts by management to control professional work which they do not understand. Management understandably wants to see results; it gets “projects” going—usually focused on immediate urgencies rather than on long-range thinking. But the only way to get real benefit out of high-grade professional people is to hire good men and then let them do their own work. For that, however, they have to understand the business and its objectives and have to be able to figure out for themselves where they can make the greatest contribution and how.

2. It is in the area of promotional opportunities for professional employees that the plausible but false division of industrial society into managers and labor does particular harm. As a result, the typical enterprise knows only one kind of promotion: promotion to an administrative position that entails responsibility for managing the work of others.

But the best professional employee rarely makes a good administrator. It is not that he normally prefers to work alone, but that he is bored, if not annoyed, by administration. The good professional employee also has little respect for the administrator. He respects the man who is better professionally than he is himself. To promote the good professional employee into an administrative position will only too often destroy a good professional without producing a good manager. To promote only the good administrator—who more often than not will not be the outstanding professional in the group—will appear to the professional employee as irrational, as favoritism or as reward for mediocrity. Yet, so long as business has no promotional opportunities except into administrative positions it will be confined to choosing between these two evils.

What is needed is a promotion ladder for individual contributors that parallels the administrative one (General Electric is at present building such a ladder). Positions such as “senior metallurgist” or “chief consultant” are needed in addition to that of “manager of metallurgical research.” And these new promotional opportunities should carry the same prestige, weight and position as the traditional opportunities for promotion to managerial positions.

3. They should also carry the same financial incentives. Again, largely because of the false either/or of manager or worker, pay incentives for the professional employee are largely tied today to promotion into administrative positions. But pay should always focus on a man’s contribution to the business. And we must recognize that a man can make fully as great a contribution to the business in the role of professional contributor as he can make in the role of manager.

4. To make the professional employee’s job truly that of a professional two things are needed. In the first place, he must not be “supervised.” He needs rigorous performance standards and high goals. A great deal should be demanded of him, and poor or mediocre performance should not be accepted or condoned. But how he does his work should always be his responsibility and his decision. The professional employee’s job should, in other words, be organized like the job of a manager; his relationship to his superior should be like that between the manager and his superior. The superior of professional people should therefore be chosen for his ability to assist them, to teach them, to guide them. And his relationship to them should be much closer to that between the senior in a university and the younger men on the faculty than that between boss and subordinate.

In the second place, we need special and continuous placement efforts for professional people. We must be able to place correctly the man who wants to devote his entire life to learning more and more about a small field, the man who wants nothing more than to become the world’s greatest expert on, say, rheostats or depreciation allowances in the Revenue Code. We must also be able to place the man who wants to become master of a whole field, and who wants to move on from rheostats to other areas of electrical engineering, from tax law to general corporation law. Both kinds of men are needed in the enterprise. Yet they require different jobs, different challenges, different opportunities. That academic life allows both kinds of men to do what they are good at is one of its major attractions to the professional. And we need recognition, position and reward in the business enterprise for that rarest but most valuable of professionals, the inspiring teacher.

5. Finally, the professional needs recognition as a professional both inside and outside the enterprise. The distinguished older men need prestige positions inside the enterprise which clearly symbolize the value the company places on the contribution of the professional. The younger men need opportunities to participate in the work of the professional and learned societies, to teach part-time at a university or professional school, to continue to work both on their own education and on the advancement of their art. Such activities are usually permitted today to professional employees. They are of such value to the enterprise, however, that they ought to be encouraged if not rewarded by business, The professional employee who enjoys professional recognition has a real incentive to become more proficient in his field, to perfect himself or, at the least, to stay abreast of developments. And he is likely to attract the most promising of the next generation of professionals to his company—no small matter these days when professional employees are increasingly needed and when increasing demands on their competence are being made.

We hear a great deal today about the need for social responsibility on the part of the professional expert, a great deal about the need for his becoming a “broad humanist” rather than a “narrow specialist.” Since more and more of the professionals in our society are working within a business enterprise and becoming effective in and through it, the professional will increasingly have to discharge his social responsibility through his contribution to the business enterprise, will have to acquire his broad humanism by understanding his place in the social structure of the business enterprise and his relationships to its objectives, its performance and its organization.

The proper management of professional employees is among the most difficult problems facing the business enterprise. It cannot be side-stepped by asserting that the professional employee is part of management. Nor would be it be solved, as traditional Socialist doctrine asserted, by considering the professional just a species of skilled worker and a “fellow-proletarian.” Managing the professional employee requires recognition that he is distinct. He must have the managerial vision; but his primary function is not to manage. He is a worker; but he must determine his own work, set his own standards, have financial incentives and promotional opportunities equal to (though separate from) those of the manager. A great deal of inquiry and experimentation is still needed to teach us how to solve the problem. But in its main outlines the problem as well as the solutions are visible already. And in solving it the enterprise will not only solve one of its own most important problems; it will contribute to the solution of one of the central problems of modern society.








PART FIVE

WHAT IT MEANS TO BE A MANAGER









CHAPTER 27

THE MANAGER AND HIS WORK


“Long white beard” or “universal genius”?—How does the manager do his work?—The work of the manager—Information: the tool of the manager—Using his own time—The manager’s resource: man—The one requirement: integrity—What makes a manager?—The manager as an educator—Vision and moral responsibility define the manager.





IT WAS Bismarck, I believe, who said: “It’s easy enough to find a Minister of Education; all the job needs is a long white beard. But a good cook is different; that requires universal genius.”

We have so far in this book discussed what management’s job is—to the point where it should be evident that it takes more than a long white beard to discharge it. Clearly to be a manager it is not sufficient to have the title, a big office and other outward symbols of rank. It requires competence and performance of a high order. But is the job, then, one demanding universal genius? Is it done by intuition or by method? How does the manager do his work? And what in his job and work distinguishes the manager from the non-manager in the business enterprise?

 

A manager has two specific tasks. Nobody else in the business enterprise discharges these tasks. And everyone charged with them works as a manager.

The manager has the task of creating a true whole that is larger than the sum of its parts, a productive entity that turns out more than the sum of the resources put into it. One analogy is the conductor of a symphony orchestra, through whose effort, vision and leadership individual instrumental parts that are so much noise by themselves become the living whole of music. But the conductor has the composer’s score; he is only interpreter. The manager is both composer and conductor.

This task requires the manager to bring out and make effective whatever strength there is in his resources—and above all in the human resources—and neutralize whatever there is of weakness. This is the only way in which a genuine whole can ever be created.

It requires the manager to balance and harmonize three major functions of the business enterprise: managing a business, managing managers and managing worker and work. A decision or action that satisfies a need in one of these functions by weakening performance in another weakens the whole enterprise. One and the same decision or action must always be sound in all three areas.

The task of creating a genuine whole also requires that the manager in every one of his acts consider simultaneously the performance and results of the enterprise as a whole and the diverse activities needed to achieve synchronized performance. It is here, perhaps, that the comparison with the orchestra conductor fits best. A conductor must always hear both the whole orchestra and the second oboe. Similarly, a manager must always consider both the over-all performance of the enterprise and, say, the market-research activity needed. By raising the performance of the whole, he creates scope and challenge for market research. By improving the performance of market research, he makes possible better overall business results. The manager must continuously ask two double-barreled questions in one breath: What better business performance is needed and what does this require of what activities? And: What better performance are the activities capable of and what improvement in business results will it make possible?

The second specific task of the manager is to harmonize in every decision and action the requirements of immediate and long-range future. He cannot sacrifice either without endangering the enterprise. He must, so to speak, keep his nose to the grindstone while lifting his eyes to the hills—which is quite an acrobatic feat. Or, to vary the metaphor, he can neither afford to say: “We will cross this bridge when we come to it,” nor “It’s the next hundred years that count.” He not only has to prepare for crossing distant bridges—he has to build them long before he gets there. And if he does not take care of the next hundred days, there will be no next hundred years; indeed, there may not even be a next five years. Whatever the manager does should be sound in expediency as well as in basic long-range objective and principle. And where he cannot harmonize the two time dimensions, he must at least balance them. He must carefully calculate the sacrifice he imposes on the long-range future of the enterprise to protect its immediate interests, or the sacrifice he makes today for the sake of tomorrow. He must limit either sacrifice as much as possible. And he must repair the damage it inflicts as soon as possible. He lives and acts in two time dimensions, and he is responsible for the performance of the whole enterprise and of his component.

The Work of the Manager

Every manager does many things that are not managing. He may spend most of his time on them. A sales manager makes a statistical analysis or placates an important customer. A foreman repairs a tool or fills in a production report. A manufacturing manager designs a new plant layout or tests new materials. A company president works through the details of a bank loan or negotiates a big contract—or spends dreary hours presiding at a dinner in honor of long-service employees. All these things pertain to a particular function. All are necessary, and have to be done well.

But they are apart from that work which every manager does whatever his function or activity, whatever his rank and position, work which is common to all managers and peculiar to them. The best proof is that we can apply to the job of the manager the systematic analysis of Scientific Management. We can isolate that which a man does because he is a manager. We can divide it into the basic constituent operations. And a man can improve his performance as a manager by improving his performance of these constituent motions.

There are five such basic operations in the work of the manager. Together they result in the integration of resources into a living and growing organism.

A manager, in the first place, sets objectives. He determines what the objectives should be. He determines what the goals in each area of objectives should be. He decides what has to be done to reach these objectives. He makes the objectives effective by communicating them to the people whose performance is needed to attain them.

Secondly, a manager organizes. He analyzes the activities, decisions and relations needed. He classifies the work. He divides it into manageable activities. He further divides the activities into manageable jobs. He groups these units and jobs into an organization structure. He selects people for the management of these units and for the jobs to be done.

Next a manager motivates and communicates. He makes a team out of the people that are responsible for various jobs. He does that through the practices with which he manages. He does it in his own relation to the men he manages. He does it through incentives and rewards for successful work. He does it through his promotion policy. And he does it through constant communication, both from the manager to his subordinate, and from the subordinate to the manager.

The fourth basic element in the work of the manager is the job of measurement. The manager establishes measuring yardsticks—and there are few factors as important to the performance of the organization and of every man in it. He sees to it that each man in the organization has measurements available to him which are focused on the performance of the whole organization and which at the same time focus on the work of the individual and help him do it. He analyzes performance, appraises it and interprets it. And again, as in every other area of his work, he communicates both the meaning of the measurements and their findings to his subordinates as well as to his superiors.

Finally, a manager develops people. Through the way he manages he makes it easy or difficult for them to develop themselves. He directs people or misdirects them. He brings out what is in them or he stifles them. He strengthens their integrity or he corrupts them. He trains them to stand upright and strong or he deforms them.

Every manager does these things when he manages—whether he knows it or not. He may do them well, or he may do them wretchedly. But he always does them.

Every one of these categories can be divided further into sub-categories, and each of the sub-categories could be discussed in a book of its own. The work of the manager, in other words, is complex. And every one of its categories requires different qualities and qualifications.

Setting objectives, for instance, is a problem of balances: a balance between business results and the realization of the principles one believes in; a balance between the immediate needs of the business and those of the future; a balance between desirable ends and available means. Setting objectives therefore requires analytical and synthetizing ability.

Organizing, too, requires analytical ability. For it demands the most economical use of scarce resources. But it deals with human beings; and therefore it also stands under the principle of justice and requires integrity. Both analytical ability and integrity are similarly required for the development of people.

The skill needed for motivating and communicating, however, is primarily social. Instead of analysis, integration and synthesis are needed. Justice dominates as the principle, economy is secondary. And integrity is of much greater importance than analytical ability.

Measuring requires again first and foremost analytical ability. But it also requires that measurement be used to make self-control possible rather than be abused to control people from outside and above, that is, to dominate them. It is the common violation of this principle that largely explains why measurement is the weakest area in the work of the manager today. And as long as measurements are abused as a tool of “control” (as long, for instance, as measurements are used as a weapon of an internal secret policy that supplies audits and critical appraisals of a manager’s performance to the boss without even sending a carbon copy to the manger himself) measuring will remain the weakest area in the manager’s performance.

Setting objectives, organizing, motivating and communicating, measuring and developing people are formal, classifying categories. Only a manager’s experience can bring them to life, concrete and meaningful. But because they are formal, they apply to every manager and to everything he does as a manager. They can therefore be used by every manager to appraise his own skill and performance, and to work systematically on improving himself and his performance as a manager.


Being able to set objectives does not make a man a manager, just as ability to tie a small knot in confined space does not make a man a surgeon. But without ability to set objectives a man cannot be an adequate manager, just as a man cannot do good surgery who cannot tie small knots. And as a surgeon becomes a better surgeon by improving his knot-tying skill, a manager becomes a better manager by improving his skill and performance in all five categories of his work.

Information: The Tool of the Manager

The manager has a specific tool: information. He does not “handle” people; he motivates, guides, organizes people to do their own work. His tool—his only tool—to do all this is the spoken or written word or the language of numbers. No matter whether the manager’s job is engineering, accounting or selling, his effectiveness depends on his ability to listen and to read, on his ability to speak and to write. He needs skill in getting his thinking across to other people as well as skill in finding out what other people are after.

Of all the skills he needs, today’s manager possesses least those of reading, writing, speaking and figuring. One look at what is known as “policy language” in large companies will show how illiterate we are. Improvement is not a matter of learning faster reading or public speaking. Managers have to learn to know language, to understand what words are and what they mean. Perhaps most important, they have to acquire respect for language as man’s most precious gift and heritage. The manager must understand the meaning of the old definition of rhetoric as “the art which draws men’s heart to the love of true knowledge.” Without ability to motivate by means of the written and spoken word or the telling number, a manager cannot be successful.

Using His Own Time

Everybody has the problem of time; for of all resources it is the scarcest, the most perishable and the most elusive. But the manager must solve what is a common problem in very specific ways.

Managers are forever pursuing some glittering panacea for their time problem: a course in faster reading, a restriction of reports to one page, a mechanical limitation of interviews to fifteen minutes. All such panaceas are pure quackery and, in the end, a waste of time. It is, however, possible to guide a manager toward an intelligent allocation of his time.

Managers who know how to use time well achieve results by planning. They are willing to think before they act. They spend a great deal of time on thinking through the areas in which objectives should be set, a great deal more on thinking through systematically what to do with recurrent problems.

Most managers spend a large amount of time—in small driblets—on attempts to appraise the performance and quality of the men who work under them. Good time users do not. Instead, they systematically appraise their men once a year. As the result of a few hours’ work, they then have the answers for all the decisions—concerning a man’s salary, for instance, or his promotion or work assignment—on which judgment is required.

Good time users do not spend a great deal of time on the modification engineering of their products. They sit down once a year—for a few days perhaps—and work out with their sales and manufacturing departments the basic policy, the objectives and the rules for the necessary modifications, determining then how much of it there should be—and assign engineering manpower in advance to the job. In their eyes it is no praise to say: “This year we managed to get through this inventory crisis, thanks to the experience we had acquired last year.” If they have a recurrent crisis, they spend the time to find out what causes it so as to prevent its repetition. This may take time, but in the long run it saves more.

The good time users among managers spend many more hours on their communications up than on their communications down. They tend to have good communications down, but they seem to obtain these as an effortless by-product. They do not talk to their men about their own problems, but they know how to make the subordinates talk about theirs. They are, for instance, willing to spend a great deal of their time on the half-yearly Manager Letter, in which each subordinate sets down the objectives of his job, his plans, and what his superior does to help and to hamper him. They may spend a whole day every six months with each of their ten or twelve men going carefully over the Manager Letter—and as a result they do not have to worry much in between about their communications down.

The manager who utilizes his time well also spends a great deal of time on considering his boss’s problems, and on thinking what he can do to contribute to the success of his boss, of the whole activity and of the business. He takes responsibility, in other words, for his boss’s job—considering this a part of his own job as a manager. As a result, he seems to need no extra time for clearing up the messes that result from a confusion of objectives and viewpoints.

The Manager’s Resource: Man

The manager works with a specific resource: man. And the human being is a unique resource requiring peculiar qualities in whoever attempts to work with it.

For man, and man alone, cannot be “worked.” There is always a two-way relationship between two men rather than a relationship between man and a resource. It is in the nature of this interrelationship that it changes both parties—whether they are man and wife, father and child, or manager and the man he manages.

“Working” the human being always means developing him. And the direction this development takes decides whether the human being—both as a man and as a resource—will become more productive or cease, ultimately, to be productive at all. This applies, as cannot be emphasized too strongly, not alone to the man who is being managed, but also to the manager. Whether he develops his subordinates in the right direction, helps them to grow and become bigger and richer persons, will directly determine whether he himself will develop, will grow or wither, become richer or become impoverished, improve or deteriorate.

One can learn certain skills in managing people, for instance, the skill to lead a conference or to conduct an interview. One can set down practices that are conducive to development—in the structure of the relationship between manager and subordinate, in a promotion system, in the rewards and incentives of an organization. But when all is said and done, developing men still requires a basic quality in the manager which cannot be created by supplying skills or by emphasizing the importance of the task. It requires integrity of character.

There is tremendous stress these days on liking people, helping people, getting along with people, as qualifications for a manager. These alone are never enough. In every successful organization there is one boss who does not like people, does not help them, does not get along with them. Cold, unpleasant, demanding, he often teaches and develops more men than anyone else. He commands more respect than the most likeable man ever could. He demands exacting workmanship of himself as well as of his men. He sets high standards and expects that they will be lived up to. He considers only what is right and never who is right. And though usually himself a man of brilliance, he never rates intellectual brilliance above integrity in others. The manager who lacks these qualities of character—no matter how likeable, helpful, or amiable, no matter even how competent or brilliant—is a menace and should be adjudged “unfit to be a Manager and a Gentleman.”

It may be argued that every occupation—the doctor, the lawyer, the grocer—requires integrity. But there is a difference. The manager lives with the people he manages, he decides what their work is to be, he directs it, he trains them for it, he appraises it and, often, he decides their future. The relationship of merchant and customer, professional man and client requires honorable dealings. Being a manager, though, is more like being a parent, or a teacher. And in these relationships honorable dealings are not enough; personal integrity is of the essence.

 

We can now answer the question: Does it require genius, or at least a special talent, to be a manager? Is being a manager an art or an intuition? The answer is: “No.” What a manager does can be analyzed systematically. What a manager has to be able to do can be learned (though perhaps not always taught). Yet there is one quality that cannot be learned, one qualification that the manager cannot acquire but must bring with him. It is not genius; it is character.

What Makes a Manager?

The standard definition is that a man is a manager if he is in charge of other people and their work. This is too narrow. The first responsibility of a manager is upward: to the enterprise whose organ he is. And his relations with his superior and with his fellow-managers are as essential to his performance as are his relations and responsibilities to the people under him.

Another definition—though one that is usually implied rather than spelled out—is that importance defines the manager. But in the modern enterprise no one group is more essential than another. The worker at the machine, and the professional employee in the laboratory or the drafting room, are as necessary for the enterprise to function as is the manager. This is the reason why all members of the enterprise have to have the managerial vision. It is not importance but function that differentiates the various groups within the enterprise.

The most common concept of what defines the manager is rank and pay. This is not only wrong, but it is destructive. Even today we find incidentally, so-called rank-and-file workers who have higher incomes than the majority of managers; there are model makers in the automobile industry, for instance, whose annual income exceeds $15,000 and who are yet considered workers and are indeed members of the union’s bargaining unit. And unless we can pay professional contributors adequately, can give them promotional opportunities as individual contributors, and can provide for them the status, dignity and self-respect of the true professional, we will simply not be able to manage their ever-increasing numbers.

Altogether the idea that rank and pay define the manager is not much more than a fallacious conclusion from the individual proprietor of yesterday to the manager of today’s business enterprise.

Who is a manager can be defined only by a man’s function and by the contribution he is expected to make. And the function which distinguishes the manager above all others is his educational one. The one contribution he is uniquely expected to make is to give others vision and ability to perform. It is vision and moral responsibility that, in the last analysis, define the manager.








CHAPTER 28

MAKING DECISIONS


“Tactical” and “strategic” decision—The fallacy of “problem-solving”—The two most important tasks: finding the right questions, and making the solution effective—Defining the problem—What is the “critical factor”?—What are the objectives?—What are the rules?—Analyzing the problem—Clarifying the problem—Finding the facts—Defining the unknown—Developing alternative solutions—Doing nothing as an alternative—Finding the best solution—People as a factor in the decision—Making the decision effective—“Selling” the decision—The two elements of effectiveness: understanding and acceptance—Participation in decision-making—The new tools of decision-making—What is “Operations Research”?—Its dangers and limitations—Its contribution—Training the imagination—Decision-making and the manager of tomorrow.





WHATEVER a manager does he does through making decisions. Those decisions may be made as a matter of routine. Indeed, he may not even realize that he is making them. Or they may affect the future existence of the enterprise and require years of systematic analysis. But management is always a decision-making process.

The importance of decision-making in management is generally recognized. But a good deal of the discussion tends to center on problem-solving, that is, on giving answers. And that is the wrong focus. Indeed, the most common source of mistakes in management decisions is the emphasis on finding the right answer rather than the right question.

The only kind of decision that really centers in problem-solving is the unimportant, the routine, the tactical decision. If both the conditions of the situation and the requirements that the answer has to satisfy, are known and simple, problem-solving is indeed the only thing necessary. In this case the job is merely to choose between a few obvious alternatives. And the criterion is usually one of economy: the decision shall accomplish the desired end with the minimum of effort and disturbance.

 

In deciding which of two secretaries should go downstairs every morning to get coffee for the office—to take the simplest example—the one question would be: What is the prevailing social or cultural etiquette? In deciding the considerably more complex question: Shall there be a “coffee break” in the morning, there would be two questions: Does the “break” result in a gain or in a loss in work accomplished, that is, does the gain in working energy outweigh the lost time? And (if the loss outweighs the gain): Is it worth while to upset an established custom for the sake of the few minutes?

 

Of course, most tactical decisions are both more complicated and more important. But they are always one-dimensional, so to speak: The situation is given and the requirements are evident. The only problem is to find the most economical adaptation of known resources.

 

But the important decisions, the decisions that really matter, are strategic. They involve either finding out what the situation is, or changing it, either finding out what the resources are or what they should be. These are the specifically managerial decisions. Anyone who is a manager has to make such strategic decisions, and the higher his level in the management hierachy, the more of them he must make.

 

Among these are all decisions on business objectives and on the means to reach them. All decisions affecting productivity belong here: they always aim at changing the total situation. Here also belong all organization decisions and all major capital-expenditures decisions. But most of the decisions that are considered operating decisions are also strategic in character: arrangement of sales districts or training of salesmen; plant layout or raw-materials inventory; preventive maintenance or the flow of payroll vouchers through an office.

 

Strategic decisions—whatever their magnitude, complexity or importance—should never be taken through problem-solving. Indeed, in these specifically managerial decisions, the important and difficult job is never to find the right answer, it is to find the right question. For there are few things as useless—if not as dangerous—as the right answer to the wrong question.

Nor is it enough to find the right answer. More important and more difficult is to make effective the course of action decided upon. Management is not concerned with knowledge for its own sake; it is concerned with performance. Nothing is as useless therefore as the right answer that disappears in the filing cabinet or the right solution that is quietly sabotaged by the people who have to make it effective. And one of the most crucial jobs in the entire decision-making process is to assure that decisions reached in various parts of the business and on various levels of management are compatible with each other, and consonant with the goals of the whole business.

 

Decision-making has five distinct phases: Defining the problem; analyzing the problem; developing alternate solutions; deciding upon the best solution; converting the decision into effective action. Each phase has several steps.

 

Making decisions can either be time-wasting or it can be the manager’s best means for solving the problem of time utilization. Time should be spent on defining the problem. Time is well spent on analyzing the problem and developing alternate solutions. Time is necessary to make the solution effective. But much less time should be spent on finding the right solution. And any time spent on selling a solution after it has been reached is sheer waste and evidence of poor time utilization in the earlier phases.

Defining the Problem

Practically no problem in life—whether in business or elsewhere—ever presents itself as a case on which a decision can be taken. What appear at first sight to be the elements of the problem rarely are the really important or relevant things. They are at best symptoms. And often the most visible symptoms are the least revealing ones.

Management may see a clash of personalities; the real problem may well be poor organization structure. Management may see a problem of manufacturing costs and start a cost-reduction drive; the real problem may well be poor engineering design or poor sales planning. Management may see an organization problem; the real problem may well be lack of clear objectives.

The first job in decision-making is therefore to find the real problem and to define it. And too much time cannot be spent on this phase. The books and articles on leadership are full of advice on how to make fast, forceful and incisive decisions. But there is no more foolish—and no more time-wasting—advice than to decide quickly what a problem really is.

Symptomatic diagnosis—the method used by most managers—is no solution. It is based upon experience rather than upon analysis, which alone rules it out for the business manager who cannot systematically acquire this experience. We cannot put sick businesses into a clinic and exhibit them to students as we do with sick people. We cannot test whether the manager has acquired enough experience to diagnose correctly before letting him loose on actual problems. We can—and do—use cases to prepare men to make business decisions. But the best of cases is still a dead specimen preserved, so to speak, in alcohol. It is no more a substitute for the real business problem than the specimens in the anatomical museum are a substitute for the live patient in the clinical ward.

Moreover, symptomatic diagnosis is only permissible where the symptoms are dependable so that it can be assumed that certain visible surface phenomena pertain to certain definite diseases. The doctor using symptomatic diagnosis can assume that certain symptoms do not, on the whole, lie (though even the physician today tries to substitute strict, analytical methods for symptomatic diagnosis). The manager, however, must assume that symptoms do lie. Knowing that very different business problems produce the same set of symptoms, and that the same problem manifests itself in an infinite variety of ways, the manager must analyze the problem rather than diagnose it.

To arrive at the definition of the problem he must begin by finding the “critical factor.” This is the element (or elements) in the situation that has to be changed before anything else can be changed, moved, acted upon.


A fairly large kitchenware manufacturer bent all management energies for ten years toward cutting production costs. Costs actually did go down; but profitability did not improve. Critical-factor analysis showed that the real problem was the product mix sold. The company’s sales force pushed the products that could be sold the easiest. And it put all its emphasis on the most obvious sales appeal: lower price. As a result the company sold more and more of the less profitable lines where its competitors made the least efforts. And as fast as it reduced manufacturing costs it cut its price. It gained greater sales volume—but the gain was pure fat rather than growth. In fact, the company became progressively more vulnerable to market fluctuations. Only by defining the problem as one of product mix could it be solved at all. And only when the question was asked: What is the critical factor in this situation? could the right definition of the problem be given.

 

To find the critical factor by straight analysis of the problem is not always easy. Often two subsidiary approaches have to be used. Both are applications of a principle developed by the classical physicists of the eighteenth century to isolate the critical factor: the principle of “virtual motion.” One approach assumes that nothing whatever will change or move, and asks: What will then happen in time? The other approach projects backward and asks: What that could have been done or left undone at the time this problem first appeared, would have materially affected the present situation?

 

One example of the use of these two approaches is the case of a chemical company that faced the need to replace the executive vice-president who had died suddenly. Everybody agreed that the dead man had made the company; but everybody agreed also that he had been a bully and a tyrant and had driven out of the company all independent people. Consequently the problem, as management saw it, seemed to be that of deciding between not filling the job at all or filling it with another strong man. But if the first were done who would run the company? If the second, would there not be another tyrant?

The question of what would happen if nothing were done revealed both that the problem was to give the company a top management, and that action had to be taken. Without action the company would be left without top management. And sooner or later—probably sooner—it would decline and disintegrate.

The question of what could have been done ten years ago then brought out that the executive vice-president, his function and his personality were not the problem at all. The problem was that the company had a president in name but not in fact. While the executive vice-president had had to make all the decisions and take full responsibility, final authority and its symbols were still vested in a president who guarded his rights jealously, though he had abdicated in effect. Everything that could have been done ten years earlier to secure to the company the benefit of the dead man’s strength and safeguard it against his weaknesses would have required clear establishment of the man’s authority and responsibility as the top man. Then constitutional safeguards—team organization of the top job; assignment of the objective-formulating part of the job to the vice-presidents operating as a planning committee, or federal decentralization of product businesses—could have been provided. This analysis thus revealed that removal of the president was the first thing that had to be done—and once that was done the problem could be solved.

 

The second step in the definition of the problem is to determine the conditions for its solution.

The objectives for the solution must be thought through.

 

In replacing the deceased executive vice-president the objectives for the solution of the problem were fairly obvious. It had to give the company an effective top management. It had to prevent a recurrence of one-man tyranny. And it had to prevent the recurrence of a leaderless interregnum; it had to provide tomorrow’s top managers.

The first objective ruled out the solution most favored by some of the vice-presidents: an informal committee of functional vice-presidents working loosely with the nominal president. The second ruled out the solution favored by the Board chairman: recruitment of a successor to the executive vice-president. The third objective demanded that, whatever the organization of top management, federally decentralized product businesses had to be created to train and test future top managers.

 

The objectives should always reflect the objectives of the business, should always be focused ultimately on business performance and business results. They should always balance and harmonize the immediate and the long-range future. They should always take into account both the business as a whole and the activities needed to run it.

At the same time the rules that limit the solution must be thought through. What are the principles, policies and rules of conduct that have to be followed? It may be a rule of the company never to borrow more than half its capital needs. It may be a principle never to hire a man from the outside without first considering all inside managers carefully. It may be considered a requirement of good manager development not to create crown princes in the organization. It may be established policy that design changes must be submitted to manufacturing and marketing before being put into effect by the engineering department.

To spell out the rules is necessary because in many cases the right decision will require changing accepted policies or practices. Unless the manager thinks through clearly what he wants to change and why, he is in danger of trying at one and the same time both to alter and to preserve established practice.

The rule is actually the value-system within which the decision has to be made. These values may be moral; they may be cultural; they may be company goals or accepted principles of company structure. In their entirety they constitute an ethical system. Such a system does not decide what the course of action should be; it only decides what it should not be. Management people often imagine that the Golden Rule of doing unto others as you would have them do unto you, is a rule of action. They are wrong; the Golden Rule only decides what action should not be taken. Elimination of the unacceptable courses of action is in itself an essential prerequisite to decision. Without it there will be so many courses to choose from as to paralyze the capacity to act.

Analyzing the Problem

Finding the right question, setting the objectives and determining the rules together constitute the first phase in decision-making. They define the problem. The next phase is analyzing the problem: classifying it and finding the facts.

It is necessary to classify the problem in order to know who must make the decision, who must be consulted in making it and who must be informed. Without prior classification, the effectiveness of the ultimate decision is seriously endangered; for classification alone can show who has to do what in order to convert the decision into effective action.

The principles of classification have been discussed earlier (see Chapter 16). There are four: the futurity of the decision (the time-span for which it commits the business to a course of action and the speed with which the decision can be reversed); the impact of the decision on other areas and functions; the number of qualitative considerations that enter into it; and the uniqueness or periodicity of the decision. This classification alone can insure that a decision really contributes to the whole business rather than solves an immediate or local problem at the expense of the whole. For the classification proposed sorts out problems according to their correlation both with over-all business goals and with the goals of the component that the individual manager runs. It forces the manager to see his own problem from the point of view of the enterprise.

 

“Get the facts” is the first commandment in most texts on decision-making. But this cannot be done until the problem has first been defined and classified. Until then, no one can know the facts; one can only know data. Definition and classification determine which data are relevant, that is, the facts. They enable the manager to dismiss the merely interesting but irrelevant. They enable him to say what of the information is valid and what is misleading.

In getting the facts the manager has to ask: What information do I need for this particular decision? He has to decide how relevant and how valid are the data in his possession. He has to determine what additional information he needs and do whatever is necessary to get it.

These are not mechanical jobs. The information itself needs skillful and imaginative analysis. It must be scrutinized for underlying patterns which might indicate that the problem has been wrongly defined or wrongly classified. In other words, “getting the facts” is only part of the job. Using the information as a means to test the validity of the whole approach is at least as important.

 

A monthly trade magazine found itself in financial difficulties. The problem was defined as one of advertising rates. But analysis of the facts and figures showed something no one at the magazine had ever suspected: whatever success the magazine had had was as a source of news for its subscribers. The subscribers were oversupplied with weighty monthlies; they lacked a smaller news publication and valued the particular magazine the more the closer it came to a news magazine in format and editorial content. As a result of this analysis of readership figures the whole problem was redefined: How can we become a news magazine? And the solution was: by becoming a weekly. It was the right solution, too, as the magazine’s subsequent success showed.


The manager will never be able to get all the facts he should have. Most decisions have to be based on incomplete knowledge—either because the information is not available or because it would cost too much in time and money to get it. To make a sound decision, it is not necessary to have all the facts; but it is necessary to know what information is lacking in order to judge how much of a risk the decision involves, as well as the degree of precision and rigidity that the proposed course of action can afford. For there is nothing more treacherous—or, alas, more common—than the attempt to make precise decisions on the basis of coarse and incomplete information. When information is unobtainable, guesses have to be made. And only subsequent events can show whether these guesses were justified or not. To the decision-making manager applies the old saying of doctors: “The best diagnostician is not the man who makes the largest number of correct diagnoses, but the man who can spot early, and correct right away, his own mistaken diagnosis.” To do this, however, the manager must know where lack of information has forced him to guess. He must define the unknown.

Developing Alternative Solutions

It should be an invariable rule to develop several alternative solutions for every problem. Otherwise there is the danger of falling into the trap of the false “either-or.” Most people would protest were one to say to them: “All things in the world are either green or red.” But most of us every day accept statements—and act on them—that are no whit less preposterous. Nothing is more common than the confusion between a true contradiction—green and non-green, for instance—which embraces all possibilities, and a contrast—green and red, for instance—which lists only two out of numerous possibilities. The danger is heightened by the common human tendency to focus on the extremes. All color possibilities are indeed expressed in “black or white,” but they are not contained in it. Yet, when we say “black or white,” we tend to believe that we have stated the full range simply because we have stated its extremes.

 

The old plant of a small plumbing equipment manufacturer had become obsolete and threatened the company with the total loss of market position in a highly competitive and price-conscious industry. Management rightly concluded that it had to move out of the plant. But because it did not force itself to develop alternate solutions, it decided that it had to build a new plant. And this decision bankrupted the company. Actually nothing followed from the finding that the old plant had become obsolete but the decision to stop manufacturing there. There were plenty of alternative courses of action: to sub-contract production, for instance, or to become a distributor for another manufacturer not yet represented in the territory. Either one would have been preferable, would indeed have been welcomed by a management that recognized the dangers involved in building a new plant. Yet, management did not think of these alternates until it was too late.

Another example is that of a big railroad which, in the postwar years, experienced a sharp increase in traffic volume. It was clear that facilities had to be expanded. The bottleneck seemed to be the company’s biggest classification yard. Situated halfway between the main terminal points the yard handled all freight trains, breaking them up and rearranging them. And the jam in the yard had become so bad that trains were sometimes backed up for miles outside either end and had to wait twenty-four hours before they could even get in. The obvious remedy was to enlarge the yard. And this was accordingly done at a cost running into many millions. But the company has never been able to use the enlarged facilities. For the two subsidiary yards that lie between the main yard and the two terminals, north and south respectively, simply could not handle such additional loads as would be imposed on them were the new facilities put to use. Indeed it speedily became clear that the real problem all along had been the limited capacity of the subsidiary yards. The original main yard would have been able to handle a good deal more traffic if only the subsidiary yards had been larger and faster. And the enlargement of these two yards would have cost less than a fifth of the sum that was wastefully invested in enlarging the main yard.

 

These cases reveal how limited most of us are in our imagination. We tend to see one pattern and to consider it the right if not the only pattern. Because the company has always manufactured its own goods, it must keep on manufacturing. Because profit has always been considered the margin between sales price and manufacturing costs, the only way to raise profitability is cutting production costs. We do not even think of subcontracting the manufacturing job or of changing the product mix.

Alternative solutions are the only means of bringing our basic assumptions up to the conscious level, forcing ourselves to examine them and testing their validity. Alternative solutions are no guarantee of wisdom or of the right decision. But at least they prevent our making what we would have known to be the wrong decision had we but thought the problem through.

Alternative solutions are in effect our only tool to mobilize and to train the imagination. They are the heart of what is meant by the “scientific method.” It is the characteristic of the really first-class scientist that he always considers alternative explanations, no matter how familiar and commonplace the observed phenomena.

Of course, searching for and considering alternatives does not provide a man with an imagination he lacks. But most of us have infinitely more imagination than we ever use. A blind man, to be sure, cannot learn to see. But it is amazing how much a person with normal eyesight does not see, and how much he can perceive through systematic training of the vision. Similarly, the mind’s vision can be trained, disciplined and developed. And the method for this is the systematic search for, and development of, the alternative solutions to a problem.

 

What the alternatives are will vary with the problem. But one possible solution should always be considered: taking no action at all.

To take no action is a decision fully as much as to take specific action. Yet, few people realize this. They believe that they can avoid an unpleasant decision by not doing anything. The only way to prevent them from deceiving themselves in this way is to spell out the consequences that will result from a decision against action.

Action in the enterprise is always of the nature of a surgical interference with the living organism. It means that people have to change their habits, their ways of doing things, their relationship to each other, their objectives or their tools. Even if the change is slight there is always some danger of shock. A healthy organism will withstand such shock more easily than a diseased one; indeed, “healthy” with respect to the organization of an enterprise means the ability to accept change easily and without trauma. Still it is the mark of a good surgeon that he does not cut unless necessary.

The belief that action on a problem has to be taken may in itself be pure supersition.


For twenty years a large shipping company had difficulty filling one of its top jobs. It never had anyone really qualified for the position. And whoever filled it soon found himself in trouble and conflict. But for twenty years the job was filled whenever it became vacant. In the twenty-first year a new president asked: What would happen if we did not fill it? The answer was: Nothing. It then turned out that the position had been created to perform a job that had long since become unnecessary.

 

It is particularly important in all organization problems that one consider the alternative of doing nothing. For it is here that traditional ways of doing things and positions reflecting past rather than present needs have their strongest hold on management’s vision and imagination. There is also the danger of the almost automatic growth of layers and levels of management which will be continued unless the decision not to fill a vacant job is always considered as part of the decision how to fill it.

Finding the Best Solution

Only now should the manager try to determine the best solution. If he has done an adequate job, he will either have several alternatives to choose from each of which would solve the problem, or he will have half a dozen or so solutions that all fall short of perfection but differ among themselves as to the area of shortcoming. It is a rare situation indeed in which there is one solution, and one alone, In fact, wherever analysis of the problem leads to this comforting conclusion, one may reasonably suspect the solution of being nothing but a plausible argument for a preconceived idea.

There are four criteria for picking the best from among the possible solutions.

1. The risk. The manager has to weigh the risks of each course of action against the expected gains. There is no riskless action nor even riskless non-action. But what matters most is neither the expected gain nor the anticipated risk but the ratio between them. Every alternative should therefore contain an appraisal of the odds it carries.

2. Economy of effort. Which of the possible lines of action will give the greatest results with the least effort, will obtain the needed change with the least necessary disturbance of the organization? Far too many managers pick an elephant gun to chase sparrows. Too many others use slingshots against forty-ton tanks.

3. Timing. If the situation has great urgency, the preferable course of action is one that dramatizes the decision and serves notice on the organization that something important is happening. If, on the other hand, long, consistent effort is needed, a slow start that gathers momentum may be preferable. In some situations the solution must be final and must immediately lift the vision of the organization to a new goal. In others what matters most is to get the first step taken. The final goal can be shrouded in obscurity for the time being.

Decisions concerning timing are extremely difficult to systematize. They elude analysis and depend on perception. But there is one guide. Wherever managers must change their vision to accomplish something new, it is best to be ambitious, to present to them the big view, the completed program, the ultimate aim. Wherever they have to change their habits it may be best to take one step at a time, to start slowly and modestly, to do no more at first than is absolutely necessary.

4. Limitations of resources. The most important resource whose limitations have to be considered, are the human beings who will carry out the decision. No decision can be better than the people who have to carry it out. Their vision, competence, skill and understanding determine what they can and cannot do. A course of action may well require more of these qualities than they possess today and yet be the only right program. Then efforts must be made—and provided for in the decision—to raise the ability and standard of the people. Or new people may have to be found who have what it takes. This may sound obvious; but managements every day make decisions, develop procedures, or enact policies without asking the question: Do we have the means of carrying these things out? and do we have the people?

The wrong decision must never be adopted because people and the competence to do what is right are lacking. The decision should always lie between genuine alternates, that is, between courses of action every one of which will adequately solve the problem. And if the problem can be solved only by demanding more of people than they are capable of giving, they must either learn to do more or be replaced by people who can. It is not solving a problem to find a solution that works on paper but fails in practice because the human resources to carry it out are not available or are not in the place where they are needed.

Making the Decision Effective

Finally, any solution has to be made effective in action.

A great deal of time is spent today on “selling” solutions. It is wasted time. To attempt to sell a solution is both too little and too much. It implies that all is well if only people will “buy.” However, it is of the essence of a manager’s decision that other people must apply it to make it effective. A manager’s decision is always a decision concerning what other people should do. And for this it is not enough that they buy it. They must make it their own.

To speak of “selling” also implies that what is the right decision be subordinated to what the “customer” wants; but this is poisonous and dishonest doctrine. What is right is decided by the nature of the problem; the wishes, desires and receptivity of the “customers” are quite irrelevant. If it is the right decision, they must be led to accept it whether at first they like it or not.

If time has to be spent on selling a decision, it has not been made properly and is unlikely to become effective. Presentation of the final results should never be a great concern, though, in line with the oldest and most basic rule of rhetoric, a decision should always be presented to people in language they use and understand.

Though it is a questionable term the emphasis on “selling” the decision points up an important fact: it is the nature of the managerial decision to be made effective though the action of other people. The manager who “makes” the decision actually does no such thing. He defines the problem. He sets the objectives and spells out the rules. He classifies the decision and assembles the information. He finds the alternative solutions, exercises judgment and picks the best. But for the solution to become a decision, action is needed And that the decision-making manager cannot supply. He can only communicate to others what they ought to be doing and motivate them to do it. And only as they take the right action is the decision actually made.

To convert a solution into action requires that people understand what change in behavior is expected of them, and what change to expect in the behavior of others with whom they work. What they have to learn is the minimum necessary to make them able to act the new way. It is poor decision-making to present a decision as if it required people to learn all over again or to make themselves over into a new image. The principle of effective communication is to convey only the significant deviation or exception—and that in clear, precise and unambiguous form. It is a problem in economy and precision.

But motivation is a problem in psychology and therefore stands under different rules. It requires that any decision become “our decision” to the people who have to convert it into action. This in turn means that they have to participate responsibly in making it.

They should not, to be sure, participate in the definition of the problem. In the first place, the manager does not know who should participate until the definition and classification are done; only then does he know what impact the decision will have and on whom. Participation is unnecessary—and usually undesirable—in the information-gathering phase. But the people who have to carry out the decision should always participate in the work of developing alternatives. Incidentally, this is also likely to improve the quality of the final decision, by revealing points that the manager may have missed, spotting hidden difficulties and uncovering available but unused resources.

Precisely because the decision affects the work of other people, it must help these people achieve their objectives, assist them in their work, contribute to their performing better, more effectively and with a greater sense of achievement. It cannot be a decision designed merely to help the manager perform better, do his job more easily or obtain greater satisfaction from it.

The New Tools of Decision-Making

Nothing I have said so far about decision-making is new; on the contrary, it only repeats what has been known for thousands of years. But while many managers use the decision-making method well, few understand clearly what they are doing.

Two new developments, however, make it important that every manager understand the process. In the first place, a whole new battery of tools to help in decision-making has become available. These are powerful and valuable tools; but they cannot be used unless the manager understands their purpose.

Secondly, the new technology is rapidly shifting the balance between tactical and strategic decisions. Many decisions that have always been tactical, if not routine, are rapidly becoming strategic decisions containing a high degree of futurity, a great impact and a large number of qualitative considerations; they are becoming decisions of a high order, in other words. And they can only be taken successfully and effectively if the manager knows what he is doing and does it systematically.

 

The new tools have been introduced under the rather confusing name of “Operations Research.” They are neither “operations” nor “research.” They are the tools of systematic, logical and mathematical analysis and synthesis. Actually it is not even correct to say that the tools are new; they differ very little from the tools used by the medieval symbolical logician, such as St. Bonaventure. The only new things are a few mathematical and logical techniques.

It is not sufficient therefore to train people in using the new tools and then turn management decisions over to them. Management decisions still have to be made by the manager. And they are still decisions based on judgment. But the new tools can help greatly in some phases of decision-making.

In any new tool it is important to say first what it cannot do. Operations Research and all its techniques—mathematical analysis, modern symbolical logic, mathematical information theory, the “Theory of Games,” mathematical probability and so on—cannot help in defining what the problem is. They cannot determine what is the right question. They cannot set objectives for the solution. Nor can they set rules. Similarly, the new tools cannot make the decision concerning the best solution; they cannot by themselves make a decision effective. Yet these are the most important phases in decision-making.

But the new tools can be of great help in the two middle stages: analyzing the problem and developing alternatives. They can find and bring out the underlying patterns in the behavior of the business and in its environment, including those that have hitherto lain beyond the manager’s field of vision or range of imagination. They can thus bring out alternative courses of action. They can show which factors are relevant (that is, facts) and which are irrelevant (that is, mere data). They can show the degree of reliability of the available data and what additional data are required to arrive at sound judgment. They can show what resources will be needed in any of the alternative courses of action, and what contribution from each component or function would be required. They can be used to show the limitations of each available course of action, its risks and its probabilities. They can show what impact a given action would have on other areas, components and functions, the relationship between input and output and the location and nature of bottlenecks. They can tie together the work and contribution of each function or component with those of all others and show this total impact on the behavior and results of the entire business.

The new tools are also not without danger. In fact, unless properly used they can become potent means for making the wrong decisions. Precisely because they make possible concrete and specific analysis of problems which hitherto could only be roughly defined or sensed, the new tools can be abused to “solve” the problems of one small area or of one function at the expense of other areas or functions or of the entire business. They can be abused, as the technician calls it, to “sub-optimize.” And it is important to stress that practically all the problems which are given in the literature so far as illustrations of Operations Research are problems which should never be solved by themselves as such a solution inevitably results in serious “sub-optimization.” In fact proper use of these tools is possible only if they are first applied to the analysis and definition of the characteristics of the whole business. Only then can they be profitably used for the analysis of individual problems and for the improvement of individual decisions.

Finally, the new tools promise help in making others understand what action is required of them and what to expect from associates. Mathematical information theory is still in its infancy. But it is likely to produce tools capable of identifying the relevant and new deviation in an action pattern and defining it in precise symbols.

All these things have been done for generations by imaginative people. What the new tools do is to bring this accomplishment within everybody’s reach. They arm the imagination, develop it, guide it.

In essence these are tools of information, and of information-processing, not of decision-making. As tools of information, they are the best. In fact, it is not too fanciful to expect that within ten or twenty years these new tools of logical and mathematical analysis will have superseded the traditional financial accounting methods with which we are so familiar today.

For the new tools raise the question of what underlies the phenomena, rather than merely describing them. They focus on action, showing what alternative courses of action there are and what each implies. They therefore make possible decisions with a high degree of rationality in respect to futurity, risk and probability. This is the kind of information each manager needs to set his objectives so as to contribute the most to the business, and to control himself. Accounting will still be needed for financial reporting to stockholders, tax work and custodial work. Management information, however, will increasingly be mathematical and logical.

The manager may not have to be able to work these tools personally (even though their use for a great many applications does not require greater mathematical skill than is required for the reading of sales charts today). But it is essential that he understand them, know when to call in a specialist in their use, and know what to demand of the specialist.

But, above all, he must understand the basic method involved in making decisions. Without such understanding he will either be unable to use the new tools at all, or he will overemphasize their contribution and see in them the key to problem-solving which can only result in the substitution of gadgets for thinking, and of mechanics for judgment. Instead of being helped by the new tools, the manager who does not understand decision-making as a process in which he has to define, to analyze, to judge, to take risks, and to lead to effective action, will, like the Sorcerer’s Apprentice, become the victim of his own bag of tricks.

The Greater Importance of Decision-Making

At the same time the manager—whatever his function or level—will have to make more and more strategic decisions. Less and less will he be able to rely on his ability to make intuitively the right tactical decision.

Tactical adjustments will, of course, always be needed. But they will have to be made within a framework of basic strategic decisions. No amount of skill in making tactical decisions will free tomorrow’s manager from the necessity of making strategic decisions. Even the manager who today gets by without any knowledge of, or insight into, the decision-making method will tomorrow have to understand it, to know it and to use it.








CHAPTER 29

THE MANAGER OF TOMORROW


The new demands—The new tasks—But no new man—Exit the “intuitive” manager—The preparation of tomorrow’s manager—General education for the young—Manager education for the experienced—But central will always be integrity.





THE demands on the skill, knowledge, performance, responsibility and integrity of the manager have doubled in every generation during the past half century. Things which in the twenties only a few pioneers in top management were aware of we now expect young men straight out of school to be able to do. Daring innovations of yesterday—market research, product planning, human relations, or trend analysis, for instance—have become commonplace. Operations Research is fast becoming so. Can we expect this almost explosive increase in the demands on the manager to continue? And what can we expect to be demanded of the manager of tomorrow?

Throughout this book we have repeatedly referred to the new pressures, the new demands on the manager. Let me refer again briefly to the most important ones:

The new technology will demand the understanding of the principles of production and their consistent application by all managers. It will require that the entire business be seen, understood and managed as an integrated process. Even if distribution of the product is carried on in physical separation from production and by a legally distinct and independent distributor, it will have to be considered an integral part of the process. And the same applies to raw-materials procurement or to customer service.


This process requires a maximum of stability and of ability to anticipate future events. Hence it must be based on careful objectives and on long-range decisions in all key areas. But it also requires great internal flexibility and self-guidance. Hence managers on all levels must be able to make decisions which adapt the whole process to new circumstances, changes in the environment and disturbances, and yet maintain it as a going process.

In particular the new technology demands that management create markets. Management can no longer be satisfied with the market as it exists, it can no longer see in selling an attempt to find a purchaser for whatever it is that the business produces. It must create customers and markets by conscious and systematic work. Above all, it must focus continuously on creating mass purchasing power and mass purchasing habits.

Marketing itself is affected by the basic concepts of the new technology. We have, on the whole, discussed Automation as if it were exclusively a principle of production. It is, however, a principle of work in general. Indeed, the new methods of mass marketing may require greater application of the principles of Automation than the automatic factory, even though not one single automatic machine or electronic relay may be used. Marketing itself is becoming an increasingly integrated process. And increasingly it requires close integration with all other phases of the business. Instead of putting the emphasis on selling the individual customer, marketing centers more and more in product and market planning, product design and styling, product development and customer service. Instead of the individual sale, the creation of mass demand will be the pay-off. Television advertising is as much Automation, in other words, as is a mechanized machine feed. And the technological changes in distribution and marketing have as much impact as the technological changes in production.

This will demand that tomorrow’s managers, regardless of their level and function, understand the marketing objectives and policies of their company, and know what they have to contribute to them. Business management will have to be able to think through long-range market objectives and to plan and build a long-range marketing organization.

The new technology will make new demands for innovation. Not only must the chemist, designer or engineer work closely with production and marketing men, but there will have to be the kind of systematic approach to innovation that Sears, Roebuck, for instance, applies to its merchandise planning and its development of suppliers. Innovation will have to be managed by objectives that reflect long-term market goals. It will also have to attempt much more systematically to foresee the inherent possibilities of technological and scientific development and to shape manufacturing and marketing policies accordingly.

The new technology will result in greater competition. True, it will broaden the market and raise the level of production and consumption, but these new opportunities will also demand consistent efforts to do better on the part of the enterprise and its managers.

 

Both because the new technology requires it and because social pressures demand it, the manager of tomorrow will have to make it possible to anticipate employment and to maintain it as close to stability as possible. At the same time, as today’s semi-skilled machine operator becomes tomorrow’s highly trained maintenance man, and today’s skilled worker tomorrow’s individual professional contributor, labor will become a more expensive resource—a capital investment of the business rather than a current cost. And its performance will have a much greater impact on the performance of the whole business.

 

Finally, the manager will have to acquire a whole new set of tools—many of which he will have to develop himself. He needs to acquire adequate yardsticks for performance and results in the key areas of business objectives. He needs to acquire economic tools to make meaningful decisions today for a long-range tomorrow. He will have to acquire the new tools of the decision-making process.

The New Tasks

We can summarize by saying that the new demands require that the manager of tomorrow acquit himself of seven new tasks:

1. He must manage by objectives.

2. He must take more risks and for a longer period ahead. And risk-taking decisions will have to be made at lower levels in the organization. The manager must therefore be able to calculate each risk, to choose the most advantageous risk-alternative, to establish in advance what he expects to happen and to “control” his subsequent course of action as events bear out or deny his expectations.

3. He must be able to make strategic decisions.

4. He must be able to build an integrated team each member of which is capable of managing and of measuring his own performance and results in relation to the common objectives. And there is a big task ahead in developing managers equal to the demands of tomorrow.

5. He will have to be able to communicate information fast and clearly. He will have to be able to motivate people. He must, in other words, be able to obtain the responsible participation of other managers, of the professional specialists and of all other workers.

6. Traditionally a manager has been expected to know one or more functions. This will no longer be enough. The manager of tomorrow must be able to see the business as a whole and to integrate his function with it.

7. Traditionally a manager has been expected to know a few products or one industry. This, too, will no longer be enough. The manager of tomorrow will have to be able to relate his product and industry to the total environment, to find what is significant in it and to take it into account in his decisions and actions. And increasingly the field of vision of tomorrow’s manager will have to take in developments outside his own market and his own country. Increasingly he will have to learn to see economic, political and social developments on a world-wide scale and to integrate world-wide trends into his own decisions.

But No New Man

But there will be no new men to do these staggering tasks. The manager of tomorrow will not be a bigger man than his father was before him. He will be possessed of the same endowments, beset by the same frailties and hedged in by the same limitations. There is no evidence that the human being has altered much in the course of recorded history, certainly none that he has grown in intellectual stature or emotional maturity. The Bible is still the fullest measure of man’s nature, Aeschylus and Shakespeare still the best textbooks of psychology and sociology, Socrates and St. Thomas Aquinas still the high-water marks of human intellect.

How then can we accomplish these new tasks with the same men?

There is only one answer: the tasks must be simplified. And there is only one tool for this job: to convert into system and method what has been done before by hunch or intuition, to reduce to principles and concepts what has been left to experience and “rule of thumb,” to substitute a logical and cohesive pattern for the chance recognition of elements. Whatever progress the human race has made, whatever ability it has gained to tackle new tasks has been achieved by making things simple through system.

The manager of tomorrow will not be able to remain an intuitive manager. He will have to master system and method, will have to conceive patterns and synthesize elements into wholes, will have to formulate general concepts and to apply general principles. Otherwise he will fail. In small business and in large, in general management and in functional management, a manager will have to be equipped for the Practice of Management.

To find the necessary general concepts, to develop the right principles, to formulate the appropriate system and method and to show basic patterns has, of course, been the main purpose of this book. It has been based on the premise that in our management of today we have the experience out of which we can distill valid methods and general conclusions for the management task of tomorrow.

The Preparation of Tomorrow’s Manager

If a man is to manage by concepts, patterns and principles, if he is to apply system and methods he can, however, also prepare himself for the job. For concepts and principles can be taught as can system, method and the formulation of patterns. Indeed, perhaps the only way to acquire them is by systematic learning. At least I have never heard of anyone acquiring those basic patterns, the alphabet and the multiplication table, by experience.

Tomorrow’s manager will actually need two preparations rather than one. Some things a man can learn before he becomes a manager; he can acquire them as a youth or as he goes along. Others he can learn only after he has been a manager for some time; they are adult education.

One does not have to have been a manager to learn reading and writing. Indeed, these skills are best acquired in one’s youth.

 

It can be said with little exaggeration that of the common college courses being taught today the ones most nearly “vocational” as preparation for management are the writing of poetry and of short stories. For these two courses teach a man how to express himself, teach him words and their meaning and, above all, give him practice in writing. It can also be said that nothing would help so much to prepare young men for management as a revival of the honorable practice of the oral defense of one’s “thesis”—only it should be made a frequent, normal, continuing part of college work rather than something that happens once, at the end of formal schooling.

 

In one’s youth one can also most easily acquire knowledge and understanding of logic and of its analytical and mathematical tools. A young man can also learn the basic understanding of science and scientific method which the manager of tomorrow will need. He can acquire the ability to see the environment and to understand it through history and the political sciences. He can learn economics and acquire the analytical tools of the economist.

To prepare himself to be a manager, a young man can, in other words, acquire a general education. He may acquire it through formal schooling. Or, as so many of the best have always done, he may educate himself. But all these things together constitute what has always been considered the general knowledge and discipline of the educated man.

 

I do not mean to imply that what the young man needs to prepare himself for management is incompatible with specific business or engineering training. On the contrary, there is no reason why the required general education should not be an integral part of the business-school or engineering-school curriculum (as is indeed being recognized increasingly by our engineering schools). I also do not mean that there is no value to specific business or engineering subjects. On the contrary; they give a man ability to perform functional work with some degree of workmanship. And it is not only still important that everyone in an enterprise possess the ability to do functional work—at least on the journeyman’s level—but it is crucial that every manager acquire the respect for workmanship which only a technical or craft skill can give. The young man who only acquires functional skills, however, and only learns specific business or engineering subjects, is not being prepared to be a manager. All he is being prepared for is to get his first job.

 

Indeed, the demands that tomorrow will make on the manager may well force us to create anew what we have all but lost: the liberal education for use. It will be very different (at least in outward appearance) from what our grandfathers knew by that name. But it will again have strict method and real standards, especially of self-discipline and of ethics, instead of the abandonment of method and standards that characterizes so much of today’s so-called “progressive education.” It will again have a unified focus rather than be fragmented departmentally. And, like every living liberal education in the past, it will be preparation for work as an adult and citizen rather than merely “general culture.”

 

One needs experience in management as well as maturity, however, to learn to manage by objectives, to analyze the company’s business, to learn to set objectives and to balance them, to learn to harmonize the needs of immediate and long-range future. Without experience as a manager—or at least as an adult—one can learn to recite these things; but one cannot learn to do them.

One needs experience as a manager to learn how to assess and to take risks. One needs experience to learn how to exercise judgment and make decisions. One needs experience to see the business in society, to assess the impact of the environment on the business and to decide what management’s public responsibilities are.

One cannot, as a young man, learn what managing managers means, nor managing worker and work. Nothing is as futile or as pathetic as the young man who has learned “personnel management” in a business school and then believes himself qualified to manage people. And no one can do quite as much harm—or as little good.

The specific work of the manager makes sense only to men who have set objectives, organized, communicated and motivated, measured performance and developed people. Otherwise it is formal, abstract and lifeless. But to a manager who can put the flesh of his own experience on these bones, the terms can become extremely meaningful. Their classification can become a tool by means of which he can organize his own work, examine his own performance and improve his own results. For young people who have no management experience this classification appears the way French irregular verbs appear to a schoolboy in rural Idaho: an assignment to be learned mechanically. All they can do is to parrot: “The sixteen principles of control are…” this may get them a good mark in an examination but it is of little meaning to them in their work. The experienced manager, however, can be brought to see and to use these classifications the way a mature French poet would use the study of the same irregular verbs: as a tool to gain greater insight into his language, greater skill as a writer and greater depth as a thinker.

To discharge tomorrow’s management tasks we therefore will need advanced education for people already in management. We have already made the first steps in this direction, as witness the countless “advanced management programs” that have come into being in this country in the last ten years. And it is a fairly safe bet that the focus in education for management will increasingly shift to advanced work for the adult, experienced manager.

 

The business manager’s need for a systematic attempt at his own advanced education is a new development; but it is not unprecedented. All armies have what is called in this country the “Command and General Staff School,” for professional training in the specific work of a senior officer. All armies have learned that this training cannot be given to young men learning to be officers but only to mature men with considerable experience in actual command and performance of military duties. Similarly, the oldest elite corps, the Jesuit Order, does not subject its men to training in advanced theology and philosophy until they have had many years of practical experience in the study of such lay subjects as medicine, sociology or meteorology, in teaching and in administrative work. It has found that the most advanced, the really professional training for being a Jesuit, does not “take” until a man has acquired the actual experience in the work that his advanced studies organize, make meaningful, appraise and focus.


In fact, that management has a need for advanced education—as well as for systematic manager development—means only that management today has become an institution of our society.

But Central Will Always Be: Integrity

Yet intellectual and conceptual education alone will not enable the manager to accomplish the tasks of tomorrow.

The more successfully tomorrow’s manager does his work, the greater will be the integrity required of him. For under the new technology the impact on the business of his decisions, their time-span and their risks, will be so serious as to require that he put the common good of the enterprise above his own self-interest. Their impact on the people in the enterprise will be so decisive as to demand that the manager put genuine principles above expediency. And their impact on the economy will be so far-reaching that society itself will hold the manager accountable. Indeed, the new tasks demand that the manager of tomorrow root every action and decision in the bedrock of principles, that he lead not only through knowledge, competence and skill but through vision, courage, responsibility and integrity.

No matter what a man’s general education or his adult education for management, what will be decisive above all, in the future even more than in the past, is neither education nor skill; it is integrity of character.
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OUR discussion has so far treated the business enterprise as primarily existing by and for itself. True, we have stressed the relationship to the outside—to customers and market, to the labor union, to the social, economic and technological forces at work in our society. But these relations have been viewed somewhat like the relationship between a ship and the sea which engirds it and carries it, which threatens it with storm and shipwreck, which has to be crossed, but which is yet alien and distinct, the environment rather than the home of the ship.

But society is not just the environment of the enterprise. Even the most private of private enterprises is an organ of society and serves a social function.

Indeed the very nature of the modern business enterprise imposes responsibilities on the manager which are different in kind and scope from those of yesterday’s businessman.

Modern industry requires an organization of basic resources which is radically different from anything we have known before. In the first place, the time span of modern production and of business decisions is so long that it goes way beyond the life span of one man as an active factor in the economic process. Secondly, the resources have to be brought together into an organization—both of material objects and of human beings—which has to have a high degree of permanence to be productive at all. Next, resources, human and material, have to be concentrated in large aggregations—though there is of course a question how large they have to be for best economic performance and how large they should be for best social performance. This in turn implies that the people who are entrusted with the direction of this permanent concentration of resources—the managers—have power over people, that their decisions have great impact upon society, and that they have to make decisions that shape the economy, the society and the lives of individuals within it for a long time to come. In other words, modern industry requires the business enterprise, which is something quite different and quite new.

Historically, society has always refused to allow such permanent concentrations of power, at least in private hands, and certainly for economic purposes. However, without this concentration of power which is the modern enterprise, an industrial society cannot possibly exist. Hence society has been forced to grant to the enterprise what it has always been most reluctant to grant, that is, first a charter of perpetuity, if not of theoretical immortality to the “legal person,” and second a degree of authority to the managers which corresponds to the needs of the enterprise.

This, however, imposes upon the business and its managers a responsibility which not only goes far beyond any traditional responsibility of private property but is altogether different. It can no longer be based on the assumption that the self-interest of the owner of property will lead to the public good, or that self-interest and public good can be kept apart and considered to have nothing to do with each other. On the contrary, it requires of the manager that he assume responsibility for the public good, that he subordinate his actions to an ethical standard of conduct, and that he restrain his self-interest and his authority wherever their exercise would infringe upon the commonweal and upon the freedom of the individual.

 

And then there is the fact that the modern business enterprise for its survival needs to be able to recruit the ablest, best educated and most dedicated of young men into its service. To attract and to hold such men a promise of a career, of a living, or of economic success is not enough. The enterprise must be able to give such men a vision and a sense of mission. It must be able to satisfy their desire for a meaningful contribution to their community and society. It must in other words embrace public responsibility of a high order to live up to the demands the manager of tomorrow must make on himself.

No discussion of the practice of management could therefore leave out those functions and responsibilities of management that arise out of the social character and the public existence of even the most private of enterprises. In addition the enterprise itself must demand that management think through its public responsibilities. For public policy and public law set the range for the actions and activities of the enterprise. They decide what forms of organization are open to it. They prescribe marketing, pricing, patent and labor policies. They control the ability of the enterprise to obtain capital and its price. They decide altogether whether private enterprise is to remain private and autonomous and to be governed by managements of its own choosing.

The responsibility of management in our society is decisive not only for the enterprise itself but for management’s public standing, its success and status, for the very future of our economic and social system and the survival of the enterprise as an autonomous institution. The public responsibility of management must therefore underlie all its behavior. Basically it furnishes the ethics of management.

 

The discussion of management’s public responsibility tends today, at least in this country, to begin with the consideration of management as a leading group in society. But properly it should begin with management’s responsibility to the enterprise of which it is an organ. This responsibility cannot be compromised or side-stepped. For the enterprise is management’s specific trust; everything else arises out of this trust.

The first responsibility which management owes to the enterprise in respect to public opinion, policy and law is to consider such demands made by society on the enterprise (or likely to be made within the near future) as may affect attainment of its business objectives. It is management’s job to find a way to convert these demands from threats to, or restrictions on, the enterprise’s freedom of action into opportunities for sound growth, or at least to satisfy them with the least damage to the enterprise.

Even the staunchest friend of management would not claim that the job done so far could not be improved upon.

 

One illustration should suffice. It should have been clear ten years ago that the changing age structure of the American population, coupled with the steady drop in the purchasing power of the dollar, would produce an irresistible demand on business to do something for old employees. Some managements faced the problem years ago; we have good pension plans going back to 1900. But many more refused to see the inevitable. As a result they were forced to accept demands for employee pensions which tend to impose the greatest rather than the least burden on the enterprise though they do not actually meet the issue. For it is becoming increasingly obvious that pensions will not solve the problem of the old employee. If one fifth of the work force is of pensionable age, as it soon will be in our society, compulsory pensioning of the older people puts an all but unbearable burden on the production of the younger men. At the same time the great bulk of the people who reach what used to be considered old age are both able physically to continue work and eager to do so. What management should have done was to work out plans for keeping employed those older people who want to work and are able to do so, with pensions as something to fall back on for those who are unable or unwilling to keep on working. At the same time these plans would have to make sure that the older employees who are retained do not bottle up the promotional opportunities for younger men or endanger their employment security. Having failed to think through the problem, managements will almost certainly find themselves faced with compulsory employment programs for older people—imposed by unions or by government—which will mean additional cost and new restrictions.

 

American managements are on the verge of making the same mistake in respect to the stability of income and employment. That this demand will have to be met can hardly be disputed any more. It expresses not only the need of the worker for income security, but the need of our society to symbolize the worker’s middle-class status. Also the demand has behind it the force of the deep “depression psychosis” that we inherited from the thirties.

I have tried to show earlier that this demand could be satisfied in such a way as to improve and strengthen the enterprise, increase its productivity and raises its over-all profits. If managements, however, refuse to face the responsibility to make the inevitable productive for the enterprise, they will only saddle their businesses with the guaranteed annual wage—both the most expensive and the least effective way to take care of a real social need.

 

Management is also responsible for making sure that the present actions and decisions of the business enterprise will not create future public opinion, demands and policies that threaten the enterprise, its freedom and its economic success.

 

During the last years many companies have dispersed their plants geographically. In doing so many of them have simply built, in a new location, a replica of the original plant, turning out the same product for the same market. In many cases both the old and the duplicate plants are the main source of employment in their respective communities. Examples are a rubber company with old plants in Akron and a new plant in a small southern town; a ball-bearing company with an old plant in a small New England town and a new plant in a small town in Ohio; a shirt maker with old plants in upstate New York and a new plant in rural Tennessee.

In a depression this can only lead to serious public reaction. For management will then be forced to decide which of these plants to close down and which to keep open—the new plants which represent a high capital investment, have by and large a high break-even point and thus require capacity operations to be profitable, or the old plants around which a whole community may have grown up. But will any community, no matter how eager it was to obtain the new industry, take quietly a decision to deprive it of its main source of income so as to keep up employment in some other place? If the market and the forces of the business cycle bring about unemployment, that is one thing. But if management, by unilateral action, does so, it is quite another. It may therefore be a vital management responsibility to organize new plants so that they have their own market and their own product rather than only be separated geographically. Otherwise expansion will lead to a clash between management and the community, between the requirements of the business and of public policy.

 

Other practices which may tend to breed public opinion and policies hostile to the enterprise, are the exclusive hiring of college graduates for management positions, thus cutting off chances for men inside the company; the narrowing of promotional opportunities for foremen, thus cutting off the most important rungs on the traditional American ladder of success; or the policy of not hiring older workers or disabled people. To discharge its responsibility to the enterprise management must carefully think through these practices and their impact upon the public welfare.

In brief, management, in every one of its policies and decisions, should ask: What would be the public reaction if everyone in industry did the same? What would be the public impact if this behavior were general business behavior? And this is not just a question for the large corporations. In their totality, small businesses and their managements have fully as much of an impact on public opinion and policy. And all, large and small, should remember that if they take the easy way out and leave these problems to “the other fellow,” they only assure that their solution will eventually be imposed by government.

The Social Impact of Business Decisions

This discussion should have made it clear that the impact of management’s decisions on society is not just “public” responsibility but is inextricably interwoven with management’s responsibility to the enterprise. Still, there is a responsibility of management to the public interest as such. This is based on the fact that the enterprise is an organ of society, and that its actions have a decisive impact on the social scene.

The first responsibility to society is to operate at a profit, and only slightly less important is the necessity for growth. The business is the wealth-creating and wealth-producing organ of our society. Management must maintain its wealth-producing resources intact by making adequate profits to offset the risk of economic activity. And it must besides increase the wealth-creating and wealth-producing capacity of these resources and with them the wealth of society


It may seem paradoxical that this responsibility of management is most clearly recognized in the Soviet Union. Profitability is the first and absolute law for Soviet management and the essence of what the Russians proudly proclaim to be their great economic discovery: “management by the ruble.” But a source which the Kremlin would hardly admit as authority has said as much; I refer, of course, to Our Lord’s Parable of the Talents.

 

This responsibility is absolute and cannot be abdicated. No management can be relieved of it. Managements are in the habit of saying that they have a responsibility to the shareholder for profits. But the shareholder, at least in a publicly owned company, can always sell his stock. Society, however, is stuck with the enterprise. It has to take the loss if the enterprise does not produce adequate profits, has to take the impoverishment if the enterprise does not succeed in innovation and growth.

For the same reason management has a public responsibility to make sure of tomorrow’s management without which the resources would be mismanaged, would lose their wealth-producing capacity and would finally be destroyed.

Management is responsible for conducting the enterprise so as not to undermine our social beliefs and cohesion. This implies a negative responsibility: not to usurp illegitimate authority over citizens by demanding their absolute and total allegiance.

In a free society the citizen is a loyal member of many institutions; and none can claim him entirely or alone. In this pluralism lies its strength and freedom. If the enterprise ever forgets this, society will retaliate by making its own supreme institution, the state, omnipotent.

The tendency today of so many, especially of our larger, enterprises to assume paternal authority over their management people and to demand of them a special allegiance, is socially irresponsible usurpation, indefensible on the grounds alike of public policy and the enterprise’s self-interest. The company is not and must never claim to be home, family, religion, life or fate for the individual. It must never interfere in his private life or his citizenship. He is tied to the company through a voluntary and cancellable employment contract, not through some mystical and indissoluble bond.

But responsibility for our social beliefs and cohesion also has a positive component. At least in this country it imposes on management the duty to keep open the opportunity to rise from the bottom according to ability and performance. If this responsibility is not discharged, the production of wealth will, in the long run, weaken rather than strengthen our society by creating social classes, class hatred and class warfare.

There are other areas in which responsibilities can be asserted. I would, for instance, consider it a responsibility of the management of the large company to develop a capital-expenditure policy which tends to counteract the extremes of the business cycle (with Automation such a policy becomes a business necessity). I believe that management has a responsibility to develop policies that will overcome the deep-seated hostility to profits, for the simple reason that this is a threat to our economic and social system. I finally believe that any business, in the present world situation, has the responsibility to make its best contribution to the defensive strength of its country.

But what is most important is that management realize that it must consider the impact of every business policy and business action upon society. It has to consider whether the action is likely to promote the public good, to advance the basic beliefs of our society, to contribute to its stability, strength and harmony.

Management as a Leading Group

Only now can we raise the question of the responsibility that management should assume by virtue of being one of the leading groups in society—responsibilities over and above those grounded in the business itself.

Hardly a day goes by when a spokesman of management does not assert a new public responsibility of this kind. We have been told that management should hold itself responsible for the survival of the liberal arts colleges, for the economic education of workers, for religious tolerance or for a free press, for strengthening the United Nations or for abolishing it, for “culture” in its broadest form and for every one of the arts in particular.

There is no doubt that being a leading group entails heavy responsibility; and there is nothing more destructive than to shirk these responsibilities. There is also, however, nothing more destructive than to assert responsibilities for a group which it does not have, nothing more dangerous than to usurp responsibilities. The present management approach tends to do both: it shirks responsibilities that exist and usurps others that do not and must not exist.

For whoever says “responsibility” also implies “authority.” One does not exist without the other. To assert management’s responsibility in any area is therefore to assign it authority in the area in question. Is there any reason to believe that management in a free society should have any authority over the colleges, over culture and the arts, over the freedom of the press or over our foreign policy? To raise the question is to answer it: such authority would be intolerable. Even the impassioned twaddle permitted, by hoary custom, to the commencement speaker or the boss at the annual employees’ picnic should avoid such a claim.

Managament’s public responsibility as one of the leading groups should therefore be restricted to areas in which management can legitimately claim authority.

As a “rule of thumb” I recommend that management religiously avoid asserting or assuming responsibility for any activities it does not want to see controlled either by the union leader or by government. These are the activities which should be free, that is, organized by spontaneous, local, pluralist action of the citizens, not by any one group or any governing organ. If management does not want the union leader to control an activity, it is a fair assumption that the union leader (and his sizable following) would not want management to control the activity either. And it would be reasonable to assume that society would find sole control of such an activity by either management or union leader intolerable. It would demand the obvious and easy substitute for non-control of these areas: control by the organized government as the representative of the entire people.

And if the business enterprise becomes a source of financial support for important causes and institutions—as our tax laws force it increasingly to be—management must take scrupulous care not to let financial support become “responsibility,” not to let itself be misled into usurping authority where it has and should have none.

But from the fact that responsibility and authority go together, it follows also that management owes to society responsibility wherever its special competence gives it authority.

One major area here is that of fiscal policy. Because we have not modernized our tax structure even though it was built when the maximum income tax was 4 per cent (and that rate applied to millionaires only), we have today an illogical, unmanageable, indeed an immoral system of taxation that encourages and rewards irresponsible actions and decisions of businesses and private individuals alike. Here management can make a major contribution—and it has therefore a major responsibility. But it has responsibility for positive action.

It is not enough to scream that taxes are too high as some people in management have been doing. What we need is a policy that reconciles the necessity of continuing high government expenditures, in the world we live in, with the requirements of society and economy. As long as management confines itself to shouting “down with taxes” it will not have discharged its responsibility for fiscal policy. In fact, it will have been totally ineffectual and will only have made itself look irresponsible.

Wherever management’s competence gives it authority, wherever therefore management has a responsibility, this responsibility must be discharged on the basis of the public interest. It is not good enough to start out with the premise that “what is good for the business is good for the country,” even though the assertion may be substantially correct for the very large company which is in effect a cross section of the American economy. For while its competence is the basis for management’s authority, the only basis on which this authority can be used is the public interest. What is good for the business—or even for all businesses—is irrelevant.

But the final conclusion from the consideration of management’s public responsibility as one of the leading groups is the most important one: It is management’s public responsibility to make whatever is genuinely in the public good become the enterprise’s own self-interest.

To be disinterested is not enough for a leading group in society. It is not even enough that the group subordinate its own interests to the common good. It must succeed in harmonizing public and private interest by making what is the common good coincide with its own self-interest. “This company must be so managed as to make everything likely to strengthen our country, or to advance its prosperity, add strength to the company and advance its prosperity” thus the management of one of our most successful companies, Sears, Roebuck. In economic fact, “what is good for the country must be made to be good for Sears” may not be so different from “what is good for the business is good for the country.” In spirit, in essence, in assertion of responsibility, however, it is completely different.

The Sears statement does not imply pre-established harmony between the private self-interests of a group and the commonweal. On the contrary; to make what is good for the country good for the enterprise requires hard work, great management skill, high standards of responsibility and broad vision. It is a counsel of perfection. To carry it out completely would require the philosopher’s stone that can transmute the basest element into pure gold. But if management is to remain a leading group—indeed, if it is to remain autonomous management running free enterprises—it must make this rule the lodestar of its conduct, must consciously strive to live up to it, and must actually do so with a fair degree of success.

Two hundred and fifty years ago an English pamphleteer, de Mandeville, summed up the spirit of the new commercial age in the famous epigram: “private vices become public benefits”—selfishness unwittingly and automatically turns into the common good. He may have been right; economists since Adam Smith have been arguing the point without reaching agreement.

But whether he was right or wrong is irrelevant; no society can lastingly be built on such belief. For in a good, a moral, a lasting society the public good must always rest on private virtue. No leading group can be accepted on de Mandeville’s foundation. Every leading group must, on the contrary, be able to claim that the public good determines its own interest. This assertion is the only legitimate basis for leadership; to make it reality is the first duty of the leaders.

That “capitalism,” as the nineteenth century understood the term (and as Europe still too prevalently understands it), was based on de Mandeville’s principle may explain its material success. It certainly explains the revulsion against capitalism and capitalists that has swept the Western world during the last hundred years. The economic doctrines of the enemies of capitalism have been untenable and often childish. Their political doctrines have carried the threat of tyranny. But these answers have not been sufficient to quiet the critics of capitalism. Indeed they have usually appeared quite irrelevant to the critics, as well as to the people at large. For the hostility to capitalism and capitalists is moral and ethical. Capitalism is being attacked not because it is inefficient or misgoverned but because it is cynical. And indeed a society based on the assertion that private vices become public benefits cannot endure, no matter how impeccable its logic, no matter how great its benefits.

Fifty years ago de Mandeville’s principle was as fully accepted here as it still is in Europe. But today it has become possible if not commonplace in this country to assert the opposite principle that the business enterprise must be so managed as to make the public good become the private good of the enterprise. In this lies the real meaning of the “American Revolution” of the twentieth century. That more and more of our managements claim it to be their responsibility to realize this new principle in their daily actions is our best hope for the future of our country and society, and perhaps for the future of Western society altogether.

To make certain that this assertion does not remain lip service but becomes hard fact is the most important, the ultimate responsibility of management: to itself, to the enterprise, to our heritage, to our society and to our way of life.
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 * “Special Report: The Greening of General Electric,” The Economist, December 10, 2005, pp. 77–78.



 * The process of “creative destruction” was described fully by the great Austrian economist Joseph A. Schumpeter. The most accessible explanation of the process by Schumpeter is in chapter 7 of his Capitalism, Socialism and Democracy (New York: Harper & Row Publishers, 1942, pp. 81–110). For example, “The opening up of new markets, foreign or domestic, and the organizational development from craft shop and factory floor to such concerns as U.S. Steel, illustrate the same process of industrial mutation…that incessantly revolutionizes the economic structure from within, incessantly destroying the old one, incessantly creating a new one. This process of Creative Destruction is the essential fact about capitalism. It is what capitalism consists in and what every capitalist concern has got to live with” (p. 83). And, “competition of the kind we have in mind acts not only when in being but also when it is an ever present threat. It disciplines before it attacks” (p. 85).



 * See Malcolm Gladwell, “The Cellular Church,” The New Yorker, September 12, 2005, pp. 60–67. Gladwell is the author of The Tipping Point and Blink.



 * Louis V. Gerstner, Jr. Who Says Elephants Can’t Dance? HarperBusiness, New York, 2002, p. 123.



 * The TVA is now (2007) the nation’s largest public power company, with 33,000 megawatts of dependable generating capacity. Through 158 locally and publicly-owned distributors, TVA provides power to about 8.7 million residents of the Tennessee Valley and is self-financed: http://www.tva.gov/abouttva/index.htm.



 * Lange’s model provides for public ownership of the means of production, thus eliminating the capitalist. But it also provides for autonomous businesses, under their own managements, competing in a market economy and getting paid for results. What Lange said, in other words, is that socialist doctrine demands that ownership be socialized. But the allocation of resources has to be done by performance and results, that is, on the basis of the market test, if an economy is to allocate its resources rationally and be capable of performance.



 * Approximately one-hundred nonprofit organizations are created every day and foundations are being formed at the rate of approximately 3,000 each year in the United States. Volunteerism in America recently hit a 30-year high; with 27 percent of Americans claiming that they volunteer on a regular basis. Charitable giving has hit approximately $300 billion, up from $120 billion a few years ago. Source: “Creating the Future of Nonprofits: Opportunity and Innovation in the Social Sector,” Keynote address by Thomas Tierney at a conference sponsored by the Drucker Institute and Leader to Leader Institute, November 19, 2007, New York City. Thomas Tierney is chairman of the Bridgespan Group, a nonprofit organization designed to provide general management consulting services to foundations and other nonprofits. Tierney is the former CEO of Bain & Co.



 * Sourced July 25, 2007, at http://www.cbsnews.com/stories/2007/01/30/national/printable2412890.shtml



 † See Robert A. Watson & Ben Brown, Leadership Secrets of The Salvation Army (New York: Crown Business, 2001) pp. 153–154.



 * Myles Mace, “The President and the Board of Directors,” Harvard Business Review (March–April 1972) p. 37.



 * “Girl Scout national headquarters is located in New York City, with over 400 employees dedicated to supporting the Girl Scout Movement. In partnership with more than 300 local Girl Scout councils or offices, 236,000 troops/groups, 986,000 adult volunteers, our National Board of Directors, and countless corporate, government, and individual supporters, Girl Scouts is helping today’s girls become tomorrow’s leaders.” Sourced July 25, 2007, at http://www.girlscouts.org/who_we_are/.



 * The popularity of the magnet schools within public school districts in the United States, which offer specialized courses and curricula, is a promising trend for encouraging students to develop their strengths.



 * Opportunities for innovation in primary and secondary education in the U.S. are being encouraged by the development and growth of charter schools within the public school system. The charter school movement within the United States is an attempt, with various degrees of measurable success, to organize new schools that challenge traditional views on public education and to provide choice. “Nearly 3,000 new schools have been launched since state legislatures began passing charter legislation in the 1990s.” Sourced on July 25, 2007, at http://www.uscharterschools.org/pub/uscs_docs/o/movement.htm.



 * Vice President Gore headed the National Partnership for Reinventing Government, which started its work on April 15, 1993, and ended early in January 2001 (see http://govinfo.library.unt.edu/npr/index.htm). The project was staffed mostly by approximately 1,300 career professionals from various agencies of federal government. Reported by Stephen Barr, “Members of Campaign to Reinvent Government Packing up, Not Giving up,” Washington Post, January 14, 2001, p. c2 (http://www.washingtonpost.com/).



 * Reported Sunday, August 27, 2006, “How Veterans’ Hospitals Became the Best in Health Care,” by Douglas Waller, Time, in partnership with CNN. http://www.time.com/time/magazine/article/0,9171,1376238,00.html. Reprinted in Time September 4, 2006.



 * For work in the oldest knowledge profession, that is, in medicine, Taylor’s close contemporary William Osier (1849–1919) did what Taylor did and at the same time—in his 1892 book The Principles and Practice of Medicine (arguably the best textbook since Euclid’s Geometry in the third century BC). Osier’s work has rightly been called the application of scientific management to medical diagnosis. And, like Taylor, Osier preached that there is no “skill,” there is only method.



 * The standard account is Philip Woodruff, The Men Who Ruled India, especially the first volume, The Founders (New York: Shocken, 1964). How the system worked day by day is charmingly told in Sowing (New York: Harcourt Brace Jovanovich, 1962), volume one of the autobiography of Leonard Woolf (Virginia Woolf ’s husband).



 * Alfred D. Chandler, Jr., has masterfully chronicled the process in his two books Strategy and Structure (Cambridge: MIT Press, 1962) and The Visible Hand (Cambridge: Harvard University Press, 1977)—surely the best studies of the administrative history of any major institution. The process itself and its results were presented and analyzed in two of my books: The Concept of the Corporation (New York: John Day, 1946) and The Practice of Management (New York: Harper Brothers, 1954).



 * ROLM was bought by IBM and later was bought from IBM by Siemens AG.









Peter F. Drucker was asked in early 1999, “What do you consider to be your most important contribution?” His answer:



* That I early on—almost sixty years ago—realized that management has become the constitutive organ and function of the Society of Organizations;





* That management is not “Business Management”—though it first attained attention in business—but the governing organ of all institutions of Modern Society;





* That I established the study of management as a discipline in its own right; and





* That I focused this discipline on People and Power; on Values, Structure, and Constitution; and above all, on responsibilities—that is, focused the Discipline of Management on management as a truly liberal art.

—Peter F. Drucker,
 January 18, 1999




Source: The Drucker Institute
 Claremont Graduate University
 Claremont, California 91711








*See my book Management: Tasks, Responsibilities, Practices (New York: Harper & Row, 1974; London: Wm. Heinemann, 1974).

*On this see Part 3 below and also my book The Unseen Revolution: How Pension Fund Socialism Came to America (New York: Harper & Row, 1976; London: Wm. Heinemann, 1976).

*On this see my book Management: Tasks, Responsibilities, Practices.

*See The Unseen Revolution: How the Pension Fund Socialism Came to America.

*The earliest discussion of this fundamental social shift was, I believe, in a book of mine: The New Society (New York: Harper & Row, 1949; London: Wm. Heinemann, 1949). Since then, it has been studied in depth, especially by the German sociologist Rolf Dahrendorf, now head of the London School of Economics, and by the French sociologist Michel Crozier.

*I, for one expressed doubts a year later in my book The Future of Industrial Man (New York: John Day, 1941; London: Wm. Heinemann, 1942).

*A fuller discussion of these topics can be found in the chapter on “The Responsible Worker” in Management: Tasks, Responsibilities, Practices.

*On these see my article “Japan: The Problems of Success,” in Foreign Affairs (April 1978).

*In the first chapter of Management: Tasks, Responsibilities, Practices.

* New York: Harper & Row, 1954




1 The only exception I know of is the short essay by Oswald Knauth: Managerial Enterprise (New York: Norton, 1948). See also Joel Dean’s Managerial Economics (New York: Prentice-Hall, 1951). Though Dean is concerned mainly with the adaptation of the economist’s theoretical concepts and tools to business management, the book, especially its earlier, general parts, is required reading for any manager.

2 For the data on Sears I have drawn heavily on Emmet & Jeuck Catalogues and Counters; a History of Sears, Roebuck & Co. (Chicago: University of Chicago Press, 1950), one of the best company histories written so far. For the interpretation of these data I am alone responsible, however; and I also bear sole responsibility for the analysis of Sears’s present position.

3 There is indeed a persistent legend at Sears that Henry Ford, before he built his own first plant, visited and carefully studied the then brand-new Sears mail-order plant.

1 Managerial Economics (New York: Prentice-Hall, 1951), page 28.

2 Here we now have available the careful studies of Simon Kuznets of the University of Pennsylvania to show the direct relationship in United States in dustry between investment in capital equipment and increase in productivity.

3 For a detailed discussion of this, see my The New Society (New York: Harper & Bros., 1950) page 52 ff. where the various risks are discussed in detail.

1 See especially his Capital Budgeting (New York: Columbia University Press, 1951) and his brilliant article: “Measuring the Productivity of Capital,” in the January 1954 issue of the Harvard Business Review.

2 For a discussion of these terms see my New Society, (New York: Harper & Bros., 1950), especially Chapter 4.

3 Most effectively in the Harvard Business Review article mentioned above.

4 Lest this be considered hyperbole, it actually happened, in this country, and in 1951.

1 For most American manufacturing industries this was not the “Great Depression” of 1929–32, but the much shorter “recession” of 1937–38. The rate of decline during the eight months of that depression was the sharpest ever witnessed in an industrial country other than the collapse following total defeat in war such as that of Germany or Japan.

1 The history of the Ford Motor Company is still to be written, Allan Nevins’ Ford. (New York: Scribner’s, 1954), though definitive, carries the story only to 1915. But the main facts are common knowledge. For their interpretation I alone bear the responsibility.

2 For full description of General Motors’ management concepts and practice see my book The Concept of the Corporation (New York, John Day, 1946). This book presents the results of a two-year analysis undertaken at the request of General Motors’ top management.

1 This point has been made with a wealth of supporting evidence by James C. Worthy, formerly of Sears, Roebuck and now of the U. S. Department of Commerce.

2 In his book Bottom-up Management, (New York: Harper & Brothers, 1949).

1 Described in his book Executive Behavior (Stockholm: Stromberg, 1952).

2 In his speech accepting the 1954 Wallace Clark Award for Distinguished Contribution to Scientific Management, given before the Council for International Progress in Management (USA) on January 13, 1954.

3 An entertaining and shrewd description of the typical process is given in Cameron Hawley’s best-selling novel Executive Suite. It is realistic except that there are perhaps fewer happy endings in actual business life.

1 Under the title Concept of the Corporation (New York: John Day, 1946).

1 Part of the IBM story has been presented and analyzed by Charles R. Walker and F. L. W. Richardson in Human Relations in an Expanding Company (New Haven: Yale University Press, 1948). IBM executives themselves have freely discussed their work in the field at management meetings. For the interpretation of the data, however, I bear sole responsibility.

1 For a fuller discussion of some of these economic aspects see my book The New Society (New York: Harper & Brothers, 1950) and my article “The Employee Society” in American Journal of Sociology, January, 1953.

1 They have recently been brilliantly analyzed by Douglas McGregor, president of Antioch College and himself one our leading personnel experts. His paper Line Management’s Responsibility for Human Relations (American Management Association, Manufacturing Series Number 213, New York, 1953), is “must” reading for any manager.

2 Personnel Administration by Paul Pigors and Charles A. Myers (New York: McGraw-Hill, 1947).

3 Reprinted in Scientific Management by Frederick Winslow Taylor (a collection of Tayor’s most important papers); New York: Harper & Brothers (latest edition 1947).

4 One significant example is The Man on the Assembly Line by Charles R. Walker and Robert H. Guest (Cambridge, Mass.: Harvard University Press, 1952).

5 See, for example, the various papers and articles of Professor Joseph M. Juran.

1 As reported in The Man on the Assembly Line (Cambridge, Mass., Harvard University Press, 1952).

1 For a detailed discussion see my The New Society, page 232 ff.

2 One very simple but effective plan for a small company—the Resistoflex Corporation, Belleville, New Jersey—is described in the January, 1954 issue of Personnel Magazine.

3 Alexander R. Heron, vice-president of Crown Zellerbach and a pioneer in managing worker and work, has recently developed the same thesis in his lucid book No Sale. No Job (New York: Harper & Brothers, 1954).

1 “Activities and Behaviors of Production Supervisors” Report No. 946, Personnel Research Section, PR & P Branch, The Adjutant General’s Office, Department of the Army, Washington, D.C., 1952.
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