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Introduction

This book was written as a short introduction to the main management
concepts that have determined the structure and style of business organ-
isations over the past century. These concepts are no longer confined to
the pages of learned management journals or to the lecture halls of pres-
tigious business schools. Many of them are increasingly referred to in
general-management training material and in the pages of the everyday
business press. Yet few of them are self-explanatory.

This guide is designed to lead the interested reader on to further
learning through the list of recommended reading that concludes the
majority of the entries. My original aim was to compile the 100 greatest
management ideas of the 20th century, an average of one big idea per
year being about as much as anyone could hope for.

Most of the ideas selected themselves. But a minority could as easily
have been replaced by others, the choice being ultimately a matter of
opinion. In this case, my opinion was guided by that of Professor Piero
Morosini of IMD, an international business school in Lausanne. But, as
always with such a compilation, any serious omissions are my fault,
and for them I apologise.

As I progressed with the book I became increasingly amazed by the
range and depth of research on the subject of the organisation and
behaviour of “people at work”, of human beings as producers and con-
sumers. I was also struck by the cyclical nature of so much of it. They
come and they go, and then they come back again. The similarities
between Frederick Taylor’s scientific management and the late 20th-
century enthusiasm for business process re-engineering are striking. So
too is the frequent resurrection of Douglas McGregor’s Theories X and Y,
and the currently neglected insight behind satisficing, long due for a
revival if only to be applied to the world of e-commerce.

I would like to thank Stephen Brough at Profile Books for believing
with me that there was a market for a product like this. Thanks also to
Aimee-Jane Lee, formerly of Worcester College, Oxford, for her tremen-
dous help in researching many of the entries.

Lastly, I would like to thank all the management thinkers and writers
referred to in the book. Unfortunately, many of them have suffered
from the volumes of management mumbo-jumbo that are published
every year and that give the genre a bad name. But the best of them

vii
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throw extraordinary flashes of insight on the way that most of us spend

the greater part of our waking day. If this book has mirrored just a few
of those flashes it will have achieved its aim.

Tim Hindle

October 2002
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ACTIVITY-BASED COSTING

Activity-based costing

Activity-based costing (ABC) is a system of assigning costs to products or
services based on the resources that they consume. Its aim, wrote The
Economist, is “to change the way in which costs are counted”.

ABC is an alternative to the traditional way of accounting in which a
business’s overheads (indirect costs such as lighting, heating and mar-
keting) are allocated in proportion to an activity’s direct costs. This is
unsatisfactory because two activities that absorb the same direct costs
can use very different amounts of overhead. A mass-produced industrial
robot, for instance, may use the same amount of labour and materials as
a customised robot. But the customised robot uses far more of the com-
pany engineers’ time (an overhead) than does the mass-produced one.

This difference would not be reflected in traditional costing systems.
Hence a company that makes more and more customised products (and
bases its pricing on historic costings) can soon find itself making large
losses. As new technologies make it easier for firms to customise prod-
ucts, the importance of allocating indirect costs accurately increases.

Introducing activity-based costing is not a simple task - it is by no
means as easy as ABC. For a start, all business activities must be broken
down into their discrete components. As part of its ABC programme, for
example, ABB, a Swiss-Swedish power company, divided its purchasing
activity into things like negotiating with suppliers, updating the
database, issuing purchase orders and handling complaints.

Large firms should try a pilot scheme before implementing the
system throughout their organisation. The information essential for ABC
may not be readily available and may have to be calculated specially
for the purpose. This involves making many new measurements. Larger
companies often hire consultants who are specialists in the area to help
them get a system up and running.

The easy approach is to use ABC software in conjunction with a com-
pany’s existing accounting system. The traditional system continues to
be used as before, and the ABC structure is an extra to be called upon
when specific cost information is required to help make a particular
decision. The development of new business accounting software pro-
grams, such as those of sap, a German software company, have made
the introduction of activity-based costing more feasible.

Setting up an activity-based costing system is a prerequisite for
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improving business processes (see page 180) and for any re-engineering
programme (see page 187). Many firms also use ABC data as inputs for
the measures required for a balanced scorecard (see page 3).

A brief history

The idea of activity-based costing arose in the early 1980s largely as a
result of growing dissatisfaction with traditional ways of allocating
costs. The idea owes much to the work of Michael Porter (see Competi-
tive advantage, page 33), who developed the view of the business as a
chain of interlinked activities. In his scheme, profits are no more than
the sum of the difference between the price that customers pay for an
activity and the cost of that activity. Measuring the cost of activities cor-
rectly then becomes central to making a profit.

After a strong start, however, ABC fell into a period of disrepute.
Even Robert Kaplan, a Harvard Business School professor sometimes
credited with being its founding father, has admitted that it stagnated in
the 1990s. The difficulty lay in translating the theory into action. Many
companies were not prepared to give up their traditional cost-control
mechanisms in favour of ABc. In his book Cost and Effect, Kaplan
claims that “most users are taking advantage of only a fraction of the
potential benefits of modern cost management”.

Nevertheless, ABC has many satisfied customers. Chrysler, an Amer-
ican automobile manufacturer now part of DaimlerChrysler, claims that
it saved hundreds of millions of dollars through a programme that it
introduced in the early 1990s. ABC showed that the true cost of certain
Chrysler parts was 30 times what had originally been estimated, a dis-
covery that persuaded the company to outsource (see page 165) the
manufacture of many of those parts.

Recommended reading

Cokins, G., Activity-based Cost Management: an Executive’s Guide, John
Wiley, New York, 2001

Kaplan, R. and Cooper, R., “Make Cost Right: Make the Right
Decisions”, Harvard Business Review, September-October 1988

Kaplan, R., Cost and Effect, Harvard Business School Press, Boston, MA,
1997

Ness, J.A. and Cucuzza, T.G., “Tapping the Full Potential of ABC”,
Harvard Business Review, July-August 1995

O’Guin, M.C., The Complete Guide to Activity-Based Costing, Prentice
Hall, London, 1991; Aspen Publishers, New York, 1991



BALANCED SCORECARD

Balanced scorecard

Robert Kaplan, a professor at Harvard Business School, is a man who
comes up with one big idea per decade. In the 1980s it was activity-
based costing (see page 1); in the 1990s it was the balanced scorecard.

The idea of the balanced scorecard is set out in an article that Kaplan
wrote in 1992 for the Harvard Business Review, along with David
Norton, president of a consulting firm called Renaissance Strategy
Group. The article, entitled “The Balanced Scorecard - Measures that
Drive Performance”, began with the idea that what you measure is
what you get. If you measure only financial performance, then you get
only financial performance. If you take a wider view, and measure
things from other perspectives, then (and only then) do you stand a
chance of achieving goals other than purely financial ones.

In particular, Kaplan and Norton suggested that companies should
consider the following.

v The customer’s perspective. How does the customer see the
organisation, and what should the organisation do in order to
remain that customer’s valued supplier?

» The company’s internal perspective. What are the internal
processes that the company must improve if it is to achieve its
objectives vis-a-vis customers, shareholders and others.

» Innovation and improvement. How can the company continue
to improve and to create value in the future? What should it be
measuring to make this happen?

A brief history

The idea of the balanced scorecard was highly attractive when it first
appeared. Companies were increasingly frustrated with traditional mea-
sures of performance that related only to the shareholders’ point of
view. Many felt that this was unduly short-termist and too concerned
with stockmarket twitches; it prevented boardrooms and managers from
considering longer-term opportunities. The balanced scorecard not only
broadens the organisation’s perception of where it stands today, but it
also helps it to identify things that will ensure its success in the future.

Kaplan and Norton themselves saw some of the benefits of the bal-
anced scorecard as follows.
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» It helps companies to focus on what needs to be done in order to
create a “breakthrough performance”.

w It acts as an integrating device for a variety of often disconnected
corporate programmes, such as quality, re-engineering, process
redesign and customer service.

v It translates strategy into performance measures and targets.

» It helps break down corporate-wide measures so that local
managers and employees can see what they need to do to
improve organisational effectiveness.

w It provides a comprehensive view that overturns the traditional
idea of the organisation as a collection of isolated, independent
functions and departments.

Recommended reading

Kaplan, R.S. and Norton, D.P., “The Balanced Scorecard - Measures that
Drive Performance”, Harvard Business Review, January-February
1992

Kaplan, R.S. and Norton, D.P., “Putting the Balanced Scorecard to
Work”, Harvard Business Review, September-October 1993

Kaplan, R.S. and Norton, D.P., The Balanced Scorecard: Translating
Strategy into Action, Harvard Business School Press, Boston, MA,
1996

Kaplan, R.S. and Norton, D.P., “Why Does Business Need a Balanced
Scorecard?”, Journal of Strategic Performance Measurement, Part 1,
February-March 1997; Part 2, June-July 1997

Neely, A., Measuring Business Performance, The Economist/Profile
Books, London, 1998

Niven, P.R., Balanced Scorecard Step-by-Step, John Wiley, New York,
2002
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Barriers to entry, exit and mobility

The idea that there are barriers preventing firms from entering markets
and barriers preventing them from leaving those markets views markets
as similar to fields surrounded by gates of differing sizes and complex-
ity. The gates have to be surmounted by firms wishing to enter or leave
these markets.

To some extent the gates can be both raised and lowered, not just by
those inside the fields but also by those outside wishing to enter. Typical
barriers to entry include patents, licensing agreements and exclusive
access to natural resources. A patented pharmaceutical, for instance,
gives the patent holder exclusive rights for a certain period (usually a
maximum of seven years) to manufacture and sell that pharmaceutical
within a specified market.

The economies of scale (see page 80) that can be gained from being
large and established in a particular field can also act as a barrier to
entry. If new entrants calculate that they need to sell large volumes
before they can hope to be competitive with existing firms, this acts as a
deterrent to their ambition. When, for instance, did a new entrant last
try to begin manufacturing for the mass car market?

Barriers to entry can also be erected by governments. Regulations
covering the financial services industry are designed to act as a barrier to
rogues and villains, but inevitably they also deter many honest busi-
nesses too. Not so long ago, foreign banks could not operate in the UK
unless they had an office within walking distance of the Bank of Eng-
land, then the industry’s regulator. Needless to say, property prices in
the City of London’s “Square Mile” were among the highest in the world
and acted as a powerful barrier to entry.

Firms that are well established in a particular field or market may be
tempted to raise the barriers when they see a newcomer approaching
their patch. They can do this, for instance, by lowering their prices, thus
making the newcomers’ products less competitive. Moreover, lowering
prices may be an easy option for the incumbents since their prices may
well have been higher than the free-market level because of the barriers.

Monopolies exist where there are insurmountable barriers to entry. If
there were no (or only low) barriers, other firms would enter monopoly
markets to participate in the monopoly profits.

Barriers to exit make it more difficult for a company to get out of a
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particular business than it would otherwise have been. They include
things like the cost of laying off staff and of contractual obligations,
such as the payment of rent. For a classic high-street bank with a large
number of staff and a wide network of branches, the barriers to exit
from traditional banking businesses are considerable.

Paradoxically, firms sometimes decide for themselves to erect barri-
ers that hinder their own exit from a market. This can be a strategic ploy
designed to convey to their competitors the message that they are com-
mitted to that market, and that they are not going to leave it in a hurry.

Barriers to mobility are those gates that hinder a firm from one indus-
try from moving into another (or, as Michael Porter put it in Competitive
Strategy, first published in 1980, “factors that deter the movement of
firms from one strategic position to another”). For example, supermar-
kets in the UK that wish to go into the banking business are prevented
from doing so on their own. They have to form an alliance with an
existing registered bank because UK regulators cannot yet countenance
the selling of loans and of soap powder by the same organisation. Simi-
larly, supermarkets face barriers to becoming online Internet service
providers. One of the highest is the fact that they already own massive
chunks of land and buildings.

A brief history

Old ideas about barriers to entry were given a new twist with the devel-
opment of electronic commerce (e-commerce, see page 78). By using the
Internet, firms can sometimes surmount traditional barriers with an ease
not previously available. Economies of scale, for instance, do not apply
in the same way in the world of e-commerce.

The wave of deregulation in the 1980s and 1990s was designed by
free-market-oriented governments to lower barriers to entry in indus-
tries ranging from airlines to stockbroking. But it had only limited suc-
cess. A 1996 study of the airline industry by the US government’s
General Accounting Office, for example, illustrated the complex way in
which barriers to entry become woven into the fabric of an industry.
The study found that:

m three things - namely, limits on take-off and landing slots at
certain major airports; the existence of long-term leases giving
airlines the exclusive use of airport gates; and rules prohibiting
flights of less than a certain distance - continued to impede new
airlines’ access to airports;
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w established airlines’ marketing strategies - such as travel agents’
commissions, frequent-flier plans, airline-owned computer
reservation systems and partnerships with commuter airlines -
made it extremely difficult for other carriers to attract traffic.

Despite this, in recent years a number of low-cost carriers have man-
aged to circumvent these barriers by using secondary airports and by
marketing tickets via the Internet.

Recommended reading

Geroski, P., Market Dynamics and Entry, Blackwell, Oxford, UK, and
Cambridge, MA, 2002

Geroski, P., Gilbert, R. and Jacquemin, A. (eds), Barriers to Entry and
Strategic Competition, Harwood Academic Publishers, 1990

Karakaya, F. and Stahl, M.J., Entry Barriers and Market Entry Decisions,
Quorum Books, New York, 1991

Porter, M., Competitive Strategy, Free Press, New York, 1980
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Benchmarking

Benchmarking is a way of determining how well a business unit or
organisation is performing compared with other units elsewhere. It sets
a business’s measures of its own performance in a broad context and
gives it an idea of what is “best practice”. In The Benchmarking Book,
Michael Spendolini defines benchmarking as a “continuous systematic
process for evaluating the products, services or work processes of organ-
isations that are recognised as representing the best practices for the
purposes of organisational improvement”.

Historically, measures of corporate performance have been com-
pared with previous measures from the same organisation at different
times. Although this gives a good indication of the rate of improvement
within the organisation, it gives no indication of where the performance
stands in absolute terms. The organisation could be getting better and
better; but if its competitors are improving even more, then better and
better is not enough.

In their book, Benchmarking: A Tool for Continuous Improvement,
CJ. McNair and HJ. Liebfried describe four different types of bench-
marking.

1 Internal benchmarking. This is a bit like the process of quality man-
agement, an internal checking of the organisation’s standards to see if
there is further potential to cut waste and improve efficiency.

2 Competitive benchmarking. This is the comparison of one com-
pany’s standards with those of another (rival) company.

3 Industry benchmarking. Here the comparison is between a com-
pany’s standards and those of the industry to which it belongs.

4 Best-in-class benchmarking. This is a comparison of a company’s
level of achievement with the best anywhere in the world, regardless
of industry or national market. The Japanese have a word for it,
dantotsu, which means “being the best of the best”.

Benchmarking is a fluid concept which recognises that the relative
importance of different processes changes over time as a business
changes. For example, a retailer that shifts from selling through stores to
selling over the Internet suddenly becomes less concerned about cus-
tomer parking facilities and more concerned about the performance of
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its fleet of delivery vans. The importance of benchmarking these respec-
tive activities changes similarly.

The process of benchmarking assumes that companies are prepared
to put their measures into some sort of public arena where others can
use them for comparison. This is usually carried out by a third party,
who puts the data in order and then discloses it in a way that does not
reveal the identity of any individual data provider. Firms can, of course,
recognise their own data and judge where they stand in the pecking
order.

A brief history
The enthusiasm for benchmarking grew out of two things.

» The Japanese development of total quality management (see
page 227) and the idea of kaizen (see page 128), that is, continuous
improvement. This was a system built on detailed statistics. It
required careful measurement of industrial activities, followed by
close monitoring of those measures. It not only forced managers
to make such measurements; it made their competitors do so too.

»i The work of Michael Porter (see Competitive advantage, page 33)
in the 1980s. This forced firms to think more about their
competitors and where they stood in relation to them rather than
where they stood in terms of their own history.

One of the best-known examples of benchmarking is that of Xerox,
which underwent a rigorous benchmarking exercise in the 1980s after it
had watched its market share being whittled away by Japanese compe-
tition. The company systematically analysed its competitors’ products
and their production processes with the aim of reorganising itself, not
just to match the opposition but to exceed it. By 1989 Xerox had
regained much of its market share and that year won the prestigious
Malcolm Baldrige Quality Award in the United States.

Benchmarking has become common practice in the United States and
Japan, and is increasingly used in Europe. For example, Siemens, a
German electrical and electronics firm, has benchmarked itself exten-
sively against its rivals and against firms in other industries (such as
retailing) in order to gain a better idea of how it might improve in
common areas such as customer service.
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Recommended reading

Ahlstrom, P., Blacknon, K. and Voss, C., “Benchmarking and
Manufacturing Performance: Some Empirical Results”, Business
Strategy Review, Vol. 4, 1996

Boxwell, RJ., Benchmarking for Competitive Advantage, McGraw-Hill,
New York, 1994

Karlof, B., The Benchmarking Management Guide, Productivity Press,
Cambridge, MA, 1993

McNair, CJ. and Liebfried, K.H.J., Benchmarking: A Tool for Continuous
Improvement, John Wiley, New York, 1994

www.benchmarkingtnetwork.com
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Brainstorming

Brainstorming is a rather dramatic name for a semi-structured business
meeting whose chief purpose is to come up with new ideas for business
improvement. It is loosely based on belief in a sort of psychological syn-
ergy: that a creative meeting can throw out something more than the
sum of its parts, more than the sum of the ideas in the participants’
heads.

To be most effective, brainstorming sessions require a trained facili-
tator and some basic ground rules. Without a facilitator, such sessions
can degenerate into an effort to find as many negative points as possible
about each new idea. Ultimately, the idea is cast aside and the group
prepares to give the same treatment to the next one.

Formalised brainstorming is based on three basic rules:

1 Participants should be encouraged to come up with as many ideas as
possible, however wild they are.

2 No judgment should be passed on any idea until the end of the ses-
sion.

3 Participants should be encouraged to build on each other’s ideas,
putting together unlikely combinations and taking each one in
unlikely directions.

For those wishing to try out brainstorming, there are a number of
helpful hints.

» Identify a precise topic to be discussed.

w If there are more than ten participants split the discussion into
smaller groups.

w1 Make each group choose a secretary to record the ideas that are
thrown up.

» Explain clearly the three basic rules above.

» Storm away with ideas, with the secretary listing all those that
come up.

» Establish criteria for selecting the best ideas, then evaluate each
idea against these criteria.

» Outline the steps needed to implement these best ideas.

11
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A brief history

Brainstorming is said to have been popularised as a management tech-
nique in the late 1930s by Alex Osborn, an advertising executive. At one
time the technique was widely used within corporations to help them
come up with new product ideas or to devise radically new manufac-
turing processes. The results of brainstorming, however, have fre-
quently been judged inadequate. Most people agree that totally
unstructured sessions rarely work. But even when basic rules are fol-
lowed, the results are often disappointing.

Research into the effectiveness of brainstorming suggests that indi-
viduals working on their own generally come up with more original and
higher-quality ideas. But groups come up with more ideas as such, even
though they may be of an inferior quality. Groups also go on being pro-
ductive for much longer; individuals on their own tire easily and dry up.

Where open-ended group discussions have been found to be particu-
larly helpful is in evaluating ideas rather than in generating them. Group
feedback seems to be useful in this process.

Recommended reading

De Bono, E., Serious Creativity, HarperBusiness, New York, 1992; Profile
Books, London, 1995

Goman, C.K., Creative Thinking in Business, Kogan Page, London, 1989

Rawlinson, J.G., Creative Thinking and Brainstorming, Wildwood
House, Aldershot, 1986

12
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Branding

Originally, branding was the placing on animals (usually by burning) of
an identifying mark. In a business context, branding refers to imposing
on goods and services a distinctive identity. Philip Kotler, author of Mar-
keting Management, a standard textbook on marketing, defines a brand
as: “A name, term, symbol or design (or a combination of them) which
is intended to signify the goods or services of one seller or group of sell-
ers and to differentiate them from those of the competitors.”

A brand’s image is conveyed in a variety of ways, including adver-
tising, packaging and the attitudes of employees.

Branding bestows a number of benefits on goods and services.

» It reassures consumers about the quality of the product. This
allows the producer to charge a premium over and above the
value of the basic benefits provided by the underlying product.
Consumers buy Coca-Cola not just because they like the taste,
but because when it comes to colas, the Coca-Cola brand name is
a well-known “guarantee” of quality.

The ability of powerful brands to grab a bigger share of
consumers’ wallets than lesser-known competing products can
give them great value. When Philip Morris bought the Kraft food
company in 1988 it paid four times the value of Kraft’s tangible
assets. Most of the 75% spent on intangible assets represented the
value of Kraft’s powerful brands. When Nestlé bought Rowntree
it paid more than five times the book value of Rowntree’s assets.
Most of that extra (almost £2 billion) was the cost of Rowntree’s
well-known names, such as Polo, Kit Kat and After Eight.

The confidence that consumers gain from a well-known brand
is particularly useful when they do not have enough information
to make wise choices about goods and services. Thus western
travellers seek out global brand names when buying drinks and
cigarettes, for example, in far-flung corners of the earth where
they have no knowledge of the local produce.

Another area where this applies is on the Internet, where
online shoppers are uncomfortable with the multitude of choices
presented to them. In order to feel they are getting reliable quality
and value, they often revert to familiar brands.

13
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» It provides an enduring platform on which to develop other
businesses. Brands have considerable staying power. Of the top
50 packaged goods brands in the UK, for instance, fewer than ten
have been created in the past 20 years. New products can be
launched under the same brand while old ones are gradually
withdrawn from the market.

Changing the elements of a successful brand can be
dangerous. When British Airways changed its tail-fin design in
1997, it was part of a gentle shift in the company’s branding. But
the switch from variations of the Union Jack, with its nationalist
overtones, to splashes of ethnic and abstract colours that were
meant to convey a feeling of warmth, speed and (above all) of
being part of a global community, backfired. Customers saw the
new tail-fins as symbolic of a simultaneous deterioration in the
airline’s service. By the end of the decade, the airline admitted the
change was a mistake and pledged to revert to variations of the
UK’s national flag.

When a branded product becomes number one in its market cate-
gory, it is called a brand leader. There are considerable advantages to
being a brand leader. An American study found that brand leaders on
average achieve dramatically higher returns on investment than sec-
ondary brands.

When companies have a valuable brand they often attempt to stretch
it by attaching it to other products and services. A classic example is the
Mars chocolate confectionery brand, which has been successfully trans-
ferred to an ice-cream product with a similar shape and flavour.

There is a theory, however, that brands can be stretched too far. The
expectations that are built up in consumers by one branded product
have to be delivered by all products bearing the same brand.

A brief history

Firms have recognised the power of brands for many years. One of the
most fertile periods for the creation of great brands was the 1880s and
1890s, when the names of both Kodak and Kellogg first appeared in
shop windows. Their inventors stumbled across a fact not fully recog-
nised until much later: that two of the most powerful elements in a
brand name are the guttural sound (and especially the “k” sound) and
alliteration (repetition of the same consonant). Think of Pepsi and Coke.

Firms with international ambitions must be careful when inventing
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new brand names. For example, Brillo, a well-known British scouring
pad, has a hard time in Italy. Brillo, in Italian, means sozzled. When
Chrysler introduced its Nova car into Mexico it forgot that in Spanish no
va means “it doesn’t go”.

In general, Americans have been more successful at creating interna-
tional brands than anyone else. Of the ten most valuable brands in the
world, as calculated by consultants Interbrand in 2002, no fewer than
eight were American. The exceptions were Nokia (in sixth place) and
Mercedes (10th). But even the most valuable brands can stumble if they
do not remain sensitive to consumer tastes. When Coca-Cola, regularly
at the top of Interbrand’s list, tried to launch a new formula for its main
product in 1985 it flopped spectacularly, and consumers deserted the
company in droves.

In recent years, the idea of branding has stretched from goods and
services to individuals. Sports stars, pop stars and film stars take careful
note of what brands they wear and what these brands say about them.
Many modern novels describe their characters more by their clothes
and accessories than by their physical features or behaviour. The
brands have become shorthand for the character.

Recommended reading

Arnold, D., The Handbook of Brand Management, Perseus Publishing,
Cambridge, MA, 1993

Gilmore, F. (ed.), Brand Warriors: Corporate Leaders Share their Winning
Strategies, Profile Books, London, 1997

Kotler, P., Marketing Management: Analysis, Planning, Implementation
and Control, 9th edn, Prentice Hall, Upper Saddle River, NJ, 1997

McRae, C., World Class Brands, Addison-Wesley, New York, 1991

Ries, L. and Ries, A., The 22 Immutable Laws of Branding, HarperCollins,
New York, 1998; Profile Books, London, 2000

Travis, D. and Branson, R., Emotional Branding, Prima Publishing,
Roseville, CA, 2000

Vishwanath, V. and Mark, J., “Your Brand’s Best Strategy”, Harvard
Business Review, May-June 1997
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Business cycle

Economies (and, therefore, the businesses in them) are believed to go
through a regular cycle of boom and bust as they move in a generally
upward direction. This idea is deep-seated and long-standing.

Discussion has generally focused not on the existence of business
cyclesbuton their duration. Many people think thatthey recur every three
or four years. Nikolai Dimitriyevitch Kondratiev, a Russian economist,
thought that they roll around in phases of between 50 and 54 years.

In general, no two business cycles are alike, and some industries have
their own cycles, independent of those taking place in the economy as a
whole. The construction industry, for example, is notorious for the non-
synchronised phasing of its waxings and wanings. Regions have their
own cycles too. The East Asian economic crisis of 1997, for example,
was not mirrored in the rest of the world.

Industries with high fixed costs, such as steel mills and car plants, are
most vulnerable to the vicissitudes of the business cycle. They generally
invest heavily when demand is strong and then find themselves with
excess capacity when demand falls back. Excess capacity in an industry
pushes prices down, so the profitability of a company in that industry is
hit by both lower sales and lower prices. Firms can find some relief from
this by using subcontractors to help out when times are good.

Economists identify four separate phases in the classic business cycle.

1 The prosperity phase, when production and sales rise, and so too do
prices.

2 The liquidation phase, when consumers decide to remain liquid (that
is, to save more and to consume less).

3 The recession phase, when there is widespread unemployment and
business closures.

4 The recovery phase, when consumers regain their confidence.

Most explanations of the business cycle involve a switch at some
stage to insufficient consumption or insufficient investment. The former
can occur when prices rise so much in a boom that consumers with-
draw from the market; the latter can arise when firms introduce so
much extra capacity in the boom that there is too much production for
the current demand. Recovery then occurs either because prices are
forced down so far that consumers return to the market, or because gov-
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ernments stimulate the economy by themselves creating demand. This
can start a virtuous circle in which consumer demand creates more jobs,
which create more purchasing power, which creates more consumers.

A brief history

It is said that the Mayans of Central America were aware of the 50-54
year wave of boom and bust, and so were the ancient Israelites.

Kondratiev based his theory of long-wave cycles on a study of price
changes in the 19th century. He also examined which industries suf-
fered most during the depression phase of his cycle, and he pointed out
how often technology was crucial in getting business out of that phase.

Kondratiev believed that his theory could be used to anticipate future
economic developments. For his cycles have quite precise phases: the
recession phase begins about 20-25 years after the boom has begun, at a
time when commodity prices drop from their highs.

The current Kondratiev wave began when western economies
started to pull out of the depression of the 1930s. The second world war
delayed the process, but prices began to accelerate as soon as it ended.
Commodity prices started dropping from their highs in the 1980s. Kon-
dratiev theory implies that we are about to hit the mother of all crashes.

At the end of the 20th century, however, the economies of the United
States (and to a lesser extent the UK) were stuck in such a prolonged
period of boom that some economists began to suggest that there was a
new economic “paradigm” in operation. In this “new economy”, infla-
tion was finally defeated and old-style business cycles were overturned.
Reasons given for it were largely related to the dramatic changes in cost
structure brought about by developments in information technology,
and particularly by the Internet. These economists believed there would
be significant changes in product markets as a result of the greater use of
IT in distribution, of the entry of large, low-cost competitors, and of an
intensification of competitive pressures. After recession hit the United
States, Germany and Japan in 2001, economists had to revise their views
about the overturn of the business cycle.

Recommended reading

Cooley, T.F. (ed.), Frontiers of Business Cycle Research, Princeton
University Press, 1995

Glasner, D. (ed.), Business Cycles and Depressions: an Encyclopedia,
Garland, New York, 1997

Makasheva, N., Samuels, W.J. et al. (eds), The Works of Nikolai D.
Kondratiev, Pickering & Chatto, London, 1998
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Business modelling

The use of computer models to simulate different business activities and
to assist in decision-making processes is almost as old as 1BM itself. Busi-
ness modelling was a central part of operational research (or), a fad of
the 1950s and 1960s. But it outgrew its ORr roots as the mainframe came
to be replaced by the pc.

Operational research (see page 163) was originally carried out by spe-
cialists in isolated research-style environments. But business modelling
is now based on widely available software that allows non-technical
general managers to try out lots of different options on (electronic)
paper before deciding which one to use. A retailer, for instance, might
develop a model to help choose where to locate a new store. It would
feed in data about the size of the catchment area, the local road net-
works, parking facilities, demographics and its local competitors. The
model would then come up with the optimal location.

Consultants KPMG say that “to take major [business] decisions with-
out first testing their consequences in a safe environment can be likened
to training an airline pilot by having him fly a 747 without first having
spent months in the simulator”.

Business modelling also helps to democratise decision-making when
it is diffused throughout the organisation. In Reengineering the Corpora-
tion, Michael Hammer wrote:

When accessible data is combined with easy-to-use analysis
and modelling tools, frontline workers - when properly trained
- suddenly have sophisticated decision-making capabilities.
Decisions can be made more quickly and problems resolved as
soon as they crop up.

Among the biggest users of sophisticated business models are large
airlines. They have to juggle with a multitude of different fare structures
and to handle tricky things like stand-by tickets. Modelling such situa-
tions can save them millions of dollars a year.

Other common uses of business modelling include the following.

» Financial planning, with the help of spreadsheets. This quantifies
the impact of a business decision on the balance sheet and the
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profit-and-loss account.

» Forecasting. Analysing historical data and using it to predict
future trends (see also Scenario planning, page 191).

¥ Mapping processes in a visual representation of the resources
required for a task and the steps to be taken to perform it.

v Data mining. Analysing vast quantities of data in order to dig out
unpredictable relationships between variables.

» “Monte Carlo” simulation. Putting in random data to measure the
impact of uncertainty on the outcome of a project.

A brief history

The idea of using computer models to support decision-making was
given a boost by a popular book published in 1990. Peter Senge’s The
Fifth Discipline argued that the ability to use models to experiment with
corporate structure and behaviour would be a key skill in the future. He
described computer simulation as “a tool for creating”. Senge’s “fifth dis-
cipline” is systems thinking, a notion he explained as follows:

You can only understand the system of a rainstorm by
contemplating the whole, not any individual part of the pattern
.. business and other human endeavours are also systems ...
systems thinking is a conceptual framework, a body of
knowledge and tools, that has been developed over the past 50
years to make the full patterns clearer, and to help us see how
to change them effectively.

Modelling is an integral part of this. It enables firms to go through the
shift of mind that is required to get at the essence of systems thinking,
namely:

» seeing the interrelationships between things rather than just
straight-line chains of cause and effect; and

» seeing the processes of change, not just snapshots of one
particular moment in time.

Senge also promoted the idea of using modelling to create what he
called “Microworlds”. These are simplified simulation models packaged
as management games. They allow managers to “play” with an issue in
safety rather than playing with it in the real world.
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Recommended reading

Checkland, P., Systems Thinking, Systems Practice, John Wiley,
Chichester, 1999

Margretta, J., What Management Is, Free Press, New York, 2002; Profile
Books, London

Senge, P.M., The Fifth Discipline, Random House Business Books,
London, 1993; Currency/Doubleday, New York, 1994

Tennent, J. and Friend, G., Guide to Business Modelling, The Economist/
Profile Books, London, 2001
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The business plan

This is a written fantasy about the future of a new business. It has to be
documented if the business is ever to get the financial support that it
requires. It is not just a matter of qualitative fantasising, however, of
asserting that “We intend to be innovative market leaders at the fore-
front of Internet technology”, for example. It is also a matter of quanti-
tative fantasising, “and we will make a loss of $1.64m in year one, and a
profit of $325,000 in year two”. The launching of a business idea
requires its patron to attribute precise financial numbers to the future
cash flow of the business - numbers, needless to say, that rarely bear
any relationship to subsequent reality.
So what is the point? There are usually two.

1 To obtain funds. Every investor and/or venture capitalist wants to
read a business plan to help them assess the likely risk and reward of
the project. For the infant business seeking finance, the presentation
of a business plan is a bit like an actor’s audition. There are notori-
ously bad ones, and a good one is no guarantee of a part. But with a
bad one, you are almost sure never to see the footlights.

2 To help the business’s promoters focus on some fundamental opera-
tional issues. For example, what is the likely size of their market?
Who is likely to be their main competitor? To some extent the setting
of operational targets is self-fulfilling. If the venture is successful, then
the targets set are the targets reached. They may not be the optimal
performance of the organisation, of course, merely a satisfactory one.

Business plans are required not only by new business ventures but
also by old businesses trying something new. Proposed mergers and
acquisitions require a detailed plan of the future of the merged entity; a
venture into a new market requires a business plan; and so too does the
winding down or the turning round of an old and tired business.

In an influential article in the Harvard Business Review, William
Sahlman, a professor of business administration, suggested that busi-
ness plans “waste too much ink on numbers and devote too little to the
information that really matters to intelligent investors”. What really
matters, suggested Sahlman, are four factors that are “critical to every
new venture”:
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¥ the people;

» the opportunity;
v the context; and
¥ risk and reward.

A great business plan, Sahlman suggests, is one that focuses on asking
the right questions about these four things. It is not easy to compose,
however, because “most entrepreneurs are wild-eyed optimists”.
Anyway, as he says, “The market is as fickle as it is unpredictable. Who
would have guessed that plug-in room deodorisers would sell?”

A brief history

Throughout much of the 20th century a business plan was widely
accepted as being indispensable for new business ventures. Once upon
a time Microsoft had one, and so did Cisco Systems and Dell Computer.
But the enthusiasm in the 1990s for downsizing (see page 75) hit corpor-
ate planning departments hard. Many had made themselves easy tar-
gets by concentrating too much on the financial minutiae of future plans
that might or might not be implemented rather than looking at the
broader picture. The ethos of the Internet economy also discouraged
planning. With change happening so fast, the argument went, why be
prepared when nobody knew what to be prepared for. As normal times
returned at the beginning of the 21st century, companies began again to
think about planning.

Recommended reading

Cooper, G., The Business Plan Workbook, Prentice Hall, Upper Saddle
River, NJ, 1989

Cross, W. and Richey, A.M., The Prentice Hall Encyclopaedia of Model
Business Plans, Prentice Hall, Upper Saddle River, NJ, 1998

Kahrs, K. and Kahrs, P. (eds), Business Plans Handbook: A Compilation of
Actual Business Plans Developed by Small Businesses throughout
North America, 5th edn, Gale Group, Detroit, MI, 1998

O’Hara, P., The Total Business Plan, 2nd edn, John Wiley, New York,
1994

Sahlman, W.A., “How to Write a Great Business Plan”, Harvard
Business Review, July-August 1997
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Cannibalisation

When a firm introduces a new product or service into a market where
there is little scope for further growth, that product or service will either
eat into the share of the market’s existing products or swiftly disappear
from sight. If some of the existing products are manufactured by the
firm that is introducing the new product, then the newcomers will can-
nibalise the old timers; that is, they will eat into the market share of their
own kind. For example, it has been estimated that two-thirds of the sales
of Gillette’s Sensor razor came from consumers who would otherwise
have been customers for the company’s other razors. Likewise for the
company’s later blades - they provide cut-throat competition for each
other.

There are sound reasons for firms to want to do such a seemingly
stupid thing. In the first place, they may need to keep ahead of the com-
petition. In the chocolate-bar market in the UK, for instance, the decline
in Kit Kat’s share was arrested by the launch of a new, more chunky bar,
which undoubtedly cannibalised the market for the original. Its appeal
was to all those people who buy chocolate bars, including those who
bought the old Kit Kat.

Firms may also choose to cannibalise their own products by produc-
ing marginally improved products. The idea is to persuade existing cus-
tomers to purchase an upgraded version. This is true of the pc market,
for example, where Intel’s newest, most powerful processor canni-
balises the last generation of Intel processors, but in the interests of
arresting decline in the total market.

Economists sometimes distinguish between planned and unplanned
cannibalisation. Planned cannibalisation is an anticipated loss in sales of
an existing product as a result of the introduction of a new product in
the same line. In the unplanned version, the loss of sales from an estab-
lished product to a more recently introduced one is unexpected.

A brief history

Historically, firms have found it hard to cannibalise their own products.
They try to hang on to declining market shares for too long before decid-
ing to introduce new products that compete with their own. Kodak, for
example, refused for years to introduce the 35mm camera for fear of
cannibalising its older products.
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The Internet presents many firms with difficult decisions about can-
nibalisation. Travel agents, for instance, have to decide whether to offer
online services at a fraction of the cost of their traditional branch-based
services in order to compete with airlines and other firms that have
begun to sell to customers via direct online links. Publishers have to
decide how much material (and at what price) to make available elec-
tronically. For all of them there is a real danger that their online material
will cannibalise sales of their traditional printed material.

Deregulation also presented companies with difficult dilemmas
about cannibalising products and services that had thrived for years in
protected markets. In the airline business, for example, traditional
national carriers were faced with feisty, low-cost new entrants. In
response, British Airways for one introduced its own low-cost airline,
called Go (which it sold in 2002). It competed not only with the new
entrants but also (in a carefully controlled way) with BA itself.

Recommended reading

Kerin, R. and Peterson, R., Strategic Marketing Problems: Cases &
Comments, 9th edn, Prentice Hall, Upper Saddle River, NJ, 2001

McGrath, M., Product Strategy for High-Technology Companies, 2nd edn,
McGraw-Hill, London and New York, 2000
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Championing

To champion something is to support it, to defend it. We champion the
cause of liberty. Ladybird Johnson, wife of the American president who
succeeded John F. Kennedy, championed the cause of wild flowers.

The word was given a management twist in the late 20th century
when many companies came to believe that each new project, in order
to gain success, needed a champion, a specific individual within the
organisation who would defend it and nurture it through its early days.
Without such a person, it was suggested, new projects would wither
from lack of devotion.

Edward Schon of the Massachusetts Institute of Technology (mIT)
wrote:

The new idea either finds a champion or dies ... No ordinary
involvement with a new idea provides the energy required to
cope with the indifference and resistance that major
technological change provokes .. Champions of new
inventions display persistence and courage of heroic quality.

Championing is often applied to people as well: bright, young, tal-
ented people within an organisation are deemed to need a champion,
someone higher up the corporate ladder who will support them and
fight their corner. Many chief executives have risen to the top largely
because they have been nurtured through their careers by people in
high places.

In their book In Search of Excellence, Tom Peters and Robert Water-
man say that successfully innovative companies revolve around “fired-
up champions”. 3M, the American inventor of the Post-It note, told them:
“We expect our champions to be irrational.”

Champions are not easy people to work and live with. James Brian
Quinn spells out a paradox associated with the type:

The champion is obnoxious, impatient, egotistic, and perhaps a
bit irrational in organisational terms. As a consequence, he is
not hired. If hired, he is not promoted or rewarded. He is
regarded as not a serious person, as embarrassing or
disruptive.
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Peters and Waterman maintain that companies need to set up special
systems to support and encourage these disruptive people if they are to
benefit from their stubborn persistence with new ideas (which need not
necessarily be their own).

A brief history

Championing is held to be particularly important in the process of inno-
vation (see page 118), of bringing an invention to market. History is spat-
tered with innovations that would never have been successful in the
marketplace if they had not been stubbornly supported by one (often
rather cranky) individual.

A widely reported case was that of Spence Silver, an employee of 3m,
who became unnaturally fond of a glue that was not very good at
gluing. “I was just absolutely convinced that it had some potential,”
Silver is reported as saying. But for many years he was unable to per-
suade anybody else within the organisation to agree with him. He per-
sisted, however, in championing his pet product. As he himself put it:

You have to be a zealot at times in order to keep interest alive,
because it will die off. It seems like the pattern always goes like
this. In the fat times, these groups appear and do a lot of
interesting research. And then the lean times come just about at
the point when you’ve developed your first goody, your gizmo.
And then you've got to go out and try to sell it. Well,

everybody in the division is so busy that they don’t want to
touch it. They don’t have time to look at new product ideas
with no end-product already in mind.

Spence Silver’s persistence with his “glue that doesn’t glue” eventually
led to the invention of the Post-It note. The rest, as they say, is history.

Recommended reading

Frey, D., “Learning the Ropes: My Life as Product Champion”, Harvard
Business Review, September 1991

Nayak, P. Ranganath and Ketteringham, J.M., Breakthroughs!, Pfeiffer &
Co, San Diego, 1994; Mercury, Didcot, 1993

Peters, T. and Waterman, R., In Search of Excellence, Warner Books, New

York, 1984; Profile Books, London, 1995

Wreden, N., “Executive Champions - Vital Links between Strategy and
Implementation”, Harvard Management Update, September 2002
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Change management

Businesses are perpetually torn between their desire to define for all time
their organisation’s structure and strategy, and their recognition that their
world is in a constant state of flux. For the larger part of the 20th century
they were more concerned with the static elements of this dichotomy.
Only in later years did they come to focus on the dynamic side, on how
to manage and live with the change that was inevitably making redun-
dant their latest business plans, even as the ink was drying on them.

This change can take many forms: a decline in market share, for
instance, because of cost-cutting by new rivals; or a new technology
(such as the mobile phone) that transforms a market or two. Learning to
live with this is the art of change management.

Traditionally, a business project had a specified beginning, middle
and end. The once influential idea of management by objectives (see
page 143), for example, demands that managers know precisely where
they are going before they set out on a journey. Once change is taken
into account, however, that journey has to be broken up into a series of
small steps. Each of these has a beginning, a middle and an end, and
leads not to some grand immutable goal, but only to whatever is the
next appropriate step. In this world, managers have to learn to live with
uncertainty, to set out without knowing their destination.

Previously, of course, they believed that they knew where they were
going only to find that, more often than not, projects had to be changed
even as they progressed. This led to boundless management frustration
with a perceived failure to reach agreed goals.

In a classic analysis of the dilemma, Henry Mintzberg, a business pro-
fessor, described how a student asked him whether he “was intending to
play jigsaw puzzle or Lego” with all the elements of structure and power
that he had described in his books and that he had put together to make a
number of configurations of different organisations. Mintzberg wrote:

In other words, did I mean all these elements of organisations
to fit together in set ways - to create known images [the static
state] - or were they to be used creatively to build new ones
[the dynamic state]? I had to answer that I had been promoting
jigsaw puzzles, even if I was suggesting that the pieces could be
combined into several images instead of the usual one. But I
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immediately began to think about playing organisational Lego.
Configuration is a nice thing when you can have it.
Unfortunately, some organisations all of the time, and all
organisations some of the time, cannot.

Lego stands you in better stead in an ever-changing world.

A brief history

Rosabeth Moss Kanter is a Harvard academic who is probably best
known for her work on change management. Her book, The Change
Masters, was labelled as “the thinking man’s In Search of Excellence”, the
more popular title by Tom Peters and Robert Waterman that came out a
year earlier. Charles Handy, another business writer who has focused
closely on change management, has identified “discontinuous change”
as the only constant characteristic in today’s workplace.

The focus on change led to a host of analogies between business
organisations and the biological world. In the biological world, adapting
to change (in climate and environment) is the oldest game in town.

This close examination of the nature of change and the search for a
suitable analogy had its critics. In Beyond the Hype: Rediscovering the
Essence of Management, Robert Eccles and Nitui Nohria said that “the pri-
mary concern of managers ... should be mobilising action among indi-
viduals, rather than endless quibbling about the way the world really is”.
The philosophical nature of change, they felt, was being discussed more
than the question of how to manage businesses and the people in them.

Recommended reading

Carr, D.K,, Hard, KJ. and Trahant, W ., Managing the Change Process,
McGraw-Hill, New York, 1996

Drucker, P., Managing in a Time of Great Change, Butterworth-
Heinemann, Oxford, 1997

Eisenhardt, K. and Brown, S., “Time Pacing: Competing in Markets That
Won’t Stand Still”, Harvard Business Review, March-April 1998

Eisenhardt, K. and Brown, S., Competing on the Edge: Strategy as
Structured Chaos, Harvard Business School Press, Boston, MA, 1998

Kanter, R.M., The Change Masters, Simon & Schuster, New York, 1985

Mintzberg, H., Mintzberg on Management, Free Press, New York, 1989

Sadler, P., Managing Change, Kogan Page, London, 1996

The Journal of Organizational Change Management
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Cherry-picking

The idea of cherry-picking is applied to a number of business contexts.
It refers, for example, to customers who ignore products that are bun-
dled together by a manufacturer (who in the process may disguise cross-
subsidies between high-margin and low-margin components of the
bundle). Such customers prefer to bundle their products together for
themselves, selecting the best (that is, cherry-picking) from each cate-
gory of component.

An obvious example is the purchase of music systems. Manufactur-
ers sell music sets, made up of an amplifier, a tape deck, a cp player,
speakers and a tuner. But many music enthusiasts choose to assemble
their own sets, buying their amplifier, tape deck, speakers and so on
each from a different producer. Manufacturers try to discourage con-
sumers from behaving in this way by making the price of the complete
set competitive. But earnest cherry-pickers can usually find discounted
components that enable them to assemble something cheaper.

The term cherry-picking is also applied to the behaviour of new
entrants into old industries, firms which try to choose their customers
carefully. By calculating which consumers are profitable (and appealing
to them and ignoring those who are not) such a firm can sometimes
rapidly gain market share. In some cases, cherry-pickers are successful
only because traditional firms in the industry do not know who their
profitable customers are.

Service industries are particularly vulnerable. It is difficult for them
to measure the profitability of individual customers and customer seg-
ments. So they are never quite sure which they want to keep and which
they want to get rid of. Successful cherry-pickers leave an industry’s
incumbents with the least profitable customers. They also push up the
price to consumers who are not attractive to the cherry-pickers. In car
insurance, for example, cherry-picking in the UK pushed up the price
prohibitively for young male drivers in the 1990s.

A brief history

A number of new airlines set about cherry-picking when deregulation
of the skies in Europe and the United States allowed them into the
market. Within limits, they were able choose which routes to operate
on. They were unencumbered with the obligations that the traditional
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national flag-carrier airlines had had to bear in the interests of govern-
ment policies on transport and/or regional development. Virgin, which
cherry-picked the London-New York run, was one such airline.

In banking and insurance, cherry-picking newcomers were able to
undermine the business of old-timers in just a few years at the end of
the 20th century. Firms such as Direct Line, a British telesales insurance
business, rapidly won market share by focusing on a narrow (profitable)
segment of the market and avoiding costly traditional distribution
channels.

The success of cherry-picking emphasises something known as the
survivorship bias: the tendency of business analysts to judge the past by
the record of relatively long-term survivors, ignoring those who
drowned or came and went in the meantime.

Recommended reading

Goetzmann, W. and Jorian, P., “History as written by the winners”,
Forbes, June 16th 1997
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Clustering

Clustering is an idea that has been transferred from economics to man-
agement and business. It is the phenomenon (and the explanation for it)
whereby firms from the same industry gather together in close proxim-
ity. Clustering is particularly evident in industries like banking. Banking
centres in cities such as London and New York have thrived for cen-
turies. Some hundreds of banks have clustered there, close together and
within easy walking distance of each other. This makes it easier for cus-
tomers to choose between them, and might be thought to act against the
banks’ best interests.

Economists explain clustering as a means for small companies to
enjoy some of the economies of scale (see page 80) usually reserved for
big companies. By sticking together they are able to benefit from such
things as the neighbourhood’s pool of expertise and skilled workers; its
easy access to component suppliers; and its information channels (both
formal ones like trade magazines and informal ones like everyday
gossip in the neighbourhood bars).

Modern high-tech clusters often gather around prestigious universi-
ties on whose research they can piggyback. Silicon Valley is near Stan-
ford University, and there are similar high-tech clusters around mit
near Boston in the United States and around Cambridge University in
the UK.

An isolated greenfield site in a depressed region where government
grants are plentiful may bring a young company immediate benefits.
But in the longer term, strange though it may sound, the young company
may be better off squeezing itself on to an expensive piece of urban real
estate in close proximity to a significant number of its competitors.

A brief history

One of the most famous clusters of all is that of the film industry in
Hollywood. When the big studio system broke up in the 1930s it frac-
tured into a large number of what were essentially small specialist firms
and freelances. The Hollywood cluster allows each of these small units
to benefit as if it had the scale of an old movie studio, but without the
rigidities of the studios’ wage hierarchy and unionised labour.

In some cases, the ancillary services that grew up to service industrial
clusters have remained in position and developed into vibrant new
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industries long after their original client industry has faded. Near Birm-
ingham, in the UK, for instance, the cluster of car-industry service firms
that grew up when that city was a force in the car industry has become
an important element in the development of Formula One and other
specialist vehicle businesses.

Evidence that clustering is not a phenomenon whose time has passed
is provided by California’s Silicon Valley. New 1T and Internet firms
continue to gather there in spite of the high prices of local property and
the dangers of earthquakes. Ironically, they find that much of the most
valuable information they obtain comes not electronically but from
face-to-face meetings.

Michael Porter, a professor at Harvard Business School whose
insights into the nature of competition between firms were highly influ-
ential in the 1980s and 1990s (see Competitive advantage on the next
page), has turned his attention to this seemingly paradoxical revival of
industrial clusters. In theory, he says, location should no longer be a
source of competitive advantage in an era of global competition, rapid
transport and high-speed communications. The world’s increasingly
global businesses should by now be above and beyond geography. Yet
there are as many instances of a critical mass of firms with a common
thread clustering together as there ever were.

Porter gives several (non-silicon) examples, including the wine-grow-
ing industry in northern California and the flower-growing business in
the Netherlands. The Netherlands would not be the natural first choice
for anyone starting a flower-growing business today were it not for the
fact that the business is already there. This is a huge competitive advan-
tage for a new entrant, who can benefit from such things as the sophis-
ticated Dutch flower auctions, the flower-growers’ associations and the
country’s advanced research centres.

Recommended reading

Porter, M., “Clusters and the New Economics of Competition”, Harvard
Business Review, November-December 1998
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Competitive advantage

Competitive Advantage is the title of a book by Michael Porter, a Harvard
Business School professor, which in the late 1980s became the bible of
business thinkers. With its echoes of the popular ideas of comparative
advantage expounded by David Ricardo, a 19th-century economist, it
provided managers with a framework for strategic thinking about how
to beat their rivals. Porter argued that:

Competitive advantage is a function of either providing
comparable buyer value more efficiently than competitors
(low cost), or performing activities at comparable cost but in
unique ways that create more buyer value than competitors
and, hence, command a premium price (differentiation).

You win by being cheaper, or you win by being different (which
means being perceived by the customer as better or more relevant).
There are no other ways.

Few management ideas have been so clear or so intuitively right.
Although there have been business and management books that sold
more copies in the last two decades of the 20th century, none has been
as influential as Competitive Advantage.

Behind competitive advantage lay a novel way of looking at the firm
as a series of activities which link together into what Porter called “a value
chain” (see page 235). For many readers, this was the eureka moment in
the theory. Many writers have since developed concepts based on the
metaphor of a linked chain of activities or groups of activities (or their
close equivalent, processes, see page 180). Each of the links in the chain
adds value, that is, something that customers are prepared to pay for.
Even a company’s support activities, such as training and compensation
systems, can be links in the chain and sources of competitive advantage
in their own right.

A brief history

Competition, and the ways in which one firm wins and another loses,
has been a subject of study for decades. But there had been little focus
on the competitive behaviour of the individual firm before Porter’s
work.
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Competitive Advantage was published in 1985 as “the essential com-
panion” to Porter’s earlier work, Competitive Strategy (1980). Competitive
Strategy considered competition at the industry level, whereas Competi-
tive Advantage looked at it from a firm’s-eye view. “My quest”, said
Porter, “was to find a way to conceptualise the firm that would expose
the underpinnings of competitive advantage and its sustainability.”

Competitive Strategy (subtitled “Techniques for Analysing Industries
and Competitors”) was an aide for ambitious young executives in the
planning department to help them come up with grand ideas about
what to do next. The book defined five factors that have an impact on a
company’s profitability: customers, suppliers, substitutes, potential
entrants into the industry, and competitors.

Competitive Advantage, however, was for the chief executive. Its sub-
title was “Creating and Sustaining Superior Performance”. Not only did
it promise to enable senior managers to get ahead of the competition, it
was also going to help them to stay there. “Sustainability” became a
buzz word. The remedy sounded like no less than corporate Viagra.

Porter’s activity-based view of the firm has been used to give con-
crete meaning to the historically woolly idea of synergy (see page 220).
As he putit:

The ability to add value through competing in multiple
businesses can be understood in terms of sharing activities or
transferring proprietary skills across activities. This allows the
elusive notion of synergy to be made concrete and rigorous.

The ideas in Competitive Advantage persuaded corporate chiefs to
undertake more internal reflection. Previously, their firm’s identity was
often described in terms of its relationship to others: its market share, for
instance, or its relative size. Porter made corporate navel-gazing
respectable. In practice, many firms had difficulty in identifying all the
discrete Porterian activities in their organisation, even in cases where
they were confident that they knew what they were looking for - and
many were not.

In a later book, The Competitive Advantage of Nations, Porter looked
at how the choice of location by an internationalising business might be
a source of competitive advantage. From this issue of location he was
drawn on to consider clustering (see page 31) and how business clusters
are nowadays “critical to competition”. In 1998 he listed the subjects of
his current research as being: “Why do activity differences leading to
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distinct competitive positions arise? When do trade-offs occur between
positions? What makes activities hard to imitate? How do activities fit
together? How are unique positions developed over time?”

Apart from being a best-selling author, Porter founded a manage-
ment consulting firm, Monitor. He is able to command as much as
$100,000 for a one-hour presentation. His personal competitive weapon
is differentiation, not low cost.

Recommended reading

Porter, M., “How Competitive Forces Shape Strategy”, Harvard Business
Review, March-April 1979

Porter, M., Competitive Strategy: Techniques for Analysing Industries and
Competitors, Free Press, New York, 1998

Porter, M., Competitive Advantage: Creating and Sustaining Superior
Performance, Free Press, New York, 1998

Porter, M., The Competitive Advantage of Nations, Free Press, New York,
1998

Stalk, G., “Time: The Next Source of Competitive Advantage”, Harvard
Business Review, July-August 1988
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Convergence

Convergence refers to the way in which the requirements to enter dif-
ferent industries become so similar that firms can just as easily take part
in one as in another. One of the areas where convergence was evident
in the 1990s was banking and insurance. So common was the phe-
nomenon of banks getting into the insurance business that the practice
was given a name: “bankassurance”. In utilities, too, convergence
became more and more common. In general, it had the effect of greatly
increasing competition.
There were two main reasons for this outbreak of convergence.

» Companies found that their own markets were too crowded. 1T
and deregulation enabled impudent new entrants to do things
that would have been unthinkable a decade before. Firms felt
they needed to move into new fields to find some breathing
space.

This was particularly obvious in banking. In a number of
European countries the degree of concentration in the industry
was such that firms had few domestic takeover options that
would not have incurred the wrath of the antitrust authorities. In
effect, they were forced to vegetate or to go elsewhere.

¥ As firms became more customer-focused, they realised that
customers who trusted them to supply one type of product or
service were inclined to trust them to supply many more. In
utilities, for example, big customers in the United States
increasingly turned to companies like Enron that could supply
them with all their energy needs. Given the choice, many of them
preferred the convenience of a single supplier. Given the ultimate
fate of Enron (bankruptcy), it was a choice that many of them
came to regret.

Convergence produced firms that looked much like the conglomer-
ates formed by the periodic enthusiasm for diversification (see page 70).
But the motivation for the creation of these conglomerates was very dif-
ferent from that which formed conglomerates in the 1960s. Diversifica-
tion then was driven by a desire to spread financial risk, largely for the
benefit of shareholders. The conglomerates formed through conver-
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gence were driven by a desire to please consumers in a world where the
balance of power between buyer and supplier was rapidly changing.
Customers wanted convenience above all things, and one way of get-
ting it was by buying a wide range of goods and services from a single
trusted supplier.

A brief history

As the utility industries (electricity, gas, telephone, water) were deregu-
lated in the 1980s and 1990s, firms found that they required a hard core
of competencies to run any one of them. These included sophisticated
metering and billing services, a tightly controlled fleet of maintenance
vans, and call centres that could deal with a high volume of orders and
customer queries. This made firms that sold gas to retail customers feel
competent to offer them electricity (bought wholesale from a deregu-
lated manufacturer). Power generators went into electricity distribution,
and water companies seemed to flow everywhere.

The greatest convergence among utilities occurred in the gas and elec-
tricity sectors. In 1998, Accenture (then called Andersen Consulting) reck-
oned that, within ten years, 40% of Europe’s electricity would be
produced from gas. At the time, less than 15% of it was. In the United
States the figure was almost 75%, with Accenture reckoning that 14 of the
30 largest gas and electricity firms in the country had made conver-
gence-related acquisitions or mergers in the two years from 1996 to 1998.

Convergence also occurred in other industries. An Italian computer
company, Olivetti, for example, paid $65 billion in 1999 for Telecom
Italia, a telecommunications company six times its size. Olivetti, origi-
nally one of the world’s best-known typewriter brands, had already
reinvented itself once as a personal-computer company before it chose
to move in such a big way into telecommunications.

Recommended reading

Dollar, D. and Wolff, E.N., Competitiveness, Convergence and
International Specialisation, MIT Press, Cambridge, MA, 1993

European Business Forum, Issue 9, Spring 2002

Whitley, R. and Kristensen, P.H. (eds), The Changing European Firm:
Limits to Convergence, Routledge, London and New York, 1996

37



CORE COMPETENCE

Core competence

The idea of core competence was first introduced into management lit-
erature in 1990 by C.K. Prahalad and Gary Hamel. The two business
academics wrote:

Core competencies are the collective learning in the
organisation, especially how to co-ordinate diverse production
skills and integrate multiple streams of technologies ... core
competence is communication, involvement and a deep
commitment to working across organisational boundaries ...
core competence does not diminish with use. Unlike physical
assets, which do deteriorate over time, competencies are
enhanced as they are applied and shared.

Prahalad and Hamel went on to outline three tests to be applied to
determine whether something is a core competence.

» First, a core competence provides potential access to a wide
variety of markets.

» Second, a core competence should make a significant contribution
to the perceived customer benefits of the end product.

» Third, a core competence should be difficult for competitors to
imitate. And it will be difficult if it is a complex harmonisation of
individual technologies and production skills.

The two academics painted a picture of the corporation as a tree whose
roots are its particular competencies. Out of these roots grow the organisa-
tion’s “core products” which, in turn, nourish a number of separate busi-
ness units. Lastly, out of these business units come “end products”.

It was Prahalad and Hamel’s contention that if a company could
“maintain world manufacturing dominance in core products”, then it
would “reserve the power to shape the evolution of end products”.
Many of the examples on which they based their theories were large,
successful Japanese companies. Before the end of the century, however,
the performance of many of these companies had become distinctly less
exemplary.

The core competence idea was useful to managers not only for focus-
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ing on essentials, but also for identifying those things that were not “at
the core”. Why, management might ask, were these non-essential things
being allowed to consume valuable resources?

The ideas surrounding core competence were, arguably, the first
significant steps in strategic thinking since Michael Porter powerfully
diverted chief executives’ attention away from market share and on
to value chains (see page 235) and business activities. Prahalad and
Hamel succeeded in persuading them to look at strategy as something
more fluid and less precise. Their writing is spattered with references
to things like “strategic intent”, “strategy as stretch and leverage”,
“competitive space” and “expeditionary markets”. Porter had turned
strategic thinking back towards the scientific management (see page
194) of Frederick Taylor; Prahalad and Hamel changed that direction
by several degrees.

A brief history
The drive to identify a firm’s core competencies, the things that it does
uniquely well, moved in parallel in the 1990s to the growing popularity
of outsourcing (see page 165). When companies were suddenly able to
outsource almost any process that came under their corporate umbrella,
they needed to know what was the sacred core of activities that only
they could carry out, the activities that it made no sense for them to
hand over to a third party. In some cases the answer was very few. Such
companies were then free to become virtual organisations (see page 241).
The idea spread from core competence to core everything - core
processes, core skills - everything that constituted the essence of
what a company was and did. Management consultants stressed that
companies focus on their core as part of a process of self-awareness.
Only by being self-aware, understanding their strengths and weak-
nesses, could companies hope to add value in a time of rapid change
and unpredictability.

Recommended reading

Drucker, P., Managing in a Time of Great Change, Butterworth-
Heinemann, Oxford, 1997

Goddard, J., “The Architecture of Core Competence” Business Strategy
Review, Vol. 1,1997

Lei, D. and Hitt, M.A., “Dynamic Core Competences Through Meta
Learning and Strategic Context”, Journal of Management, Vol. 22,
No. 4, 1996
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Prahalad, C.K. and Hamel, G., “The Core Competence of the
Corporation”, Harvard Business Review, May-June 1990

Prahalad, C.K. and Hamel, G., Competing for the Future, HBR Press, 1994

www.hq.nasa.gov/office/hqlibrary/ppm/ppm25.htm
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Corporate governance

The debate over how companies are best governed is at least as old as
companies themselves. That there is no one best way is suggested
strongly by the fact that the world’s greatest companies have grown up
under a number of very different governance regimes: Toyota and Sony
in Japan, Coca-Cola and Johnson & Johnson in the United States, Daim-
ler-Benz in Germany, Marks and Spencer in the UK, to name but a few.
The differences between the regimes fall into four main categories.

1 Accounting. Drawing up a company’s accounts and getting an outside
auditor to verify them is essential. It enables investors to find out what
managers are doing with their money. However, accounts prepared
under different countries’ rules can produce very different results.
Using British or American rules (which might be expected to be rea-
sonably similar) can make a difference of as much as 50% to a com-
pany’s net profit. Even within a single country’s set of rules there is
plenty of room for interpretation (and exaggeration), so that any one
accountant is unlikely to come up with exactly the same figure for a
company’s profit as any other (see True and fair, page 229). So essential
is auditing to the health of the capitalist system that there are (rela-
tively) free-market economists who believe that this imprecision (and
scope for private enterprise) argues for handing over the auditing func-
tion to government or, at least, to a government-supervised agency.

2 Company boards. The biggest distinction here is between Germany
and the rest of the world. The German system has two boards - a
supervisory board and a management board - their different roles
explained largely by their names. Other countries have only one. But
that one can vary greatly in its composition and powers. American
boards are often stuffed with cronies of the ceo. French boards gen-
erally include someone who is or was a senior politician, or who is
close to a senior political figure. German management boards, by law,
must include workers’ representatives.

3 Company bosses. “A fish”, as the old proverb says, “rots from the

head.” Good governance depends crucially on the attitude of a
company’s boss. “Manifestations of lax corporate governance, in my
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judgment, are largely a symptom of a failed ceo,” said Alan
Greenspan, chairman of America’s Federal Reserve Board. “Once you
as CEO go over the line, then people think it’s okay to go over the line
themselves,” said Lawrence Weinbach, the boss of Unisys, a big
American computer-software firm.

Different countries have very different attitudes to cEos and to
controlling them. In the United States, they are given a free rein to run
things much as they like. In some cases (such as GE’s Jack Welch) this
has enabled them to develop a “star” media profile. In the UK public
companies often separate the role of chairman and chief executive,
giving (in theory) a heavy counterweight to the ceo’s otherwise
unbridled ambition. In Germany, CeOs are watched carefully by the
supervisory board. In France, they tend to be watched by the gov-
ernment. Warren Buffett, the so-called “Sage of Omaha” and one of
America’s canniest investors, says that “ceos don’t need ‘indepen-
dent’ directors, oversight committees or auditors absolutely free of
conflicts of interest. They simply need to do what’s right.”

The rewards. In Europe and Japan, managers’ rewards consist
largely of salary and bonuses. Until recently, this was the case in
America too. But then the idea arose that if managers were rewarded
a bit like shareholders they would behave in ways that were more
advantageous to those shareholders. After all, what incentive does a
“salaryman” (as they call them in Japan) have to maximise the value
of an investor’s stake in his employer?

Giving senior managers shares and share options in their compa-
nies was the main way that this was achieved. But it gave rise to some
gross excesses. The average American CEO took home 40 times the
earnings of the average worker in 1980; by 2000 that figure had risen
astronomically to 530 times, largely because of the huge sums that a
small number of senior executives gained from their share options. In
his evidence to the US Senate Banking Committee in July 2002, Mr
Greenspan said that in the latter part of the 1990s, “an infectious greed
seemed to grip much of our business community ... it is not that
humans have become any more greedy than in generations past. It is
just that the avenues to express greed had grown so enormously.”

Share options, the widest of those avenues, took off in a spectacu-
lar way. The reason was obvious: in the United States they were (at
least on paper) costless. Companies did not have to account for them
in their books. In 1994, the US Senate persuaded the Financial
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Accounting Standards Board (rasB) to declare that options did not
have to be expensed. The politicians were persuaded by the high-tech
industry, where the practice was commonplace. It was thought to be
the only way that entrepreneurs behind the high-tech start-ups of
Silicon Valley could hope to lure senior managers from blue-chip
firms to sign up to their dream. Many people, including Mr Buffett
and Arthur Levitt, chairman of the Securities and Exchange Commis-
sion at the time, subsequently came to believe that the FAsB’s ruling
on this was a big mistake.

Despite the total corruption of corporate governance at companies
like WorldCom, Enron and Tyco, there is some evidence that corporate
governance in the United States is improving. The 2001 annual survey
of American company directors produced by Korn/Ferry, an interna-
tional executive search firm, reports that “outside directors are taking a
greater role in the determination of committee membership and leader-
ship”. Five years earlier, 57% of respondents said that their ceo/
chairman selected the chairmen and members of board committees
(including the crucial audit and compensation committees). By 2001 that
percentage had fallen to 37%. This means that there are fewer opportu-
nities for powerful ceos to stuff committees with people who are
dependent on them for their livelihood and unlikely to deny them the
millions that they seek.

Recommended reading

Cadbury, Sir Adrian (chairman), The Report of the Committee on the Fin-
ancial Aspects of Corporate Governance, Gee Publishing, London, 1992

Demb, A. and Neubauer, F., The Corporate Board: Confronting the
paradoxes, Oxford University Press, 1992

Greenbury, Sir Richard (chairman), The Report of the Committee on
Directors’ Remuneration, Gee Publishing, London, 1995

Hampel Report, Committee on Corporate Governance, Gee Publishing,
London, 1998

Handy, C., “What is a company for?”, Corporate Governance - an
international review, Vol. 1, No. 1, January 1993

Hawley, J. P. and Williams, A. T., “Corporate Governance in the United
States - the rise of fiduciary capitalism - a review of the literature”,
OECD background paper. First prize in Lens Corporate Governance
papers competition 1997.

WWW.ecgi.org

43



CORPORATE SOCIAL RESPONSIBILITY

Corporate social responsibility

The idea that corporations bear a responsibility that stretches far
beyond their shareholders is as old as those shareholders. Many com-
panies in the 19th century built special housing for their employees in
the belief that a well-housed employee was more productive than one
living in a dump. Even the notorious robber barons who built America’s
railroads in the 1880s were interested in more than their own pockets.
Andrew Carnegie, who made a fortune in the steel industry of Pitts-
burgh, built libraries all over the world and left over $350m to charity. In
the early years of the 20th century, Teddy Roosevelt, president of the
United States, said:

Corporations are indispensable instruments of our modern
civilisation; but I believe that they should be so supervised and
so regulated that they shall act for the interests of the
community as a whole.

His supervision included antitrust legislation and rules on health, work-
ing hours and so on.

In the 1980s, the debate focused on the “ethical corporation”, what it
was to be both profit-maximising and ethical. In 1987, Adrian Cadbury,
head of the eponymous chocolate firm, wrote in the Harvard Business
Review:

The possibility that ethical and commercial considerations will
conflict has always faced those who run companies. It is not a
new problem. The difference now is that a more widespread
and critical interest is being taken in our decisions and in the
ethical judgments which lie behind them.

By the turn of the century the debate had turned to corporate social
responsibility (csr). How much of Roosevelt’s supervision and regula-
tion does it take to ensure that corporations act sufficiently in the inter-
ests of the community as a whole? Extreme free-marketers argue that
there is no need for regulation of any kind. All that is required to
ensure the responsible behaviour of corporations, they argue, is trans-
parency about their affairs. Corporations will behave responsibly
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towards the wider community without any coercion because it is in
their own best interests. “Being good”, said Anita Roddick, founder of
an “ethical” cosmetics firm, The Body Shop, “is good business.”

In the United States, the Better Business Bureau goes further and
argues that unethical business is bad for business as a whole, not just for
individual firms:

Unethical business practices create ill-will among customers
and the community, not only toward a particular business
firm, but toward business as a whole.

There has been a clear distinction between Anglo-Saxon attitudes to
csr and those of continental Europe and Japan, where historically cor-
porations developed more as instruments of the state. In the UK and the
United States, companies were free to make profits as they wished, pro-
vided they obeyed the law. In Japan and other parts of Europe they
were expected to play their part in maximising employment and, for
example, building up the country’s defence.

The recent debate about csr has become entwined with the debate
about globalisation (see page 107) and has focused on three main areas.

1 The environment. This has stretched way beyond the simple
demand that companies stop belching smoke out of factory chim-
neys to a demand that they control their appetite for natural
resources - for bits of Brazilian rain forest, for example, or for the
skins of rare animals. The organised hostility to such behaviour has
forced companies to change. For example, suppliers frightened by the
venom of the anti-fur lobby have felt compelled to boast: “Make no
mistake; all our furs are fake.”

2 Exploitation. The second strand is the exploitation of workers, espe-
cially of women in the developed world and of children in the devel-
oping world. There is a feeling that globalisation has increased the
power of multinationals at the same time as it has weakened the
influence of trade unions and other organisations designed for the
protection of workers.

3 Bribery and corruption. The third strand focuses on corruption, in
particular on the question of what constitutes a bribe (when does
generous corporate hospitality step over the line?), and what protec-
tions should be given to whistleblowers (employees or other insiders
who report misdeeds occurring inside corporations). Here there is a
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strong cultural element. What constitutes bribery in western coun-
tries is not considered such in regions like the Middle East. To be seen
as socially responsible, multinationals often declare that they have a
“No bribery” policy. In most cases, unfortunately, they are lying.

Recommended reading

Hertz, N., The Silent Takeover: Global Capitalism and the Death of
Democracy, Free Press, New York, 2002

Reinhardt, F.L., “Bringing the Environment down to Earth”, Harvard
Business Review, July-August 1999

Roddick, A., Body and Soul, Ebury Press, London, 1991
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Cost-benefit analysis

Cost-benefit analysis is the weighing-scale approach to reaching busi-
ness decisions: all the pluses (the benefits) are put on one side of the bal-
ance and all the minuses (the costs) are put on the other. Whichever
weighs the heavier wins. If the costs weigh more, the proposal gets the
thumbs down; if the benefits weigh more, it gets the thumbs up. A com-
pany considering whether to buy new computer systems, for example,
might attempt a cost-benefit analysis to help it make up its mind. On the
cost side would be things like:

m the price of the computers themselves;
w the cost of hiring people to install them;
m the cost of training staff to use them.

On the benefits side would be things like:

w greater speed in carrying out the company’s operations;
w greater efficiency in organising data;
» a boost to staff morale from using the latest equipment.

All of us do intuitive cost-benefit analyses every day of our lives. For
example, “Shall I take a taxi to my next meeting or will I not save
enough time for it to be worth my while?” The technique is also used
extensively by industry and commerce. Nevertheless, this compara-
tively simple idea has complicated ramifications. The pluses and
minuses are not all immediately obvious, and many of them are not
easily measurable in monetary terms. How, for instance, do you quan-
tify an increase in staff morale?

Moreover, decisions cannot be made in isolation. There are usually
several competing options: if you do not invest in a new plant in west
Africa you can increase capacity at your existing plant, or you can take
over a new business, or you can just leave the money in the bank. It is
the proposal with the highest net benefit that gets the go-ahead.

A brief history

Benjamin Franklin, inventor of the lightning conductor and co-author of
the American Declaration of Independence, was a practitioner of
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cost-benefit analysis. In 1772, he wrote:

When difficult cases occur, they are difficult chiefly because
while we have them under consideration, all the reasons pro
and con are not present to the mind at the same time ... To get
over this, my way is to divide half a sheet of paper by a line
into two columns; writing over the one “Pro”, and the other
“Con”. Then ... I put down under the different heads short hints
of the different motives ... for and against the measure ... I
endeavour to estimate their respective weights; where I find
one on each side that seem equal, I strike them both out. If T
find a reason pro equal to two reasons con, I strike out three ...
and thus proceeding I find at length where the balance lies ...
And, though the weight of reasons cannot be taken with the
precision of algebraic quantities, yet when each is thus
considered, separately and comparatively, and the whole lies
before me, I think I can judge better, and am less liable to take
a rash step.

In recent years, cost-benefit analysis has been widely used for
analysing public-sector projects, as a tool to help answer questions such
as: “Should we subsidise the sale of things like unleaded petrol and solar
panels?” or “Shall we turn this busy urban street into a pedestrian
zone?” In these examples, the social costs are the most important ones.
What are the benefits to human health of reducing the levels of lead in
the atmosphere? And can you measure this - in terms, for example, of
the medical facilities that will not be required as a result of the better
health of the population?

Recommended reading

Boardman, A.E. (ed.), Cost-Benefit Analysis: Concepts and Practice, 2nd
edn, Prentice Hall, Upper Saddle River, NJ, 2000

Layard, R. and Glaister, S., Cost-Benefit Analysis, 2nd edn, Cambridge
University Press, 1994

Mishan, EJ., Cost-Benefit Analysis: an Informal Introduction, 4th edn,
Unwin Hyam, London, 1988

Roy, A., Cost-Benefit Analysis: Theory and Application, Johns Hopkins
University Press, 1984
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Crisis management

The Institute for Crisis Management (1ICm), an American consulting firm
that specialises in developing communications strategies for crisis-struck
businesses, defines a crisis as “a significant business disruption which
stimulates extensive news media coverage. The resulting public scrutiny
will affect the organisation’s normal operations and also could have a
political, legal, financial and governmental impact on its business”.

The idea that businesses face moments of crisis that require special
skills not called upon in the more normal course of commercial events
is widely accepted. Allied to it is the idea that there are people who are
especially good at handling crises, and that there are crisis management
skills that can be learned. Special training courses on the subject can be
found in many countries.

Crises are commonplace. The 1cm has a database of more than
80,000 stories of business crises, and its records go back only to 1990.
From an analysis of this database, the institute puts the causes of crises
into four categories. The icm reckons that over 60% of crises fall into the
last category.

» Acts of God (storms, earthquakes, etc).

¥ Mechanical problems (metal fatigue, etc).

» Human errors (the wrong valve opened, miscommunication, etc).

¥ Management decisions/indecision (underestimating a problem,
assuming nobody will find out).

There are several important elements in good crisis management.

Be well prepared in advance
Companies should be ready to form a crisis management team at short
notice. Potential members of the team should rehearse how they would
manage the impact of an incident on the company and on its employ-
ees. It is a bit like learning the safety instructions on a plane before take-
off: you hope you will never need them, but you know you would be a
fool to miss the lesson.

The members of the team should be determined by the nature of the
incident, but it should (at least) include the chief executive or a senior
manager and a representative of the press office (or someone skilled at
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handling press enquiries). All external enquiries relating to the crisis
should be answered by the team. In the case of the crash of a British
Midland jet in the UK, for example, the company’s chairman, Sir
Michael Bishop, immediately became the spokesman for the incident.

Move fast

It is the first few hours that count, the period when news of the crisis
first breaks. Everyone will build on the information that is disclosed
during that time. One of the most difficult things is handling the ambi-
guity in the first hours and days after a crisis breaks. There will be gaps
and inconsistencies in the information available.

Get outside help and advice

Because a crisis is often brought on by employees of the firm, it can be
difficult for insiders to view the issue objectively. Outside help can pro-
vide this objectivity.

Be honest

Accurate and correct information is vital. Misinformation invariably
backfires on the company. But if the company has a naturally secretive
culture this is a difficult policy for it to pursue, even at the best of times.
Information has to be transmitted not only to the outside media but also
to the firm’s own staff, for they will inevitably talk to outsiders and the
media themselves.

Look to the long term

Do not seek to contain only the short-term losses. A contaminated prod-
uct may require the withdrawal of massive stocks in the short term to
reassure customers over the longer term that the product is safe for con-
sumption. In the case of contaminated Coca-Cola cans in Belgium and
France in June 1999, the Belgian government was not convinced that the
drinks company had been sufficiently swift in its response. As a result, it
imposed more severe restrictions than it might otherwise have done.

A brief history

In recent years, certain industries have been more prone to crises than
others. Tobacco companies have been in an almost permanent state of
crisis as the medical evidence against them has unfolded over the years.
Oil companies have a crisis on their hands every time one of their
tankers leaves a slick on a beautiful stretch of coastline.
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One of the worst environmental accidents so far, at the Union Car-
bide factory in India where thousands of people were killed by a leak of
poisonous gas in 1984, made companies everywhere think again about
how to manage crises on such a scale. Then the Exxon Valdez oil spill of
1989, generally regarded as one of the worst-managed crises of all time,
showed how it should not be done.

It took two weeks for Lawrence Rawl, Exxon’s chief executive, to
visit the scene and make any kind of substantive statement regarding
the tragedy. As the Financial Times put it: “This sent a clear message
about where mass pollution figured on Rawl’s priorities, despite his
insistence that he was staying away in order not to hinder the clean-up
operation.” As well as the damage to its reputation as a leading oil com-
pany, the crisis cost Exxon approximately $1 billion for the clean-up,
plus an additional $3 billion in compensatory and punitive damages
forced upon it by the courts in Alaska. The punitive damages would
have been considerably less if the company had shown more concern
in the immediate aftermath of the accident.

Recommended reading

Irvine, R., When You Are The Headline, Institute for Crisis Management,
Louisville, KY, 1991

Meyers, G.C. and Holusha, J., When It Hits the Fan, Houghton Mifflin,
Boston, MA, 1986

Mitroff, LL et al, The Essential Guide to Managing Corporate Crises,
Oxford University Press, 1996

Regester, M. and Larkin, J., Risk issues and crisis management, Kogan
Page, London, 2002

Sikich, G.W., Emergency Planning Handbook, 4th edn, McGraw-Hill,
London and New York, 1995
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Critical path analysis

Critical path analysis (cpA) is a method of analysing a complicated busi-
ness task. It first breaks the task down into a number of discrete jobs (or
subtasks), and then finds out which of these subtasks is dependent on
others. For example, a car manufacturer cannot put seats into a new car
until the car has been painted. The car’s engine, however, can be assem-
bled at the same time as the tyres are being manufactured. A restaur-
ant’s accounts can be done while its dishes are being washed.

This critical distinction between tasks that can be carried out in par-
allel and those that have to be carried out in sequence allows the analyst
to work out how long the whole task will take; that is, the sum of the
time it takes to do all the discrete jobs that have to be carried out in
sequence. With this information to hand, it is possible to calculate the
resources needed to do all the subtasks. It is also possible to set priorities
as to which jobs must be done first, and thus to determine the sequence
in which the jobs must be carried out.

Critical path analysis is often shown in the form of a Gantt chart, a
graphic device invented by Henry Gantt, an American consultant who
worked closely with Frederick Taylor (see Scientific management,
page 194), in the early 20th century. A Gantt chart shows the different
subtasks that have to be done as a series of horizontal bars. The hori-
zontal axis of the chart is the time taken. The length of each bar, there-
fore, represents the time taken by a particular task. Overlapping bars
represent tasks that can be done in parallel.

A brief history
Critical path analysis was first developed in the construction industry,
where project managers needed to know when to book the plumber, the
plasterer, the glazier, and so on. It provided them with a continual
reminder of how soon the windows could be put in after the walls had
been started.

crPA has since been put to more sophisticated uses. It can, for
instance, be used to determine a plan of action for the launch of a new
product or for an expansion of a firm’s manufacturing capacity. In the
popular view of the corporation as a value chain (see page 235), it can be
a useful tool for deciding how links in the chain might be restructured in
order to add yet more value.
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Cross-selling

Cross-selling is an idea that became popular in the 1980s and 1990s. The
Economist described it as “the synergistic notion that buyers of one of a
firm’s services would become customers for another”.

Cross-selling involves selling an additional product and service on
top of the one that a customer has already agreed to buy or has bought.
Its close cousin is up-selling, the idea of upgrading the product that a cus-
tomer is purchasing to something with extra features or extra services
(and extra profit).

A website created by Jim Domanski lays down ten rules for cross-
selling and up-selling.

1 Sell first; tell later. Do not attempt to up-sell or cross-sell until you
have fulfilled the first order. Trying to sell additional items too early
can endanger the original sale.

2 The rule of 25. The value of any additional sale should not increase
the overall order by more than 25%.

3 Make a profit. The extra items sold must make enough profit at least
to cover the cost of the additional time spent in selling them. But this
should not be calculated over a short time frame. Frederick Reich-
held, a marketing expert at management consultants Bain & Co, says
that most cross-selling fails because companies think only of the next
bottom line. They cannot resist trying to sell the highest-margin prod-
uct rather than the most appropriate one.

4 Don’t dump junk. Resist the urge to use cross-selling to move
unwanted stocks.

5 Limit and relate. Limit the add-on items to those that clearly relate to
the original purchase. If a customer is buying a blazer from a cata-
logue, suggesting a shirt and tie makes sense; suggesting a garden
hose does not. Much cross-selling of financial services fails because
banks try to sell inappropriate products at inappropriate times.

6 Familiarity breeds success. The more familiar customers are with
the add-on item, the more likely are they to buy it. Cross-selling is not
the occasion to introduce a brand new product. Misdirected market-
ing at such times can turn clients away in droves.

7 Plan, plan, plan and plan again. Decide in advance, for instance,
what products each additional item relates to.
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8 Train to avoid pain. Ensure that the salesman thoroughly under-
stands the products or services being offered.

9 Test with the best, then roll with the rest. Test cross-selling first
with the best salespeople. They have the drive and initiative to
smooth out any of the kinks.

10 E = MC2 A cross-selling effort (E) is directly dependent on how moti-
vated (M) the salesmen are. Compensation (C) is always a critical
factor in selling, as is another word beginning with C - Control.

A brief history

Cross-selling got a bad name when Cendant, a firm that Wall Street had
labelled “the growth stock of the universe”, fell to earth with a bang in
1998. An accounting fraud of “historic proportions” undermined a com-
pany that was built on the skilful cross-selling of a bundle of franchises.
These ranged from the Avis carrental business to the Ramada hotel
chain.

Carlson Companies, a huge marketing and travel group, is more suc-
cessful at cross-selling. When Carlson’s marketing arm arranges an
event for a client (to celebrate an anniversary, say), the group’s Carlson
Wagonlit travel agents make the necessary bookings for those invited to
the event. Many of them then stay in Carlson’s Radisson hotels; others
take a trip on one of Carlson’s luxury cruise ships or eat at one of its TGI
Friday restaurants.

Such integrated cross-selling is rare. But it can be hugely profitable.

Recommended reading

Ritter, D.S., Cross-selling Financial Services, John Wiley, New York and
Chichester, 1988

Ritter, D.S., The Cross-selling Toolkit, Probus, Chicago and Cambridge,
UK, 1994
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Culture

A company’s culture is the set of priorities that it gives to different
things. Sometimes these priorities are made explicit: in a company’s
formal mission statement, for example, or in the structure of the
organisation and the power given to different departments and func-
tions. Sometimes they are implicit: what the Financial Times once
called “the large number of unspoken assumptions and beliefs which
managers in the organisation share about ‘the way we do things
around here”.

Tom Tierney, a former managing partner of Bain & Co, says: “A cor-
poration’s culture is what determines how people behave when they
are not being watched.”

Several things shape a corporation’s culture.

The employees’ behaviour

New recruits in any business usually do what they see, not what they
are told. This can range from dress codes to such things as respect for
technology and for standard working hours. It can also include the
importance given to symbols; for example, to exclusive parking spaces,
or to the way that senior managers are addressed, by their first name, or
family name, or just by their initials. Employees’ behaviour is also influ-
enced by stories and myths. These record the exploits of legendary lead-
ers of the past, or of famous failures. By the traits that they expose they
give strong signals of what is and what is not acceptable, for example,
wild alcoholic bingeing or sexual harassment.

The employee selection process

The type of person recruited by an organisation reflects and reinforces

its culture. In his book Inside Organisations, Charles Handy colourfully

described the way that recruits were selected by the Brooke family to

help them run the rather large British colony of Sarawak, an area that

the family virtually controlled in the years before the second world war.
The first requirement was that:

.. they had been educated at any of the public schools in the

West Country [west, that is, of the university town of Oxford]
- this was the background of the Brooke family and therefore
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provided a kind of tribal bonding. Secondly, they must be over
six feet tall (the Dyaks, the native people, were small and
would, it was thought, be impressed by taller rulers). If they
met these conditions they were invited to dinner at the Savoy,
given two strong drinks before the meal, wine with it, and two
strong drinks after it; if they could then maintain a civilised
conversation and walk unfalteringly to the door at the end,
they got the job (the Dyaks mixed a powerful drink which
local manners required one to drink and remain unaffected
by).

Handy went on to say that the Brooke family’s case “exemplifies
the homogeneous style of organisations in those days”. Companies
were stuffed with like-minded individuals who exemplified “group
think”, a recognised condition in which groups of similar people
develop a mind-set that is immune to outside influence and the real
world.

The nature of the business

Certain industries, such as the movie business or banking, foster a par-
ticular culture. New high-technology firms also foster their own (often
Silicon-Valley-influenced) culture. Computer maker Hewlett-Packard,
for instance, has for a long time been conscious of its culture (The HP
Way) and has worked hard to maintain it over the years through exten-
sive training. Hewlett-Packard’s culture is based on respect for others, a
sense of community and plain old hard work (according to Fortune Mag-
azine, May 15th 1995).

The external environment

Companies need to take into account the culture of the society in which
they are operating. American multinationals, for instance, cannot trans-
pose the methods of Milwaukee straight into downtown Mombasa and
expect to have a harmonious operation.

One of the few areas of management study that has been dominated
by Europeans rather than Americans is cross-cultural management.
Europeans have a natural advantage. Fons Trompenaars, an authority in
the field, once wrote that his Dutch father and his French mother gave
him “an understanding of the fact that if something works in one cul-
ture, there is little chance that it will work in another”.
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Geert Hofstede, a respected figure in the field, is a Dutch academic

who also spent long periods in industry, most notably at 1Bm. The Hof-
stede Cultural Orientation Model is based on his study of 1Bm employ-
ees in 40 different countries, and it classifies culture along five different
dimensions.

Individual versus collective. This refers to the extent to which indi-
viduals expect only to look after themselves and their immediate
families, compared with the extent to which there is a tight social
framework in which people expect the groups to which they belong
to look after them. In exchange for the care of the group, they give
their absolute loyalty.

Power distance. This refers to the extent to which a society
accepts that power in institutions and organisations is distributed
unequally.

Uncertainty avoidance. This is the extent to which employees feel
threatened by ambiguity, and the relative importance that they attach
to rules, long-term employment and steady progression up a well-
defined career ladder.

Masculinity. This refers to the nature of the dominant values in the
organisation. For example, is the organisation dominated by mascu-
line values such as assertiveness and monetary focus, rather than
feminine values such as concern for others and the quality of rela-
tionships?

Short term versus long term. This refers to the different time frames
used by different people and organisations. Those with a short-term
view are more inclined towards consumption and to maintaining
face by keeping up with the neighbours. With a long-term attitude the
focus is on preserving status-based relationships and on thrift.

A brief history

The management of corporate culture became a hot issue in the late
20th century. But it is far from being a new issue. As long ago as 1527, the
unusually perceptive Niccolo Machiavelli had something to say about it:

When a conqueror acquires states in a province which is
different from his own in language, customs and institutions,
great difficulties arise, and excellent fortune and great skill are
needed to retain them.
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Machiavelli hit upon the two things that brought about the 1990s
revival of interest in the subject.

» Globalisation. The princes of the business world were
spreading their affairs more widely than ever before. The
growth of joint ventures and of cross-border partnerships put
more and more businesses under pressure to work
productively with people from a wide variety of ethnic
backgrounds and cultures. The arrival of the Disney culture in
France in the 1990s was a notorious case of culture clash. So
ill-attuned to the differences in Europe was the Disney
organisation that at one stage the operation almost had to be
closed down.

» Mergers and acquisitions. The princes were also devouring
new businesses at a rate that made Machiavelli’s masters, the
Borgia family, look like anorexics. Many mergers and
acquisitions brought together two or more companies of very
different cultures and then expected them to be more
productive than they were as independent fiefdoms. Cultural
differences are often cited as the single greatest impediment to
making mergers work.

Some companies build up their culture through training. Others
strengthen it by having a clearly written mission statement (see
page 156).

Recommended reading

Berwick, C.L., “When Your Culture Needs a Makeover”, Harvard
Business Review, June 2001

Coupland, D., Microserfs, HarperCollins, New York, and Flamingo,
London, 1996

Hofstede, G., Cultures and Organisations: Software of the Mind,
McGraw-Hill, New York, 1997; Profile Books, London

Johnson, G., “Strategy, Culture and Managerial Action”, Long Range
Planning Journal, February 1992

McSweeney, B., “Hofstede and Cultural Differences”, European
Business Forum, Issue 9, Spring 2002

Morosini, P., Managing Cultural Differences, Pergamon, Oxford and
New York, 1998
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Pascale, R., “Communication and Decision-Making Across Cultures:
Japanese and American Comparisons”, Administrative Science
Quarterly, Vol. 23,1978

Schein, E., Organisational Culture and Leadership, 2nd edn, Jossey-Bass,
San Francisco, 1997

Schein, E., The Corporate Culture Survival Guide, Jossey-Bass, San
Francisco, 1999

Trompenaars, F. and Hampden-Turner, C., Riding the Waves of Culture,
Nicholas Brealey, London, 1993

Watson, T., A Business and its Beliefs: the Ideas that Helped Build IBM,
McGraw-Hill, New York, 1963
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Customer relationship management

Customer relationship management, commonly known as CRM, is part
of a late 20th-century systematic shift in the structure and strategies of
corporations. It is, says Dale Renner, CEO of Seisint, a data-mining busi-
ness, something that encompasses “identifying, attracting and retaining
the most valuable customers to sustain profitable growth”.

CRM is a way of designing structures and systems so that the com-
pany is focused on providing consumers (profitably) with what they
want, rather than on making products that it, the company, thinks they
might want. In particular, it involves a restructuring of the company’s
information technology systems and a reorganisation of its staff. It is
heavily dependent on a technique called data warehousing, a way of
integrating disparate information about customers from different parts
of the organisation and putting it together in one huge 1T “warehouse”.
With data warehousing, for example, any employee who enters a cus-
tomer’s name into a central computer can come up with details of all the
transactions that have been carried out with that customer.

This is contrary to the product-oriented way in which most firms
grew up, when divisions and business units were built around products
and product groups. It was not then unusual for each group to have its
own accounts department, its own IT unit and its own marketing team.
People who worked for these vertically integrated silos were often com-
peting as much against other silos within the same organisation as
against outside rivals in the marketplace. Their loyalty to their silo fre-
quently blinded them to the wider interests of the company as a whole.

CRM is about putting structures and systems in place that cut across
the vertical lines of the traditional firm and focus on individual cus-
tomers. With vertical silos, customers could be approached by the same
firm in several different product guises over a short period. No one bit
of the firm would know what any other bit was doing at any particular
time.

A brief history

The phrase “the customer is king” was first coined long before it was
true. Only towards the end of the 20th century, when advances in tech-
nology and widespread market deregulation put enormous new power
into the hands of consumers, did it begin to stop sounding hollow.
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Two things in particular brought home to companies the need to
make themselves more customer-oriented. First, some terrible mistakes
were made because of the blinkers imposed by the old product-silo
approach. For example, market share was the goal and the yardstick of
such structures. Yet when 1BM was king of the mainframe computer
market, it understood just in time that 100% of a market that was rapidly
shrinking would soon be 100% of nothing.

Instead of focusing on the mainframe computer market, 1Bm should
have been focusing on what its customers really wanted. This was not
mainframe computers as such, but rather the power to process infor-
mation electronically. Academics have called this different concept of a
market “a market space”. Children’s playtime is a market space. A doll is
a product, an object.

The second thing that drove companies to focus more closely on their
customers was a growing awareness that building up profits by aggre-
gating narrow margins from the sale of individual products might not
be the best way of ensuring the long-term health of the corporation.
Companies that did this would always be vulnerable either to cherry-
pickers (see page 29), firms that were happy to slice their margins even
more thinly for the sake of rapid growth in market share, or to nimble
newcomers that were able to work off a different cost base, made pos-
sible by deregulation or by changing distribution channels.

More companies are coming to regard their customers as customers
for life and not just as the one-off purchasers of a product. It is widely
believed that it is far less expensive to retain an existing customer than
it is to acquire a new one. So, companies ask, why not try to serve the
same customers throughout their life, to fill their shifting market spaces
from youth through to old age? In this framework it becomes impor-
tant for companies to measure their customers’ lifetime value, and to
think about cross-subsidising different periods of their lives. Banks
make little or no money out of their student customers, for example, in
the hope that they will become more valuable in their later years. This
has been questioned by Werner Reinartz and V. Kumar, whose
research found no relationship between customer loyalty and profits.
Not all loyal customers are profitable, and not all profitable customers
are loyal.

Recommended reading

Kotler, P., Managing Customer Relationships: Lessons from the Leaders,
The Economist Intelligence Unit, London, 1998
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Peppers, D. and Rogers, M., The One-to-One Manager, Doubleday, New
York, 1999

Reinartz, W. and Kumar, V., “The Mismanagement of Customer
Loyalty”, Harvard Business Review, July 2002

Vandermerwe, S., The Eleventh Commandment: Transforming to Own
Customers, John Wiley, Chichester, 1996
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Decentralisation

Decentralisation is the process of distributing power away from the
centre of an organisation. In the case of a corporation this means divest-
ing authority away from the head office and out to operators in the
field. Debate centres on which is the more efficient structure for an
organisation that has a number of far-flung arms, especially a multina-
tional with operations in a number of different countries: one where
decision-making is concentrated at the centre, or one where it is diffused
around the organisation?

Decentralisation and its alter ego, centralisation, have been fashion-
able in phases. In his famous-for-its-title book, Small is Beautiful (see
page 203), EF. Schumacher wrote:

Once a large organisation has come into being, it normally
goes through alternating phases of centralising and
decentralising, like swings of a pendulum. Whenever one
encounters such opposites, each of them with persuasive
arguments in its favour, it is worth looking into the depth of
the problem for something more than compromise, more than
a half-and-half solution. Maybe what we really need is not
either/or but “the one and the other at the same time”. This
very familiar problem pervades the whole of real life.

Other famous management writers have been less equivocal. In a
classic book by Alfred Chandler, Strategy and Structure, the author
argued that strategy was the responsibility of head office, but day-to-
day operations should be left to decentralised units.

Tom Peters, co-author with Robert Waterman of In Search of
Excellence, recounts how in the mid-1990s he and Waterman were
each asked separately to list the big challenges facing business. He
says:

The lists bore little resemblance to one another - except for the
first item. Both of us put ... decentralisation at the top of our
lists ... after 50 (combined) years of watching organisations
thrive and shrivel, we held to one, and only one, basic belief: to
loosen the reins, to allow a thousand flowers to bloom and a
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hundred schools to contend, is the best way to sustain vigour in
perilous gyrating times.

A brief history

Decentralisation has had its supporters for centuries. In the 1700s, the
East India Company was a highly decentralised organisation, but only
because it had no other option. Its factors ran its factories in remote
parts of the world. There was no telegraph, telephone or telex. They had
to make decisions for themselves there and then.

Just as the state of technology determined the degree of centralisation
for the East India Company, so it had a dramatic effect on subsequent
enthusiasm for the idea. Decentralisation remained the dominant model
for most of the 19th century. The Morgans, father and son, ran their
banks in isolated independence in London and New York, and the vari-
ous arms of the Rothschild family ran their operations independently in
a number of European countries. Carrier pigeon was the fastest form of
communication that they could hope for.

With the invention of the telephone and the telex, the head office
came into its own, and throughout most of the 20th century centralisa-
tion was the dominant philosophy. It was a shift brought about largely
by the invention of Alexander Graham Bell.

There were exceptions, of course. DuPont, an American chemicals
company, enthusiastically embraced the idea of decentralisation in the
mid-1920s when its senior executives developed a multidivisional struc-
ture to cope with the company’s diversification. Likewise, Alfred Sloan
split General Motors into divisions, and each division was run as a
company within a company. Sloan said the company was “co-ordinated
in policy and decentralised in administration”. It was a move that
helped him to claw back some of the enormous advantage that Ford
had gained from its introduction a decade earlier of mass production
and the assembly line.

In the 1990s, the growth and rapid development of information tech-
nology began to turn the tables. The Internet and other electronic infor-
mation systems made the distribution of information ubiquitous and
cheap. Power was once again diffused outwards to workers in the field.
In an article in the Harvard Business Review in 1998, C.K. Prahalad and
Kenneth Lieberthal argued that this diffusion of power would have a
particularly powerful impact on multinationals. The old imperialist
assumption that all innovation comes from the centre will no longer be
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valid. Innovation will have to be encouraged locally, and locally
recruited employees will have to be able to rise to the top of the organi-
sation.

Recommended reading

Chandler, A., Strategy and Structure, MIT Press, Cambridge, MA, 1990

Prahalad, C.K. and Lieberthal, K., “The End of Corporate Imperialism”,
Harvard Business Review, July-August 1998

Sloan, A.P., My Years with General Motors, Doubleday, New York, 1990
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Delayering

Delayering involves reducing the number of levels in an organisation’s
hierarchy. Classically, this has meant reducing the dozen or so layers
that were typical of the large corporation of the 1950s to the five or so
layers that by the end of the century were deemed to be the maximum
with which any large organisation could function effectively.

Delayering is not just a way of stripping out jobs and cutting over-
heads. It usually involves increasing the average span of control (see
page 205) of the senior managers within the organisation. This can, in
effect, chop the number of layers without removing a single name from
the payroll.

Delayering is a radical redesign of an organisation’s structure to take
account of late 20th-century developments in information technology,
education and consumer demand. Essentially, it involves a flattening of
the organisation from a giant pyramid into something more horizontal.
It is not an anarchic denial of the need for structure.

Frank Ostroff’s book The Horizontal Organisation reflects late 20th-
century thinking about organisational structure. In it he writes:

Structure is still critical to designing an efficient organisation
for the 21st or any other century, and certain essential points
must be considered: Who goes where? What do they do? What
are the positions and how are they grouped? What is the
reporting sequence? What is each person accountable for? In
other words, how does the authority flow?

In yet other words, how do the organisation’s layers lie?
Among the benefits claimed for the delayered organisation are the
following.

It needs fewer managers.

It is less bureaucratic.

It can take decisions more quickly.

It encourages innovation.

It brings managers into closer contact with the organisation’s
customers.

It produces cross-functional employees.
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This is not easy to achieve, and delayering efforts often stumble. A
common cause is failure to include a sufficiently sensitive reappraisal of
the changed rewards that must go with redesigned jobs.

Recommended reading

Ashkenas, R., et al., The Boundaryless Organization, Jossey-Bass, San
Francisco, 2002

Austin, N., “Flattening the Pyramid”, Incentive, December 1993

Krackhardt, D. and Hanson, J.R., “Informal Networks: The Company
Behind the Chart”, Harvard Business Review, July-August 1993

Ostroff, F., The Horizontal Organisation, Oxford University Press, 1999

Ostroff, F. and Smith, D., “The Horizontal Organization”, McKinsey
Quarterly, No. 1, 1992
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Differentiation

The concept of differentiation originated in economics and has been
taken over by marketing departments. At its heart lies the ability of sim-
ilar products to be differentiated by real or imaginary means, thus
enabling them to be sold at a higher price and profit. This differentiation
can take real forms (soluble aspirin as against non-soluble aspirin, for
example) or imaginary forms (by advertising that suggests one perfume
makes you more attractive to the opposite sex than another).

The value of differentiation increases the more that products come to
resemble each other. For example, washing machines and airline flights
vary less and less as time goes by, and it becomes a bigger and bigger
challenge to differentiate one from another. Once a distinction has been
established, however, it can be reaffirmed for years and years. Porsche,
for example, differentiates itself as being a fast-moving sports car for
fast-moving high-fliers, and has done at least since James Dean, a film
actor, happened to die in one in 1956.

In consumer-goods industries it is common for a large number of dif-
ferentiated products to be produced by quite a small number of firms.
For example, most of the seemingly wide range of soaps and detergents
in the United States are produced by just two firms, Unilever and Proc-
ter & Gamble. In commodity markets, such as oil and coal, there is little
or no scope for differentiation. These industries also have low returns
on investment. In industries where there is scope for differentiation,
there is a far wider range of returns.

Service businesses differentiate themselves in different ways from
manufacturers. Airlines rely both on their products (“our fleet is newer
than blah blah’s”) and on their personnel (“our flight attendants are pret-
tier and more attentive”). This does not work with products (“our chick-
ens have been plucked by people with cleaner hands”).

Brand image is another way of differentiating products. This is par-
ticularly powerful in the fashion industry, where it is hard to argue that
“our clothes last longer than xxx’s” or that “we have better taste than
xxx”. It is also significant in the tobacco industry, where one cigarette is
so much like another.

Marketers maintain that most products can be differentiated in some
way. Philip Kotler, a marketing guru, gives the example of the brick
industry, which is about as close to a commodity business as it is possi-
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ble to be. Yet one company in the industry was able to differentiate
itself dramatically by altering its method of delivering bricks. Instead of
dumping them on the ground (and breaking a bundle), it stacked them
together on pallets and used a small crane to lift them gently off the
truck. So successful was the firm with this method that before long it
became standard industry practice. The firm then, of course, had to look
for a new way of differentiating itself.

A brief history

In Michael Porter’s ground-breaking work on the competition of the firm
(see Competitive advantage, page 33) he argued that there are only two
ways for firms to compete: on price, or by differentiating their products
from those of their rivals.

This focused attention on product differentiation as a marketing
strategy designed to make consumers aware of the differences between
one company’s product and everyone else’s. (See also Unique selling
proposition, page 233.) Advertising could then be introduced to empha-
sise how these differences made a product better value for money and,
therefore, the one to buy.

Recommended reading

Beath, J. and Katsoulacos, Y., The Economic Theory of Product
Differentiation, Cambridge University Press, 1991

Kotler, P. and Armstrong, G., Principles of Marketing, 9th edn, Prentice
Hall, Upper Saddle River, NJ, 2001

Ries, A. and Trout, J., Positioning: the Battle for your Mind, McGraw-Hill,
New York, 2001

Ries, A. and Trout, J., Marketing Warfare, McGraw-Hill, New York, 1997

Smith, W.R., “Product Differentiation and Market Segmentation as
Alternative Marketing Strategies”, Journal of Marketing, July 1956

Trout, J., Differentiate or Die, John Wiley, New York, 2000
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Diversification

From time to time companies become nervous about putting all their
commercial eggs into one basket. Their heads are turned by the portfo-
lio theory of investment, in which exposure to risk is reduced through
the ownership of a wide range of shares. So they set out to do the same
- to reduce the risk from being in too few businesses by getting into
more of them. They do this either by buying businesses or by starting
them up internally from scratch, the former being the more common.
Companies that follow a strategy of diversification have a name. They
are called conglomerates.

Conglomerates take some of the job of spreading risk out of the
hands of shareholders and put it into the hands of corporate managers.
Shareholders can choose to buy either a diversified portfolio of shares,
or a share with a diversified portfolio.

Although conglomerates come in and out of fashion, there are time-
less reasons in favour of diversification. It can give rise to opportunities
to share overheads or to exploit synergies (see page 220). Firms can
make savings by selling a wider range of goods with the same infras-
tructure. Department stores profitably sell everything from armchairs to
underwear. Similar logic can be applied to manufacturers of armchairs
and underwear.

Diversification has proved to be a highly successful strategy for some
large companies. Constantinos Markides, a professor at the London
Business School, says that the rewards and risks can be extraordinary.
He quotes success stories such as General Electric, Disney and 3M, but
also mentions notorious failures, such as Quaker Oats’s doomed entry
into the fruit juice business through a company called Snapple, and Blue
Circle, a British cement producer, which diversified into making lawn
mowers on no firmer grounds, according to one former executive of the
company, than that “your garden is next to your [cement] house”.

A brief history

Theidea of diversification was given a big boost by a book called Portfolio
Selection, published in the late 1950s. It urged investors (individual and
corporate) to spread their risks by spreading their investments. In 1952 a
company called Royal Little had shown the way, acquiring companies in
unrelated industries while maintaining steady growth.

70



DIVERSIFICATION

Enthusiasm for diversification increased in the 1960s and early 1970s.
Between 1960 and 1980, the percentage of Fortune 500 companies that
could be described as conglomerates rose from 50 to 80. The prototype
was ITT. Under Harold Geneen, an Englishman who headed the Ameri-
can company for many years, ITT simultaneously owned bakeries, tele-
phone companies, hotels and a forest-products business. In the early
1970s it had over 400 separate subsidiaries operating in over 70 differ-
ent countries.

Diversification went out of fashion in the 1980s and 1990s, how-
ever, when companies began to see again the virtues of “sticking to
their knitting”. Many shed businesses that they had bought only a few
years before in their headlong rush to be a conglomerate. Exxon
rapidly withdrew from the electronics business, for example, and Bp
retreated from coal. cBS, an American broadcaster, is reckoned to have
sold off more than 80% of its portfolio of businesses, and p&o sold off
a wide range of businesses in order to refocus on shipping, especially
the cruise business.

Markides believes that companies miss significant opportunities
when they reject diversification as a strategic option. A role model for
the late 20th-century conglomerate was Bombardier, a Canadian firm.
Founded in 1942 as a manufacturer of snow-going equipment, it grew
rapidly in the last quarter of the century to become a diversified manu-
facturer of products ranging from mass-transit systems to personal
watercraft. By the end of the century it had manufacturing facilities in
nine countries and some 40,000 employees. In 1997 the company’s chief
executive explained its strategy:

Bombardier never diversified at breakneck speed. The first
move, entering the mass-transit equipment industry, occurred
in 1974; the second step, acquiring Canadair, was taken

12 years later. After each initial foray into a new industry, we
made a series of acquisitions within it to strengthen our
position. [Moreover,] each new sector we entered shares
certain fundamental similarities in terms of key
manufacturing processes, procurement, engineering design,
and product development.

Recommended reading

Geneen, H. (with Moscow, A.), Managing, Doubleday, Garden City, NY,
1984
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Markides, C., “To Diversify or Not to Diversify”, Harvard Business
Review, November-December 1997

Markowitz, H.M., Portfolio Selection, 2nd edn, Blackwell, Cambridge,
MA, 1991

Salter, M.S. and Porter, M., “Note on Diversification as Strategy”,
Harvard Business Review, November-December 1986

Utton, M.A., Diversification and Competition, Cambridge University
Press, 1979
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Double-loop learning

The concept of double-loop learning was first developed by Chris
Argyris, a Harvard professor of organisational behaviour, in the 1970s.
Argyris contrasted double-loop learning with single-loop learning, and
described the distinction between them in several different ways and
on several different occasions.

In one article he wrote:

When a thermostat turns the heat on or off, it is acting in
keeping with the program of orders given to it to keep the
room temperature, let us say, at 68 degrees. This is single-loop
learning, because the underlying program is not questioned.

Double-loop learning would require the thermostat not only to adjust
the temperature but also to question why it was set at 68 degrees in the
first place.

Argyris said in another context:

The overwhelming amount of learning done in an organisation
is single loop because it is designed to identify and correct
errors so that the job gets done and the action remains within
stated policy guidelines.

In double-loop learning, executives continually question the policies
and objectives within which their decision-making power is con-
strained.

Single-loop learning is dangerous because it confirms stereotypes.
“The theory-in-use is self-fulfilling.” Argyris gives the example of a man-
ager who believes his subordinates are passive and dependent on guid-
ance. Such a manager tests his belief by giving his subordinates
challenges that confirm his theory. To get out of this “single loop” the
manager has to engage in “open-loop learning”, where he deliberately
tries to disprove the generally held theory. He has to ask what it would
take to show that his subordinates were not dependent on guidance.

The idea of double-loop learning is difficult to grasp, but it has been
sufficiently powerful to become central to much discussion about the
way in which organisations learn (see The learning organisation,
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page 140). It is difficult because most individuals are unaware of their
reasoning processes, of the implicit rules underlying the decisions that
they take. Argyris says there are two reasons for this:

First, they have great reasoning skill - the activity is second
nature to them and they are rarely aware of it while they are
doing it. Indeed, as is true of most skilled behaviour, they
rarely focus on it unless they make an error. Second, when
they do make errors, other people - especially subordinates -
may feel it is safest to play down the error, or they may ease
in the correct information so subtly that the executive will
probably not even realise that he did make an error.

A brief history

Examples of companies that have expensively failed to question the
underlying assumptions behind a particular management theory
include Sony, a Japanese electronics firm. When it introduced the Walk-
man, it followed a brilliantly successful strategy of allowing the market
to decide which of a wide range of variations on the theme it preferred.
It then used its skill in getting new products rapidly to market to meet
the expressed demand. However, when it tried to implement the same
strategy (of making many variants on a single theme) with video it did
not work. The company lost billions of dollars learning something that
it should have picked up @f it had been applying double-loop learning)
early in the video-marketing process.

Recommended reading

Argyris, C. and Schon, D., Theory in Practice: Increasing Professional
Effectiveness, Jossey-Bass, San Francisco and London, 1974

Argyris, C., Increasing Leadership Effectiveness, John Wiley, New York
and London, 1976

Argyris, C., “Double-Loop Learning in Organisations”, Harvard Business
Review, January-February 1977
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Downsizing

Downsizing, its supporters insist, is not primarily about job cuts. It is,
they say, a process whereby a corporation adjusts to changed market
circumstances. It is not just what companies do when they hit a reces-
sion. Although downsizing implies a reduction in assets, it is not merely
a reduction in the human assets.

Other terms have been used to distance the concept from its associa-
tion with ruthless job-slashing - for example, rightsizing and restructur-
ing. In the first 1BM annual report after his appointment as chief
executive of the huge computer company, Lou Gerstner said, “Shortly
after I joined, I set as my highest priority to rightsize the company as
quickly as we could.”

The downsizing of corporate staff was at its most intense in the late
1980s and early 1990s. In the United States alone, some 3.5m workers
lost their jobs to downsizing in the decade after 1987. The losses had
much to do with getting rid of layers of middle managers - a move
enforced by increasing competition and the growth of an information
technology which reduced the need for human ciphers.

Some saw it as marking a return to organisational structures of times
gone by. In a 1988 article in the Harvard Business Review, Peter Drucker
wrote that one of the best examples of a large and successful informa-
tion-based organisation that had no middle management at all was the
British civil administration in India. The Indian civil service never had
more than 1,000 members, most of whom were under 30 years of age.
Each political secretary (a senior rank) had at least 100 people reporting
directly to him, “many times what the doctrine of the span of control
[see page 205] would allow”. It worked, added Drucker, “in large part
because it was designed to ensure that each of its members had the
information he needed to do his job”.

A brief history

By the late 1990s there was a sharp reaction against downsizing. Com-
panies started asking themselves whether it had gone too far. By then
they knew that there was a considerable downside to downsizing. First,
it left organisations shell-shocked and demoralised. Those who had job
options resigned, and their employer was then frequently forced to
rehire in what has been described as a process of “binge and purge”. The
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short-term benefits to the bottom line from downsizing could be offset
by the long-term damage to the loyalty, morale and (possibly) the pro-
ductivity of those employees who did stay.

In 1995, the American Management Association (AMA) surveyed
1,000 companies on the effects of downsizing. Only 48% of those that
had cut jobs since 1990 said that their profits went up afterwards. The
AMA survey also found that downsizing failed to improve product qual-
ity at most of these companies.

In a special report on the changing structure of the workplace pub-
lished in October 1994, Business Week magazine warned that the great
risk of downsizing was that it simply resulted in fewer people working
harder. It did little to change the way that work was done within the cor-
poration. A middle manager at a high-tech company recounted his expe-
rience:

This year, I had to downsize my area by 25%. Nothing changed
in terms of the workload. It’s very emotionally draining. I find
myself not wanting to go in to work, because I'm going to have
to push people to do more, and I look at their eyes and they’re
sinking into the back of their heads. But they’re not going to
complain, because they don’t want to be the next 25%.

Another apparent downside to downsizing is the loss of a company’s
innovative ability. According to Deborah Dougherty of McGill Univer-
sity and Edward Bowman of the University of Pennsylvania’s Wharton
School, downsized firms lose the ability to carry out a crucial final stage
in the process of bringing a new product to market. Downsizing inter-
feres with the network of informal relationships which innovators use
to gain support for new product development. Innovative activities no
longer connect with the rest of the firm.

The caring company’s alternative to downsizing is reallocation. If
jobs have to go, it does not mean that employees have to go as well.
3M’s policy, for example, is to find similar jobs for excess workers in
other divisions. During the 1990s it reassigned 3,500 workers in this way
rather than make them redundant. It is able to do this because it is con-
stantly creating new products and new divisions to which these people
can be relocated.

Recommended reading
Allen, J.G., Surviving Corporate Downsizing, John Wiley, New York, 1988
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Drucker, P., “The Coming of The New Organisation” Harvard Business
Review, Vol. 66, No. 1, 1988

Hamill, J., “Employment Effects of Changing Multinational Strategies in
Europe”, European Management Journal, Vol. 10, No. 3, September
1992

www.csaf.org/downsize.htm - Making sense of corporate downsizing
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E-commerce

The term e-commerce embraces all the ways of transacting business via
electronic data: for example, the Minitel system in France, videotext sys-
tems, and direct selling by phone. But it is most closely identified with
commerce transacted over the Internet, and it is the Internet that put
e-commerce at the head of the corporate strategic agenda for the first
years of the 21st century.

E-commerce is merely an elision of electronic commerce, but it
embodies a revolutionary idea: that electronic commerce is qualitatively
different from ordinary time-worn commerce, that (in the jargon) there
is a paradigm shift in the way that business is conducted in the world of
e-commerce. Doing business via the Internet is not only much quicker
and much cheaper than other methods, it is also thought to overturn old
rules about time, space and price. There is the much-vaunted death of
distance: a customer 10,000 miles away becomes as accessible as one
around the corner.

Furthermore, economies of scale, economic laws that were assumed
for centuries to be immutable, become less relevant. A newspaper like
the Wall Street Journal, for example, sells its online edition for a fraction
of the price of its paper-based edition. There is no difference in its unit
delivery cost if it sells five or 5,000 online copies. This is a revolution for
organisations whose structures and strategies have built-in assumptions
about relationships between price and volume.

A brief history
Electronic commerce grew rapidly in the late 1990s. According to Inter-
national Data Corporation, a company that provides data and analysis
for 1T vendors, worldwide e-commerce grew by 68% between 2000 and
2001, reaching some $600 billion. A big chunk of that is business-to-busi-
ness - companies selling their products and services to other companies.
Companies like Dell Computer made extraordinary cost savings
through early use of the Internet to sell goods and services direct to con-
sumers, and to buy components from suppliers. Financial-service offer-
ings over the Internet sprouted like mushrooms. At Charles Schwab, an
American retail brokerage firm, for instance, online dealing came to
account for more than half of all its securities trading in just three years.
For banks, however, e-commerce presented both an opportunity and
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a threat. It has been estimated that a banking transaction carried out
over the telephone costs half as much as the same transaction con-
ducted over the counter in a traditional branch, and an ATM transaction
costs a quarter as much. But a banking transaction over the Internet
costs a mere 1% of an over-the-counter transaction at a branch. This pre-
sents established banks with an opportunity to turn their cost structure
upside down if they can persuade customers to do their banking online
and to stop queuing at branches.

E-commerce also allows unknown firms to establish new businesses
cheaply and rapidly, and to compete with the old-timers. They do this
not only by cutting prices and offering wider choices, but also by allow-
ing consumers to make real-time price comparisons (via electronic mar-
ketplaces like Annuity.net) and to switch rapidly (and frequently) to the
cheapest provider (via electronic transfer systems like OneSource).

The world’s major stockmarkets took to e-commerce with enthusi-
asm. America Online (AOL), an early Internet service provider, was
rapidly valued at more than General Motors and went on to buy
Netscape, a pioneering Internet company, and to merge with Time-
Warner. But some analysts cannot see how such firms will ever make
exceptional profits. It is fundamental to e-commerce that the customer is
in control. Customers can search the web rapidly and ruthlessly to seek
out the cheapest price. E-commerce, these analysts claim, is a business
of, at best, low margins and, at worst, no margins.

Recommended reading

E-Trends, The Economist/Profile Books, London, 2001

Rayport, J.F. and Jaworski, B.J., Introduction to E-commerce,
Irwin/McGraw-Hill, Boston, MA, 2002

Shapiro, C., “Will e-Commerce Erode Liberty?”, Harvard Business
Review, May 2000
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Economies of scale

Economies of scale are the factors that cause the average cost of pro-
ducing something to fall as the volume of its output increases. Hence it
might cost $3,000 to produce 100 copies of a magazine but only $4,000
to produce 1,000 copies. The average cost in this case has fallen from
$30 to $4 a copy because the main elements of cost in producing a mag-
azine are loaded at the front end of the production process.

Economies of scale were the main drivers of corporate gigantism in
the 20th century. They were fundamental to Henry Ford’s revolutionary
assembly line (see Mass production, page 150), and they are the spur to
many mergers and acquisitions today.

There are two types of economies of scale.

» Internal. Cost savings that accrue to a firm regardless of the
industry, market or environment in which it operates.

» External. Economies that benefit a firm as a result of the way in
which its industry is organised.

Internal economies of scale can arise in a number of areas. For exam-
ple, it is easier for large firms to carry the overheads of sophisticated
research and development (r&D). In the pharmaceuticals industry r&D is
vital. Yet the cost of discovering the next blockbuster drug is enormous
and increasing. Several of the mergers between pharmaceuticals com-
panies in recent years have been driven by little more than the compa-
nies’ desire to spread their R&D expenditure across a greater volume of
sales.

Internal economies of scale can also arise from spreading the high
fixed costs of plant and machinery across a larger volume of sales. Elec-
tric power generation and steel manufacture are two industries where a
sizeable critical mass of turnover is required before any initial capital
investment in plant and machinery can be justified. They are not busi-
nesses for the small at heart.

Large firms also gain internal economies of scale because they are
able to use specialised labour and machinery more efficiently than
small firms. A large firm’s complicated assembly line and its specialist
workers are less likely to be left expensively idle than those of a small
firm.
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However, economies of scale have a dark side, called diseconomies
of scale. The larger an organisation becomes in order to reap economies
of scale, the more complex it has to be to manage and run such scale.
This complexity incurs a cost. Eventually, this cost may come to out-
weigh the savings to be gained from greater scale. In other words,
economies of scale cannot be gleaned for ever.

Frederick Herzberg, a distinguished professor of management, sug-
gested another reason that companies should not aim blindly for
economies of scale:

Numbers numb our feelings for what is being counted and
lead to adoration of the economies of scale. Passion is in
feeling, the quality of experience, not in trying to measure it.

T. Boone Pickens, a geologist turned oil magnate turned corporate
raider, wrote about diseconomies of scale in his 1987 autobiography:

It’s unusual to find a large corporation that’s efficient. I know
about economies of scale and all the other advantages that are
supposed to come with size. But when you get an inside look,
it’s easy to see how inefficient big business really is. Most
corporate bureaucracies have more people than they have
work. Large corporations were great at setting up massive
assembly lines, but terrible at modifying those same lines to fit
changing conditions.

The big advantage of being big used to be that it allowed a company
to buy inputs more cheaply the more that it bought. But today the Inter-
net can, in many cases, undermine economies of scale. In its April 1999
report “Making Open Finance Pay”, Forrester Research, an American
research company, gave examples of the way in which the Internet has
altered the pricing structure of a number of industries, particularly those
with a high information content. Before the advent of the Internet it cost
$100 to make an equity market order. Afterwards it cost just $15, an 85%
fall in price, far more than could ever have been gleaned from tradi-
tional economies of scale.

Recommended reading

Sloan, A.P., My Years with General Motors, Doubleday, New York, 1990
Smith, A., The Wealth of Nations, 1776
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Economies of scope

Economies of scope are the factors that make it cheaper to produce a
range of products together than to produce each one of them on its own.
These economies can come from businesses sharing centralised func-
tions, such as finance or marketing. Or they can come from interrela-
tionships elsewhere in the business process, such as cross-selling one
product alongside another, or using the outputs of one business as the
inputs of another.

Just as the economic theory of economies of scale (see page 80) has
been the underpinning for all sorts of corporate behaviour, from mass
production to mergers and acquisitions, so the theory of economies of
scope has been the underpinning for different sorts of corporate
behaviour, particularly for diversification (see page 70).

A brief history

The desire to garner economies of scope was the driving force behind
the creation of vast international conglomerates in the 1970s and 1980s,
including BTR and Hanson in the UK and ITT in the United States. The
logic behind these amalgamations lay mostly in the scope for the com-
panies to leverage their financial skills across a diversified range of
industries.

Hanson was a classic example of a company that grew in this way.
In the early 1960s it was a small family haulage business based in York-
shire. By the early 1990s it was the UK’s fourth largest manufacturer,
making batteries, typewriters, bricks, HP sauce and Jacuzzi whirlpool
baths after a riot of mergers and acquisitions in both the UK and the
United States. As with much other industrial diversification, there turned
out to be little synergy to be gained from making batteries and bricks
under one roof. In the end, the only economies of scope came from
sharing a narrow range of head-office skills and a chief executive.

By the 1990s industrial conglomerates had fallen out of favour. There
was little enthusiasm for economies of scope that (it transpired) relied
on making ever larger acquisitions of yet more unrelated industries.
Hanson, BTR, ITT and others became shadows of their former selves.

There were a number of conglomerates in the 1990s, however, that
were put together in a burst of enthusiasm for cross-selling (see page 53),
reaping economies of scope from using the same people and systems to
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sell many products. The massive combination of Travelers Group and
Citicorp in 1998 was based on producing big cost savings from the cross-
selling of the financial products of the one by the sales teams of the
other.
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Empowerment

Empowerment is the idea that an organisation is most productive when
all its employees are empowered to make and take decisions, when
authority is devolved down to all levels of the organisation. It is a feel-
good idea that seems to prove what all sensitive, liberal people know
should be the case.

The idea was most closely associated with Rosabeth Moss Kanter, a
Harvard Business School professor who also edited the Harvard Busi-
ness Review, and it was central to her influential book When Giants
Learn to Dance. Kanter argued that large companies need to liberate their
employees from stultifying hierarchies if they are going to be able to
“dance” in the flexible, fast-changing future. Too many employees, she
believed, still needed “the crutch” of hierarchy. These “powerless”
people, said Kanter, “live in a different world ... they may turn instead to
the ultimate weapon of those who lack productive power - oppressive
power”. She felt that women were particularly in need of empower-
ment because traditionally they had been employed in low-status jobs.

The idea harks back to Douglas McGregor’s Theory X and Theory Y
(see page 225). It gives McGregor’s framework a new spin by adding
information technology. 1T has the ability to put into the hands of
Theory Yers (self-motivating individuals) the raw material (knowledge,
or power) that they need in order to act responsibly and to take deci-
sions for themselves.

A brief history
Ten years after Kanter’s book, Chris Argyris, another Harvard Business
School professor, wrote an article in the Harvard Business Review enti-
tled “Empowerment: The Emperor’s New Clothes”. It said, more or less,
“Nice idea; shame about the results”. Everyone talks about empower-
ment, said Argyris, but it is not working. Chief executives subtly under-
mine it, despite Kanter’s assertion that “by empowering others, a leader
does not decrease his power”. Employees are often unprepared or
unwilling to assume the new responsibilities that it entails.

To understand why it was not working, Argyris set empowerment in
the context of commitment, an individual’s commitment to their place
of work. He says there are two types of commitment.
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» External commitment, or contractual compliance. This is the sort
of commitment that employees display under the command-and-
control type of structure, when they have little control over their
own destiny and little idea of how to change things.

» Internal commitment is something that occurs when employees
are committed to a particular project or person for their own
individual reasons. Internal commitment, said Argyris, is closely
allied with empowerment.

The problem with many corporate programmes designed to encour-
age empowerment is that they create more external than internal com-
mitment. One reason, says Argyris, is that the programmes are riddled
with contradictions and send out mixed messages, such as “do your
own thing - the way we tell you”. The result is that employees feel little
responsibility for the programme, and people throughout the organisa-
tion feel less empowered.

Argyris suggests that companies should recognise that empower-
ment has its limits. It should not be a goal in itself; it is only a means
to the ultimate goal of superior performance. Organisations should
then set out to establish working conditions that encourage their
employees’ internal commitment, clearly recognising how this differs
from the external variety.

Recommended reading

Argyris, C., “Empowerment: The Emperor’s New Clothes”, Harvard
Business Review, May-June 1998

Kanter, R.M., “Power Failures in Management Circuits”, Harvard
Business Review, July-August 1979

Kanter, R.M., When Giants Learn to Dance, Simon & Schuster, New York
and London, 1989

Malone, T.W., “Is ‘Empowerment’ Just a Fad?”, Sloan Management
Review, Winter 1997
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Enterprise resource planning

Enterprise resource planning (Erp) is the setting up of electronic infor-
mation systems throughout an organisation in such a way that they
bring together disparate parts of the organisation that may rarely in the
past have had access to information about each other. ErP software,
designed to implement this, acts as a sort of central nervous system for
the corporation. It gathers information about the state and activity of
different parts of the body corporate and conveys this information to
parts elsewhere that can make fruitful use of it. The information is
updated in real time by the users and is accessible to all those on the net-
work at all times.

Just as the central nervous system’s capacity can at times seem to
transcend the sum of the capacity of its individual parts (a phenomenon
that we call consciousness), so too can that of ERP systems. They (as it
were) make the corporation self-aware. In particular, ERP systems link
together information about finance, human resources, production and
distribution. They embrace stock-control systems, customer databases,
order-tracking systems, accounts payable, and so on. They also interface
when and where necessary with suppliers and customers.

The interlinking of ERP systems can be extraordinarily complex, and
firms usually start with a pilot project before implementing a group-
wide system.

A brief history
The history of ErP is the history of sap (System Analyse und Program-
mentwicklung), a German software company that in the 1990s estab-
lished an extraordinary dominance of the ErRP market. SAP was set up
by three engineers in Mannheim in 1972. Their aim was to help compa-
nies link their different business processes by correlating information
from various functions and using it to run the whole business more
smoothly.

saP’s software was designed to be modular so that a company’s sys-
tems could be rapidly adapted to take account of growth and change. It
was so successful in recognising and meeting business’s 1T needs that by
the late 1990s saP’s share of the market for ERP systems was greater
than that of its five nearest rivals combined. Its systems were reckoned
to be running in at least half of the world’s 500 largest companies.
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Its extraordinarily rapid growth (an annual average rate of growth of
sales of over 40%) was backed by a marketing strategy that encouraged
management consultants to implement sAP systems within client firms.
Many consultants set up specialist sAp departments for the purpose.
Without this support in implementation, there would have been a crip-
pling bottleneck in the growth of saAP’s sales.

The ERP systems market itself grew rapidly as firms saw the benefits
to be gained from consolidating information about their geographically
and functionally dispersed bits and pieces. ERP systems enabled them to
have a view of their organisation as a whole that they had never previ-
ously experienced. It was like seeing the early colour photographs of
earth taken from outer space.

Initially, such systems were most popular with large multinationals.
They had a number of characteristics that made them particularly recep-
tive.

v They had advanced 1T infrastructures on which they could run
the systems.

v They were keen to standardise their diverse range of business
processes.

» They had the necessary staff to manage the systems once they
were up and running.

As this big-company market became saturated, ERP systems
providers began to look at how they might adapt their products to suit
smaller organisations.

Recommended reading

Brady, J., Monk, E.F. and Wagner, B.J., Concepts in ERP, Course
Technology, Boston, MA, 2001

James, D. and Wolf, M.L., “A Second Wind for ERP”, McKinsey
Quarterly, No. 2, 2000

Shtub, A., Enterprise Resource Planning: the Dynamics of Operations
Management, Kluwer Academic Publishers, Boston, MA, and
London, 1999

Welti, N., Successful SAP R/3 Implementation: Practical Management of
ERP Projects, Addison-Wesley, Harlow, UK, and Reading, MA, 1999
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Entrepreneurship

Jean-Baptiste Say, a French economist who first coined the word
entrepreneur in about 1800, said: “The entrepreneur shifts economic
resources out of an area of lower and into an area of higher productiv-
ity and greater yield.” One dictionary says an entrepreneur is “one who
undertakes an enterprise, especially a contractor acting as the interme-
diary between capital and labour”.

Entrepreneurship is the special collection of skills possessed by an
entrepreneur. They include a propensity to take risks over and above
the normal, and a desire to create wealth. Entrepreneurs are people who
find ways round business difficulties; they persevere with a business
plan at times when others run for the shelter of full-time employment.
This may be either because they have a great vision (see page 244), or
because they are determined to feature on the world’s lists of richest
people. It may also be because they are recklessly stubborn, or because
they are determined to show that they are not the worthless scoundrels
that their parents always said they were.

Many conservative governments have tried to create a positive
atmosphere for entrepreneurs in order to encourage their capitalist
endeavour and wealth creation. Socialist governments, however, have
traditionally regarded entrepreneurs as opportunists, people who
would sell their grandmothers if they could be floated on a stockmarket.
They are, such governments maintain, people who need to be con-
trolled. Some academics have encouraged such a view. Abraham
Zaleznik, a Harvard Business School professor, once said, “I think if we
want to understand the entrepreneur, we should look at the juvenile
delinquent”.

A brief history
Until recently, there was a general feeling that entrepreneurs were born
not made. The skills they required were, it was thought, either learned at
the dinner table when young, or they were instinctive, a “seat of the
pants” thing. The Economist wrote, “Entrepreneurs - the most successful,
though not the only, practitioners of innovation [see page 118] - rarely
stop to examine how they do it.”

The main constraint on entrepreneurs has always been considered to
be finance. The old picture was of the entrepreneur, brimming with
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bright ideas, beating a path to the closed doors of one bank after
another. In recent years, however, a whole industry has grown up - the
venture-capital industry - to meet the financial needs of entrepreneurs
and to share in the fruits of their endeavour; that is, to take equity in
their ventures.

For most entrepreneurs, the pot of gold at the end of the rainbow
usually lies in obtaining a listing on a quoted stock exchange and then
selling shares in their business through a public offering. A number of
small exchanges have been set up in developed economies to encourage
small entrepreneurial firms to follow precisely this route. The expense
of obtaining a quotation on one of the traditional stock exchanges (such
as New York or London) has been prohibitively high for most
entrepreneurial companies. But entrepreneurs generally run small busi-
nesses because this is the only way that they can keep complete control
of the operation. They often have great internal difficulty in growing
into large, established businesses.

Some management writers have tried to take the idea of
entrepreneurship into big organisations, encouraging full-time employ-
ees (on monthly salaries and the promise of a pension) to think like
entrepreneurs. This idea has been dubbed “intrapreneurship”.

Recommended reading

Drucker, P., Innovation and Entrepreneurship: Practice and Principles,
Harper & Row, New York, 1985; 2nd edn, Butterworth-Heinemann,
Oxford, 1999

Jennings, R., Cox, C. and Cooper, C., Business Elites: the Psychology of
Entrepreneurs and Intrapreneurs, Routledge, New York and London,
1994

Venture Capital, an International Journal of Entrepreneurial Finance,
www.taylorandfrancis.com
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Excellence

Following the publication in 1982 of the best-selling management book
of all time - In Search of Excellence, written by two consultants, Tom
Peters and Robert Waterman - a movement grew up behind the main
idea in the book, the idea of excellence. The authors claimed to have
found eight attributes that characterised what they defined as excellent
companies in the United States (the subtext read “try them and you can
be excellent t0o”). These were as follows.

1 A bias for action. In many of these companies, claimed the authors,
the standard operating procedure is “Do it, fix it, try it”.

2 Close to the customer. Excellent companies “learn from the people
they serve”.

3 Autonomy and entrepreneurship. The authors quote one descrip-
tion of 3M, a leading role model: it is “so intent on innovation that its
essential atmosphere seems not like that of a large corporation, but
rather a loose network of laboratories and cubbyholes populated by
feverish inventors and dauntless entrepreneurs who let their imagin-
ations fly in all directions”.

4 Productivity through people. Excellent companies have a deep-
seated respect for the rank and file and do not regard “capital invest-
ment as the fundamental source of efficiency improvement”.

5 Hands-on, value driven. In excellent companies the top managers
believe in management by walking about (MBW A, see page 146).

6 Stick to the knitting. “The odds for excellent performance seem
strongly to favour those companies that stay reasonably close to
businesses they know.”

7 Simple form, lean staff. Simple form means having no matrix man-
agement (see page 152), and an organisation in which “it is not
uncommon to find a corporate [headquarters] staff of fewer than 100
people running multibillion dollar enterprises”.

8 Simultaneous loose-tight properties. “Excellent companies are both
centralised and decentralised.”

The last was perhaps the most difficult of all the attributes to under-

stand and put into effect. As the authors wrote: “Most of these eight
attributes are not startling. Some, if not most, are motherhoods.”
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A brief history

In Search of Excellence sold many million copies, far more than any
other management book in the 20th century. By being eminently read-
able - it tells rollicking good stories about interesting companies - it
brought the ideas of business and management to a much wider audi-
ence than had ever gained access to them before. It could only do this,
of course, with the help of considerable simplification. This simplifica-
tion, although being the cause of its success, has been criticised as a
weakness. Peter Drucker, a leading management academic, said that the
book “makes managing sound so incredibly easy. All you have to do is
put that book under your pillow, and it'll get done”.

Peters and Waterman based their ideas largely on experience they
had gained from working with American companies when they were
employed as management consultants by McKinsey in the late 1970s
and early 1980s. There they had been in contact with a fellow consul-
tant, Richard Pascale, who had taken McKinsey’s idea of the Seven Ss
(see page 199) and used its framework to explain the growing superior-
ity (at the time) of Japanese industry and management methods
(expounded in his book The Art of Japanese Management).

American industry was demoralised by its alleged inability to com-
pete with this new industrial giant in the east, and Peters and Waterman
gave its morale just the boost it needed. Look, they said, all is not gloom
and doom. We have found a large number of companies within the
United States that are excellent at all seven of the Ss, the elements that
together make for corporate success.

The fact that many of Peters and Waterman’s so-called excellent
companies subsequently stumbled into something less than excellence
(Peters declared loudly in a later book that “there are no excellent com-
panies”) did not diminish the popularity of the two consultants’ mes-
sage. Indeed, almost from the moment that the book was published,
corporate America began to rise to new heights of productivity and
growth that no other country was to match in the 20th century.

Kathryn Harrigan, a business school professor, attributed some of the
book’s success to the fact that “Americans are into cults, particularly the
cult of the personality. They are all looking for the recipe of success, and
Tom Peters made the best job of that. People knew exactly where to
place him.”

Peters became the leader of a new generation of management
experts who took their wisdom off the bookshelf and into the
classroom. Energetic, lively and entertaining, he wowed crowds of
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executives in conference halls from Hamburg to Hong Kong, the leader
of a regular (and highly influential) migration of American gurus spread-
ing the gospel of American management excellence to all the corners of
the earth.

Robert Waterman was the direct opposite of Peters. Shy and intro-
spective, he stayed on at McKinsey long after Peters had left. He even-
tually set up his own consultancy in San Francisco.

Recommended reading

Peters, T., Thriving on Chaos, Alfred A. Knopf, New York, 1987;
Macmillan, London, 1988

Peters, T. and Austin, N., A Passion for Excellence, Collins, London, 1985;
Profile Books, London, 1994

Peters, T. and Waterman, R., In Search of Excellence, Warner Books,
New York, 1984; Profile Books, London, 1995

Waterman, R., The Renewal Factor, Bantam, London and Toronto, 1989
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The experience curve

The experience curve is an idea developed by the Boston Consulting
Group (BCG) in the mid-1960s. Working with a leading manufacturer of
semiconductors, the consultants noticed that the company’s unit cost of
manufacturing fell by about 25% for each doubling of the volume that it
produced. This relationship it called the experience curve: the more
experience a firm has in producing a particular product, the lower are its
costs. Bruce Henderson, the founder of BCG, put it as follows:

Costs characteristically decline by 20-30% in real terms each
time accumulated experience doubles. This means that when
inflation is factored out, costs should always decline. The
decline is fast if growth is fast and slow if growth is slow.

There is no fundamental economic law that can predict the existence
of the experience curve, even though the curve has been shown to
apply to all industries across the board. Its truth has been proven induc-
tively, not deductively.

By itself, the curve is not particularly earth shattering. Even when
BCG first expounded the relationship, it had been known since the
second world war that it applied to direct labour costs. Less labour was
needed for a given output depending on the experience of that labour.
In aircraft production, for instance, labour input decreased by some
10-15% for every doubling of that labour’s experience.

The strategic implications of the experience curve came closer to
shattering earth. For if costs fell (fairly predictably) with experience, and
if experience was closely related to market share (as it seemed it must
be), then the competitor with the biggest market share was going to have
a big cost advantage over its rivals. QED: being market leader is a valu-
able asset that a firm relinquishes at its peril.

This was the logic underpinning the idea of the growth share matrix
(see page 111). It justified allocating financial resources to those busi-
nesses (out of a firm’s portfolio of businesses) that were (or were going
to be) market leaders in their particular sectors. To do this, of course,
implied starvation for those businesses that were not and never would
be.
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A brief history

Over time, managers came to see the experience curve as being too
imprecise to help them much with specific business plans. Once the
strategic implications of the general principle had been taken on board,
there seemed little to be gained from pursuing it any further.

Inconveniently, different products had curves of a different slope
and different sources of cost reduction. They did not, for instance, all
have the same downward gradient as the semiconductor industry. A
study by the Rand Corporation found that “a doubling in the number of
[nuclear] reactors [built by an architect-engineer] results in a 5% reduc-
tion in both construction time and capital cost”.

Part of the explanation for this discrepancy was that different prod-
ucts provided different opportunities to gain experience. Large products
(such as nuclear reactors) are inherently bound to be produced in
smaller volumes than small products (such as semiconductors). It is not
easy for a firm to double the volume of production of something that it
takes over five years to build, and where the total market may never be
more than a few hundred units.

In theory, the experience curve should make it difficult for new
entrants to challenge firms with a substantial market share. In practice,
new firms enter old industries all the time, and before long many of
them become major players in their markets. This is often because they
have found ways of bypassing what might seem like the remorseless
inevitability of the curve and its slope. For example, experience can be
gained not only first-hand, by actually doing the production and finding
out for yourself, but also second-hand, by reading about it and by being
trained by people who do have experience. Furthermore, firms can
leapfrog over the experience curve by means of innovation and inven-
tion. All the experience in the world in making black and white televi-
sions is worthless if everyone wants to buy colour sets.

Recommended reading

De Bono, E., Practical Thinking, Penguin, London and New York, 1991

Ghemawat, P., “Building Strategy on the Experience Curve”, Harvard
Business Review, March-April 1985

Henderson, B.D., The Logic of Business Strategy, Ballinger Publishing,
Cambridge, MA, 1984

Sallenare, J.P., “The Uses and Abuses of Experience Curves”, Long
Range Planning, Vol. 18, No. 1, 1985

Stern, C.W. and Stalk, G. Jr (eds), Perspectives on Strategy: From the Boston
Consulting Group, John Wiley, New York and Chichester, 1998
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Family firms

Although the family firm itself cannot fairly be described as a manage-
ment idea, it does embody a number of distinctive features around
which has been spun a specific theory about corporate behaviour. One
of the distinctive features of the family firm, said Alfred Marshall, an
economist, is that “the master’s eye is everywhere”. This inevitably
brings the successful family firm into a conflict between the master’s
need for control and the firm’s need for growth.

Family firms have become big business. They have their own maga-
zine, Family Business, their own specialist community of consultants
and their own academic institutions - for example, the Loyola Univer-
sity Chicago Family Business Centre.

The Institute for Family Enterprise at Bryant College in Rhode Island
defines a family firm as:

An enterprise that has been in the control of a single family
since inception. It can be either private or public, so long as
family members have an input in the operation and future of
the business.

Other distinctive features of family businesses include the following.

Their age

Contrary to the general impression, the average life span of a family
firm is less than that of a public company. Although it is said that it takes
one generation to make it, one to enjoy it and one to lose it, few family
businesses continue into the third generation. The idea that they live
much longer stems from the fact that a number of them have continued
in business for a remarkable length of time. Japan’s Hoshi Hotel, for
example, claims to have been run as a family firm since 7:8AD. Europe’s
longest running family businesses come from Italy, where Barovier &
Toso, a Venetian glassmaker, was established in 1295 and the Beretta
family has been making guns since 1526.

The most prolific creator of family firms, the United States, cannot
boast such longevity. The Institute for Family Enterprise says that the
oldest family firm in the United States is Tuttle Market Gardens,
founded in 1636. The Wall Street Journal’s candidate for “oldest family
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business” in the United States is a company called Zildjian Cymbal. It
did not qualify for the institute’s award, however, because it has spent
most of its life in another country. It was founded in Istanbul in 1623
and only relocated to Norwell, Massachusetts, in 1929.

A different attitude to growth

Many economists believe that family firms, when they reach a certain
size, restrain growth. As very small businesses they are ebullient pro-
moters of it, but at a certain stage a sort of sclerosis sets in. Well-estab-
lished family firms, for example, often resist mergers and acquisitions
for fear of losing control to outsiders, and (maybe) of having the
family’s name disappear from over the front door of the company’s
headquarters.

It is no coincidence that the massive shift that has taken place during
the 20th century, from the predominance of the family firm to the pre-
dominance of the public corporation, has been paralleled by a shift
from a corporate culture in which growth was one of a number of long-
term goals to a culture in which it was the predominant goal by far.

A survey of American family businesses in 1995 found that those
which recorded high growth in turnover were more likely to have:

¥ international sales;
¥ a strategic plan; and
» more than three board meetings a year.

Problems with succession
These generally fall into two categories.

The first is dealing with members of the family themselves. Who is to
be groomed to take over at the helm? After two or three generations
there can be a number of competing cousins, who, if they are not to be
groomed for the top, want out. This can create all sorts of problems that
a public company does not have to face. To resolve them a new breed
of dispute resolution specialists has grown up, most of whom have legal
or counselling qualifications.

The second problem is how to hold on to good non-family employ-
ees who know that the very top seats are denied to them.

A brief history

Etna M. Kelley, a business historian, once noted that, “for reasons
unknown, funeral homes and seed companies - symbolic of death and
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life - seem to last a long time”. Both industries have always been
strongly represented among the longest-lasting family firms. However,
there have been plenty of family firms that were nothing like the “Mom-
and-Pop” funeral parlour. In the 1890s a thread manufacturer, J&P
Coats, effectively controlled the world’s textiles industry at a time when
its board was in the hands of a very few members of the Coats family.
When the Ford Motor Company dominated the American automobile
industry, at the end of the first world war, it was wholly owned by two
men, Henry Ford and his son, Edsel.

Over the years, the number of large corporations that could be
defined as family firms has dwindled in all major economies. In the UK
most of the decline came in the second half of the 20th century. In 1930,
70% of the 200 largest companies in the UK still had members of their
founding families on the board. By the end of the second world war that
figure had fallen to 60%. By the 1970s the number of really large UK
companies that could be called family firms had dwindled to a few,
such as McAlpine (in construction), Ferranti (in electronics) and the
Vesteys’ group (in meat and foods).

Although family connections remain in a few large companies today,
in retailers like Wal-Mart and Sainsbury’s and in car companies like
Ford and Fiat, none of these giants can be said in any sense to be run like
a family firm. (See also Succession planning, page 215.)

Recommended reading

Donnelly, R.G., “The Family Business”, Harvard Business Review,
July-August 1964

Gersick, K.E., Davis, J.A., McCollom Hampton, M. and Lansberg, L,
Generation to Generation: Life Cycles of the Family Business, Harvard
Business School Press, 1997

Leach, P., Stoy Hayward Guide to the Family Business, Kogan Page, 1994

Levinson, H., “Conflicts that Plague the Family Business”, Harvard
Business Review, January-February, 1971

Miller, W.D., “Siblings and Succession in the Family Business”, Harvard
Business Review, January-February, 1998

Neubauer, F. and Lank, A., The Family Business, Macmillan, London,
1998

The Family Business Review, Family Firm Institute, Brookline, MA,
United States
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Franchising

Franchising is a way for firms to increase their turnover without increas-
ing their assets. One of the best known franchises is the McDonald’s
chain of hamburger restaurants. Approximately 80% of McDonald’s
restaurant businesses around the world are owned and operated by
franchisees. However, almost every type of business has been fran-
chised at some time or other, from Big Apple Bagels to DreamMaker
Baths & Kitchens.

Franchising involves two parties, the franchiser and the franchisee.
The franchiser owns a trademark or brand, which he (or she) agrees to
allow the franchisee to use for a fee (often an original purchase price
plus a percentage of sales). The franchiser provides the franchisee with
assistance (financial, choice of site, and so on) in setting up their opera-
tion, and then maintains continuing control over various aspects of the
franchisee’s business; for example, via the supply of products, discus-
sion of marketing plans and/or centralised staff training.

The franchisee buys into a proven business plan and considerable
expertise. Other advantages of franchising to the franchisee include cost
savings from the bulk buying capacity of a large operation, and the mar-
keting benefits of central advertising and promotion of the business.

Many franchisees sign a franchise agreement believing it to be less
risky than setting up a business on their own. Things can go badly
wrong, however, even with well-known and well-established franchise
operations. Some franchisers have antagonised their franchisees by sell-
ing new franchises for sites close to existing operations. Many contracts
now stipulate that franchises cannot be sold less than a certain distance
apart.

Franchising has been subject to some smart practices, and in many
American states there is now legislation controlling the sale of fran-
chises. This is similar to legislation controlling the sale of securities,
often requiring the franchiser to disclose regular financial and other
details to the state authorities.

McDonald’s, the doyen of franchisers, says that its system is success-
ful because it is “built on the premise that the corporation should only
make money from its franchisees’ food sales, which avoids the potential
conflicts of interest that exist in so many franchising operations [where
fees are not tied so closely to sales]. All our franchisees are independent,
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full-time franchisees rather than conglomerates or passive investors”.
McDonald’s also says that it is “committed to franchising as our pre-
dominant way of doing business”.

A brief history

Franchising became popular in a rash of enthusiasm for decentralised
organisational structures at the end of the 20th century. However, ele-
ments from the idea of franchising have been used for centuries. An
article in the McKinsey Quarterly (No. 1, 1998) says:

The 18th-century North West Company featured decentralised
decision making, a franchise-like structure, and strong
incentive systems, features that enabled it to overtake the
entrenched Hudson’s Bay Company despite its overwhelming
structural advantages.

In the 1980s Benetton gained wide publicity for its use of franchising
to enable it to concentrate on a few core competencies (see page 38). It
franchised the retailing of its garments and outsourced (see page 165)
their manufacture to small workshops around northern Italy.

Growth in franchising was fast. By 1999 the International Franchise
Association reckoned that:

More than 540,000 franchise businesses dot the American
landscape, generating more than $800 billion in sales. With a
new franchise business opening somewhere in the US every
6.5 minutes each business day, franchising is indeed the
success story of the 1990s.

It has been particularly popular in the fast-food sector - not just ham-
burger joints but also coffee shops, the Kentucky Fried Chicken (now
KFC) chain and more upmarket eateries. The Avis car-rental business is
a franchise operation as are several hotel chains, such as Marriott and
Oriental.

Franchises can bring great wealth to both parties; but they can also be
a disaster for both parties. A restaurant franchise in the UK called Pierre
Victoire was started in 1987 by Pierre Levicky, a Frenchman living in
Edinburgh. By 1996 there were over 100 Pierre Victoire outlets in the UK
and Levicky was planning to float his business on the London stock-
market with a valuation of £14m. But a number of problems (not least a
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lack of control over the franchise quality) led to the receivers being
called into the company in 1998. Some of the franchisees took over the
business; others had to abandon their restaurant’s name. Levicky ended
up as a chef in one of his former franchisee’s restaurants.

Recommended reading

Bradach, J.L., Franchise Organizations, Harvard Business School Press,
1998

Konigsberg, A., International Franchising, Sweet & Maxwell, London,
1998; Juris, New York, 1996

Shook, C., Shook, R.L. and Cherkasky, W.B., Franchising: The Business
Strategy That Changed the World, Prentice Hall, Englewood Cliffs,
NJ, and London, 1993
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Game theory

The idea of business as a game, in the sense that a move by one player
sparks off moves by others, runs through much strategic thinking. It is
borrowed from a branch of economics (game theory) in which no eco-
nomic agent (individual or corporate) is an island, living and acting inde-
pendently of others.

In sectors where firms compete fiercely for market share and cus-
tomer loyalty, this stylised progression of moves closely parallels actual
behaviour. Few firms nowadays think about strategy without adding a
bit of game theory. For von Neumann and Morgenstern, the two
economists who developed the idea, strategy was “a complete plan: a
plan which specifies what choices [the player] will make in every possi-
ble situation”.

Seeing business life as a never-ending series of games, each of which
has a winner and a loser, can be a handicap. In business negotiations,
for example, with external suppliers or customers, or with trade unions
or colleagues, it can hinder a satisfactory conclusion if the participants
see it only in terms of a victory or a loss. That way someone has to walk
away feeling bad about the outcome. In some non-western cultures the
aim is different. The negotiation process is steered towards a win-win
outcome, one with which both parties can be reasonably content.

Business is sometimes said most closely to resemble the game of
chess. Several successful businessmen have been skilled chess players.
But chess is a game for only two players, and business is rarely a
duopoly.

A brief history

The language of business is scattered with references to games. Regula-
tors try to ensure that companies operate on a “level playing field”, and
competition is, according to at least one dictionary, “a series of games”.
Business games that have enjoyed (sometimes brief) popularity include
the following.

The end game

This is a strategy that a company evolves for a product that seems to be
on its last legs. Should the company bleed the product for all it is worth
before it dies? Or should it introduce an aggressive pricing policy aimed
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at forcing its competitors out of business and allowing it to continue in a
much reduced niche market? In her book Managing Maturing Businesses,
Kathryn Harrigan, a Harvard professor, argues that end games can be
highly profitable. She writes: “The last surviving player makes money
serving the last bit of demand, when the competitors drop away.”

The croquet game
In The Change Masters, Rosabeth Moss Kanter wrote:

1 think the game that best describes most businesses today is
the croquet game in Alice in Wonderland. In that game
nothing remains stable for very long. Everything is changing
around the players. Alice goes to hit a ball, but her mallet is a
flamingo. Just as she’s about to hit the ball, the flamingo lifts its
head and looks in another direction. That’s just like technology
and the tools that we use.

The win-win game

This is a game where both parties end up as winners, for example, a
merger between two companies where synergy (see page 220) gen-
uinely allows them to become more than the sum of their parts.

The zero-sum game

This is shorthand for the idea that every game, be it in business or on the
sports field, has a winner and a loser. The winner’s win plus the loser’s
loss equal zero. In such a game there is no incentive to co-operate with
opponents because every inch given to them is an inch lost. The idea of
the zero-sum game is modified by the introduction of the possibility of
change in the nature of the game while it is being played. Hence, for
instance, companies that are fighting for market share are playing a zero-
sum game if they see that market as fixed. But if the market is continu-
ally expanding (or if the companies redefine it so that it is), then the
players are playing a game in which they can have a smaller share of a
bigger cake and still see their businesses grow.

Recommended reading
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Friedman, S.D., Christensen, P. and DeGroot, J., “Work and Life: the
End of the Zero Sum Game”, Harvard Business Review, November-
December 1998
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York and London, 1996
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The glass ceiling

The glass ceiling is an invisible, artificial barrier that prevents qualified
individuals (particularly women) from advancing beyond a certain
point within their employing organisation. The barrier’s existence can
be deduced from the fact that there is a stark difference between the
proportion of women (and of minority groups) who graduate from the
leading universities and business schools, and the proportion who reach
the higher echelons of corporate management.

A secondary issue is that of women’s pay. There is evidence that
even when women do reach the highest levels of corporate manage-
ment, they do not receive the same pay as men for the same job; a figure
of 75% is often quoted. And rather than getting better over time, the posi-
tion seems to be deteriorating. A survey in 2002 showed women execu-
tives in the United States earning an even lower percentage of what
their male counterparts were earning in 2000 than was the case in 1995.
The ratio of female to male earnings in financial services, for example,
fell from 76% in 1995 to 68% in 2000.

A number of theories have been presented to explain the glass ceiling.

The time factor

One theory is that the cohorts of first-class female graduates have not
yet had time to work through the pipeline and reach the top of the
corporate hierarchy. Qualifications for a senior management post usu-
ally include a graduate degree and 25 years of continuous work experi-
ence. In the early 1970s, when today’s senior managers were graduating,
fewer than 5% of law and MBA degrees were being awarded to women.
Nowadays, women gain over 40% of all law degrees in the United States
and 35% of MBAS.

So the number of female corporate executives can be expected to
rise, as it has been doing for some years. In 1972 in the United States, for
instance, women accounted for only 17.6% of managerial posts; today,
the figure is over 35%. There has, however, been no comparable progress
at the top of the corporate ladder.

Motherhood

Sometimes the blame for the glass ceiling is laid at the door of mother-
hood. Women are distracted from their career path by the need to stay
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at home and rear children. Even if they return to work immediately,
they fall behind their male colleagues on the career ladder. With babies
to care for, they are unable to undertake the tasks that are often required
to reach the top; for example, taking extended trips abroad, spending
long evenings “entertaining” clients, and changing plans at short notice.
Few companies attempt to eliminate this disadvantage, with the result
that women generally stay in corporate functions (such as human
resources or communications) that do not require them to perform these
tasks. They then become narrowly specialised and cannot gain the
broad-based experience that is demanded for most senior posts.

Male stereotypes

Others maintain that the glass ceiling has more to do with male stereo-
types of women than with anything else. In many companies these
stereotypes have become institutionalised. The standards for advance-
ment, for instance, are set by white male graduates, and women who
want to progress are judged by these standards.

We all think we should be replaced by someone who is exactly like
us. After all we were perfect for the job, weren’t we? Most senior man-
agers’ succession planning (see page 215) is guided by this principle. In
her 1977 book Men and Women of the Corporation, Rosabeth Moss
Kanter suggested that because managerial women are so often a token
female in their work environment they stand out from the rest. This
makes them (and their failures) much more visible, and exaggerates the
differences between them and the dominant male culture.

A brief history

The expression seems to have been used first by A.M. Morrison and
others in a 1987 article entitled “Breaking the Glass Ceiling: Can
Women reach the top of America’s Largest Corporations?”. The fol-
lowing year a book by Marilyn Davidson and Gary Cooper, Shattering
the Glass Ceiling, was published.

By 1991 the American government had created something called The
Glass Ceiling Commission. This was a 21-member body appointed by
the president and Congress and chaired by the labour secretary. As
part of the Civil Rights Act, the commission worked to identify so-
called glass ceiling barriers and to encourage practices and policies that
promote opportunities for the advancement of women into positions
of responsibility in private-sector employment. The commission
focused on barriers and opportunities in three areas:
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» the filling of management and decision-making positions;
» skills-enhancing activities; and
¥ compensation and reward systems.

The Glass Ceiling Commission “completed its mandate” in 1996 and
was disbanded.

Recommended reading
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Globalisation

Globalisation is the attempt by companies to sell the same product or
service simultaneously in many different markets around the world.
The spread of globalisation over the past few decades has been so wide
that nobody is surprised to see Coca-Cola in rural Vietnam, Shell petrol
stations in eastern Turkey or Nike shoes in Nigeria. Markets and tastes
everywhere have converged at a rapid rate.

Globalisation has taken place in a number of ways. Some companies
have chosen to export from a few domestic production facilities, largely
to enable them to reap the huge economies of scale (see page 80) that
can come from feeding the markets of the world from a small number
of factories. Some companies, such as McDonald’s, Pizza Hut and Hertz
Rent-a-Car, have gone global by setting up franchise (see page 98) oper-
ations in foreign markets. Yet other companies have chosen to set up
multinational manufacturing facilities with plants in a number of dif-
ferent countries.

The main debate about globalisation has focused not on whether it is
happening, but on the best way to go about it. The principal questions
have been: should companies try to integrate themselves closely into the
local markets in which they sell; or should they stand apart and ship out
uniform products from centralised production facilities?

Many of the companies with the most global products are remark-
ably national. Gillette sells razor blades everywhere, but it manufac-
tures them in only a few places and tightly controls the process from the
United States. Citibank has branched out into all the major cities of the
world, but wherever it goes it remains American, an outsider. American
Express even bears its nationality in its name. Some companies have
changed from one strategy to another. Robert Goizueta, when chief
executive of Coca-Cola, said: “We used to be an American company
with a large international business. Now we’re a large international
company with a sizeable American business.”

Some Japanese corporations have gone through a similar change. In
their early days they shipped vast quantities of electronics goods and
motor cars from tightly controlled production facilities inside Japan.
However, they gradually changed their strategy in the 1980s as Japan
came under international pressure to reduce its huge trade surplus and
as the companies began to see other benefits from opening factories
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inside the main markets that they served.

In this they were influenced by Kenichi Ohmae, the only internation-
ally known Japanese management expert. In two books, Triad Power
and The Borderless World, he expounded the view that companies
which did not have a full presence in the world’s three main trading
blocs (Europe, the United States and the Pacific Rim) were dangerously
vulnerable to competition from those that did. “The word ‘overseas’ has
no place in Honda’s vocabulary,” he wrote, “because it sees itself as
equidistant from all its key customers.” This Japanese view was most
famously expressed in the Sony slogan devised by Akio Morita, its
founder: “Global localisation”.

In the United States, the idea of global localisation has not had such
a warm reception (although Coca-Cola is an obvious exception). In an
article on the globalisation of markets in the Harvard Business Review of
May-June 1983, Theodore Levitt foresaw “the emergence of global mar-
kets for standardised consumer products on a previously unimagined
scale of magnitude. Corporations geared to this new reality benefit from
enormous economies of scale in production, distribution, marketing and
management”. This argued for the national producer distributing its
products globally.

Bruce Kogut, a professor of management at Wharton School of
Business, has argued (against Ohmae) that the national characteristics
of multinational companies do not undermine their global competi-
tiveness. As goods and people can move freely across borders, he
says that companies are increasingly able to compete on a worldwide
basis without straying far from their headquarters. The theory of
competitive advantage (see page 33) says that companies generally
specialise in whatever their country of operation does best. This spe-
cialisation, says Kogut, can actually strengthen national differences,
not weaken them.

Some people saw a new sort of global organisation emerging
towards the end of the 20th century, in which groups of specialists from
different countries link together to produce final goods and services that
customers demand. The glue that holds them together is information,
not ownership, although they may be joined formally in a partnership
or a temporary alliance.

A brief history

European companies are more accustomed to working in foreign mar-
kets than American or Japanese companies. The small size of most of
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their local markets has always forced them to look abroad at an early
stage. One well-known European global company, Heineken, is a Dutch
brewery established more than 130 years ago. It sells beer in 170 differ-
ent countries. Karel Vuursteen, Heineken’s chairman, described the
extent of the company’s globalisation in an interview in 1998. It illus-
trates how national is the company’s product and how global is its
brand.
Heineken has a strict list of do’s and don’ts. Vuursteen says:

The don’ts are even more important than the do’s. Our
employees are not permitted to alter a single line on the label,
lighten the packaging colours or adapt the shape of the bottle.
Change any of this by one iota and you risk eroding the brand.

In the same way we don’t believe in adapting to local taste
differences. The product must be the same everywhere. To
ensure quality, every 14 days our breweries send samples to
professional tasters in the Netherlands. We also buy back our
beer from small shops as far away as Shanghai for testing
purposes.

In marketing and advertising, however, Vuursteen says:

We don’t believe you can communicate to all cultures in the
same way. In the United States and Western Europe, beer is a
normal part of life, it’s thirst-quenching. In Australia and New
Zealand, it’s very macho. In many South-East Asian countries
it’s almost a “feminine” product - sophisticated. Thus, we give
our localrepresentatives alot of freedomin sales and advertising.
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Growth share matrix

The growth share matrix is a framework developed by the Boston Con-
sulting Group (BCG) in the 1960s to help companies think about the prior-
ity (and resources) that they should give to the different businesses in
their portfolio. Commonly known as the Boston matrix, it puts these busi-
nesses individually into one of four categories, each with a memorable
name. These names - cash cow, star, dog and question mark - helped the
four categories to sink into the collective consciousness of managers all
over the world. The two dimensions of the matrix are relative market
share (or the ability to generate cash) and growth (or the need for cash).

¥, Cash cows are businesses that have a high market share (and are
therefore generating lots of cash), but which have low growth
prospects (and therefore a low need for cash). They are often in
mature industries that are about to decline.

v Stars have high growth prospects and a high market share.

¥ Question marks have high growth prospects but a
comparatively low market share (and have also been known as
wild cats).

¥ Dogs, by deduction, are low on everything - growth prospects
and market share.

The conclusions to be drawn from this analysis are that the surplus
cash from a conglomerate’s cash cows should be transferred to the stars
and the question marks, and the dogs should be closed down or sold off.
In the end, question marks have to reveal themselves as either dogs or
stars, and cash cows become so drained of finance that they inevitably
sooner or later turn into dogs.

The trouble with this colourful matrix is that classifying businesses in
this way can be self-fulfilling. Knowing that you are working for a dog
is not particularly motivating, whereas working for an acknowledged
star usually is. Moreover, some companies misjudge when industries
are mature. This leads them to decide that businesses are to be treated as
cash cows when they are in fact stars. They may be in a business that is
merely taking a break before surging forward again. One such industry
was consumer electronics. Considered by many to be mature in the
1970s, it rebounded in the 1980s with the invention of the cb and the
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VCR. Not, however, before some companies had consigned their elec-
tronics businesses to the fate of the cash cow.

The growth share matrix has been blamed for persuading companies
to focus obsessively on market share. In a world where markets are
increasingly fluid, this can cause them to lose their way. If Lego, for
example, considers its market to be mechanical toys, it misses out on the
fact that it also competes with companies such as Nintendo for a share
of young boys’ minds.

The growth share matrix began a fashion among consultants for cre-
ating matrices. Now no self-respecting report or theory is complete with-
out one or two.

A brief history

Like a number of leading figures from the world of management theory,
Bruce Doolin Henderson, the Australian founder of the Boston Consult-
ing Group, was an engineer. One of his favourite quotations was a
saying of Archimedes: “Give me a lever and a place to stand, and I'll
move the world.” Henderson used his own levers to great effect. He
worked as a strategic planner for General Electric before joining the
Arthur D. Little management consultancy. He left ADL in 1963 to set up
the Boston Consulting Group, which rapidly established a reputation as
the prime strategic consultancy. On his death in 1992, the Financial
Times said: “Few people have had as much impact on international busi-
ness in the second half of the 20th century.”

Henderson and the firm he created were pioneers in thinking about
corporate strategy and competition. BCG was responsible for develop-
ing other enduring ideas besides the growth share matrix. These
included the experience curve (the idea that unit costs decline as pro-
duction increases through the acquisition of experience - see page 93);
the significance of being market leader; and time-based competition.
Henderson liked to push ideas to the limit. He believed that “while most
people understand first-order effects, few deal well with second- and
third-order effects. Unfortunately, virtually everything interesting in
business lies in fourth-order effects and beyond”.

Recommended reading

Henderson, B., Henderson on Corporate Strategy, Abt Books,
Cambridge, MA, 1983

Stern, C. and Stalk, G. Jr (eds), Perspectives on Strategy: From the Boston
Consulting Group, John Wiley, New York and Chichester, 1998
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The Hawthorne effect

The Hawthorne effect is named after what was undoubtedly the most
famous experiment (or, more accurately, series of experiments) in
industrial history. It marked a sea change in thinking about work and
productivity. Previous studies, in particular Frederick Taylor’s influen-
tial work (see Scientific management, page 194), had focused on the
individual and on the ways in which an individual’s performance
could be improved. Hawthorne set the individual in a social context.
The experiment established conclusively that the performance of
workers is influenced by their surroundings and by the people that
they are working with. This principle has been behind much manage-
ment thinking since.

A brief history

The experiments took place at Western Electric’s factory at Hawthorne,
a suburb of Chicago, in the late 1920s and early 1930s. They were con-
ducted for the most part under the supervision of Elton Mayo, an Aus-
tralian-born sociologist who eventually became professor of industrial
research at Harvard.

The original purpose of the experiments was to study the effects of
physical conditions on productivity. Two groups of workers in the
Hawthorne factory were used as guinea pigs. One day the lighting in the
work area for one group was improved dramatically while the other
group’s lighting remained unchanged. The researchers were surprised to
find that the more highly illuminated workers’ productivity improved
dramatically when compared with the control group. The employees’
working conditions were changed in other ways too (working hours,
rest breaks and so on), and in all cases their productivity improved
when a change was made. Indeed, their productivity even improved
when the lights were dimmed again. By the time that everything had
been returned to the way it was before the changes began, productivity
at the factory was at its highest level ever. Absenteeism had plummeted.

The experimenters concluded that it was not the changes in physical
conditions that were affecting the workers’ productivity. Rather, it was
the social conditions, the fact that someone was actually concerned
about their workplace, and the opportunities that this gave them to dis-
cuss changes in their environment before they took place.
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A crucial element in Mayo’s findings was the effect that working in
groups had on the individual. At one time he wrote:

The desire to stand well with one’s fellows, the so-called
human instinct of association, easily outweighs the merely
individual interest and the logic of reasoning upon which so
many spurious principles of management are based.

Later in his life he added:

The working group as a whole actually determined the output
of individual workers by reference to a standard that
represented the group conception (rather than management’s) of
a fair day’s work. This standard was rarely, if ever, in accord
with the standards of the efficiency engineers.

One leading member of the research team, Fritz Roethlisberger, wrote:

The Hawthorne researchers became more and more interested
in the informal employee groups, which tend to form within
the formal organisation of the company, and which are not
likely to be represented in the organisation chart. They became
interested in the beliefs and creeds which have the effect of
making each individual feel an integral part of the group.

Another of Mayo’s theories was that conflict between managers and
workers was inevitable as long as workers were ruled by “the logic of
sentiment” and managers by the “logic of cost and efficiency”. Only
when each party appreciated the position of the other (through discus-
sion and compromise) could conflict be avoided.

Recommended reading

Gillespie, G., Manufacturing Knowledge, A History of the Hawthorne
Experiments, Cambridge University Press, 1991

Mayo, E., The Human Problems of an Industrial Civilisation, Macmillan,
London, 1933

Mayo, E., The Social Problems of an Industrial Civilisation, Harvard
University Press, 1945

Roethlisberger, F.J. and Dickson, W.J., Management and the Worker,
Harvard University Press, 1939
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Hierarchy of needs

The hierarchy of needs is an idea associated almost entirely with one
man, Abraham Maslow, the most influential anthropologist ever to have
worked in industry. New York-born Maslow did anthropological
research among the Blackfoot Indians in Alberta, Canada, before work-
ing in industry. He subsequently became professor of psychology at
Brandeis University in Massachusetts.

The hierarchy of needs is a theory about the way in which people are
motivated. Maslow first presented the theory in a paper (“A Theory of
Human Motivation”) published in the Psychological Review in 1943. In it
he postulated that human needs fall into five different categories. Needs
in the lower categories have to be satisfied before needs in the higher
ones can act as motivators. Thus a violinist who is starving cannot be
motivated to play Mozart, and a shop worker without a lunch break is
less productive in the afternoon than one with a lunch break.

The theory arose out of a sense that classic economics was not giving
managers much help because it failed to take into account the complex-
ity of human motivation. Maslow himself wrote:

What conditions of work, what kinds of work, what kinds of
management, and what kinds of reward or pay will help
human stature to grow healthy, to its fuller and fullest stature?
Classic economic theory, based as it is on an inadequate
theory of human motivation, could be revolutionised by
accepting the results of higher human needs, including the
impulse to self-actualisation and the love for the highest
values.

Whole industries exist to satisfy the needs in Maslow’s five cate-
gories.

» Physiological needs: hunger, thirst, sex and sleep. Food and
drinks manufacturers operate to satisfy needs in this area, as do
prostitutes and tobacco growers.

» Safety needs: job security, protection from harm and the
avoidance of risk. At this level an individual’s thoughts turn to
insurance, burglar alarms and savings deposits.
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¥ Social needs: the affection of family and friendship. These are
satisfied by things like weddings, sophisticated restaurants and
telecommunications.

¥ Esteem needs (also called ego needs), divided into internal needs,
such as self-respect and sense of achievement, and external
needs, such as status and recognition. Industries focused on this
level include the sports industry and activity holidays.

» Self-actualisation, famously described by Maslow as: “A musician
must make music, an artist must paint, a poet must write, if he is to
be ultimately happy. What a man can be, he must be. This need we
may call self-actualisation.” This involves doing things such as
going to art galleries, climbing mountains and writing novels. The
theatre, cinema and music industries are all focused on this level.
Self-actualisation is different from the other levels of need in at
least one respect. It is never finished, never fully satisfied. It is, as
Shakespeare putit, “as if increase of appetite grows by what it
feeds on”.

An individual’s position in the hierarchy is constantly shifting as his
or her needs shift. Any single act may satisfy needs at different levels.
Thus having a drink at a bar with a friend may be satisfying both a thirst
and a need for friendship (levels one and three). Single industries can
also be aimed at satisfying needs at different levels. For example, a hotel
provides food to satisfy level one, a restaurant to satisfy level three and
special weekend tours of interesting sites to satisfy level five.

The hierarchy is not absolute. It is affected by the general environ-
ment in which the individual lives. The extent to which social needs are
met in the workplace, for instance, varies according to culture. In Japan
the corporate organisation is an important source of a man’s sense of
belonging (although not of a woman’s); in the West it is much less so.

A brief history

Maslow was described by Peter Drucker as “the father of humanist psy-
chology”. But Drucker took issue with the hierarchy of needs. He wrote:

What Maslow did not see is that a want changes in the act of
being satisfied ... as a want approaches satiety, its capacity to
reward, and with it its power as an incentive, diminishes fast.
But its capacity to deter, to create dissatisfaction, to act as a
disincentive, rapidly increases.
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Maslow considered authoritarianism to be an aberration. The author-
itarian characteristic, he said, “is the most important single disease
afflicting man today - far more important than medical illnesses ... the
most widespread of all diseases ... pandemic ... even in the United States,
even in this classroom”. People who achieve self-actualisation, he main-
tained, are democratic in outlook, not authoritarian.

Most of Maslow’s prescriptions for business are based on democratic
principles. One of his early disciples was a Californian company called
NLS. In the early 1960s it dismantled its assembly line and replaced it
with production teams of six or seven workers. Each team was respon-
sible for the entire production process, and they worked in areas that
they decorated according to their own taste. A host of other innovations
(such as dispensing with time cards) revolutionised the company with-
out any loss of productivity and with a considerable increase in
employee morale.

On occasions Maslow’s theory moved into philosophy and (almost)
into religion. He once wrote:

One’s only rival is one’s own potentialities. One’s only failure
is failing to live up to one’s own possibilities. In this sense
every man can be a king and must therefore be treated like a
king.

Failing to use your talents is not a sin against your religion, it is a sin
against yourself. (See also Theories X and Y, page 225.)
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Innovation

Innovation is “a creative idea that has been made to work”, writes
David Hussey in The Innovation Challenge. “It can be as basic as a pro-
cedural change in a distribution system or as complex as entry into a
whole new market.”

Everybody knows an innovative company when they see one. In
lists of such companies the same names come up again and again - 3™,
Hewlett-Packard, General Electric, Sony - companies where continual
innovation has produced far higher returns than ordinary business
investment. 3M’s progressive policy on innovation used to commit it to
earning 30% of its revenue from products that had been brought to
market within the previous four years.

There are two fundamental views of what it takes to manage inno-
vation. One, held by people like Clayton Christensen of the Harvard
Business School, is that innovation is nurtured in special and highly cre-
ative environments. These environments, Christensen believes, are
most easily created in small companies.

There is something about the way that decisions get made in
successful organisations that sows the seeds of eventual failure
... Many large companies adopt a strategy of waiting until new
markets are “large enough to be interesting”. But this is not
often a successful strategy.

The other view is that any company, however big or cumbersome, can
make itself more innovative in a more mundane way, by changing its
management structures, systems and practices. This is the “it doesn’t
take a genius to do ingenious things” school of thought.

The first thing that companies do if they want to follow this
approach is to encourage innovation systematically, to trawl through
all types of change and assess them for potentially profitable business
opportunities. Then they encourage the sorts of people who are driven
to succeed at new things. As Peter Drucker has pointed out, creativity
is not the limiting factor: “There are more ideas in any organisation,
including business, than can possibly be put to use.” The issue is how
to manage the creativity, the innovation, so that it creates economic
value.
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The American National Research Council found from its surveys that
the main ingredients enabling the United States to capitalise on innova-
tion, which it does better than most countries, are “sustained research
leadership, a favourable business environment, increasingly flexible
human resources, and new forms of co-operation between academia,
industry and government. These ingredients are increasingly interactive
and mutually reinforcing”.

In his book Innovation and Entrepreneurship: Practice and Principles,
Peter Drucker wrote that there are seven areas where companies should
look for opportunities to be innovative. The first four are internal to the
company and the last three are external.

The unexpected success that is rarely dissected to see how it occurred.

2 Any incongruity between what actually happens and what was
expected to happen.

3 Any inadequacy in a business process that is taken for granted.

4 A change in industry or market structure that takes everybody by sur-
prise.

5 Demographic changes caused by things like wars, migrations, medi-
cal developments (such as the birth-control pill).

6 Changes in perception and fashion brought about by changes in the
economy.

7 Changes in awareness caused by new knowledge.

A brief history

Innovation has been a subject of great fascination for centuries. At the
end of the 1500s Sir Francis Bacon wrote: “He that will not apply new
remedies must expect new evils: for time is the greatest innovator.”

John Jewkes, author of The Sources of Invention, reviewing the his-
tory of the subject, wrote:

There seems to be no subject in which traditional and
uncritical stories, casual rumours, sweeping generalisations,
myths and conflicting records more widely abound, in which
every man seems to be interested and in which, perhaps
because miracles seem to be the natural order, scepticism is at
a discount. Perhaps no-one can hope entirely to escape the mild
mesmerising influence of the subject.

From their research, P. Ranganath Nayak and John Ketteringham
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found that there were seven myths surrounding the process of business
innovation.

1 That commercial breakthroughs come from ideas that nobody has
had before.

2 That inventors make breakthroughs.

3 That if you build a better mousetrap, the world will beat a path to
your doorstep.

4 That all the great ideas come from little guys.

5 That big success requires big resources.

6 That the commercial breakthrough requires a special sort of environ-
ment.

7 That breakthroughs always respond to an unfulfilled need.

Many commentators have divided innovation into two parts: inven-
tion and implementation. The old idea was that invention and imple-
mentation followed each other in an unhurried sequence. Alfred
Marshall, an economist, once wrote:

The full importance of an epoch-making idea is often not
perceived in the generation in which it is made ... a new
discovery is seldom fully effective for practical purposes till
many minor improvements and subsidiary discoveries have
gathered themselves around it.

Although this may have been true at the end of the 19th century, it is not
so today. In the online business world, things happen at such a speed
that the “minor improvements and subsidiary discoveries” take place
almost at the same time as the epoch-making idea itself.

Another big change in business innovation has been pointed out by
James Brian Quinn, a professor of management at Dartmouth College
and co-author of a classic textbook, The Strategy Process. “Most of
today’s innovation is not in products, but in services and software,” he
wrote in 1999. “These process changes (induced by software) are lower-
ing needed innovation times, investments and risks, by 60-90%.”

The central importance of innovation to business and general eco-
nomic success is now widely acknowledged by governments as well as
by business. In the British government’s 1999 budget report (known as
the Red Book) it wrote that:
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Innovation and r&D are central to technical progress, which is
a key driver of long-run growth. The process of innovation
encompasses all aspects of firm performance, from r&b,
through to new processes and products, to a culture of
continuous training and improvement. Failure to understand
this process was a key weakness in traditional analyses of
growth.

The British government was clearly a full convert to what The Economist
has called “the industrial religion of the late 20th century”, even to the
extent of embracing the language that goes with it: “key drivers”, “pro-
cesses” and “culture of continuous improvement”. It could have been
written for the British chancellor by a management consultant. Indeed,
it probably was.
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Intrapreneurship

One definition says that intrapreneurship is “the introduction and imple-
mentation of a significant innovation for the firm by one or more
employees working within an established organisation”. It is the blos-
soming of the entrepreneurial spirit inside a large organisation. An
intrapreneur is an intra-corporate entrepreneur, one who works as an
employee of a corporation.

Intrapreneurship offers large organisations the hope that they can
remain entrepreneurial long after they have ceased to be run by
entrepreneurs. (See “How can big companies keep the entrepreneurial
spirit alive?” by B. Harris et al in the Harvard Business Review,
November-December 1995.)

Small companies and large companies encourage intrapreneurs in
different ways. In smaller companies, intrapreneurship has more to do
with the informal relationships that build up between individuals
within the firm; in larger companies it has to be systematically encour-
aged by formal procedures. It also has to be encouraged for a long time.
In early 1999, The Economist said: “All big innovations need to be cham-
pioned and nurtured for long periods, sometimes up to 25 years.”

The International Management Centre’s website lists a few questions
that employees should ask themselves if they want to know whether
they are intrapreneurial or not.

1 Do you get excited about what you are doing at work?

2 Do you think about new business ideas while driving to work or
taking a shower?

3 Do you get into trouble from time to time for doing things which
exceed your authority?

4 Are you able to keep your ideas under cover, suppressing the urge to
tell everybody about them until you have tested them and produced
a plan for implementation?

5 Have you successfully pushed through bleak times, when something
on which you were working looked as if it might fail?

6 Do you have more than your share of both fans and critics?

7 Can you consider trying to overcome a natural perfectionist tendency
to do all the work yourself and share responsibility for your ideas
with a team?
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8 Would you be willing to give up some of your salary in exchange for
the chance to try out your business idea, if the rewards for success
were adequate?

Anyone who answers Yes more often than No could (possibly) be an
intrapreneur.

A brief history

The selling of the Post-It note (see Championing, page 25) by Spence
Silver, an employee of 3M, is one of the classic and most quoted exam-
ples of intrapreneurship. 3M has been particularly successful at encour-
aging intrapreneurs. It maintains that the first thing you have to do is to
create a corporate culture which permits ideas to blossom. “You have to
kiss a lot of frogs to find the prince,” the company told The Economist.
“But remember, one prince can pay for a lot of frogs.”

Another way in which companies have tried to create intrapreneurs
is through what are known as “skunkworks”. These are modelled on the
Lockheed aircraft company’s secret research-cum-production facility
where, in the late 1940s, staff were removed from the corporate bureau-
cracy and encouraged to ignore standard procedures in the hope that
they would come up with innovative products. They did so, in sufficient
quantities for the idea to be copied by several other large companies,
including 1BM. Big Blue used it to break free from its suffocating main-
frame mentality and join the world of the pc, at a time when many of
its rivals were unable to make the switch.

In the 1990s large companies became ever keener to inject
intrapreneurship into their organisations as they saw the advantages of
being small increase with the spread of information technology. Martin
Sorrell, chairman of wpp, a large multinational group of advertising
agencies, told the McKinsey Quarterly:

Every company that is ambitious wants to dominate its
industry, and therefore become very large. At the same time,
every chairman and ceo is worried about size and the
resultant lack of speed of response, bureaucracy, arrogance,
and complacency. As a result, all companies want the power
of size and the entrepreneurial spirit and motivation of a small
company.

Bell Atlantic introduced a special intrapreneurial programme into its
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staff training, and the Ford Motor Company, one of the last bastions of
the corporate rule-book, also set out recently to make its employees feel
like entrepreneurs.

Recommended reading
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Just-in-time

When first introduced in Japan in the 1970s, just-in-time (j1T) marked a
radical new approach to the manufacturing process. It cut waste by sup-
plying parts only as and when the process required them. The old
system became known (by contrast) as the just-in-case system; inven-
tory was held for every possible eventuality, just in case it came about.

J1T eliminated the need for each stage in the production process to
hold buffer stocks, which resulted in huge savings. It is not only expen-
sive to hold unused accumulated inventory, it also requires time and
effort to store and manage it.

JIT has other advantages. It involves the workforce much more
directly in controlling their own inventory needs, and it allows a variety
of models to be produced on the same assembly line simultaneously.
Before its introduction, assembly lines had been able to cope with only
one model at a time. To produce another model required closure of the
line and expensive retooling.

At the heart of j1T lies the kanban, the Japanese word for card. In this
context it refers to the card that is sent to reorder a standard quantity of
parts as and when they have been used up in a manufacturing process.
Before jIT, batches of, say, X + Y parts would be ordered at a time, and
the kanban would be sent for a replacement order when only Y parts
were left. Y was precisely the quantity needed to carry on until the new
parts arrived. With jiT only Y parts were ordered, and the kanban was
sent off as soon as the new order arrived. It thus eliminated, in effect,
the need to hold X parts in permanent storage.

Over the years, JIT came to have hung on to it all the trappings of an
almost mystical philosophy. In their book Operations Management,
Roberta Russell and Bernard Taylor describe how it evolved:

If you produce only what you need when you need it, then
there is no room for error. For Jit to work, many fundamental
elements must be in place - steady production, flexible
resources, extremely high quality, no machine breakdowns,
reliable suppliers, quick machine set-ups, and lots of discipline
to maintain the other elements. Just-in-time is both a
philosophy and an integrated system for production
management that evolved slowly through a trial-and-error
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process over a span of more than 15 years. There was no
masterplan or blueprint for Jit.

JIT thus sat at the centre of the total quality movement (see page 227)
and of the flexible manufacturing techniques that were the essence of
lean production (see page 138), the name given originally to the manu-
facturing system that the Toyota company developed into one of the
most efficient in the world.

A brief history

Taiichi Ohno, a Toyota employee, is accredited with adopting the first
JIT manufacturing method at one of the Japanese car company’s plants
in the early 1970s. It arose out of two things.

¥ Japan’s concern to improve the relationship of the cost of its
production to its quality. At the time, Japanese companies were
notorious for producing shoddy goods, and they were unable to
benefit in the same way as American automobile manufacturers
from vast economies of scale (see page 80).

¥ The Japanese tradition of continuous improvement (called kaizen,
see page 128).

Some say that the idea predates the Toyota experience, and that it
began in the 1950s when Japanese shipbuilders were able to take advan-
tage of overcapacity in the steel industry to demand delivery of steel as
and when they required it. Some shipbuilders became so skilled at this
that they were able to cut their inventories from 30-days’ worth to three-
days’ worth.

The system soon became widely copied, both inside and outside
Japan. There was some initial scepticism in the United States, however,
until companies like Hewlett-Packard (where it became known as
“stockless production”) began to demonstrate that the system could be
transplanted successfully into other cultures. One study found that
American firms that introduced jiT gained over the next five years (on
average) a 70% reduction in inventory, a 50% reduction in labour costs
and an 80% reduction in space requirements.

Recommended reading
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Kaizen

Kaizen is one of a batch of oriental ideas seized upon by western com-
panies in the 1980s when it was thought that Japan contained almost all
the wisdom there was about management. Like several other Japanese
business concepts of the time, it began with the letter K - like keiretsu
(see page 130) and kanban (see Just-in-Time, page 125), for instance. As
Kellogg, Kodak, Kraft and Kit Kat have proven, the letter K gives a pecu-
liar power to a name.

“When applied to the workplace,” says Masaaki Imai, an author
whose 1986 book on kaizen sparked much of the western interest,
“kaizen means continuous improvement involving everyone, managers
and workers alike.” Imai subsequently became chairman of the Kaizen
Institute, a network of consultants around the world dedicated to help-
ing clients to “sustain continual improvement in all aspects of their
enterprises”.

Kaizen has also been translated as “refinement”, the process by which
a rough diamond gradually gets smoothed into a high-quality gemstone.
In Japanese culture, the idea of refinement has a particular significance.
It is not, for example, considered to be copying to take someone else’s
idea and then to refine it for yourself. This is considered to be a celebra-
tion of your environment.

Kaizen has three underlying principles:

v that human resources are a company’s most important asset;

» that processes must evolve by gradual improvement rather than
by radical change; and

» that improvement must be based on a quantitative evaluation of
the performance of different processes. (See also Total quality
management, page 227. TQM is a system designed for
implementing kaizen.)

A brief history

Kaizen lost some of its shine with the slowdown of the Japanese indus-
trial bulldozer. Books like Kaisha: the Japanese Corporation, by James
Abegglen and George Stalk, two Tokyo-based consultants with the
Boston Consulting Group, helped to dispel the myth. “The range of com-
petence among Japan’s companies should not be overlooked,” wrote the
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authors, a comment that was reinforced by the financial troubles of
many Japanese household names in the 1990s.

Also influential in the decline of the kaizen idea was the new-found
emphasis in the 1990s on the speed of change and on the need for firms
to “morph” in double-quick time to seize the opportunities presented by
e-commerce (see page 78) and other developments in information tech-
nology. It was hard to fit the steady deliberation of kaizen into such an
environment. Kaizen’s gradualism no longer seemed to suit the mood of
the times.

Recommended reading
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Keiretsu

Keiretsu is a Japanese word which, translated literally, means headless
combine. It is the name given to a form of corporate structure in which
a number of organisations link together, usually by taking small stakes
in each other and usually as a result of having a close business relation-
ship, often as suppliers to each other. The structure, frequently likened
to a spider’s web, was much admired in the 1990s as a way to defuse the
traditionally adversarial relationship between buyer and supplier. If
you own a bit of your supplier, reinforced sometimes by your supplier
owning a bit of you, the theory says that you are more likely to reach a
way of working that is of mutual benefit to you both than if your rela-
tionship is at arm’s length.

American trade officials, however, disliked Japan’s keiretsu because
they saw them as a restraint of trade. Jeffrey Garten, once under-secre-
tary of commerce in charge of international trade and then dean of the
Yale School of Management, said that a keiretsu restrains trade “because
there is a very strong preference to do business only with someone in
that family”.

A brief history

By the mid-1990s the keiretsu concept was in vogue. Jeffrey Dyer wrote
in the Harvard Business Review that Chrysler had created “an American
keiretsu”. The company’s relationship with its suppliers, which were
reduced in number from 2,500 in 1989 to 1,140 in 1996, had improved to
such an extent, claimed Dyer, that “the two sides now strive together to
find ways to lower the costs of making cars and to share the savings”.

In the UK Richard Branson, founder of the Virgin group, wrote in The
Economist that “at the centre of our keiretsu brand will be a global airline
and city-centre megastores acting like flagships for the brand around the
world”. In The New Yorker in 1997 Ken Auletta mapped out the intricate
keiretsu that he claimed was being woven by six of the world’s mighti-
est media, entertainment and software giants: Microsoft, Disney, Time
Warner, News Corporation, TCI and GE/NBC. Meanwhile, closer to the
original home of the keiretsu, the South Korean economic miracle was
being fired by the country’s chaebol, industrial groupings modelled
closely on the keiretsu.

The American keiretsu, however, were fundamentally different from
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the Japanese model. In Japan they were regulated by specific laws, and
they were structured in such a way that co-operation between them
was almost compulsory. Outside Japan, the word keiretsu became
attached to any loose network of alliances between more than two
organisations. Moreover, the American companies’ reasons for linking
together were slightly different from those of traditional Japanese
groups such as Mitsubishi or Sumitomo. The Americans were joining
forces, wrote Auletta, “to create a safety net of sorts, because technology
is changing so rapidly that no one can be sure which technology or
which business will be ascendant”. In the process, he predicted that the
keiretsu would become “the next corporate order”. (See also Strategic
alliance, page 207.)
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Knowledge management

In 1988 Peter Drucker, the founder of modern managementscience, wrote:

The typical business [of the future] will be knowledge-based,
an organisation composed largely of specialists who direct and
discipline their own performance through feedback from
colleagues, customers and headquarters. For this reason it will
be what I call an information-based organisation.

In such a business, the management of knowledge and information
becomes an important skill.

“Businesstoday”,echoed CharlesHandy, the UK’sleadingmanagement
writer, in 1992, “depends largely on intellectual property, which resides
inalienably in the hearts and heads of individuals.” Both writers were
reflecting a broadening realisation that companies had moved far from
Victorian times, when they were (asHandy putit) “properties with tangible
assets worked by hands whose time owners bought”. But the legislation
and attitudes that governed them had not moved in line with the change.

Knowledge, which exists either in the heads and hearts of its employees
or in formal databases, patents, copyrights and so on, is increasingly seen
as a company’s most valuable asset. Lester Thurow, an American man-
agement professor, wentso far as to suggestin a 1997 article in the Harvard
Business Review that intellectual property rights had become more impor-
tant than manufacturing products or dealing in commodities. Once com-
panies realised this for themselves they became aware of the need to find
outhow to manage this knowledge, how bestto use it to create extra value.
This was notsomething thatthey had addressed systematically in the past.

Information technology helped them in their efforts to introduce
good knowledge-management practices. Developments in 1T advanced
the science immeasurably. Data warehousing (the centralising of infor-
mation in vast electronic databases), for example, enabled companies to
be much more sophisticated and customer-oriented in their business. At
last, the left hand knew what the right hand was doing; the marketing
department knew who was already a customer of the company, and for
what product or service.

Knowledge management is seen not only as the key to the creation of
business wealth but also, increasingly, as the key to the creation of
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national wealth. In the British government’s 1998 White Paper on the
competitiveness of the nation, it said: “Our success depends on how
well we exploit our most valuable assets: our knowledge, skills and cre-
ativity ... they are at the heart of a modern knowledge-driven economy.”

There are several things that can be done to improve a company’s
knowledge management.

¥, Capturing information. All employees should be made aware of
the ways in which knowledge can be of use to the organisation.
The organisation should ensure that it is not suddenly bereft of
vital information when an important individual moves to
another employer.

¥ Generating ideas. All employees should be made aware that not
all good ideas are rocket science that only come out of an R&D
department. Everybody should be encouraged to come up with
new ideas, through ideas boxes, for instance, or by gaining
rewards for ideas that make or save money for the company.

¥ Storing information. Data warehouses should be structured so
that the information in them can be accessed by everybody in
the organisation and recycled in ways that are valuable to the
organisation.

» Distributing information. Organisations must persuade people
to give information to others when it is for the benefit of the
business as a whole. Information in organisations has historically
been seen primarily as power. As such, it has too often been
retained by managers for their own personal power games.

Some say that the best way to make people share knowledge is to
make them work together physically in the same room. When teams are
put together to carry out specific tasks, they are often made to spend
time together in close proximity. Virtual teams, connected by e-mail and
phone, do not have the same dynamics.

Recommended reading

Davenport, T.H. and Glaser, J., “JIT Comes to Knowledge
Management”, Harvard Business Review, July 2002

Hansen, M.T., Nohria, N. and Tierney, T., “What’s Your Strategy for
Managing Knowledge?”, Harvard Business Review, February 2000

“Managing the Knowledge Manager”, McKinsey Quarterly, No. 3, 2001

Nonaka, I. and Takeuchi, H., The Knowledge Creating Company, Oxford
University Press, 1995

133



LEADERSHIP

Leadership

Leadership is “one of the most observed and least understood phenom-
ena on earth” wrote one man in a position to know. In business writing,
the subject has been divided into three:

7 the nature and behaviour of leaders;
7 the nature and behaviour of those who are led; and
» the structure of the organisation in which the leading takes place.

Most is written about the first of these strands. There is a visceral fasci-
nation with leaders and their character, and with the great issue that
surrounds them: can leaders be made or can they only be born?

There is no general agreement about what are the qualities of a
leader. Field Marshal Montgomery thought that a leader “must have
infectious optimism, and the determination to persevere in the face of
difficulties. He must also radiate confidence, even when he himself is
not too certain of the outcome”. Henri Fayol, an early French writer on
management, said that the leader’s task is “thinking out a plan and
ensuring its success”. It is, he added, “one of the keenest satisfactions for
an intelligent man to experience”.

David Ogilvy, founder of an advertising agency, Ogilvy & Mather,
and himself a leader of some quality, thought:

Great leaders almost always exude self-confidence. They are
never petty. They are never buck-passers. They pick themselves
up after defeat ... They do not suffer from the crippling need to
be universally loved ... The great leaders I have known have
been curiously complicated men.

This view of the leader as a complicated personality is borne out by
the characters of some undeniably great leaders, such as Napoleon and
Winston Churchill. It may also lie behind the fact that up to 60% of pres-
idents of the United States and prime ministers of the UK lost their
fathers before they were 14.

However, the leadership of people like Alfred P. Sloan, the legendary
boss of General Motors, owed more to the structure and systems that
they put in place in their organisations (based in Sloan’s case on the
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theory of “decentralisation and co-ordinated control”) than they did on
the personality of the leader. Henry Ford II’s success in revitalising his
family’s firm after the second world war depended largely on his reor-
ganisation of the company. The man himself was a jet-setting playboy
who rarely met the David Ogilvy standards of a great leader. The same
could be said of many other post-war bosses of big corporations.

The leading management thinker on leadership in the later years of
the 20th century was Warren Bennis, a professor at the University of
Southern California. He said that successful leaders follow an almost
universal principle of management “as true for orchestra conductors,
army generals, football coaches, and school superintendents as for
corporate executives”. He found that the vast majority of successful
leaders were white males who remained married to the same person all
their lives. When they came to head an organisation, successful leaders
“paid attention to what was going on, determined what part of the
events at hand would be important for the future of the organisation,
set a new direction, and concentrated the attention of everyone in the
organisation on it”.

In Leaders: The Strategies for Taking Charge, Bennis lists four compe-
tencies that leaders need to develop:

» forming a vision which provides people with a bridge to the
future;

¥ giving meaning to that vision through communication;

v building trust, “the lubrication that makes it possible for
organisations to work”;

» searching for self-knowledge and self-regard. In this context,
Bennis says: “I think a lot of the leaders I've spoken to give
expression to their feminine side. Many male leaders are almost
bisexual in their ability to be open and reflective ... Gender is not
the determining factor.”

The worst problem for leaders, says Bennis, is “early success. There’s no
opportunity to learn from adversity and problems”.

A brief history

Bruce Henderson, founder of the Boston Consulting Group, defined a
way of distinguishing leadership from management. He said that “the
management function deals with what the organisation ought to do.
The leadership function deals with the motivation of the organisation to
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do that which it ought to do”. Warren Bennis echoes this distinction by
saying, “Managers do things right. Leaders do the right thing.”

Abraham Zaleznik, in an influential article in the Harvard Business
Review, argued that “because leaders and managers are basically differ-
ent, the conditions favourable to one may be inimical to the growth of
the other”. In other words, a long career as a manager may not be the
best training for a leader. But this is the training that most leaders get.

The nature of leadership has been discussed since time immemorial.
In perhaps the most famous book on the subject, The Prince, written in
Florence in the 1520s, Niccolo Machiavelli set out his ideas about what
a prince must do to survive and prosper, surrounded as he inevitably
will be by general human malevolence. Dedicated to Lorenzo de
Medici, the book draws on examples from history, of Alexander the
Great and of the German city states, to teach its readers some eternal
lessons in leadership. Many a corporate chief executive keeps a copy
by his bedside.

The ideas of Machiavelli were entertainingly set in a business context
by Alistair McAlpine in the 1980s. Machiavelli’s comment that “Some
princes, in order to hold on to their states securely, have disarmed their
subjects, some have kept their subject towns divided, and some have
fostered animosity against themselves” was developed by McAlpine
into three styles of management structure.

1 In one, the power of decision-making is removed from line manage-
ment and kept firmly in the hands of a small clique at head office.

2 In the second, one branch office is played off against another in
“what is called by some ‘creative tension”.

3 Lastly, there is the style in which senior managers are kept in a per-
manent state of fear. The leader is always “digging at them with
words, driving them with threats, always leaving them wondering if
they will still have employment the next day”.

(See also Vision, page 244.)
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Lean production

Lean production is the name given to a group of highly efficient manu-
facturing techniques developed (mainly by large Japanese companies)
in the 1980s and early 1990s. Lean production was seen as the third step
in an historical progression, which took industry from the age of the
craftsman through the methods of mass production (see page 150) and
into an era that combined the best of both. It has been described as “the
most fundamental change to occur since mass production was brought
to full development by Henry Ford early in the 20th century”.

The methods of lean production are said to combine the flexibility
and quality of craft production with the low costs of mass production.
In lean-production systems a manufacturer’s employees are organised
in teams. Within each team a worker is expected to be able to do all the
tasks required of the team. These tasks are less narrowly specialised
than those demanded of the worker in a mass-production system, and
this variety enables the worker to escape from the soul-destroying repe-
tition of the pure assembly line.

With lean production, components are delivered to each team’s work
station just-in-time (see page 125), and every worker is encouraged to stop
production when a fault is discovered. This is a critical distinction from
the classic assembly-line process. Stopping an assembly line is expensive
and to be avoided at all costs. Often it is only the line foreman who is
allowed to stop it. Faulty products are put to one side to be dealt with later,
and a large stock of spares is kept on hand so that faulty components can
be replaced immediately without causing hold-ups. The problem with
such a system is that workers on the assembly line learn nothing, so the
faults often persist. Workers are not encouraged to look back and find the
source of the fault, and then to be involved in its correction.

When a lean-production system is first introduced, stoppages gener-
ally increase while problems are ironed out. Gradually, however, there
are fewer stoppages and fewer problems. In the end, a mature lean-pro-
duction line stops much less frequently than a mature mass-production
assembly line.

Lean production gains in another way too. In typical assembly-line
operations, design is farmed out to specialist outsiders or to a separate
team of insiders. Gaining feedback from both the production-line work-
ers and the component suppliers is a long and awkward process. With
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lean production, designers work hand-in-hand with production workers
and suppliers. There is a continuous two-way interchange. Snags can be
ironed out immediately and machine tools adapted on the hoof. With
the assembly-line model, the communication is linear.

A brief history

Lean production methods have been introduced by many companies
without sacrificing economies of scale (see page 80). Japanese car man-
ufacturers have achieved unit costs of production well below those of
more traditionally organised European and American manufacturers
with twice their volume. These same Japanese companies have also
been leaders in the speed and efficiency of new product design, a vital
skill in a world where time to market is an important competitive lever.
According to Michael Cusumano, the high productivity achieved by
the lean production methods of Japan’s car companies depends, not as
some have maintained on a peculiarity of Japanese culture or of
Japanese workers, but on technology and management. He says:

The methods challenged fundamental assumptions about mass
production. These consisted of revisions in American and
European equipment, production techniques, and labour and
supplier policies introduced primarily in the 1950s and 1960s
when total Japanese manufacturing volumes and volumes per
model were extremely low by US or European standards.

Recommended reading

Cusumano, M., “Manufacturing innovation: lessons from the Japanese
auto industry”, Sloan Management Review, Vol. 30, 1988

Womack, J.P., Jones, D.T. and Roos, D., The Machine That Changed the
World: The Story of Lean Production, HarperPerennial, New York,
1991
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The learning organisation

The idea of the organisation as a living, learning entity was developed
by Chris Argyris and Donald Schon in their 1978 book Organizational
Learning. Learning by the people within an organisation becomes learn-
ing by the organisation itself. Changes in people’s attitudes are reflected
in changes in the formal and informal rules that govern the organisa-
tion’s behaviour.

A learning organisation, wrote Peter Senge in The Fifth Discipline, the
book that popularised the idea, is “an organisation that is continually
expanding its capacity to create its future”. It is continuously learning
new ways of doing things and also (necessarily) involved in a continu-
ous process of unlearning, of forgetting old ways of doing things.

Organisations work as a set of interconnected subsystems, says
Senge, so decisions made in one part of the business have implications
for the other parts. Managers, therefore, need to embrace the complex-
ity of organisations rather than embracing what he calls “the pervasive
reductionalism” of western culture, whereby simple answers to com-
plex questions are always sought. Senge says that a non-threatening dia-
logue needs to be carried out among the employees of an organisation
in which some sort of consensus is reached as each employee comes to
see the points of view of all the others, and begins to learn from them.

The idea of the learning organisation has been developed rather dif-
ferently by Arie de Geus, a Dutchman who worked for Royal Dutch
Shell for 38 years before becoming a visiting fellow at the London Busi-
ness School. De Geus starts with a model of the company as a living
thing. Like other living organisms, it exists in order to survive and to
fulfil its potential. But to do this, organisms must be constantly learning
how to adapt to their environment. Companies are no exception. They
must become learning organisations that change and adapt to suit their
changing business environment.

There are a number of radical consequences of thinking of compa-
nies as living organisms. Living beings, as opposed to dead things, have
character and will and can make choices. In particular, they are:

¥ goal-oriented;

» self-aware - they know who is a member of the company (a
subsidiary) and who is not (a supplier). Most importantly, the
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shareholder is not a member of the living company, it is an
external stakeholder, much like a trade union or a customer;
» subject to disease - the threat of a takeover, for instance, can
damage a company’s health; and
» mortal - eventually they die.

De Geus’s work has fostered business’s interest in ecology, the study of
how organisms relate to their environment. Living companies, like organ-
isms, face a conflict between long-term evolution and short-term gain.

A brief history

Peter Senge, director of the Centre for Organisational Learning at MIT’s
Sloan School of Management, has studied how firms and organisations
develop adaptive capabilities in a world of increasing complexity and
rapid change. Senge’s message is that organisations obtain competitive
advantage from continuous learning, both individual and collective. The
technology of the information age, however, is radically changing the
way in which such learning takes place, and companies need to think
through the implications of this for their own learning process. This
almost invariably requires a radical restructuring.

De Geus argues that companies have not been particularly successful
at adaptation. The life expectancy of most companies is short. Thou-
sands and thousands are registered and liquidated every year. Even
large, seemingly successful organisations have, according to de Geus,
not been particularly good at learning to adapt.

Royal Dutch Shell dates back to the 1890s, and there are only about
40 large corporations around the world that pre-date it. But companies
have the potential to live for centuries. In the UK the qualification for
membership of one corporate club is that a company be more than 300
years old. A Swedish group, Stora, began life as a copper-mining com-
pany seven centuries ago, and Takatoshi Mitsui, who founded an
eponymous drapery shop, died in 1694. His company has been through
many adventures since, but the Mitsui group is still very much alive.

A good example of adaptation can be found at Nokia, a Finnish com-
pany. A few years ago it was a forest-products business making paper
and pulp. It was sufficiently astute, however, to recognise that it was in
a troubled industry with overcapacity. Somehow it sensed that mobile
phones could be a growth business in the future, and it switched. It is
now the biggest manufacturer of mobile phones in the world and was
one of the greatest creators of value in the 1990s.
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The case of Nokia lends support to the Darwinian view of organisa-
tions, a view that was popular in the early 1990s. Organisations learn, it
claimed, in order to survive in a world where the overriding principle is
“survival of the fittest”. Failures provide information which others can
use to learn how to correct their ways.

Recommended reading

Argyris, C. and Schon, D.A., Organizational Learning, Addison-Wesley,
Reading, MA, 1978

De Geus, A., The Living Company, Harvard Business School Press, 2002

De Geus, A., “The Living Company”, Harvard Business Review,
March-April 1997

Senge, P., The Fifth Discipline, Random House Business Books, London,
1993; Currency/Doubleday, New York, 1994
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Management by objectives

The idea of management by objectives (MBO), first outlined by Peter
Drucker and then developed by George Odiorne, his student, was pop-
ular in the 1960s and 1970s. In his book The Practice of Management,
published in 1954, Drucker outlined a number of priorities for the man-
ager of the future. Top of the list was that he or she “must manage by
objectives”. John Tarrant, Drucker’s biographer, reported in 1976 that
Drucker said that he had first heard the term mBo used by Alfred Sloan,
author of the influential My Years with General Motors.

With the benefit of hindsight, it may seem obvious that managers
must have somewhere to go before they set out on a journey. But for
many at the time it came as a blinding flash. Odiorne said:

Drucker has been a voice of sanity in graduate schools. Faculty
members are still busy running mathematical models and
measuring the distance between managers’ eyeballs, but
Drucker has always focused on what managers actually do.

He also said that managers lose sight of their objectives because of
something called “the activity trap”. They get so involved in their cur-
rent activities that they forget their original purpose. In some cases they
become engrossed in this activity as a means of avoiding the uncom-
fortable truth about their organisation’s condition.

A library of literature about MBO appeared soon after, much of it as
unreadable then as it is today. Managers of the smallest business units
were urged to follow the principles of MBoO: first, determine the busi-
ness’s objectives; then plan how to achieve those objectives efficiently;
and lastly implement that plan.

MBO urged that the planning process, traditionally done by a few
high-level managers, should involve all members of the organisation.
The plan, when it finally emerged, would then have the commitment of
all of them. As the plan is implemented, MBO demands that the organi-
sation monitor a range of performance measures, designed to help it
follow the right path towards its objectives. The plan must be modified
when this monitoring suggests that it is no longer leading in the right
direction.

One of the more fruitful outcomes of the MBo literature was a fresh
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analysis of objectives that soon came into common currency. It was
known by its acronym - objectives, it said, must be SMART:

» Specific
¥ Measurable
7 Achievable
¥ Realistic
7 Time-related

One critic claimed that MBO encouraged organisations to tamper
with their plans all the time, as and when they seemed no longer to be
heading towards some immutable objective. This was often counter-
productive, and many firms came to prefer the vague overall objectives
of a mission statement (see page 156) to the firm, rigid ones demanded
by MBO.

After a while, Drucker himself downplayed the significance of mBoO.
“MBO”, he said, “is just another tool. It is not the great cure for manage-
ment inefficiency .. Management by objectives works if you know the
objectives: 90% of the time you don’t.” Drucker’s central point is that
management has to be all pervasive, and that it is primarily a human
activity, not a mechanical or an economic one. Too much business activ-
ity still takes place without it.

A brief history
The idea of management by objectives received a boost when it was
declared to be an integral part of “The H-P Way”, the widely acclaimed
management style of the Hewlett-Packard computer company (which
also involved management by walking about - MBW A, see page 146). At
every level within Hewlett-Packard, managers had to develop objec-
tives and integrate them with those of other managers and of the com-
pany as a whole. This was done by producing written plans showing
what people needed to achieve if they were to reach those objectives.
The plans were then shared with others in the corporation and co-ordi-
nated.

Bill Packard, one of the two founders of Hewlett-Packard, said of
MBO:

No operating policy has contributed more to Hewlett-

Packard’s success ... MBO ... is the antithesis of management by
control. The latter refers to a tightly controlled system of
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management of the military type ... Management by objectives,
on the other hand, refers to a system in which overall
objectives are clearly stated and agreed upon, and which gives
people the flexibility to work toward those goals in ways they
determine best for their own areas of responsibility.

Management by objectives is now largely ignored. Its once widely
used abbreviation, MBO, has been taken over by the better known man-
agement buy-out, the purchasing of a company by its managers using
debt to finance the deal.

Recommended reading

Drucker, P., The Practice of Management, HarperBusiness, New York,
1986

Koontz, H., O’'Donnell, C. and Weihrich, H., Essentials of Management,
4th edn, McGraw-Hill, New York, 1986

Levinson, H., “Management by Whose Objectives?”, Harvard Business
Review, July-August 1970

Odiorne, G.S., Management by Objectives: a System of Managerial
Leadership, Fearon Pitman, 1965

Odiorne, G.S., MBO II: A System of Managerial Leadership for the 8os,
Fearon Pitman, Belmont, CA, 1979
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Management by walking about

This is a style of management commonly referred to as MBWA. It is var-
iously lengthened to management by wandering about, or management
by walking around. MBwa usually involves the following.

¥ Managers consistently reserving time to walk through their
departments and/or to be available for impromptu discussions.
(MmBwW A frequently goes together with an open-door management
policy.)

» Individuals forming networks of acquaintances throughout their
organisations.

» Lots of opportunities for chatting over coffee or lunch, or in the
corridors.

»I Managers getting away from their desks and starting to talk to
individual employees. The idea is that they should learn about
problems and concerns at first hand. At the same time they
should teach employees new methods to manage particular
problems. The communication goes both ways.

As W. Edwards Deming, an American who introduced the idea of
quality management to the Japanese, put it:

If you wait for people to come to you, yow'll only get small
problems. You must go and find them. The big problems are
where people don’t realise they have one in the first place.

The difficulty with MBwWaA is that (certainly at first) employees sus-
pect it is an excuse for managers to spy and interfere unnecessarily. This
suspicion usually falls away if the walkabouts occur regularly, and if
everyone can see their benefits. MBwA has been found to be particu-
larly helpful when an organisation is under exceptional stress; for
instance, after a significant corporate reorganisation has been
announced. It is no good practising MBwW A for the first time on such an
occasion, however. It has to have been a regular practice before the
stress arises.
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A brief history

In the late 1990s it did not seem extraordinary that managers should
manage by walking about. But in the 19508 many white-collar managers
turned their offices into ivory towers from which they rarely emerged.
Edicts were sent out to the blue-collar workforce which they rarely met
face-to-face. The outside world was filtered through to them via a secre-
tary who, traditionally, sat like a guard dog in front of their (usually
closed) office door.

Coming into this culture, MBWA was revolutionary. It was popu-
larised by becoming an important part of “The H-P Way”, the open style
of management pioneered by Bill Hewlett and Bill Packard, the two
founders of the Hewlett-Packard computer company. Many of the prac-
tices of The H-P Way became widely copied by corporations throughout
the United States in the 1980s and early 1990s.

The idea received a further boost when Tom Peters (the guru of
Excellence, see page 90) wrote in his second book (A Passion for Excel-
lence) that he saw “managing by wandering about” as the basis of lead-
ership and excellence. Peters called MBwA the “technology of the
obvious”. As leaders and managers wander about, he said that at least
three things should be going on.

» They should be listening to what people are saying.

»1 They should be using the opportunity to transmit the company’s
values face to face.

» They should be prepared and able to give people on-the-spot
help.

Recommended reading

Peters, T. and Austin, N., A Passion for Excellence, Collins, London, 1985;
Profile Books, London, 1994
www.futurecents.com/mainmbwa.htm
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Mass customisation

Mass customisation refers to a production process that combines ele-
ments of mass production with the old-fashioned attributes of the
craftsman. Products are tailored to meet a customer’s individual needs.
In mass customisation, no two items are the same.

Mass customisation uses some of the techniques of mass production;
for example, its production process is based on a small number of plat-
forms, core components that underlie the product. In the case of a watch,
the internal mechanism is a platform to which can be added a wide vari-
ety of personalised options at later stages of production. Thus the pur-
chaser of a Swatch has thousands of different options in terms of colour,
straps, fascia, and so on. Yet all are based on only a few time-keeping
mechanisms. The same is increasingly true of cars. The Swatch car
(which followed the same principles as the Swatch watch) is one exam-
ple. But even a traditional mass production manufacturer like BMW can
now boast that no two of its new cars are identical.

Mass customisation is made possible by the use of information tech-
nology. Levi Strauss, which pioneered the idea in 1994 with its Original
Spin jeans for women, measures customers in its stores and sends their
measurements electronically to its factory. The customised jeans are
then cut electronically and mailed to the customer.

The Internet has greatly increased the possibilities for mass customi-
sation. Dell Computer, for example, established its leadership of the pc
market by allowing customers more or less to assemble their own pcs
online. The company then put together the components as requested at
the last minute before delivery. Ford also allows its customers to build a
vehicle from a palette of online options.

Companies that get into difficulties introducing mass customisation
do so largely on two counts.

v They fail to define clearly the dimensions along which they are
prepared to allow their customers to individualise their purchase.
This leads to unnecessary cost and complexity. Dell Computer
and the Swatch watch company do not offer consumers infinite
choice. They are not trying to be all things to all customers.
Consumers generally prefer to be told what their limits are, and
then to be allowed free rein within them. Successful mass
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customisers first find out what limits their customers are happy to
live within, and then they organise their operations accordingly.
This contact with customers enables these companies to remain
permanently in touch with fickle shifts in consumer tastes.

¥ They fail to shift their production satisfactorily from a system
based on a series of tightly integrated processes, as demanded by
mass production, to a system of loosely linked autonomous units
that can be configured as and when the consumer wishes. As
Joseph Pine, a respected writer on the subject, puts it: “Mass
customisation organisations never know what customers will ask
for next. All they can do is strive to be ever more prepared to meet
the next request.”

Another danger is that mass customisation becomes so popular that
it detracts customers from more profitable sales. A company in Califor-
nia, for instance, offered booths in record shops where customers could
put together cassette tapes from the recordings of a wide range of artists.
It soon found that this service was such a hit that it was cannibalising
sales of traditional cassettes and cDs.

A brief history

The idea of mass customisation grew in popularity in the 1980s and
1990s in response to the consumer’s increasing willingness to pay for
something that stood out as different from standard mass-produced
goods and services.

Joseph Pine has pushed the idea a step further. In Every Business a
Stage he proposes that we are on the threshold of what he calls “the expe-
rience economy”, a new economic era in which businesses will have to
orchestrate memorable events for their customers. It will not be enough
merely to flog products and services, no matter how individualised they
are. Examples of early movers into the experience economy include Star-
bucks coffee shops. It is the quality of the overall Starbucks experience
that enables the chain to charge premium prices for its products.

Recommended reading

Pine, BJ. II, Mass Customization: The New Frontier in Business
Competition, Harvard Business School Press, 1999

Pine, BJ. II and Gilmore, J.H., “The Four Faces of Mass Customisation”,
Harvard Business Review, January-February 1997

Pine, BJ. Il and Gilmore, J.H., The Experience Economy: Work is Theatre
and Every Business a Stage, Harvard Business School Press, 1999
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Mass production

Mass production is a way of manufacturing things en masse (and for
the masses) that takes the initiative for product choice out of the hands
of the consumer and puts it into the hands of the manufacturer. Before
mass-production methods were introduced, producers made things to
order. They did not, by and large, manufacture things in the vague hope
of selling them at some later date. They made things when they knew
they had a customer.

In Elizabethan times, shops were not stuffed with goods waiting for
buyers. They were full of craftsmen waiting to fulfil orders. With mass-
production methods, manufacturers produce things in large quantities
without having orders for them in advance. They worry about selling
them later, and this is the price they pay for enjoying economies of scale
(see page 80) in the manufacturing process.

Mass production is based on the principles of specialisation and divi-
sion of labour as first described by Adam Smith in the Wealth of Nations
in 1776, and as first practised in places like Eli Whitney’s gun factory in the
1790s. Mass-production methods use highly skilled labour to design
products and to set up production systems, and unskilled labour to pro-
duce standardised components and then to assemble them (with the help
of specialised machinery). The early businesses that used such methods
were able to take workers directly out of agricultural labour on the land
and on to the factory floor. No significant retraining was required.

The parts used in mass production are often manufactured elsewhere
and then put together on a moving production facility known as an
assembly line. The result is a standardised product made in a fairly small
number of varieties, produced at low cost and of mediocre quality. The
work is repetitive, and the workers are regarded as a variable cost to be
taken on or laid off as demand dictates. In factories that are designed on
the principles of mass production, stopping an assembly line to correct a
problem at any one point stops work at all points. To reduce expensive
stoppages of this sort, such factories generally hold large stocks of spares.

A brief history

The seminal event in the history of mass production was the appear-
ance of the Model T car which, to quote the Ford Motor Company,
“chugged into history on October 1st 1908”. Henry Ford himself called it
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the “universal car”, and it became so popular that, by the end of 1913,
Ford was making half of all the cars produced in the United States.
To keep up with demand, says Ford’s official record of events:

[The company] initiated mass production in the factory. Mr
Ford reasoned that with each worker remaining in one
assigned place, with one specific task to do, the automobile
would take shape more quickly as it moved from section to
section and countless man-hours would be saved. To test the
theory, a chassis was dragged by rope and windlass along the
floor of the Highland Park, Michigan, plant in the summer of
1913. Modern mass production was born! Eventually, Model
T’s were rolling off the assembly lines at the rate of one every
10 seconds of each working day.

The moving assembly line was the start of an industrial revolution.
In the 19 years that the Model T was in production, over 15m cars were
produced and sold in the United States alone. Ford became an industrial
complex that was the envy of every industrialist in the world.

In Innovation in Marketing, Theodore Levitt, a Harvard professor,
gave an alternative view of the Ford saga.

[Henry Ford’s real geniusl was marketing. We think he was
able to cut his selling price and therefore sell millions of $500
cars because his invention of the assembly line had reduced
the costs. Actually he invented the assembly line because he
had concluded that at $500 he could sell millions of cars. Mass
production was the result, not the cause of his low prices.

Not until the Japanese introduced techniques like just-in-time (see
page 125) did manufacturing industry again experience such a dramatic
change. And not until the late 20th century did the development of the
Internet make it again seem possible that the initiative in the
buyer/seller relationship would shift back again, out of the hands of
manufacturers and into the hands of consumers.

Recommended reading

Ford, H., My Life and Work, Heinemann, 1923

Levitt, T., Innovation in Marketing, McGraw-Hill, New York and
London, 1962

Smith, A., The Wealth of Nations, 1776
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Matrix management

Matrix management is a structure for companies that have both a diver-
sity of products and a diversity of markets. In a matrix structure, respon-
sibility for the company’s products goes up and down one dimension;
responsibility for its markets goes up and down another. This leaves
most managers with a dual reporting line: to the head of their product
division on the one hand, and to the head of their geographical market
on the other.

A brief history

Despite the potential confusion that this duality creates, matrix manage-
ment was enormously popular in the 1970s and 1980s. Leading the fash-
ion was Philips, a Dutch multinational electronics company, which first
set up a matrix structure after the second world war. It had national
organisations (Nos) and product divisions (pDs), and for a while they
operated successfully as a network. The network was held together by
a number of co-ordinating committees, which resolved any conflict
between the two.

The crux came with the profit and loss account. Who was to be held
accountable for it? At first, the answer was both the Nos and the pDs.
But this was unsatisfactory, and the Nos eventually got the upper hand.
Philips’s pDs did not like it, and they fought back. In the 1990s, when
Philips was not doing so well, its organisational structure was com-
pletely overhauled. A few powerful product divisions were given
worldwide responsibility for the profit and loss account, and the
national offices became subservient to them. This did not, however,
mark the death of matrix management.

In an article in the Harvard Business Review in 1990, Christopher
Bartlett and Sumantra Ghoshal suggested that the problem (especially
for multinationals) was that:

Dual reporting led to conflict and confusion; the proliferation
of channels created informational log-jams as a proliferation
of committees and reports bogged down the organisation; and
overlapping responsibilities produced turf battles and a loss of
accountability. Separated by barriers of distance, language,
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time and culture, managers found it virtually impossible to
clarify the confusion and resolve the conflicts.

The authors maintained that matrix management had been part of an
attempt by companies to create complicated structures that matched
their increasingly complicated strategies. But it focused only on the
anatomy of the organisation. It ignored the physiology (the systems that
allow information to flow in and around the organisation) and the psy-
chology (the “shared norms, values and beliefs” of the organisation’s
managers). Organisations could implement matrix management success-
fully, Bartlett and Ghoshal claimed, if they started at the other end. Their
first objective should be “to alter the organisational psychology ... only
later do they consolidate and confirm their progress by realigning organ-
isational anatomy through changes in the formal structure”.

Nigel Nicholson of the London Business School says that the matrix
structure is “one of the most difficult and least successful organisational
forms”. Evolutionists like him allege that matrix forms are inherently
unstable because they have conflicting forces pulling towards too many
different centres of gravity.

Matrix management still has its admirers, although most of them
think that it works best in situations where there is a limited task
involved and where everyone shares a similar sense of purpose. This
includes situations like launching a new product or starting a new busi-
ness, or putting on a Broadway show or getting a man to the moon.

Recommended reading

Bartlett, C. and Ghoshal, S., “Matrix Management: Not a Structure, a
Frame of Mind”, Harvard Business Review, July-August 1990

Nicholson, N., “How Hardwired is Human Behaviour?”, Harvard
Business Review, July-August 1998.
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Mentoring

Mentoring (often, today, called “executive coaching”) is a relationship
between two people in which one of them offers advice and guidance
to help the other to develop in a particular area. This has occurred for
centuries in the arts: musicians and painters have traditionally sat at the
feet of a master, their mentor, to learn from him. Today, sports stars
invariably have a trainer, an individual who looks after not only their
physical fitness but also their mental preparedness for what it is that
they want to do.

In the 1990s there was a sudden enthusiasm for developing this sort
of relationship within the business environment. It reflected a number
of things taking place at the time.

» A realisation that the pace of change was accelerating rapidly,
and that in order to be successful businesses had to improve their
understanding of its implications (see Change management,
page 27). Mentoring (by an outsider) was seen as one way of
helping managers to view the wider context of change in which
their businesses were operating.

» A shift in emphasis within the business community back to the
individual. Business was seen to have its stars, just like tennis or
athletics, and these individuals needed mentors to help them
prepare for their business tasks. It was not enough to go to
conferences and seminars (which had previously been the main
channel for development and learning). Managers needed to
chew the cud with someone they could respect and trust. These
individuals did not have to be brilliant managers themselves, any
more than a tennis star’s coach needs to be a brilliant tennis
player. But they did have to have reached a certain level of
knowledge and skill in order to have a proper appreciation of the
technical and psychological issues facing the person for whom
they were acting as mentor.

» The awareness (or, more correctly, the expression of an
awareness) that it is lonely at the top. It became acceptable to
admit that senior executives are, by force, cut off and restricted in
whom they can talk to and in what they can say to other people
within the same organisation. A mentor from outside can set
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problems in a wider context and chat about them in a
disinterested, non-confrontational way.

Managers can be mentored and mentors at the same time, in the
same way that an athletics star can be a mentor for an up-and-coming
young athlete, even while the older person is still competing in the sport.

Mentoring does not just happen, however. It has to be formalised to
a certain extent. A suitable mentor has to be found, and meetings have
to be arranged and held at regular intervals. But within these meetings
there need be no agenda - just a mutual interest, good communication
skills and some available spare time.

A brief history

Mentoring programmes are widespread in the United States, in both cor-
porations and not-for-profit organisations. In the UK only a few compa-
nies have made widespread use of them, but their popularity is growing
fast - so fast that some worry about the undesirable characters that the
business is attracting. Steven Berglas, a psychotherapist and professional
mentor, wrote in the Harvard Business Review that some of “the former
athletes, lawyers, business academics and consultants” who have
become executive coaches “do more harm than good”. They cannot, he
says, “spot the difference between a problem executive and an exec-
utive with a problem”. The former needs training; the latter needs help.

Recommended reading

Berglas, S., “The Very Real Dangers of Executive Coaching”, Harvard
Business Review, June 2002
Lewis, G., The Mentoring Manager, Prentice Hall, London, 2000
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Mission statement

A mission statement is an organisation’s vision (see page 244) translated
into written form. It makes concrete (for all to see and read) a leader’s
view of the direction and purpose of the organisation. For many corpor-
ate leaders it is a vital part of their attempt to motivate employees and
to give them a sense of priorities. Mission statements generally address
a number of important questions.

» What is the purpose of the organisation?

» What is unique about the organisation?

» What are its principal products and markets?

» What are its values?

¥ Where is it hoping to be in five or ten years’ time?

The challenge is to distil all this into a few short, pithy paragraphs
that will be memorable to all those with an interest in the company, and
that will motivate them in the required direction at all moments of their
working life.

It is easy for a mission statement to become a bland idealistic blur, as
in this thinly disguised (real) example: “The mission of X is to maximise
the company value by providing total quality services, empowering cus-
tomer-oriented employees and growing through expansion, acquisition
and new technology.” Such jargon is not likely to fire imaginations strug-
gling to establish a company’s services in an entirely new market.

Many companies buttress their mission statements with a catchy slogan,
something which does not aspire to answer the questions listed above but
which acts as a quick and easy guide to what the company is really about.
The best of these can be taken at several differentlevels and suit many pur-
poses; for example, Harley-Davidson’s “It’s not the destination, it’s the jour-
ney”; Nike’s “Just do it”; and 1BM’s “Solutions for a small planet”.

Three main benefits are attributed to mission statements.

¥ They can help companies to focus their strategy by defining some
boundaries within which to operate. Federal Express, for example,
says it is “dedicated to maximising financial returns by providing
totally reliable, competitively superior, global air-ground
transportation of high priority goods and documents that require
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rapid, time-certain delivery”. It is not, evidently, going to enter the
business of bulk shipping oil products or semiconductors.

¥ They can define the dimensions along which an organisation’s
performance is to be measured and judged. The most common
candidate (not surprisingly) is profit. DuPont, for example, says
that it considers itself successful “only if we return to our
shareholders a long-term financial reward comparable to the
better performing large industrial companies”. Corporations often
acknowledge their responsibility to other stakeholders as well,
mentioning their attitude to employees (“to treat them with
respect, promote teamwork, and encourage personal freedom and
growth” - Dow Chemical), or to customers (“to continually exceed
our customers’ increasing expectations” - Johnson Controls).

¥ They can suggest standards for individual ethical behaviour. For
example, the Body Shop in the UK has what it calls “Our reasons
for being”. Among them are: “To passionately campaign for the
protection of the environment, human and civil rights, and against
animal testing within the cosmetics and toiletries industries.”

A brief history

A number of large, successful companies have laid great store by their
mission statements. One of the most extraordinary was that drawn up
by Marks and Spencer, a British retailer. Its mission, it said, was:

The subversion of the class structure of 19th century England
by making available to the working and lower-middle classes,
upper-class quality at prices the working and lower-middle
classes could well afford.

Johnson & Johnson, one of the most admired companies in the
United States, has what it calls the J&] Credo. It was written in 1943 by
Robert W.Johnson Jr when he succeeded his father as chairman of what
was then still essentially a family firm. The J&] Credo sets priorities by
stating that J&J’s first responsibility is to its customers. Its second respon-
sibility is to its employees, its third to its management, its fourth to the
community, and its fifth and last is to its shareholders.

At 1BM, Thomas J. Watson Jr wrote in his 1963 book about the firm
which his father founded that its three fundamental values were:

» a respect for the individual;

157



MISSION STATEMENT

» unparalleled customer service; and
» the pursuit of superiority in all that the company undertakes.

Steve Jobs’s mission statement for Apple in 1980 was: “To make a
contribution to the world by making tools for the mind that advance
humankind.”

The idea of mission statements got a big boost (and the name) from
the wide publicity given to that of the NASA moon mission articulated
by President Kennedy in 1961: “Achieving the goal, before this decade is
out, of landing a man on the moon and returning him safely to earth.”
This mission was achieved, just in time, in July 1969.

James Collins and Jerry Porras, authors of Built to Last: Successful
Habits of Visionary Companies, say that there are four approaches to set-
ting a mission.

1 Targeting. This can be precise, as was NASA’s, and as was that of the
Wal-Mart supermarket chain, which set itself a target in 1976 of being
a $1 billion company within four years - which it achieved. Or it can
be less precise; for example, Merck’s 1979 target of becoming “the pre-
eminent drug-maker worldwide in the 1980s”.

2 Common enemy. This is perhaps most famously embodied in
Honda’s three-word mission statement - “Yamaha wo tsubusu” (“We
will crush Yamaha”) - proving that Japanese firms are as fiercely com-
petitive among themselves as they are abroad. Nike, a sports-shoe
manufacturer, also thrived on a mission to defeat the enemy, first
adidas, then Reebok.

3 Role model. This is less common than the first two and crops up in the
form of: “To be the 1Bm of the real-estate business” or “To be the
Rolls-Royce of the shoe industry”.

4 Internal transformation. This is often used by old organisations in
need of a shake-up. Procter & Gamble, for instance, determined at one
time to provide its workers with steady employment following a
period when it had become known for its rapid hire-and-fire policies.

Recommended reading

Collins, J. and Porras, J., Built to Last: Successful Habits of Visionary
Companies, 3rd edn, Random House Business, London, 2000

Collins, J. and Porras, J., “Organisational Vision and Visionary
Organisations”, California Management Review, 1997

Haschak, P., Corporate Statements: the official missions, goals, principles
and philosophies of over 900 companies, McFarland & Co, Jefferson,
NC, 1998
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Niche market

A niche market is a group of potential customers who share characteris-
tics that make them receptive to a particular product or service. This
characteristic may be no more complicated than the fact that they have
run out of socks (the group to which the British niche retailer Sock Shop
was appealing).

Launching a product into a niche market is far cheaper than launch-
ing a mass-market product. Potential customers are easier to identify
and to target. Niche markets often develop as a subset of mass markets
(the market for invalid cars, for example, or for left-handed oven
gloves), and mass-market manufacturers sometimes choose to launch
niche products as well. Chrysler, for instance, manufactures the Dodge
Viper, a niche vehicle that sells in extremely limited quantities to hard-
core motor enthusiasts. Ford produces the Aston Martin, and Fiat the
Ferrari.

Conversely, what are expected to be niche markets sometimes
develop into mass markets. When Apple came up with the pc in the
early 1980s, for instance, it did not expect it to become a mass-market
product. Out of the mass market for pcs there ultimately emerged some
niches, such as the educational pc market.

The trouble with niche markets that do not develop into mass mar-
kets is that they soon reach their limit. A niche, which can be so helpful
in getting a product off the ground, can soon become a straitjacket. Man-
ufacturers have to find another niche product, or another market in
which to sell their existing product. Specialist food suppliers in Scotland,
for instance, soon need to spread south to England, and then to the rest
of Europe. Or they need to add oatcakes to their range of smoked
salmon and cock a’leekie soup.

The Internet has features that make it ideal for niche marketing.
Through its mailing lists and newsgroups it gathers electronically in one
spot of cyberspace precisely those groups of customers with similar
interests that are a niche marketer’s dream. Mailing lists and news-
groups focus on specific topics. In each discussion group there can be as
many as 10,000 regular readers with a special interest in that topic. And
there are discussion groups on doll collecting, car racing, cycling in the
Himalayas - almost anything you care to mention.
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A brief history

Some have seen niche marketing as a phase in a 20th-century journey
from mass marketing to one-to-one marketing. Nowhere has this jour-
ney been better described than in MaxiMarketing by Stan Rapp and Tom
Collins:

The 50s and 60s were the heyday of mass marketing. There
was one kind of Coca-Cola soft drink for the thirsty ... one
kind of Holiday Inn motel for the traveller. The 70s became a
decade of segmentation and line extension. It was followed in
the early 8os by intensified niche marketing that sliced markets
into smaller and smaller groups of consumers ... by the mid-
80s Robitussin was offering four kinds of medicine for four
kinds of cough ... from mass marketing to segmented
marketing to niche marketing to tomorrow’s world of one-to-
one marketing - the transformation will be complete by the
end of the 80s.

That was written in 1987, and the authors’ crystal ball got a bit fuzzy
at the end. Ten years later than they forecast, by the end of the 1990s,
the Internet promised to bring about the one-to-one marketing of goods
and services - tailored for a single individual rather than a class of indi-
viduals - that they had foreseen as the next step after niche marketing.
And even then it was still only a promise.

Recommended reading

Linneman, R.E. and Stanton, J.L., Making Niche Marketing Work: How to
Grow Bigger by Acting Smaller, McGraw-Hill, New York and London,
1991

Rapp, S. and Collins, T., MaxiMarketing, McGraw-Hill, New York, 1987
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Open-book management

This is the still unconventional idea that firms are most effective if their
accounts are left open for all their employees to see as and when they
wish, at the same time as the employees are taught to understand better
the big financial picture. Traditionally, only a handful of senior execu-
tives are made to feel responsible for whether a business makes money
or not. Open-book management attempts to extend this feeling of
responsibility to everybody in the organisation.

It is described by John Case, the man who claims to have invented
the expression, as the idea “that companies do better when employees
care not just about quality, efficiency or any other single performance
variable, but about the same thing that senior managers are supposed to
care about: the success of the business”. It broadens the concept of paL
responsibility (the responsibility for the profit and loss account of a busi-
ness unit that is generally given as a reward to rising managers) to every-
one in the organisation. With open-book management everyone is made
to feel they have a certain amount of P&L responsibility.

Open-book management is backed by the same sort of logic that per-
suades parents to leave household bills lying around in sight of their
teenage children, in the (frequently vain) hope that the children will
make different economic choices if they can see that their telephone
bills are much the same as the price of a Caribbean vacation. A corpora-
tion’s gain from open-book management comes from the extra motiva-
tion that employees may get from knowing its true situation, and from
feeling that they are trusted not to abuse that information. The danger is
that proprietary information will be spread to rivals, and that if business
is bad, employees will be damagingly demotivated. Moreover, not every
employee wants details of their salary to be bandied about.

The issue is sometimes seen in terms of the long-running manage-
ment debate about Theories X and Y (see page 225). Are employees to be
trusted with corporate financial information, or are they to be treated as
little more than wage slaves? A chief executive once remarked that
“anyone in charge of an organisation with more than two people is run-
ning a clinic”. Open-book management can turn the clinic into bedlam.

A brief history
Although John Case, once a journalist with Inc. magazine, claims credit
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for the invention of the expression, the idea of open-book management
was pioneered by a company called Springfield ReManufacturing Corp-
oration. It opened its books to its employees in 1983, and a book called
The Great Game of Business, written by Jack Stack, the company’s presi-
dent, in 1992, documented the company’s experience. Every other
Wednesday, 35-40 Springfield employees would sit around a U-shaped
table and receive a financial presentation from the company’s finance
director. Departments would also report their results to the meeting. The
exercise is said to have made the company’s employees act more like
business people and less like hired hands.

Several companies have used open-book management as part of an
attempt to generate intrapreneurship (see page 122), a sense of
entrepreneurship among full-time employees. They have also used it in
line with compensation schemes that are related to the business’s
performance. In one company, the boss quizzed employees on the com-
pany’s profit and loss account and rewarded correct answers with $50
bonuses handed out on the spot.

When R.R. Donnelley, the world’s largest printing firm, adopted open-
book management it found that it failed to live up to expectations. How-
ever, Case claims to have found over 100 other US-based companies that
have raised profits by opening up their books in one form or another.

He sees open-book management as providing the solution to a prob-
lem raised by the idea of empowerment (see page 84) - namely that
empowered employees will strive only to better their own individual
performance, or (at best) that of their team, rather than that of the com-
pany overall. Only if they are made to feel part of a business that is
competing in a marketplace (with all that this entails) will they be moti-
vated to work for the general good of the organisation. But even Case
says that it takes up to four years to make the culture change that is nec-
essary for open-book management to work.

Recommended reading

Case, J., Open-book management: the coming business revolution,
HarperBusiness, New York, 1995

Case, J., “Opening the Books (open-book management)”, Harvard
Business Review, March-April 1997

Davis, T.R.V., “Open-book management: its promise and pitfalls”,
Organizational Dynamics, Winter 1997

Kroll, K.M,, “By the Books (open-book management)”, Industry Week,
July 1997

Stack, J., The Great Game of Business, Doubleday, New York, 1994
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Operational research

According to the Operational Research Society:

Operational Research (or), also known as Operations
Research or Management Science (Or/Ms), looks at an
organisation’s operations and uses mathematical or computer
models, or other analytical approaches, to find better ways of
doing them.

Operational research is to managers what econometrics is to
economists. The term “operational research” is generally used in the UK;
the United States favours “operations research” or “management sci-
ence”.

At the heart of OR is the use of computer modelling and the simula-
tion of business processes as a means of coming up with improvements
in the way that things are done within a corporation. The tasks that or
examines are complex and involve many variables. They include things
like designing an optimal telecommunications network in a situation
where future demand is uncertain, or automating a paper-based bank
clearing system.

Information technology is central to the skill of an operational
researcher. But OR also draws on mathematics, engineering, physics and
economics. Operational researchers were “rocket scientists” before that
term was invented.

A brief history

Operational research acted as an intellectual bridge between the early
mechanism of Frederick Taylor’s scientific management (see page 194)
and of Frank Gilbreth’s time and motion studies, and the later mecha-
nism of just-in-time (see page 125) and of quality management systems.
(Gilbreth pioneered the use of cameras to help find the best way to carry
out the different operations involved in a particular manufacturing
process.)

The heyday of or was the 19505 and 1960s when, as Russell Ackoff,
an OR academic, once put it, “use of quantitative methods became an
‘idea in good currency””. By the 1990s, though, Ackoff found that or had
been pushed into “the bowels of the organisation not the head. When it

163



OPERATIONAL RESEARCH

could no longer be pushed down, it was pushed out”. This, he believed,
was because OR had been “equated by managers to mathematical mas-
turbation and to the absence of any substantive knowledge or under-
standing of organisations, institutions or their management”. Ackoff
also claimed that there was a more fundamental flaw to oRr. It is, he
said, designed to “prepare perfectly for an imperfectly predicted future”,
and it “helps us little and may harm us much”.

Igor Ansoff, author of the classic Corporate Strategy (see Strategic
planning, page 209), was heavily influenced by the time he spent work-
ing on sophisticated operational research for the Rand Foundation in the
early 1950s. Among other things, he analysed the extent of the exposure
of NATO air forces to enemy attack.

Operational research helps to explain why so many engineers have
been successful management thinkers, including Frederick Taylor, W.
Edwards Deming (the founder of the quality movement), Henry
Mintzberg, Bruce Henderson (the founder of the Boston Consulting
Group) and Ansoff himself. The skills of the engineer in structuring a
physical entity are much the same as those required by the operational
researcher in designing an ideal operation. Trained engineers like Ansoff
often came into general management via operational research.

Recommended reading

Ackoff, R.L., Redesigning the Future, John Wiley, New York and London,
1974

Beer, S., Decision and Control: The Meaning of Operational Research and
Management Cybernetics, John Wiley, Chichester, 1994

Taha, H.A., Operations Research: an Introduction, 7th edn, Prentice Hall,
Upper Saddle River, NJ, 2002

Operational Research Quarterly

Journal of the Operational Research Society: www.palgrave-journals.
com/jors/
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Outsourcing

Outsourcing is a term used to describe almost any corporate activity that
is managed by an outside vendor: from the running of the company’s
cafeteria to the provision of courier services. It is most commonly used,
however, to apply to the transfer of the management of an organisa-
tion’s computer facilities to an outside agent. This transfer of manage-
ment responsibility is frequently accompanied by a transfer (from the
buyer of the outsourcing service to the vendor) of the specialist internal
staff who are already carrying out the activity.
Outsourcing has three main advantages.

¥ The first comes from the way in which greater economies of scale
(see page 80) can be gained by a third party that is able to pool
the activity of a large number of firms. It is thus frequently
cheaper for a firm to outsource specialised activities (where it
cannot hope to gain economies of scale on its own) than it is to
carry them out itself.

¥ The second comes from the ability of a specialist outsourcing firm
to keep abreast of the latest developments in its field. This has
been a particularly significant factor in the area of information
technology, where technological change has been so rapid that
many companies’ in-house capabilities have been unable to keep
up with it.

¥ The third comes from the way that it enables small firms to do
things for which they could not justify hiring full-time
employees, such as accounting, distribution and marketing.

The most commonly cited disadvantage of outsourcing is the loss of
control involved in derogating responsibility for particular processes to
others. In the command-and-control type of organisational model this is
problematic. In such a model, a firm that does not own all the processes
involved in manufacturing its products or services is not thought to be
in proper control of its own destiny, any more than is an army made up
of different bands of mercenaries.

A brief history
Outsourcing is not a new phenomenon. Companies have outsourced
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their advertising, for instance, for almost as long as advertising has been
in existence (and J. Walter Thompson has been in business since the
1880s). Financial services such as factoring and leasing, the outsourcing
respectively of the accounts receivable function and of capital funding,
have also been available from outside providers for many years.

Outsourcing has been increasing since the second world war, and
especially rapidly in the 1990s. According to one estimate, in 1946 only
20% of a typical American manufacturing company’s value-added in
production and operations came from outside sources; 50 years later the
proportion had tripled to 60%.

Much of the rapid increase in the 1990s came from the outsourcing of
1T functions. This was bolstered later by the outsourcing of other func-
tions (such as logistics) that were in areas that themselves had a high
degree of 1T content. Banks, for instance, began to outsource the 1T-
intensive processing of financial instruments such as loans or mortgage-
backed securities. The savings from such moves could be dramatic. By
deciding to outsource the origination, packaging and servicing of all its
personal loans, both old and new, one British bank cut the average cost
of processing them by over 75%.

Outsourcing’s attractions have been reinforced by the fact that in
many industries the biggest outsourcers were also the most profitable
firms. In the car industry in the 1990s, for example, firms with the
biggest profit per car, such as Toyota, Honda and Chrysler, were also the
biggest outsourcers (sourcing around 70% to various suppliers). Those
that outsourced the least (General Motors, for example, which out-
sourced only 30% of its value added) were the least profitable.

The nature of outsourcing contracts has changed over time. What
started off as a straightforward arm’s-length agreement between a
buyer and a supplier soon moved on to become structured more like a
partnership. In this, not only is any increase in the clients’ volume of
business reflected in the outsourcer’s scale of charges, but both parties in
some way share the risks and rewards of the outsourced activity.

An example is the 1997 deal between 1BM and Monsanto, a chemicals
company. In the first part of the agreement, Monsanto outsourced much
of its 1T operations to 1BM for ten years. In the second part, the two firms
agreed to set up the 1BM/Monsanto Solution Centre, a unit that was to
offer services to other companies (third parties) trying to implement
enterprise resource planning systems (ERP - see page 86). In a third stage
of the deal, the two firms planned to collaborate on genomics research.

Relationships like this vary over time and require firms to learn how
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to work together in entirely new ways. In the early 1990s, in a ground-
breaking five-year outsourcing agreement with Bp, Accenture (then
called Andersen Consulting) took over responsibility for running the
day-to-day operation of BP’s accounting systems. Bp retained control of
accounting policy and the interpretation of data for business decision-
making. In return, Accenture guaranteed BP that it would reduce the cost
of running the service by 20%; in practice, costs were cut by some 40%.

Some firms have been so taken with the idea of outsourcing that they
have left themselves with little to do. An American company called
Monorail Computers, for instance, outsourced the manufacture of its
computers as well as the ordering, delivery and the accounts receivable.
Only the design, the company’s core competence (see page 38), is han-
dled in-house.

Recommended reading

Aalders, R., The IT Outsourcing Guide, John Wiley, New York and
Chichester, 2001

Margretta, J., What Management Is, Free Press, New York, 2002; Profile
Books, London

“The Other Side of Outsourcing”, McKinsey Quarterly, No. 1, 2002

“Strategic Outsourcing”, McKinsey Quarterly, No. 1, 1995
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The Pareto Principle (the 80/20 principle)

Vilfredo Pareto was a 19th-century professor of political economy at the
University of Lausanne who had a moment of brilliance. In it, he recog-
nised that in many markets around the world the majority of activity
was accounted for by a minority of operators. This has come to be
known as the 80/20 principle: 80% of the activity comes from 20% of the
operators.

Pareto himself was most interested in applying his principle to the
wealth of nations, the bulk of which (then as now) was in the hands of
a small minority of the population. He discovered that the distribution
of income in different countries was remarkably similar; for example,
the top 20% of any population always accounted for more or less the
same percentage of total income.

As an Italian born in Paris who was working in Switzerland, Pareto
had an insight into several national income distributions. From his find-
ings he deduced that there was a law governing the distribution, and
from this he concluded that policies to redistribute incomes would not
work. The only way to increase the income of the poor, he maintained,
was to increase the size of the cake; that is, to increase production (GDP).
This has been the view of many politicians since.

Pareto’s law, however, has since been discredited. Income distribu-
tions do shift over time, if not sufficiently dramatically to please every-
body. Nevertheless, his idea has been greatly influential in management
thinking about markets.

A brief history

Robert Townsend’s view of Pareto’s Principle, expounded in his comic
classic Up the Organisation, was that “20% of any group of salesmen will
always produce 90% of the sales” - not an 80/20 rule but a 90/20 rule.
The principle has been applied to a wide variety of markets, from fish-
ing (where 20% of the fishermen catch 80% of the fish) to advertising
(where 20% of any advertising campaign produces 80% of the response,
or something of that order) to publishing (where 20% of the books pro-
duce 80% of the profits).

The Boston Consulting Group says that the principle also applies in
mergers and acquisitions. In the post-merger phase, many new projects
have to be implemented if the full benefits of a merger are to be
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achieved. BcG has found that 65% of these benefits come from 35% of

the projects - a 65/35 rule.

Recommended reading

Bruni, L., Vilfredo Pareto and the Birth of Modern Macroeconomics,
Edward Elgar Publishing, 2002

Pareto, V., Cours d’économie politique, 1897

Townsend, R., Up the Organisation, Michael Joseph, London, 1970
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Performance-related pay

Any system that relates the rewards of an individual employee to the
performance of the organisation that they work for is called perform-
ance-related pay, commonly referred to as prp. Such systems are
designed to motivate employees and to align their effort more closely
with the aims of the organisation. The pay is often financial, but it can
also be non-financial, anything from $10 Wal-Mart vouchers to trans-
atlantic flights on Concorde. Payments under such schemes are usually
made separately from regular salary payments. In this way the recipient
appreciates that they are variable, separate and not guaranteed.

Sometimes the rise in an employee’s annual basic salary is also
performance related. This can be helpful in retaining employees who
are at the top end of the pay scale for their job ranking, but whose
performance is still outstanding. Such employees are more numerous in
the flatter organisations of today, where the opportunities for promo-
tion to a higher rank are far fewer than they were in the multi-layered
organisations of two decades ago.

PRP schemes are most commonly used for managers in private-sector
organisations. Technical, clerical and manual employees more rarely
take part, even though (ironically) their performance can be more easily
measured. Such schemes are generally self-funding; the improvement in
performance more than pays for the rewards.

Critics argue that pay is not a major motivator in the workplace. They
quote Fred Herzberg’s view that the job itself is the source of true moti-
vation, backing up their claim with studies such as one where staff cited
pay as fifth on their list of top ten motivators.

PRP schemes have other drawbacks. It can be difficult to design an
objective and fair measure of performance that does not emphasise the
individual’s effort at the expense of that of the team. It can also be difficult
tobase the rewards on the right time frame. If they are too short-term, they
may not be in the best interests of the organisation as a whole; if they are
too long-term, they may not be sufficiently motivating to the participants.
Poorly designed pPrP schemes can interfere with other improvement pro-
grammes. One company, for instance, found that its attempts to introduce
a just-in-time (see page 125) system were hindered by the reluctance of
staff to undertake the necessary training. The training interfered with
their productivity in the short term, and hence with their take-home pay.
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A brief history

PRP schemes became increasingly popular in the 1980s and 1990s. One
study found that in 1989 44% of American companies had prP plans in
place for employees other than senior management. By 1991 the figure
had increased to 51%. A 1998 survey by the UK’s Institute of Personnel
and Development found that some 40% of a sample of British compa-
nies had PRP systems in operation at the time.

In their 1982 book In Search of Excellence, Tom Peters and Robert
Waterman mentioned the great variety of non-monetary incentives
used by the excellent companies that they studied. They said that excel-
lent companies actively look for excuses to hand out rewards. At
Hewlett-Packard, for instance, they found members of the marketing
team who would anonymously send 1lb bags of pistachio nuts to sales-
men who sold a new machine.

In the 1990s, shares and share options became a regular feature of
performance-related pay, particularly in the United States. Behind them
lay the idea that the ultimate purpose of companies is to add value for
shareholders. And the best way to do that is to turn managers into share-
holders by rewarding them with options. Such schemes succeeded in
turning a few senior managers into multimillionaires, as much because
of the general bullishness of the stockmarket as of the performance of
the managers or of their business. An unexpected side effect (although,
with the benefit of hindsight, it is strange that it should have been unex-
pected) was that ruthless managers pursued the goal of increasing share
value by any means possible, including lying, fiddling the accounts and
bribing investment bankers.

Recommended reading

Armstrong, M. and Baron, A., Performance Management, Institute of
Personnel and Development, London, 1998

Armstrong, M. and Brown, D., Paying for Contribution, Kogan Page,
London, 2000

Herzberg, F., “One More Time: How do you Motivate your
Employees?”, Harvard Business Review, January-February 1968

Levinson, H., “Appraisal of What Performance?”, Harvard Business
Review, July-August 1976

Rappaport, A., “New Thinking on How to Link Executive Pay with
Performance”, Harvard Business Review, March-April 1999
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The Peter Principle

The principle is encapsulated in the phrase, “In a hierarchy, every
employee tends to rise to his level of incompetence”. It first appeared on
the cover of a book, The Peter Principle, written by Laurence J. Peter and
Raymond Hull and published in 1969. Written in a mock 19th-century
style and illustrated with 19th-century engravings from Punch, a British
humorous magazine, the book was an instant hit. Peter’s Corollary
stated: “In time, every post tends to be occupied by an employee who is
incompetent to carry out its duties” or “the cream rises until it sours”. As
one reviewer wrote at the time: “There is a chilling touch of truth behind
the whole thing.”

Although Peter applied the principle mostly to the educational world
with which he was familiar, it was not long before industrial hierarchies
realised that it applied just as well to many of them. The tendency to
over-promote people permeates every level of an organisation - from
the marketing assistant who will never have what it takes to be a mar-
keting manager to the outstanding finance director who is promoted to
be ceo. Taken to extremes, it is a deeply depressing idea. It means that
all employees, however efficient, are merely in transit, en route to a
desk where they will be incompetent.

Peter’s (tongue-in-cheek) solution to this “philosophy of despair” was
to recommend “creative incompetence”. Anyone who is in a job that
they enjoy can avoid that ultimate promotion by creating “the impres-
sion that you have already reached your level of incompetence. Cre-
ative incompetence will achieve the best results if you choose an area of
incompetence which does not directly hinder you in carrying out the
main duties of your present position.”

Peter and Hull suggested tactics such as:

» occasionally parking your car in the space reserved for the
company president;

¥ arranging to receive a fake threatening phone call in the office
and then pleading, within earshot of as many people as possible,
“Don’t tell my wife. If she finds out, this will kill her”.

The book was written at a time when bureaucracy, and the mental
attitudes that went with it, were far more pervasive than at the end of
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the 20th century. With the subsequent delayering (see page 66) of the
hierarchies of many organisations, and with the growth in the number
of people working completely outside hierarchies, much of the incom-
petence that Peter identified disappeared.

In parallel, so did much of the force of his principle. For one thing, it
became much easier for people to move (and to be moved) from those
stultifying final positions. Furthermore, it was no longer assumed that
managers would be promoted, almost automatically, after a certain
number of years. This did not, however, stop the phrase from becoming
part of the English language.

A brief history

Peter’s book came out of the blue. Hull was an unknown Canadian jour-
nalist and Peter himself was a Canadian teacher who had also been a
counsellor, school psychologist, prison instructor and consultant. The
Peter Principle sold over 1m copies, a remarkable feat for a book of its
type at the time, and it spent no less than 33 weeks in the American best-
sellers’ list.

Recommended reading
Peter, LJ. and Hull, R., The Peter Principle, William Morrow, New York,
1969
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Planned obsolescence

Planned obsolescence is a business strategy in which the obsolescence
(the process of becoming obsolete - that is, unfashionable or no longer
usable) of a product is planned and built into it from its conception. This
is done so that in future the consumer feels a need to purchase the new
products and services that the manufacturer brings out as replacements
for the old ones.

Consumers sometimes see planned obsolescence as a sinister plot by
manufacturers to fleece them. But Philip Kotler, a marketing guru, says:
“Much so-called planned obsolescence is the working of the competitive
and technological forces in a free society - forces that lead to ever-
improving goods and services.”

A classic case of planned obsolescence was the nylon stocking. The
inevitable “laddering” of stockings made consumers buy new ones and
for years discouraged manufacturers from looking for a fibre that did
not have this quality. The garment industry in general has builtin
obsolescence because of the influence of fashion. Last year’s skirts, for
example, are rendered obsolete by this year’s new models.

The strategy of planned obsolescence is common in the computer
industry. New software is often carefully designed to reduce the value to
consumers of the previous version. This is achieved by making programs
upwardly compatible only; in other words, the new versions can read all
thefiles of the old versions, but not the other way round. Someone holding
the old version can communicate only with others using the old version. It
is as if every generation of children came into the world speaking a com-
pletely differentlanguage from their parents, and while they could under-
stand their parents’language, their parents could not understand theirs.

The production processes required for such a strategy to be success-
ful are well illustrated by Intel. This American semiconductor firm is
working on the production of the next generation of pc chips before it
has begun to market the last one.

A strategy of planned obsolescence can backfire. If a manufacturer
produces new products to replace old ones too often, consumer resis-
tance can set in. This has occurred at times in the computer industry
when consumers have been unconvinced that a new wave of replace-
ment products is giving sufficient extra value for switching to be worth
their while.
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A brief history

As the life cycle of products increased towards the end of the 20th cen-
tury - largely because of their greater technical excellence - firms found
that they needed to plan those products’ obsolescence more carefully.
Take, for instance, the example of the motor car. Its greater durability
made consumers reluctant to exchange their models as frequently as
they used to. As the useful life of the car was extended, manufacturers
were forced to focus on shortening the car’s fashionable life. By adding
styling and cosmetic changes to their vehicles, they subtly attempted to
make their older models look out-of-date, and thus to persuade con-
sumers to trade them in for new ones.

Planned obsolescence is obviously not a strategy for the luxury car
market. Marques such as Rolls-Royce rely on propagating the idea that
they may (like antiques) one day be worth more than the price that was
first paid for them. They are not (yet) being manufactured with the idea
that they should be replaced in three years’ time.
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Portfolio working

Portfolio working is a vision of the way that people will work in the
future. It was clearly expounded by Charles Handy in his book The
Empty Raincoat, where he wrote:

Going portfolio means exchanging full-time employment for
independence. The portfolio is a collection of different bits and
pieces of work for different clients. The word “job” now means
a client ... I told my children when they were leaving education
that they would be well advised to look for customers not
bosses ... They have “gone portfolio” out of choice, for a time.
Others are forced into it, when they get pushed outside by their
organisation. If they are lucky, their old organisation will be
the first client in their new portfolio. The important difference
is that the price-tag now goes on their produce, not their time.

In her book, Portfolio Working, Joanna Grigg defines it as having “a
group or cluster of different employers, or a job and a business, or what-
ever combination comes together best for us”.

This is not a new way of working. It is based on a model of self-
employed professionals - individual accountants, lawyers or portrait
photographers - who work for themselves, selling their skills to a
number of clients. The cost of their work is not just a function of time. It
is a function of the time plus, as the artist Whistler once famously put,
“a lifetime of experience”.

The life of a portfolio worker needs to be managed in a different way
from that of a full-time employee. Portfolio workers are never unem-
ployed. Like actors, they may be resting. But at that time they need to be
marketing themselves, or they need to have a good agent doing it for
them. Handy believes that the age of the portfolio worker will mark the
return of the professional agent. A good agent, he says, will “help to
organise your life so that there is some order in the necessary chaos of
the independent’s schedule”.

Portfolio workers do not have a lot of the things that full-time employ-
ees take for granted, ranging from secretarial assistance to office parties.
They also need to acquire a far wider range of competences, such as com-
puter skills, marketing, accounting and filling in tax returns. They can learn
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a lot from the way in which professional service firms manage them-
selves. For example, such firms rely heavily on the apprenticeship system.
Young “craftsmen” learn their business by working at the feet of a master.
They earn very little, but, since experience is valued, both sides benefit.

Moreover, unlike full-time employees, portfolio workers should not
hope to find confirmation of a job well done (a vital part of any worker’s
motivation) from within their own organisation. They have to find it
outside, primarily from their clients. This, it can be argued, makes them
intensely customer-centric, something that should serve them well in
the 21st century.

A brief history

Portfolio working has evolved from a growing belief that guarantees of
permanent full-time employment cannot continue to exist for much
longer. Downsizing (see page 75) and delayering (see page 66) resulted in
the shedding of many skilled workers in the late 1980s and 1990s, and
they had no option but to become portfolio workers. The privatisation
of state enterprises has also had an impact. These were often staffed by
people who expected to be there for life. In many cases, the first thing
that private-sector management did was to get rid of them.

Even government departments and universities (with their anti-
quated system of tenure, or lifetime job security) are realising that giving
people jobs for life does not necessarily benefit their organisation. For a
start, they now see that they can outsource (see page 165) a lot of the
work that has traditionally been done by full-time permanent staff.

There has been demand-pull as well as supply-push operating in the
market for portfolio workers. Many young people prefer to work in this
way. With fewer worries about financial security, they see it as freeing
them from the drudgery of the job-for-life that was frequently their par-
ents’ main ambition. They see portfolio working as a way of gaining free-
domto plan their days,and as a chance to have afar more varied workload
than full-time employees. Nevertheless, evidence suggests that portfolio
working has not taken off to the extent that was once expected. The com-
fort and allure of full-time employment remains compelling.

Recommended reading

Grigg, J., Portfolio Working, Kogan Page, London, 1997

Handy, C., The Empty Raincoat, Hutchinson, London, 1994

Maister, D., Managing the Professional Service Firm, Free Press, New York
and London, 1997
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Post-merger integration

Post-merger integration (pmM1) became a popular management issue in
the 1990s as it was increasingly acknowledged that signing off on merg-
ers and acquisitions (M&A) was easy. Just about anybody seemed able
to do it. Making them work was the difficult part. What does it take to
make a merger work?

Two reasons for the acknowledged high failure rate of mergers and
acquisitions are:

¥ Giving too much attention to financial and strategic aspects
during the negotiation of the deal. All eyes are focused on striking
the right price (whatever it is). Instead, they should be focused on
making whatever price is paid worth it, by a subsequently
successful integration of the two businesses.

¥ Underestimating the cultural differences between the two
organisations. These can be particularly significant in deals that
cross borders. An Anglo-French merger between packaging
companies Metal Box and Carnaud, for instance, was notorious
for the refusal of managers from different cultures to work with
each other. It has sometimes been said that cross-border deals
work well in the airline industry because people have gone into
that particular business in order to meet and understand people
from other cultures. The same cannot be said of people who go
into packaging.

A survey by the Boston Consulting Group (BcG) of what its clients
believe is important to make mergers work put “successful integration”
at the top of the list, alongside “strategic fit”. These two came well ahead
of “choosing the best acquisition candidate”, “paying the lowest price”
and “structuring the best finance”.

BCG says that the skills of pmi1 can be learned. The more that com-
panies do it, the better they become at it. The firm says there are six
essential lessons.

1 Clearly define the vision behind the deal, then explain the strategy.

2 Manage the integration as a discrete process separate from the organ-
isation’s usual business.
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3 Set up special integration teams with explicit tasks and schedules.

4 Give explicit targets for the benefits that are to come from the inte-
gration.

5 Build up effective human-resources processes as quickly as possible.

6 Design a programme to communicate the aims and progress of the
integration, and then be quite explicit about it.

A brief history

Mergers and acquisitions have had a mixed track record over the years.
Leon Cooperman, a senior executive at Goldman Sachs, a big invest-
ment banking adviser on M&A, when asked to name one big merger that
had lived up to expectations, said: “I'm sure that there are success stories
out there. But at this moment I draw a blank.”

Michael Porter, who looked closely at the activities of 33 large Amer-
ican companies between 1950 and 1986, found that 55% of their acquisi-
tions were later divested. Of their forays into unrelated industries (the
fashion at the time was for conglomerates), 74% were later divested.

One of the most successful cross-border mergers in recent years was
that between Rhone Poulenc, a French chemicals company, and
Hoechst, a German company. The two took a new name, Aventis, kept
the bosses of both component parts at the head of the new company
and moved their headquarters to Strasbourg, a German-speaking part of
France that used to be part of Germany. Asea-Brown Boveri (ABB), the
result of a merger between Sweden’s Asea and Switzerland’s Brown
Boveri, has what it calls a Book of Values in which it says: “The true
merger process does not come automatically or naturally. It is unnatural
and takes management determination.”

Recommended reading

“Keeping Your Sales Force after the Merger”, McKinsey Quarterly, No. 4,
2002
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Process improvement

The terms process improvement, process excellence and process inno-
vation all come from the work of Michael Hammer, the architect of re-
engineering (see page 187). Re-engineering turned the spotlight on
business processes. Indeed, it was often referred to as business process
re-engineering (BPR). It often led firms to find ways of looking at pro-
cesses in isolation, out of the context of a general re-engineering, and at
ways in which those processes could be improved.

According to Accenture, a process is “a group of interrelated activities
that together create value for the customer”. It is something above and
beyond the traditional functional division of corporate activities. A
function, by itself, does not produce outcomes that are of value to cus-
tomers. Accounting is a function, but it does not add value in its own
right. It does so only when added to the production and selling that it is
taking account of.

This distinction is crucial. Functions focus on completing tasks, but
processes focus on delivering outcomes. Processes cut across functional
departments, such as marketing, manufacturing and accounting. A com-
pany with a process mindset, says Accenture, seeks to integrate groups
of tasks, “unlike functional organisations that fragment work into ever
smaller and simpler tasks”.

Accenture has gone on to identify a number of dimensions along
which change in processes can occur. Conveniently, they all begin with
the letter R. The activities that make up a process can be:

reconfigured;

reordered;

reallocated (to another manager);
relocated (to another place); or
reduced (to another size).

NNNNN

A superior process, the firm says, has seven basic features.

1 It maximises value and eliminates waste. Robert Eaton, when chair-
man of Chrysler Corporation, said: “There is a definition that I like:
Waste is anything that the customer won’t pay for .. If you look at
waste from that perspective, you find that the opportunity for pro-
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cess improvement is infinite.” Chrysler claims to have saved $400m
by improving its supply-chain process.

2 It has a documented design, which is accessible to all. Electronic net-
works and the Internet are invaluable in disseminating process
design around the organisation - so-called e-processing.

3 Itis simple and flexible.

4 It compresses time. Aetna, an insurance company, for example,
reduced the average time that it takes to handle a customer’s claim
from 28 days to four hours.

5 It provides real-time feedback.

6 It has clear links with other processes.

7 Tt is customer-focused and user-friendly. Michael Hammer, whose
writing is unusually vivid, wrote that: “A company that does not
focus resolutely on its customers and the processes that produce
value for its customers is not long for this world.” Process improve-
ments come from “walking in the customer’s shoes”, finding out what
it is that customers really want, and then designing processes to meet
that demand.

A brief history

The word process was traditionally associated with repetition, conjuring
up images of desk-high binders detailing the minutiae of process flows.
The goal of process design was to come up with the best possible pro-
cess that could be repeated in exactly the same way every time.

Only in the 1990s did the idea escape from this straitjacket. A 1992
book on the subject by Tom Davenport put information technology at
the centre of process improvement. Only a challenge like process inno-
vation, he went so far as to suggest, could give full scope to 1T’s poten-
tial.

The concept of process excellence links two ideas that were current
in the decade before Davenport’s book. These were the idea of excel-
lence (see page 90), propagated by Tom Peters and Robert Waterman in
their best-selling book of 1982, and the ideas of Michael Porter about
how firms gain competitive advantage (see page 33). Behind competitive
advantage lay a fresh way of looking at a firm as a series of activities,
linking together into what Porter called a value chain. Several writers
went on from there to develop concepts based on the idea of a linked
chain of activities (or processes).

Michael Porter himself has said that the ideas about processes sit
comfortably with his own activity-based theories.
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The literature on re-engineering employs the term processes.
Sometimes it is a synonym for activities. Sometimes it refers to
activities or sets of activities that cut across organisational
units. In any case, however, the essential notion is the same -
both strategic and operational issues are best understood at the
activity level.

By 1997 Hammer took the view that: “Processes are the key organisa-
tional theme for companies in the 21st century. Excellence in processes
is what is going to distinguish successful organisations from the also-
rans.” He added, mindful of the main beneficiaries of most novel busi-
ness ideas: “Capability at helping companies to achieve process
excellence is what’s going to distinguish leading consulting companies
from those sweeping up after the elephants.”

Recommended reading

Davenport, T., Process Innovation: Reengineering Work Through
Information Technology, Harvard Business School Press, 1992

Hammer, M., “Reengineering Work: Don’t Automate, Obliterate”,
Harvard Business Review, July-August 1990

Building Process Excellence, Lessons from the Leaders, The Economist
Intelligence Unit, London, 1996
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Product life cycle

This is the idea that all products have a birth, a life and a death, and that
they should be financed and marketed with this in mind. Even as a new
product is being launched, its manufacturer should be preparing for the
day when it has to be killed off. Its sales and profits start at a low level,
rise (it is hoped) to a high level and then decline again to a low level.
Sometimes this cycle is simply referred to in marketing circles as pLc.

Philip Kotler, one of the world’s leading authorities on marketing,
breaks the product life cycle into five distinct phases.

1 Product development. The phase when a company looks for a new
product. New products do not have to be “out-of-the-blue” new (like
the video-cassette recorder or the compact disc). They may be merely
additions to existing product lines (the first cigarette with a filter tip,
for instance) or improvements to existing products (a new whiter-
than-white washing powder).

2 Introduction. The product’s costs rise sharply as the heavy expense
of advertising and marketing any new product begin to take their toll.

3 Growth. As the product begins to be accepted by the market, the
company starts to recoup the costs of the first two phases.

4 Maturity. By now the product is widely accepted and growth slows
down. Before long, however, a successful product in this phase will
come under pressure from competitors. The producer will have to
start spending again in order to defend the product’s market position.

5 Decline. The company will no longer be able to fend off the compe-
tition, or some change in consumer tastes or lifestyle will render the
product redundant. At this point the company has to decide how to
bring the product’s life to an end - what is the best end-game that it
can play? (See also Game theory, page 101.)

Although managers know that a new product will follow this cycle,
they are not sure when each phase will start and for how long each one
will last. Although some products appear to have been around for ever
(Kellogg’s corn flakes, for example, or Kodak cameras) the products that
bear these names today are entirely different from the ones that carried
the same brand 50 years ago. The continuity of the brand name helps to
disguise the factthat the productitself has been through severallife cycles.
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Products of fashion, by definition, have a shorter life cycle, and they
thus have a much shorter time in which to reap their reward. A distinc-
tion is sometimes made between fashion items, such as clothing, and
pure fads, such as pet rocks. It is not always immediately obvious into
which of these two categories a product falls. When they were first
introduced in the early 1980s, in-line skates seemed as if they might be a
brief fad. But 20 years later they were still selling strongly, firmly set in
the mature stage of their life cycle. They may not be destined for the life
cycle of the corn flake, but they have already outlived many seemingly
more permanent fashions.

Recommended reading

Kotler, P., Marketing Management: Analysis, Planning, Implementation
and Control, 11th edn, Prentice Hall, Upper Saddle River, NJ, 2002

Schewe, C.D. and Hiam, A.W., The Portable MBA in Marketing, John
Wiley, New York and Chichester, 1998

Treacy, M. and Wiersema, F., The Discipline of Market Leaders, Perseus
Publishing, Reading, MA, 1997; Profile Books, London
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Quality circle

According to the Quality Circles Handbook,

A quality circle is a small group of between three and 12
people who do the same or similar work, voluntarily meeting
together regularly for about one hour per week in paid time,
usually under the leadership of their own supervisor, and
trained to identify, analyse and solve some of the problems in
their work, presenting solutions to management and, where
possible, implementing solutions themselves.

It is a system, first introduced by a number of large Japanese firms, that
aims to involve all the firm’s employees, at every level, in an organisa-
tion’s drive for quality.

There are two main parts to a quality circle’s task: the identification of
problems; and the suggestion of solutions. A secondary aim is to boost
the morale of the group through attendance at the meetings and by
being given a formal opportunity to discuss work-related issues.

Meetings are held in an organised way. A chairman is appointed on
a rotating basis and an agenda is prepared. Minutes are also taken. They
serve as a useful means of following up proposals and their implemen-
tation. The success of quality circles has been found to depend crucially
on the amount of support that they get from senior management, and
on the amount of training that the participants are given in the ways
and aims of the circles.

A brief history
Kaoru Ishikawa, a professor at Tokyo University who died in 1989, is
attributed with much of the development of the idea of quality circles.
They created great excitement in the West in the 1980s, at a time when
every Japanese management technique was treated with great respect.
Many firms in Europe and the United States set them up, including West-
inghouse and Hewlett-Packard. It was claimed at one time in the 1980s
that there were as many as 10m people participating in quality circles in
Japanese industry alone.

However, the method also came in for a good deal of criticism. Even
Joseph Juran, one of the two American post-war germinators of the
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quality idea (the other was W. Edwards Deming), considered that qual-
ity circles were pretty useless if the company’s management was not
trained in the more general principles of total quality management (see
page 227).

Others criticised the way in which the idea was transferred from one
culture to another without any attempt to tailor it to suit local traditions.
It may, they suggested, be well suited to Japan’s participative workforce,
but in more individualistic western societies it frequently became a for-
malised hunt for people to blame for the problems that it identified. The
original intention was that it should be a collective search for a solution
to those problems.

Quality circles fell from grace as they were seen to be failing to live
up to their promise. A study made in 1988 found that 80% of a sample of
large companies in the West that had introduced quality circles in the
early 1980s had abandoned them before the end of the decade. In his
book Quality, a Critical Introduction, John Beckford quotes the example
of a western retailer that took almost every wrong step in the book.
These included:

¥ training only managers to run quality circles, and not the staff in
the retail outlets who were expected to participate in them;

¥ setting up circles where managers appointed themselves as
leaders and made their secretaries keep the minutes. This
maintained the existing hierarchy which quality circles are
supposed to break out of;

¥ expecting staff to attend meetings outside working hours and
without pay;

¥ ignoring real problems raised by the staff (about, for example, the
outlets’ opening hours) and focusing on trivia (were there enough
ashtrays in the customer reception area).

Recommended reading

Beckford, J., Quality: A Critical Introduction, 4th edn, Routledge,
London, 2002

Crosby, P., Quality is Free, McGraw-Hill, New York and London, 1980

Hutchins, D., Quality Circles Handbook, Pitman, London, and Nichols,
New York, 1985

Ishikawa, K., What is Total Quality Control?, Prentice Hall, Englewood
Cliffs, NJ, 1985

Juran, J., Juran on Planning for Quality, Free Press, New York, 1988
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Re-engineering

The idea of re-engineering was first propounded in an article in the Har-
vard Business Review of July-August 1990 by Michael Hammer, a pro-
fessor of computer science at miT. It promised a novel approach to
corporate change, and was described by its inventors as a “fundamental
rethinking and radical redesign of business processes to achieve dra-
matic improvements in critical measures of performance such as cost,
quality, service and speed”.

The technique involved analysing a company’s central processes and
reassembling them in a more efficient fashion and in a way that rode
roughshod over long-established (but frequently irrelevant) functional
distinctions. Functional silos were often protective of information, for
instance, and of their own position in the scheme of things. At best, this
was inefficient. Slicing the silos into their different processes and
reassembling them in a less vertical fashion exposed excess fat and
forced corporations to look at new ways to streamline themselves.

The method was frequently referred to as business process re-engi-
neering (popularly known as BPR). But its creators, Hammer and James
Champy, aspired to greater things. They maintained that re-engineering
had a wider significance than mere processes. It applied to all parts of an
organisation, and it had a lofty purpose. I think that this is the work of
angels,” said Hammer in one of his more fanciful moments. “In a world
where so many people are so deprived, it’s a sin to be so inefficient.”

Many commentators, however, saw re-engineering as a return to the
mechanistic ideas of Frederick Taylor (see Scientific management,
page 194). Others saw it as a shallow intellectual justification for down-
sizing (see page 75), a process of slimming down that was being forced
on many corporations by developments in information technology.

One of the faults of the idea, which the creators themselves acknowl-
edged, was that re-engineering became something that managers were
only too happy to impose on others but not on themselves. Champy’s
follow-up book was pointedly called Reengineering Management. “If
their jobs and styles are left largely intact, managers will eventually
undermine the very structure of their rebuilt enterprises,” he wrote with
considerable foresight in 1994.
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A brief history

The idea of re-engineering was developed in the early 1990s by Michael
Hammer and James Champy, head of the csc management consul-
tancy. It followed a classic route for popular management ideas: from a
university academic’s research, via a management consultancy’s mar-
keting and a best-selling book, into (briefly) a perceived panacea for all
companies’ ills. This is something, of course, that neither it nor any other
management fad has ever actually become. It was helped by the fact
that the book’s authors (Hammer in particular) were eminently
quotable.

It was implemented with considerable success by some high-profile
organisations. The Hallmark card company, for instance, completely re-
engineered its new-product process; and Kodak’s re-engineering of its
black-and-white film manufacturing process cut the firm’s response time
to new orders in half.

By the mid-1990s, however, the phrase BPR had come to be closely
associated with the redundancies that seemed to be its inevitable
accompaniment. Because of this, csc subtly changed the name of the
service that it offered to BP1 (business process improvement). In BP1, pro-
cesses could be improved without necessarily involving lay-offs.

The idea of re-engineering processes was given a boost by the devel-
opment of ERP (see Enterprise resource planning, page 86). ERP systems
enabled a firm’s different operations to talk to each other electronically.
At last the left hand of the organisation knew what the right hand was
up to. Processes which sliced horizontally across an organisation’s dif-
ferent operations could be redesigned from scratch.

Recommended reading

Champy, J., Reengineering Management: the Mandate for New
Leadership, HarperBusiness, New York, 1995; HarperCollins, London,
1996

Champy, J. and Hammer, M., Reengineering the Corporation,
HarperBusiness, New York, and Nicholas Brealey, London, 2001

Hammer, M., “Reengineering Work: Don’t Automate, Obliterate”,
Harvard Business Review, July-August 1990

Hammer, M. and Stanton, S., The Reengineering Revolution,
HarperBusiness, New York, and HarperCollins, London, 1995; Profile
Books, London
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Satisficing

This is the idea that individuals do not (as classic economic theory
would have it) seek to maximise their benefit from a particular course of
action, but rather that they seek something that is good enough - that is,
satisfactory. This process, described as satisficing, has great relevance
for consumers when faced with shop-shelf decisions. Do they hunt
around assiduously until they find the best deal? Or do they settle for
more or less the first thing that seems adequate?

The idea is based on a view of the limitations of the human mind and
was developed by Herbert Simon, an American professor of computer
science and psychology, in the 1960s. He maintained that individuals
cannot possibly consider all the alternatives available to them. Not only
can they not get access to all the information required, but even if they
could, their minds would be unable to process it properly. Hence the
human mind restricts itself. It is, as Simon put it, bounded by “cognitive
limits”. This presents a problem for classical economists for whom con-
sumers are always in search of the best.

Simon suggested that humans, when in buying mode, have an aspi-
ration level, which they consider acceptable although not necessarily
optimal. They then search through a limited number of options in
sequence. When they come across one that meets their aspiration level
they go for it. “Whereas economic man maximises, selects the best alter-
native from among all those available to him; his cousin, administrative
man, satisfices, looks for a course of action that is satisfactory or ‘good
enough’,” he wrote. Examples of satisficing in everyday business life are
things like an adequate profit and a fair price.

Simon went on to say:

Because he satisfices rather than maximises, administrative
man can make his choices without first examining all possible
behaviour alternatives, and without ascertaining that these are
in fact all the alternatives. Second, because he treats the world
as rather empty and ignores the interrelatedness of all things
(so stupefying to thought and action), administrative man can
make decisions with relatively simple rules of thumb that do
not make impossible demands upon his capacity for thought.
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Hence big businesses can be run by small minds, but big economies
(maybe) cannot.

One of the most powerful supporters of the idea of satisficing is
common sense. It “fits pretty well our introspective knowledge of our
own judgmental processes as well as the more formal descriptions of
those processes made by the psychologists who have studied them”,
argued Simon.

A brief history

The idea of satisficing has been applied in many different contexts. In
particular, it has been shown to influence the way in which people
answer survey questionnaires. Respondents often choose satisfactory
answers rather than searching for an optimum answer. Satisficing of
this kind can dramatically distort the traditional statistical analysis of
market research.

The idea has also been applied to managers when solving problems.
All the options presented by any particular situation cannot be known
to them, so they limit themselves to a small number that are. They then
choose one that seems to them satisfactory (although it is inevitably less
than perfect). Likewise, a company’s strategy may be determined in the
same way.

Take this a step further, and it suggests that every firm’s competitors
are merely satisficing, that is, putting in a level of performance that is
satisfactory but far from optimal. Therefore industry benchmarks (see
page 8) may not show anything like best practice, but merely acceptable
practice.

Recommended reading

March, J.G. and Simon, H.A., Organizations, 2nd edn, Blackwell,
Cambridge, MA, and Oxford, 1993

Simon, H.A., Administrative Behaviour, 4th edn, Free Press, New York,
1997
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Scenario planning

Scenario planning is an interesting way for organisations to think about
the future. A group of executives sets out to draw a small number of sce-
narios, stories about how the future may unfold and how this might
affect an issue that confronts them. The issue could be a narrow one:
whether to make a particular investment, for example. Should a super-
market chain put millions into more out-of-town megastores and their
attendant car parks, or should it invest in secure websites and a chain of
vans to make door-to-door deliveries? Or the issue could be much
wider: an American education authority, for instance, contemplating the
impact of demographic change on the need for new schools. Will the
ageing of the existing population be counterbalanced by the rising level
of immigration?

In Peter Schwartz’s book The Art of the Long View, scenarios are
described as:

Stories that can help us recognise and adapt to changing
aspects of our present environment. They form a method for
articulating the different pathways that might exist for you
tomorrow, and finding your appropriate movements down
each of those possible paths. Scenario planning is about
making choices today with an understanding of how they
might turn out.

The process of scenario planning is a structured one. It usually begins
with a long discussion about how the participants think that big shifts in
society, economics, politics and technology might affect the issue under
discussion. From this the group aims to draw up a list of priorities,
including things that will have the most impact on the issue under dis-
cussion and those whose outcome is the most uncertain. These priorities
then form the basis for sketching out rough pictures of the future.

At further meetings, preferably after the participants have had a
night to sleep on it, they flesh out the scenarios. At the same time, they
attempt to identify some early warning signals - things that, should they
happen, would be strong indicators that one particular scenario was
beginning to unfold (in the real world) rather than any other. For
instance, if Levi’s experiment with computer-designed tailored jeans
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were a huge success it might suggest that consumers were moving away
from price-driven mass markets to a world of more personalised, less
price-sensitive products.

Participants in the exercise are encouraged to fantasise and stretch
their imaginations. This involves persuading them to ask outrageous
“What if?” questions. In the 1980s, for example, scenario planning com-
pelled the Pentagon to think about the consequences of the end of the
cold war long before anybody imagined that it could actually end in
their lifetime. When the oil price was at rock bottom in the early 1970s,
scenario planners at Royal Dutch Shell forced the company’s board to
think of the consequences of an overnight quadrupling of the oil price
well before oPEC actually made that happen. Shell’s forethought is
credited with helping it to emerge from the oil-market turmoil of the
1970s in better shape than its rivals.

Scenario planning draws on a wide range of disciplines and interests,
including economics, psychology, politics and demographics. The rec-
ommended reading list of Global Business Network, a leading adviser
on scenario planning, includes Alexis de Tocqueville’s Democracy in
America as well as Peter Senge’s The Fifth Discipline and The Leopard,
Giuseppe Tomasi’s sweeping tale of Sicilian family life.

A brief history

Scenario planning grew out of the thinking of a number of leading com-
panies in the early 1970s (particularly Royal Dutch Shell) about the
corporate planning function. They were driven by a combination of two
things.

¥ Widespread dissatisfaction with existing ways of planning for
the future. Many organisations had come to realise how
misleading were predictions based on straight-line extrapolations
from the past. The oil price hikes of 1973 and 1978 dramatically
and painfully brought home how vulnerable businesses were to
sudden discontinuities in their markets. The unusually smooth
path of economic progress since the second world war had lulled
them into a false sense of continuity.

¥ Growing attachment to the idea that business can make better use
of the non-rational side of human nature. At the head of Shell’s
planning department at the time was Pierre Wack, a Belgian who
had been persuaded to give up the editorship of a Franco-German
philosophy magazine in order to join the company.
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In an article in the Harvard Business Review in 1985 Wack wrote:

Scenarios deal with two worlds; the world of facts and the
world of perceptions. They explore for facts but they aim at
perceptions inside the heads of decision-makers. Their purpose
is to gather and transform information of strategic significance
into fresh perceptions. This transformation process is not
trivial - more often than not it does not happen. When it
works, it is a creative experience that generates a heartfelt
“Aha” ... and leads to strategic insights beyond the mind’s
reach.

Scenario planning is a way of injecting the “Aha” factor into business
planning. It has been (and continues to be) used by some of the world’s
largest corporations, including Royal Dutch Shell, Motorola, 1BM, AT&T,
Disney and Accenture.

Recommended reading

Schwartz, P., The Art of the Long View, John Wiley, Chichester, 1998

Wack, P., “The Gentle Art of Re-perceiving”, Harvard Business Review,
September-October, 1985
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Scientific management

Scientific management was the first big management idea to reach a
mass audience. It swept through corporate America in the early years of
the 20th century. Much management thinking since has been either a
reaction to the idea, or a development of it.

The idea was first propounded by Frederick Winslow Taylor, an
American Quaker whose tombstone in Pennsylvania bears the inscrip-
tion “The Father of Scientific Management”. Like many management
theorists after him, Taylor trained first as an engineer.

Scientific management was developed in response to a motivational
problem, which at the time was called “soldiering” - the attempt among
workers to do the least amount of work in the longest amount of time.
To counter this, Taylor proposed that managers should scientifically
measure productivity and set high targets for workers to achieve. This
was in contrast to the alternative method, known as initiative and incen-
tive, in which workers were rewarded with higher wages or promotion.
Taylor described this method as “poisonous”.

Scientific management required managers to walk around with stop
watches and note pads carrying out time-and-motion studies on work-
ers in different departments. It led to the piece-rate system in which
workers were paid for their output, not for their time.

Taylor believed that “the principal object of management should be to
secure the maximum prosperity for the employer, coupled with the max-
imum prosperity of each employee”. The interests of management, work-
ers and owners were thus intertwined. He wanted to remove “all possible
brain work” from the shop floor, handing all action, as far as possible,
over to machines. “In the past, the man has been first; in the future the
machine must be first,” he was fond of saying. He ignited a debate about
man versus machine that continued far into the 20th century.

A brief history

Taylor started his career at the Midvale Steel Works where he became
chief engineer before moving to the Bethlehem Steel Company. There
he carried out experiments to prove the validity of scientific manage-
ment. He broke down manual tasks into a series of components that
could be measured, and he subsequently showed them to have
improved and to have resulted in greater productivity at the plant.
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The famous book in which he enunciated his theories, The Principles
of Scientific Management, had a strong impact on subsequent manage-
ment thinking. It influenced people like Frank and Lillian Gilbreth,
American time-and-motion experts; it influenced industrial psycholo-
gists, many of whom saw it as an insult to the human spirit and set out
to show that allowing free rein to human initiative produced far supe-
rior results; and it influenced industrialists like the Michelin brothers (of
tyre fame). Even Lenin at one time exhorted Marxist workers to “try out
every scientific and progressive suggestion of the Taylor system”.

The trade union movement, however, always hated it. One union
officer said: “No tyrant or slave driver in the ecstasy of his most deliri-
ous dream ever sought to place upon abject slaves a condition more
repugnant.” Peter Drucker once wrote that Taylor was “the first man 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”.

There is little space for Taylor’s ideas in today’s world of freewheel-
ing teamwork. But some consider the writings of people like Michael
Porter and Michael Hammer, with their focus on breaking businesses
down into measurable (and controllable) activities, to have more than a
faint echo of Taylor’s mechanistic ideas.

Recommended reading

Gilbreth, F.B., Primer of Scientific Management, D. Van Nostrand, 1912

Taylor, F.W., A Piece-Rate System, 1895

Taylor, F.W., The Principles of Scientific Management, Harper and
Brothers, 1911

Urwick, L. and Brech, E.F.L., The Making of Scientific Management,
Management Publications Trust, 1946

Worthy, J., Big Business and Free Men, Harper & Row, New York, 1959

195



SEGMENTATION

Segmentation

Segmentation is the process of slicing the market for a particular product
or service into a number of different segments. One segment of the
market for video cameras, for example, is the group of people who have
new-born babies. Another is the group of people visiting relatives who
live abroad.

Once they have identified different segments of their market, manu-
facturers can target their marketing and advertising efforts more accu-
rately and more profitably. Different segments can be reached through
the most appropriate channel: parents of new-borns through magazines
designed for them or through ante-natal clinics, for instance. Broadcast-
ing the claims of a brand or product to an undifferentiated public is not
always very effective.

Each market segment represents a bunch of potential customers with
common characteristics. In consumer markets, segmentation is usually
based on the following.

» Demographic factors. Gender, age, family size, and so on.

¥ Geography. In most countries there are marked differences in
the consumer preferences of different regions. The consumption
of wine in the north of England, for example, is very different
from that in the south.

¥ Social factors. The classic segmentation is by income and
occupation, but this is proving to be less and less useful. There
are a lot of extremely wealthy people who do not spend much,
and vice versa. So the focus is shifting to lifestyle. At the end of
the 20th century, marketers became more interested in
categorising consumers as “generation xers” or “third agers” than
by the size of their bank accounts.

Industrial markets have been notoriously more difficult to segment
than consumer markets. Firms find it hard to decide which factors are
useful for categorising their corporate clients. Should it be size, industry
sector, or geography? Computer maker Hewlett-Packard segmented its
big industrial customers into five different categories based on the value
of the companies’ purchases and on the complexity of their systems.
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» Big spenders with complex systems.

» Small spenders with complex systems that might be moved into
the first category.

» Big spenders with simple systems.

» Small spenders with complex systems that cannot be moved into
the first category, such as small, high-tech businesses.

» Small spenders with simple systems.

A brief history

The idea of segmentation had its heyday in the 1960s and 1970s. It was
a reaction against the mass-marketing tactics sparked off by Henry Ford
when he said that customers could buy his Model T car “in any colour
as long as it’s black”.

Many of its classifications, however, have proved to be less and less
useful. Baby boomershave beenfoundto havelittlein common other than
their defining characteristic: a birthdate in the years immediately after the
second world war. As John Forsyth, a consultant, wrote in the McKinsey
Quarterly in 1999: “Unfortunately, easy cases permitting marketers to
establish meaningful differences among groups of customers and then to
identify them - a phenomenon we call ‘actionable segmentation’ - are
rare.”

In the 1990s there was a reversal of the tendency to be more and
more precise about identifying particular segments. Mobil, an oil com-
pany, for example, found that only 20% of the customers for its petrol
were price sensitive. But instead of trying to identify them and give
them special offers, it went for the 80% who were not price sensitive
and shifted its marketing focus away from providing the lowest price at
the pumps. The company says it earned an extra $118m in a year as a
result.

The increasing use of the Internet has provided new opportunities for
segmentation. It offers continuous opportunities to capture information
about customer behaviour. Consumers identify themselves and their
characteristics by their electronic participation in particular interest
groups, and by their general online behaviour. For many marketers, this
has presented the prospect of what has become known as the market of
one, a separate market for each individual consumer. The market of
one, of course, is also the segment of one.

The ultimate step in segmentation will not just be a focus on individ-
ual customers themselves, however, but on individual customers at spe-
cific moments in time. People who eat “Bisko” cereals at the rate of a
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packet every 22-23 days will then be approached to buy another packet
after their breakfast on the 20th day; not before and not after.

Recommended reading

Forsyth, J. et al, “A Segmentation You Can Act On”, McKinsey
Quarterly, No. 3,1999

Shapiro, P.B. and Bonoma, T.V., “How to Segment Industrial Markets”,
Harvard Business Review, January-February 1984
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The Seven Ss

The Seven Ss is a framework developed in the late 1970s and early 1980s
for analysing organisations and looking at the various elements that
make them successful (or not). The framework has seven aspects, each
of them beginning with the letter S, hence the mnemonic.

1 Strategy: the route that the organisation has chosen for its future
growth.

2 Structure: the way in which the organisation is put together; how its
different bits relate to each other.

3 Systems: the formal and informal procedures that govern everyday
activity; today this increasingly involves the implementation of infor-
mation technology.

4 Skills: the distinctive capabilities of the people who work for the
organisation.

5 Shared values: originally called superordinate goals, the things that
influence a group to work together for a common aim.

6 Staff: the organisation’s human resources.

7 Style: the way in which the organisation’s employees present them-
selves to the outside world, to suppliers and to customers.

The Seven Ss helped to change managers’ thinking about how com-
panies could be improved. The theory told them that it was not just a
matter of devising a new strategy and following it through (as they
might have thought before). Nor was it a matter of setting up new sys-
tems and letting them generate improvements. To improve, companies
had to pay attention to all seven of the Ss at the same time.

The seven were often subdivided into the first three (strategy, struc-
ture and systems), referred to as the hard Ss, and the last four, which
were called the soft Ss. The theory was developed in the context of the
astoundingly rapid progress of Japanese manufacturing companies in
the 1960s and 1970s. Western companies, it was said, were better at the
hard Ss. But it was because the Japanese combined both hard and soft
that they were so much more successful.

All seven are interrelated, so a change in one has a ripple effect on all
the others. Hence it is impossible to make progress on one without
making progress on all. For western firms, where the hard Ss receive the
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bulk of management’s attention, this is a root cause of their under-
performance.

Diagrammatically, the seven are usually represented in a circle in
order to convey the idea that they are all of equal significance. No one
of them is more important than any other, although Richard Pascale, the
theory’s champion, subsequently gave a special status to superordinate
goals. These, he said, “provide the glue that holds the other six together”.
This positioning of superordinate goals at the centre of the circle stimu-
lated some of the subsequent work on corporate culture (see page 55),
since culture is in some sense a combination of an organisation’s super-
ordinate goals and its style.

A brief history
Just as the growth share matrix (see page 111) is powerfully associated
with one of the leading strategic consultancies (the Boston Consulting
Group), so the Seven Ss is linked with another (McKinsey & Co). It was
the seedcorn from which grew the idea of excellence (see page 90) and
the most popular business book ever written (In Search of Excellence).
Excellent companies were those that excelled in all of the Seven Ss.
The authors of the book, Tom Peters and Robert Waterman, worked
with Richard Pascale in the late 1970s and early 1980s developing the
idea of the Seven Ss. Pascale subsequently expounded the idea in his
book The Art of Japanese Management, in which he compared the
Japanese company Matsushita with the American company ITT, greatly
to the credit of the former.

Recommended reading

Pascale, R. and Athos, A., The Art of Japanese Management, Simon &
Schuster, New York, 1981

200



SIX SIGMA

Six Sigma

This is an approach to quality improvement based on the statistical
work of Joseph Juran, one of two American pioneers of quality man-
agement in Japan (see Total quality management, page 227). Sigma is a
Greek letter used in mathematics to denote standard deviation, a statis-
tical measure of the extent to which a series of numbers or readings
deviates from its mean. One Sigma indicates a wide scattering of the
readings. If the mean is the required quality standard of a particular pro-
cess or product, then One Sigma quality is not very good. The higher the
number, the closer the readings come to total perfection. At the Six
Sigma level, there are only 3.4 defects per million.

This may sound complicated, but in practice it has proved popular
with managers as a way to put quality management into effect. One of
its great advantages is that it eschews the idea of aiming for “zero
defects”, or total perfection - a dauntingly inaccessible goal for most. It
presents a system for improving quality gradually. Companies or oper-
ational groups move step-by-step up the Sigma ladder, the ultimate goal
being to reach the Six Sigma state - still just short of perfection. Reason-
ably unsophisticated computer programs do the necessary calculations
when fed with data on the goals (the specifications of the perfect prod-
uct or process) and the organisation’s actual achievements.

Six Sigma sounds like some sort of secret coven. Its advocates insist
that it is no such thing. But it has certain attributes of the exclusive soci-
ety. Anyone in an organisation who goes on a basic training course for
a Six Sigma programme (and training is essential to an understanding of
what it is about) is called a Green Belt. Anyone who is given the full-
time job of leading a team that is embarking on a Six Sigma exercise is
given further training and is called a Black Belt. Beyond this there are a
special few who are trained even more, and they are called Master Black
Belts. Their role is to champion the exercise throughout the organisation
and to watch over the Black Belts and ensure that they are consistently
improving the quality of their team’s output.

A brief history

Pioneered in the United States by Motorola in the 1980s (and registered
by the company as its own trademark), Six Sigma became hugely popu-
lar in the 1990s after Jack Welch adopted it at General Electric. Mikel
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Harry and Richard Schroeder, the two men who introduced the method
to Motorola, went on to set up the Six Sigma Academy, a consultancy
which has worked with companies like Allied Signal, GE and ABB.

In its 2000 annual report, chemicals giant DuPont reported that:

Six Sigma implementation continues to gain momentum. At the
end of the year, there were about 1,100 trained Black Belts and
over 3,400 active projects. The potential pre-tax benefit from
active projects was $700m.

At GE, in order to achieve Six Sigma quality, a process must produce
no more than 3.4 defects per million “opportunities”. An opportunity is
defined as “a chance for non-conformance, or not meeting the required
specifications. Six Sigma is a vision we strive toward and a philosophy
that is part of our business culture”. The company also says that
“Six Sigma has changed the DNA of GE. It is now the way we work - in
everything we do and in every product we design”.

Recommended reading

Brefogle, F., Implementing Six Sigma, 2nd edn, John Wiley, Hoboken, NJ,
2003

Pande, P.S., Neuman, R.P. and Cavanagh, R.R., The Six Sigma Way,
McGraw-Hill, New York, 2000

wWww.ge.com/sixsigma/
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Small is beautiful

Published in 1973, Small is Beautiful is perhaps the most famous title of
any business book ever written. But it was not the title that was origi-
nally conceived by its author, E.F. Schumacher. It was added as a last-
minute afterthought by his publisher. The book’s subtitle is the less
engaging A Study of Economics as if People Mattered. In many ways the
main title is misleading, for the book is not a paean in praise of small-
ness. It is more a polemic against industry’s brutality and (among other
things) its despoiling of the environment and of the human spirit. Its
frontispiece quotes a historian, R.H. Tawney:

Since even quite common men have souls, no increase in
material wealth will compensate them for arrangements
which insult their self-respect and impair their freedom. A
reasonable estimate of economic organisation must allow for
the fact that, unless industry is to be paralysed by recurrent
revolts on the part of outraged human nature, it must satisfy
criteria which are not purely economic.

If a more caring industry and “the humanisation of work” could be
achieved only by breaking big firms up into a number of small firms,
then (in Schumacher’s schema) small would, indeed, be beautiful. But
Schumacher himself never attempted to show that meanness of spirit
bears any relationship to the size of the organisation in which it is being
exercised.

A brief history

The catchphrase “small is beautiful” became popular after industrial
gigantism had been the dominant trend for much of the 20th century,
fuelled partly by the need for industry to satisfy the thirst of two world
wars. With the wars well ended, it was time for a swing of the pendu-
lum.

After the book was written, a number of countries set up government
bodies to look at ways in which the disadvantages faced by small firms,
particularly in financial markets, might be removed. As a result, a
number of special schemes, such as low-interest loans and subsidised
office accommodation, were established for them.
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Schumacher himself was a German economist who spent much of
his working life in a large organisation, the UK’s National Coal Board.
His experience there led him to believe that large corporations were suc-
cessful only when they tried to behave like a number of small ones. He
wrote:

Organisations should imitate nature, which doesn’t allow a
single cell to become too large ... The fundamental task is to
achieve smallness within large organisations ... The great
achievement of Mr Sloan of General Motors was to structure
this gigantic firm in such a manner that it became in fact a
federation of fairly reasonably sized firms.

He also used the National Coal Board as an example of a big organi-
sation that had set up a number of “quasi-firms” within it. These quasi-
firms, he said, had to have a large amount of freedom “to give the
greatest possible chance to creativity and entrepreneurship”.

By the end of the 20th century it was large corporations that seemed
in need of a Schumacher-style champion. By then many of the predom-
inant economic forces had moved in favour of small companies. In 1999
businesses with fewer than 100 employees accounted for roughly two-
thirds of all the jobs in the United States and one-third of its GNP. In
some industries small firms were dominant: in the travel industry, for
example, where half of all turnover in the industry in the United States
was accounted for by firms with fewer than 100 employees.

At the same time, talented graduates increasingly preferred to work
for small companies where they could have greater responsibility at a
younger age and a piece of the action (usually in the shape of equity in
their employer). Small companies were more flexible and more fun.

Put on the defensive, big companies began to look for new ways to
compete with these upstarts. One way they found was to tap into the
small companies’ pool of talent by setting up joint ventures with them.
This became a popular way, for instance, for large pharmaceuticals
firms to gain access to the richest pools of postgraduate talent, talent
which no longer automatically drifted their way.

Recommended reading
Davis, R. and Austerberry, T., “Think Small; Win Big”, McKinsey

Quarterly, No. 1, 1999
Schumacher, E.F., Small is Beautiful, HarperPerennial, New York, 1989
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Span of control

The span of control is the number of people that can be effectively man-
aged by any one manager. At one time it was thought that there was a
single ideal span of control based on some fundamental human capac-
ity. Zealous hunters after this number were spurred on by the thought
that once unearthed it would be the key to the perfect corporation.
Organisation charts could then be structured in a rigid and perfect
manner for all time. Over the years, however, there have been so many
differing views about the optimum size of the span of control that the
unavoidable conclusion is that it is a question of horses for courses.

The ideal span is determined partly by the nature of the work
involved. With craftsmen the number can be quite small because the
level of supervision required is high. In mass production, however, the
span of control can be ten times higher because each worker has a
clearly defined task to perform, requiring little regular oversight.

The span of control can be deliberately enlarged by making workers
more autonomous and more capable of managing themselves. It can
also be enlarged by increasing the number of rules and further con-
straining the freedom of junior employees to make mistakes. As the span
of control gets larger, it exponentially (and quite dramatically) increases
the number of relationships between individuals within each manage-
ment cell. One manager and six subordinates, for instance, creates 222
relationships among the seven of them; one manager and 16 subordi-
nates creates over 500,000 relationships. That takes some managing.

Managers were traditionally compensated according to the number
of employees under their span of control. Those at the top are not only
responsible directly for the employees who report to them, but also
(indirectly) for the lower-level employees who report to their under-
lings. The route to higher rewards was to move up the pyramid by
climbing the corporate ladder. In the delayered organisations of the late
20th century this reward structure had to be rethought.

A brief history

As long ago as the early 19th century, Eli Whitney was experimenting by
giving managers different spans of control at his gun factory in the
United States. Almost 200 hundred years later the experiments are still
continuing.
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Views on the ideal span of control have been changing over time as
the thinking about corporate structure itself has changed. For the first 60
years of the 20th century, managers favoured the command-and-control
structure based largely on military models. Bosses needed to keep a tight
watch on their underlings, so the ideal span could never be large. A con-
sensus formed around the number six. This involved the construction of
a steep pyramid with many layers of managers, each with six employ-
ees directly beneath them. Since the span of control and the number of
layers within an organisation are interrelated, a low span of control cre-
ates a tall organisation (one with many layers) whereas a high span of
control creates a flatter structure.

After 1960, however, management styles began to change, and com-
mand-and-control methods were increasingly deemed to be inefficient.
Flatter, less hierarchical and more loosely structured organisations
implied larger spans of control (see also Delayering, page 66). This time
the consensus on the size of the ideal span fell between 15 and 25. There
was also a widespread feeling that five layers was the maximum with
which any large organisation could function effectively.

The coming of the virtual organisation (see page 241) made managers
take a new look at the concept. In a virtual organisation there is little
direct control. People work increasingly as independent self-contained
units, either individually or as small teams. They have access to (elec-
tronic) information that lays down the boundaries within which they
can be autonomous, but that at the same time allows them to be com-
pletely free within those boundaries. In such an environment, the ideal
span of control can be very large. Indeed, it can scarcely be called a span
of control any longer; it is more a span of loose links and alliances.
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Strategic alliance

A strategic alliance is a relationship between two or more organisations
that falls somewhere between the extremes of an arm’s-length sourcing
arrangement and a full-blown acquisition. It embraces franchising,
licensing and joint ventures.

Booz Allen & Hamilton, a firm of management consultants and an
acknowledged leader in the field, defines a strategic alliance as:

A co-operative arrangement between two or more companies

in which:

¥ a common strategy is developed in unison and a win-win
attitude is adopted by all parties;

» the relationship is reciprocal, with each partner prepared to
share specific strengths with the other, thus lending power
to the enterprise;

¥ apooling of resources, investment and risks occurs for
mutual gain.

In general, there are two types of strategic alliance: a bilateral
alliance (between two organisations); and a network alliance (between
several organisations). The alliance between Bank of Scotland and Tesco
whereby the British supermarket chain provided the Scottish bank’s ser-
vices throughout its stores was an example of the former; the Airbus
consortium and the Visa card network are examples of the latter.

Strategic alliances have many advantages: they involve little immedi-
ate financial commitment; they allow companies to put their toes into
new markets before they get soaked; and they offer a quiet retreat
should a venture not work out as the partners had hoped. However,
going into something knowing that it is (literally) not a big deal, and that
there is a face-saving exit route built in, may not be the best way to
make the people charged with running it hungry for success.

The most popular use for alliances is as a means to put a toe into a
foreign market. Not surprisingly, therefore, there are more alliances in
Europe and Asia (where there are more foreign markets) than in the
United States. In some cases, alliances have been used by companies
because other means of entering a market are closed to them. Hence
there have been many in the airline industry where governments are
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sensitive about their domestic carriers falling into foreign hands; for
example, the oneworld alliance, which brings together Aer Lingus, AA,
BA, Cathay Pacific, Finnair, Iberia and Qantas, and the Star Alliance link-
ing Lufthansa with Air Canada, Air New Zealand, All Nippon Airways,
sas, Thai Airways, United and Varig.

One thing considered to be crucial to a successful alliance is a certain
degree of cultural compatibility. Companies are advised, for example, to
pick on someone their own size. Alliances between the very big and the
very small are hard to operate because of the different significance that
the alliance assumes in each organisation’s scale of things.

Alliances are often said to be much like marriages. The partners have
to understand each other’s expectations, be sensitive to each other’s
changes of mood and not be too surprised if their partnership ends in
divorce. Indeed, many companies build into their alliances a sort of pre-
nuptial contract, an agreement as to what is to happen to their joint
property in the event of a subsequent divorce.

A brief history

Strategic alliances grew at a phenomenal rate in the 1990s. Some com-
panies, such as General Electric and AT&T, set up several hundred. On
one estimate, IBM cemented almost 1,000 strategic alliances during the
decade. Booz Allen & Hamilton reckons that more than 20,000 were
formed worldwide in the period 1996-98. Accenture says that Fortune
500 companies have an average of 50-70 alliances each.

Alliances have not always been successful. In 1998 BT and AT&T
agreed to bundle their international assets into a single joint venture that
started off with an annual revenue of $11 billion, an annual operating
profit of $1 billion and some 5,000 employees. In 2001 the two com-
panies agreed to unwind the alliance at considerable cost.

By the end of the 20th century strategic alliances were seen by many
companies as their main engine for growth. The other two ways for a
company to grow, organically or through mergers and acquisitions, had
run out of steam in many markets. In this environment, the manage-
ment of its network of alliances becomes a key skill for the corporation.

Recommended reading

Bamford, J. and Ernst, D., “Managing an Alliance Portfolio”, McKinsey
Quarterly, No. 3, 2002

Doz, Y. and Hamel, G., Alliance Advantage, Harvard Business School
Press, 1998

208



STRATEGIC PLANNING

Strategic planning

In ancient Greek, the word orpatnyia meant the art of generalship, of
devising and carrying out a military campaign. The English word
derived from it, strategy, was transferred from its military origins to the
business world in the years before the ubiquitous MBA, at a time when
a military career was considered to be the ideal qualification for a man-
ager. As with the military, strategy was seen by business as a high-level
function fit only for the mind of the supreme leader and a small cohort
of the brightest and best. The planning of corporate strategy was usually
a secretive operation that took place at irregular intervals.

Although the problems of strategic planning attracted some of the
best minds in both business and academia, these minds could not agree
on a best practice that would work in all circumstances. Most people
could agree with the general guidelines laid down by Alfred Chandler,
namely, that strategic planning involves the articulation of some long-
term goals and the allocation of the necessary resources to achieve those
goals. But beyond that there were few common themes.

Igor Ansoff pointed out a crucial distinction between strategic plan-
ning and what he called strategic management. Strategic management
has three parts:

¥ strategic planning;

» the skill of a firm in converting its plans into reality; and

v the skill of a firm in managing its own internal resistance to
change.

Ansoff’s analysis was based on his observation that “as firms became
increasingly skilful strategy formulators, the translation of strategy into
results in the marketplace lagged behind. This created paralysis by anal-
ysis in strategic planning”, and in many firms it led to the suppression of
strategic planning.

Henry Mintzberg identified ten different schools of thought about
strategic planning, and then ducked out of choosing between them by
saying that the term was a misnomer because it simply formalised
strategies that already existed. Strategies, he maintained, were visions
not plans.
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A brief history

In the 1960s the popularity of strategic planning gave a big boost to the
fledgling management consulting business. As Business Week wrote, it
“spawned a mini-industry of brainy consulting boutiques ... you could
plot a strategy that would safely steer your company to uninterrupted
triumph if only you thought hard enough”. New firms such as the
Boston Consulting Group grew rapidly as a result of success with strate-
gic ideas such as the growth share matrix (see page 111) and the experi-
ence curve (see page 93). Older firms such as McKinsey also grew as a
result of their skill at strategic planning.

By the 1980s, however, strategic planning had gone out of fashion. As
companies drew in their belts (first because of global competition, par-
ticularly from the Japanese, and then because of recession) they found
that their strategic planning departments (which inevitably employed
high-powered and expensive people) could be axed quite painlessly.
Future growth (and the planning of that growth) was not on the agenda.
Corporations focused more narrowly on improving the returns on the
assets that they already held. This inevitably involved the introduction
of information technology, and 1T required a more technical type of
consultant than the polished presenters from BcG and McKinsey.

General Electric led the way when it axed its respected planning
department in 1983. GE’s chief executive at the time, Jack Welch, felt that
the department’s 200 or more senior executives were too involved with
financial minutiae and not enough with new businesses and visionary
markets. GE’s strategic planning was passed on to the bosses of its 12 main
business units, who thereafter met every summer for full-day sessions on
strategy. They looked atboth the short-term horizon and four years ahead.

It was not until the mid-1990s that strategic planning began to stage a
revival. Business Week put the event on its cover in August 1996. “After
a decade of gritty downsizing,” it wrote, “Big Thinkers are back in
corporate vogue.” There were two fundamental reasons for this.

¥ Corporations, especially American ones, were beginning to think
about growth again.

» The arrival of the Internet and the possibilities of e-commerce
(see page 78) were compelling companies to think carefully about
where they wanted to go in the new electronic business world.
Companies such as Disney, for instance, appointed senior
executives specifically in charge of strategic planning for their
online businesses.
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On its reappearance, however, strategic planning took a different
form. It evolved into a continuous process, not (as it had been) a discrete
half-yearly or annual coven attended by a select few. Nokia, a mobile
phone company, says it is aiming to make strategy “a daily part of a
manager’s activity”. The process also began to involve many more
people, both inside and outside the organisation. EDS involved over
2,000 of its employees in a late 1990s strategic planning process. But
Gary Hamel, one of the new-age strategy gurus, still found it “amazing
that young people who live closest to the future are the most disenfran-
chised in strategy-creating exercises”.

Recommended reading

Ansoff, HI., Corporate Strategy, McGraw-Hill, New York, 1965

Chandler, A., Strategy and Structure: Chapters in the History of the
Industrial Enterprise, MIT Press, Cambridge, MA, 1990

Hamel, G., “Strategy as Revolution”, Harvard Business Review,
July-August 1996

Mintzberg, H., “Crafting Strategy”, Harvard Business Review July-
August 1987

Porter, M., “What is Strategy?”, Harvard Business Review, November-
December 1996
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Structure

The classification of corporate structures, and the search for the opti-
mum structure, has fascinated business academics over the years. Max
Weber, a German social scientist, took the subject away from a dry
examination of formal lines of authority and made it into a study of
how people actually behave within organisations. His classic work, The
Theory of Social and Economic Organisation, describes three phases of
structure. First there is the charismatic stage, the time when the organi-
sation relies on a single leader’s vision and example. Then comes the tra-
ditional organisation, where rules are established and precedents set.
Lastly, there is the bureaucratic stage, where everything is run with
machine-like efficiency. The military is an example of an organisation in
this third stage.

Henry Mintzberg, a Canadian professor, devised another influential
classification. He identified five basic structures.

1 The simple structure. This is the young company before its
entrepreneurial founder has had to let go of some of the strings. It is
often autocratic and, as Mintzberg points out, vulnerable to a single
heart attack. Before the industrial revolution it was the only structure
around.

2 The machine bureaucracy. This is the company with many layers
of management and a mass of formal procedures. It is slow to react
to change and seems ill-equipped for the 21st century.

3 The professional bureaucracy. This is the organisation that is
cemented together by some sort of professional expertise, such as a
hospital or a consultancy. It is usually the most democratic, partly
because it is often set up as a partnership. The decisions, like the
profits, are shared.

4 The divisionalised form. This is the machine bureaucracy that has
shed much of its bureaucracy. It is a structure where there is little cen-
tral authority, but whatever there is is clearly defined.

5 The adhocracy. This is the type of organisation frequently found in
the computer world, full of flexible teams working on specific pro-
jects. It is also the structure found in Hollywood and, says Mintzberg,
it is the structure of the future.
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Mintzberg’s classification embraces a fundamental distinction between
organisations that are vertical (types 1, 2 and 4) and those that are hori-
zontal (types 3 and 5).

In his book, The Horizontal Organisation, Frank Ostroff defines the
vertical structure as one:

.. with multiple reporting levels and a decision-making
apparatus that concentrates authority near the top. “Thinking”
is delegated to management; “doing” is accomplished in a
collection of functionally distinct departments populated by
individuals who are focused on specialised and generally
fragmented tasks.

Historically, most organisations have been organised vertically. This
structure was well suited to the Industrial Revolution and the needs of
mass production. But the Information Age is believed to require some-
thing different. The modern organisation needs a workforce with a
much higher degree of average skills. It also needs to be much more
focused on the customer (on titillating demand rather than on optimis-
ing supply). These requirements, it is argued, are better met by a hori-
zontal structure.

Horizontal organisations have a number of defining features.

» They make teams, not individuals, the central unit of
organisational design.

v They are built around cross-functional core processes, not around
tasks or functions.

¥, They are much closer to their customers and their suppliers.

¥ They create a corporate culture of openness and co-operation.

A brief history

The idea that an organisation’s structure is not something that can be
designed and considered in the abstract was stimulated by Alfred
Chandler’s 1962 business classic, Strategy and Structure. He argued that
all successful companies must have a structure that matches their strat-
egy. An economic historian, Chandler based his theory on studies of
large American corporations between the years 1850 and 1920, when
companies were developing from single-unit, centrally managed oper-
ations into umbrella-type structures where a number of comparatively
autonomous units shared certain overheads, in particular the strategic
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planning function. He found the origins of modern management hier-
archies in the rapid growth of the American railroads. Local decision-
making was required on and near the track, but at the same time there
was a need for a headquarters to co-ordinate all the local operations.
The structure was forced on the organisation by outside events.

In recent years, outside events (in particular globalisation and the
growing importance of information technology) have again forced
many businesses to rethink their structure. Companies as different as
General Electric, Ford, Motorola, Xerox and Barclays have adopted hor-
izontal structures to varying degrees.

Most organisations in future will probably be hybrids, drawing the
best from both the vertical and the horizontal. Some organisation-wide
vertical management processes, such as strategic planning, finance and
human resources, will surely have to be retained in order to integrate
the efforts of the horizontal operating groups. (See also The Seven Ss,
page 199, and Matrix management, page 152.)

Recommended reading

Chandler, A., Strategy and Structure: Chapters in the History of the
Industrial Enterprise, MIT Press, Cambridge, MA, 1990

Chandler, A. and Deams, H. (eds), Managerial Hierarchies: Comparative
Perspectives on the Rise of Modern Industrial Enterprises, Harvard
University Press, 1980

Drucker, P., Concept of the Corporation, Transaction Publishers, New
Brunswick, NJ, 1993

Mintzberg, H., The Structuring of Organizations: A Synthesis of the
Research, Prentice Hall, Englewood Cliffs, NJ, and London, 1979

Mintzberg, H., Mintzberg on Management, Free Press, New York, 1989

Ostroff, F., The Horizontal Organization, Oxford University Press, 1999

Weber, M., The Theory of Social and Economic Organisation, Free Press,
New York, 1997
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Succession planning

The idea that finding a successor to the current chief executive of an
organisation is a process that should be planned and executed methodi-
cally has gathered strength in recent years. There are two types of liter-
ature on the subject.

» That which looks at ways of finding a successor to the family (or
small private) business. The difficulties here are usually linked to
the incumbent/founder’s failure to take on board his own
mortality, or his inability to tell his beloved second son that (after
his death or retirement) there can be only one chief executive.

» That which looks at finding a successor to the chief executive of a
large public corporation. The focus here has shifted in recent
years to take in a wider constituency. Despite some writers’
insistence that finding a successor is the biggest responsibility of
any chief executive, no company now makes it a matter for the
chief executive alone. If left to their own devices, chief
executives, like the rest of us, are inclined to replace themselves
with a clone (on the grounds that they were without doubt the
best person imaginable for the job).

In both cases (in the family business and the public company), there
is general agreement that it is not wise to leave the choice of a successor
to the last minute. Any future chief executive needs to be groomed and
to have a handover period when the baton of responsibility is passed
from one to the other. A. Turner Foster of the Centre for Creative Lead-
ership says:

The ability to develop leadership in the successor generation is
crucial to the survival and growth of family-owned and
family-managed businesses. In order to successfully make the
transition from one generation to the next, family businesses
must design a process of grooming and developing the
successor generation of the family into skilled leaders.

Firms increasingly turn to outside headhunters or consultants to help
them choose their next chief executive. These outsiders may suggest a
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suitable internal candidate or seek to entice an external candidate to the
post. Their job is one of match-making: putting together a particular can-
didate’s set of skills with a set of defined requirements for the post.
These requirements should be different from those required by the pre-
vious chief executive since the company should have moved on in the
meantime.

A number of different types of successor can be identified.

» The inside outsider. The employee whose leadership style is
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completely different from that of their predecessor. This sort of
appointment is made by a company in need of a drastic change
in strategic direction, either because it has been passing through
the doldrums or because it wants to go for growth after a period
of consolidation. A classic appointment of an inside outsider was
that of Sir John Harvey-Jones as chairman of 1c1 in 1982.

The outside insider. The person who knows a lot about the
company but does not actually work for it. Such a person has the
objective view of the outsider without the complete ignorance
that is the outsider’s main drawback. Examples of outside
insiders include the many management consultants who have
gone on to head companies that they have advised, as well as
previous employees who have spent time working elsewhere
before leapfrogging back into the top post.

The horse-race winner. The internal candidate who is publicly
set against other internal candidates and told to compete for the
job. Classic examples of this are the three-horse race set up by
Walter Wriston to decide on his successor at Citicorp in 1984 (the
winner was the then youthful John Reed) and the three-horse
race won by Jeffrey Immelt to succeed Jack Welch at the head of
General Electric in 2001.

The boss’s pet. The candidate hand-picked and personally
groomed by the existing chief executive over an extended period
of time. When he was chairman of Gg, the UK’s biggest
engineering company, Lord Weinstock groomed his son, Simon,
to be his successor. But Simon died prematurely and the
company turned to an outsider (George Simpson) to succeed Lord
Weinstock. By the time Lord Weinstock himself died in 2002,
Simpson had changed the company’s name (to Marconi), taken it
wildly into telecommunications and almost bankrupted it.
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A brief history

Until the last two decades of the 20th century, most chief executives of
large companies were appointed from inside the organisation. Long
experience of the company’s business was considered the most impor-
tant qualification. But by the end of the century many more high-flying
managers were changing employer in mid-career. In 1988, on average,
an executive worked for fewer than three employees in his lifetime; ten
years later that average had risen to more than five. It became increas-
ingly common for new CEOs to be complete outsiders.

Manfred Kets de Vries, a professor at INSEAD, an international busi-
ness school near Paris, has said that the “high performers” of the late
1990s “are like frogs in a wheelbarrow; they can jump out any time”.
The more that high performers leap around like frogs, the more in-
genious companies have to become in order to make them stay in the
same wheelbarrow long enough to reach the top.

Recommended reading

Levinson, H., “Conflicts that Plague the Family Business”, Harvard
Business Review, March-April 1971

Vancil, R.F., Passing the Baton, Harvard University Press, 1987

Zaleznik, A., “Managers and Leaders: Are they Different?”, Harvard
Business Review, May-June 1977
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SWOT analysis

SwoOT is a handy mnemonic to help planners think about corporate
strategy. It stands for Strengths, Weaknesses, Opportunities and Threats.
What are an organisation’s swoTs? How can it manage them in a way
that will optimise its performance?

The process usually starts by listing items under the four headings; a
particular strength, for example, might be a dedicated workforce or
some currently valuable patent. These are then given scores according to
what are seen as likely to be the main issues in the company’s business
environment over the next few years. If a recession is beginning and
employees have to be laid off, then a dedicated workforce might be a
weakness. If a boom is about to begin, however, it will be a strength.

The four features can be divided along two main dimensions.

» Internal/external. The internal features are the company’s own
strengths and weaknesses. Analysing them is a matter of
analysing the state of the company. They are things that already
exist. The external features are the organisation’s opportunities
and the threats to its future performance. These exist only on the
horizon, and they are less easy to assess and measure. They arise
from things like changes in technology, demography or
government policy.

¥ Positive/negative. The positive things are the strengths and
opportunities; the negative ones are the threats and weaknesses.

swoOT analysis can be applied to many different aspects of a com-
pany’s business, such as its 1T capability or its knowledge (see Knowl-
edge management, page 132). The simplicity and intuitive wholeness of
the framework has helped to make it extremely popular with both cor-
porations and governments. Nevertheless, there has been no shortage of
critics. One of the main criticisms is that, in the end, swoT analysis
invariably relies on subjective judgments. Objective measures of all the
ingredients in the balance simply do not exist. Some say that this does
not matter, because the process of doing the analysis is more important
and revealing than the results of the analysis themselves. The journey is
more important than the arrival.

Other critics say that:
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» there is rarely any verification of the items listed;

» there is no attempt to reconcile the same items when they are
listed under different categories;

» the distinction between internal and external issues is not always
clear;

» there is no process for increasing the precision of the analysis.

swoT analysis has been used to consider not only the competitive
position of different companies, but also the competitive position of dif-
ferent countries. An analysis of the competitive advantages and dis-
advantages of Germany in 1999, for example, found that the country’s
strengths lay in its educated and skilled workforce. Among its weak-
nesses were its high labour and social costs.

Recommended reading

Hill, T. and Westbrook, R., “SWOT analysis: it’s time for a product
recall”, Long Range Planning, February 1997

Pickton, D.W. and Wright, S.W., “What’s SWOT in strategic analysis?”,
Strategic Change, Vol. 7, No. 2, March-April 1998

Weihrich, H., “Analysing the competitive advantages and
disadvantages of Germany”, European Business Review, Vol. 99,
No. 1,1999
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Synergy

The word comes from ancient Greek: cuvepyua means working together.
Andrew Campbell and Michael Goold, two British academics, define it
as “links between business units that result in additional value creation”.
It is, they go on to say, “a Holy Grail for large multi-unit companies”. It
is something akin to the philosopher’s stone: seeming to create extra
value without consuming resources.

The business gains from synergy are often not distinguished suf-
ficiently well from those that come from combining two businesses in
such a way as to create value. Synergy is passive; it happens when two
things come together regardless of what else they do. If a company buys
one of its major suppliers, the synergy comes from the fact that it is now
a preferred customer, not from the subsequent reorganisation of the
supplier’s warehouses so that they are more conveniently located for
their new owner.

Campbell and Goold say there are six areas where synergy can pay
off in business.

»i Through shared know-how.

¥ By co-ordinating strategies.

¥ By sharing tangible resources, such as call centres or transport
fleets.

¥ Through vertical integration (see page 239).

¥ By pooling the two organisations’ negotiating power, especially
with suppliers. It was a key aim of the Daimler/Chrysler merger,
for example, to make considerable savings in this way.

») By combining forces to create new businesses.

A brief history

Synergy has been used as part of the justification for almost every
takeover since Alexander moved into Egypt. In the 20th century the idea
was propagated by Ruth Benedict, an anthropologist. She used the word
when writing during the second world war about communities where
co-operation was rewarded and proved advantageous to all. The idea
was picked up and transferred to the business world by Abraham
Maslow (see Hierarchy of needs, page 115). It fitted well with Maslow’s
non-authoritarian model of organisational structure.

220



SYNERGY

Synergy has a clearly defined place in the well-grounded conceptual
framework of the value chain (see Competitive advantage, page 33), the
idea of the firm as a chain of linked activities (or groups of activities).
Michael Porter, for instance, has written:

The ability to add value through competing in multiple
businesses can be understood in terms of sharing activities or
transferring proprietary skills across activities. This allows the
elusive notion of synergy to be made concrete and rigorous.

Promises of synergy have often failed to deliver. As Campbell and
Goold put it: “Synergy initiatives often fall short of management’s
expectations.” They quote the example of a firm of consultants where,
in order to gain synergy, the 1T specialists were merged with the strategy
specialists, until the day when the 1T people found that the strategy
people were on a completely different scale of pay and perks. All the
synergy gains were lost in an instant. The authors end their article by
quoting the physicians’ creed: “First ensure you do no harm.”

Recommended reading

Goold, M. and Campbell, A., “Desperately Seeking Synergy”, Harvard
Business Review, September-October 1998
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Technology transfer

How to get technology to move about - from its origins in the corporate
or government laboratory to the commercial market where it can make
money for its inventors and all those involved with it - has been a long-
running issue for corporations and governments alike.

Transferring technology can involve moving physical devices and
equipment, or it can be intangible; it can involve knowledge itself or
technical know-how. The transfer can take place in many different
directions, from the public sector to the private sector, for example
(from state universities to commercial enterprises), or from rich coun-
tries to poor countries. It can also take place in a number of different
ways, via joint research projects, co-operation agreements, licensing or
trade shows.

A 1992 UN report on technology transfer declared that:

» Technology now consists of hardware (capital equipment),
software (such as computer programs) and services (human skills
in engineering, for example).

» Innovation now comes largely from corporations themselves,
rather than academic institutions and research laboratories.

v Although much innovation originates in the multinational’s home
country, foreign subsidiaries and affiliates are often responsible
for modifying it to suit local conditions.

Corporations export technology in various ways. For example:

»i They sell new or improved products to new markets abroad. At
one time the Japanese were notorious for taking new imported
products to pieces in order to analyse their technology. But they
were not alone.

» They take out patents in foreign countries with the aim of selling
the patent or licensing the use of it. Once the patent expires, the
technology that it protects comes into the public arena.

» They provide technical assistance as part of a large contract with
a foreign government or firm. This type of conditional contract
became increasingly common in the later years of the 20th
century as developing countries witnessed intensifying
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international competition to undertake their large public works
projects. “Yes, you can build my power station. But I want some
technical expertise as part of the price.”

» They make foreign direct investments (FD1). By buying a
substantial stake in a foreign corporation, multinationals inject
not only capital but also (to some extent) their management
know-how and production skills.

Because of this activity, multinationals are crucial to any global attempt
to improve the transfer of appropriate technologies to poorer countries.

There are, however, considerable barriers to the transfer of techno-
logies across borders. They include the following.

» Low local labour costs. These may discourage the application of
labour-saving technologies because they radically change the
balance in any cost-benefit analysis (see page 47) of the
introduction of the technologies.

» A lack of local infrastructure. It is no good, for instance,
introducing direct-sales techniques into a country that does not
have an extensive telephone network.

» A lack of local skills or education. In particular, this means
management skills. There has to be a certain level of
organisational sophistication for firms to benefit from many
technologies.

¥, Cultural and/or language barriers. Although the language of
engineering is increasingly English (or, more accurately, techno-
American), language is a barrier to the teaching of, say, supply
chain management to Swahili speakers. Similarly, culture is a
barrier to the transfer of all sorts of high-tech goods, ranging from
contraceptive pills to genetically modified foods.

A brief history

The idea that the transfer of technology, either within the confines of a
single country or across borders, is an important element in economic
growth (and is in short supply) came late to economists. Classical theo-
ries of trade, such as those of David Ricardo, did not take account of it.
In Ricardo’s early 19th-century London, the dramatic impact on indus-
trial production of inventions like the spinning jenny and the steam
engine had not yet been felt.

Until the 20th century, the only factors of production that were
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discussed were land, labour and capital. It was not until 1966 that Ray-
mond Vernon, a Russian-born Harvard professor of international
affairs, formally related the international spread of innovation to inter-
national trade and its cycles. Needless to say, in the 19th century there
was considerable transfer of technology across borders, particularly
between the UK and the United States. Much of it occurred through the
migration of people, who took their skills and technical know-how with
them to their new country.

By the late 20th century, the main conduits of technology across bor-
ders were multinational corporations. However, there was widespread
concern about the adequacy of the flows of technology between the
suppliers of it and the users of it. For example, in the United States the
government fretted that research from federal laboratories was not
being transferred at an acceptable rate to the marketplace.

One of the main reasons for this was that the fruits of federal
research used to be available to all. This was a good idea superficially,
but it prevented companies from investing in federal research because
they were then unable to protect their investment. In other words, they
held back because the fruits of federal laboratories were automatically
in the public domain. In recognition of this, the American Congress
enacted several pieces of legislation in the 1980s aimed at promoting the
transfer of federal technology and protecting private-sector investment
in it.

Recommended reading

Jeremy, D.J., Technology Transfer and Business Enterprise, Edward Elgar
Publishing, 1994

Vernon, R., Sovereignty at Bay: The Multinational Spread of US
Enterprises, Basic Books, New York and London, 1971
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Theories X and Y

Theory X and Theory Y were devised by Douglas McGregor in his 1960
book The Human Side of Enterprise. They encapsulated a fundamental
distinction between management styles and have formed the basis for
much subsequent writing about the subject.

Theory X is the authoritarian style where the emphasis is on “pro-
ductivity, on the concept of a fair day’s work, on the evils of feather-
bedding and restriction of output, on rewards for performance ... [it]
reflects an underlying belief that management must counteract an inher-
ent human tendency to avoid work”. Theory X was the management
style that predominated in business after the mechanistic systems of sci-
entific management (see page 194) swept everything before them in the
first few decades of the 20th century.

Theory Y is the participative style of management which “assumes
that people will exercise self-direction and self-control in the achieve-
ment of organisational objectives to the degree that they are committed
to those objectives”. It is management’s main task in such a system to
maximise that commitment.

Theory X assumes that individuals are base, work-shy and constantly
in need of a good prod. It always has a ready-made excuse for failure -
the innate limitations of all human resources. Theory Y, however,
assumes that individuals go to work of their own accord, because work
is the only way in which they have a chance of satisfying their (high-
level) need for achievement and self-respect. People will work without
prodding; it has been their fate since Adam and Eve were banished from
the Garden of Eden. Man must work to survive.

Theory Y gives management no easy excuses for failure. It challenges
them “to innovate, to discover new ways of organising and directing
human effort, even though we recognise that the perfect organisation,
like the perfect vacuum, is practically out of reach”. McGregor urged
companies to adopt Theory Y. Only it, he believed, could motivate
human beings to the highest levels of achievement. Theory X merely
satisfied their lower-level physical needs and could not hope to be as
productive. “Man is a wanting animal,” wrote McGregor, “as soon as
one of his needs is satisfied, another appears in its place.”

There are parallels with Abraham Maslow’s hierarchy of needs (see
page 115), and Maslow was indeed greatly influenced by McGregor. He
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tried to introduce Theory Y into a Californian electronics business, for
example, but found that the idea in its extreme form did not work. All
individuals, he concluded, however independent and mature, need
some form of structure around them and some direction from others.
Maslow also criticised Theory Y for its “inhumanity” to the weak, and to
those who are not capable of a high level of self-motivation.

A brief history

Douglas McGregor died at the comparatively young age of 58 in 1964.
He had a fairly straightforward academic career, lecturing at Harvard
University and miT, and becoming one of the first Sloan professors.
Because of his early death he did not publish much, but what he did
publish has had a great impact. In 1993 he was listed as the most popu-
lar management writer, alongside Henri Fayol, a Frenchman.

Many leading management figures who followed him, including
Rosabeth Moss Kanter, Warren Bennis and Tom Peters, have ack-
nowledged that much of modern management thinking goes back to
McGregor, and that his writing influenced subsequent ideas about lead-
ership.

In his comic classic Up the Organisation, Robert Townsend, a former
president of the Avis car-hire company, wrote powerfully in support of
Theory Y:

People don’t hate work. It’s as natural as rest or play. They
don’t have to be forced or threatened. If they commit
themselves to mutual objectives, they’ll drive themselves more
effectively than you can drive them. But they’ll commit
themselves only to the extent they can see ways of satisfying
their ego and development needs.”

Recommended reading
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1965

McGregor, D., The Human Side of Enterprise, McGraw-Hill, London, 1985
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Total quality management

Total quality management (TQom) is the idea that controlling quality is
not something that is left to a “quality controller”, a person who stands
at the end of a production line checking final output. It is (or it should be)
something that permeates an organisation from the moment its raw
materials arrive to the moment its finished products leave.

TQM is a process-oriented system built on the belief that quality is
simply a matter of conforming to a customer’s requirements. These
requirements can be measured, and deviations from them can then be
prevented by means of process improvements or redesigns.

The European Foundation for Quality Management (EFQM) says that
TQM strategies are characterised by the following.

» The excellence of all managerial, operational and administrative
processes.

» A culture of continuous improvement in all aspects of the
business.

» An understanding that quality improvement results in cost
advantages and better profit potential.

» The creation of more intensive relationships with customers and
suppliers.

¥ The involvement of all personnel.

» Market-oriented organisational practices.

Common failings include the following.

» Insufficient executive commitment.
» Unrealistic expectations.

» Failure to set priorities.

¥ Poor measurement methods.

A brief history

The idea of total quality management was developed inside a number
of Japanese firms in the 1950s and 1960s. But it was built largely on the
teaching of W. Edwards Deming and JJ. Juran, two Americans, who had
quietly developed the principles in the aftermath of the second world
war. With the help of books and articles, such as David Garvin’s 1983
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description in the Harvard Business Review of the way in which Tom,
and other techniques practised by Japanese companies, were putting
them streets ahead of their foreign competitors, the idea was later
reclaimed by the United States and widely adopted by American busi-
ness.

Europe, which at times looked as if it was being squeezed out of this
game of American-Japanese ping-pong, has also made claims to be the
fount of total quality. Raymond Levy, chairman of Renault, a French car
company, said in the early 1990s:

Quality is representative of a culture which we Europeans
have no reason to let others monopolise. The Europe of
Descartes; the Europe of the Age of Reason and the
Enlightenment; the Europe of the industrial and technological
revolution of the last two centuries holds within itself all the
elements of method and exactitude conveyed by the term “total
quality”.

In recent years, there has been some backlash against the implica-
tions of TOM, especially in the United States. Florida Power & Light, for
example, the first American company to win the Deming Prize for qual-
ity management, cut its TOM programme because of its employees’
complaints about the excessive amount of paperwork that it required.
Douglas Aircraft, a subsidiary of McDonnell Douglas, also cut its pro-
gramme to next to nothing. Newsweek colourfully described the aircraft
company’s action: “At Douglas, TOM appeared to be just one more hot-
house Japanese flower never meant to grow on rocky American
ground.”

Recommended reading

Crosby, P.B., Quality is Free, McGraw-Hill, New York and London, 1980

Deming, W.E., Out of the Crisis, MIT Press, Cambridge, MA, 2000

Juran. JJ. and Gryna, F.M,, Juran’s Quality Control Handbook, 4th edn,
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Hauser, J.R. and Clausing, D., “The House of Quality”, Harvard Business
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True and fair

The collapse of companies such as Enron and WorldCom in the after-
math of the Internet bubble demonstrated how central the accounting
process is to good corporate governance (see page 41). Both companies
manipulated their figures and then persuaded their auditors (Arthur
Andersen in both cases) to sign off on accounts that were at best mis-
leading, at worst downright criminal.

The cases highlighted a contrast between the modern American
approach to accounting and the more old-fashioned British approach.
America’s accounting rules have developed in recent years in the con-
text of the increasingly litigious nature of that country’s corporate life.
This has put pressure on American accountants to be very precise about
the rules governing what is and what is not permissible in company
accounts.

In the UK, however, accountants have stuck more closely to the old
idea of “true and fair”, of accepting that precision in accounting is a
chimera and that the best you can hope for in auditing is that the figures
appear (to an honest, independent expert of good will) to be as true and
fair a reflection of the corporate reality as it is possible to achieve. In the
UK, auditors are required to state whether the accounts they are signing
off on show a “true and fair view” of the organisation’s affairs.

Although this principle can overrule specific legal requirements, there
is no precise legal definition of what true and fair means. Despite its
vagueness, however, the Sarbanes-Oxley Act (legislation passed in the
wake of the Enron and WorldCom accounting scandals) reinstated the
idea in American accounting.

A brief history
For most of the past century, at least in the UK and the many countries
that follow British accounting principles, the true and fair view held the
upper hand over the strict rule setters. It was the most inviolate of the
four golden principles of accounting (and it was the only one not begin-
ning with the letter C: the other three are continuity, consistency and
conservatism).

After the corporate excesses of the 1980s, however, those in favour
of complying with rigid rules began to take charge. The freedom inher-
ent in the true and fair approach was widely deemed to have allowed
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the hucksters of the 1980s to manipulate accounts and deceive investors.

Part of the problem in the 1990s lay in the debasement of the
accounting profession itself. In an era that declared itself to be all about
change, creativity and innovation, it was common to denigrate “bean
counters”, people whose professional ethos was the antithesis of most
of this. (Creative accountants, after all, are folk who fiddle the books.)
Three decades ago, an accountancy training was essential for a young
manager aiming for the top. But the MBA has more or less replaced it for
the high-flying young executive. High aspirers now go to top-ranking
business schools, where they do not, by and large, learn how to count
beans.

Even chief financial officers have largely abandoned accountancy
qualifications. In 2001, Spencer Stuart, an executive search firm, did a
survey of the qualifications of the cros at Fortune 500 companies. Only
one in five of them had a cpa (Certified Public Accountant) qualifica-
tion; 35% of them had an MBA.

In this environment, two things compromised the accountants’ vision
of what was true and fair. One was their desire to do (more glamorous)
things than accounting and auditing - in particular, consulting. Arthur
Andersen, for example, earned $25m from its audit of Enron in 2000
and $27m in consulting fees from that company in the same year. The
other distortion came from the excessively familiar relationship that
grows up in cases where an auditor remains with the same client for
many years. At Enron, for example, many of the employees in the com-
pany’s accounts department had previously worked for Arthur Ander-
sen, and vice versa.

Recommended reading

Flint, D., True and Fair View in Company Accounts, Gee & Co, London,
1982

Higson, A. and Blake, J., “The True and Fair View Concept: a Formula
for International Disharmony”, Journal of Accounting, Vol. 28, 1993

Needles, B., Principles of Accounting, Houghton Mifflin, Boston, MA,
and London, 2002

Parker, R.H. and Nobes, C.W., An International View of True and Fair
Accounting, International Thomson Business Press, London, 1996
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Unbundling

The taking apart of a company, or any bundle of assets, was common
practice well before the American Supreme Court decreed in 1911 that
John D. Rockefeller’s Standard Oil Company should be compulsorily
unbundled. The court said that the company’s “very genius for com-
mercial development and organisation ... soon begat an intent and pur-
pose to exclude others”. Ninety years later American courts were to
come to a not dissimilar conclusion in the antitrust suit against
Microsoft. The software giant was effectively compelled to unbundle its
software packages.

The degree of industrial concentration that might have come about
had the unbundling of Standard Oil not occurred can be gauged from
the fact that, 60 years later, one part of that company (Standard Oil of
New Jersey, now called Exxon) was the third largest corporation in the
world. At the same time, Standard Oil of California and Standard Oil of
Indiana were the 11th and 15th largest corporations respectively.

Historically, the reasons for unbundling have fallen into two main
categories.

» As with Rockefeller’s oil companies (and as with AT&T - Ma Bell
- in the 1980s), it has been done in response to a government’s
wish to break up a monopoly or an undesirable degree of
industrial concentration.

» It has been done for sound commercial reasons, to realise greater
value through a sort of reverse synergy (see page 220) in which
three minus two equals more than one. This greater value is
realised either through a capital gain from the sale of the
previously bundled assets (a process often referred to as asset
stripping), or through an improvement in the margins on the
unbundled businesses.

A brief history

Unbundling has been fashionable in phases. It generally follows an
intense period of mergers and acquisitions. In the 1960s and early 1970s
there was a time when asset strippers assiduously searched for quoted
companies whose assets were worth more than their market value.
Information about quoted companies was far less than it is today, and
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it was available to a far smaller number of people. As a result, it was still
possible to spot genuine bargains.

Many of the asset strippers thrived on the detritus of conglomerates
that had failed to produce the value that they promised. People such as
Jim Slater and James Goldsmith in the UK were recognised experts.
Goldsmith said that the conglomerates of the 1960s “underperformed in
growth, profitability, worthwhile capital investment, creation of
employment and innovation”. They needed to be broken up. Slater’s
company (Slater Walker) was a byword for asset stripping before it
eventually crashed and became the subject of a Department of Trade
investigation.

In the early 1990s companies again began to unbundle in a wave of
enthusiasm for returning to their core competencies (see page 38) - those
few things that they thought they did particularly well. This time they
were not primarily concerned with asset stripping - that is, aiming to
make a fast buck by buying and selling unbundled bits. They wanted to
make better margins on what they chose to retain. Conglomerates again
were at the heart of the process. Companies like Hanson and BTR were
among the bungled conglomerates that were unbundled in the 1990s. At
the beginning of the 1990s, Hanson was worth $13.4 billion; by 1997 its
value had fallen to $4.9 billion. (See also Diversification, page 70.)

Recommended reading

Hagel, J. Il and Singer, M., “Unbundling the Corporation”, Harvard
Business Review, March-April 1999
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Unique selling proposition

Commonly referred to as a uUsp, a unique selling proposition is a
description of the qualities that are unique to a particular product or ser-
vice and that differentiate it in a way which will make customers pur-
chase it rather than its rivals.

Marketing experts used to insist that every product and service had to
have a Usp, at least one unique feature that could be distilled into a 60-
second sales spiel, the equivalent of a single written paragraph. But this
idea was usurped by the view that what really matters in marketing a
product or service is its positioning, where it sits on the spectrum of cus-
tomer needs. Shampoos, for instance, claim to meet all sorts of different
customer needs and sit in all sorts of different positions - the need to
wash dry hair or greasy hair, dark hair or blond hair, or the need to
wash hair frequently or not so frequently. Few of them, however, can
claim to have a unique selling proposition.

Uniqueness is rare, and coming up with a continuous stream of prod-
ucts with unique features is, in practice, extremely difficult. Philip Kotler
says that the difficulty firms have in creating functional uniqueness has
made them “focus on having a unique emotional selling proposition (an
EsP) instead of a UsP”. He gives the example of the Ferrari car and the
Rolex watch. Neither has a distinctive functional uniqueness, but each
has a unique emotional association in the consumer’s mind.

Uniqueness can be achieved in various ways.

¥ By offering the lowest price. John Lewis, a British department
store, claims that it is “never knowingly undersold”. Its usp
establishes it as the cheapest vendor (under certain prescribed
conditions) of the items that it sells. This is a rocky route to
success, however, particularly at a time when there are firms
prepared to sell (temporarily) at well below cost just to establish
turnover. This was the case with many of the early Internet
retailing experiments. Moreover, buyers who base their
purchasing decisions on price alone are often disloyal. Customers
continue to go to John Lewis for many reasons other than its
price promise.

¥ By offering the highest quality. This is the Rolls-Royce approach
to selling.
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¥ By being exclusive. In the information age, this is an increasingly

common type of usp. More and more firms offer a unique
packaging of information or knowledge.

By offering the best customer service. Domino’s Pizza became the
best-selling brand in the United States on the basis of its Usp:
“Fresh, hot pizza delivered in 30 minutes or less, guaranteed.” It
did not promise high quality or low price, just fast delivery. A
side benefit of a UsP like this is that it compels the firm’s
employees to try that bit harder to achieve the promise. A firm
that fails to fulfil the promise of its usp, however, is condemned
to a short future if it cannot quickly come up with a new one.

By offering the widest choice. This is particularly appropriate to
niche markets. A specialist cheese shop, say, can claim to offer a
wider selection of cheeses than anyone else.

By giving the best guarantee. This is particularly important in
industries such as the travel trade and catalogue selling, where
customers pay for something upfront and then have to hope that
what they think they have bought is eventually delivered.

Jay Abraham, a marketing consultant who once described himself as
“the most expensive and successful marketing consultant on the planet”,
says that most businesses do not have a usp:
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[They have] only a “me too”, rudderless, nondescript,
unappealing business that feeds solely upon the sheer
momentum of the marketplace. There’s nothing unique; there’s
nothing distinct. They promise no great value, benefit, or
service - just “buy from us” for no justifiable, rational reason.
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Value chain

The idea of the value chain first appeared in the second chapter of
Michael Porter’s book, Competitive Advantage, Creating and Sustaining
Superior Performance. In it he wrote:

A systematic way of examining all the activities a firm
performs and how they interact is necessary for analysing the
sources of competitive advantage [see page 33]. In this chapter,
Lintroduce the value chain as the basic tool for doing so.

In the decade after the book was first published (in 1985) the idea
became one of the most discussed and most misunderstood in the
whole of the management arena.

Each link in a value chain consists of a bundle of activities (value
activities), and these bundles are performed by a firm to “design, pro-
duce, market, deliver and support its product”. “Value activities are the
discrete building blocks of competitive advantage,” wrote Porter.

Rival firms may have similar chains, but they may also differ greatly.
Porter quoted the example of People Express, one of the earliest of the
low-cost airlines, and United Airlines, a traditional player in the indus-
try. They were both in the same business, but there were significant dif-
ferences in the way that, for example, they ran their boarding-gate
operations, their aircraft operations and their crews. Differences such as
these, claimed Porter, are a principal source of competitive advantage.

Critics of the idea focused on the difficulty in identifying the discrete
building blocks. Without defining them carefully it is not possible to
compare and contrast them with those of rivals and thereby to gain
competitive advantage. Porter tried to help. He said:

[Every value activity] employs purchased inputs, human
resources (labour and management), and some form of
technology to perform its function. Each value activity also
uses and creates information ... the appropriate degree of
disaggregation depends on the economics of the activities and
the purposes for which the value chain is being analysed.

He also said a bit about what value chains were not. For instance:
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“Value activities and accounting classifications are rarely the same,” he
explained. But still, firms found it hard to spot a value activity when it
hit their factory floor. Non-manufacturing businesses found it even
harder.

A brief history

Since Porter introduced the idea of the value chain, the concept has been
taken in a number of different directions. One has attempted to extend
it beyond the straightforward manufacturing processes for which it
was, in its early form, most suited. In 1993, Richard Norman and Rafael
Ramirez argued that the value chain was outdated, suited to a slower
changing world of comparatively fixed markets. Companies in the
1990s, they said, needed not just to add value but to “reinvent” it. This
they could do by reconfiguring roles and relationships between “a con-
stellation of actors” - suppliers, partners, customers, and so on. One
company they pointed to as having done this successfully was 1kEa, a
Swedish-based international retailer of home furniture.

Jeffrey Rayport and John Sviokla applied the idea to the virtual
world, the world of information, arguing that managers must pay atten-
tion to the way in which companies create value in both the tangible
world of the marketplace and the virtual world of the market space. Just
as companies take raw materials and refine them into products, so
(increasingly) do they take raw information and add value to it. This,
say Rayport and Sviokla, they achieve through a sequence of five activ-
ities: information gathering, organising, selecting, synthesising and dis-
tributing.
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Value creation

The debate about what is the true value of a company has continued for
many years, with no certain conclusion. Is it:

» the value that the stockmarket gives the company (market value);

v the value shown in its balance sheet (the accounting or book
value of its assets minus its liabilities);

» something based on its expected future performance - profits or
cash;

» none of these;

» all of these?

In the 1990s, the debate acquired a new urgency when companies
were persuaded that their main purpose was to create value for their
shareholders. In order to judge their performance over time, they
needed to know which yardstick of value they should use. All of them
had drawbacks.

Any measure based on stockmarket values is subject to the same
wild fluctuations as the market itself. In a rising tide, the saying goes, all
boats get raised. But when macroeconomic changes force up markets
generally, it does not mean that the value of each individual company
in that market has changed similarly. Markets are moved by sentiment
that has nothing to do with the underlying value of corporations. The
dotcom frenzy at the end of the 1990s was proof of this. Small new
Internet firms were suddenly lifted into the stratosphere by investors’
enthusiasm for their stocks. But their underlying value throughout the
frenzy remained more or less unchanged - for many of them, a value
that was ultimately measured by a liquidator.

Any measure based on book values has to get over the fact that
accounting measures are not carved in stone and can differ from country
to country. It is also stymied by the fact that book values fail to take full
account of intangible assets - things you cannot kick, like brands, patents
or partnerships. These have come to assume a significant proportion of
many companies’ value, particularly in the high-tech sector, where it is
particularly true that the assets walk in and out of the front door every
day. In 2000, it was estimated that intangible assets could account for as
much as half the value of the entire American economy.
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Measures that attempt to value a company based on its future
prospects soon run into the difficulty of quantifying what those
prospects are. The popular idea that a company is no more than the net
present value of its future cash flow depends on guessing first what that
cash flow is going to be, and then what interest rates are going to be.
Interest rates are needed in order to discount those cash flows and cal-
culate their present value. These measures have the advantage of being
independent of accounting rules. So they can be used to compare com-
panies in completely different industries and countries.

A measure developed to overcome these problems is called Eva (eco-
nomic value added). This is the measure of output (taken as operating
profit after tax and some other adjustments) less input (taken as the
annual rental charge on the total capital employed, both debt and
equity). Managers have all the elements of this equation (costs, rev-
enues, debt and capital expenditure) in their hands. So when it increases
or decreases they have no one to praise or blame other than themselves.
This makes it (in theory) a good benchmark against which to measure
their bonuses and other perks.

The idea of EvA was pioneered by Stern Stewart, a Chicago-based
firm of consultants whose website (www.eva.com) gives further details
of the method.
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Vertical integration

Vertical integration is the merging together of two businesses that are at
different levels of production, such as a food manufacturer and a chain
of supermarkets. Merging in this way with something further down the
production process (and thus closer to the final consumer) is known as
forward integration. Merging with something further back in the pro-
cess (such as a food manufacturer merging with a farm) is known as
backward integration. Businesses are downstream or upstream of each
other depending on whether they are nearer to or further away from
the final consumer (the sea to which the river of production flows).

Vertical integration is to be distinguished from horizontal integration,
which is the merging together of businesses that are at the same level of
production, such as two supermarkets, or two food manufacturers. The
integration of two organisations that are in completely different lines of
business is sometimes referred to as conglomerate integration (see also
Diversification, page 70).

The benefits of vertical integration come from an organisation’s
greater ability to control access to inputs and to control the cost, quality
and delivery times of those inputs. In line with the fading popularity of
the command-and-control type of organisational structure in the late
20th century, however, this logic became less compelling.

In the late 1990s, consultants McKinsey & Co wrote:

Whereas historically firms have vertically integrated in order
to control access to scarce physical resources, modern firms
are internally and externally disaggregated, participating in a
variety of alliances and joint ventures and outsourcing even
those activities normally regarded as core.

Note that the word for the opposite of integrated is disaggregated, not,
as it sometimes appears it should be, disintegrated.

Vertical integration has been a difficult strategy for companies to
implement successfully. It is often complex, expensive and hard to
reverse. Upstream producers frequently integrate with downstream dis-
tributors to secure a market for their output. This is fine when times are
good. But many firms have found themselves cutting prices sharply to
their downstream distributors when demand has fallen just to maintain
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their level of plant utilisation. This has often had the effect of driving
non-integrated competitors out of the business, and leaving customers
highly resistant to subsequent price increases.

The vertically integrated giants of the computer industry, such as
1BM, Digital and Burroughs, were felled like young saplings when Apple
got together with Intel and Microsoft at the end of the 1970s and formed
a network of independent specialists that produced machines far more
efficiently than the do-it-all giants.

A brief history

Some of the most visible examples of vertical integration have taken
place in the oil industry. In the 1970s and 1980s, many companies that
were primarily engaged in exploration and the extraction of crude
petroleum decided to acquire downstream refineries and distribution
networks. Companies such as Shell and Bp controlled and owned every
single step involved in bringing a drop of oil from their North Sea or
Alaskan origins to a car’s petrol tank.

The idea of vertical integration was taken a step further by Dell Com-
puter, one of the most successful companies of the 1990s. Michael Dell,
its founder, said that he combined the traditional vertical integration of
the supply chain with the special characteristics of the virtual organisa-
tion to create what he calls “virtual integration”. Dell assembles com-
puters from other firms’ parts, but it has relationships with these firms
that are more binding than those of the traditional buyer/supplier. It
does not own them in the way of the vertically integrated firm, but
through the use of information and a variety of loose associations it
achieves the same aim: “a tightly co-ordinated supply chain”.

Recommended reading

Dell, M., Magretta, J. and Rollins, K., “The power of virtual integration:
an interview with Dell Computer’s Michael Dell”, Harvard Business
Review, March-April 1998

Stuckey, J. and White, D., “When and When Not to Vertically
Integrate”, McKinsey Quarterly, No. 3, 1993
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The virtual organisation

Although it is widely alleged that the business organisation of the future
will be virtual, precise definitions of the phrase are hard to find among
those who make the allegation. But its origin is clear. It lies in the expres-
sion “virtual reality”, an experience in which electronically created
sounds and images are made to resemble reality. A virtual company
resembles a normal traditional company in its inputs and its outputs. It
differs in the way in which it adds value during the journey in between.

A virtual organisation is easy to recognise. One of the most cele-
brated is the UK’s Virgin Group. In 1995 it took 5% of the British cola
market with just five employees. This was achieved by tightly focusing
on the company’s core competence (see page 38), namely, its marketing.
Everything else, from the production of the drink to the distribution of
it, was done by somebody else.

The virtual organisation has an almost infinite variety of structures,
all of them fluid and changing. Most of them, like Virgin, need virtually
no employees. One New York insurance company was started from
scratch by someone whose overriding aim was to employ nobody but
himself.

The virtual organisation takes the emphasis away from physical
assets. This reflects the fact that adding value is becoming more depen-
dent on (mobile) knowledge and less dependent on (immobile) plant
and machinery. A virtual organisation also has few full-time staff of its
own, relying for the most part on a network of part-time electronically
connected freelances, sometimes referred to as e-lances.

Linked to the idea of the virtual organisation is the idea of the virtual
office, a place where space is not allocated uniquely to individual
employees. People work as and when they need to, wherever space is
available. This practice is commonly referred to as hot desking. The vir-
tual office has the advantage of providing a different vista every day.
But it makes it difficult to form close relationships with colleagues.

In Rethinking the Future, Lester Thurow, a former dean of the Sloan
School of Management, gave a vivid portrayal of the virtual office:

You walk in and there’s an electronic board that says room

1021 is empty. You go to 1021. You have your personal
telephone number. You call up your computer code. You press

241



THE VIRTUAL ORGANISATION

a button and your family picture is up on the flat-screen Tv set
on the wall. And that’s your office for as long as you're there.
The minute you leave, it ceases to be your office.

We know why you don’t do that at the moment; human
beings like to have a cave. But the first company that figures
out how to make this work will save 25% on office space, 25%
on telephones, 25% on computers. These will be the low-cost
producers, and low-cost producers will inherit the earth.

AT&T, an American telecoms company, reckons that it saved over
$500m between 1991 and 1998 by reorganising its office space along vir-
tual lines.

A brief history

The process of becoming a virtual organisation is a gradual one that
takes place over a period of time. As companies withdraw more and
more into their core competencies, so they become more virtual. The vir-
tual organisation is able to leverage this core into almost any industrial
sector. Thus it can be in the pensions business and the railway business
at the same time (as is the Virgin organisation in the UK). It can then
rapidly desert any one of these businesses, and equally rapidly move
into something completely different by means of strategic alliances with
organisations that have the essential skills that it lacks. It can do this any-
where in the world.

Hollywood is often quoted as the template for the virtual organisa-
tion. The way that movies have been made since the industry freed
itself from the old studio system (where everybody from Cary Grant
down to the doorman was a full-time employee) has been virtual. A
number of freelances, from actors to directors via set builders and pub-
licity agents, come together with a common purpose: to make a movie,
to tell a story on celluloid. They then go their separate ways and another
(unrelated) bunch of people (with a similar set of skills) comes together
to make another movie. And so it goes on, very productively.

The virtual organisation is more ephemeral than corporations of the
past. It is more difficult to define its corporate history because it has no
repository of long-term memory, the individual who has worked for the
same organisation for the best part of half a century. Nor has it any
long-term geographical presence or a local community that remembers
“Old Mr Chambers from way back”.
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Recommended reading
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Vision

A vision is the image that a business must have of its goals before it sets
out to reach them. It is a bit like the old saying: “If you don’t know
where you’re going, then for sure you won't get there.” Warren Bennis,
a noted writer on leadership, says:

To choose a direction, an executive must first have developed a
mental image of the possible and desirable future state of the
organisation. This image, which we call a vision, may be as
vague as a dream or as precise as a goal or a mission
statement.

In the early 1960s, John Kennedy had a vision of putting a man on the
moon by 1970; in the 1980s, Sanford Weill had a vision of making Amer-
ican Express the leading investment bank within five years. 1BM’s vision
at the time was even vaguer: to provide the best service of any firm in
the world.

Great leaders create great visions. In Dynamic Administration, Mary
Parker Follett, an American political scientist, wrote: “The most success-
ful leader of all is the one who sees another picture not yet actualised.
He sees the things which belong in his present picture but which are not
yet there.” Peter Drucker has argued that corporate success depends on
the vision articulated by the chief executive.

This description of Napoleon is from Louis Madelin, his contempo-
rary biographer:

He would deal with three or four alternatives at the same time
and endeavour to conjure up every possible eventuality -
preferably the worst. This foresight, the fruit of meditation,
generally enabled him to be ready for any setback, nothing
ever took him by surprise ... perhaps the most astonishing
characteristic of his intellect was the combination of idealism
and realism which enabled him to face the most exalted
visions at the same time as the most insignificant realities. And,
indeed, he was in a sense a visionary, a dreamer of dreams.

For a vision to have any impact on the employees of an organisation
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it has to be conveyed in a dramatic and enduring way. Metaphor is
often useful: “a chicken in every pot” is a standard off-the-shelf vision
for the politician promising a programme of rapid economic improve-
ment.

Jan Carlzon, the leader of Scandinavian Airline Systems (SAs) in the
1980s, once outlined his vision for the “Passenger Pleasing Plane”. With
seating never more than two abreast and higher roofs, Carlzon said that
his starting point was: “An aircraft which the passenger wants. Then we
can add on engines and the cockpit, not the other way around.” Unfor-
tunately, Carlzon did not survive in the industry long enough to turn
this particular vision into reality.

A brief history

James Collins and Jerry Porras were largely responsible for a revival of
interest in the “visioning thing” in the mid-1990s with their best-selling
book Built to Last. It related corporate longevity to a company’s vision
and to its goals. The average age of the authors’ sample of enduringly
successful companies was 97. They wrote:

The lessons of these companies can be learned and applied by
the vast majority of managers at all levels. Gone forever - at
least in our eyes - is the debilitating perspective that the
trajectory of a company depends on whether it is led by people
ordained with rare and mysterious qualities that cannot be
learned by others.

The authors have been criticised for the fact that 17 out of the 18 com-
panies they examined were American. (The one outsider was Sony.)
Experience of corporate longevity is undoubtedly greater in Europe and
Japan than it is in the United States. It would be interesting to look more
closely at experience there with the visioning thing.

Recommended reading

Collins, J.C. and Porras, J.I, Built to Last: Successful Habits of Visionary
Companies, 3rd edn, Random House Business, London, 2000

Collins, J.C. and Porras, J.I, “Building Your Company’s Vision”,
Harvard Business Review, September-October 1996
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Zero-base budgeting

Once upon a time a business’s annual budget was drawn up on the
basis of the previous year’s budget. To each item that appeared last year,
managers would add a certain percentage. The percentage would be
determined more or less arbitrarily, although it would probably be
related in some indeterminate way to the rate of inflation, the com-
pany’s overall strategy and the manager’s frame of mind that day.

For many years it was widely recognised that this was not an ideal
way to allocate a company’s scarce financial resources. It encouraged
managers to focus on the cost increases from year to year rather than on
the underlying costs themselves. It also inadequately took account of
the rapidly changing environment in which a company operated. For
example, increasing last year’s expenditure on 1T by the rate of inflation
“plus some” was, at some stage, sure to leave a business way behind its
rivals.

Nobody came up with anything better until Peter Pyhrr, a manager at
the Texas Instrument company in Dallas, developed the idea of zero-
base budgeting. Each year he prepared his budgets as if last year’s fig-
ures had not existed. Every assumption had to be rethought from
scratch and then justified. It was not acceptable to use last year’s expen-
diture as a benchmark for this year’s budgeted costs, and then only to
have to justify the increase in that expenditure. In effect, zero-base bud-
geting treats all claims on financial resources as if they were entirely
new claims for entirely new projects.

A basic requirement of zero-base budgeting is that managers prepare
budgets for the cost of running their operations at a minimum level.
They are then required to calculate the costs and benefits of making a
business decision that would lead to an incremental increase from that
level. Breaking the budget down into different decision packages in this
way makes it easier for senior managers to make choices among com-
peting claims on scarce resources.

The idea was rapidly adopted by other companies. It has also been
used extensively by local and national governments and by health and
education authorities, areas where the budgeting process has tradition-
ally rolled over from one year to the next with its underlying assump-
tions rarely questioned.

Criticism of zero-base budgeting focuses on the practical difficulties
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of implementation, and on the fact that it is time-consuming. Traditional
incremental budgeting retains the great advantage of simplicity.
Another author claims that “recent history has indicated that zero-base
budgeting is very susceptible to political influence and pressures”.

Recommended reading

Pyhrr, P., Zero-base Budgeting: a Practical Management Tool for
Evaluating Expenses, John Wiley, New York and London, 1977
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