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Allstate

High-performance customer service,
delivered.

To maintain its position as one of the country's
largest property and casualty insurers—while
also positioning itself to offer a broader range
of financial products—Allstate wanted to offer
new ways of interacting with customers, and
to do it on an aggressive schedule. Building
on a long relationship with Allstate, Accenture
deployed eight development teams to help
design and implement The Good Hands Network;
which adds integrated Internet and call center
channels to the existing system of local agents.
Deployed in just 18 months, the two new
channels enable customers to do business with
Alistate 24/7. Already, over 40 percent of the
company's more than 6 million yearly inquiries
are made outside of traditional business hours,
further extending the company's standing as a
high-performance business.

Thomas Cook

High-performance operations, delivered.

A 163-year-old brand with many owners over
the years, Thomas Cook UK & Ireland was a
respected but complex, decentralized travel
services business in need of a return to
profitability. In an innovative co-sourcing
arrangement with Accenture, the company
created a shared services center to consolidate
its widely dispersed IT, finance and HR
administration operations. Responsibility for
strategy and policy was retained by Thomas
Cook, with Accenture facilitating operations
management. In 16 months, the company
removed £140 million in operational costs,
helping to achieve an £83 million turnaround,
establishing Thomas Cook as a high-performance
player in the competitive UK travel business.

served.

©2004 Accenture. All rights re:
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It’s big, it’s bold, it’s Xerox color. Put it to work in
39% more memorable. Pretty impressive.

Success is in the details. Keeping those details fresh in
everyone’s mind is what Xerox color is all about. Use color
smartly and it communicates facts, underscores salient

points, and adds “aha’s” to your work. That’s why our
wide selection of desktop color printers, multi-function
systems, and digital presses has something more. Xerox

Xerox color printers
multi-function systems
& digital presses

xerox.com/colory 1-800-ASK-XEROX ext. COLOR

© 2005 XEROX CORPORATION. All rights reserved. XEROX® and Xerox Color. It makes business sense are trademarks of XEROX CORPORATION in the United States and/or other countries.
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your business and it can make your sales pitches
Xerox Color. It makes business sense.

color expertise. It’s the know-how that combines state-of-
the-art technology with real economy, to help you boost
productivity and business performance. Xerox color expertise

is already making business sense in thousands of companies,
leaving lasting impressions that make an impact on the

XEROX

Technology | Document Management | Consulting Services ‘

bottom line. It’s the juicy stuff any business would like to see.
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If you think we work hard to come up with you can control greenhouse gases you

breakthrough technologies, you should have to know where those emissions are
see how hard we work to share them. coming from and in what quantities.
At ChevronTexaco, we know that before So we created the SANGEA™ Energy and

| www.chevrontexaco.com/emissions

©2004 ChevronTexaco Corporation. ChevronTexaco is a trademark of ChevronTexaco Corporation.
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Emissions Estimating System, proprietary industry activity. We then gave that technology

software that can, along with the energy to our competitors. Because in the end,
industry’s standard methodologies, estimate improving the environment can best be
emissions from every single oil and gas accomplished by improving our cooperation.

After investing heavily in a better technology
to measure greenhouse gases, what do we do?

Give it away.

ChevronTexaco

Turning partnership into energy."
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72 Ending the CEO Succession Crisig
Ram Charan

You know something’s wrong when two out of every
five new CEOs last less than two years on the job.
The ultimate fix may take time, but there’s a lot com-
panies can do right now to stop the revolving door.

82 |Productive Friction: How Difficult Busines$
Partnerships Can Accelerate Innovation
John Hagel Il and John Seely Brown

Companies get better at what they do—and improve
faster than their competitors—by working with outsiders
whose capabilities complement their own. The trick is to
harness the creative power of the inevitable clashes.

104 [Change Through Persuasion

92 Bhould Nonprofits Seek Profitsd David A. Garvin and Michael A. Roberto

William Foster and Jeffrey Bradach Change requires more than just a great turnaround
plan; it also requires a persuasion campaign to make
the change stick. The impressive turnaround at a world-
renowned teaching hospital shows how to plan a change
campaign—and carry it out.

That exciting product your nonprofit is selling may seem
more like a resource sink once you factor in overhead
and the costs of diverted managerial energy. Don’t
believe all the hype—earned-income ventures aren’t
right for every organization.
114 THE HBR INTERVIEW
[Transforming an Industrial Gian
Heinrich von Pierer

Interviewed by Thomas A. Stewart and Louise O’Brien

During his 12 years as CEO, Heinrich von Pierer took
Siemens from a successful company to one of the world’s
most competitive. Here he shares his insights about port-
folio restructuring, his lessons from competing with GE,
and the pros and cons of being based in Europe versus
America.

continued on page 8
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Traditionally, supply chains
have been viewed as a necessary
evil. A cost to be contained.
Which is why so many logistics
managers have been given
orders to just make them leaner
and cheaper.

But the truth is, supply chains
do not exist in a vacuum.

They are the one thing that
integrates every single part of
your company. Connecting your
suppliers and, most importantly,
your customers.

At UPS Supply Chain Solutions?'
we're working with customers
to synchronize the movement of
goods, information, and funds.
We have expertise in everything
from freight and customs handling
to inventory management and
service parts logistics.

We know how to design the
ideal supply chain. And we have
the technology to give you
visibility and control all along
the way.

At UPS we see this as
synchronizing commerce.

Our customers usually see it
as the competitive edge they
were looking for.

4 / i 0 ! : UPS.com/supplychain
~d | - { - - pply
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10
Picking and Choosing
What are the dots on the horizon that
will be on the executive committee’s
agenda a couple of years hence? This
year’s HBR List hands you the binocu-
lars and tells you where to look.

17
Breakthrough Ideas for 2005

Seek opportunity in biometrics. Face
your fears of big risk. Be inspired by fig
wasps. There’s a trove of enlightening
and sometimes unnerving new ideas
in HBR’s annual survey of innovations
and trends.

56 R005 IN BOOKS

HBR previews more than a dozen books
due out this year. They range from
Thomas L. Friedman’s The World Is Flat:
A Brief History of the Twenty-First Century
to Eileen C. Shapiro and Howard H.
Stevenson’s Make Your Own Luck: 12
Practical Steps to Taking Smarter Risks in
Business, which advises executives to
apply the techniques of skilled gamblers.

59 HBR CASE STUDY
Springboard to a Swan Dive?
Ajit Kambil and Bruce Beebe

At first, the invitation to join the board
of a Fortune 500 company seems like
an honor to John Clough. But then he
learns about the demands—and the
potential liabilities. Is directorship a
privilege or a burden?

102

125

132
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ANAGING YOURSEL
Two Executives, One Career
Cynthia R. Cunningham
and Shelley S. Murray

For six years, Cynthia Cunningham and
Shelley Murray shared an executive job
at Fleet Bank, effectively acting as one
person. Not only did that arrangement
work well for them, it earned millions
of dollars for the bank.

BEST PRACTICH

Strategic Sourcing: From
Periphery to the Core

Mark Gottfredson, Rudy Puryear,
and Stephen Phillips

There’s just about nothing a company
does that couldn’t be outsourced any-
more. Here’s a systematic way to iden-
tify which functions your company
needs to own and protect, which can
be best performed by what kind of part-
ners, and which could be turned into
new business opportunities.

LETTERS TO THE EDITOR

Traditional methods of executive coach-
ing may not work with leaders out-

side the United States. Coaches need

to assess—and adjust.

XECUTIVE SUMMARIES

PANEL DISCUSSION
Death by a Thousand Cuts
Don Moyer

Price wars between equals produce
injuries on both sides and victory on
neither. So launch hostilities only when
you’re sure you can drive your competi-
tor from the market.
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“MOTOROLA IS TAPPING INTO AUSTRALIA'S
UNIQUE INTELLECTUAL CAPITAL TALENTS.

OUR SOFTWARE OPERATIONS IN PERTH AND ADELAIDE COMPLEMENT SIGNIFICANT GROWTH
IN CELLULAR, BROADBAND AND PUBLIC SAFETY COMMUNICATIONS. AUSTRALIA PROVIDES
A STABLE ENVIRONMENT FOR MOTOROLA'S BUSINESS TO FLOURISH AND OFFERS UNMATCHED
SUPPORT AND COLLABORATION FROM EDUCATIONAL INSTITUTIONS.”

ED ZANDER, CHAIRMAN AND CHIEF EXECUTIVE OFFICER, MOTOROLA, INC.

THE FUTUREII | I
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TechnologyAustralia

Perth, Australia

Australia | the place to grow your business in the world's fastest growing region

Australia is the contemporary base for business in the region that
now supports almost half of all global trade - the Asia-Pacific.

hanghai Tokyo

New Delhi

Having just been ranked as the most resilient economy in the
world, for the third year in succession (WCY 2004), Australia
offers a stable platform for investment.

Plus, businesses in Australia have the advantage of operating
in the same time zone as Asian markets as well as having their
business day overlap with those of Europe and the US.

Australia not only offers a unique business environment that
reflects an affinity with Asia, the US and Europe. It is also ranked
the best place in the Asia-Pacific in which to live and work (EIU
2004), as well as the easiest place in the world in which to start
a business (World Bank 2004).

Australia, it's the ideal location to grow your business.

Motorola, Inc. is a global
communications leader providing
seamless mobility products and
solutions across broadband, embedded
systems and wireless networks.

In Australia and the Pacific region,
Motorola is a leading supplier of
personal, emergency, government,
and law enforcement communications
equipment and services.

Motorola's Australian operations offer
unmatched research and software
operations, an outstanding
intellectual property portfolio and
wide ranging third party alliances.

With its uniquely talented workforce
and stable business environment,
Australia is a critical component of
Motorola's future global strategy.

Don't make an investment
decision the Asia-Pacific
without visiting

AUSTRALIA | AT A GLANCE

One of the lowest cost business locations
in the industrialised world (KPMG 2004)

Fourth largest investment funds under
management in the world - US$532b (FEFSI)

Jumped from 19th to 7th most attractive
market worldwide (A.T. Kearney FDI
Confidence 2004)

Home to the most multilingual workforce
in the Asia-Pacific (ABS 2004)

Lowest risk of political instability in the
Asia-Pacific region (WCY 2004)

In terms of patent and copyright enforcement,
Australia’s modern and effective intellectual
property regime is ranked first in the
Asia-Pacific region (WCY 2004)

Australian Government

[www.investaustralia.com|

Invest Australia
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FROM THE EDITOR

Picking and Choosing

HAT KEEPS YOU UP AT NIGHT

with fear or excitement? What
do you know—or suspect-will change
business but isn’t widely recognized
now? What’s the dot on the horizon
that will be a big topic on the executive
committee’s agenda a couple of years
hence? Those are the questions that
animate our search for breakthrough
ideas for the annual HBR List, fea-
tured in this issue. Ideas are our stock-
in-trade,in every issue, in every article.
For several years, we tagged each cover
with the phrase “Ideas with Impact”
Most of the year, we bring you ideas that have been thor-
oughly developed and rigorously tested by scholars and
other experts. But you have also told us that you expect us
to describe emergent ideas the experts suspect are true
but cannot yet prove. That’s the job of the HBR List—to pre-
sent ideas that are very much alive but still caterpillars or
chrysalides, if you will.

This year, senior editors Leigh Buchanan and Anand
Raman led the search party, which took them through the
groves of academe, consulting, and, of course, business. In
August, we augmented the quest by bringing together
a couple of dozen of the smartest people we know for a two-
day convocation at the Harvard Faculty Club. A group from
the World Economic Forum’s Centre for Strategic Insight,
headed by Ged Davis, acted as cohosts. We were hoping to
find ideas that both of us—HBR and the WEF —felt ought
to be brought forward, so that we could present them here
in these pages and the WEF could arrange to discuss them
atits annual meeting, held in Davos, Switzerland, in the last
week of January. Indeed, as you’ll see, several of the topics
in the List came out of that August gathering and, by the
time this is published, will have been the subject of discus-
sion in Davos as well.

If the List looks forward, “Ending the CEO Succession
Crisis” is an important article about an issue that is imme-
diate and urgent. For a while now, I’ve been concerned that
something is out of whack (mostly in the U.S.) with the way
CEOs are chosen. | thought | saw too many outside hires,
too few promotions from within. | certainly saw too many

10

“boomerang CEOs” —old guy retires,
new guy comes in and quickly fails,
board recalls old guy from the golf
course in Scottsdale, and old guy runs
the place while board tries again. | dug
around a bit to check my hunch, then
called Ram Charan.

Bless him, he said exactly what I'd
hoped: Agreeing vociferously that CEO
succession is in crisis, he offered to
write an article about it. Ram, coau-
thor with Larry Bossidy of Execution
and Confronting Reality, spends much
of his time consulting to chief execu-
tives and boards of directors. Rarely, he finds, do either take
seriously enough their responsibility for CEO succession.
When they do begin to focus on the topic, the incumbent
CEO is usually nearing retirement. That’s too late. Executive
talent has to be mined, refined, and annealed in the fires of
competition. It takes time. It can’t be left to chance. Neither
can boards rely on executive search firms. For all their value,
search firms’ work is no substitute for the kind of succession
program that keeps a company’s coffers filled with mana-
gerial gold.

For one thing, imported talent tends to do less well than
homegrown talent. That fact was revealed and explained
some months ago in HBR, in “The Risky Business of Hiring
Stars” (May 2004), by Harvard Business School professors
Boris Groysberg, Ashish Nanda, and Nitin Nohria.

For another thing, a company busy developing talent has
the benefit of that talent’s work years before the corner
office becomes vacant. It will simply be a better-led, better-
managed, and better-performing organization. As you see
from Ram’s article, there are a number of straightforward
ways in which CEOs and directors can help their compa-
nies become the kind of place where the biggest problem in
picking a new CEO is having too many excellent candidates
among whom to choose.

O -7

Thomas A. Stewart

ROBERT MEGANCK
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Our annual survey of emerging management ideas
considers the downside of reliability and the upside of
flip-flops; new directions for evolving technologies; and

the persistent questions of who we are and what we fear.

2005

here exists a fleeting and deliriously exciting moment in the life of an
idea when it teeters between what one person suspects and what
everyone accepts. In that moment, months or years before it exerts

N

=\

any practical influence, the idea holds the greatest potential to inspire
and incite. Opportunities, implications, and related discoveries open up from it
in all directions like a hall of mirrors.

The HBR List is our annual attempt to capture ideas in just that state of becom-
ing: things felt but not yet spoken, innovations that will change -something? every-
thing? — and promising or unnerving developments. This year’s offerings are in-
triguingly varied, yet two timely themes recur. First is a rising preoccupation with
identity, embodied in entreaties to make business meaningful as well as reliable,
to anoint continuity champions, and to analyze one’s organizational DNA. Second
is anxiety over unclear or not-yet-present dangers, illustrated by warnings about
risks without owners, the potential failure of the global intellectual-property-rights
system, and the fear of fear itself.

Our impressive roster of contributors includes Nobel Prize winner Robert C. Mer-
ton, renowned anthropologist Mary Catherine Bateson, and Stanford business
professor Roderick M. Kramer, the second-place winner of last year's McKinsey
Award. In addition, a number of pieces emerged from a two-day brainstorming ses-
sion hosted by HBR and the World Economic Forum last August; some two dozen
of the best and brightest minds from around the world identified nascent ideas with
the greatest potential for impact. In January, the WEF further developed some of
those themes at its annual meeting in Davos, Switzerland.
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Flipping Without
Flopping

Few attributes are as closely associated
with effective leadership as decisive-
ness. Particularly in moments of crisis
or opportunity, we expect our leaders
to take swift, sure action and then to re-
main steadfast.

Given those powerful associations,
the demonization of flip-flopping will
likely be an enduring relic of the 2004
U.S. presidential campaign. A year ago
the worst thing leaders could do was
lie. Today, it seems, the worst thing they

can do is change their minds. Indeed,
no idea has gained greater currency re-
cently than that flip-flopping is the ulti-
mate failure of leadership.

That is worrisome, because leaders
must be able to flip-flop without fear.
Flip-flopping is not the same thing as
indecision —roughly, the inability to ar-
rive at a choice. Rather, it means altering
a stance after a choice has been made.
Changing course is simply the right
move in some circumstances.

Obviously, leaders should flip when
they make the wrong decision. Last Oc-
tober, executives at Universal Studios
reversed course and pulled the plug on
a major, star-studded film, American
Gangster, as its budget crept toward
$100 million. If United Artists’ leaders
had shown the same decisiveness a
quarter century ago, they might have
saved the studio and their jobs. Instead,
they refused to flip — resulting in what
was then the largest flop in Holly-

White House denouncing the Soviet
Union as an evil empire ruled by ruth-
less leaders; he then worked closely with
Mikhail Gorbachev to help bring an end
to the Cold War. Flipping can also be
used strategically to catch opponents
off guard. Richard Nixon brilliantly re-
versed a lifetime of public commitments
when he suddenly opened the door to
China, diverting the nation’s attention
from problems at home. Unpredictabil-
ity, to Nixon, was a potent weapon. “I
just get up every morning to confound
my enemies,” he once said.

Still, leaders face formidable psycho-
logical and social pressures to stand by

their decisions. In anxious times, espe-
cially, people who feel physically and
economically threatened yearn for what
psychologists call closure. Predictability,
too, is important. (For more on the se-
ductive charms of predictability, see the
HBR List article “Seek Validity, Not Re-
liability””) Individuals respond to lead-
ers’ words by taking their own actions:
A corporate client invests in new soft-
ware; an employee buys a home. If that
leader then does an about-face, the basis
for the individual’s decision collapses.

Leaders, in turn, desire to appear
strong, resolute, and unwavering. The
fact that their decisions are often public
events—the formal announcement, the
justification, the answer to a challenge—
makes reversing course even more diffi-
cult. Last fall, several commentators la-
beled Scott McNealy a flip-flopper for
proclaiming Sun’s support for Linux in
a keynote address and then saying at a

press conference two days later that the
operating system was better suited for
hobbyists than for corporate use.

Because a leader will always need the
option to re-decide, he should prepare
the ground for reversals well in advance.
That means building up a store of cred-
ibility. And it means sending a powerful
message to employees, shareholders,
and customers that this leader isn’t
afraid to take a second look at any deci-
sion and to change his mind —if it is in
stakeholders’ interests.

Leaders—and the public—must recog-
nize that changing one’s mind does not
signal an inability to lead. Rather, it sig-
nals an ability to learn. Senator George
McGovern once praised George H.W.
Bush for flip-flopping on the value of
Medicare. (As a young congressman,
Bush had initially opposed it.) “Chang-
ing one’s mind is not a sin,” McGovern
said of that change of heart. “It is a way
of saying that ’'m wiser today than I was
yesterday.”

Roderick M. Kramer|(kramer_roderick@|
is the William R. Kim-
ball Professor of Organizational Behavior
at Stanford University’s Graduate School
of Business in California.

Everybody into
the Gene Pool *

Businesses big and small are emerging
from the U.S. economy’s long winter
eager to pursue aggressive new growth
strategies, but many of their managers
are dealing with a nagging suspicion
that their organizations aren’t up to the
challenge. They have a vague sense that
the capability they’ve assembled just
isn’t firing on all cylinders.

Most of us would agree that life feels
different when we’re part of a high-
performing team, whether it’s a “hot
group” or some bigger, well-oiled ma-

chine. People in those situations

wood history: Heaven’s Gate.

On occasion, an unexpected flip
can set the stage for great achieve-
ment by dramatically recasting an
issue. Ronald Reagan rode into the

% Harvard Business Review

% Codeveloped by Harvard Business Review and the
World Economic Forum
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spot and capitalize on opportu-
nities swiftly—and seem to draw
energy from their work. To an ex-
tent, we can sense when another
organization has the right stuff.
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STEPHEN WEBSTER

But if that kind of thing isn’t going on in
yours now, how can you make it hap-
pen? What levers should you pull?

According to Gary Neilson, a senior
vice president at Booz Allen Hamilton,
an organization works the way it does
thanks mainly to the interaction of four
key elements: structure, decision rights,
motivators, and information. Like the
four nucleotides of DNA, he says, these
basic building blocks combine to pro-
duce myriad organizational forms —
some viable and some not. There isn’t
one optimal design. Just as high perfor-
mance in the natural world can take the
form of a hummingbird or a husky, in
the business world it can be generated
by wildly different kinds of companies.
The DNA metaphor reveals the danger
of tinkering with any one element-say,
incentives (motivators) — in isolation.
A change in one area will have far-
reaching effects and will yield mostly
unintended traits. Booz Allen seeks to
understand the elements’ interactions
so well that the consequences of inter-
ventions become predictable. “Right
now,” Neilson says, “we’ve cracked the
diagnostic side of it”

Accenture’s Institute for High Perfor-
mance Business is similarly focused on
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identifying the factors that can put or-
ganizations into the zone, but research-
ers at the institute prefer to speak in
terms of “performance anatomy” rather
than DNA, according to the firm’s chief
strategist, Tim Breene. The implication
is that a company is not locked into its
fate —it can improve through sustained
effort. And what is it that companies
must learn to do better? Five things: bal-
ance the managerial demands of today
and tomorrow; create “talent multipli-
ers” that amplify people’s contributions
to produce a superior return on salary
investments; apply technology strategi-
cally rather than for incremental pro-
ductivity gains; focus on a select few
(but diverse) aspects of the business that
are critical to success; and continuously
renew the organization’s vitality. By at-
taching appropriate metrics and proj-
ects to these goals, Breene claims, man-
agers can achieve real performance gains.

Booz Allen’s and Accenture’s initia-
tives are important for a few reasons.
They are redefining the problem of or-
ganizational performance, elevating it
above the too-squishy territory of cor-
porate culture and too-mechanistic mod-
els of organizational structure. In so do-
ing, they’re making the je ne sais quoi

Breakthrough ldeas for 2005 « THE HBR LIST

of companies more decodable, teach-
able, and learnable. And they’re doing
this just at the point when managers
most sorely need it.

Across the board, management con-
sulting firms report that clients are hun-
gry for insights on how to close the gap
between an organization’s performance
and its potential. Neilson figures the
hunger comes from the bind CEOs find
themselves in. Recent years have seen
an increase in forced turnover among
their ranks, so they feel pressure to “de-
liver or depart.” If a CEO can’t come up
with the goods instantaneously, he must
be able to convince his newly aggressive
board that he is moving the organiza-
tion toward the top of its game. And he
must be able to make the same persua-
sive argument to Wall Street, which as-
sumes slipups are likely along the way
and so routinely discounts the potential
impact of strategy announcements. Neil-
son says companies want to get to the
point where Wall Street simply assumes
they have the ability to execute; ulti-
mately, they’d like to be able to spot the
next big thing and be immediately re-
warded with a share-price increase. As
one CFO succinctly put it: “What I'm
looking for is an execution premium.”

Wouldn’t that be nice? Perhaps it’s not
such an outlandish thought - if you’ve
already discovered what kind of com-
plex organism you’re dealing with, what
care and feeding it needs to stay healthy,
and what carrots or spurs will get it to
rise to a challenge.

Julia Kirby|(jkirby@hbsp.harvard.edu)|is
a senior editor at HBR.

The Velcro
Organization

Competing in global markets raises
thorny issues about organizational de-
sign. Functional excellence is a neces-
sity in international markets; that’s a
given. But a customer orientation is also
required. Indeed, when their customers
are located in multiple countries, com-
panies need to be responsive to local
cultural, legal, and competitive require-
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ments. This isn’t textbook knowledge:
Managers need to know about the in-
dividuals and relationships that make
business work in a particular place.

Traditional organizational design as-
signs responsibility for different parts of
the company or division to specific man-
agers. Susan is the sales manager. John
is the product manager. That approach
has led to complex matrix structures in
multinationals, with individuals serving
more than one boss. Susan is responsi-
ble for sales of dessert products in Spain.
She reports to both the country man-
ager for Spain and the product manager
for desserts.

Managers in matrix organizations
often complain that decision making is
slow and the bureaucracy is burden-
some. At a more fundamental level, the
matrix structure is problematic because,
as research shows, structure shapes strat-
egy. The organization’s hard wiring, in-
cluding its information and compen-
sation systems, shapes how managers
think about the business. Susan’s bosses
optimize results in their own organi-
zations because they have the informa-
tion to do that and because that’s what
they’re rewarded for. The matrix struc-
ture is also resistant to change. It doesn’t
magically rearrange itself, even if, as is
so often the case, cross-unit work offers
the best bet for growth.

There is a better approach. It asks
managers to shift roles depending on
the tasks they are performing. For each
task, accountability must be clear. If a
manager is responsible for several tasks,
then she may find herself playing sev-
eral roles. When Susan is planning the
sales efforts for desserts in Spain, she is
a line manager with responsibility for
results. When she takes part in a strate-
gic planning exercise for new desserts,
she may have a staff role —or, if her skill
set is appropriate, she may be the leader
of the European markets team. The as-
sets of the organization are clearly iden-
tified, but how they are assembled var-
ies with the task. I call this the “Velcro
organization”because in it, relationships
need to be rearranged quickly, easily,
and effectively. The approach (with-
out the name) can be seen in many or-
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ganizations, from WPP and Merck to
McKinsey and Harvard Business School.

At HBS, where I've taught for 41
years, the faculty must be able to orga-
nize its various skills to deliver core pro-
grams. To make that happen, we have
learned to play multiple roles. For ex-
ample, I chair the General Manager Pro-
gram. One of the program’s instructors
is the senior associate dean for execu-
tive education. For the purposes of that
program, he works for me. For purposes
of planning executive education, I work
for him. Other HBS professors have
roles that require them to look after fac-
ulty development or program staffing.
Depending on the task, we wear differ-
ent hats.

The important idea here is that man-
agers have major assignments in addi-
tion to their primary functional roles.
But those roles aren’t hardwired into
a hierarchy or matrix; they are defined
in terms of contingent purposes. When
the individuals on a team work on tasks
for which they are accountable, they
have considerable power to formulate
and implement plans using valuable re-
sources. In other circumstances, those
individuals have very different powers.
Power is in the role, not the individual.

And the roles are about helping the
organization succeed, not about turf or
internal boundaries.

Companies with Velcro capability
tend to be flat and tend to be organized
around the operating units. The con-
nections of those units to the top look
simplistic. The key is that executives
have figured out how to move people
in and out of different roles. They do
it with all kinds of temporary formal
groups, such as teams and task forces.
These are superimposed on the semi-
permanent matrix organization of prod-
ucts, functions, and countries. They get
the resources they need, and their mem-
bers work as hard on the temporary as-
signments as they do on their primary
functional roles.

I've done field work related to this
topic for a long time. Even so, I can’t say
with certainty why some organizations
are good at helping managers play dif-
ferent roles under different circum-
stances. But I do know—-as you do-that
this is the biggest organizational chal-
lenge facing a great many businesses.
I can also tell you what successful Vel-
cro companies have in common:

» Their business-unit and country
managers understand in their bones
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In the Velcro
organization, relationships
need to be rearranged
quickly, easily, and

effectively.

what the corporate strategy is and what
the strategy means in terms of purposes
and priorities.

- Individual operations have a high
degree of functional excellence. (Only
units that are strong in their own right
have managers who are comfortable
and effective wearing multiple hats.)

- Managers in individual units believe
that their peers in other units are very
good at what they do and that they are
willing to focus on corporate, rather
than unit, success when asked to do so.

- Information systems can track per-
formance across units so that managers
get the same answer whether they slice
by country, business, or project.

- Compensation systems reward cross-
unit effort without diluting the incen-
tive for local effort.

- Finally, the company culture devel-
ops senior executives who are comfort-
able with the ambiguity required of a
Velcro organization.

Joseph L. Bower ([bower@hbs.edu)lis the
Donald K. David Professor of Business Ad-
ministration at Harvard Business School
in Boston.

Demand-Side
Innovation®

Look over the extensive literature on
innovation, and you’ll find that most of
it deals with how companies should
meet challenges on what might be
called the supply side. The questions
are familiar: How do we innovate better
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and faster in products and services?
How do we ride the waves of disrup-
tive technologies? How do we manage
the diffusion of innovations once we
have created them? How do we “cross
the chasm”from early adopters to early
majority? All those challenges are real,
but, sad to say, overcoming them will
not give you a lasting competitive ad-
vantage. In a world of ultracompressed
life cycles for products, a company’s
ability to develop viable new products
or services rapidly is more important
than ever. The problem is that each bril-
liant innovation has half the impact
and half the shelf life of a product in
the previous generation. For most com-
panies, the focus of innovation will
have to shift to the demand side.

Demand-side innovation is a differ-
ent animal, and companies need to
manage it differently. It’s not about
product features or functions but about
how a company orchestrates its cus-
tomer interactions and relationships. It’s
innovation with respect to how compa-
nies go to market, as opposed to what
they bring to market. Of course, every
manager considers these questions to-
day, but few companies have thought
through the implications deeply. As
demand-side innovation becomes the
central innovation process within most
companies, managers can no longer rel-
egate it to a secondary role. Scattershot
implementation won’t work. How com-
panies go to market will determine who
wins and loses the game.

Innovation on the demand side can
uncover new sources of growth by illu-
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minating opportunities in unexpected
places. Consider what’s happened re-
cently in the competition to sell cellular
phones and services. Hewlett-Packard
identified villages in rural India as a bur-
geoning market for mobile telephones,
even though customers there cannot af-
ford to buy handsets and won’t run up
enough usage minutes to justify sub-
sidies for the hardware. HP opened up
the phone market by creating a new
economic model for handset sales: It
leases phones to users and collects rent
and usage fees. Closer to home, Sprint
created the fastest-growing cellular ser-
vices brand in the United States by li-
censing the Virgin Mobile brand; the
company did an end run around a ma-
ture market by tapping into a new de-
mographic segment—teenagers.

Demand-side innovation can take
many forms. In HP’s case, it meant re-
vising the underlying economic model
of the business. That’s what automakers
did when they started pushing financing
over purchases. More recently, eBay and
Priceline have done the same by creat-
ing global platforms for consumer-run
retail auctions and reverse-marketing
travel services, respectively.

Companies can also take a lesson
from Sprint and “reskin” their offerings.
That is, they can borrow an identity
from someone else to appeal more pow-
erfully to target customer segments, or
they can create a radically different in-
terface for a familiar offering, as Goo-
gle did with its simple search site. The
most innovative experiment along these
lines has been the WiLL brand, a con-
cept that embraces a variety of lifestyle
products (cars, consumer electronics,
beverages) and that was created by a
consortium of Japanese companies in-
cluding Toyota, Matsushita, and Asahi
Breweries. To appeal to a certain hip de-
mographic segment, the product lines
shed their old brand skins and pooled
their efforts to design and promote
WILL offerings.

Or demand-side innovation can in-
volve customers at an emotional level -
creating halo effects for products and
services through social, cultural, or lin-
guistic movements. Before the World
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Cup in 2002, SK Telecom lost out to a
rival in its bid to become the official
sponsor. Rather than sit out the season,
SK created what was, in effect, a social
movement that ultimately signed up
more than 5 million South Koreans. In
SK’s “Be the Reds” campaign, custom-
ers identified themselves by wearing
brightred SK-branded shirts at the soc-
cer games. The shirts reinforced South
Korean nationalism, promoted the coun-
try’s team, and became a visual symbol
of SK’s central place in customers’ lives.

Similarly, American automaker Saturn
snapped “family portraits” of new Sat-
urn owners with its dealership staffs and
followed that up by hosting “reunions”
at the company’s headquarters in rural
Tennessee.

Companies have become more adept
at using customer information to cus-
tomize or personalize their offerings.
Every Amazon customer has encoun-
tered this in the form of personalized
Web page content that is dynamically
generated based on his or her search
and purchase history. Off-line, too, we
see hotel chains, airlines, casinos, and
retailers using data from loyalty pro-
grams to personalize services for repeat
customers.

One last way that companies can pur-
sue demand-side innovation is by in-
volving customers in the creation of
products and services. Levi’s failed to
market customer-designed jeans, but
Land’s End made it work online with
basics such as khaki trousers and men’s
shirts. Indeed, many offerings — from
My Yahoo personal pages to Reflect
.com’s beauty solutions, which are cre-
ated according to individual taste —en-
gage customers in the design process
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to good effect. Nike’s success suggests
that sometimes the customer’s partici-
pation is purely psychological. Since the
brand aims to connect its products with
the idea of achieving one’s “personal
best,” the experience doesn’t material-
ize unless the customer steps up to the
challenge.

Demand-side innovation demands in-
depth consideration. Companies should
manage it for what it is—a core element
of corporate strategy. Within most com-
panies, demand-side innovation is, at

best, a poor cousin to a host of tradi-
tional innovation or R&D activities, an
afterthought that’s left to marketers, ad
agencies, and marketing services com-
panies. Its rising importance suggests
that demand-side innovation must be-
come an essential management process
and the new focal point of innovation
efforts.

Not surprisingly, some firms special-
ize in demand-side innovation. The mis-
sion of Walker Digital (run by Jay
Walker, founder of Priceline) is to dream
up demand-side innovations and pro-
tect them with business process patents.
Walker Digital represents a signpost to
the future —a future in which competi-
tive advantage will depend increasingly
on demand-side, not supply-side, inno-
vation, and companies will live and die
by how distinctively they take their
present and future products and ser-
vices to market.

Jeffrey E. Rayport
[spaceglobal.com)|is a cofounder and the
chairman of Marketspace, a strategic ad-
visory, executive development, and soft-
ware unit of the Monitor Group in Cam-
bridge, Massachusetts.

You Heard It
Here First

For decades, technology and business
have delighted customers’ eyes with
ever brighter, sharper, and sleeker prod-
ucts. Utility is chiefly realized through
sight; hearing, by contrast, has remained
vision’s poor cousin. “If you compare
[sound design] to the visual world, we’re
still 20 years behind,” audio guru Dane
Davis told Wired magazine a few years
after winning an Academy Award for
his sound-editing work on The Matrix. In
the interview, Davis described dropping
cars from cranes and smacking stuff
with wrecking balls to achieve his ef-
fects. He’d rather construct noises sit-
ting at his computer. Unfortunately,
audio software is not yet up to snuff.

But the ears are coming into their
own. Progress in sound technology
seems likely to follow the trajectory that
computer graphics traced in the last two
decades, which means we may be on the
threshold of a world in which synthetic
sound is ubiquitous and indistinguish-
able from natural sound. Movies, obvi-
ously, will benefit. Video games—whose
sound tracks are laughably primitive —
will benefit even more. And that’s just
the beginning: The creation of sounds
that are not just realistic but also rich
in information suggests applications in
many industries.

An intriguing multidisciplinary sci-
ence called auditory display (AD) is
studying how the brain responds to
sound, how sound affects things like
mood and performance, and how tech-
nology can put sound to practical use.
Applications emerging from AD are al-
ready present in aircraft control panels,
surgical equipment, and ICU monitors.
The most common use is in alarm sys-
tems for people who work in environ-
ments that are saturated with visual
data, but those applications remain
fairly simplistic.

A more exciting technique is data
sonification, the transformation of com-
plex data into sound. Qualities such as
pitch, volume, and vibrato speed can be
mapped to various pieces and kinds
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of data; listeners extract meaning from
the sound patterns. Are the data in clus-
ters or segments? Are there detectable
trends? Long-range correlations? The
most basic type of sonification is the
computer “earcon” (analogous to the vi-
sual icon), which represents an event
such as the emptying of a desktop recy-
cling bin. But technology companies are
exploring far more sophisticated tools
that could help users extract meaning
from a terabyte or so of data, potentially
wringing new value from corporate data
warehouses. (Obviously these tools
would require significant training. Users
of them would have to learn what data
are associated with what sound attri-
butes and how to interpret patterns.)

Another promising development is di-
rectional sound. That technology essen-
tially does to sound what lasers do to
light, shooting a beam so intensely fo-

cused that only those within a narrow
area can hear it. Advocates are discuss-
ing many applications, including bill-
boards that address consumers as they
pass but don’t disturb the neighbors,
radios that allow passengers in a car to
listen to their own stations, and various
navigational aids for the blind.

The psychological effects of sound are
also intriguing. We have long recog-
nized that certain types of music — par-
ticularly classical music — positively af-
fect mood and performance. During the
Great Depression, Muzak introduced
music into typing pools to boost pro-
ductivity and into elevators to soothe
the nerves of early riders. Today, the ap-
plication of music and other sounds in
retail and work environments is a mat-
ter of growing interest. In Britain, re-
searchers found that consumers’ selec-
tion of French or German wine was
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influenced by whether French or Ger-
man music was being played at the time
of purchase. And businesses are in-
creasingly incorporating music into
their brands, marketing CDs that have
little or nothing to do with the coffee
or home furnishings at their competen-
cies’ cores.

The revolution in graphics greatly
improved the way people worked with
computers and other technology; the
revolution in sound may well do the
same thing. With all the visual data
thrown at us every day, we are in danger
of missing the information that really
matters. Sound may help us cut through
the noise.

Eric Bonabeau |(eric@icosystem.com)| is
the chairman and chief scientific officer at
Icosystem, a technology and strategy com-
pany based in Cambridge, Massachusetts.

Seek Validity,
Not Reliability*

Corporations believe that they face
problems of ethics and credibility, but
the underlying issue may well be a cri-
sis of meaning. CEOs complain that in-
vestors care only about quarterly earn-
ings —not about companies’ long-term
health or the broader role they play in
society. That’s not all. Customers feel
disappointed by the lack of a warm,
human connection with the companies
that supply them. Employees, particu-
larly young ones, worry that there’s
nothing meaningful about their work,
that it’s only about the money. In addi-
tion, social activists excoriate businesses,
especially transnational corporations,
for their lack of conscience. Yet compa-
nies pay little attention to the issue of
how people find meaning in economic
matters.

Business has only itself to blame: Cor-
porate processes and systems have cre-
ated and, in fact, exacerbated the lack of
meaning. Firms have adopted Six Sigma
programs to improve the quality of their
manufacturing processes, but those ini-
tiatives haven’t made employees feel
that their work is more meaningful.
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Companies have installed customer re-
lationship management systems to forge
links with consumers, but the latter feel
more manipulated than understood as
a result. Governments have enacted
laws like the Sarbanes-Oxley Act to pre-
vent companies from defrauding inves-
tors, but corporate boards sleepwalk
through its procedures, and that leaves
investors just as vulnerable to fraud as
they used to be.

Six Sigma, CRM, Sarbanes-Oxley, and
most other corporate systems have one
thing in common: They are reliability-
oriented processes. They are intended
to produce identical or consistent results
under all circumstances, often by ana-
lyzing objective data from the past. For
instance, a perfectly reliable poll would
be able to produce the same result from
ten random samples of voters. By con-
trast, a perfectly valid poll would be able
to predict an election’s winner.

Companies don’t realize that when
they make their systems more reliable,
they render them less valid or mean-
ingful. In other words, the processes

Reliability

ments. Adding squishy variables and
using gut feel allows for outcomes that
are more accurate, even though the pro-
cesses may not be able to deliver accu-
rate results consistently. (See the exhibit
“Reliability Versus Validity.”)

There’s a tension between reliability
and validity in almost every business sys-
tem. For instance, most compensation
methods, like the Hay system, award
points to each job so that companies
can calculate how much to pay manag-
ers. That results in bias-free compensa-
tion levels, but companies can’t really
use points to rank a human being’s
value to the organization. So the points
approach is balanced against senior ex-
ecutives’ judgments about individual
managers. A similar balancing act hap-
pens when companies test ads. Compa-
nies find it convenient to test ads on
large samples of people because mes-
sages that do well in those tests are
bound to appeal to customers. The dan-
ger is that the samples may not be rep-
resentative of the products’ users. If
firms were to test ads on users, the re-

& Validity

The systems and processes at left can be highly reliable, but they won’t
necessarily achieve validity in the form of the desired results at right.

Enterprise resource planning

Customer relationship management

Six Sigma and total quality management
Knowledge management systems
Incentive compensation

Shareholder value maximization

Meeting analysts’ quarterly targets

produce consistent outcomes, but the
results may be neither accurate nor de-
sirable. That’s because, to make their
processes more reliable, companies have
to reduce the number of variables and
standardize measurements. To achieve
high validity, however, systems must
take into account a large number of
variables and use subjective measure-
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A robust strategy

Customer intimacy

Design excellence

Creativity

Jobs that have meaning
Corporate social responsibility

A successful company

sults wouldn’t be as statistically signifi-
cant, because the samples would be
smaller. So firms have to choose be-
tween clear results from irrelevant au-
diences and fuzzy results from relevant
audiences. Reliability and validity oc-
cupy opposite ends of the spectrum that
defines how companies create systems
and frame solutions.

While it would be optimal to achieve
both validity and reliability, companies
have mostly favored reliable processes,
for two reasons. First, valid systems re-
quire the use of subjective or qualita-
tive data, and companies have an aver-
sion to biases. Second, reliable processes
result in claims that are provable be-
cause they’re based on past data; only
the future can provide confirmation of
a process’s validity.

Unfortunately, companies’ obsession
with reliability hasn’t prevented them
from getting on the wrong side of cus-
tomers or being ambushed by new ri-
vals. Indeed, the quest for greater relia-
bility has created corporations that
make little effort to consider the pur-
pose or meaning behind the business
results that are endlessly crunched out.

A company that produces reliable,
predictable, but meaningless results is
not unlike a well-tuned car that runs full
speed off a cliff. To save themselves, cor-
porations will have to figure out how to
become more welcoming for people
who are comfortable handling fuzzy
data, using their judgment, and creat-
ing a sense of purpose in the workplace.
For instance, CEOs should go out and
talk in person to customers, even if the
sample size isn’t statistically significant,
rather than sit in their offices and make
decisions based on statistically signifi-
cant market research. Rather than fo-
cusing on managing corporate earnings,
CFOs should concentrate on helping
managers better understand the eco-
nomics of their businesses.

Senior executives also need to stop
promoting managers based on the con-
sistency of their track records and start
promoting them for breaking out of the
box. Boards must get used to approving
plans based on the logic of what might
be rather than on regressions of what
has always been. They need to under-
stand that variability in outcomes is as
likely to be a sign of creativity as a sign
of bad management, and that the more
they drive out variability, the more they
ensconce mediocrity. Finally, stock ana-
lysts must realize that when they insist
on reliability of earnings, they drive out
the creativity, innovation, and emotional
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s the breadth of this year’'s HBR List demonstrates, in-

novation comes in myriad forms. It can be, for instance,

a new idea that resonates with familiar truth, such

as anthropologist Mary Catherine Bateson's sug-

gestion that midlife sabbaticals would reinvigorate employees

and ward off stagnation. Or it can be an old inspiration given

fresh life, such as Professor Roderick Kramer's reminder that

great leaders aren't afraid to flip-flop when change is the wis-
est course.

Great ideas need time to develop. Rarely do they spring
from deities’ heads fully formed and suited up for battle. The
brainstorming for these 20 began with a klatch hosted last sum-
mer by HBR and the World Economic Forum, and it continued
through the fall, as several insights took on greater definition
and others emerged.
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Flipping Without
Flopping

Roderick M. Kramer

The 2004 U.S. presidential campaign
made “flip-flop” a dirty word. Great lead-
ers, though, understand that changing
course is sometimes the smartest thing
to do. The trick to pulling off a reversal?
Prepare the ground well in advance, and
cast correction as courage.

Everybody into
the Gene Pool *

Julia Kirby

Many managers eager to pursue ambi-
tious growth strategies suspect that
their organizations lack the right stuff to
deliver. These leaders want desperately
to crack the code of high-performance
DNA. But performance anatomies are
highly individual and delicately bal-
anced. New research initiatives are mak-
ing the je ne sais quoi of success more
decodable, teachable, and learnable.

The Velcro
Organization

Joseph L. Bower

When your customers are located
around the world, it’s not enough to
have effective, efficient functions. You
also need to know the people and rela-
tionships that make business work in
particular locales. The rigid organiza-
tional structure of most multinationals
gets in the way. “Velcro organizations”
do better, with managers who can
quickly and easily rearrange their roles

to meet the challenges of specific tasks.

Demand-Side
Innovation ¥

Jeffrey F Rayport

Each new generation of products and
services has half the shelf life of the
previous one. To secure a lasting com-
petitive advantage, try shifting your
innovation efforts to the demand side.
Ultimately, it’s how companies orches-
trate customer interactions, not just
what firms bring to market, that deter-
mines whether they live or die.

You Heard It
Here First

Eric Bonabeau
Although visual technology has about
a 20-year jump on audio, the ears are

coming into their own. Industries stand
to benefit from a host of breakthroughs

in sound. Music that influences which
wines we buy? Billboards that talk to
one person at a time? Believe the buzz.

Seek Validity,
Not Reliability ¥

Roger L. Martin

Six Sigma, customer relationship man-
agement, and most other corporate sys-
tems crank out consistent results, often
through analysis of objective data. The
outcomes are reliable, but they don’t
necessarily mean much. Companies that
aim for validity instead —by embracing
fuzzy data, variability, and inconsis-
tency—open the door to innovation and
growth.

“When” Is the
New “What”

Kirthi Kalyanam

and Monte Zweben

Marketers spend so much time fretting
over which people to target with what
message that they largely ignore the
question of when. Identifying when
needs or desires change and determin-
ing when customers want help are the
best ways to get through. “Dialogue”
marketing helps companies spot the
hot irons—and strike.
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Swapping Your
Country’s Risks

Robert C. Merton

How can investors in developing coun-
tries diversify their risks if capital con-
trols prohibit them from exporting
capital overseas? And how can their
countries’ governments diversify their
economies without sinking billions into
new industries? By creating an equity
swap, which enables domestic and for-
eign investors to manage risks sepa-
rately from investments.

Wanted: A
Continuity
Champion ¥
Thomas A. Stewart
Change is sexy, challenging, a job for
heroes. It also has a way of swallowing
a company’s attention and resources.
Continuity needs and deserves champi-
ons, too. The core business, after all, is
what got you where you are.
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Blog-Trolling
in the Bitstream

Mohanbir Sawhney

Blogs have the grassroots credibility to
influence what people think, do, and
buy. Because the blogosphere doesn’t
rely on marketers as other media
branches do, companies that want to
tap into its selling power have to play
by its rules.

No Risk
Is an Island *

Denise Caruso

Big man-made risks without owners—
think of an agricultural disaster sparked
by genetically modified food - render
traditional risk management all but
worthless. When assessing risks of this
type, companies must involve a broad
community that includes experts and all
those who might feel the repercussions.

Let Them All Be
Power Users

Thomas H. Davenport

Companies load up employees with lap-
tops, PDAs, cell phones, and other gad-
gets for managing personal information
but give little guidance on how best to
use them. The result? Knowledge work-
ers, the drivers of the global economy,
are far less effective than they could be.

A Taboo
on Taboos *

Leigh Buchanan

Organizations tiptoe around politically
or socially risqué subjects—especially
perennial cringe inducers like sex,
death, and God. But if a subject makes
you uncomfortable, chances are it’s
exactly what you should be discussing.

Toward a New
Science of Services

Henry W. Chesbrough

Services contribute even more to the
global economy than products do.

So shouldn’t the science of services be
an academic field in its own right?
Whether it becomes one may depend
on the same criteria—including the ex-
tent of corporate support—that set com-
puter science apart from engineering,
math, and physics.
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The Coming Crisis
over InteIIectuaI*

Kenneth Lieberthal

Although many executives recognize

a deteriorating respect for intellectual
property rights globally, few see the
particular threat posed by recent devel-
opments in China. Companies there
have started flooding the world’s mar-
kets with pirated versions of everything
from DVDs to airplane parts—and a na-
tional emphasis on fostering economic
growth at any cost makes it hard to
weed out corruption. To keep IPR pro-
tections intact, global firms must wake
up and take action.

Biometrics

Jochen Wirtz

and Loizos Heracleous

Biometric devices that scan finger-
prints, palms, retinas, and faces are
already revolutionizing security. The
killer app, however, may be locking
in business, not locking out bad guys.
Singapore Airlines has begun using
biometrics to enhance customer ser-
vice. Other companies could do the
same, customizing and streamlining
the way people buy clothing, health
care, financial services—even a cup
of coffee.

Getting Time
ide *

Mary Catherine Bateson

People are living longer, so we picture
them spending more time in retire-
ment. That's the wrong way to look at
longevity. Instead, we should capitalize
on it, giving employees in midlife a
year or two to renew their energy and
pursue new passions. Many would re-
turn to their jobs motivated to embark

on a second stage of high performance.

Inversion

Jeffrey Rosen

Europeans worry about corporate data
surveillance. Americans worry more
about government prying. And the
young have fewer qualms than their
elders about sharing consumer infor-
mation. Companies wrestling with pri-
vacy issues take note: A single policy
may never suit all.

In Praise

Tihamér von Ghyczy

and Janis Antonovics

It’s easy to understand how corporate
Darwinism works: Eat before you’re
eaten. A closer look at biology, though,
shows parasitism to be a far more subtle
and cunning strategic model. Businesses
would do well to take a lesson from the
fig wasp.

Don’t Believe
Everything You Read

Jeffrey Pfeffer

Publishers churn out around 3,500 busi-
ness titles a year, and —wonder of won-
ders—not all of them offer good advice.
Managers who can’t afford to waste time
on dreck need help navigating the ideas
marketplace. Some rules of thumb: Be
skeptical of anything touted as “new,”
keep an eye out for halftruths, and if
someone calls himself a guru, run the
other way.
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Dialogue marketing can be used to reactivate or retain customers.

Customer E-mail

T — message with
inactive or less Spe.c'al offer
active or shows e
propensity to custo-merto
jump to reactivate,
competing bec.ome mgre
product. active, or stick

with product.

My cell-phone use dropped after | switched jobs

Direct mail
goes out with
Yes cross-selling
Does offers.
customer
respond
positively? Customer’s
No name and
number are
sent to call

center along
with call script.

because | didn't need all the minutes | used to
have. | was thinking of canceling my contract,
but the phone company contacted me almost
immediately. Now I'm on a new plan that's

better suited to my needs.

connection with customers and employ-
ees that together produce long-term
growth in those earnings.

Roger L. Martin{(martin@rotman.utoronto|
is the dean of the Rotman School of
Management at the University of Toronto
and director of the AIC Institute for Cor-
porate Citizenship there.

“When” Is the
New “What”

The din of marketing has escalated to a
cacophony, with the whines of e-mails,
phone calls, and direct mailings drown-
ing one another out. But when custom-
ers actually require help or when their
needs or desires change, they hear nary
a peep from companies. That is because
marketing organizations spend their
time figuring out “whom” to target with
“what” message but have largely ig-
nored the question of “when.”

Airlines, for example, send an expen-
sive package of promotions with each
and every loyalty-program statement
to their most valuable customers. But
what happens when a customer sud-
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—a customer

denly stops flying her usual carrier? That
defection is a fundamental alteration
in behavior that the airline should act
on immediately if it wants to keep her
business.

Companies in industries ranging from
media to financial services to consumer
goods are adopting systems that specify
when to interact with customers as well
as what to say to them. (See the exhibit
“Talk to Me.”) Instead of blasting out
messages according to marketing de-
partment schedules, they are monitor-
ing customer activity (or cessation of
activity) to spot the conditions under
which a communication will have real
impact. When those conditions are met,
the systems automatically contact the
customer with an appropriate, person-
alized message. The process relies heav-
ily on technology: data warehouses,
enterprise software engines, and Web
applications and services. The individual
pieces are being introduced by several
vendors, and some can be built in-house.

Such a capability is one aspect of an
emerging practice called dialogue mar-
keting, which achieves much of what
relationship marketing promised but
never delivered. In this context, a dia-

Yes
Does
customer Customer is
respond placed in high-
positively? risk group
for follow-up
No by specialty
customer
service rep.

logue is a multistep conversation be-
tween company and customer that takes
place over an extended period, involves
multiple channels, and is triggered by
customer transitions. Those transitions
might include conducting a first trans-
action in a particular category (first pur-
chase of a suit, first visit to a new prop-
erty) or purchasing an item that suggests
the customer is embarking on a large
project (kitchen cabinets, a stroller).

Transitions trigger a step in the dia-
logue, such as sending a personalized
e-mail, alerting a salesperson to make a
call, or queuing up a personalized direct
mail piece. The system might also create
a point-of-sale message for use by a store
associate during the customer’s next
visit—or on the company Web site for an
online shopper.

After a transition triggers a commu-
nication, the system waits for a response
from the customer, then acts accord-
ingly. Lack of a response sets in motion
its own sequence of events. Suppose a
transition triggers an e-mail message,
but after a week the customer still
hasn’t replied. The silence alerts a sales-
person to give the customer a call. The
dialogue system waits another week,
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then sends the customer a reminder
e-mail with a link to the company’s Web
site, where he is greeted by personal-
ized information related to his recent
transition. An upcoming birthday, a
brand promotion, or the purchase of
a certain product could generate a spe-
cific message leading to another visit
and another purchase.

Dialogues can be used to preempt de-
fections, win back lost business, and
usher customers through increasing lev-
els of loyalty. For example, Harrah’s au-
tomatically contacts casino patrons
who are approaching the highest tier
of its frequent visitor program with
such messages as,“You are only one visit
away from our Total Diamond reward
level” A major regional grocer noticed
that loyalty rose after customers visited
its online store more than four times,
so it designed a communication- and
reward-heavy dialogue system to get
them to that point. After the fourth
visit, the system automatically reduces
communications and incentives — and
consequently the cost of marketing to
that customer.

Consumers say time is their most
valuable asset; they won’t thank com-
panies that waste theirs with informa-
tion they don’t need. But what is dis-
missed as junk at the wrong moment
may be valued and pursued at the right
one. Companies that use dialogue mar-
keting always know the best time to
reach their customers.

Kirthi Kalyanam ((kkalyanam@scu.edu))
is the J.C. Penney Research Professor and
director of Internet retailing at the Retail
Management Institute at Santa Clara
University in California. Monte Zweben
|(zweben@bluemartini.com)|is the founder,
chairman, and CEO of Blue Martini Soft-
ware in San Mateo, California.

Swapping Your
Country’s Risks

You're a citizen of a developing country
notorious for its boom and bust cycles.
How do you prevent the value of your
assets from disappearing during the
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next economic downturn if capital con-
trols prohibit you from exporting capi-
tal overseas?

You’re the president of the same
country, and you’ve pledged to reduce
your country’s dependence on a single
industry - silicon chips, say, or textiles.
How do you diversify your economy
without spending tens of billions of dol-
lars that you don’t have and that would
be better used for improving the indus-
tries in which your country already en-
joys an advantage?

The answers to both questions may
well be the same: the equity swap, a fi-
nancial tool that works in much the
same way as its famous cousin, the in-
terest rate swap. Imagine that you are an
institutional investor, such as a trust
bank or a mutual fund, in a developing
country and you want to reduce the
risks of your domestic stock holdings.
You could create an equity swap, ar-
ranging with a number of large foreign
investors to exchange the dollar returns
on your home-country stock invest-
ments for the dollar returns on an equiv-
alent amount of investments in other
stock markets. The magnitudes of the
exchanges would be determined by the
“notional,” or principal, dollar amount
of the assets deemed to have been
swapped.

These agreements would effectively
transfer the risk of your home-country
stock market to foreign investors and
could provide you and other domestic
investors with the risk/return pattern of
a well-diversified world portfolio. Since
there are no initial payments between
parties, there are no initial capital flows
in or out of the countries involved,

which would reassure governments
worried about dependency on skittish
foreign investors. Subsequent payments
involve only the difference between the
returns on the two assets.

So let’s suppose that you enter into
an equity swap agreement with a U.S.
mutual fund in which you exchange the
returns on $1 billion invested in your
domestic market for the returns on
$1billion invested in a global stock port-
folio. If the global stock market portfo-
lio earns 10% over the subsequent year

and the developing country market
earns 12%, you pay (.12 —.10) x $1 billion,
or $20 million, to the mutual fund. If
your market underperforms the global
stock portfolio, the swap generates net
cash flows to you (reversing the num-
bers in our example gives you a net in-
flow of $20 million). Note that you
make payments only when you can best
afford to-when your local market out-
performs the world markets.

Foreign investors—including U.S. mu-
tual funds - should be willing parties
to this kind of deal. Using swaps, they
would avoid both the costs of trading in
individual securities in the local mar-
kets and the problems of corporate con-
trol that arise when foreigners acquire
large ownership positions in domestic
companies. The situation is unlike that
of investments in equities or debt in
that foreign investors’ default or expro-
priation exposure would be limited to
the difference in returns instead of the
total gross return plus principal (that is,
$20 million versus $1.12 billion).

The equity swap also makes a useful
policy tool. Suppose the government of
Taiwan wanted to reduce its economy’s
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dependence on U.S. demand for elec-
tronic products. Following the usual
practice, it would probably sink billions
into creating national champions in an-
other industry — automobiles being a
typical example. But if other countries’
experiences are anything to go by, that
would be billions of dollars very badly
spent. The diversification could be
achieved much more cost-effectively
through an equity swap whereby the
Taiwanese government would pay re-
turns on a world electronics portfolio in
exchange for returns on a world auto-
mobile portfolio. In this way, Taiwan
would eliminate its exposure to the
world chip market, over which it has no
control. At the same time, it would re-
tain the economic gains from and its
risk exposure to the local component of
its electronics industry, which it does
control and in which it can continue
making capital investments. The logical
counterpart would be a country whose
economy is heavily dependent on the
automobile industry. With this ap-
proach, countries could focus on indus-
tries in which they have a comparative
advantage and still pursue efficient risk
diversification.

All the conditions for an active mar-
ket in equity swaps already exist. There’s
no need to create a special exchange for
them - swaps are bilateral agreements,
and positions are unwound simply by
entering into another agreement. Con-
tract terms are standardized under Inter-
national Swaps and Derivatives Associ-
ation agreements. In addition, there’s a
considerable body of global law and
convention relating to swap contracts
that can be carried over from the inter-
est rate and currency markets. Using
mixtures of existing traded indices as
the underlying assets would ensure lig-
uidity and make the settlement me-
chanics fairly straightforward. Contract
credit risk is also an important consid-
eration, but here, too, a lot is known
about designing solutions, whether by
a combination of mark-to-market col-
lateral, purchase of private-sector per-
formance guarantees, or efforts involv-
ing government and quasi-government
institutional guarantees. And as we’ve
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seen, when used for diversification, the
contracts call for payments by the party
that is doing better economically and
thus has the ability to pay.

So far, the market in equity swaps is
relatively small. According to statistics
from the Bank for International Settle-
ments, as of June 2003, the outstanding
notional amounts of assets covered by
equity swaps and forward agreements
amounted to $601 billion. By compari-
son, the notional amounts covered by
currency swaps totaled $6.4 trillion, and
the number for interest rate swaps was
a staggering $111 trillion. But once in-
vestors and governments start to realize
the power of the equity swap, we can ex-
pect it to take a much greater share of
the overall business in asset swaps.

Robert C. Merton (rmerton@hbs.edu)|is
the John and Natty McArthur University
Professor at Harvard Business School in
Boston and recipient of the 1997 Alfred
Nobel Memorial Prize in Economic Sci-

ences. He is also a cofounder of Integrated
Finance Limited, a specialized investment
bank providing strategy advice and exe-
cution to corporations and governments.

Wanted: A Continuity
Champion*

Few people would deny Lou Gerstner,
CEO of IBM from 1993 to 2002, a place
among the most effective business lead-
ers of recent times. He ran IBM — we
would all agree on this, too —during a
period of unprecedented change, es-
pecially in the information technology
industry. But what were Gerstner’s first
important decisions? One was to squash
talk about breaking up the company.
The second was to stand firmly behind
IBM’s “dinosaur” business, mainframe
computing. They were, in other words,
decisions to keep some things the same.

The ability to champion change is the
very mark of a leader, we hear. Change
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agents are sexy by business standards.
They battle strong vested interests and
mankind’s reluctance to rock a boat,
even (or especially) if it leaks. Change
will not happen without their heroic
assistance.

But that does not mean continuity
can fend for itself. Continuity needs
champions, too —and rarely gets them,
or it gets the wrong kind. On the one
hand, leaders who spend too much time
midwifing change may neglect tradi-
tional, core businesses. (Even as over-
extended Enron sank downward to
darkness, it had a profitable pipeline
business.) On the other, the defenders
of the status quo too often appear to
be —and are — knee-jerk naysayers who
champion the wrong continuity. It’s
more glamorous to be Napoleon (who
gained and lost an empire in little more
than a decade) than Hadrian (who gave
the Roman Empire a stability that en-
dured for generations).

Continuity gets a bad name partly be-
cause people misread the literature on
leadership and change. In 1977 in these
pages, Abraham Zaleznik started the
conversation with “Managers and Lead-
ers: Are They Different?” which argued
that leaders engage people’s motives
and dreams, whereas managers are tech-
nocrats who have algorithms but not
rhythm. In 1990, John Kotter described
“What Leaders Really Do.” There he
said,“Leadership...is about coping with
change,” and “most companies are over-
managed and underled”

Neither man said, “Leaders are cool
people who make change happen, and
managers are boring old poops who de-
fend the past” Both argued that leaders
and managers need each other. And
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note this: Kotter’s leaders cope with
change. That is, they respond to it. They
do this by seeing the big picture (while
managers focus on detail), setting di-
rection (while managers plan), aligning
(while managers organize), and moti-
vating (while managers problem-solve).
But “coping with change” can mean
standing firm against a tide. “Setting di-
rection” can mean staying the course.
Part of the leader’s job is to evaluate the
threats and opportunities that change
creates. Is this a big danger, something
that will blow up our business? A big
chance, worth pursuing with a lot of re-
sources? When Gerstner fingered life
sciences as a major new business for
IBM, he acted like a leader by cam-
paigning for change; but for every move
like that, he made half a dozen where he
led by championing continuity.

It’s true that without change a com-
pany goes nowhere but down. Also, cor-
porate revolutionaries need all the help
they can get, especially in large organi-
zations. For one thing, the employees
who are drawn to big companies are
likely to value stability. For another, big
company processes by their nature slow
change to a walking pace.

But the role of the champion of con-
tinuity is every bit as challenging. The
job is to get maximum effectiveness in
coping with change, combined with
minimum disruption of the business
that, after all, got you to where you are
today. He or she should:

- Make sure everyone knows the dif-
ference between the big house and the
outbuildings. In their eagerness to cele-
brate what’s new, senior managers can
create the impression that the core busi-
ness is an intellectual, financial, and

managerial backwater. That’s not the
way your customers see it; it shouldn’t
be how employees see it.

- Identify the forces of continuity. A
continuity champion should analyze the
relative power of what’s changing ver-
sus what’s staying more or less the same.
It’s easy to overestimate the importance
of a novel idea or trend. For example,
technological change encourages peo-
ple to work from home or other remote
locations. But before a company starts
encouraging telecommuting, it should
weigh countervailing forces, such as the
growing need for teamwork and cross-
functional collaboration, which require
people to be together.

- Keep legacy businesses sound. En-
tropy attacks all things. Managers ob-
sessed with change may not see termites
in the main house until too late. Jack
Welch, an advocate of change if ever
there was one, described his first decade
at GE as “fixing the manufacturing guts
of this business” - an example of conti-
nuity championship. In particular, a
business that’s considered a cash cow
may struggle to get capital; but under-
nourished cows give less milk.

- Maintain communication between
new and legacy businesses. A lot of re-
search suggests that disruptive or inno-
vative businesses develop best apart
from legacy businesses. As long as
there’s one bottom line, however, it is
important for a continuity champion to
describe what the businesses have in
common and to maintain the bridges
across which people, money, and cul-
ture travel.

- Define what lies outside the reach of
change. It may be a business, like main-
frames; it may be a process, like leader-
ship development; it may be a belief,
like Johnson & Johnson’s credo. Every
business worth working for has some-
thing worth fighting for, even in the
teeth of tremendous pressure to change.

Thomas A. Stewart (editors@hbsp.har
is the editor of HBR. His most
recent book is The Wealth of Knowledge:
Intellectual Capital and the Twenty-
First Century Organization (Doubleday,
2001).
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Blog-Trolling
in the Bitstream

For years, the media on the Internet
looked a lot like the media off the In-
ternet. News got out quicker, but it was
largely the same news, reported by
many of the same people who worked
for such corporations as Time Warner
and News Corporation. Much of the
content was repurposed from traditional
outlets—television, newspapers, and mag-
azines. Advertising paid for most of it.

But a different model is emerging
from the Internet’s primordial soup. The
“blogosphere”—a grassroots ecosystem
comprising millions of Web logs—is de-
centralized and ungoverned. But like
traditional media (and unlike most per-
sonal Web sites), it is gaining the power
to influence what people think, do, and
buy. The blogosphere has begun to gen-
erate its own rating schemes, ratings
leaders, business models, and brand-
name celebrities. As the blogosphere
takes its place among entertainment
and information channels, companies
must devise strategies for marketing in
and around it.

Rating the Blogs

The blogosophere’s rules are very dif-
ferent from those of traditional media
or dot-coms. In the blogosphere, as in
the open-source movement, social rec-
ognition matters more than financial
gain. Bloggers are driven by a desire to
share their ideas and opinions with any-
one who cares to tune in. That enhances
their credibility, making them more at-
tractive to marketers. But it is also likely
to make bloggers more cautious about
tainting their reputations by trafficking
with corporations. Traditional media
and dot-coms need marketers as much
as —often more than — marketers need
them. The same can’t be said of blogs.

Marketers will naturally want their
messages promoted on influential blogs
and protected from critical ones. But
they will find it difficult to navigate this
complex blend of advertising, content,
dialogue, and public relations. So far,
the blogosphere lacks the equivalent of
Madison Avenue to serve as a middle-
man for media buying and ad creation.
But that is starting to change. A number
of companies —including Blogdex, Day-
pop, Slashdot, Technorati, and Pop-
dex—are already rating and ranking the
popularity and influence of blogs and

Several companies are already ranking Web logs by various criteria. Daypop, for
example, creates a score that is intended to be proportional to the probability
that a reader will arrive at a site while randomly hopping from blog to blog. (The
ranking changes all the time; this was the order on December 4,2004.)

Top Five Blogs, by Daypop Score

Just Another Blogger,[www.weblog.ro]128 Web log citations,

Daypop score 94.57

Slashdot: News for Nerds. Stuff That Matters.jwww.slashdot.org

451 Web log citations, Daypop score 87.22

Scott Watermasysk,jwww.scottwater.com (369 Web log citations,

Daypop score 80.94

Boing Boing: A Directory of Wonderful Things,www.boingboing.net)|

535 Web log citations, Daypop score: 71.14

Blogarama: The Blog Directory,lwww.blogarama.com 275 Web log citations,

Daypop score 67.67
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other consumer-generated media (see
the exhibit “Rating the Blogs”). Ratings
leaders are also beginning to emerge:
Prominent bloggers Andrew Sullivan,
Lawrence Lessig, and Glenn Reynolds
attract tens of thousands of readers. And
an advertising service called Blogads is
helping bloggers sell ads. (A business
model has arisen with its own catchy
neologism: blogonomics.)

Corporate marketers must deal with
bloggers differently from they way they
deal with traditional media. First, they
must realize that the blogosphere is not
just a place in which to advertise; it is
a medium in which to participate. Mar-
keters can join the conversation on in-
fluential blogs related to their products
or companies—or, even better, they can
become bloggers in their own right by
hosting blogs for customers. Most radi-
cally, they can host independent blog-
gers on their Web sites, essentially trad-
ing exposure for reach and credibility.

Second, companies must try to culti-
vate bloggers rather than control them.
Instead of making ham-handed efforts
to influence bloggers, marketers should
attempt to win them over by sharing in-
formation openly with those who write
about their companies and by respond-
ing to the issues that are raised, even -
especially —if they are negative.

Third, the blogosphere is fluid and
ever changing. Ad buys will become
more dynamic, as new technologies and
modified contract terms let marketers
shift rapidly from blog to blog in pursuit
of customers’ fickle attention.

The grassroots media will not replace
big media any more than online com-
merce destroyed brick-and-mortar busi-
nesses. But the blogosphere will soon
take its rightful place as a full-fledged
media branch, demanding attention
from marketers and advertisers. Mar-
kets are conversations, as is noted in the
provocative book The Cluetrain Mani-
festo. Blogs are the most conversational
of all the forms of media, and marketers
can’t afford to be left out of the talk.

Mohanbir Sawhney
|.northwestern.edu)|is the McCormick Tri-
bune Professor of Technology and the
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director of the Center for Research in Tech-
nology and Innovation at Northwestern
University’s Kellogg School of Manage-
ment in Evanston, Illinois.

No Risk
Is an Island*

It’s a risky world, and planetary circum-
stances at the dawn of 2005 aren’t con-
spiring to make us any less jumpy.

Terrorism and the rocketing U.S. debt
are bad enough. Add species-hopping
diseases like mad cow and bird flu, a fos-
sil fuel addiction that’s changing global
weather patterns, plants dispatching en-
gineered DNA to their wild cousins to
ambiguous effect, a new nanoindustry
that is preparing to release millions of
teensy molecular machines into our
bodies and the environment with barely
a peep heard about consequences, an
electrical grid cobbled together with
baling wire and spit...A person could
develop a nervous tic.

People who manage risk in enter-
prises are already twitching, trying to
avoid more prosaic daily minefields:
What if the technology breaks, what if

management expert John Donne wrote.
Like it or not, it’s forced to cope with
blowback from risks well or badly taken
by others. Which raises the question:
How do you manage the big risks that
you can’t control and that are, practi-
cally speaking, owned by no one?

There is not much new to do about
the true “act of God” risks. But of those
generated by science and technology,
Donne might say: No risk is entire of it-
self, either.

Man-made risks exist in context. We
decide as a society, as individuals, and in
our enterprises what we think is risky
and what we think isn’t. These decisions
reflect our values and biases. Traditional
risk calculations only increase the skew,
since they are forced to produce a num-
ber that represents the problem —even
if the interested parties don’t agree on
what the problem is, the assumptions
that were used to bound it, or whether
the calculations even measure anything
meaningful.

Companies tend to focus on their im-
mediate interests. But big risk affects
people and organizations far beyond the
risk taker. Refusal to acknowledge or
tackle this point exposes organizations

How do you manage

the big

risks that you can't

control and that are owned

by no one?

the customers hate it, what if the mar-
ket crashes again before we get our next
round of funding? But the big risks
affect them, too. We’re all connected,
and not just by the (hacker- and virus-
infested) Internet — as so many indus-
tries discovered after September 11,
2001, again when SARS broke out, and
again during the 2003 blackout.
Clearly the enterprise is not isolated
from the world it inhabits — not “an is-
land entire of itself,” as that famous
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to all kinds of unforeseen liabilities.
Whether a beleaguered company suf-
fers from lost profits and jobs or the gov-
ernment coughs up a taxpayer-financed
bailout, everybody pays. For example,
Monsanto says its transgenic corn and
soy are safe. But if something bad hap-
pens, every entity that its genetically
modified products have touched —food
manufacturers, grocery stores, distrib-
utors, consumers, and farmers — takes
the hit.

These types of risks are often both an-
ticipated by outsiders and unheeded by
decision makers. Yet in several reports,
the U.S. National Academy of Sciences
has addressed the question of how to
work effectively with risks of this sort.
The reports strongly suggest that compa-
nies adopt a transparent risk-assessment
process to avoid the blindered view so
often bred by conflicts of interest be-
tween risk takers—scientists and inven-
tors and the companies that employ
them - and regulators. They state cate-
gorically that “value-free” risk assess-
ment is impossible, because each ex-
pert’s values define the terms of any
analysis and because those who conduct
risk assessments bring their own biases
to the task.

The National Academy of Sciences
reports also exhort risk managers to
embrace uncertainty in ways that are
rarely practiced today - that is, to ac-
tively consider questions that may not
be answerable or measurable. Although
this seems counterintuitive, it greatly
improves the technical quality of a risk
assessment. The 1994 report “Science
and Judgment in Risk Assessment,” for
example, advised the Environmental
Protection Agency not to “abandon as-
sessments when data are inadequate. In-
stead, seek to explore the implications
for research.” So if the EPA is grappling
with a large unknown like the future
impact of genes from genetically modi-
fied crops on neighboring plant and an-
imal species, it should pursue research
in that area and not base its decisions on
existing, possibly irrelevant, data.

And the piece de résistance: Risk isn’t
just a social construct. It’s a social en-
deavor. To be effective, assessments of
big risk must involve a broad, deliber-
ately constructed community of experts
and stakeholders. To be trustworthy,
they must embrace a cross section of soci-
ety: experts and professionals, of course,
but also anyone who is interested in or
affected by the risk.

This method - iterating between
analysis and deliberation, experts and
stakeholders—is more truthful, less tol-
erant of bias, and more revealing than
most of today’s trade-secretive corpora-
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tions could bear. As a result, it’s rarely
practiced, particularly in the United
States. It’s messy, it reeks of humanity,
and it seldom yields the tidy probabil-
ity equation that sells a risk to the exec-
utive team. Yet it’s been used well in at
least a few places—mostly by private risk
consultants and a few progressive corpo-
rations, and deep within the bowels of
a few regulatory organizations that have
the courage to confront their own inef-
fectiveness.

Consider this idea in the context of
the commonsensible Nobel-winning
theory of Kahneman and Tversky that
all people operate from values and bi-
ases and not from rationality. When you
include technical experts, scientists, and
risk managers in your definition of “peo-
ple,” then the benefit of inviting more
people to the risk table is a no-brainer.
We know what to do and how to do it.
What are we waiting for?

Denise Caruso [(caruso@hybridvigor.org)|
is the executive director of the nonprofit
Hybrid Vigor Institute in San Francisco.
She is a_former technology columnist for
the New York Times. Her book Redefin-
ing Risk in the Post-Genome World is
forthcoming from Doubleday in 2005.

Let Them
All Be Power Users

“To make knowledge work productive will
be the great management task of this cen-
tury, just as to make manual work pro-
ductive was the great management task
of the last century.”

Peter Drucker wrote those words
back in 1968, later calling knowledge-
worker productivity the decisive com-
petitive factor in the world economy.
Let’s assume Drucker was — as usual -
right. If knowledge workers are the
horses pulling the economic plow, have
corporations maximized their horse-
power? What have organizations done
to help knowledge workers become
more effective?

Not much, it turns out. Most corpo-
rate productivity efforts address pro-
duction or administrative work. Knowl-
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Knowledge workers can calibrate and improve their use of technology if they
are shown how. A 2003 survey of office workers who used computers every
day showed that they spent, on average, three hours and 14 minutes daily -
some 40% of the workday - using e-mail, phones, and other technologies to
process work-related information. The survey, which had 504 respondents,
was conducted under the auspices of the Information Work Productivity

Council.

0:52 other
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0:47 phone—‘

1:35 e-mailw

workdayJ

edge workers have largely escaped scru-
tiny because they often work autono-
mously, and much of their labor is in-
visible, taking place inside their brains.
Yet increasing amounts of knowledge
work—an average of three hours and 14
minutes per day —involves visible, mea-
surable activities performed with elec-
tronic communications (see the exhibit
“Ripe for Improvement”). Knowledge
workers read and write, talk informally
and in meetings, and use technology to
manage their personal information and
knowledge environments. That last type
of activity can be observed, calibrated,
and improved — but only if employees
are shown how to do so.

Companies load up knowledge work-
ers with desktop and laptop computers,
personal digital assistants, cell phones,
wireless communicators, e-mail, voice
mail, and instant messaging—then leave
them to their own devices, so to speak.
Employees receive little or no guidance
about how to apply those technologies
to their work. And the devices remain
largely unintegrated.

As a result, most people aren’t very
good at managing their personal infor-

44 e-mails per person in an
average of three accounts (four
respondents got 500 messages
a day)

8 phone calls

8 voice-mail messages

17 e-mails

15 phone calls

mation. My informal surveys suggest
that only about 1% of knowledge work-
ers feel they have mastered this area,
and only 4% have received substantial
help from their employers. In short,
companies’ most valuable employees
spend 40% of the workday doing some-
thing they don’t do well and so fail to ex-
tract the most from their stock in trade:
knowledge. It’s a bit like bricklaying be-
fore Frank Gilbreth.

A few organizations are wising up.
Information technology companies,
which after all have something to prove,
are heavily represented among the first
movers. Intel, for example, has launched
an ambitious internal eWorkforce pro-
gram that segments the company’s
knowledge workers into types, defines
some key tasks (such as arranging and
running a global meeting), and supplies
education, coaching, and tailored appli-
cations to help workers perform those
tasks better. Cisco Systems’ Change the
Way We Work initiative teaches em-
ployees how to exploit new personal-
information technologies. Microsoft has
undertaken both research and internal
IT efforts to enhance “information work
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productivity.” Outside the technology
ranks, Capital One has turned its IT
function loose on the problem. And Ray-
theon’s Space and Airborne Systems
division has introduced education pro-
grams and policies to turn the company’s
employees into power users of commu-
nication tools.

There are, as yet, no best practices for
improving personal-information man-
agement. So companies awash with
knowledge workers should be experi-
menting. Internal experts may be the
best source for this particular curricu-
lum. Managers might identify a job or
process that is both important and
knowledge intensive, then observe how
the most and least productive employ-
ees attack it. Or they can simply ask the
most effective users of personal tech-
nologies in their organizations what
they do. Finally, remember that tech-
nology isn’t everything. Knowledge
workers should also learn how to mod-
ify behaviors, priorities, and relation-
ships. Knowledge, after all, is a yeasty,
mutable substance, and communication
requires nuance as well as speed. The
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brain remains knowledge workers’ prin-
cipal work space. Employees whose ex-
ternal information environment is well
managed can keep that internal envi-
ronment clutter free and operating at
peak efficiency.

Thomas H. Davenport
[babson.edu)|is a professor and the direc-
tor of research at Babson Executive Edu-
cation in Babson Park, Massachusetts. He
is a coauthor of What’s the Big Idea? Cre-
ating and Capitalizing on the Best Man-
agement Thinking (Harvard Business
School Press, 2003).

A Taboo
on Taboos*

A reporter sniffing around PeopleSoft’s
user conference last fall was surprised
by what she didn’t smell: fear. Despite
the sword of Damocles suspended over
their investments by Oracle’s hostile
takeover bid, customers discussed “com-
fortable subjects regarding PeopleSoft’s
business administration programs, such

as new features they’d like to see in the
next version—rather than whether there
will even be a next version,” wrote Alo-
rie Gilbert on CNET [News.com.] Those
nonconversations probably sounded a
lot like the airlines’ 25-year silence on
deregulation’s threat to their business
models. Not to mention the only re-
cently disturbed hush over underfunded
pension plans.

The worst thing about elephants in
the room is that if you ignore them long
enough, they become invisible. That’s
what happens when companies avoid
subjects because they are politically
dangerous, socially unacceptable, or just
too dire to contemplate. The result can
be a failure to anticipate predictable de-
velopments and consequent errors in
strategy.

The Encyclopedia Britannica defines
“taboo” as the prohibition of an action
that is either sacred or perceived as
“dangerous, unclean, and accursed” In
organizations, taboos may involve ac-
tions (no groping colleagues; no dress-
ing casual-Friday on uptight Monday),
but most involve ideas and language.
There’s substantial literature in an “em-
peror has no clothes” vein that preaches
the need for candor about sensitive in-
ternal issues. Employees, we are told,
must feel free to speak hard truths: This
feature won’t work or that process is too
cumbersome or has anybody else no-
ticed that the boss is crazy?

But in many companies, painful ex-
ternal issues that can seriously affect
strategy never get an airing, says Victor
Halberstadt, a professor of economics at
Leiden University in the Netherlands. In
several large European companies, Hal-
berstadt has observed a widespread un-
willingness to broach topics that seem
too big or intractable or that call into
question the wisdom of government
policies or corporate directions. Among
the buried hot potatoes: whether Euro-
pean integration is truly manageable or
is perhaps overstretched; whether the
EU’s private sector will continue to dein-
dustrialize; the probability that educa-
tional systems are failing the economy;
and the unsustainability of current wel-
fare states in Europe.
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I[N Mmany companies,
painful external issues
that can seriously affect
strategy never get an

airing.

“There are too many taboos on sub-
jects that can be very serious barriers to
long-term economic growth,” says Hal-
berstadt. “If we don’t talk about them
today, then ten or 15 years out, bad
things will happen that will be seen as
surprises.”

Similarly, avoiding social third rails
can render organizations’ marketing
and product development efforts less
innovative as the firms gloss over pro-
found ideas with safe, tepid language
and images. We know sex sells — explic-
itly in advertising and more subtly in
design and other areas. Sexuality is a se-
rious and complex subject that touches
many aspects of our lives (love, self-
respect, beauty, procreation, disease).
Yet the threat of litigation and the in-
evitable snicker factor mean most com-
panies never engage the subject in a
meaningful way. Language, in particu-
lar, becomes enfeebled when we ac-
tively eschew provocative words, those
most freighted with meaning. Instead
we fall back on clichés and euphemisms,
which in turn take on their own sala-
cious connotations and must be dis-
carded. (Harvard linguist Steven Pinker
calls this “the euphemism treadmill.”)

We are embarrassed by sex. We’d
rather not think about death. And if we
bring up God (or god or gods), noses
will get out of joint. Yet sex, death, and
God are the most profound considera-
tions of mankind. How can companies
hope to remain relevant if they won’t
discuss them?

IDEO, the famously innovative design
firm, set out to topple taboos in its own
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workforce and in the process to connect
more empathically with customers and
break down barriers to open collabora-
tion. The company identified several
subjects that are deeply felt but difficult
to talk about —among them sex, death,
and birth — and gave teams the task of
exploring and demystifying them. In
an exercise that was more extreme ex-
ample than best practice (the company
doesn’t expect others to follow its lead),
a six-member, coed, cross-functional
team immersed itself in all things
erotic —visiting a transvestite bar, view-
ing pornographic movies, and confess-
ing to one another their most intimate
experiences.“This was a team exercise of
desensitizing them to the subject, but
doing it with a huge degree of humor
and a huge degree of consciousness,”
says Paul Bennett, leader of IDEQ’s con-
sumer experience design practice.“Peo-
ple tend to mythologize and sensation-
alize sex or any taboo subject when the
real thing is much more interesting and
provocative”

At project’s end, the team developed
several not-meant-for-the-real-world of-
ferings, including products to prepare
someone for a first sexual experience
and a personal trainer for one’s sex life.
Prior to the taboo-toppling, the group
would have been unable to push back
its mental boundaries enough to dream
those up, according to Bennett.

A somewhat different kind of bound-
ary breaking has more practical busi-
ness applications. Does everybody in
your company see — but no one talk
about — the competitor who has been
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eating away market share 3% a year for
the last four years? Is nobody discuss-
ing-but everybody fearing—the move-
ment of technology jobs offshore?

The challenge is to enable full and
frank discussions of touchy topics with-
out creating a hostile environment. The
best place to start, perhaps, is a public
acknowledgement of what is not being
talked about, followed by education
about what is in and out of bounds
(with the emphasis on “in”). Halberstadt
suggests that top management rou-
tinely meet with outsiders who are com-
fortable with transgression — including
artists, independent academics, and
some journalists. “They need someone
to confront them about these things
they would rather ignore,” says Halber-
stadt.“They need someone who will talk
about the world as it is.”

Leigh Buchanan [(Ibuchanan@hbsp|
is a senior editor at HBR.

Toward a New
Science of Services

Services is the name of the game in
today’s economy. Services represent
about 80% of the U.S. gross domestic
product and between 60% and 80% of
the GDPs of the rest of the world’s ad-
vanced economies. Getting better at ser-
vices management must be a priority.
Companies like General Electric, Xerox,
and IBM that are seeing their own busi-
nesses shift from products to services
are acutely aware of this. (At IBM, for ex-
ample, more than half of total revenue
now comes from services.)

So why can’t we agree that services
science is a legitimate field? Even as it is
researched, written about, and taught,
services management is not a discipline
in its own right but rather a stepchild
of academic fields like marketing or op-
erations. Under their watchful eyes, its
growth is being stunted.

That’s not to say those disciplines
have made no progress. There are mar-
keters doing great work on marketing
of services. There are operations peo-
ple making inroads on the operational
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challenges of services. (Much has been
learned about operational optimization
in supply chain management, for ex-
ample.) A few individuals have become
acknowledged experts in the manage-
ment of certain vertical industries, such
as financial services or management
consulting.

But we’re not making progress across
disciplinary boundaries. People in these
different areas don’t review each other’s
work because they don’t publish in the
same journals, and they don’t meet be-
cause there isn’t a definitive conference
covering the field. It’s no surprise that

united the field — challenges that were
of only peripheral interest to students of
math, physics, and engineering.

What does that suggest for the future
of services science? The signs are prom-
ising. There is an extremely important
phenomenon to be explained, one even
bigger than the preponderance of ser-
vice businesses in the economy. Con-
sider that in shifting from products to
services, a supplier does more for the
customer than it used to and thereby
allows the customer to off-load some
work and thus do more for his own cus-
tomer. In a phrase favored by high-tech

Logically, the study
of services needs Its own
discipline. But logic may

not matter.

the work shows little cumulative ad-
vance in learning. Logically, for the the-
ory and practice of services manage-
ment to move forward, the study of
services needs its own discipline.

But logic may not matter. The history
of science shows us that some new areas
become academic fields while others —
seemingly just as vibrant and promis-
ing — do not. Computer science, now a
full-fledged discipline, was once a sub-
specialty in engineering, math, or phys-
ics. By contrast, organization science,
associated with Herb Simon and Jim
March, never gained its own stance.

My sense is that three factors made
the difference for computer science.
First was the scale of the phenomenon.
As computing reached a critical mass,
people generally sensed it was worthy of
study in its own right. Second, the tools
of the trade —computers, programming
languages, compilers, and software—be-
came increasingly widespread, making
it easier for research to be built upon.
Third, grand challenges energized and
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executives, the customer moves “up the
stack” in the value-added chain. The re-
sult is an enhanced standard of living
and prosperity—an extremely important
outcome in an advanced economy.

Services also meets the criterion for
tools. Business process modeling, for ex-
ample, now makes it possible to break
down a company’s business into pro-
cesses, trace the various activities that
constitute each, explain in detail how
the parts relate, and figure out how the
process might be done differently. Build-
ing on that, we have techniques to see
how the workings of one process might
be reused in other processes and when
that would be appropriate, given the in-
evitable trade-offs between custom and
off-the-shelf solutions.

And what of the need for grand chal-
lenges? What questions is services sci-
ence trying to answer that are not well
addressed by other fields? Let’s start
with the problem of innovation in ser-
vices. Without tangible products to pro-
totype and focus on, how can we deter-

mine whether we’re designing what cus-
tomers want? Next: Given that a service
is an intangible output produced largely
from intangible inputs, how do we mea-
sure and improve productivity? Services
also bring new urgency to the challenge
of tacit knowledge transfer, since service
encounters bring together people who
would benefit by learning more from
each other.

It should be remembered that even
computer science didn’t emerge fully
formed. Decades passed while schools
gradually added courses and depart-
ments fought over them. It’s also worth
noting that the very first course in this
new field, back in 1946, was developed
by IBM. (The senior Tom Watson, then
a trustee of Columbia University, per-
suaded the school to offer it.) The in-
terest of big companies like IBM may
likewise make the difference to services
science. As IBM senior VP for research
Paul Horn notes, “At IBM, we’ve been
working closely with academic institu-
tions to stimulate a cross-disciplinary
focus on ‘services science! We need to
overcome the silos of departments and
disciplines if we are going to generate
the innovation needed in a services
economy.” In the end, corporate support
could be the decisive force that brings
a coherent new field into being.

Henry W. Chesbrough
[berkeley.edu)]is the executive director of
the Center for Open Innovation at the Uni-
versity of California’s Haas School of Busi-
ness in Berkeley.

The Coming Crisis
over Intellectual
Property Rights*

The system for protecting intellectual
property rights faces a fundamental
challenge that governments and corpo-
rations haven’t fully appreciated yet.
Many executives acknowledge the prob-
lems that have been posed to the global
system by recent attitudinal changes in
society: the growing sentiment among
consumers that there’s nothing wrong
with sharing music or video files over
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Our proving grounds are actually oceans.

A car is only as good as its engine. Which is why, at GM, we challenge engines in
ways normal driving can’t. In fact, some of our most demanding tests of engine

durability happen at a place where you can't drive a car at all.

They happen at sea, where nearly all of the gasoline stern drive and inboard boats
in the United States feature a GM-powered marine engine under the hatch. Marine
engines are built starting from some of the very same base engines found in our cars
and trucks. On the water, where there are no towing services or mechanics, durability
is critical. Cutting through pounding waves alone requires up to fifteen times the
horsepower needed to power an automobile at the same speed on a level road.
It's the equivalent of driving a truck with a 15,000-pound trailer up a steep 10% grade.

It's a harsh environment for any engine, which is exactly why we do it.

There's also the GM dock test, where we run an engine full-throttle for 275 hours.
Thanks to the variety of durability testing we do, we're able to design a host of engines
that require minimal maintenance — only fluids and filters for the first 100,000 miles.

An example of engineering efficiency that leads to long-term durability.

And on land, our engines pass the test in situations where reliability is often a matter
of life or death. GM engines in industrial applications run emergency generators
and backup systems for FAA air traffic control, critical care nursing facilities and

wireless telecommunications towers. When the power goes out, we stay on.

We're building engines people count on. In cars. In trucks. And in vehicles where miles

per hour are measured in knots and the traffic signals flash from lighthouses.
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the Internet, for instance, and the rising
opposition to transnational corpora-
tions that charge remunerative prices
for lifesaving drugs in poor countries.
Companies are busy responding to the
fast-changing environment, but they’ve
underestimated the potential threat
from developments in China.

China’s reforms have created a situa-
tion in which more of its companies
now steal intellectual property, includ-
ing from transnational corporations
that do business there. If Chinese com-
panies flood the world’s markets with
pirated versions of every kind of product
from cars and airplane parts to phar-
maceuticals and software —as they have
started to do—bottom lines everywhere
will suffer, and businesses will have to
rethink the manner in which they de-
velop new technologies and bring them
to market.

That nightmare isn’t as far-fetched as
it seems. Beijing has turned a socialist
economy into a decentralized dynamo
through a key device: It has given offi-
cials at all levels the freedom to pursue
economic growth. Local GDP growth
qualifies bureaucrats for promotions,
and it puts money in their pockets by
giving them opportunities to acquire eg-
uity stakes in local firms, to gain em-
ployment opportunities for their rela-
tives, and to engage in plain-vanilla
corruption. Officials naturally protect
“their” companies from punishment
even when Chinese courts rule against
them on IPR-related issues. Thus, the
links between companies’ profits and
officials’ incomes have laid the founda-
tion for widespread theft of intellectual
property by Chinese firms.

Moreover, uncertainty surrounds the
future scale of intellectual property
theft in China. The country’s accession
to the World Trade Organization in 2001
requires Beijing to limit domestic eco-
nomic interventions largely to fiscal and
monetary policy, law and regulation,
and industry-level policies. China is also
taking steps to respect intellectual prop-
erty by setting up IPR courts, and many
Chinese firms have sought better pro-
tections for their intellectual property.
However, those steps will prove insuffi-
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cient unless Beijing successfully cuts the
ties that bind local officials to firms. The
central government is finding it difficult
to do that because unlike previous re-
forms, this initiative would take money
away from key officials throughout the
country. Besides, intellectual property
theft in China is easier than ever be-
cause of the country’s encouragement
of foreign investment in order to bring
in new technologies; the rising number
of Chinese engineers; and technologi-
cal advances that have made reverse en-
gineering more feasible.

What can firms do? Companies must
treat IPR protection as a strategic issue
when conducting business in China.
They should work out what intellectual
property they must protect and what
they can afford to lose. They may have
to keep key production technologies
outside of China. Smart companies will
also set up fully owned ventures rather
than form joint ventures, so that they
can control information in ways that
protect their secrets. They should com-
partmentalize different parts of the pro-

duction process; find ways to make sure
after-sales protections are tied only to
products they have manufactured; edu-
cate the public on how to differentiate
the real from the fake; and pursue pi-
rates in court.

In addition, businesses should band
together with other firms in their in-
dustries to confront the Chinese gov-
ernment. They should pressure their
own governments to use bilateral meth-
ods and the mechanisms of the WTO
to force improvements in China’s IPR
enforcement.

At another level, companies should
wake up to the reality that the global
IPR regime has eroded to the point that
if China does not change, they will soon
need new models for earning rewards
for their innovation investments. In that
sense, the China factor could become
the straw that breaks the back of the
IPR system in the next decade.

Kenneth Lieberthal is the William David-
son Professor of International Business
and a professor of political science at the
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Novartis and Eran drove his cancer into remission,
and changed his life completely.

Surfing was a big part of Eran’s life until he was wiped out by a
deadly tidal wave called cancer. His cancer left him sick and beat up,
but he never gave up. Then, with the help of a Novartis treatment,
he put his cancer into remission in a matter of months. And now he’s
living, working and surfing —on one of the best beaches in Australia.
Novartis is proud to be the innovative force that’s bringing new
optimism and hope to patients and their families. No one can
promise what the future holds for cancer patients, but today Eran is
winning the fight against his particular form of cancer, and enjoying

an active life many of us can only dream about.

Think what’s possible.

“Cancer put me in a fight for my life.

— Eran Thomson

!y NOVARTIS
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TLFeBOOK


http://www.us.novartis.com

THE HBR LIST . Breakthrough Ideas for 2005

University of Michigan in Ann Arbor. He
is currently a visiting fellow at the Brook-
ings Institution in Washington, DC.

Biometrics Meets
Services

With today’s focus on security, demand
is booming for biometric devices that
can look at your features and decide if
you’re who you say you are. Machines
that scan fingerprints, palms, retinas,
and faces are cropping up in airports,
banks, hotels, and even supermarkets to
improve security and prevent fraud and
theft. But while biometrics may make
things safer, security won’t be the killer
app. Using a fingerprint scan to open a
locker — as visitors to the Statue of Lib-
erty now do—is not fundamentally dif-
ferent from (or easier than) using a key.
It’s just more secure.

But using biometrics to enhance the
customer experience —that will change
how companies do business. Imagine an
airline that uses scans of fingerprints
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and faces to allow travelers to breeze
through check-in, customs, security, and
boarding in under 60 seconds—and au-
tomatically get seat assignments based
on their preferences. Who wouldn’t
choose that carrier over its competitors?

Singapore Airlines (SIA) and its hub,
Changi Airport, are collaborating on
just such a system, betting on biometrics
to improve productivity, reduce costs,
lure fliers with unprecedented service,
and enhance security to boot. In No-
vember, SIA and Changi launched a six-
month pilot test of Fully Automated
Seamless Travel (FAST) involving 9,000
SIA frequent fliers. Each received a
smart card encoded with fingerprint
and facial data. At check-in, these trav-
elers simply walk through a separate
gateway, slide their cards through a
reader, and have their fingerprints and
faces scanned. If the card data match
the holders’ features, the system clears
security and immigration, recommends
preferred seats, and prints boarding
passes. The entire process takes less than
a minute, compared with a current av-
erage of eight to 15 minutes. SIA and
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Changi are exploring a similar system
for baggage handling; passengers would
be able to skip lines and drop off bio-
metrically tagged luggage outside the
terminal, to be reunited with it — after
scanning—at the destination.

While the airline rolls out these beta
tests, it is studying other ways biomet-
rics could enhance services, including
speeding ticketing and payment, cus-
tomizing loyalty-program services, and
improving the efficiency of call centers
through voice recognition.

Biometrics’ ability to improve service
delivery in other industries, we believe,
will be limited less by technology, reg-
ulation, or public acceptance than by
imagination. Any service offering in
which knowledge of customers’ identi-
ties and preferences could be used to
customize and streamline sales is a can-
didate. Imagine the principles demon-
strated in the SIA-Changi experiment
applied to the process by which cus-
tomers buy clothing, financial services,
health care — even a personalized cup
of coffee.

In a recent retreat, an SIA task force
identified 113 potential uses for biomet-
rics in its business. If that’s 113 more than
you’ve thought of, you've got some
thinking to do.

Jochen Wirtz|(bizwirtz@nus.edu.sg)|is an
associate professor of marketing at NUS
Business School at the National University
of Singapore. Loizos Heracleous
Lheracleous@templeton.ox.ac.uk)lis a fel-
low in strategy and organization at Tem-
pleton College, University of Oxford, in En-
gland.

Getting Time
on Your Side*

We are looking at increased longevity all
wrong. People live longer, so we picture
them spending more years in old age.
Yet if we think of old age as a period of
weakness and decline, it has not length-
ened significantly. What’s longer is the
prime of life. Society should adapt to
longevity by focusing on the middle of
life and position the additional time as
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The success of my wines will be
measured by my children’s children.
From Day One we have been a family-

owned and family-run business. It is
a distinction that is rapidly becoming
a rarity in our industry. Our family
culture is built on the time-honored
principles of hard work, integrity, an

uncompromising desire for quality

Jess Jackson —Hawkeye Mountain Estate

A

KENDALL-JACKSON

and the long-term stewardship of the
land. It takes a strong-willed family to
live up to these principles. We take the
no-compromise, high road approach
to quality required to grow our world-
class grapes and produce critically
acclaimed award-winning wines. What
separates us further from our more

corporate competitors is we can

©2005 Kendall-Jackson Wine Estates KLcoml

put the long-term interests of our
future generations above short-term
financial gains. Our success will be
measured by generations of family
rather than by numbers on quarterly
reports. Many of you have told me
that you enjoy the taste of my wines,
but you're not sure why. Hopefully,

I can help with A Taste of the Truth.
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a second stage of healthy, energetic
adulthood, postponing rather than
lengthening retirement.

It is up to employers to design policies
that make this new stage of adulthood
vital and creative. Careers, like mar-
riages, can grow stale. Technical training
updates obsolete skills, but renewing
aspirations is a greater challenge.

We are accustomed to lives that un-
fold according to a familiar rhythm of
preparation and achievement, arrivals
and departures, excitement and quies-
cence. But our mental model of these
stages and transitions is fast becoming
outdated. Adulthood simply goes on too
long without punctuation. The famous
midlife crisis is a search for that punc-
tuation, for the feeling that one is mak-
ing a new start. How much fresh energy,
creativity, and loyalty would senior man-
agement reap from employees if it could
provide that feeling on the job?

A metaphor may be helpful. Adding
aroom to a house is likely to change the
way all the rooms are used. Midcareer
renewal is potentially a more dramatic
change: Rather than building some-
thing on at the back, we are moving the
walls and creating an atrium in the cen-
ter. The atrium is filled with fresh air
and sunlight, and it presents an oppor-
tunity for reflection on all the rooms
that open off of it.

What would it take to offer large
numbers of adults a year off (or even
two) somewhere around age 50 or 55,
a year that would challenge them to re-
think their lives and return to their jobs
with renewed energy and motivation?
One model is the academic sabbatical,
designed not as a reward or a vacation
but as a way to refresh teachers by let-
ting them tackle new and exciting ques-
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tions. In an industry equivalent, some
employees might return to school; oth-
ers might perform public service. Some
might revisit an earlier dream —writing
anovel, for instance —and accomplish it
or finally put it to rest.

Afterward, many would return to
their jobs eager for fresh responsibili-
ties, motivated to embark on a second
era of high performance. A few would
decide to follow their discoveries else-
where. They would be grateful for their
new direction; their employers might
be glad to have dealt with diminishing
productivity so humanely.

It is easiest to make a change when
you are clearly at the end of something.
Men and women who lose their jobs be-
cause of restructuring often seek addi-
tional education and may find them-
selves in more interesting, demanding
careers as a result. Lacking a natural
transition point, however, even those
middle-aged employees who feel bored
and trapped in their jobs are unlikely
to risk their security for an adventure
into the unknown. But many midcareer
people would love to make a change
and take a chance. In exchange, they
would willingly defer retirement for a
year or two, expecting that those addi-
tional years—and the years leading up to
them —would be richer and more satis-
fying, thanks to the time in the atrium.

The midlife atrium will introduce
risks and costs for both employees and
employers and will consequently re-
quire ingenious design. Employees will
need new options for financial plan-
ning, and they will need benefits to
make the transition less hazardous. Em-
ployers will have to change their staff-
ing models and employee development
programs. Financial institutions, which

focus so profitably on retirement plan-
ning, must create products to support
this new life stage.

But it will be worth it. Burnout is tak-
ing an ever greater toll on companies’
productivity and morale. The enemy of
stagnation is challenge, the dizzying
ascent into an unfamiliar space.

Mary Catherine Bateson
|catherinebateson.com)|is a writer and cul-
tural anthropologist. She is a professor
emerita in anthropology and English at
George Mason University in Fairfax, Vir-
ginia, and author of Composing a Life
and, most recently, Willing to Learn: Pas-
sages of Personal Discovery (Steerforth
Press, 2004).

Inversion
of Privacy

We know that people will trade some
personal information for security or
convenience. Still, we never question
the idea that almost everyone funda-
mentally values privacy. For that reason,
organizations seeking access to con-
sumer data assume they will always con-
front reluctance, if not open resistance.
They plan protracted sieges armed with
trade-offs, reassurances, and warnings.

But blanket, long-range privacy strat-
egies may not be effective. Attitudes to-
ward privacy differ dramatically on the
basis of age, geography, and who is
doing the prying. And under the influ-
ence of shifting demographics, attitudes
will likely change even more. Corporate
and government policies should take
account of those distinctions.

When I talk to students and adults
about privacy in the digital age, I am
struck by a persistent generation gap:
The younger the audience, the weaker
its concern about personal exposure. For
example, when I ask for reactions to the
“naked machine,” an electronic strip-
search device being tested at airports,
college and law students are generally
unperturbed by it. Business leaders over
40, by contrast, are far less comfortable.
Of course, people in the older group
worry about displaying the effects of
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We power hospitals, stadiums
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to outgrow its resources, Siemens is

determined to give people everywhere the power to live, better. That’s why we’re
constantly engineering ways to improve the efficiency of power generation technology
and to increase the capacity of transmission and distribution systems. From generation
to transmission, Siemens technology is responsible for producing over a third of the
nation’s electrical energy.

By pioneering cleaner and more efficient energy technologies, Siemens is helping
to reshape and redefine the power industry. Whether it’s energy, healthcare or
communications, we have 70,000 U.S. employees working together with thousands
more all around the world. Exchanging ideas. Sharing knowledge. And strengthening
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Students are generally
unperturbed by the "naked
machine,” an electronic
strip-search device being
tested at airports. Business
leaders over 40 are far less

comfortable.

gravity; but they also consider the viola-
tion itself to be more grave.

My anecdotal perception is confirmed
by empirical studies. A 2000 survey by
the Pew Internet and American Life
Project found that 67% of 50-to-64-year-
old respondents were very concerned
about consumer privacy, compared with
only 47% of 18-to-29-year-olds. Inter-
national studies have reached similar
conclusions.

Young people’s relaxed attitude to-
ward privacy is less a matter of youth
(with fewer experiences, they have less
to hide) than a matter of upbring-
ing —and is consequently likely to stay
with them as they age. Their worldview
has been shaped by technologies of per-
sonal exposure, including Web logs, cell
phones, and digital cameras. They have
grown up visiting sites like eBay and
Napster, where the identities of the cor-
porations collecting their personal in-
formation are masked by interactions
with other users like themselves. Self-
revelation is prized over reticence in our
reality-TV-obsessed culture, because get-
ting noticed matters more than uphold-
ing traditional norms of discretion.

Civic privacy is a different matter.
Younger people are more concerned
than older ones about surveillance by
the state. A 2002 survey by the British
government found that younger groups
were less convinced than older groups
of the benefits of sharing private data
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with the public sector. The older groups
trusted government more, largely be-
cause of positive experiences with the
welfare state during and after World
War II. A similar generation gap exists in
the United States.

Culture also influences attitudes. For
example, Europeans generally worry
more about corporate data surveillance,
while Americans are concerned with
what government is up to. Those geo-
graphic differences reflect very differ-
ent histories. Europeans have tradition-
ally been concerned about protecting
the dignity of high-status individuals
from a prying public. Americans, by con-
trast, focus on protecting the liberty of
individuals against intrusions by the
state. The distinctions are reflected in
the regions’ privacy laws.

Understanding these differences is
crucial for companies as they do more
business online, make more sophisti-
cated use of their databases, and coop-
erate with governments. Younger con-
sumers may be more willing than older
ones to trade their personal data for a
toaster; but in the United States, at least,
neither group will do so if it perceives
federal snoops peering over corporate
shoulders. As young exhibitionists get
older and become the dominant demo-
graphic, companies should worry less
about collecting data for use inside their
own walls and more about cooperat-
ing with government security initia-

tives. To sustain consumer trust, com-
panies should push for amendments to
the USA Patriot Act, for example, that
would insure accountability and trans-
parency and protect privacy (although
further attacks by terrorists may make
broader government surveillance widely
palatable).

In other markets, where consumers
are more resistant to corporate data col-
lection, companies need stricter privacy
policies. There is a widespread percep-
tion that U.S. companies are less re-
spectful of consumer privacy than are
European firms. If not countered, that
perception could inhibit the global com-
petitiveness of American corporations.

Public- and private-sector data are in-
creasingly integrated and globalized,
making it even harder for organizations
to balance the tangle of privacy expec-
tations from around the globe. As the
public in different regions grows more
open and more suspicious in diverse
ways, a single level of optimal protec-
tion may be increasingly elusive.

Jeffrey Rosen (jrosen@law.gwu.edu)|is a
professor at George Washington Univer-
sity Law School in Washington, DC, and
the author of The Naked Crowd: Re-
claiming Security and Freedom in an
Anxious Age (Random House, 2004).

In Praise of
Feedership

Of all the biological metaphors used in
business discourse, none is more central
to strategy than “survival of the fittest,”
with its implications of incessant rivalry
and ruthless competition for scarce re-
sources. But head-to-head competition
is only a small, and not even particu-
larly interesting, part of the struggle for
survival. The familiar image — in films,
literature, and one’s imagination—of fe-
rocious predators dominating a nature
“red in tooth and claw” is simply not
borne out by observations in bush and
field. Predators’teeth and claws, fearful
and fascinating though they may be, are
rarely the utensils of choice at life’s
table. So what are? Overcome for a mo-
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ment your natural revulsion and con-
sider the lowly parasite.

The vast majority of species are para-
sites, exploiting the evolutionary dis-
covery that the best way of making a
living is to be closely attached to some-
thing else that is living. As much as we
may resent their choice of residence, we
must respect their strategic genius, for
nowhere are life-sustaining warmth, nu-
trition, and shelter as abundantly pres-
ent as in other forms of life.

In an economy, such prime real estate
would carry a steep price; in biology,
the price comes in the form of a coevo-
lutionary race of innovation between
parasites’ ploys to gain entry and the
steadily more formidable defenses of re-
sistant hosts. As a result, both parasites
and hosts are characterized by a won-
drous complexity of adaptations. These
adaptations are far more subtle and cun-
ning than the relatively unimaginative

ones that have evolved from predatory
competition.

For an illustration of this complex
host—parasite negotiation, consider the
curious interaction of the fig and its par-
asite: the fig wasp. Squeezing through a
narrow opening, the female wasp forces
her way into the richly provisioned in-
terior of the fig to lay her eggs on the de-
veloping flowers of the fruit, which will
nourish the wasp larvae. The seeds thus
lost and the damage due to the forcible
entry represent serious costs to the fig.

So far so good for the wasp. But now
consider the concessions extracted by
the fig in the long process of evolution-
ary negotiation. The female wasp, mov-
ing about the interior of the fig de-
positing her eggs, fertilizes the flowers
with pollen carried on her body from
the fig in which she originally emerged.
When her female descendants exit
through the eye of the fruit, they brush
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against the pollen-laden male flowers
near the opening and carry the precious
dust to the figs in which they will build
their nests.

And what of the newborn males,
which presumably would carry away
half of the pollen on journeys of amo-
rous adventure and, as they have no rea-
son to reenter and thus pollinate an-
other fig, provide no benefit to the fig
species? Their unfortunate lot is the
final concession in the evolutionary bar-
gain struck by the fig and the wasp.
When the males hatch, they lack vision,
wings, and all but the basic motility re-
quired to immediately seek out and
mate with the new females. Having ac-
quitted themselves of this reproductive
chore, the males expire unceremoni-
ously within the fig, never having seen
the light of day and, more important,
never having had a chance to waste the
precious pollen of the fig.

The value of this peculiar tale—which
actually isn’t that unusual in the often
bizarre world of parasitism —lies not in
its specifics but in its suggestion of a rich
new way to think about strategic inter-
action. The survival-of-the-fittest meta-
phor calls for the mobilization of all
resources to deny access to intruders;
parasitism, in contrast, suggests to the
strategist that there may be benefits in
letting down one’s defenses. In business,
parasitic activity — for example, the in-
fringement or appropriation of pat-
ents, brands, and intellectual property—
would long ago have become prevalent
were it not for the existence of property
rights. But in today’s global economy,
in which tangible assets are becoming
less important than intangible ones, the
enforcement of those rights is increas-
ingly costly and difficult. Nature, igno-
rant of formal property rights and hos-
pitable to parasitic species, offers some
ideas for turning this threat into a plat-
form for innovation.

For instance, might makers of branded
luxury goods view cheap knock-off
watches and handbags as “pollen” in
winning the brand awareness of con-
sumers whose income does not match
their discriminating taste for fashion?
Or might the firms learn some valuable
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insights from their imitators’ low-cost
production, sourcing, and distribution
methods? There are no ready answers
to such questions, but (for that very rea-
son) the questions offer a chance to es-
cape the mental tunnel created by a con-
ception of business as being exclusively
competitive or predatory and to envi-
sion entirely new ways of formulating
strategy.

Tihamér von Ghyczy teaches at the Uni-
versity of Virginia’s Darden Graduate
School of Business Administration in
Charlottesville and is a fellow of the Bos-
ton Consulting Group’s Strategy Institute.
Janis Antonovics is an evolutionary biol-
ogist and a Lewis and Clark Professor at
the University of Virginia in Charlottesville.

Don’t Believe
Everything You Read
(Except for This)

Organizational leaders are deluged with
advice. There are more than 30,000
business books in print, with some 3,500
new titles published each year, and too
many management-related articles,
newsletters, and Web sites to count.
There are not, of course, 3,500 good new
management ideas — or even old man-
agement ideas worth elucidating in 300
pages. Much of this advice is, at best, a
waste of time. At worst, it can — if fol-
lowed - create more problems than it
solves.

Reengineering projects, fueled in
large part by a certain red-jacketed vol-
ume, have experienced an estimated
failure rate as high as 70% (a statistic
supplied by reengineering champions
Michael Hammer and James Champy
themselves). And what about all those
books and articles that touted Enron’s
innovative business model and people-
management strategies? Consultants,
too, can sometimes make matters worse.
Blake Nordstrom, president of the de-
partment store chain of that name, told
me that his predecessor in the job spent
about $60 million annually on nearly
50 consultants and consulting firms. Yet
the company’s results only deteriorated.
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In fact, things got worse as conflicting
advice immobilized the organization.
Nordstrom began its successful turn-
around when it rediscovered its focus
on customer service and the basics of
retailing — a strategy it (re-)figured out
for itself.

What’s a poor executive to do? Here
are a few simple, commonsense guide-
lines to separate the gold from the dross
in the management-idea marketplace:

Beware anything touted as “new.”
In medicine and the physical sciences,
discoveries invariably build upon (and
their authors acknowledge) the work of
others. Innovation is mostly about com-
bining existing ideas in new ways, as
product developers at IDEO will tell
you, or about finding new uses for ex-
isting technologies (Viagra, remember,
was originally a drug to treat blood pres-
sure ailments). Rather than pursue
“what’s new,” you would do better to
seek “what’s true.” Ford Motor Company
got bored with the mundane details
of total quality management, experi-
mented with IT innovations and the In-
ternet, and lost its focus on the details
of designing and making great automo-
biles. Meanwhile, Toyota just kept doing
the same things it had always done and
did them better and better. The respec-
tive results speak for themselves. To-
yota’s recent profits were higher than
Ford’s and GM’s combined.

Be skeptical of “proof by anecdote”
Stories are a useful way of illustrating
ideas and bringing them to life, but their
color may obscure black-and-white evi-
dence of whether a practice actually
worked. For instance, McKinsey’s The
War for Talent was full of compelling
stories, but the management practices
that were supposedly responsible for
companies’ financial performance were
measured after the performance itself
was measured. Temporal ordering (cause
coming before effect) is a necessary, al-
beit insufficient, condition for estab-
lishing that one thing causes another. In
addition, anecdotes may sacrifice critical
detail in the interest of enhancing nar-
rative momentum. Sometimes the
things that are just too complicated to
explain are the things that — to some

readers anyway —would have made all
the difference.

Be alert for half-truths. That is what
my colleague Bob Sutton and I call ideas
that are partly or sometimes right but
also partly or sometimes wrong. Many
ideas fall into this category, such as the
importance of financial incentives and
the notion that work is so distinct from
the rest of life that people can’t be them-
selves on the job. Advice is more likely
to be good when it acknowledges its
own downsides and suggests ways to
cope with them. The risk may be worth
taking, and the management approach
may be useful, but in order to make sen-
sible judgments, you need to know the
whole story.

Avoid self-proclaimed gurus. Who-
ever first applied the term “guru” to
management thinkers probably meant
well: The original Sanskrit word means
venerable teacher. But over the years
the term became associated more with
best-sellers and astronomical speaking
fees than with original thinking and
serious fieldwork.

Understand cognitive biases. I am
not talking about the biases described in
behavioral decision theory, but about
even more insidious distortions. One
such bias is the desire to hear (and de-
liver) good news; another is to prefer
ideas we agree with and people who
agree with us. Both of these come into
play when we work with consultants.
Yet as Charlie Bresler of Men’s Wear-
house points out, people benefit most
from constructive criticism that actually
teaches them to do things better. The
best management advice need not be
downright painful. But like diet ad-
vice—perhaps the only subject that gen-
erates a comparable amount of ver-
biage-if it doesn’t cause at least a bit of
discomfort, it’s probably not going to
have much impact.

Jeffrey Pfeffer is the Thomas D. Dee II
Professor of Organizational Behavior at
Stanford University’s Graduate School of
Business in California. V]

Reprint RO502A
To order, see page 151.

HARVARD BUSINESS REVIEW

TLFeBOOK



HARVARD‘BUSINESS|SCHOOL

Executive Education

- ; g s
g e I &
A

'EDUCATING LEADERS

WHO MAKE A DIFFERENCE IN THE WORLD

At Harvard Business School, our mission is to educate leaders who make a difference in the world. HBS offers more than 45 open-enroliment executive
development opportunities that equip the world's most promising individuals with new thinking and actionable learning, which quickly translates into
real results. Upcoming Executive Education programs include:

CORPORATE RESTRUCTURING, MERGERS, MAY 1-4, 2005
AND ACQUISITIONS: CREATING VALUE IN
TURBULENT TIMES

STRATEGY: BUILDING AND SUSTAINING JUNE 5-10, 2005

COMPETITIVE ADVANTAGE
FOR MORE INFORMATION

BUSINESS MARKETING STRATEGY JUNE 5-11, 2005
Email: executive_education@hbs.edu

STRATEGIC HUMAN RESOURCE MANAGEMENT JUNE 12-17, 2005
{g{f;‘;?:g ihl—gOSO-I;?aSI-SSU, i Gl CONSUMER MARKETING STRATEGY JUNE 26-30, 2005
+1-617-495-6555, ext. 4143) LEADING PRODUCT DEVELOPMENT JULY 11-15, 2005
Or visit our website at: PROGRAM FOR MANAGEMENT SEPTEMBER 18-NOVEMBER 18, 2005

WWW.EXED.HBS.EDU DEVELOPMENT


mailto:executive_education@hbs.edu
http://www.exed.hbs.edu

THE HBR LIST - The Reading List

2005

In 2004, business books told us
how to put drama into meetings,
predict which country would be
the next economic juggernaut,
treat promotions as setbacks,
and leverage our inner pirates.
Here's what publishers have in
store for the coming year.

by John T. Landry
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Career Imprints: Creating
Leaders Across an Industry
Monica C. Higgins

(Jossey-Bass, March)

Drawing on her study of the biotech
industry, Higgins, a Harvard Business
School professor, warns boards to pay
close attention to the values and habits
that CEOs hired from outside carry over
from their previous corporate cultures.

The Next Global Stage:
Challenges and Opportunities

in a Borderless World

Kenichi Ohmae

(Wharton School Publishing, March)
Strategist Ohmae’s latest pro-globalization
argument focuses on the dynamics of
two engines: the rise of regional states
and the spread of international platforms
such as Microsoft Windows.

House of Lies: How Management
Consultants Steal Your Watch and
Then Tell You the Time

Martin Kihn

(Warner Business Books, March)

A comedy writer turned consultant draws
on skills from his former career to explain
the machinations of his current calling.
Depending on your perspective, it's either
funny or painful.

The One Thing You Need to
Know...About Great Managing,
Great Leading, and Sustained
Individual Success

Marcus Buckingham

(Free Press, March)

The author of Now, Discover Your
Strengths expands on the argument that
focus trumps balance, urging managers
to find one essential truth about their
work and keep it squarely in their sights.

Hot Property: The Stealing of
Ideas in an Age of Globalization
Pat Choate

(Knopf, April)

Western governments are beefing up
protection of their citizens’ intellectual
property, but elsewhere, the vultures are
gathering. Economist Choate describes
how Western companies are losing out to
pirates and counterfeiters, with adverse
consequences for profits —and for society.

Moral Intelligence: The Key to
Enhancing Business Performance
and Leadership Success

Fred Kiel and Doug Lennick

(FT Prentice Hall, April)

Ethics is not so different from other busi-
ness competencies. Two consultants
offer metrics and other tools for devel-
oping the skills and habits of moral
effectiveness.

The Silicon Eye: How a Silicon
Valley Company Aims to Make

All Current Computers, Cameras,
and Cell Phones Obsolete

George Gilder

(Atlas/Norton, April)

The telecom bust hasn’t muted Gilder’s
enthusiasm for emerging technology. He
goes behind the scenes at Foveon, an
innovative leader in digital photography.
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The World Is Flat: A Brief History
of the Twenty-First Century

Thomas L. Friedman

(Farrar, Straus and Giroux, April)
Technology may be a boon for terrorists,
says New York Times columnist Fried-
man. But it also allows smart entrepre-
neurs in developing countries to compete
and collaborate with Western companies
in surprising ways.

Make Your Own Luck:

12 Practical Steps to Taking
Smarter Risks in Business

Eileen C. Shapiro and Howard H. Stevenson
(Portfolio, May)

A consultant and a professor advise
executives to apply the techniques of
skilled gamblers and develop “predictive
intelligence,” including an ability to pro-
cess varied information and act deci-
sively in uncertain times.

Made in China: What Western
Managers Can Learn from Trail-
blazing Chinese Entrepreneurs
Donald Sull with Yong Harry Wang
(Harvard Business School Press, June)
In the midst of China’s turbulent growth,
a few audacious companies have thrived
despite government restrictions and with-
out competing on low-cost labor alone.
Their entrepreneurial verve, says Sull, a
London Business School professor, offers
lessons for companies everywhere.

The Sack of Rome: How Silvio
Berlusconi Took Over Italy
Alexander Stille

(Penguin Press, July)

This is a serious journalistic look at how
Silvio Berlusconi has controlled much of
the Italian media and government. Media
magnates in other Western countries
may try to do the same, Stille argues.

Competition Demystified:

A Radically Simplified Approach
to Business Strategy

Bruce Greenwald and Judd Kahn
(Portfolio, August)

Michael Porter’s “five forces” have domi-
nated the thinking on positioning in
recent decades. Greenwald, a professor
at Columbia Business School, says
we're better off with a simpler frame-
work centered on barriers to entry
within industries.
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The Care and Feeding

of the Knowledge Worker

Thomas H. Davenport

(Harvard Business School Press,
September)

Structured processes and top-down deci-
sion making demoralize knowledge work-
ers. Davenport, a Babson professor who
studied the species in its natural habitat,
suggests effective ways to manage these
employees.

How Industrial Dynasties Work
David Landes

(Viking, September)

In The Wealth and Poverty of Nations,
Landes, a Harvard professor emeritus,
laid out why entire countries get rich or
stay poor. Here, he casts a historian’s eye
on companies. Once again, culture is at
the forefront of his analysis.

The Search

John Battelle

(Portfolio, October)

A veteran Silicon Valley journalist exam-
ines the strategy and culture of the
search-engine industry. Could Google's
privileged position as a Web hub give

it extraordinary leverage over Internet
commerce?

The Broken Windows Theory

for Business

Michael Levine

(Warner Business Books, November)
A popular law-enforcement theory holds
that communities can reduce crime by
addressing quality-of-life issues. This
consultant wonders whether fixing the
little things that bother employees will
motivate them to tackle the big issues
more effectively.

The Leadership Legacy

Robert Galford and Regina Maruca
(Harvard Business School Press, 2006)
Your legacy, by definition, waits for
tomorrow, but thinking about it can

add meaning to your career today, says
coach and development consultant
Galford. Deeply felt goals contribute to
more authentic and effective leadership.
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DANIEL VASCONCELLOS

Springboard to
a Swan Dive?

by Ajit Kambil and Bruce Beebe

For John Clough, the CFO ’jOH N, IT’s TOM RUSSELL.”

“Hey! To what do I owe the pleasure?”

of a high_teChndogy fi rm, “I'm afraid it has nothing to do with
the invitation to join the our favorite pastime”

John Clough, the CFO of NetRF, a
board of a Fortune 500 technology company based in Salt Lake

City, and Tom Russell, a vice president

company seemed like an at Moore & Swithins, a respected Man-

opportunity t0o move up hattan executive-recruiting firm, were
. . avid collectors of flight memorabilia.
to the blg Ieagues. Untll/ “Too bad,” John replied. “I thought
thati S, he started asking maybe you’d want to trade your Rick-
enbacker propeller for one of my TWA

about the demands-and swizzle sticks”

“Hah. Actually, I have a different kind
of proposal — one I think you’re going
to like just as much. Benchmark has re-
tained us to find someone for its board,
and we think you’d be a terrific candi-
date. Would you be interested?”

the potential liabilities.

HBR’s cases, which are fictional, present common managerial dilemmas
and offer concrete solutions from experts.
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John felt his face getting hot. “This
is going to be a stretch,” he thought.
Atlanta-based Benchmark was a Fortune
500 packaged-goods company that was
many times NetRF’s size. John had been
at NetRF six years and, in that time, had
developed a national reputation, at least
in informed circles, for his financial acu-
men and probity. The buzz around the
CFO was surprising in view of NetRF’s
relatively modest revenues — $300 mil-
lion in fiscal 2003. But John had built
his reputation during a time when many
of the financial world’s top leaders had
proved to be imprudent if not inept.

The offer to join Benchmark’s board
was tempting, but John wondered:
“Will I be spreading myself too thin?”

Still, few would’ve expected such an im-
portant public company to tap John for
a directorship—least of all John himself.

As John cradled the receiver against
his shoulder, trying to formulate an an-
swer, his thoughts raced back to a scene
from B-school. It was the spring of his
second year at Sloan, and Mellon Bank’s
CFO had called John at his basement
apartment to invite him to join as an as-
sistant treasurer. He remembered think-
ing it was a good thing videophones
weren’t in general use, so shabby were
his surroundings and so acute was his
embarrassment. John had the same
thought now as he surveyed his frayed
cubicle, with schedules and memos
hastily sorted into messy piles. Tacked
on one wall was a small, worn postcard
of a barnstormer in a leather cap and
goggles. The card read, “I’d rather be
down here wishing I was up there than
up there wishing I was down here.”

Ajit Kambil is a Boston-based global di-
rector of Deloitte Research, a part of De-
loitte Services. He is the coauthor of Mak-
ing Markets: How Firms Can Design
and Profit from Online Auctions and Ex-
changes (Harvard Business School Press,
2002). Bruce Beebe is the director of re-
search at Deloitte & Touche’s Center for
Corporate Governance in New York.
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“Ahem,” Tom said, wondering if his
friend was still on the other end of the
line.

“So what’s involved?” John finally
responded.

“A lot of flying around-a spring meet-
ing in Charleston, a strategy retreat
every year in Aspen. It’d be a great
honor for someone at your stage in life.
And it would do you good to get to
know Benchmark’s board members.
Maybe Benchmark could be persuaded
to buy some of NetRF’s products. What
do you think?”

“It certainly is an honor,” John said,
struggling to keep
his eagerness under
wraps. Be the stoic
CFO they’re looking
for, he told himself.
“Could you send me
something in writ-
ing about what my specific duties
would be?”

“Sure, sure. But don’t hesitate too
long,” Tom warned. “The place for due
diligence is in the audit committee,
which is anxious for your help.”

Tom hung up the phone and imme-
diately logged his notes from the con-
versation into his spreadsheet. Several
executives had already turned down
his offer, and Benchmark CEO Charlie
Duer — Tom’s client —was getting impa-
tient. Tom knew that while only 6% of
Moore & Swithins’s revenues came
from director searches, these types of
assignments still needed to be handled
effectively and expeditiously. Other-
wise, companies would stop retaining
M&S for their more lucrative executive
searches.

“Will he bite?” the recruiter won-
dered, as he absentmindedly toyed with
the scale model of the A6M Zero Japa-
nese fighter plane that had been rest-
ing on his desk. “John trusts me,” he
thought. “After all, 'm the one who in-
troduced him to NetRF, and now we’re
pals. How could he say nor”

Some 2,000 miles away, John was con-
sidering the invitation. NetRF was in a
one-story modular building on the out-
skirts of Salt Lake, almost at the foot of
the Wasatch Mountains. A tall chain-link

fence enclosed the parking lot; NetRF
employees would occasionally see hun-
gry coyotes lurking near the metal. On
this day, John saw nothing but cars. Most
of his colleagues were engineers who
had moved among a couple-dozen tech
companies in the region, trying to catch
the next wave. He enjoyed the skiing, his
Cessna Turbo time-share, and the work,
but he realized that there were definite
limits to this environment. The 39-year-
old executive had been glad to move out
West, but he would certainly welcome
a reacquaintance with the world of big
business back East, if the conditions
were right.

NetRF’s engineers were focused pri-
marily on designing wireless commu-
nications equipment that could be used
in offices and homes. Most recently, the
company had extended its product lines
by making readers for radio frequency
identification (RFID) tags. Companies
were increasingly relying on RFID
chips — next-generation bar codes - to
streamline their supply chains, combat
consumer and backroom theft, and an-
ticipate product stock-outs. NetRF’s
RFID readers boasted the most sensi-
tive pickups, the best prices, and the
lowest repair and recall rates.

Because of the company’s profitabil-
ity, John had been able to persuade the
CEO and the board to expense stock
options at a time when it was uncom-
mon for high-tech firms to do so; for
that move, he had received a good deal
of admiring coverage in the financial
trade press. He’d then led the company
through one of 2001’s most successful
IPOs. The company had floated only 17%
of its equity, but the capital it raised al-
lowed it to shrink its production cycles
from 11 months to seven months.

The offer to join Benchmark’s board
was tempting, but John wondered: “Will
I be spreading myself too thin?” While
serving on NetRF’s board, he had be-
come friends with Gordon Telford, the
former CEO of Peyton Rim, a large auto-
parts supplier. Gordon had retired to an
enormous ski chalet in Park City, less
than 40 miles from Salt Lake. The past
few winters, Gordon had invited John
and his wife, Missy, to the chalet for
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some weekend skiing. In fact, they were
driving to Park City the day after to-
morrow for another visit. John knew
that Philip Tedeschi, the chief outside
counsel to both NetRF and Peyton Rim,
would also be at the chalet. He made a
note to himself to e-mail Philip and Gor-
don before the weekend; he could dis-
cuss the directorship offer with them be-
tween trail runs. John turned away from
the window and trained his attention on
his computer screen. He typed “Bench-
mark” and “financials” into a search en-
gine and scrolled through the results.

The Lap of Anxiety

It was dusk when John and Missy’s yel-
low Land Rover crunched to a halt at
the top of Gordon’s steep driveway.
Awaiting them inside was a semicircle
of Adirondack twig chairs arrayed in
front of a cavernous fireplace, which
crackled as it warmed. As suitcases were
whisked upstairs, Gordon and his wife
greeted the couple, walked them farther
into the great room, and handed each of
them a martini.

“You'’re going to enjoy those board
meetings enormously, John,” Gordon
began, “and you’ll learn a lot besides.
I would never have gotten where I did
at Peyton if I hadn’t had board service
on my résumé. It’s an indispensable step
for a fellow with your possibilities.”

“T agree,” Philip added as he reached
the bottom step of the long quartersawn
staircase; from his room upstairs, the
attorney had heard John and Missy ar-
rive. “But don’t underestimate what’s
involved. The hours can be consider-
able—as high as 250 per year these days.
Gordon remembers a somewhat more
leisurely and trusting world; my legal
brethren have since built up a small
industry in shareholder derivative suits,
strike suits, and proxy challenges to
board nominations. Your duties at NetRF
are substantial, or so I'd guess from my
difficulty getting you on the phone.”

John didn’t know whether to smile or
glare in response to that small dig.

“Are you going to have time to study
the big briefing books they send you?”
Philip went on. “Do you know whether
they’ll want you to visit a certain number
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of plants each year, as some companies
expect now?”

“I'm not sure about the visits or the
meetings,” John replied. “Tom tells me
I'm supposed to buy 5,000 shares of
stock within 12 months, so let’s hope
they go up”

“My goodness, Phil, you portray
board service as a burden rather than a
privilege,” Gordon commented.

“Tt is more of a privilege than ever,’
Philip argued. “Sarbanes-Oxley and
today’s tougher courts have invested
board members with real responsibility.
But with that come some risks.” Philip
embarked on a tour of the legal land-
scape, ending with a sketch of the terri-
tory he understood best. “You know,
Utah is a business-friendly state. Board
directors here are protected—even if the
company’s articles of incorporation don’t
extend immunity to directors who get
into trouble. Where is Benchmark in-
corporated? Its shareholders, of course,
are everywhere.”

As Philip listed a series of compelling
reasons for not joining the board, John
wondered: “Why is he so worried about
my situation? I'm not his client”

“Wouldn’t NetRF benefit if I joined
the Benchmark board?” he asked.

“Well, you can forget about selling
RFID products to them,” Philip an-
swered. “Your status as an independent
director would be compromised.”

“I thought we’d determined that most
of our future growth is going to come
from sales to retailers. We’d like to un-
derstand the retail sector the way Bench-
mark does, so I imagine this could be a
real learning experience,” John said.

“Tell me, though, how much do you
really know about Benchmark?” Philip
asked.“I can give you generic warnings,
but there’s no substitute for finding out
everything you can about Benchmark’s
situation — pending litigation, any envi-
ronmental issues, who your colleagues
are going to be. You should figure out
whether you can get along with them
before you decide anything. I'll get you
a crib sheet with questions to ask”

“I'think we need to know what kind of
directors-and-officers insurance they’re
offering,” Missy chimed in. As a partner
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in a local accounting firm, she shud-
dered to think that everything John and
she had built could be taken away.

“Missy, Phil, you depress me,” Gor-
don interrupted. “Let’s change the sub-
ject. Anybody know how to carve a
pheasant?”

Getting to Know You

“He wants to do what?” exclaimed Lin-
ton Folds, the chairman of Benchmark’s
audit committee.

“He says he needs a meeting with
your committee, and a separate one
with Charlie, before he can give us an
answer,” Tom said, hoping the static on
his cell phone wasn’t obscuring his mes-
sage. John had flown into Atlanta almost
two weeks earlier for a meeting with the
nominating committee. That visit had
been cordial but, from John’s perspective,
not as informative as it could’ve been.

“For Pete’s sake. I know there are only
three of us on the audit committee, but
getting our schedules to match is going
to be a task and a half;’ Linton said with
exasperation.

“John’s no fool,” Tom responded. “He
knows about the turnover you’ve expe-
rienced and some of the controversy.”

“That’s to be expected, I suppose,’ Lin-
ton conceded halfheartedly. To boost
shareholder confidence post—-Sarbanes-
Oxley, Benchmark needed to certify that
it had designated a financial expert for
its audit committee — and John seemed
to fit the bill. He would be replacing Lin-
ton, who would be stepping down from
the committee.

“I’ll urge Mary and Sig to find some
time within the next two weeks,’ Linton
told Tom.“We’ll book a suite at the Ritz-
Carlton, and we’ll get Charlie to meet
with him just before our appointment.”

Butting Heads

John’s 7 AM meeting with Benchmark’s
CEQ, at the company’s downtown head-
quarters, did not go particularly well.
Charlie, like John, had a financial back-
ground. So like two accounting wonks—
instead of a CEO and a director-to-be -
they tangled over Benchmark’s ideal
capital structure. And when John men-
tioned that he’d like to chat with a cou-

ple of division managers and the new
CFO, Charlie bristled. He had been in of-
fice only six months—six stressful months.

Charlie had joined Benchmark after
its former CEO, CFO, and chief auditor
had been fired; the state-employee pen-
sion fund had raised questions about
the way Benchmark recognized its rev-
enues. Some analysts felt that Bench-
mark’s independent board members
had perhaps overreacted by firing the
company’s senior management. But the
business had rebounded with several
strong quarters, and Charlie was feeling
the pressure to demonstrate to the board
that his hiring had not been in vain.

By 8:25 AM, John was back at the Ritz-
Carlton to meet with the members of
the audit committee.

“How are you, John? I'm Mary Tol-
liver. This is Sig Rasmussen, and this is
Linton Folds.”

In his online research, John discov-
ered that Mary was executive VP of mar-
keting at Builder’s Bank; that Sig was
the founder of Delilah’s,a chain of dress
shops; and that Linton had led Bench-
mark until 1996 and once again after
the dismissals. “Linton peered into every
crevice when he ran things just before
Charlie signed on,” Mary volunteered.
“If Sig or I can’t answer your questions,
Lin surely can”

“That’s reassuring,” John said, “since I
didn’t get to look at the accounts in my
meeting with the nominating commit-
tee. Granted, my experience with public
companies is limited, but I've been
around long enough to expect intense
public scrutiny. I'm sure you could use
my help there.

“First off, let’s talk about the revenue-
recognition issues. Does Benchmark’s
stated warranty-claims rate reflect what’s
really going on? There’s a lot of clump-
ing of sales booked at the end of every
quarter. When I see that, I want another
look at the sales ledger. You've also got
receivables you’re still carrying as assets,
though they’re pretty long in the tooth”

Sig chuckled. “Mary and I are not ac-
countants. That’s why we need you-to
keep us on the straight and narrow.”

“I hear your concerns, John,” Linton
interjected.“And my guess is that you’re
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worried about maintaining more than
just Benchmark’s margins and good
name. But you have nothing to fear”
Linton made a point of monitoring ju-
dicial developments in Delaware, Bench-
mark’s state of incorporation. “You
would have a duty of loyalty to Bench-
mark, which means acting in its behalf,
not your own; and you would have a
duty of care, which basically requires
you to show up for meetings and pay at-
tention. Do those things, and no court
will challenge your business judgment.”

The look on John'’s face suggested that
further assurances would be in order.
“Keep in mind,’ Linton continued, “we’re
not asking you to be our CFO. You’re an
expert, sure, but you’re also expected to
rely on other experts like Walters &
Bluitt, our new auditor”

“And that’s Charlie’s understanding
as well?” John asked, looking at Mary.

“This board doesn’t answer to Char-
lie,” she replied, stiffening slightly, “and
it wasn’t chosen by him. Look, John,
Sarbanes-Oxley has ushered in a new

world - one that’s much safer for com-
panies in compliance. Besides, by serv-
ing on the audit committee, you’ll know
better and sooner than anybody about
problems.”

After an hour or so, John exchanged
contact information with the others,

“You should figure out
whether you can get
along with them before
you decide anything.”

shook hands, and headed for the hotel
lobby.

“Do you think we passed the audi-

tion?” Mary asked the others after John
had left.
As he waited for the doorman at the
Ritz to hail him a cab, John’s cell phone
rang. It was Missy. “Your timing is per-
fect. I left them five minutes ago.”

“So, did you get your questions an-
swered? What do you think?” Missy
asked her husband.

“Well, it depends on how you look at
it. If board membership is just another
trophy — a collectible, like that Fokker
DR1 altimeter I bought last month -
we can probably just sit back and watch
our net worth appreciate. But if it’s an
adventure —like that trip to Mexico we
took last year in the Cessna - I'll get
to develop my piloting skills but will
probably encounter some bumps along
the way”

Just then, the cab pulled up. John said
goodbye to Missy, climbed into the taxi,
and directed the driver to DeKalb-
Peachtree Airport. Once there, he set-
tled into the pilot’s seat of his Cessna,
fired up its engines, pointed the plane
down the runway, and embarked on the
first leg of his journey West.

Should John join Benchmark’s audit
committee? ¢ Four commentators offer
expert advice.
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Peter Goodson
is a strategic
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professor. He is a former
partner of Clayton, Dubilier

& Rice, a New York-based
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G iven his age and the allure of board
service and its accompanying perks,
there is a good chance that John Clough will
say yes. If he does, he will suffer for it. Most
of John’s advisers do not seem to be aware
that board membership no longer automat-
ically ensures other opportunities and may
actually present risks.

In today’s business world, your reputa-
tion and prospects are only as bright as the
performance of the last board you served on.
In other words, board members tend to be
lynched for their collective actions, regardless
of their individual attempts to do the right
thing. John proposed expensing options be-
fore it was the popular thing to do, so | sus-
pect he probably would not be afraid to pro-
vide the leadership for governance reform.
But if John fails to sway a majority to do the
right thing —which, in view of Benchmark’s
weak governance culture, is likely — no one
will remember that it was John who smelled
smoke and pleaded with the others to take
bold action. By joining Benchmark’s board,
John would be gambling with his reputation
and exposing himself to greater liability—all
for relative peanuts.

told, “That would be a lot of ‘due-who’ for
around here” The company went on to di-
saster. A manager who is afraid to be open, or
who shields his direct reports from mean-
ingful director inquiry, is always a sign of
trouble at a company.

Third, some of the directors do not seem
competent to serve in key positions. The
audit committee has no idea, for example,
what is at the heart of the company’s revenue-
recognition problem. It did not dig for an-
swers on its own, nor did it hire independent
advisers to look into Benchmark’s promo-
tional and discounting practices and to
measure the appropriateness of the com-
pany’s relationships with key customers. The
members of the audit committee ought to
be able to sort out how basic revenue is
recorded. Otherwise, they are just suits in
seats. As the only competent member of the
audit committee, John would face an uphill
battle with his colleagues.

If John is intent on saying yes, he would be
wise to make his acceptance conditional on
an independent forensic review of the books.
Further, he should insist on an assessment of
ongoing business risks, conducted by a group

John would be gambling with his reputation
and exposing himself to greater liability-all for

relative peanuts.

Benchmark’s board has three serious de-
fects. First, the directors do not seem to un-
derstand their sole responsibility: to serve
and protect shareholders. Specifically, they
do not behave like owners. The executive dis-
missals recently ordered seem to be largely
the result of pressure from outside the com-
pany.And there is still no evidence of a board-
directed plan to discover how Benchmark’s
accounting became so aggressive. Such ques-
tionable practices don’t just suddenly appear.

Second, top management camouflages
problems and deflects sensible direct inquiry
from subordinates; it treats such questioning
as an intrusion. That is how mistakes grow
into scandals. | remember asking a series of
probing questions at one company,only to be

from the board that includes him. He should
also ask for an increase in the number of ex-
ecutive sessions and the time allotted for
them. And he should arrange to meet with
the former external auditor and the former
CEOto solicit their views. John has to be a cat-
alyst for change before he joins the board.
Once he accepts the seat, he will likely lose
much of his leverage, becoming simply one
vote among many.

John doesn’t know it, but willing director
candidates are in short supply, especially
those with financial expertise. All he has to
do is quietly market his availability, and the
kinds of boards he’d be comfortable serving
on will come to him. He can afford to go to
Aspen on his own.
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ohn should think twice about joining
_J Benchmark’s board and should probably
say no for four main reasons.

First, although Benchmark’s CEO has a fi-
nancial background similar to John’s, Char-
lie and his company seem to favor a Wild
West—style of financial reporting, while John
and his company do not. In today’s corpo-
rate governance environment, independent
directors should play the most important role
in selecting board members. A board mem-
ber who does not have good chemistry with
the CEO is not likely to be as effective, or con-
sulted as often, as one who does.

Second, the incumbent directors blithely
supply John with nostrums about the stan-
dards of legal liability for directors instead of
responding to his legitimate questions about
the quality and transparency of the firm’s fi-
nancial reporting, which they fail to recog-
nize is their responsibility as well as John’s.

Third, it isn’t clear that NetRF would ben-
efit in the way John expects it to. If NetRF sold
a substantial number of RFID readers to
Benchmark, John would lose his status as an
independent director under stock exchange
rules and, thus, his ability to serve on the
audit committee. The posh life of yesteryear’s
directors and the burnishing of one’s résumé
are also bad reasons to take a board seat.

Fourth, because of his financial background,
John would be the point person on the audit
committee and would manage that group’s
relationship with the external auditor. The
result would be an increased time commit-
ment for him. He would also be one of the
first witnesses called to testify in any share-
holder lawsuit or government investigation.

Yet there may be good reasons for John to
join Benchmark’s board. He could learn more
about retailing and the internal controls and
financial-reporting practices of a large public
company. NetRF’s CEO and the independent
directors on NetRF’s board should be the
final judges of whether John’s service on
Benchmark’s board would interfere with his
loyalty and obligations to NetRF. They will
want to consider whether John’s board mem-
bership could actually subvert NetRF’s ef-
forts to sell its product to Benchmark’s com-

FEBRUARY 2005

petitors, which may be troubled by the re-
sulting connection between the two com-
panies. Further, John’s association with any
renewed accounting problems at Bench-
mark could soil the white-hat reputation that
NetRF gained from being an early adopter of
option-grant expensing.

If John and NetRF’s CEO and board all con-
clude that the benefits of John’s membership
on Benchmark’s board outweigh the risks,
there are a few key items of basic diligence
John should complete. He should compare

The posh life of yesteryear’s directors
and the burnishing of one’s résumé
are bad reasons to take a board seat.

the schedule of Benchmark’s board and com-
mittee meetings against his own schedule at
NetRF. Particularly for a CFO, end-of-quarter
and annual earnings-release and SEC report-
ing deadlines are crunch times. Can John
handle both commitments simultaneously?
Alawyer (perhaps Philip) who regularly deals
with such issues should review Benchmark’s
articles of incorporation, bylaws, and D&O in-
surance policy to determine the adequacy of
liability protection and insurance coverage
available to Benchmark’s directors.

John should also meet with Benchmark’s
new CFO and the engagement partners from
the outside auditor and gauge their commit-
ments to transparent reporting. And, as he
has apparently begun to do, John should read
a cross section of analyst reports and news
articles published during the past12 months
to get a clear sense of how Benchmark is
viewed in the financial community. He should
also obtain Benchmark’s most recent 10(k)
and 10(q) forms, and any recent 8(k) reports,
paying particular attention to any reported
changes in accounting principles, the con-
tingencies footnotes, and the Management
Discussion and Analysis sections.

The decision to join another company’s
board is as momentous as the decision to
enter into a joint venture with that company.
Both can put a person’s and a company’s rep-
utation and future at risk.

John E Olson
[@gibsondunn.com)lis the
chair of the Committee on
Corporate Governance of the
American Bar Association’s
Business Law Section. He is

a frequent speaker and writer
on governance issues.
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Allegations of accounting irregularities should
not stop John from becoming a director.

Even in this day and age, it’s still a real
tribute to be offered a position on the
board of a company like Benchmark. It’s all
the more impressive to be offered the chair-
manship of the audit committee. Unfortu-
nately, as John’s discussion with Philip indi-
cates, the decision to accept such a position
is not easy. | share Gordon Telford’s positive
view of board service: As a general rule, the
benefits of saying yes far outweigh the risks —
provided you’re willing to do the job right. To
figure out what he wants, and whether he
can do the job right, John needs to ask him-
self four questions.

The single most important one would be,
“Do | have time for the position?” Just a few
years ago, it was not uncommon for boards
to meet four or five times a year, with com-
mittee meetings beginning in the morning
and everyone finishing up before lunch.
Today, any director of a large public company
like Benchmark should probably plan on de-
voting 100 to 150 hours per year in normal
situations. This would not cover committee
work, travel, and the crises that inevitably
arise. As the CFO of a public company, John
is undoubtedly working crazy hours already.
He needs to decide whether he is willing to
make this additional commitment.

Assuming he has the time for some kind
of board service, John must then ask himself,
“Is Benchmark the right kind of company for
me?” Allegations of accounting irregularities
at the organization should not stop John from
becoming a director, but he should find out
more about how the board and management
analyze such irregularities and whether the
company’s decision-making process is consis-
tent with his professional and ethical stan-
dards. He should also check with NetRF’s
counsel to determine whether his presence
on the board would create any conflicts of in-
terest. Because Benchmark cannot afford to
have the newly appointed chair of its audit
committee resign, the board would surely go
along with any reforms he proposes, thereby

protecting him from professional embarrass-
ment (or worse).

If John can reassure himself on these
points, he must then ask himself,“Am | com-
fortable playing the role I’'m being asked to
play?” It’s not enough that John has financial
and accounting expertise and that Bench-
mark needs an audit committee member.
John should think about whether he would
be bringing the right expectations to the job
and whether he has the right personality for
it. For example, would he be comfortable in
what is primarily an oversight role at Bench-
mark after having exercised operating re-
sponsibilities as CFO of NetRF? His tangle
with Charlie Duer suggests he may not be.
And would he be comfortable asking the
kinds of elementary questions new board
members must ask in order to learn how
the company operates? Again, John’s hard-
headedness and financial sophistication sug-
gest he may not. However, John does seem as
though he’d be willing to ask questions that
management does not want to hear, which is
necessary for being a good director.

The final question John needs to ask himself
paraphrases Nikita Khrushchev during the
Cuban Missile Crisis: “Is Benchmark prepared
for the worst?” To find out, John needs to use
his financial expertise and search several quar-
ters of Benchmark’s balance sheets for any
potential issues. He also should have counsel
determine that Benchmark’s D&O policies
and indemnification agreements would pro-
tect him should he be sued as a director.

Even in today’s business environment, di-
rectors who put in the time, act in good faith,
and have the skills necessary to understand
the company’s business incur minimal risk of
personal liability. They also realize intangible
benefits from their board service, some of
which can be quite valuable. In John’s case,
these would include exposure to a wide vari-
ety of business issues, the opportunity to
build personal and professional networks —
and perhaps the chance to have some fun.
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the head of its Global Board
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n reading this case, | cringed at every new

development. The characters’ actions vio-
late not only good corporate governance but
also common sense.

Let’s begin with the protagonist. John ap-
pears to bring a strong ego (he seems confi-
dent that Benchmark would benefit if he
joined its board) but little else to the table. His
limited public-company experience in a small,
unrelated business has not prepared him for
the complexities of a Fortune 500 organiza-
tion—and most certainly not a company with
the obvious challenges Benchmark faces. To
his credit, he asks many of the right ques-
tions — particularly regarding the financial-
reporting issues that resulted in the firings of
Benchmark’s former CEO, CFO, and chief au-
ditor. These are all enormous red flags.

However, it is less clear that John recog-
nizes the many other red flags around him.
Among them are the board members’ cava-
lier attitudes about their responsibilities; the
obvious friction between the new CEO and
the board; the reluctance of the CEO and the
board to provide John additional time and ac-
cess so that he can conduct his own due dili-
gence; and the fact that as a neophyte direc-
tor, John would be the only finance expert on

The recruiter demonstrates his abysmal
command of good corporate governance by
suggesting that John, by joining the board
of directors, may be able to persuade Bench-
mark to purchase some of NetRF’s products.
Beyond being an inappropriate motivation
for board service, it would (as is pointed out
later in the case by NetRF’s counsel) imperil
the statutory independence of the director,
disqualifying him from service on the audit
committee.

Although recruiting has become more
challenging in the era of Sarbanes-Oxley,
there is a wealth of talent in the market to sat-
isfy the needs of any corporate board. Indeed,
reputable recruiting firms have faced, and
successfully completed, challenging assign-
ments with clients whose problems equaled
or exceeded those of Benchmark. In those sit-
uations, however, the companies conducted
their searches in a fully transparent manner,
which is a requirement for recruiting quali-
fied directors. The recruiter is obliged to
serve both the client (who is paying the bills)
and the candidate. Both parties rely on the re-
cruiter, as a professional intermediary, to pro-
vide full disclosure and to act in the best in-
terests of all concerned. To do otherwise, as

The board members are caricatures of frightened,
ill-qualified directors, desperately in search of a quick
fix-hardly a group John should want to join.

the audit committee of a board that has had
serious accounting problems. Then factor in
John’s obvious lack of chemistry with the new
CEO. Any rational person would don the run-
ning shoes.

Given my vocation, | must say a few words
about the recruiter, Tom Russell, who dem-
onstrates a wanton disregard for his client
and the candidate alike. An apparent disciple
of the old school of board recruiting, he has
resorted, likely in desperation, to approach-
ing a friend who, on most counts, appears to
be woefully underqualified for the challenge.
His attempt to sell the opportunity based on
the perks that board service offers is seriously
flawed if not unethical.

this recruiter has done, is unconscionable.
The only person in this case study who
seems to grasp the extent of the risks is
NetRF’s attorney, Philip Tedeschi. The audit
committee members, to varying degrees, are
caricatures of frightened, ill-qualified direc-
tors, desperately in search of a quick fix —
hardly a group John should want to join.
The boardroom antics described in this
case study would be fine fodder for a prime-
time sitcom. Sadly, similar scenarios are still
being played out in some real-world board-
rooms today. v,

Reprint RO502B
To order, see page 151.

HARVARD BUSINESS REVIEW

TLFeBOOK


mailto:charles.king@kornferry.com
mailto:charles.king@kornferry.com

ﬂ%,%@.ﬂi'_ HARVARD|BUSINESS|SCHOOL

% 4 GLOBAL LEADERSHIP FORUM

NEW BARRIERS AND
NEW OPPORTUNITIES:

LEADING HN-AN

LONDON | JUNE 21+ to 23", 2005

At the 2005 Global Leadership Forum, the imperatives of effective leadership  If you have questions or need additional
will take center stage, as alumni, faculty, and other experts consider convergence information, please contact:

and competition and their implications for the global economy and the larger  Stephanie Goff

world order in the 21st century. London—for centuries a financial, commercial,  Director of Alumni Relations

and political center—provides an ideal venue for exploring these subjects in depth.  Harvard Business School
Soldiers Field

Don't miss this unique opportunity to examine cutting-edge management Boston, MA 02163
practices and to strengthen alliances with more than 1,000 renowned global Telephone: +1-617-496-1500

leaders in business and government. Email:[glf2005@hbs.edu
Telephone support in the U.K.:

Register online at www.alumni.hbs.edu/glf. +44 (0) 20 7350 1527

Platinum Sponsors:

TLFeBOOK



http://www.alumni.hbs.edu/glf
mailto:glf2005@hbs.edu

Patent for first automobile

Daimler introduces the first Mercedes

First multivalve engine

First supercharged engine

Daimler and Benz merge to form Daimler-Benz

First independent suspension

First diesel-powered car

First “crumple zone” patent

The Gullwing introduced

An early patent for the
ir bag

First pop-up rollover bar

Electronic Stability Program first introduced

The CLK introduced

First four-door coupe

The sleek and aggressive exterior of a performance coupe. And the sumptuous interior of a world-class luxury sedan.

simply a new class of Mercedes-Benz, but a new class of vehicle altogether. One which defies comparison, simply because

the beautiful new CLS places Mercedes-Benz years into the future of automotive design. And continues our tradition as an

Model shown 2006 CLS 500. Please always wear your seat belt.
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esteemed innovator. With an enduring soul. The new CLS. Legendary. Unlike any other. Mercedes-Benz
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Something is seriously amiss in the business of developing
and hiring CEOs.Too many top leaders fail in office; too many
succession pipelines are bone dry. Here’s what boards should
do in order to perform their most important job right.

Endm g

the CEQ

E TALK ABOUT LEADERSHIP as though leaders—
like Tolstoy’s happy families — are all alike. But

CEO leadership should be a subject apart be-
cause it is unique in scope and substance and of incom-

by Ram Charan parable importance. CEOs’ performance determines the
fates of corporations, which collectively influence whole
economies. Our standard of living depends upon excel-
lence at the very top.

Who, then, would dispute that CEO selection deserves
perpetual front-burner attention from the custodians of
a company’s welfare? Surely, when time or trauma ush-
ers in change, organizations should be ready with a clear
view of current and future needs and with carefully
tended pools of candidates.

But they’re not. The CEO succession process is broken
in North America and is no better in many other parts of
the world. Almost half of companies with revenue greater
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Ending the CEO Succession Crisis

than $500 million have no meaningful CEO succession
plan, according to the National Association of Corporate
Directors. Even those that have plans aren’t happy with
them. The Corporate Leadership Council (CLC),a human-
resource research organization, surveyed 276 large com-
panies last year and found that only 20% of responding
HR executives were satisfied with their top-management
succession processes.

That deficiency is simply inexcusable. A CEO or board
that has been in place for six or seven years and has not
yet provided a pool of qualified candidates, and a robust
process for selecting the next leader, is a failure. Everyone
talks about emulating such best practitioners as General
Electric, but few work very hard at it.

The result of poor succession planning is often poor
performance, which translates into higher turnover and
corporate instability. As increased transparency, more
vocal institutional investors, and more active boards
make greater demands, CEO tenures continue to shrink.
Booz Allen Hamilton reports that the global average
is now just 7.6 years, down from 9.5 years in 1995. And
two out of every five new CEOs fail in the first 18 months,
as Dan Ciampa cites in his article “Almost Ready” in last
month’s HBR.

The problem isn’t just that more CEOs are being re-
placed. The problem is that, in many cases, CEOs are being
replaced badly. Too often, new leaders are plucked from
the well-worn Rolodexes of a small recruiting oligarchy
and appointed by directors who have little experience
hiring anyone for a position higher than COO, vice chair-
man, CFO, or president of a large business unit. Hiring
a CEO is simply different.

Coaxing former leaders out of retirement is another
popular way to fill the void. Celebrated examples in-
clude Harry Stonecipher at Boeing, Bill Stavropoulos
of Dow Chemical, and Jamie Houghton at Corning. But
most “boomerang CEOs” return for just a couple of
years, long enough to restore credibility and put a real
succession candidate in place. They are not the long-
term solution.

To increase their chances of finding a leader who will
serve long and well, companies must do three things.
First, they should have available a deep pool of internal
candidates kept well stocked by a leadership development
process that reaches from the bottom to the top. Second,
boards should create, then continually update and refine,
a succession plan and have in place a thoughtful process
for making decisions about candidates. Finally, directors
considering outside candidates should be exacting, in-

Ram Charan has been advising CEOs and boards of direc-
tors for more than three decades. His most recent books are
Boards That Deliver (Jossey-Bass, 2005) and Confronting
Reality: Doing What Matters to Get Things Right (Crown
Business, 2004), coauthored with Larry Bossidy.
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formed drivers of the executive search process, leading
recruiters rather than being led by them.

In my 35 years advising corporations, I have partici-
pated in dozens of CEO selections and have closely mon-
itored numerous executive pipelines. Drawing on that
experience, I will in these pages first explain why compa-
nies make poor appointments and then suggest what they
can instead do to make good ones. Using these guidelines,
organizations can ensure that all participants—directors,
executive recruiters, and sitting CEOs — perform wisely
and appropriately when it comes time to choose their
next leader.

The Trouble with Outsiders

When companies lack the culture or the processes to grow
their own heirs apparent, they have no choice but to look
outside. More than a third (37%) of the Fortune 1,000 com-
panies are run by external recruits, according to the pub-
lic affairs firm Burson-Marsteller. Although global data
are harder to come by, the worldwide trend appears to be
similar. But external candidates are in most cases a greater
risk because directors and top management cannot know
them as well as they know their own people.

Outsiders are generally chosen because they can do a
job—turn around the company or restructure the portfolio.
But the job is to lead a hugely complex organization over
many years through an unpredictable progression of shift-
ing markets and competitive terrains. Unfortunately, the
requirements for that larger job are often not well defined
by the board, which may be focused on finding a savior.

The results are not surprising. In North America, 55% of
outside CEOs who departed in 2003 were forced to resign
by their boards, compared with 34% of insiders, Booz
Allen reports. In Europe, 70% of departing outsiders got
the boot, compared with 55% of insiders. Some outside
CEOs are barely around long enough to see their photo-
graphs hung in the headquarters lobby. Gil Amelio left
Apple 17 months after he arrived from National Semi-
conductor. Ex-IBMer Richard Thoman was out of the top
spot at Xerox after 13 months. David Siegel gave up the
wheel at Avis Rent A Car for US Airways but departed
two years later.

Even under the best circumstances, CEO selection is
something of a batting average: Companies will not hit
successfully every time. But two or more consecutive out-
sider outs can have a devastating effect on employees,
partners, and strategic position. New leaders import new
teams and management styles. Continuity and momen-
tum collapse, the energy to execute dwindles, and morale
plummets as employees obsess about who will get the
next pink slip. Rather than focus on the competition, com-
panies starts to look inward. Bad external appointments
are also expensive, since even poor performance is re-
warded with rich severance packages.
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Ending the CEO Succession Crisis

The Trouble with Insiders

On the other hand, sometimes an external candidate ex-
ists who is, very simply, the best available choice. A skill-
ful, diligent board may discover an outstanding fit be-
tween an outsider and the job at hand. Lou Gerstner and
IBM spring to mind. And boards must remember that just
as outsiders are not uniformly bad choices, insiders are
not uniformly good ones. In certain situations, internal
candidates actually present the greater risk.

Some concerns about insiders, ironically, emerge from
their very closeness to the company. For example, as
“known quantities,” they may sail
through a lax due-diligence process.
Or their social networks and psycho-
logical ties may complicate efforts
to change the culture. Some will not
have had the right experience or
been tested in the right ways. Indi-
viduals from functional areas may
not be up to the task of leading the
entire business. Or a shift in the in-
dustry or market landscape may render carefully nur-
tured skills irrelevant. In some cases, the credibility of the
outgoing CEO or management team may be so sullied
that only a new broom can sweep the company clean.

What’s more, companies that have no ongoing senior
management development program (currently more the
rule than the exception) will in all probability need to
look outside, maybe for as long as the next ten to 20 years.
Outside candidates, in other words, should always be an
option. But so long as they remain the only option, and
boards lack rigor in identifying and assessing them, suc-
cession is imperiled.

The Trouble with
CEO Development

Many organizations do a decent job nurturing middle
managers, but meaningful leadership development stops
well below the apex. The problem manifests itself as
a dearth of senior managers, for which companies must
increasingly shop in other neighborhoods. Almost half
of respondents to the CLC survey had hired a third or
more of their senior executive teams from outside, but
only 22% of those did so because they considered external
candidates irresistibly appealing. Rather, 45% of all re-
spondents judged that it would take too long or be too
expensive to develop successors internally.

It’s easy to understand why they feel that way. Even
where strong development programs exist, very few lead-
ers will ever be qualified to run the company. Very few.
A $25 billion corporation with 70,000 employees, for in-
stance, may have 3,000 leaders, perhaps 50 to 100 of
whom would qualify for one of the ten jobs just below the
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top. That same company would be fortunate to field five
strong internal candidates for CEO — and two or three
is a more realistic number. General Electric had around
225,000 workers in 1993 when Jack Welch identified
20 potential successors; over seven years, he winnowed
the number to three. In CEO succession, it takes a ton of
ore to produce an ounce of gold.

Furthermore, the window in which to spot CEO talent
is narrow. Companies require sufficiently seasoned candi-
dates who can be counted on to hold the top job for ten
years or more. That puts the age of accession at between
46 and 52. In my experience, for a candidate to be ready

In North America, 55% of outside CEOs
who departed in 2003 were forced to
resign, compared with 34% of insiders.

by 46, serious development should start by age 30. Rec-
ognizing which five saplings in a 3,000-tree forest are the
ones to nurture requires a degree of discernment that
most line managers and HR departments lack and few are
developing.

Some companies do identify candidates early but then
fail to evaluate them properly. Such organizations often
turn evaluation over to HR, which may rely excessively
on packaged databases of leadership traits developed by
researchers in the human behavior field. Those programs
compare internal high potentials with generic bench-
marks along many dimensions, a process that creates frag-
mented profiles of some cookie-cutter ideal rather than
nuanced, individualized portraits. What’s more, most of
those dimensions reflect only the personality traits and
not the skills required of a CEO.

Nor do many companies properly nurture the candi-
dates they identify. Some misjudge the business’s needs
and consequently emphasize the wrong talents. Only
24% of organizations the CLC surveyed believe their
leadership development efforts are aligned with their
strategic goals. And those goals can be a moving target,
changing in response to sometimes tectonic shifts in
the external environment. The marketplace changes.
Technology changes. Employees’ skills become obsolete
even as they develop. What’s more, very few in-house
executive education programs are designed to impart the
skills and know-how that a CEO needs.

But the larger issue is that true development happens
on the job, not in a classroom. Few companies know how
to get their best people the experiences that would pre-
pare them for the CEO role or to rigorously evaluate them
in the jobs they do perform. Many companies, for example,
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Ending the CEO Succession Crisis

The Secret
of Session (

LoTs OF PEOPLE KNOW about Session C, General Electric’s
annual, dialogue-intensive review of how its leadership
resources match up with its business direction. But inside
Session C is a process that almost no one knows about. It’s
called “tandem assessment,” and it is among GE’s most
potent tools for evaluating CEO candidates—and for help-
ing those rising stars evaluate themselves.

Every year, GE selects a different set of 20 to 25 leaders
who might grow into CEOs or top functional leaders and sits
each one down for a three- to four-hour session with two
human resource heads from outside the person’s own busi-
ness unit. The HR executives trace the budding leader’s pro-
gression from early childhood (where he grew up, how his
parents influenced his style of thinking, what his early values
were) through recent accomplishments. They then conduct
an exhaustive fact-finding mission both inside and outside
the organization, including 360-degree reviews, massive ref-
erence checks, and interviews with bosses, direct reports,
customers, and peers. Largely eschewing psychology, tandem
assessment concentrates instead on observed, measurable
performance within the business.

The product of all this effort is a 15- to 20-page document
that charts the high potential’s work and development over
decades. The report—brimming with accolades but also de-
tailing areas for improvement—goes to the nascent leader,
who uses it to improve his or her game. It also goes to the
individual’s business head, the senior human-resource exec-
utive in the person’s unit, and to corporate headquarters,
where it is avidly perused by GE’s chairman, the three vice
chairmen, and Bill Conaty, senior vice president for corpo-
rate human resources. “I usually wait until the end of the
workday to read one of these because it takes an hour or so,”
says Conaty. “You find out incredibly interesting things about
people in this process.”

Tandem assessment is so intensive that only those swim-
ming closest to the C-suite headwaters undergo it. But GE
also encourages business units to conduct their own mini-
versions of the exercise.

The process not only hands rising leaders a mirror but
also broadens their support network. Using HR executives
from outside the subject’s business unit ensures objectivity
and gives the promising star two new mentors and two new
reality checks. “If something pops up during your career that
doesn’t feel quite right and you want outside calibration,”
Conaty explains, “you might call one of these individuals and
say, ‘Hey, look, everybody is telling me great things here, but
this just happened. Would you read anything into it?””
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still equate leadership development with circulating can-
didates through multiple functions. In the 1970s, that was
the rule at AT&T, IBM, and Xerox, companies that pro-
duced leaders who went on to become CEOs elsewhere -
and in some cases failed.

The problem with that approach is that potential can-
didates don’t stay long enough in one position to live with
the consequences of their decisions. In addition, func-
tional leaders learn to lead functions, not whole compa-
nies. Faced with external competition, they fall back on
their functional expertise. You can mine all possible
lessons from a turn as VP of marketing and still be blind-
sided by a P&L.

The Trouble with Boards

Bob Stemple’s short stint as the head of General Motors
ended ingloriously in 1992 —and so did the accepted wis-
dom that boards should automatically bless the departing
CEO’s handpicked successor.

Yet while directors describe CEO succession as one of
their most consuming issues, they don’t appear consumed
by it. In a survey by Mercer Delta and the University of
Southern California, 40% of corporate directors called
their involvement in CEO succession planning less than
optimal. (I would hazard to add that far fewer are satisfied
with the outcome of their involvement.) Only 21% re-
sponded that they were satisfied with their level of par-
ticipation in developing internal candidates for senior
management.

A packed agenda is the chief culprit: Governance and
fiduciary duties, in particular, command an outsize share
of boards’ attention. Mercer Delta asked directors to
compare the amount of time they spend now with the
amount they spent a year earlier on nine key activities.
Large majorities reported devoting more or many more
hours to monitoring accounting, Sarbanes-Oxley, risk, and
financial performance. They also reported spending less
time interacting with and preparing potential CEO suc-
cessors than on any other activity. Yet boards’ work on
succession represents probably 80% of the value they
deliver. If the choice of CEO successor is superb, all sub-
sequent decisions become easier.

Another huge problem is that the vast majority of
search committee members have had no experience
working together on a CEO succession. As a result, they
seldom coalesce into deep-delving bodies that get to the
pith of their companies’ fundamental needs. So they end
up approaching their search with only the demands of
the moment or — worse — the broadest of requirements.

As they audition candidates, directors may be seduced
by reputation, particularly if they’re considering a Wall
Street or media darling. A few aspiring CEOs employ pub-
licists who flog rosy stories to journalists; when those
leaders are up for other jobs, their press-bestowed halos
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Ending the CEO Succession Crisis

follow them. Board members can also be blinded by
charisma, by the sheer leaderishness of a candidate. There
is nothing intrinsically wrong with charisma, though
some criticize it as the sheep’s clothing in which hubris
lurks. But too often directors become so focused on what
candidates are like that they don’t press hard enough to
discover what candidates can and cannot do.

For example, one board looking for a new CEO after fir-
ing the old one asked for someone who could build a great
team and get things done. The recruiter presented such
a person—an energetic, focused candidate whose personal
qualities quickly won over directors. What the organi-
zation really needed was someone who could create
a stream of new products and win shelf space from pow-
erful retailers in a volatile marketplace. Unfortunately,
the directors never specified those requirements or raised
them either during interviews or the background check.

The candidate’s upstream-marketing skills were poor to
nonexistent. The company’s market share declined pre-
cipitously, and three years later the CEO was out on his

tion in the corporate world knows whom they have to
know to get ahead.

At the same time, board members’ inexperience and
consequent inability to precisely define their needs makes
recruiters’ task difficult. Recruiters must satisfy their cli-
ents yet also manage them, helping the search committee
to gel so they can extract the criteria they need while
keeping requirements broad enough to cast the widest
talent net possible.

When committees don’t gel, recruiters may step into
the vacuum with their own criteria, and directors too
often let them. Unfortunately, no executive recruiter can
grasp the subtleties of a client’s business as well as the cli-
ent can. In the absence of effective direction, recruiters
generally approach each search with a boilerplate of the
20 or so attributes they consider most desirable for any
CEO. That formula tends to overemphasize generic qual-
ities like character and vision, as well as team-building,
change-management, and relationship skills. Psychol-
ogy and chemistry are also very important to executive

Just three recruiters control 80% of the Fortune 700
CEO search market, and one or two people within
those companies direct the most important searches.

ear. On its second try, the board concentrated so hard on
marketing that it ignored execution. The next CEO was a
visionary and a marketing genius but was unable to get
things done. The company, once first in its market, will
probably be sold or stumble into Chapter 11.

Finally, directors too often shunt due diligence onto re-
cruiters. As a result, that process can be quite superficial.
One company that left vetting to its recruiter and its in-
vestment banker found itself saddled with a leader who
botched critical people issues. At a postmortem three
years later, directors discovered that at his former com-
pany the CEO had routinely punted people problems to
the chairman, who had been CEO before him and occu-
pied the office next to his. That would have been nice to
know before the pen touched the contract.

The Trouble with Recruiters

Executive recruiters are honest and highly professional.
Still, they can wield disproportionate influence in CEO
succession decisions. One reason is concentration. Just
three recruiters control some 80% of the Fortune 100 CEO
search market (a single firm claims fully 60% of it), and
one or two people within those companies direct the
most important searches. These firms’ social networks
are vast and powerful. Anyone with a smidgen of ambi-
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recruiters: Like directors, they may let a personality sur-
plus overshadow a skills deficit.

In one - granted, extreme — case, the longtime CEO of
a company with four highly successful businesses and a
huge debt level was retiring. The recruiter produced a list
of six candidates, pressing one —the head of a very large
division at a multinational company—-hard on the board.
Yet all the recruiter gave the directors was a page-and-
a-half description of this candidate’s leadership skills;
a list of his extensive connections with unions, customers,
and government bodies; and an outline of his swift rise
through the organization.

A financial performance history for the candidate’s
division was not included and not publicly available,
so a member of the search committee began to dig. He
discovered that return on assets under the candidate’s su-
pervision was miniscule over the previous five years, even
though his division was four times larger than the entire
company considering him for CEO. Furthermore, this
man had never earned cost of capital in his life. Even so,
the recruiter wanted to put him in charge of a business
that had certainly done so—and that hoped to rise to the
next level.

Fortunately, after much debate, the committee vetoed
the recommendation, opting instead for number three
on the recruiter’s list—the president of another company,
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who had consistently improved performance and deliv-
ered a 20% return on equity. In his first three years, this
new CEO took the stock from 24 to 108 in a slow-moving
industry. The board was happy. Management was happy.
The recruiter’s preferred candidate was happy when he
was placed at another, larger company —but then he was
fired in six months.

Executive recruiters also succumb to the usual-suspects
bias, primarily looking for new heads above other com-
panies’ necks. It is just plain easier to compile a list of
sitting CEOs than to make a case for —or take a risk on—
a COO or an executive VP. Some recruiters go so far as
to approach sitting CEOs, even with no specific jobs to
dangle, and urge them to consider looking elsewhere. The
recruiters’ goal is to loosen a prized gem from its setting
and thereby beat a fellow recruiter to the punch.

Sometimes, the board’s selection of recruiter is flawed
from the start. A director may jump the gun, recom-
mending a recruiter he has worked well with even before
the search committee is formed. Nor do most boards
examine search firms’ track records — that is, how many
of the CEOs the firm has placed have succeeded and how
many have failed. Even if directors did ask that question,
they’re not likely to get the answer because it appears
no one is monitoring recruiters’ performance. The stock-
buying public, by contrast, knows exactly how well direc-
tors score on their CEO choices.

How to Succeed at Succession

Charlie Bell’s ascension to the top spot at McDonald’s
within hours of Jim Cantalupo’s death reflected well on
a company that had its house in order, particularly when
compared - as it inevitably was —with Coca-Cola’s simul-
taneous travails. Similarly, NBC’s early, orderly announce-
ment that Brian Williams would replace network news
anchor Tom Brokaw stands in stark relief to CBS’s public
uncertainty over Dan Rather’s successor. (Anchors are not
CEOs, of course, but they are even more visible and ar-
guably as consequential to their organizations’ fortunes.)

By now it should be clear that the most important
thing companies can do to improve succession is to bol-
ster their leadership development and focus on those very
rare people in their ranks who might one day be CEO.
Organizations must identify high-potential candidates
early in their careers, and global companies must look in
all the countries where they operate. As candidates enter
the development pipeline, managers must constantly
align their charges’ education and on-the-job experience
with the emerging landscape. And they must rigorously
assess the candidates’ performance at each developmen-
tal stage.

The very best preparation for CEOs is progression
through positions with responsibility for steadily larger
and more complex P&L centers. A candidate might start
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by managing a single product, then a customer segment,
then a country, then several product lines, then a business
unit, and then a division. Whatever the progression, P&L
responsibility at every level is key. The Thomson Corpo-
ration, a global provider of information solutions, com-
prises more than 100 P&Ls, so its top people have abun-
dant opportunity to run a $50 million to $100 million
business. “That’s the best crucible for formulating leaders
that I know of,” says Jim Smith, executive vice president
of human resources and administration.

Companies not set up to provide such opportunities
should create jobs —large projects or small internal orga-
nizations—that exercise the P&L muscle. Otherwise, they
risk elevating an internal candidate who is not prepared.
For example, one $10 billion company in a highly capital-
intensive and unionized industry has targeted as CEO suc-
cessor the head of its smallest division. The candidate is
a brilliant, articulate young man but has no experience
running a big business in general or this type of business
in particular (his own division is knowledge intensive, and
unionized labor has no presence). The board is considering
creating a deputy position within its largest division for
this person and making the 59-year-old current division
head (who will retire in three years) his coach, granting
that coach a bonus if he ensures his successor’s success.

Companies with inflexible functional structures will
probably be forced to import P&L-tested leaders from
outside and place them in very high positions. To reduce
the risk, they should bring in such executives three or four
years before the expected succession. That can be chal-
lenging, however, because many will demand appoint-
ment to the top spot in less than a year.

But leadership development is just part of the solution.
Boards, too, can greatly improve the chances of finding
a strong successor by acting vigilantly before and during
the search. Senior executive development should be over-
seen by the board’s compensation and organization com-
mittee, which needs to receive periodic reports on the en-
tire pool of potential CEOs and regular updates on those
bobbing near the top of it. The committee should spend
a third of its time examining lists of the top 20 candidates
in the leadership pipeline. In addition, at least 15% of the
60 or so hours that members meet as a full board should
be devoted to succession. At minimum, the board ought
to dedicate two sessions a year to hashing over at least five
CEO candidates, both internal and external.

And directors should personally get to know the com-
pany’s rising stars. Promising leaders should be invited to
board meetings and to the dinners that precede board
meetings, and members should talk with them informally
whenever possible. Directors should also meet with and
observe candidates within the natural habitats of their
business operations. In this way, when it comes time to
single out CEO candidates, directors will be considering
a set of very well-known quantities.
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The “Fit” Imperative

The goal of all these interactions and deliberations is for
board members to reach a highly refined but dynamic un-
derstanding of the CEO position and their options for it
long before appointing a successor. Company leaders
should be as well defined as puzzle pieces; their strengths
and experiences must match the shape of their organiza-
tions’ needs. That is, they simply must fit. Boards achieve
fit by specifying, in terms as precise as possible, three or
four aspects of talent, know-how, and experience that are
nonnegotiable.

Ideally, these attributes pertain to the organization’s
dominant needs for the next several years, but they should
also relate to future growth. In one recent CEO succes-
sion, the company, in conjunction with a boutique re-
cruiting firm, began with impossibly broad criteria that
included everything from industry leader to change
agent. The process floundered until the search committee
narrowed its focus to three qualities: experience in seg-
menting markets according to customer needs; the talent
to grow the business organically; and a track record of
building strong executive teams. Those three skills, in
addition to general leadership traits, delineated the pond
in which this company fished.

The job of defining such qualities belongs to the search
committee, which should form well before succession is
scheduled to take place. As they wrestle with require-
ments, committee members must constantly keep in
mind the company’s changing circumstances, so that an
understanding of what currently works doesn’t congeal
into what works, period.

For example, Bank of America flourished under deal
maker par excellence Hugh McColl, Jr., for years. But by
the time he stepped down in 2001, integration, rather than
acquisition, had become the dominant challenge. Having
recognized the altered environment several years before,
BOA’s board chose not a leader in McColl’s image but in-
stead Ken Lewis, a company veteran proficient at integra-
tion of acquisitions and organic growth. (For an example of
how a company integrates its leadership development with
its strategy, see the sidebar “The Living Succession Tree.”)

Specific, nonnegotiable criteria also let directors keep
control when they work with executive recruiters. With
good direction, search firms can be a valuable source of
objectivity — benchmarking internal candidates against
outsiders and making sure that board members con-
sider all possibilities, even if they prefer an insider. Some
companies even bring in recruiters to do independent
assessments of insider candidates. Their concurrence with
a board’s judgment carries weight with shareholders and
potential critics.

Search firms ask boards to recommend candidates, and
they take those recommendations seriously. But, ulti-
mately, it is the recruiter who compiles the list, and the
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compiler of the list wields considerable influence. Direc-
tors must require from recruiters detailed explanations
of how the candidates fulfill their criteria. A ten-page
report on each is reasonable.

When the time comes to select the new CEO, directors—
ordinarily a polite breed, unaccustomed to challenging
one another or asking discomforting questions—must en-
gage in a vigorous discussion of the candidates’ compara-
tive merits. One search committee that did an outstand-
ing job making the final decision invited five candidates
(two internal and three external) to a hotel for a couple
of days. The two internal candidates were favorites of two
different directors. On the first day, the committee inter-
viewed three candidates, two external and one internal.

The directors split into two groups of three, and each
group spoke with one candidate for 90 minutes. After
these interviews, the directors broke for 45 minutes to
share impressions, then switched candidates. Then the
two groups of directors took turns interviewing the third
candidate, similarly sharing impressions informally. At
the end of the first day, the committee members debated
over dinner, and the director who had originally advo-
cated for the internal candidate volunteered that he was
indeed not the strongest choice. The next day, they re-
peated the process with the two other candidates, and the
results were remarkably the same, with the director who
had originally advocated for the internal candidate
changing his mind. In the course of these discussions, all
hidden agendas fell away, requirements were honed, and
directors were able to reach consensus.

Finally, board members must do due diligence on out-
side candidates—and do it well. Directors must seek reli-
able external sources and demand candor from them.
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Theliving
Succession Tree

FOUR YEARS AGO, top management at the Thomson Corporation
realized that its CEO succession process had passed out of life
and into a stagnant existence on paper. Leadership development
chugged along separately from business planning. Human re-
source groups produced reams of documents and charts dense
with the branches of succession trees. “We never used them,” says
Jim Smith, executive vice president of human resources and ad-
ministration at the $7 billion global company. “I never saw any-
body go to a chart and say, ‘Let’s look at this.”

So the company decided to rethink talent management in order
to field leaders who could run Thomson under whatever condi-
tions might exist. The new process is built on two principles: Suc-
cession planning should happen in lockstep with strategy making,
and the current CEO should be intimately and visibly involved.

Each February, Thomson’s 200 top managers gather to review
corporate initiatives. Then in April, CEO Richard Harrington,
CFO Robert Daleo, and Smith conduct strategy reviews with
emerging leaders in every business unit. Goals coming out
of those talks—related to markets, customers, products, and
growth areas—accompany the trio into the next round of discus-
sions, which takes place in June and focuses on management
development.

At that point, Harrington, Daleo, and Smith devote eight full
days to listening to senior executives (including CEO candidates)
report on their highest potentials. The trio insists on concrete
examples throughout. “It’s so easy to generalize on how some-
body’s doing: ‘He’s a good guy’ and ‘She’s terrific with people,”
says Smith. “We want to pin down the facts beneath that. ‘You
say she’s good with people. Give me some examples of who
she’s developed. How many have been promoted?’”

The same people who attended the strategy meetings attend
the leadership development meetings, so everyone in the room
understands what talent the business requires. And when those
same people reconvene again a few months later to discuss bud-
gets, conclusions from the strategy and leadership development
rounds inform their decisions. By year’s end, Thomson has tightly
integrated strategy, leadership, and budget plans. And Harrington
and his senior team have spent many, many hours getting to know
the company’s most-promising CEO candidates.

Smith has three recommendations for companies interested in
crafting a similar system, which has proved constructive to manag-
ers and the board alike. First, make sure the CEO devotes consider-
able personal time to identifying, getting to know, and developing
leaders. Second, treat leadership development as part of the pro-
cess used to run the business. And finally, make the process infor-
mal enough to encourage conversation. “We used to produce
books,” says Smith. “Now we have conversations.”
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Board members should ask first about the candidate’s
natural talents. If those gifts—admirable as they may
be —do not match the position’s specific profile, that
candidate is not worth pursuing. Needless to say,
due diligence is also the time to root out any fatal
character flaws.

At this point, the role of the outgoing CEO is
chiefly consultative. He or she must be active in
spotting and grooming talent, help define the job’s
requirements, provide accurate information about
both internal and external candidates, and facilitate
discussions between candidates and directors. But
when the choice of successor is imminent, make no
mistake: That decision belongs to the board.

Inside a Development Engine

Despite the current crisis, we know it is possible to
build organizations that reliably produce great CEOs.
Starting after World War II, a few corporations
emerged as veritable leadership factories. Companies
like General Electric, Emerson Electric, Sherwin-
Williams, Procter & Gamble, and Johnson & Johnson
managed to stock not only their own corner offices
but also many others. (Of course even great com-
panies sometimes stumble: Procter & Gamble had
a failure from within when it promoted Durk Jager
to the top spot. But it is going great guns under the
stewardship of company veteran A.G. Lafley.)

Reuben Mark has sat atop Colgate-Palmolive for
20 years, so the company’s CEO succession chops
have not been recently proven. But I believe the con-
sumer products giant has a first-rate process for iden-
tifying and developing CEO talent. At the very least
it produced three internal candidates who are ex-
cellent prospects for the job.

Colgate-Palmolive does business in more than
200 countries, and its emerging leaders are corre-
spondingly international and diverse. Leadership
evaluation begins during the first year of employ-
ment. “It may seem strange to talk about someone
who’s been here just a year when discussing the
pipeline to the CEO,’ says Bob Joy, senior vice presi-
dent of global human resources.“But the earlier you
start to identify talent, the earlier you can provide
the job assignments and develop the broad business
experience needed by a CEO candidate”

Each subsidiary identifies its own high potentials
and submits that list to local general managers, who
add and subtract names and then hand the list off
to the division heads. These lists wend their way up
the chain until they reach the Colgate-Palmolive
Human Resource (CPHR) committee, composed of
Colgate’s CEO, president, COO, the senior VP of HR,
and the senior candidates up for the top job. CPHR
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modifies and consolidates the lists into a single master list,
dispatching it back down the ranks where managers can
contest decisions made by those above them. The process
takes place once a year.

Those who make the cut are deployed in one of three
tracks. The first track, local talent, is for relatively junior
staff who might become the direct reports of a general
manager. Someone more advanced would be designated
regional talent, and given, for example, a significant posi-
tion in Asia. The most elevated track—global talent—is the
reservoir from which the most senior jobs are filled.

Throughout their careers, all these high potentials re-
ceive assignments that stretch their abilities and expand
their knowledge, exposing them to a variety of markets,
cultures, consumers, and business circumstances. CPHR
itself designs career paths for general managers and
higher positions because the committee is at the same
time dynamically developing the profile of Colgate’s fu-
ture leadership team. (Also, says Joy, “you can imagine the
kind of resistance you’d get from a division president who
would like to keep his high-potential people in his own
area.”) The thousand or so highest high potentials (out of

functional leaders introduce the board to the top two
or three most-promising heirs for their own positions,
adding detailed analyses of those candidates’ strengths
and weaknesses. Emerging leaders routinely take part
in presentations to the board and meet informally with
directors over lunch. Board members closely track the
progress not of one or two people but of the top 200, fre-
quently discussing how each piece fits into the puzzle and
what experiences or skills might improve that fit.

As aresult, when CEO succession looms, the board and
top management will be able to select from candidates
they have spent many, many years observing and evalu-
ating. “If you start five years or even ten years before the
CEO is going to retire,” says Joy, “it may be too late”

Of course Colgate-Palmolive — like General Electric —
tackles succession from a position of strength. Its CEO
has been two decades in the saddle, and he is passionate
on the subject of an heir. Companies with less-veteran
chiefs — and whose boards have been negligent in this
area — will probably need to line up candidates quickly,
while laying a deeper pipeline. They will in all likelihood
have to bring in outsiders and position them to gain the

If a high potential at any level, anywhere in the world,
resigns, Colgate’s CEQ, (00, and president are alerted within
24 hours and move immediately to retain that person.

a total pool of about 2,000) receive outside executive
coaching, which includes 360-degree feedback on current
and past assignments.

Having identified its high potentials, Colgate strives
to bolster their connection to the company. One tactic is
recognition: “If you’re talking about the future leaders of
your company, you want them to feel special,” says Joy.
“You want them to have Colgate in their veins.” Toward
that end, the company sponsors a series of “visibility pro-
grams.” One, for example, gathers high potentials from all
over the world at Colgate’s New York headquarters for
weeklong sessions during which they meet with every se-
nior leader in the company. In addition, each high poten-
tial receives a special stock grant, which arrives with a per-
sonal letter from the CEO.

Colgate’s global growth program mandates that all se-
nior managers retain 90% of their high potentials or lose
some compensation. If a high potential at any level, any-
where in the world, does resign, the CEO, the COO, the
president, and Joy are alerted within 24 hours and move
immediately to retain that person.

Perhaps most important, Joy collaborates with the of-
fice of the chairman to connect directors early and often
with high potentials in all areas. At the most senior level,
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requisite business and industry experience. That may
mean shaking up the leadership team and reporting
structures to free up slots in which outsiders can be
tested. This restructuring will probably be resented, but
it is necessary pain.

A quick infusion of talent may be a company’s only
course, but it is no way to run a railroad. Organizations
without meaningful pipelines must start now to put them
in place. Young companies should create the processes
that will come to fruition in five or ten years’ time. Choos-
ing the CEQ’s successor is not one decision but the amal-
gam of thousands of decisions made by many people
every day over years and years. Such meticulous, steady
attention to defining needs and evaluating candidates
produces strong leaders and inspires succession planners
at lower levels to exercise the same discipline.

The trend of CEO failures must be reversed. CEO suc-
cession is all boards’ paramount responsibility; nothing
else so profoundly affects their companies’ futures. Di-
rectors must start investing their time and energy today.
The call for a new leader could come tomorrow. v/

Reprint RO502C; HBR OnPoint 8851
To order, see page 151.
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The "hassle factor”of transacting with other companies
isn't always something to be eliminated.
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How Difficult
Business Partnerships
Can Accelerate Innovation

by John Hagel Ill and

John Seely Brown ANAGERS ARE IN A BIND. They are becoming more dependent on
business partners — suppliers, distribution channels, and so on - for
key elements of business value, but all the effort of coordinating with outsiders
takes its toll. It requires time and money to get relevant information about them,
negotiate terms, monitor their performance, and, if needs are not being met,
switch from one partner to another. As anyone with an MBA can tell you, the bur-
den of such transaction costs was the basis of Ronald Coase’s theory of the firm.
Coase noted that companies brought activities in-house for one of two reasons:
They could execute those activities better than anyone else, or the superior
performance they could get elsewhere wasn’t worth the extra cost and bother
of working with an outsider. The organization took the shape it did because of
transaction-cost economics. (See the sidebar “The Nature of Today’s Firm.”)
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Coase’s theory seems to have held up as these econom-
ics have changed. By reducing the costs of coordination
between firms, information and communication technol-
ogy has brought on steady growth in outsourcing — con-
tracting outside for activities traditionally performed
within the organization’s own walls. Companies increas-
ingly find that, even when outsiders’ capabilities are only
marginally better than their own, it’s worth buying that ex-
pertise on the market. And meanwhile, providers of spe-
cialized offerings spring up like mushrooms, as the prom-
ise of nearly “frictionless” interaction enhances the value
they offer.

But what if Coase—or at least his followers—placed too
much emphasis on the coordination costs of transactions?
We’ve seen companies actually gain from their interac-
tions with others, beyond the goods or services contracted
for. That is, the interactions themselves seemed to yield
benefits. We know of companies that have gotten better
at what they do—and improved faster than their compet-
itors—by working with outsiders whose specialized capa-
bilities complement their own. These cases have made us
wonder, What if transactions between companies weren’t
simply a form of cost but could be a source of innovation?
What if friction could be made productive?

The Sand in the Oyster

Productive friction makes sense in theory and even has
precedent. Liken it, for instance, to “creative abrasion”—
a term coined by Gerald Hirshberg, founding director of
Nissan Design International (now Nissan Design America),
and later developed more fully by Dorothy Leonard in
her book Wellsprings of Knowledge. Hirshberg believed
in pairing designers with different priorities and work
styles on a project. The clash made creative sparks fly, but
it had another benefit as well: It gave both designers the
freedom to go with their own strengths (no matter how
quirky) because each person knew that the other would
provide balance.

Now let’s think about that concept more broadly, look-
ing beyond knowledge building and innovation within
or between work groups. Between enterprises, too, there
are often difficult problems that both parties have a stake

John Hagel 11l (ohn@johnhagel.com)| is an independent
business consultant based in Silicon Valley. His latest book
is Out of the Box: Strategies for Achieving Profits Today
and Growth Tomorrow Through Web Services (Harvard
Business School Press, 2002). John Seely Brown
keelybrown.com),|formerly the chief scientist at Xerox, is the
coauthor, with Paul Duguid, of The Social Life of Informa-
tion (Harvard Business School Press, 2000). The ideas in this
article will be more fully explored in Hagel and Brown’s
forthcoming book The Only Sustainable Edge (Harvard
Business School Press, 2005).
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in solving —the most important of which involve finding
new ways to meet customers’ needs. Different enterprises
bring different perspectives and competencies to tack-
ling a problem. And the potential for innovative solutions
rises when people from diverse specializations interact.

Here’s how this dynamic played out in the develop-
ment of flat panel display (FPD) technology by a group of
businesses in Japan’s Kansai-Tokyo corridor. As Thomas P.
Murtha, Stefanie Ann Lenway, and Jeffrey A. Hart de-
scribe in Managing New Industry Creation: Global Knowl-
edge Formation and Entrepreneurship in High Technology,
it was the very existence of this business “ecosystem” that
enabled the rapid innovation of FPD technology.

Development was concentrated in this specific locale
because it had been the breeding ground for FPD’s pre-
cursor —liquid crystal display (LCD) technology. Starting
in the 1960s, Japanese consumer electronics companies
such as Sharp and Seiko had great interest in using LCD
to create small, inexpensive products like watches and
calculators. At the same time, though, some Japanese
companies envisioned using similar technology to re-
place cathode-ray tubes in large-screen televisions. Their
investments to that end attracted investments by large
U.S. companies such as IBM, Applied Materials, and Cor-
ning. By the mid-1980s, a robust and highly specialized
local ecosystem of major multinational corporations
had formed.

The challenge here was formidable. To become a feasi-
ble replacement for cathode-ray tubes in televisions, FPD
technology had to meet aggressive size and price-point
targets at the product level, and these called for equally
aggressive yields in FPD manufacturing facilities (known
as “fabs”). The companies were pushing the envelope in
terms of product and process performance. The designers
had to confer with the manufacturers during the design
phase, rather than simply hand over detailed specifications
as they would normally do. Because the specs had to come
from collaboration, there was an opportunity for produc-
tive friction to yield innovative designs.

Productive friction came to bear even more on the de-
sign and development of each new generation of fabs.
These facilities became important focal points for prod-
uct designers, equipment manufacturers, and materials
suppliers to negotiate how they could collectively boost
performance in manufacturing.

With speed being the primary basis for competition,
the major members of this ecosystem raced through
eight generations — or, as some industry sources keep
count, fractional generations — of technology between
1988 (when 14-inch FPD prototypes were first demon-
strated) and 1998 (when 14-inch FPDs achieved significant
commercial production). Tacit knowledge was rapidly
generated among the participants. Companies without a
local presence found themselves falling further and fur-
ther behind.
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Unanticipated problems created friction among the
various specialized players, but this led to a lot of product
and process innovation. For example, Sharp, one of the
leading manufacturers of flat panel displays, tried to
simplify its manufacturing process on a new production
line to lower costs; the company modified its product de-
sign to make it easier to produce larger panels. Sharp
wanted to keep these changes secret and thus did not
share them with one of its main suppliers, Corning Glass,
before the start-up of the new production line. Unfortu-
nately, Sharp’s panels on that line failed completely. Re-
sisting the temptation to point fingers, Sharp and Corning
decided to work together to find out what went wrong.
The close collaboration of the companies’ engineers over
the next several months led to the development of a new
acid treatment for one of Corning’s glass products. When
used in Sharp’s new generation of panels, the treated glass
yielded even higher performance than had been expected
from the original product.

The new production line and the designs for the panels
provided tangible objects for the two sides to negotiate
over. The immediate challenge of bringing the new line
back up helped keep both parties very focused on specific
performance objectives. Rapid iteration between Cor-
ning, with its highly specialized knowledge of glass chem-
istry, and Sharp, with its deep understanding of panel
manufacturing processes, produced a breakthrough in
product and process design. The glass treatment ended up
being used more broadly, in entirely unrelated problem
areas, and it became the foundation for panel design in-
novations in the years ahead. By bringing diverse special-
izations together around a near-term problem, Sharp and
Corning quickly improved their own product and process
designs to compete more effectively in the race for lower
costs and higher performance.

What’s important to understand about this example is
that the innovation occurred not because the interactions
between the companies were seamless but because the
activity at the seams was challenging, stimulating, and
catalytic. All companies thrive or wither according to how
well they continue to build on their capabilities. In the
case of FPD technology development, companies actu-
ally accelerated their capability building by mixing it up
with other organizations.

Keep in mind, of course, that productive friction doesn’t
usually happen so naturally. It can’t be relied on to carry
the day. As we all know, when people with different back-
grounds, experiences, and skill sets engage with one an-
other on problems, misunderstandings arise, arguments
occur, and time is consumed before resolution and learn-
ing take place (if they do at all). Too often, in fact, the
friction becomes dysfunctional. Misunderstanding hard-
ens into mistrust, and opposing sides focus on the dis-
tance that separates them rather than the common chal-
lenges they face.
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How do we harness this potentially destructive force so
it accelerates learning, generates innovation, and builds
capabilities? Let’s step back from the specific circum-
stances of FPD technology and explore more generally
some of the elements that help make friction productive.

All Eyes on the Prize. One thing that allows collabo-
rating companies to move forward quickly is a shared
sense of what must be achieved. In product development,
productive friction is enhanced when teams have clear
and aggressive performance targets but few, if any, con-
straints are imposed on how the product design might
meet these targets. The more restrictions there are —for
example, a specification that the product must use certain
components —the less room there is for problem solving
and the greater the potential for dysfunctional friction.

To make performance requirements tangible and im-
mediate, we need what Tara Lemmey, CEO of LENS Ven-
tures, has termed “action points™ A specific product must
be introduced, performance shortfall addressed, or opera-
tions breakdown resolved. In some way, concrete actions
must be at stake. Otherwise, it is far too easy to produce ab-
stract “answers” or “perspectives” that give the appearance

The Nature of Today’s Firm

In thinking about why companies exist, academics and ex-
ecutives have long been influenced by the seminal essay
“The Nature of the Firm,” published in 1937 by Ronald
Coase, who later won the Nobel Prize in economics. Coase
asserted that all economic activity incurs transaction or
interaction costs—and that, under certain circumstances,
firms provide a more efficient mechanism for accessing
and using resources than do open-market transactions. In
this view, efficiency is the primary motivation for the rise
of firms.

As information technology systematically reduces inter-
action costs both within and across organizations, per-
haps it is time to reassess the rationale for firms. We has-
ten to add that we are not arguing for the dissolution of
the firm. On the contrary, we believe that companies, al-
beit in somewhat different forms, will continue to play a
critical role in economic value creation. But we sense that
the reason for their existence is shifting from efficient use
of existing resources to capability building and systemic
innovation. This is different from—though related to—the
argument that core competencies should be a company’s
basis for strategy. We are suggesting that they should be
the basis for the firm itself.

Institutions that can accelerate capability building
most effectively will create and capture value. Others
will inevitably fall by the wayside.
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Creative sparks fly not when interactions

att

of resolution but gloss over profound disagreements or
misunderstandings. Essentially, the same core principle
underlies the development of common law. Judges will
issue verdicts only on the case at hand and only after
adversaries have fully developed their arguments and
confronted each other on the facts and issues involved.
Judges are generally reluctant to articulate broad princi-
ples because they believe that good law emerges only
from wisdom applied to specific cases.

Similarly, productive friction in commercial settings
occurs precisely when action must be taken — when dis-
agreements or misunderstandings must be brought to the
surface, addressed, and resolved. It’s vital to capitalize on
those action points as they materialize. One of the reasons
that the Toyota Production System has been such a fertile
source of practice and process innovations is that it seeks
to freeze context (even, if necessary, stopping entire as-
sembly lines) and rapidly mobilize appropriate people to
address problems as they arise, rather than letting time
pass and trying to reconstruct context afterward. By stop-
ping the line until an issue has been resolved or at least
fully diagnosed, Toyota creates a compelling action point,
allowing friction and rapid resolution. Sharp’s production
glitch in the FPD example above provided an equally
compelling action point.

The power of clear and aggressive performance tar-
gets, shaped by a tangible action point, was apparent in
a recent project undertaken by the Beck Group, a Dallas-
based commercial design and construction firm. Con-
struction, of course, is one of the world’s oldest indus-
tries — and one of the most challenging. For each major
commercial project, dozens (often hundreds) of special-
ized, independent businesses must come together under
tight schedules and work closely with one another to de-
liver a unique and complex product. The general con-
tractor orchestrates the whole process, recruiting appro-
priate participants, defining roles, specifying outputs,
sequencing units of activity,and monitoring quality along
the way.

In this instance, Beck’s client had an urgent need to
bring a large data center in Dallas online in record time.
In fact, the first phase had to be up and running within
seven weeks. In the words of Mike Hildebrandt, the
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project leader from Beck: “We were in a real pressure
cooker. We had never delivered a facility in such a short
period of time. We had to do things very differently —on
the fly—to get the job done”

Hildebrandt was allowed to handpick his own team
within Beck, and the company freed him from all other
responsibilities so he could focus full-time on this project.
Departing from usual practice, Beck did not require sub-
contractors to bid competitively on the project; the com-
pany carefully selected them on the basis of specialized
capabilities needed to build this kind of facility. Because
of time constraints, complete drawings of the facility were
not available when the subcontractors were chosen. The
subcontractors met at the construction site three times
every week, collaborating to refine the drawings and de-
vise ways to get the job done quickly and reliably. Time
urgency removed restrictions that would have been im-
posed by detailed drawings in a more conventional con-
struction project. The fees were structured to align the
interests of the subcontractors. Everyone wanted to com-
plete the project cost-effectively and in the shortest time
possible.

Tomato, Tomahto. Productive friction ultimately de-
pends on the people involved. If they don’t have relevant
specializations and diverse perspectives, their problem solv-
ing will be weakened, and they may not even be able to
tackle the issues at hand. Yet different skill sets and expe-
riences can create misunderstanding and undermine trust.

Since time is usually at a premium, identifying and con-
necting with people who have relevant specializations is
often a challenge. This is why, in some cases, local ecosys-
tems are hotbeds of productive friction. But even then,
specialized “knowledge brokers” may be required to de-
termine who should be involved and to bring these peo-
ple together. This challenge becomes even more acute in
distributed operations like global process networks or dis-
persed field operations. To mobilize the right people, a
knowledge broker needs to be well versed in the practices
at hand. In the case of Beck, Mike Hildebrandt played this
role. He emphasizes,“If  hadn’t had complete freedom to
pick the right people for this project, we would never have
been able to come up with the innovations required to get
the job done”
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Even more fundamentally, knowledge brokers help
bridge participants’ knowledge gaps. This was the case at
GaSonics, a developer and manufacturer of semiconductor-
processing equipment. Back in 1991, GaSonics had acquired
Branson, which made similar equipment. The two com-
panies had perfected different approaches to handling a
certain stage of semiconductor manufacturing. Unfortu-
nately, neither method could deliver the required perfor-
mance as customers moved to a new generation of semi-
conductor technology.

Each company’s engineering team was determined to
refine its own approach. Fierce battles broke out over
which system should prevail. Dave Toole, the CEO of
GaSonics at the time and an executive with extensive in-
dustry experience, was the knowledge broker. Recogniz-
ing that both sides were stuck on processes that just
couldn’t resolve the issues, Toole urged the teams to look
at the problem from a new perspective and consider a
two-part solution. This reframing helped the engineers
discover that a hybrid approach could be used in the ini-
tial phase of processing. By intervening and reorienting
the teams at a critical stage in their dis-
cussions, Toole was able to help them
generate a solution that built upon both
sides’ experiences. It was an important
breakthrough because it facilitated the
move to subsequent generations of semi-
conductor technology.

What We Talk About When We Talk
About Innovation. When people with
very different skills, experiences, and
mind-sets must engage in difficult nego-
tiations, their ability to communicate can
be significantly enhanced by an appro-
priate prototype. By prototype, we mean
any object that can be accessed by a num-
ber of people and that enables them, with
its concrete form, to see beyond the
boundaries of their distinct specializa-
tions. (Because of this unique value, the
term “boundary object” is gaining cur-
rency in innovation circles.)

In the Beck project, prototypes
came in two forms: the rough draw-
ings and, unexpectedly, a whiteboard
in the construction site trailer where
the subcontractors met three times
per week. At first, the board was sim-
ply a repository for open issues, help-
ing in the normal way to focus each
meeting on what needed resolving.
But its role changed as the team
turned to one of its thorniest issues:
the sequence in which the various
mechanical and electrical systems
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would be put in place. Someone noted that the predrawn
grid on the whiteboard corresponded handily to the site’s
floors, which were made up of two-foot-by-two-foot tiles.
Suddenly, the team had a device for collaborating on a
creative approach to installing systems simultaneously
rather than sequentially.

In retrospect, they came up with a simple solution,
specifying that mechanical systems would be located
under even-numbered tiles and electrical systems would
go under odd-numbered ones. But it had tremendous im-
pact because it allowed various subcontractors to work ef-
fectively in parallel. As the idea took shape, the subcon-
tractors gathered excitedly around the whiteboard and
explored the implications of this approach for their spe-
cific jobs. They quickly visualized how the project would
come together and agreed on their individual roles.

An effective prototype can be anything from a clay
model to a computer simulation, a process map, or even
a spreadsheet. As a group’s work evolves, shifting to dif-
ferent kinds of prototypes may enhance the potential for
productive friction.
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Connecting the Dots. So far, we’ve been talking about
the conditions that create friction and, importantly, keep
it from becoming dysfunctional. But productive friction
bears limited fruit if it yields only local innovations. For
amplified impact, the learning must be captured and dis-
seminated within and across enterprises.

Benefiting broadly from local innovations is difficult,
unfortunately, even for capable organizations like the
Beck Group. Although Peter Beck, a managing director of
the firm, recognized the significance of what the data
center construction team had done (and even had them
present their experience to Beck’s board of directors),
there was no further adoption of the improvisational ap-
proach. The obstacle was not so much within the com-
pany as among its customers. The improvisation on the
data center project hinged upon moving away from re-
quirements that subcontractors submit competitive bids.
Customers found it hard to trust that, with more degrees
of freedom in implementation, a construction team whose
members’ economic interests were aligned could produce
far superior results at a lower cost.

Usually, innovations remain localized, and their eco-
nomic impact marginalized, because groups do not even
think to look for patterns or share best practices. This is
especially true with more modest forms of innovation in
companies where similar business situations repeatedly
emerge. Teams often find, to their dismay, that they have
reinvented the wheel -they’ve come up with an “innova-
tion” that has already been developed and implemented
elsewhere.

Customer service is one area where wheels are being
reinvented all the time, but the potential for productive
friction and pattern recognition is great. Customers em-
ploy products in many different environments and work
contexts, so a lot of the difficulties they experience are
unanticipated. Resolving a breakdown often calls for joint
problem solving with the customer and can generate new
insight about successful operation of the equipment. In
the mid-1990s, Xerox deployed a network-based system
called Eureka, an electronic bulletin board on which cus-
tomer service engineers (CSEs) could post tips on dealing
with unusual repair situations. Over the first three years,
Eureka captured 30,000 tips and saved Xerox an esti-

88

mated $100 million a year. Eureka has become an impor-
tant tool for CSEs to determine whether a given type of
breakdown has occurred in the past and, if so, to learn
from the way it was resolved. It also contains information
that could help product designers spot patterns and im-
prove performance in later generations of products.

Productive friction occurs when people with diverse
and appropriate specializations creatively resolve diffi-
cult business issues. But to gain its full benefit, companies
must also establish processes (supported by new genera-
tions of information technology) to help them reflect on
the practices emerging from these collaborations, recog-
nize patterns, and increase awareness of high-impact so-
lutions across related groups of practitioners. For mne-
monic purposes, think of the ingredients of productive
friction as four Ps: performance requirements, people,
prototypes, and pattern recognition.

Rubbing Shoulders with the Best

Your ability to generate productive friction with your
suppliers and customers is a source of competitive ad-
vantage now-but over time, it will become a competitive
necessity. Why? Because specialization is the way of the
world. As information technology makes it easier for
companies to contract with outsiders for more and more
of the business tasks that once needed to be performed
in-house, organizations sharpen their focus on what it is
they do uniquely well. Companies that hew to their old
forms will truly find themselves jacks of all trades and
masters of none —and this will cripple them in two ways.
First, their own core strengths will fall increasingly short
of world-class; second, they will not be availing them-
selves of world-class capability in peripheral functions.

Meanwhile, for the companies that specialize, the
name of the game will be capability building. Once you
have chosen to focus your resources on a particular func-
tion, the imperative is to be the best—and to keep getting
better at a faster rate than the competition. How will you
accomplish this? Not in isolation, we believe, but through
productive friction with other specialized players.

Dell is thinking along these lines, as we can see in its
approach to relationships with Taiwanese original design
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How Difficult Business Partnerships Can Accelerate Innovation

Will can trump skill.

Invest aggressive

manufacturers (ODMs). When Dell uses ODMs, it works
closely with them, sharing knowledge in formal meetings
that occur throughout the product life cycle. These inter-
actions are structured so Dell can systematically integrate
its expertise with that of its suppliers and, in the process,
build new capabilities.

To extend this logic even further: Imagine you are the
best at what you do. Every other specialized company out
there wants you as part of its process network. However,
your capacity to engage with others in problem solving
and innovation is limited. With whom do you choose to
rub shoulders? You might answer, “Other world-class com-
panies” But more precisely, you’d choose to engage with
companies if you believed doing so would strengthen your
own capabilities. In other words, the companies that learn
to generate productive friction early will set into motion
avirtuous cycle. They will become partners of choice, and
that will keep them competitive in the long term.

The real test is whether a company can create rela-
tionships that accelerate the capability building of all par-
ticipants and whether it can amplify the value that each
party brings. Note that the amplification must go beyond
achieving the static synergies that arise from combining
complementary capabilities. It must also grow those ben-
efits over time. When companies leave a business rela-
tionship, will they perform better on a stand-alone basis
than they did before they entered into it? Have they each
enhanced their own capabilities more effectively than
they could have without the relationship?

Weaving a Performance Fabric

Bringing together diverse, highly specialized companies
and getting them to collaborate in mission-critical busi-
ness processes is not an easy task. The companies cannot
be hardwired to one another; they must be loosely cou-
pled. That is, it is not effective for a company to specify a
partner’s activities in great detail and then to monitor
performance accordingly. Instead, the right approach is
to delineate relatively independent modules of activity
and assign to each a clearly accountable owner. For every
module, performance targets should be defined. Then
participants should be left relatively free to improvise
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within their areas of activity as long as they can meet the
performance requirements.

Few companies, however, are comfortable with such
arrangements unless there is a basis of shared meaning
and trust between the parties involved. Shared meaning
and trust—with the assistance of information technology
architectures and software —make up the fabric that sup-
ports collaboration across enterprise boundaries. We won’t
discuss the IT dimension at length here, but we should
underscore that new generations of information technol-
ogy will weave the threads of performance fabrics more
tightly and, in turn, add opportunities for productive
friction. (In our forthcoming book, we will highlight the
convergence of three diverse strands of IT innovation:
service-oriented architectures, virtualization architec-
tures, and interaction tools such as social software, wire-
less networks, and other devices that equip people to im-
provise and innovate together.)

Cisco is one company that appreciates the importance
of creating shared meaning across its network of business
partners, especially its dispersed, fragmented distribution
channels and channel partners. In the view of Tom Kelly,
vice president of the company’s Internet Learning Solu-
tions Group, the process starts with common perspec-
tives. Cisco invests heavily in training not only its own
staff but also its business partners’ through structured
learning activities, including “emergency” modules that
prepare people to deal with time-sensitive business situa-
tions. Cisco makes it as easy as possible to search for and
access its learning materials online and delivers them in
small packages, tailored to specific business needs. Along
the way, shared meaning takes hold incrementally.

It also, by necessity, takes hold iteratively. Common
points of view cannot simply be imposed. There must be
a back-and-forth process by which partners come to an
understanding. By the same token, complete alignment is
a chimera. The key, then, is to determine at the outset
those areas in which shared meaning is most critical, by
observing where the most significant misunderstandings
occur, and to expand its scope over time.

Trust, too, cannot be established overnight. Most exec-
utives seem to believe it is like fine wine: One can only
act in good faith and hope it will eventually develop. Yet
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companies that work skillfully with a broad range of
business partners have found that certain tools and ap-
proaches can be used to accelerate the building of trust.
They tend to rely primarily on forward-looking incentives
(How can this relationship accelerate our learning and
lead to faster improvement of performance?) rather than
backward-looking assessments (Has the other party deliv-
ered against expectations in the past?). Perhaps because
process networks often emerge in rapidly changing envi-
ronments like apparel and electronics, their orchestrators
are painfully aware that the past is not a useful predictor
of future performance. Yet they avoid overemphasizing
near-term cash rewards, which can actually undermine
trust. This is because, in the near term, the cash pool avail-
able for distribution among participants is essentially
fixed. If one party receives more, then others must do with
less. As in all zero-sum games, each party maneuvers to
get as much of the pie as it can, and trust erodes.

Those who want to accelerate trust also define the con-
cept narrowly. Rather than pondering the overall trust-
worthiness of an individual or institution, they focus on
the delivery of certain outcomes as promised and the
commitment that neither party will abuse privileged ac-
cess to corporate resources and relationships. Then, they
assess the ability and willingness —the “skill and will”-of
the other party. For example, apparel giant Li & Fung re-
cruited several former managers of textile plants in the
early days of organizing its renowned process network.
These seasoned executives could walk through the plant
of a potential business partner and, within 30 minutes, de-
termine the plant’s capabilities. The company has learned,
though, that the skill of a partner is only part of the trust
equation, especially over time. Will can trump skill since,
with the appropriate motivation, partners will invest ag-
gressively in building necessary capabilities.

Li & Fung’s practice also illustrates the somewhat coun-
terintuitive effect on trust when neither party in a rela-
tionship is locked in. As a matter of policy, Li & Fung
seeks to use between 30% and 70% of the capacity of its
process participants. At least 30%, the thinking goes, will
result in priority attention from the partner; but more
than 70% may mean that the other company is too de-
pendent on Li & Fung. When the stakes get too high in
a relationship, so does the threshold for trust.

Other trust accelerators fall into the category of
“trust—but verify” Some companies, for example, employ
event-notification systems carefully constructed to pro-
vide early warnings of potential performance issues, as
well as robust exception-handling procedures to ensure
that problems are quickly addressed. Performance bonds
and other assurance mechanisms can protect against
economic losses created by disruptions. Such tools help
reduce perceived downside risk and, in the process,
strengthen the impact of positive incentives on how
rapidly trust is built. Finally, reputation systems adminis-
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Your Real Rationale for Offshoring

The significance of offshoring is widely misunderstood.
Most executives look at it simply as a way to achieve
near-term savings in operations. But this perspective
greatly underestimates the opportunities—and chal-
lenges—offshoring creates. In fact, it is a powerful way
to rapidly build capabilities and reap the benefits of
increased specialization.

We are just now, for instance, seeing the first forays by
traditional computer manufacturers into a variety of con-
sumer electronics markets. Gateway, in a very short time,
has established a leadership position in the U.S. plasma
TV market. Hewlett-Packard has entered the digital cam-
era market and, in only a few years, carved out a 6% mar-
ket share among leaders like Nikon and Canon. Dell is
targeting televisions and smart phones. All of these com-
panies have relied heavily on offshore design suppliers in
their core businesses to accelerate their entry into con-
sumer electronics.

Rather than seeing offshoring solely as a form of wage
arbitrage, think of it as a form of skill arbitrage supple-
mented by the opportunity to generate savings through
more favorable wages. Even this view, however, doesn’t
capture the full potential of offshoring. Longer term, we
anticipate that it will become a powerful source of inno-
vation in products and services.

Initially, this innovation will be focused on serving
the unique needs of demanding consumers in the high-
growth emerging economies of China and India. Over
time, though, it will disrupt markets in more developed
economies as consumers in these places realize that they
too can get more value at lower cost.

To continue to create value in this new world, execu-
tives must adopt a much more strategic and dynamic
view of offshoring. They need to use offshoring (and re-
lated outsourcing) decisions to reexamine the most basic
question of all: What business are we really in? Compa-
nies must be clear about their own areas of expertise
before they can leverage the specializations of others.

tered by process orchestrators can also reward or punish
performance.

Companies focused on accelerating trust understand
how to use “trust staircases” to minimize risk. They pace
their relationships with others to build capability and con-
fidence in quick increments. Early interactions may in-
volve areas of relatively limited business value. Here, each
party can test the other’s will and skill by refraining from
specifying activities in fine detail and instead focusing on
defining required outcomes. Alternatively, when substan-
tial business value is at stake, the two parties can begin
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with detailed activity specifications but, as they gain more
experience with each other, start to relax some of the
specs and emphasize goals. The trick is to be thoughtful
about the sequencing and design of these interactions so
that trust rapidly accumulates but risk is managed.

If the necessary underpinnings of shared meaning and

dynamic trust are established, companies can work well
together, and the friction at their boundaries will likely be
productive. Without these elements, the performance fab-
ric quickly unravels, and process networks disintegrate
into rivalrous competitors.
In our relentless quest for efficiency over the past several
decades, we have become conditioned to believe that all
friction is bad. After all, wasn’t a “frictionless economy”
the nirvana promised to us by the dot-com visionaries?
Friction was a sign of waste. The problem needed to be
rooted out wherever it reared its ugly head.

As we move further into the twenty-first century, we
will find that we’ve been too hasty in dismissing friction.
The companies that thrive will be those that employ it to
aggressively build their own capabilities as well as their
partners’. Most organizations will take on higher degrees
of specialization — and, therefore, rely more heavily on
others to perform business functions that fall outside
those specialties. Clearly, we need a more systematic un-

derstanding of what it takes to enhance performance
across broad networks of participants.

To ensure your own competitive viability, you may
need to reassess the criteria you have used in the past for
creating and sustaining relationships. For example:

- To what extent did you choose your five most signifi-
cant business partners because of their ability to spur
your own long-term capability building through collabo-
rative improvising and problem solving?

- To what extent do the orchestrators of your process
networks focus on accelerating participants’ capability
building? What is their track record to date?

- What are the five most innovative companies with ca-
pabilities that complement yours? Do you have effective
business partnerships with them? If not, why not?

The most successful process networks will be those that
can maintain a focus on future-oriented capability build-
ing. Within them, thoughtfully structured sequences of
interactions will facilitate joint knowledge building in
the areas that are likely to have the greatest impact on the
performance of process participants. We need to learn to
embrace friction, even seek it out, when it promises op-
portunities for learning. v/

Reprint RO502D
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“Billy, you’ve been a fine son, but it’s time for a change.
| found a child overseas who can do it cheaper.”
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Eager to reduce their
dependence on fund-raising,
more and more nonprofits
are launching earned-income

ventures—with disappointing
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and Jeffrey Bradach

for the Chicago Children’s Choir to run a singing
telegram business and a Ben & Jerry’s Scoop Shop
or for Shelter, Inc., of Contra Costa County, a California
organization dedicated to serving the homeless, to launch
a property management firm. Today, it seems routine.
Promoted in books and articles, conferences and courses,
earned-income initiatives are becoming accepted —even
expected — throughout the nonprofit world. In a 2003
Bridgespan Group survey of U.S. nonprofits’ executives,
half of the respondents said they believed earned income
would play an important or extremely important role in
bolstering their organizations’ revenue in the future.
What’s driving nonprofits to pursue profits? The phe-
nomenon is as much social as economic. The general en-
thusiasm for business, which reached a fever pitch during
the booming 1990s, has had a profound impact on non-
profits and the institutions that support them. Like their

T WENTY YEARS AGO, it would have been shocking
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Should Nonprofits Seek Profits?

counterparts in the commercial world, managers of non-
profits want to be viewed as active entrepreneurs rather
than as passive bureaucrats, and launching a successful
commercial venture is one direct route to that goal. Board
members, many of whom are accomplished business lead-
ers, often encourage and reinforce that desire. At the same
time, many philanthropic foundations and other funders
have been zealously urging nonprofits to become finan-
cially self-sufficient and have aggressively promoted earned

derive income from products or services within existing
programs; others are completely separate from the non-
profits’ core programs. But almost every venture takes the
nonprofit into unfamiliar commercial waters.
Burgeoning interest in earned income has generated
a flood of publications, events, and experts. How-to books
with titles like Venture Forth! The Essential Guide to Start-
ing a Moneymaking Business in Your Nonprofit Organiza-
tion and Selling Social Change (Without Selling Out) have

Manyfoundations have been zealously urging nonprofits
to become financially self-sufficient and have promoted
earned income as a means to “sustainability.”

income as a means to “sustainability.” As a result, nonprof-
its increasingly feel compelled to launch earned-income
ventures, if only to appear more disciplined, innovative,
and businesslike to their stakeholders. (The sidebar “The
Pressure from Funders”takes a closer look at such forces.)
But while the case for earned income may seem per-
suasive at first glance, a closer look reveals reasons for
skepticism. Despite the hype, earned income accounts
for only a small share of funding in most nonprofit do-
mains, and few of the ventures that have been launched
actually make money. Moreover, when we examined how
nonprofits evaluate possible ventures, we discovered a
pattern of unwarranted optimism. The potential financial
returns are often exaggerated, and the challenges of run-
ning a successful business are routinely discounted. Most
important, commercial ventures can distract nonprofits’
managers from their core social missions and, in some
cases, even subvert those missions. We’re not saying that
earned-income ventures have no role in the nonprofit sec-
tor, but we believe that unrealistic expectations are dis-
torting managers’ decisions, ultimately wasting precious
resources and leaving important social needs unmet.

Rhetoric and Reality

Earned-income ventures are nothing new in the nonprofit
sector, of course. Universities, hospitals, and theater groups,
for example, have long been run by charitable organiza-
tions. What is new is the breadth of interest. No longer rel-
egated to education, health care, and the arts, revenue-
generating initiatives are being launched or considered in
virtually every nonprofit domain, from human services to
housing to the environment. Some of the new ventures

recently appeared. The Yale School of Management-The
Goldman Sachs Foundation Partnership on Nonprofit
Ventures sponsors a celebrated and rigorously judged
business-plan competition for nonprofits; in 2004, it gar-
nered more than 500 entries. Even organizations that pro-
mote the broader topic of social entrepreneurship, such
as the Social Enterprise Alliance, are often primarily fo-
cused on earned income. At that group’s 2004 National
Gathering for Social Entrepreneurs, attendance “flew past
600, a 50% growth rate that dramatically illustrated surg-
ing interest in the field of social enterprise,’ organizers re-
ported. And Nonprofit Business Solutions advertises that
it can help “discover the earned-income opportunity you
may have missed, for only $100.” Indeed, the widespread
enthusiasm for earned-income ventures has drowned out
the handful of people, such as Greg Dees of Duke and
Jed Emerson, a cofounder and former executive director
of the Roberts Enterprise Development Fund, who have
sounded cautionary notes.

It is clear that there has been a significant increase in
the number of nonprofits considering, investing in, and
launching ventures, and the press has helped create the
impression that these enterprises are contributing sub-
stantial profits. In late 2001, for example, the Chronicle of
Philanthropy ran the headline “The Business of Charity:
Nonprofit Groups Reap Billions in Tax-Free Income An-
nually” The wide circulation of selected data reinforces
the notion of a boom in earned income. From the im-
pressive body of work published by Johns Hopkins’ Lester
Salamon, one statistic is mentioned with particular fre-
quency: “Fees and charges accounted for nearly half of the
growth in nonprofit revenue between 1977 and 1997 —
more than any other source.”

William Foster [(william.foster@bridgespangroup.org)lis a manager at the Bridgespan Group, a Boston- and San Francisco-
based nonprofit strategic consulting firm that is affiliated with Bain & Company and focused exclusively on the nonprofit sec-
tor. Jeffrey Bradach (feff.bradach@bridgespangroup.org)|is a cofounder and managing partner of the Bridgespan Group.
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But out of context, such statistics can be misleading.
Fees and charges grew no faster in that 20-year period
than other sources of revenue; they represented nearly
half of the sector’s total revenue in 1997, just as they had
in 1977 (see the exhibit “No Outsized Surge in Earned In-
come”). And the reason the fraction is so high is that ed-
ucational and health care institutions, which extensively
use fee-for-service income, account for nearly 70% of total
nonprofit revenue and thus dominate the data.

To more clearly document the prevalence of earned in-
come in the nonprofit sector, Bridgespan analyzed reve-
nue trends from 1991 to 2001. We drew our data from the
IRS 990 forms that nonprofits prepare annually to report
their finances. While these filings don’t list “earned in-
come” per se, they do include a category for “program ser-
vice revenue,” which includes government fees for service
as well as private payments and fees. This is far from a
perfect proxy, but it is a decent one and, in any case, it is
the best available. Our analysis revealed that the relative
contribution of program service revenue had actually de-
clined by three percentage points over the ten-year period
and that such revenue remains heavily concentrated in
health care and education. Outside those domains, earned
income’s contribution grew substantially only among em-
ployment and community-improvement organizations.
In environment and youth development, it showed a mar-
ginal gain, while in arts, education, housing, recreation,
and human services, it declined slightly.

The Pressure from Funders

If the growth in the revenue contribution of earned-
income ventures seems overstated, so does the financial
success of the projects. In discussions of the topic, a hand-
ful of success stories are told again and again —cases like
those of Pioneer Human Services, the Seattle-based non-
profit that offers job training and counseling to former in-
mates and others on the margins of society, and Juma
Ventures, the Bay Area organization that gives employ-
ment opportunities to local youth. These organizations
certainly deserve accolades for their income-earning en-
deavors, but they appear to be the exception, not the rule.
At Bridgespan, we are frequently asked to assist nonprof-
its that have had trouble making their earned-income
ventures profitable, and as part of our research we rou-
tinely hunt for similar ventures that have been profitable
and might thus serve as benchmarks. We almost never
find them. We have had no trouble, however, finding
money-losing ventures.

Two widely circulated surveys of earned-income ven-
tures seem to suggest that our experience is anomalous.
“Enterprising Nonprofits: Revenue Generation in the
Nonprofit Sector” by the Yale School of Management-
The Goldman Sachs Foundation Partnership on Non-
profit Ventures and “Powering Social Change: Lessons
on Community Wealth Generation for Nonprofit Sus-
tainability” by Community Wealth Ventures (CWV) re-
port that between half and two-thirds of the ventures
these organizations examined were either profitable or
breaking even. Given the challenges of accurately gaug-
ing the returns of earned-income ventures, however, we
think it is important to keep in

mind two caveats about these
findings.

To further its mission of preparing stu-
dents for jobs in the culinary arts, a non-
profit job-training agency that we re-
cently worked with raised funds to build
a full-scale industrial kitchen. Hoping
to earn income as well as advance the
agency’s social goals, managers used
the kitchen to launch a café, a catering
operation, and a wholesale food busi-
ness. They found that by making the
nonprofit seem more entrepreneurial,
innovative, and disciplined, the commer-
cial endeavors generated enthusiasm
among philanthropic foundations. Fun-
ders were happy to help bankroll initia-
tives that seemed likely to push the
agency toward sustainability.

But the results of the three enter-
prises were dismal. Unable to achieve
high volumes, the kitchen operations
lost more than $250,000 a year. Even

from a mission standpoint, the ventures
failed. Only ten students a year were
being placed in jobs, and only a couple
of them were actually going into the
culinary arts. Nevertheless, the agency
continued to operate the kitchen and
the three businesses. Why? Because they
had become an integral part of the pitch
used to solicit funds. “It was,” says one

of the agency’s leaders, “the part of our
story that most excited donors about
our operations.”

It's understandable that the nonprofit
organization would be reluctant to end
a program that was generating dona-
tions. At the same time, it’s problematic
that the part of the agency’s story that
funders so wanted to hear would lead
a nonprofit to continue operating a
money-losing program that did little to
fulfill its mission.
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The first concerns the com-
position of the samples. Are
they truly representative, or
are they biased toward success-
ful (and surviving) initiatives?
The Yale-Goldman Sachs Foun-
dation survey solicited research
participants by highly publi-
cizing the study through post-
ings and advertisements. Such
announcements are an efficient
way to attract participants, but
they amass a self-selected pool
of research subjects, virtually
guaranteeing a positive bias.
Failing organizations are less
likely to volunteer than suc-
cessful ones—and ventures that
have already closed their doors
never do. The CWV study drew
its initial sample from experts’
suggestions and the researchers’
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personal contacts; this sample was then expanded through
referrals from the initial group of nonprofits. Here again,
the probability of a positive bias is high, because success-
ful ventures tend to have a much higher public profile than
unsuccessful ones.

The second caveat involves the definition of “profit-
able.” Are the financial claims accurate? The results were
selfreported, and our experience with nonprofits reveals
a tendency to overlook or undercount commercial ven-
tures’ operating costs (including management time, facili-
ties costs, and other overhead expenses). In addition, the
reported “profitability” may not adequately account for
hefty start-up costs. This question is difficult to assess in
the Yale-Goldman Sachs Foundation study, because the
calculation of financial returns is not documented in de-
tail. There is more detail in the CWV calculations, how-
ever, and here we find that the reported financial results
are probably overly optimistic.

In the CWV study’s sample of 72 organizations, only
four—just 5%—earned more than $50,000 in annual profit.
In addition, the average time to profitability for most or-
ganizations was 2.5 years, and the average initial invest-
ment for all ventures was $200,000. Assuming a $200,000

No Outsized Surge in Earned Income

Revenues for the nonprofit sector have jumped from
$109 billion to $632 billion in a 20-year time span. But
the percentage generated by earned income (fees and
charges) has stayed nearly the same.

549% 53%

other other

funding funding

46% 47%

earned earned

income income
1977 1997

Total nonprofit sector revenue

Fees and charges include return on investments.
Other funding indicates private contributions and
government payments. Based on data from The New
Nonprofit Almanac and Desk Reference.
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start-up cost, two years of zero profit, and $25,000 in an-
nual profit thereafter, a venture would take ten years to
repay the initial investment, even without discounting
the future profit for inflation. The venture’s intangible re-
turns may be real, but from a purely economic perspec-
tive, the same return could be generated simply by hiding
$200,000 under a mattress for ten years.

To better understand the odds of success, Bridgespan
selected a random sample of nonprofits that had received
philanthropic funding for an earned-income venture in
2000 or 2001. (We drew the sample from a database of
nonprofits maintained by the Foundation Center, a lead-
ing nonprofit research organization.) This approach lim-
ited the pool to organizations of interest to philanthropy,
but it tempered the likelihood of either a positive or neg-
ative sample bias. To determine profitability, we con-
ducted interviews with executives of 41 of these organi-
zations — a diverse group of agencies representing the
youth services, arts and culture, employment, and com-
munity improvement domains and having annual bud-
gets ranging from $200,000 to $15 million. The ventures
included both separate enterprises and core programs
that had been commercialized. We excluded health and
educational institutions from our sample. We also ex-
cluded basic cobranding relationships that some non-
profit organizations enter into with for-profit corpora-
tions. (The National Wildlife Federation, for instance,
endorses environmentally friendly outdoor products like
birdbaths sold by Home Depot and receives a percent-
age of the product sales.) The results were not encourag-
ing: Seventy-one percent of the ventures reported that
they were unprofitable, 24% believed that they were prof-
itable, and 5% stated that they were breaking even. Of
those that claimed they were profitable, half did not fully
account for indirect costs such as allocations of general
overhead or senior management time. Simply put, there
is every reason to believe that the lion’s share of earned-
income ventures do not succeed at generating revenues
beyond their costs.

The Disadvantages of Nonprofits

Why is there such a gap between the rhetoric and the re-
ality of earned income in the nonprofit sector? One im-
portant factor is a lack of realism in evaluating the chal-
lenges of running a business. Launching an enterprise is
difficult under the best of circumstances. According to the
National Federation of Independent Business’s Education
Foundation, only 39% of small businesses are profitable,
and half fail in the first five years. The odds are stacked
even higher against nonprofits, for several reasons.
Conflicting Priorities. Unlike purely commercial en-
terprises, nonprofits focus on both financial and nonfi-
nancial concerns. They may, for instance, feel obliged to
pay what they consider a “living wage” or to hire employ-
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ees from some disadvantaged pool of people. They may
price products to be more affordable to low-income groups
or offer products that are deemed “better” or “healthier”
than market norms. And they may reach out to customers
in locations or in groups that have not had access to cer-
tain products or services.

Those are all appropriate social objectives. But they
can put nonprofits at a distinct disadvantage in the in-
tensely competitive commercial marketplace, dramati-
cally reducing the likelihood that profitability will be
achieved. Even if a nonprofit’s managers and staff are as
talented as its competitors’, such secondary considera-
tions can doom a venture by dampening revenues or in-
creasing costs or both. They can also keep a nonprofit from
building the kind of highly competitive, profit-focused

profit we’ll call Midwestern Youth Services, or MYS. The
organization received philanthropic funding to outfit a
commercial kitchen and launch a food products enter-
prise. It pursued the venture with gusto and hired local
youths as staff. One year after its launch, the venture
began selling its first product, MYS Salad Dressing, to
local supermarkets. MYS prided itself on this initial suc-
cess and began gearing up to increase its investment in
the venture. Fueling its optimism was a sense that the
business was already breaking even. The organization be-
lieved it spent $3.15 to produce a bottle of salad dressing,
which it then sold for $3.50, yielding a 35-cent profit. MYS
was confident that even if some costs were unaccounted
for, the venture was covering its expenses and profitabil-
ity was in sight.

Despite the hype, earned income accounts for
only a small share of funding in most nonprofit domains,
and few of the ventures actually make money.

culture that is essential to the success of many commer-
cial enterprises.

Lack of Business Perspective. Because philanthropic
contributions typically do not have significant operating
costs associated with them, nonprofits can easily misjudge
the actual financial contribution that a venture will de-
liver. In particular, they tend to overlook the distinction
between revenue and profit. If a nonprofit receives an un-
restricted charitable donation of $100,000, all $100,000
(except for the comparatively small fund-raising costs) can
be put to work in pursuit of the organization’s mission. In
this case, revenue is essentially the same as profit. How-
ever, if a nonprofit generates $100,000 from a venture,
such as a catering business, some of the funds must be
used to cover expenses. Typically, what’s left over is at best
a small portion of total sales. An examination of standard
for-profit business margins shows, for example, that retail
eating and clothing businesses with less than $1 million in
annual revenues have profit margins of just 2.5%, while
the margins of similarly sized employment agencies (we
cite these examples because many nonprofits operate
ventures in these areas) run at only 2%. Even if we assume
that the margin on a nonprofit’s earned-income activity
is 10% — an extremely optimistic assumption—a $100,000
business would generate only $10,000 of unrestricted
funds in a year. In this regard, the widespread use of the
term “earned income” to mean the revenues of nonprofit
ventures has not been helpful. It has made the distinction
between revenue and profit less clear.

As an example of how widely off the mark financial
perspectives can be, consider the experience of a non-
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But an analysis completed by Bridgespan revealed that
the relevant expenses were far higher. MYS counted di-
rect labor expenses as well as the cost of ingredients, but
it considered only the ingredients going into the bottles
and the time employees spent working on the product. In
reality, the time spent preparing the dressing was a small
percentage of the hours for which employees were paid.
The workers’ downtime was not being allocated to the
product. Similarly, a significant amount of the purchased
ingredients was being used for product development or
was going unused. With these factors added in, the direct
cost per bottle was $10.33.

Yet even that figure was an understatement. The non-
profit had also neglected to account for major indirect
expenses, including the kitchen manager’s salary, the fa-
cilities cost (rent for the kitchen and equipment depre-
ciation), and the venture’s share of the nonprofit’s over-
head (executive salaries and the like). When a modest
allocation to cover these expenses was included, the cost
per bottle reached a staggering $90. Far from breaking
even, the venture was losing nearly $86.50 on every item
it sold.

Granted, the cost per unit would shrink with increasing
volume. But to break even, MYS would have to increase
sales 150-fold, well beyond the kitchen’s capacity. Given
the philanthropic funding for the start-up costs, the ab-
sence of investors clamoring for returns, and some gen-
uinely mission-related objectives, it is easy to see how the
nonprofit ended up in this situation. But if an enterprise
is designed to make a nonprofit more disciplined, as is
often the case, or if it is intended to form the groundwork
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for greater financial self-sufficiency, such miscalculations
can provide false comfort.

Reliance on Indirect Customers. In many earned-
income ventures, the intended users can’t afford the prod-
ucts or services. That’s hardly surprising—many nonprof-
its work with society’s most disadvantaged citizens. But it
means that ventures must often rely on indirect custom-
ers for their revenues, making for complex and sometimes
convoluted business models.

For example, one human services nonprofit recently
developed an impressive Internet-based tool to help dis-
advantaged citizens search for government benefits they
might be eligible for. The tool would bring these individ-
uals a direct financial benefit, but it’s unlikely they would
be able to afford the necessary fees. Would corporations
that also serve these people pay for the tool? It’s easy to
see how the nonprofit could have persuaded itself that
the answer is yes —utility companies would surely rather
help customers get a government credit for electricity
than shut off their power. But the answer is probably no.

That’s because third parties cannot calculate with any
precision the financial benefit they would receive, so
structuring a deal that’s attractive to them would be dif-
ficult, if not impossible. The utility companies, to continue
with the example, would be unable to determine how
many of their customers would use the tool or receive the
government benefits. And sharing customer data with
third parties is never straightforward. Additionally, non-
profit organizations generally know far less about poten-
tial indirect customers than they do about their own ben-
eficiaries, and in business, there is no substitute for a deep
understanding of customer needs. In many cases, a non-
profit would be better off targeting third parties for grant
requests rather than for sales pitches.

Philanthropic Capital and the Escalation of Commit-
ment. Even when nonprofit managers realize that their
ventures are facing financial problems, they rarely pull
the plug. Instead, as is sometimes the case in the for-profit
sector, they tend to throw good money after bad, hoping
to turn the ventures around and avoid the embarrass-
ment of failure. One nonprofit, for example, had a mission
to offer teenagers a safe after-school environment with
Internet access. It found a historic building with more
space than the program needed. With government funds,
the organization rehabilitated the building and rented
out the upper floors. But the rental income didn’t cover
the lease and maintenance costs, so the nonprofit launched
an additional earned-income activity—an after-school café
selling cappuccinos and baked goods to the teenagers—to
fill the gap. Unfortunately, the teenagers were not inter-
ested in, or couldn’t afford, its offerings, so the café lost
money too.

Rather than abandoning its money-losing ventures, the
nonprofit expanded its earned-income program by ex-
tending the café’s hours, broadening the menu, and open-
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ing the doors to adults. The results are not yet known, but
the likelihood of success seems low. What remains is the
picture of a well-intentioned nonprofit, which had simply
intended to offer Internet access to teenagers, on its way
to building a large, money-losing conglomerate encom-
passing property management and food service.

The slope for weakly performing businesses is always
slippery, regardless of which sector they belong to. But
the problem of commitment escalation is made even
more acute when philanthropic contributions provide
the funding for an earned-income venture during its first
few years. Because expenses during this period are cov-
ered, the risk of losing money seems less pressing to the
nonprofit. If (or, more likely, when) the philanthropic
funding stops a few years later, what began as a well-
funded earned-income venture may become an unfortu-
nate legacy.

A Question of Mission

Nonprofits that take a cold look at the disadvantages of
launching a commercial business will probably conclude
that the odds of it generating real financial returns are ex-
tremely low. That does not mean that all potential ven-
tures should be abandoned. Rather, it means that execu-
tives of nonprofits must ask a critical question: “Does this
venture contribute to our organization’s core mission?” If
a venture furthers a nonprofit’s mission while allowing
it to recoup some portion of the costs, the venture could
well be attractive even if it never breaks even.

We have found examples of earned-income ventures
that do support nonprofits’ missions, particularly in the
area of job training. Rubicon Bakery, in Richmond, Cali-
fornia, employs adults from a wide range of disadvan-
taged communities to produce premium cakes and tarts
that it sells to retailers. Pedal Revolution, in San Fran-
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cisco,employs homeless youths to repair and sell bicycles.
These businesses operate primarily to fulfill the social
goal of providing training to the poor; any money they
earn in the process is a side benefit that helps them sup-
plement their philanthropic funding.

Such success stories, however, are rare. Our research re-
veals that many earned-income ventures fail the mission
test as well as the financial test. Our survey of nonprofits’
executives asked about their motivations for starting their
ventures. Thirty-two percent said they had entered into
the endeavors predominantly for mission reasons, whereas

II,

—

-
[

Sometimes, the pursuit of profit directly conflicts with
the pursuit of social good. Take the case of one envi-
ronmental organization that had a unique database of
statistics on important environmental issues. The broad
dissemination of the information helped support the or-
ganization’s causes, but the database was expensive to
maintain. The organization decided, therefore, to begin
charging users for access. But as soon as fees were im-
posed, the number of users plummeted and dissemina-
tion of the information was severely curtailed. The orga-
nization had reduced its environmental impact in its

A nonpr Oﬁt that had simply intended to offer Internet access
to teenagers was building a money-losing conglomerate
encompassing property management and food service.

58% cited a mix of financial and mission reasons. Only
10% reported launching ventures purely for the money.
But as we probed more deeply into the mission-focused
ventures in this survey — and into the endeavors we en-
countered through our case work — we found that the
meaning of “mission focused” often became blurred. In
some cases, the ventures were truly central to the mis-
sions (for example, a job-training organization creating
employment opportunities); others were only loosely re-
lated (a children’s theater renting out costumes); for still
others, there was a vague mission-related element on top
of the operation (a children’s choir starting an ice cream
venture whose employees sing while scooping). The lure
of potential “profits” not only distorts financial analysis
but also thwarts an impartial evaluation of a venture’s
mission contribution.
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effort to generate revenue. That may be a trade-off worth
making, but it highlights the complex interplay —and the
managerial challenge —of balancing mission and income.

Even without such a direct conflict, an earned-income
venture can impede a nonprofit’s pursuit of its mission.
Launching and running a venture consumes scarce man-
agement resources, diluting an organization’s focus on its
social programs. Consider what happened to an agency
we worked with that provides training and support to
the disabled. It opened a medical supplies store that
proved to be chronically unprofitable —direct costs were
routinely more than two times revenue. The store took
up more and more of the agency’s time and energy as the
nonprofit’s management team made “figuring out this
issue” one of its highest priorities. Yet the store was doing
little to fulfill the organization’s mission. Only a small
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percentage of the agency’s targeted beneficiaries shopped
there. It drew only about 25 customers a week and was
competing with at least ten other large stores. After ten
difficult years, the agency shut down the venture.

In cases where a clear mission fit is identified, fulfilling
the mission’s goals through the earned-income venture
may be more difficult than envisioned. One job-training
organization that focused on serving the homeless
wanted to expand the types of training it provided. A
major soft drink company offered it the opportunity to
run a distribution venture. Enthusiastic about training
its beneficiaries in truck driving and enchanted by a part-
nership with a major corporation, the nonprofit jumped
in with both feet. Unfortunately, few of its homeless cli-
ents had or could get driver’s licenses. To this day, the or-
ganization has trouble hiring its target beneficiaries into
the venture.

Putting Mission First

Given the low likelihood that earned-income ventures
will contribute significant funds and the substantial like-
lihood that they will hamper the pursuit of a social mis-
sion, we urge nonprofits to ask themselves the following
questions.

Rather than start with the venture’s financial potential,
begin with its mission contribution. Ask:

1) What set of mission-focused activities should be our
highest priorities?

2) If we had additional, unrestricted philanthropic dol-
lars, would these activities still be our top priorities? In
other words, have we made an impartial assessment of
our mission priorities?

3) Do any of these activities have the potential to gen-
erate earned income? If so, which ones do and how would
they do it?

4) Would generating earned income in this manner ma-
terially compromise our mission, perhaps by excluding
some of our target beneficiaries from the goods or ser-
vices we sell? How much management time and other re-
sources would the venture probably consume? What’s the
worst-case scenario for the venture, and what would that
scenario mean for our mission and finances?

If, after these questions have been answered, the op-
portunity still seems promising, then ask:

5) Taking into account any constraints or disadvan-
tages we would have in running a commercial enter-
prise, what is a preliminary but reasonable estimate of
the financial potential for each activity (for example,“The
venture might be able to cover half its costs”)? Have we
fully accounted for all direct and indirect costs in esti-
mating profit (management salaries, facility costs, other
overhead)?

6) What additional amount of philanthropic funding
would be needed to fully finance the activity?
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7) Given the estimated philanthropic requirements of
each activity (full cost minus realistic earned-income con-
tribution), which activities deliver the most mission-related
impact per philanthropic dollar? (A mission-promoting
activity that covers half its costs through earned income
could have more impact per philanthropic dollar than a
less mission-focused activity that covers three-quarters of
its costs.)

8) Would other new or existing activities that don’t
earn income bring a greater impact per philanthropic dol-
lar contributed?

Such a mission-first approach might lead nonprofits’
executives to overlook an enormously attractive business
opportunity that isn’t mission related. But our experi-
ence suggests that such opportunities are few and far be-
tween and that the overenthusiastic pursuit of doomed
ventures is much more common. The kind of analysis we
are proposing can help nonprofits avoid such missteps by
imposing rigorous discipline on the evaluation of oppor-
tunities. The risk of mission drift and wasted funds will be
considerably reduced.

A mission-first assessment of earned-income opportu-
nities also returns the nonprofit sector to its fundamental
principles. The reason nonprofits are nonprofits is that
the marketplace does not take adequate care of the needs
they address. If the most promising mission-based pro-
grams are able to generate some earned income, of course
they should. For the vast majority of nonprofits, however,
that is not a pathway to financial health or to mission ac-
complishment.

The allure of earned income is understandable, consid-
ering the way philanthropy is often practiced today. In
many cases, the impulse that leads nonprofits’ leaders to
search for earned income is their passionate commit-
ment to their organizations’ missions; they want to help
the organizations escape the challenge — and often the
enormous frustration-of attracting the necessary philan-
thropic support. Most grants are small, short-lived, and
restricted to specific uses. Earned income is precious be-
cause it comes with no strings attached. It can be used for
whatever purpose the nonprofit’s leaders deem most im-
portant, including operating support for programs that
have proven their worth and “overhead” such as manage-
rial talent and development that philanthropic and gov-
ernment funding typically do not cover.

Nevertheless, executives of nonprofit organizations
should not be encouraged to search for a holy grail of
earned income in the marketplace. Sending social service
agencies down that path jeopardizes those who benefit
from their programs—and it harms society itself, which de-
pends for its well-being on a vibrant and mission-driven
nonprofit sector. v,
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Great
Expectations

“Whether we like to acknowledge it
or not, most of the time we do a
poor job of thinking forward with
any accuracy.”

Hillel ). Einhorn and Robin M. Hogarth
“Decision Making: Going Forward in Reverse”
Harvard Business Review
January-February 1987

“Long term, | want to enhance my leadership
skills and ascend the corporate ladder. Short
term, | want to enjoy a mocha latte.”

“As you know, some details of the new merger have yet to be resolved.”
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“..and then another drop this month. But | have
a really good feeling about next month.”

“In keeping with our team approach, we’ve traded
you for two middle managers to be named later.”

“This might be the most powerful tool yet to
separate a fool from his money.”
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Leaders can make change
happen only if they have

a coherent strategy for
persuasion. The impressive
turnaround at a world-
renowned teaching
hospital shows how to
plan a change campaign-
and carry it out.
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by David A. Garvin and
Michael A. Roberto

ACED WITH THE NEED for massive change, most
Fmanagers respond predictably. They revamp the

organization’s strategy, then round up the usual set
of suspects—people, pay, and processes—shifting around
staff, realigning incentives, and rooting out inefficien-
cies. They then wait patiently for performance to im-
prove, only to be bitterly disappointed. For some rea-
son, the right things still don’t happen.

Why is change so hard? First of all, most people are
reluctant to alter their habits. What worked in the past is
good enough; in the absence of a dire threat, employees
will keep doing what they’ve always done. And when an
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Change Through Persuasion

organization has had a succession of leaders, resistance to
change is even stronger. A legacy of disappointment and
distrust creates an environment in which employees au-
tomatically condemn the next turnaround champion to
failure, assuming that he or she is“just like all the others”
Calls for sacrifice and self-discipline are met with cyni-
cism, skepticism, and knee-jerk resistance.

Our research into organizational transformation has
involved settings as diverse as multinational corporations,
government agencies, nonprofits, and high-performing
teams like mountaineering expeditions and firefighting
crews. We’ve found that for change to stick, leaders must
design and run an effective persuasion campaign — one
that begins weeks or months before the actual turnaround
plan is set in concrete. Managers must perform significant
work up front to ensure that employees will actually lis-
ten to tough messages, question old assumptions, and
consider new ways of working. This means taking a series

Like a political campaign,

vince employees that theirs is the correct plan for mov-
ing forward.

Accomplishing all this calls for a four-part communica-
tions strategy. Prior to announcing a policy or issuing a set
of instructions, leaders need to set the stage for accep-
tance. At the time of delivery, they must create the frame
through which information and messages are interpreted.
As time passes, they must manage the mood so that em-
ployees’ emotional states support implementation and
follow-through. And at critical intervals, they must pro-
vide reinforcement to ensure that the desired changes
take hold without backsliding.

In the pages that follow, we describe this process in
more detail, drawing on the example of the turnaround of
Beth Israel Deaconess Medical Center (BIDMC) in Boston.
Paul Levy, who became CEO in early 2002, managed to
bring the failing hospital back from the brink of ruin. We
had ringside seats during the first six months of the turn-

is largely one of differentiation from the past.

of deliberate but subtle steps to recast employees’ pre-
vailing views and create a new context for action. Such
a shaping process must be actively managed during the
first few months of a turnaround, when uncertainty is
high and setbacks are inevitable. Otherwise, there is little
hope for sustained improvement.

Like a political campaign, a persuasion campaign is
largely one of differentiation from the past. To the typi-
cal change-averse employee, all restructuring plans look
alike. The trick for turnaround leaders is to show em-
ployees precisely how their plans differ from their pre-
decessors’. They must convince people that the organi-
zation is truly on its deathbed - or, at the very least, that
radical changes are required if it is to survive and thrive.
(This is a particularly difficult challenge when years of
persistent problems have been accompanied by few
changes in the status quo.) Turnaround leaders must
also gain trust by demonstrating through word and deed
that they are the right leaders for the job and must con-

David A. Garvin [(dgarvin@hbs.edu)lis the C. Roland Chris-
tensen Professor of Business Administration at Harvard
Business School in Boston. Michael A. Roberto|(mroberto@
lhbs.edu)lis an assistant professor of business administration at
Harvard Business School. Their multimedia case study based
on the turnaround at Beth Israel Deaconess Medical Center
can be found at lhttpy/bethisrael.hbsp.harvard.edu.]
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around. Levy agreed to hold videotaped interviews with
us every two to four weeks during that period as we pre-
pared a case study describing his efforts. He also gave
us access to his daily calendar, as well as to assorted e-mail
correspondence and internal memorandums and reports.
From this wealth of data, we were able to track the
change process as it unfolded, without the usual biases
and distortions that come from 20/20 hindsight. The story
of how Levy tilled the soil for change provides lessons for
any CEO in a turnaround situation.

Setting the Stage

Paul Levy was an unlikely candidate to run BIDMC. He
was not a doctor and had never managed a hospital,
though he had previously served as the executive dean for
administration at Harvard Medical School. His claim to
fame was his role as the architect of the Boston Harbor
Cleanup, a multibillion-dollar pollution-control project
that he had led several years earlier. (Based on this expe-
rience, Levy identified a common yet insidiously destruc-
tive organizational dynamic that causes dedicated teams
to operate in counterproductive ways, which he described
in “The Nut Island Effect: When Good Teams Go Wrong,”
March 2001.) Six years after completing the Boston Har-
bor project, Levy approached the BIDMC board and ap-
plied for the job of cleaning up the troubled hospital.
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Despite his lack of hospital
management experience, Levy
was appealing to the board. The
Boston Harbor Cleanup was a
difficult, highly visible change
effort that required deft politi-
cal and managerial skills. Levy
had stood firm in the face of
tough negotiations and often-
heated public resistance and had
instilled accountability in city
and state agencies. He was also a
known quantity to the board,
having served on a BIDMC steer-
ing committee formed by the
board chairman in 2001.

Levy saw the prospective
job as one of public service.
BIDMC was the product of a
difficult 1996 merger between
two hospitals — Beth Israel and
Deaconess — each of which had
distinguished reputations, sev-
eral best-in-the-world depart-
ments and specializations, and
deeply devoted staffs. The prob-
lems began after the merger. A
misguided focus on clinical prac-
tice rather than backroom inte-
gration, a failure to cut costs, and
the repeated inability to execute
plans and adapt to changing con-
ditions in the health care mar-
ketplace all contributed to BIDMC’s dismal performance.

By the time the board settled on Levy, affairs at BIDMC
had reached the nadir. The hospital was losing $50 million
ayear. Relations between the administration and medical
staff were strained, as were those between management
and the board of directors. Employees felt demoralized,
having witnessed the rapid decline in their institution’s
once-legendary status and the disappointing failure of its
past leaders. A critical study was conducted by the Hunter
Group, a leading health-care consulting firm. The report,
detailing the dire conditions at the hospital and the
changes needed to turn things around, had been com-
pleted but not yet released. Meanwhile, the state attorney
general, who was responsible for overseeing charitable
trusts, had put pressure on the board to sell the failing
BIDMC to a for-profit institution.

Like many CEOs recruited to fix a difficult situation,
Levy’s first task was to gain a mandate for the changes
ahead. He also recognized that crucial negotiations were
best conducted before he took the job, when his leverage
was greatest, rather than after taking the reins. In partic-
ular, he moved to secure the cooperation of the hospital
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board by flatly stating his conditions for employment. He
told the directors, for example, that should they hire him,
they could no longer interfere in day-to-day management
decisions. In his second and third meetings with the
board’s search committee, Levy laid out his timetable and
intentions. He insisted that the board decide on his ap-
pointment quickly so that he could be on the job before
the release of the Hunter report. He told the committee
that he intended to push for a smaller, more effective
group of directors. Though the conditions were somewhat
unusual, the board was convinced that Levy had the ex-
perience to lead a successful turnaround, and they ac-
cepted his terms. Levy went to work on January 7, 2002.

The next task was to set the stage with the hospital staff.
Levy was convinced that the employees, hungry for a turn-
around, would do their best to cooperate with him if he
could emulate and embody the core values of the hospital
culture, rather than impose his personal values. He chose
to act as the managerial equivalent of a good doctor—that
is, as one who, in dealing with a very ill patient, delivers
both the bad news and the chances of success honestly and
imparts a realistic sense of hope, without sugar coating.
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Like any leader facing a turnaround, Levy also knew he
had to develop a bold message that provided compelling
reasons to do things differently and then cast that mes-
sage in capital letters to signal the arrival of a new order.
To give his message teeth, he linked it to an implicit
threat. Taking his cue from his private discussions with
the state attorney general, whom he had persuaded to
keep the hospital open for the time being, Levy chose
to publicize the very real possibility the hospital would
be sold. While he realized he risked frightening the staff
and the patients with this bad news, he believed that
a strong wake-up call was necessary to get employees to
face up to the situation.

During his first morning on the job, Levy delivered an
all-hands-on-deck e-mail to the staff. The memo con-
tained four broad messages. It opened with the good
news, pointing out that the organization had much to be
proud of (“This is a wonderful institution, representing
the very best in academic medicine: exemplary patient
care, extraordinary research, and fine teaching”). Second,
Levy noted that the threat of sale was real (“This is our
last chance”). Third, he signaled the kinds of actions em-
ployees could expect him to take (“There will be a reduc-
tion in staff”). And finally, he described the open man-
agement style he would adopt. He would manage by
walking around -lunching with staff in the cafeteria, hav-
ing impromptu conversations in the hallways, talking
with employees at every opportunity to discover their
concerns. He would communicate directly with employees
through e-mail rather than through intermediaries. He
also noted that the Hunter report would be posted on the
hospital intranet, where all employees would have the op-
portunity to review its recommendations and submit
comments for the final turnaround plan. The direct, open
tone of the e-mail memo signaled exactly how Levy’s man-
agement style would differ from that of his predecessors.

In the afternoon, he disclosed BIDMC’s situation in
interviews with the Boston Globe and the Boston Herald,
the city’s two major newspapers. He told reporters the
same thing he had told the hospital’s employees: that, in
the absence of a turnaround, the hospital would be sold
to a for-profit chain and would therefore lose its status
as a Harvard teaching hospital. Staving off a sale would
require tough measures, including the laying off of any-
where from 500 to 700 employees. Levy insisted that
there would be no nursing layoffs, in keeping with the
hospital’s core values of high-quality patient care. The
newspaper reports, together with the memo circulated
that morning, served to immediately reset employee ex-
pectations while dramatically increasing staff cooperation
and willingness to accept whatever new initiatives might
prove necessary to the hospital’s survival.

Two days later, the critical Hunter report came out and
was circulated via the hospital’s intranet. Because the re-
port had been produced by an objective third party, em-
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ployees were open to its unvarnished, warts-and-all view of
the hospital’s current predicament. The facts were stark,
and the staff could no longer claim ignorance. Levy re-
ceived, and personally responded to, more than 300 e-mail
suggestions for improvement in response to the report,
many of which he later included in the turnaround plan.

Creating the Frame

Once the stage has been set for acceptance, effective
leaders need to help employees interpret proposals for
change. Complex plans can be interpreted in any number
of ways; not all of them ensure acceptance and favorable
outcomes. Skilled leaders therefore use “frames” to pro-
vide context and shape perspective for new proposals and
plans. By framing the issues, leaders help people digest
ideas in particular ways. A frame can take many forms: It
can be a companywide presentation that prepares em-
ployees before an unexpected change, for example, or
a radio interview that provides context following an
unsettling layoff.

Levy used one particularly effective framing device to
help employees interpret a preliminary draft of the turn-
around plan. This device took the form of a detailed
e-mail memo accompanying the dense, several-hundred-
page plan. The memo explained, in considerable detail,
the plan’s purpose and expected impact.

The first section of the memo sought to mollify critics
and reduce the fears of doctors and nurses. Its tone was
positive and uplifting; it discussed BIDMC’s mission, strat-
egy, and uncompromising values, emphasizing the hos-
pital’s “warm, caring environment.” This section of the
letter also reaffirmed the importance of remaining an
academic medical center, as well as reminding employees
of their shared mission and ideals. The second part of the
letter told employees what to expect, providing further
details about the turnaround plan. It emphasized that
tough measures and goals would be required but noted
that the specific recommendations were based, for the
most part, on the advice in the Hunter report, which em-
ployees had already reviewed. The message to employees
was, “You've already seen and endorsed the Hunter re-
port. There are no future surprises.”

The third part of the letter anticipated and responded
to prospective concerns; this had the effect of circum-
venting objections. This section explicitly diagnosed past
plans and explained their deficiencies, which were largely
due to their having been imposed top-down, with little
employee ownership, buy-in, or discussion. Levy then
offered a direct interpretation of what had gone wrong.
Past plans, he said, had underestimated the size of the fi-
nancial problem, set unrealistic expectations for new rev-
enue growth, and failed to test implementation proposals.
This section of the letter also drove home the need for
change at a deeper, more visceral level than employees had
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Dysfunctional Routines

SIX WAYS TO STOP CHANGE IN ITS TRACKS

Just as people are creatures of habit, organizations thrive on rou-
tines. Management teams, for example, routinely cut budgets after
performance deviates from plan. Routines — predictable, virtually
automatic behaviors —are unstated, self-reinforcing, and remark-
ably resilient. Because they lead to more efficient cognitive pro-
cessing, they are, for the most part, functional and highly desirable.

Dysfunctional routines, by contrast, are barriers to action and
change. Some are outdated behaviors that were appropriate once
but are now unhelpful. Others manifest themselves in knee-jerk

reactions, passivity, unproductive foot-dragging, and, sometimes,
active resistance.

Dysfunctional routines are persistent, but they are not un-
changeable. Novelty — the perception that current circumstances
are truly different from those that previously prevailed — is one of
the most potent forces for dislodging routines. To overcome them,
leaders must clearly signal that the context has changed. They
must work directly with employees to recognize and publicly ex-
amine dysfunctional routines and substitute desired behaviors.

A culture of “no.”

In organizations dominated by cynics and
critics, there is always a good reason not to
do something. Piling on criticism is an easy
way to avoid taking risks and claim false
superiority. Lou Gerstner gets credit for
naming this routine, which he found on his
arrival at IBM, but it is common in many
organizations. Another CEO described her
team’s response to new initiatives by liken-
ing it to a skeet shoot:“Someone would
yell,’Pulll’ there would be a deafening
blast, and the idea would be in pieces on
the ground.”This routine has two sources:
a culture that overvalues criticism and
analysis, and complex decision-making
processes requiring multiple approvals,

in which anybody can say“no” but nobody
can say "yes.” It is especially likely in orga-
nizations that are divided into large
subunits or segments, led by local leaders
with great power who are often unwilling
to comply with directives from above.
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The dog and pony
show must go on.

Some organizations put so much weight
on process that they confuse ends and
means, form and content. How you present
a proposal becomes more important than
what you propose. Managers construct
presentations carefully and devote large
amounts of time to obtaining sign-offs.
The result is death by PowerPoint. Despite
the appearance of progress, there’s little
real headway.

The grass is
always greener.

To avoid facing challenges in their core
business, some managers look to new
products, new services,and new lines

of business. At times, such diversification
is healthy. But all too often these efforts
are merely an avoidance tactic that keeps
tough problems at arm’s length.

After the meeting
ends, debate begins.

This routine is often hard to spot because
so much of it takes place under cover.
Cordial, apparently cooperative meetings
are followed by resistance. Sometimes,
resisters are covert; often, they end-run
established forums entirely and take
their concerns directly to the top.The
result? Politics triumphs over substance,
staff meetings become empty rituals,
and meddling becomes the norm.

Ready, aim, aim...
Here, the problem is the organization’s
inability to settle on a definitive course
of action. Staff members generate a con-
tinual stream of proposals and reports;
managers repeatedly tinker with each
one, fine-tuning their choices without
ever making a final decision. Often called
“analysis paralysis,” this pattern is com-
mon in perfectionist cultures where mis-
takes are career threatening and people
who rock the boat drown.

This too shall pass.

In organizations where prior leaders
repeatedly proclaimed a state of crisis
but then made few substantive changes,
employees tend to be jaded. In such
situations, they develop a heads-down,
bunker mentality and a reluctance to
respond to management directives. Most
believe that the wisest course of action
is to ignore new initiatives, work around
them, or wait things out.
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Change Through Persuasion

experienced in the past. It emphasized that this plan was
a far more collective effort than past proposals had been,
because it incorporated many employee suggestions.

By framing the turnaround proposal this way, Levy ac-
complished two things. First, he was able to convince em-
ployees that the plan belonged to them. Second, the let-
ter served as the basis for an ongoing communication
platform. Levy reiterated its points at every opportu-
nity—not only with employees but also in public meetings
and in discussions with the press.

Managing the Mood

Turnarounds are depressing events, especially when they
involve restructuring and downsizing. Relationships are
disrupted, friends move on, and jobs disappear. In such
settings, managing the mood of the organization becomes
an essential leadership skill. Leaders must pay close at-
tention to employees’ emotions—the ebb and flow of their
feelings and moods —and work hard to preserve a recep-
tive climate for change. Often, this requires a delicate
balancing act between presenting good and bad news
in just the right proportion. Employees need to feel that
their sacrifices have not been in vain and that their ac-

complishments have been recognized and rewarded. At
the same time, they must be reminded that complacency
is not an option. The communication challenge is daunt-
ing. One must strike the right notes of optimism and
realism and carefully calibrate the timing, tone, and posi-
tioning of every message.

Paul Levy’s challenge was threefold: to give remaining
employees time to grieve and recover from layoffs and
other difficult measures; to make them feel that he cared
for and supported them; and to ensure that the turn-
around plan proceeded apace. The process depended on
mutual trust and employees’ desire to succeed. “I had to
calibrate the push and pull of congratulations and pres-
sure, but I also depended on the staff’s underlying value
system and sense of mission,” he said. “They were highly
motivated, caring individuals who had stuck with the
place through five years of hell. They wanted to do good”

The first step was to acknowledge employees’ feelings
of depression while helping them look to the future. Im-
mediately after the first round of layoffs, people were feel-
ing listless and dejected; Levy knew that releasing the final
version of the turnaround plan too soon after the lay-
offs could be seen as cold. In an e-mail he sent to all
employees a few days later, Levy explicitly empathized

The

of a Persuasion Campaign

A typical turnaround process consists of two stark phases: plan development, followed by an implementation that may or

may not be welcomed by the organization. For the turnaround plan to be widely accepted and adopted, however, the CEO

must develop a separate persuasion campaign, the goal of which is to create a continuously receptive environment for

change. The campaign begins well before the CEO’s first day on the job—or, if the CEQO is long established, well before formal

development work begins—and continues long after the final plan is announced.

Announce
Plan
PHASE Convince employees that radical change is imperative;
demonstrate why the new direction is the right one
PHASE Position and frame preliminary plan;

gather feedback; announce final plan Persuasion

Process
PHASE Manage employee mood through constant communication
PHASE Reinforce behavioral guidelines
to avoid backsliding

Turnaround

DEVELOP PLAN , IMPLEMENT PLAN Process
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The toughest challenge faced by leaders
during a turnaround.is to

into dysfunctional routines.

with employees’ feelings (“This week is a sad one...it is
hard for those of us remaining...offices are emptier than
usual”). He then urged employees to look forward and
concluded on a strongly optimistic note (“...our target is
not just survival: It is to thrive and set an example for
what a unique academic medical center like ours means
for this region”). His upbeat words were reinforced by
a piece of good luck that weekend when the underdog
New England Patriots won their first Super Bowl cham-
pionship in dramatic fashion in the last 90 seconds of
the game. When Levy returned to work the following
Monday, employees were saying, “If the Patriots can do
it, we can, too.”

The next task was to keep employees focused on the
continuing hard work ahead. On April 12, two months
into the restructuring process, Levy sent out a “Frequently
Asked Questions” e-mail giving a generally favorable view
of progress to date. At the same time, he spoke plainly
about the need to control costs and reminded employees
that merit pay increases would remain on hold. This was
hardly the rosy picture that most employees were hop-
ing for, of course. But Levy believed sufficient time had
passed that employees could accommodate a more real-
istic and tough tone on his part.

A month later, everything changed. Operational im-
provements that were put in place during the first phase
of the turnaround had begun to take hold. Financial per-
formance was well ahead of budget, with the best results
since the merger. In another e-mail, Levy praised employ-
ees lavishly. He also convened a series of open question-
and-answer forums, where employees heard more details
about the hospital’s tangible progress and received kudos
for their accomplishments.

Reinforcing Good Habits

Without a doubt, the toughest challenge faced by leaders
during a turnaround is to avoid backsliding into dysfunc-
tional routines—habitual patterns of negative behavior by
individuals and groups that are triggered automatically
and unconsciously by familiar circumstances or stimuli.
(For more on how such disruptive patterns work, see
the sidebar “Dysfunctional Routines: Six Ways to Stop
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Change in Its Tracks.”) Employees need help maintain-
ing new behaviors, especially when their old ways of
working are deeply ingrained and destructive. Effective
change leaders provide opportunities for employees to
practice desired behaviors repeatedly, while personally
modeling new ways of working and providing coaching
and support.

In our studies of successful turnarounds, we’ve found
that effective leaders explicitly reinforce organizational
values on a constant basis, using actions to back up their
words. Their goal is to change behavior, not just ways
of thinking. For example, a leader can talk about values
such as openness, tolerance, civility, teamwork, delega-
tion, and direct communication in meetings and e-mails.
But the message takes hold only if he or she also signals
a dislike of disruptive, divisive behaviors by pointedly —
and, if necessary, publicly —criticizing them.

At Beth Israel Deaconess Medical Center, the chiefs of
medicine, surgery, orthopedics, and other key functions
presented Levy with special behavioral challenges, par-
ticularly because he was not a doctor. Each medical chief
was in essence a “mini-dean,” the head of a largely self-
contained department with its own faculty, staff, and re-
sources. As academic researchers, they were rewarded pri-
marily for individual achievement. They had limited
experience solving business or management problems.

In dealing with the chiefs, Levy chose an approach that
blended with a strong dose of discipline with real-time,
public reinforcement. He developed guidelines for be-
havior and insisted that everyone in the hospital measure
up to them. In one of his earliest meetings with the chiefs,
Levy presented a simple set of “meeting rules,” including
such chestnuts as “state your objections” and “disagree
without being disagreeable,” and led a discussion about
them, demonstrating the desired behaviors through his
own leadership of the meeting. The purpose of these rules
was to introduce new standards of interpersonal behav-
ior and, in the process, to combat several dysfunctional
routines.

One serious test of Levy’s ability to reinforce these
norms came a month and a half after he was named CEO.
After a staff meeting at which all the department chairs
were present, one chief—who had remained silent —sent

111

TLFeBOOK



Change Through Persuasion

an e-mail to Levy complaining about a decision made
during the meeting. The e-mail copied the other chiefs
as well as the chairman of the board. Many CEOs would
choose to criticize such behavior privately. But Levy
responded in an e-mail to the same audience, publicly
denouncing the chief for his tone, his lack of civility, and
his failure to speak up earlier in the process, as required
by the new meeting rules. It was as close to a public hang-
ing as anyone could get. Several of the chiefs privately ex-
pressed their support to Levy; they too had been offended
by their peer’s presumptuousness. More broadly, the open
criticism served to powerfully reinforce new norms while
curbing disruptive behavior.

Even as they must set expectations and reinforce be-
haviors, effective change leaders also recognize that many
employees simply do not know how to make decisions as
a group or work cooperatively. By delegating critical de-
cisions and responsibilities, a leader can provide employ-
ees with ample opportunities to practice new ways of
working; in such cases, employees’ performance should
be evaluated as much on their adherence to the new stan-
dards and processes as on their substantive choices. In
this spirit, Levy chose to think of himself primarily as
a kind of appeals court judge. When employees came to
him seeking his intervention on an issue or situation, he
explained, he would “review the process used by the
‘lower court’ to determine if it followed the rules. If so,
the decision stands” He did not review cases de novo and
substitute his judgment for that of the individual depart-
ment or unit. He insisted that employees work through
difficult issues themselves, even when they were not so in-
clined, rather than rely on him to tell them what to do.
At other times, he intervened personally and coached
employees when they lacked basic skills. When two mem-
bers of his staff disagreed on a proposed course of action,
Levy triggered an open, emotional debate, then worked
with the participants and their bosses behind the scenes
to resolve the differences. At the next staff meeting, he
praised the participants’ willingness to disagree publicly,
reemphasizing that vigorous debate was healthy and
desirable and that confrontation was not to be avoided.
In this way, employees gained experience in working
through their problems on their own.

Performance, of course, is the ultimate measure of
a successful turnaround. On that score, BIDMC has done
exceedingly well since Levy took the helm. The original
restructuring plan called for a three-year improvement
process, moving from a $58 million loss in 2001 to break-
even in 2004. At the end of the 2004 fiscal year, perfor-
mance was far ahead of plan, with the hospital reporting
a $37.4 million net gain from operations. Revenues were
up, while costs were sharply reduced. Decision making
was now crisper and more responsive, even though
there was little change in the hospital’s senior staff or
medical leadership. Morale, not surprisingly, was up as
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well. To take just one indicator, annual nursing turn-
over, which was 15% to 16% when Levy became CEO, had
dropped to 3% by mid-2004. Pleased with the hospital’s
performance, the board signed Levy to a new three-year
contract.

Heads, Hearts,and Hands

It’s clear that the key to Paul Levy’s success at Beth Israel
Deaconess Medical Center is that he understood the
importance of making sure the cultural soil had been
made ready before planting the seeds of change. In a re-
ceptive environment, employees not only understand
why change is necessary; they’re also emotionally com-
mitted to making it happen, and they faithfully execute
the required steps.

On a cognitive level, employees in receptive environ-
ments are better able to let go of competing, unsub-
stantiated views of the nature and extent of the prob-
lems facing their organizations. They hold the same,
objective views of the causes of poor performance. They
acknowledge the seriousness of current financial, oper-
ational, and marketplace difficulties. And they take re-
sponsibility for their own contributions to those prob-
lems. Such a shared, fact-based diagnosis is crucial for
moving forward.

On an emotional level, employees in receptive envi-
ronments identify with the organization and its values
and are committed to its continued existence. They be-
lieve that the organization stands for something more
than profitability, market share, or stock performance and
is therefore worth saving. Equally important, they trust
the leader, believing that he or she shares their values
and will fight to preserve them. Leaders earn considerable
latitude from employees—and their proposals usually get
the benefit of the doubt—when their hearts are thought
to be in the right place.

Workers in such environments also have physical,
hands-on experience with the new behaviors expected of
them. They have seen the coming changes up close and
understand what they are getting into. In such an atmo-
sphere where it’s acceptable for employees to wrestle with
decisions on their own and practice unfamiliar ways of
working, a leader can successfully allay irrational fears
and undercut the myths that so often accompany major
change efforts.

There is a powerful lesson in all this for leaders. To cre-
ate a receptive environment, persuasion is the ultimate
tool. Persuasion promotes understanding; understanding
breeds acceptance; acceptance leads to action. Without
persuasion, even the best of turnaround plans will fail to
take root. Vv,
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Interviewed by Thomas A. Stewart and Louise O’Brien

Changing the culture

of a corporate icon like
Siemens is the challenge
of a lifetime —especially
because a German CEO
must persuade rather
than command.
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Heinrich von Pierer has designed and directed

a major transformation. Taking this German
icon from a technically superb but slow-moving
industrial giant to a disciplined, nimble multina-
tional has posed enormous challenges. Since 1992,
Siemens has revamped its portfolio of businesses,
expanded its reach into 192 countries, and created
a more local-market-driven culture, gaining recog-
nition as one of the bestmanaged and most com-
petitive companies in the world. In this edited in-
terview with HBR editor Thomas A. Stewart and
consulting editor Louise O’Brien, von Pierer de-
scribes the requirements for transformation and
how he broke down historical barriers at Siemens.
He shares his insights about portfolio restructuring,
his lessons from competing with GE, and the pros
and cons of being based in Europe versus America.

IN HIS 12 YEARS at the helm of Siemens, CEO
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Let’s start at the beginning. Why do you think you were
chosen to be CEO of Siemens?

I was not the typical candidate or the most experienced
guy. But I think my background was different, and the
board was looking for someone different. Siemens was an
introverted, some would say arrogant, company, particu-
larly in Germany, where 50% of our business and more
than 50% of the people were still located at that time. It
was a German-driven company, and I think they wanted
somebody who was able to communicate better, both in-
ternally and externally.

For 18 years—from 1972 to 1990—-1 was an elected mem-
ber of the city council in my hometown of Erlangen. I had
alot of fun being in opposition—where the only way to in-
fluence things was to convince the other side. Once, I tried
to become a member of the Federal Parliament, but I lost
by one vote in my party’s preelection. So I had to stay
with Siemens. That’s how I know it’s easier to become
CEO of Siemens than it is to become a member of the
Federal Parliament of Germany!

I am also the only CEO in Germany who is a member
of a works council [German labor union]. I bought several

A year or so after I took over as CEOQ, a friend I have a
lot of respect for asked me, “Do you know that in your
annual report you use the term ‘price erosion’ 13 times?
Is this an excuse?” And it came to me suddenly that it
was really an excuse, as if we were saying,“Our company’s
in bad shape because other people are behaving unrea-
sonably.” Complaining about price erosion didn’t do us
any good. So this comment from my friend was an awak-
ening. He was right, and I knew that our company needed
to change.

How did you know where to begin?

You have to do a lot of things at once. That is an impor-
tant idea: You cannot transform a company along only
one dimension. You have to work on all of them at the
same time and in a coherent manner. So, we developed
our top+ program, which concentrates on three things:
cost reduction, innovation, and growth.

To compete in the new global economy, we had to re-
duce our costs dramatically. But innovation had always
been an advantage for Siemens, and without that we
could not differentiate ourselves from the pure low-cost

A FRIEND ASKED ME, ‘Do you know that in your annual report
you use the term “price erosion” 13 times?’... It came to me suddenly

that it was really an excuse.

factories in East Germany after reunification, and I was
made an honorary member of one of their works coun-
cils. While I don’t have the right to vote, I can actively par-
ticipate in meetings.

So, although I never really worked in the forefront of
politics, I think my experience helped me see the big pic-
ture. And at Siemens, the board knew that. They said,
“Well, if we want to show a better face to the public, then
he’s the guy”

What did the world look like when you took over as CEO

in 19927

In 1989, when the Berlin wall came down, we were excited
to be celebrating the reunification of Germany. We did
not realize something more important: The collapse of
the Eastern Bloc was more or less the beginning of glob-
alization. And a global marketplace at that time meant
that prices really came down. That’s a nice mild phrase to
describe what happened. Prices started falling in ’89, and
the decline became more brutal over time. The prices in
some of our businesses dropped by 50% in three years.

Thomas A. Stewart is HBR’s editor; Louise O’Brien is a con-
sulting editor at HBR.
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players in developing countries. We also launched ag-
gressive growth initiatives in Asia and the United States.
Since 1995, we’ve invested over $10 billion in the U.S.,and
it is now our second-largest market. Wherever we can do
something in the United States, we do it. It is still the
biggest market in the world, and a very competitive mar-
ket. Succeeding in the U.S. was critical to becoming more
competitive as a company. On the other hand, our mar-
gins in the U.S. are higher than in Europe because of dif-
ferences in cost position.

I also knew if we were not successful in the U.S., we
would never achieve the necessary growth for Siemens.
So we tailored a top+ U.S. business initiative for the region
to focus on improving operational performance, increas-
ing profitability, and acting as one Siemens to generate
greater cross selling among our operating companies. Our
success would rest on two things: first, our ability to cre-
ate synergies within our portfolio of businesses, and, sec-
ond, our ability to continue innovating.

In many fields, America is where “the music is playing”
as far innovation is concerned. If you look at U.S. patent
statistics for the year 2003, you won’t believe it: Siemens,
in GE’s home country, got more patents than GE. We are
always number one in Germany, and typically number
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one or two in Europe, but in the U.S. we are now among
the ten biggest patent holders. We both benefit from the
U.S. knowledge base and also contribute to it.

Was your transformation more challenging than it would
have been if you'd been leading an American company?

A CEO in Germany is different than a CEO in the United
States. A CEO in America can give instructions. A CEO in
Germany is a member of the board. Nobody has to report
to him —that’s a big difference. So you need a lot of peo-
ple supporting you, and this requires communication and
negotiation, convincing people. You have to, as I say, emo-
tionalize people — which contrasts with the more tradi-
tional command-and-control approach you find at many
American companies.

Based on your experience, what are the most important
requirements for achieving a corporate transformation?
In addition to cost cutting, innovation, and growth (the
three elements of top+), the fourth requirement for trans-
formation is culture change.
We got this term from the
Americans because it didn’t
exist in German.

Some people told me

Siemens Then & Now

But I believed in the people. I believed in the strength
and the long tradition of this business. So I said, “No, we
won’t sell” Instead, we cut costs and devoted more re-
sources to innovation, growth initiatives, and culture
change. There were no shades of gray. I remember when
I went to management meetings, there were 200 people
in the room, and I told them, “Look, you will not be sitting
here in two years if you don’t change.”

So culture change is one requirement for transforma-
tion, crisis is another. But most important of all was to
bring the workers’ representatives on board. These people
had been with Siemens for many years and had survived
numerous cycles. To convince them was the most critical
part of our mission. And it took a long time.

We held town hall meetings where I'd speak to 200,
or sometimes as many as 3,000, people. Town hall meet-
ings are a good way not only to communicate, encour-
age, and engage people but also to stress a sense of ur-
gency that they need to accelerate their efforts to make a
profit. I played cards with the works council representa-
tives and would even take
money away from them.
But these informal games
gave us time to build trust
and a deeper understand-

when I started, “It’s nice to 1992 2004 ing of what was at stake for
talk about culture change, . o the company. This guy -
but how long do you think Revenues S billiet 75 Lillien I will never forget it — the
it will take until you really NG e =1 il €3.4 billion head of the works council,
achieve something?” who is also the deputy chair-

I said, “Well, two years.” Revenue per Employee €99,000 €174,000 man of Siemens’ supervi-

“Young friend,” they sory board in Germany, said
laughed, “it will take ten Percentage of 61% 38% to his people, “Without the

Workforce in Germany
years” Unfortunately, they

were right.

This was the first time we’d started such a comprehen-
sive program at Siemens, and it was not easy. When I came
in as CEQ, I was the youngest member of the manage-
ment team. The rest were older men who had made con-
tributions but were not necessarily interested in making
any radical changes. Some of them supported our new
goals, but culture change has to be more than talk. You
can tell people they need to be more profit oriented, more
technology driven, more market driven, but in my expe-
rience, if you don’t face a crisis, it is difficult to get people
to believe you. All of the groups at Siemens that are now
very successful went through some kind of crisis.

For example, six or seven years ago, the medical group
was losing money. Then the FDA barred us from supply-
ing new products to the U.S. because we had not docu-
mented all our work to the FDA’s requirements. And so
we had to reinvent what we had already invented in order
to document it. This was a crisis. We lost more than two
years, and the financial analysts told me, “You will never
make it with the medical group. Sell it
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top+ program we would be

dead” It sounds better in
German: “Ohne top—waren tot.” So, we got strong support
from our works council, and I credit the time we both ded-
icated to understanding what needed to be done.

A final thing that was important was to learn from other
companies. We studied the products of all our competitors,
but to learn how to run a company, we’ve taken the most
from GE, because it is a diversified company like Siemens.

What did you learn from GE?
First was the very simple message: Be number one or
number two in each business, or you will not be success-
ful. You can’t make it with a portfolio of small businesses.
Jack Welch said this before globalization started. We said
it afterwards. So we adopted a fix, close, or sell attitude. Ex-
cept that we added cooperate —because there were some
businesses, like computers, that, while small, were integral
to other larger Siemens businesses, and so we did not
want to sell and needed to make an alliance.

The second thing I admired about GE is that people are
really the most important thing. I always wondered why
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they have such excellent people. Was it just that they pay
more in the U.S.? I realized it was their people develop-
ment program-Session C. Jack Welch called it the engine
of change for GE. Siemens had an institution near Mu-
nich that was similar to Crotonville [GE’s training center
in New York]. It was a good place for networking, and our
young people learned something there. But it was really
just an institution, not an engine of change. So we devel-
oped our SMR, or Siemens Management Review, based
on Session C. Just like at GE, the CEO is involved in all of
it. And all the segments and countries are involved. Every-
one has to buy in, because you can make people partici-
pate, but if it doesn’t come from the heart, then the con-
tent is worth nothing.

Another thing we learned from GE was how to get the
most out of our annual worldwide business conference.
Siemens had traditionally held this meeting in July, right
before the European holiday season. It would be a bit of
an exaggeration to say that it was just a social event, but
that was a big part. However, I saw that GE’s worldwide
business meeting was always held at the beginning of Jan-
uary, and always in the same place. They wanted to send
their people a clear message at the beginning of the year
about what they want to achieve. So our meeting now
takes place the first week of October—to kick off the start
of our fiscal year —and it is always in Berlin. This sends a
clear message to our people.

We also adopted GE’s quarterly business unit meet-
ings. Board members participate, and a few people from
corporate —but only a few. The number is really limited
because I didn’t want to make this a corporate event. I
wanted it to be an event like GE’s where the CEOs of the
groups have to present their quarterly results, what their
major problems are, and what should be done in the next
12 months. We have the guy with the worst results present
first. We go from worst to best. Over time, this has really
changed things. For example, the guy heading our power
business used to be the worst, and now he has the best re-
sults. See, if you have to present a negative case in front
of the most intelligent and experienced people in the
company, everybody knows not to be the first. Let’s say
not to be on the first day—that’s the best thing.

Another tool we adopted from GE was benchmarking—
and this helped us quite a lot during the ’90s to make our
people understand that change was necessary. We bench-
mark primarily against our best competitor. We do this
with our own internal consulting team, a practice that was
started by Klaus Kleinfeld, who would later run the U.S.
business and will succeed me as CEO soon. We now have
170 people in the group, and they are as good as McKinsey
or Boston Consulting. People come to us because they
know they will not have to be consultants their whole lives.
After three or four years, they can take an operating job—
like Klaus and several other current members of our execu-
tive committee did—and then they infiltrate the company.
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One of the major challenges you faced was restructuring
Siemens’ portfolio of businesses. How did you go about
that, and are you satisfied with the results?

One is never satisfied, of course. In retrospect, there were
some things I think we did well, and some things we should
have done differently. The three main lessons were in the
areas of financial markets, alliances, and the internal po-
litical and persuasion process.

First, we did a good job of deciding when we should
and should not listen to advice from the financial mar-
kets. I talk regularly to the analysts, but in the end, you
have to make your own decisions. If we had listened to the
financial analysts during the 1990s, we would have sold
off most of the company by now. Even in the midst of the
crisis, I knew our medical business was stronger than they
could know, so I didn’t listen to them. “It’s a cash ma-
chine;” I thought,“so why should I sell it?” In that respect,
it was helpful to be a German company. Traditionally,
German companies have been less responsive to the cap-
ital markets, which is often a weakness but in this case
benefited us.

Then the power business went through a crisis. Again
the financial people told me, “Don’t invest.” It was a good
thing that I had some experience in that business. They
said, “There’s no growth in power” I said, “Wait a bit.
There’s overcapacity, and this goes in waves” We’d had
trouble with our gas turbines, but this was not so unusual.
There are always times when we have technical troubles,
and then we recover and go on to make a lot of money. So
why should I listen to the financial people? In secrecy, we
made the decision to keep the power business and buy
Westinghouse Power Corporation, which turned out to
be a real success story. In fact, it was one of the smartest
moves we made in my time as CEO. So this shows the wis-
dom of the financial markets, you know?

But of course we had to bring some of our activities to
the stock market. One example was semiconductors. It
was a very volatile business, and our shareholders did not
accept this volatility in our results. What’s more, one-third
of all our capital spending was going to semiconductors.
So I knew this was something we should not continue,
and I knew 1998 was the right time to sell. We got a very
good deal. The only thing I regret was that we didn’t bring
49% instead of 33% to market. We should have exited this
business faster.

The second thing we learned is that the right answer
isn’t always to buy or sell every time you have a technical
gap. We have to be more open to cooperation with other
companies than people have been in the past. It can be
difficult for engineers to accept that they can’t do every-
thing alone. It can be difficult for a large company to ac-
cept a partnership where it does not dominate. But we
have to do both.

We partner with many small and medium-sized com-
panies. In fact, for every 160,000 jobs within Siemens in
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Germany, we secure another 160,000 in small and medium-
sized companies. And these are not just people cleaning
or running a canteen; they are also in high-tech areas like
software. I started a software initiative at Siemens be-
cause I saw how much money GE made on its service
business. So to be more cooperative is something we had
to teach people.

Our partnership with Fujitsu in the computer business
has worked quite well. We were losing money in comput-
ers, and if we wanted to grow the business we would have
had to invest billions and probably make an acquisition in
the U.S. market. We didn’t have the right personnel to do
this, and the reaction of the financial markets would have
been very negative. So we did a joint venture, and now we
no longer lose money in computers.

Our most successful partnership is with Bosch in white
goods. Siemens competes with it in the automotive busi-
ness, and it’s a cutthroat competitor. But in white goods,

they lose their jobs they understand why. And while some
are not willing or able to change, you cannot just fire them.

But you have to talk to your people in good times as
well as bad; you can’t try to involve them only when you
need to ask a favor of them. Most people also understand
that businesses have to make trade-offs. You say, “Look,
this is why we invested in Germany, but for us to continue
to invest, you have to be willing to help us change”

A recent example was the increase of working time
again from 35 hours to 40 hours a week. It is not easy to
convince people that they have to work more hours for
the same money. The French government criticized Sie-
mens, calling the increase blackmail and saying they did
not want to see a similar development in France. But at
the same time, they gave $8 billion to Alstrom to save it
from bankruptcy. Asking our people to make a contribu-
tion, of time not money, in order to avoid the transfer of
factories from Germany to Hungary—they call this black-

IF WE HAD LISTENED to the financial analysts during the 1990s,
we would have sold off most of the company by now.

we’ve had an excellent partnership for 40 years and have
been able to transfer the spirit of that cooperation from
one generation to the next.

An alliance that has been healthy for 40 years? How have
you accomplished that?

Business partnerships don’t last if you can’t manage the
conflicts that will always arise. For example, if one party
wants to invest $3 billion in this country and the other
party doesn’t have the money or doesn’t want to invest,
then the resulting conflict can break things apart. When
you cooperate in one part of the business but have an un-
derlying conflict in other parts of the business—as we do
with Bosch—you must be very careful. You can’t have peo-
ple talking about the joint venture who are in competi-
tion in other areas. Of course, the CEO of Bosch and the
CEO of Siemens — we have to cover everything. In this
kind of joint venture, personal relations play a very im-
portant role. People have to understand and trust each
other. You have to work on it like on a marriage. Don’t
take the other party for granted.

And you said you learned a lot about persuasion.

Yes, this was our third major area of learning. Persuasion
was very important during our portfolio restructuring. It
always boils down to people. If you have the right people,
then you can do anything. When people have to leave the
big Siemens family because we are going to sell some-
thing, of course there is a lot of noise. But most people, if
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mail? But public subsidies of $8 billion are OK to save
jobs? That’s a little strange, I think. But I’'ve learned to
never criticize politicians in public because then you lose
all your influence.

Another major challenge we faced in trying to cut costs
was maintaining a balance with our engineering culture.
We’ve always had a competitive edge —even over GE-in
innovation. In Germany, we have excellent engineers. But
sometimes we overdo it. I know this from my experience
in the power business. Customers would ask us for some
new product features, and our engineers would say, “No,
the customer is not right. To have really wonderful power
stations, we would have to add this and that” The result
of this thinking was that our price was too high. The com-
petitor came in at a much lower price and offered features
on an optional basis so that only the customers who val-
ued these features would have to pay for them. That is
market-driven versus engineering-driven thinking.

We learned our lesson the hard way. When Siemens
started benchmarking in the ’80s, we were not willing to
accept the results. We said, “There are cost differentials,
but we are better” Resisting benchmarking is not an issue
anymore —not for Siemens, or for other German compa-
nies I’'ve seen. They are all more customer focused now.

Looking back at how you launched the change process at
Siemens, do you think your expectations were too high?
Yes. Was that a bad thing or a good thing? I don’t know.
You have to strike a balance between aspirational and
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realistic to think you can achieve something and find out
maybe it was too high a target. But in principle, I think the
best thing is to be realistic so you can carefully develop
a plan that will help you reach your goals.

You've talked about the importance of the U.S. market to
Siemens and how much you learned from your major Amer-
ican competitor. Your successor as CEO is the executive who
has led your efforts in the U.S.Is it fair to say that the trans-
formation you led was in some ways the Americanization
of Siemens?
This is absolutely correct. I've made our company follow
the rules of the financial markets, and the rules of the fi-
nancial markets are driven by the Americans and the
British. We are much more shareholder driven than we
were in the past. We made the decision to list on the
American exchange because we were proud of our results,
and we wanted to show the financial markets that we are
shareholder-value driven. I learned a lot about America
and how to communicate with the public markets from
this listing on the New York Stock Exchange.

In Germany, we try to be modest and not promise too
much. So when I went on the road show in the U.S. and

they want. Let’s try it” At the very next meeting, I said
simply, “These are our targets, this is how we’re going to
achieve them, and I guarantee the results. No problem.
Next question.” So in the U.S., I had to adapt to a differ-
ent style.

The other thing my investment-banking friend taught
me was that I should never say I'm optimistic—always say
I’'m confident! If I tried this approach in Germany or in
Italy or in Spain or in France, it wouldn’t work so well. But
I don’t criticize this. To succeed in the U.S., you have to
learn it. Maybe people are clearer in America: They know
what they want to achieve, and so they send a clearer
message. In Europe, we are often asked to read between
the lines, so you can listen a whole day and still not un-
derstand what the message is.

Other than the role of the CEQ, are there important differ-
ences between American and European companies, and

are there things American companies can learn from how
Europeans approach business?

If you allow me to say—1I think American society is driven
more by the bottom line than either German or French
society. Under the influence of the financial markets, of

I THINK AMERICAN SOCIETY IS DRIVEN MORE by the bottom
line than either German or French society. Under the influence
of the financial markets, of course, the profit orientation in Europe

is growing.

the analysts asked me a question, I would reply,“Well, you
can see it this way or you can see it that way, but we will
go in this direction.” This is how I think. You know, nor-
mally there are pros and cons to every issue —nothing is
black or white.

After the first presentation I gave, the American in-
vestment banker who accompanied me on the road show
said, “Look, if you continue like this, you will ruin the
whole thing. This is impossible, how you behave. You have
to say, ‘I've understood your question. These are our tar-
gets, this is how we will achieve them, and I guarantee it.
Next question.”

Now, my parents came from Austria, and if I talked like
that at home, my mother would have refused to sit with
me at the table. So I told the investment banker that I
couldn’t do it. T wouldn’t talk like that. Anyway, I was sure
that my natural style had convinced everyone. The banker
told me again, this time more rudely, that I was ruining
the whole thing.

After that, I said to myself,“OK, I did theater back when
I was in school, and I was pretty good at it. I can do what
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course, the profit orientation in Europe is growing, espe-
cially in Germany and in our company. But still there are
cultural differences. This makes some things harder and
some things easier in Europe.

My American colleagues can’t imagine operating in the
German labor environment. Well, we grew up with this.
We grew up with codetermination [the German law that
specifies that 50% of the members of a company’s super-
visory board have to be elected by the workers of a com-
pany]. We know how to get along with the works councils.
We know how to run a town hall meeting. On the super-
visory board, there are ten shareholder representatives
and ten employee representatives. This really shocks
American CEOs.I tell them,“Look, do you know who is on
the compensation committee? Of course, the compensa-
tion committee reflects the composition of the board. So
there is a worker’s representative on the compensation
committee.”

Now, I would not recommend exporting codetermina-
tion because it can slow the decision-making process. It
takes time to convince people. But this consensus building
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can be an advantage. You have to
motivate people in order to win
their support, so they are less likely
to passively resist you than when
you give orders and more likely to
feel a sense of investment and re-
sponsibility in the outcome.

I always recommend the Ameri-
can companies hire an experienced
German to run their business in Ger-
many-someone who knows how to
deal with local people and local is-
sues. Then you can achieve a lot. Be-
cause of Germany’s dual system of
theoretical and vocational training,
a well-trained and motivated work-
force is still one of Germany’s com-
petitive advantages.

The big challenge you faced was

the beginning of globalization. What
is the biggest challenge on your
successor’s desk?

It’s globalization also — but in this
case, it’s the particular challenge of
China. I've followed China’s devel-
opment for 20 years. I was there ne-
gotiating deals with people wear-
ing Mao jackets. In wintertime, it
was so cold indoors that we wore
gloves with the fingers cut off just
so we could write. And we had nice
skiing underwear so that we could
survive in the hotels. If you look at
the progress since then, it’s more
than impressive.

The most intriguing —and poten-
tially dangerous - thing about China for European and
American companies is the combination of low cost and
high tech. The dispute between Cisco and Huawei is an
example of this —the first message to us, if you will. But
there will be more to come.

Six Chinese engineers cost as much as one American or
German engineer. And they work 2,600 hours per year. So
how do you deal with this? I don’t have the answer, but in
my opinion, the risk of not being there is higher than the
risk of being there. All we can do is build up our own ac-
tivities there and try to protect our technology. Some-
times it’s better to have a Chinese partner because they
can help you navigate the bureaucracy. As the old Chinese
proverb says, “No way is long with a friend on your side”

We recognized the China opportunity maybe a little bit
earlier than other companies, but during the last two or
three years I've watched with admiration how fast the
American companies are moving to China, with the full
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support of the American government, and how success-
ful they have been. What the American government is
doing is remarkable. They are forcing the Chinese to deal
with Taiwan and North Korea, as well as human rights, as
negotiating issues. And China has a strong incentive to be-
have in a reasonable way —with a trading surplus of more
than $100 billion! There are strong incentives on both
sides to make it work, but without the push coming from
American companies, China would not have to change
so fast.

To compete with China, any company — or country —
will have to stay focused on costs. When the chancellor of
Germany talks about his Agenda 2010, it’s the same thing
we are doing at Siemens with our top+ program. The gov-
ernment is trying to take $100 billion to $200 billion of
social costs out of the economy—things like social and un-
employment insurance, regulation, and subsidies. But
this alone won’t close the gap. Even if we do everything
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possible to reduce our costs, the Chinese will still have an
advantage. We also need to be more innovative and flexi-
ble and to educate and train our people better. It is diffi-
cult, not only for companies but for whole countries.

Did your executive development process at Siemens affect
your succession planning?

Absolutely. Klaus Kleinfeld is a product of our executive
development process, as are several other individuals
who are now in charge of important activities at Siemens.
The management team is getting younger, and this shift
would not have been possible without our executive de-
velopment program. But it takes time. We started the pro-
cess about five years ago and are now increasingly seeing
results.

Many people were surprised when I announced my
retirement, because although I hit 64 years old, I hadn’t
talked about retiring. What happened when Jack Welch
retired from GE would have been unthinkable in Ger-
many. I could not select my successor. All I could do was

most of them older than Klaus, all agreed to promote
him to the position. There was no opposition. And he is
not the only one on the board under 60 —there are now
three others.

I hope to be around long enough to help Klaus avoid
some of the difficulties I ran into when I took over. This
team cannot afford to lose as much time as we lost then.
I know the traps the CEO can fall into. We live under cer-
tain constraints that American business leaders do not.
If I can make life easier for my successor, I would like to
do that. I can help him balance continuity with the drive
for change.

This balance between continuity and change is very
important. Siemens has been a great company for over
157 years, and I think we have stayed true to our values,
particularly during the new-economy hype of the late
’90s. We were not seduced or pressured into doing what
everyone else was doing. We charted our own course be-
cause we had our own values. A company needs this type
of compass. But the interpretation of those values has

SOME PEOPLE [SAID], ‘It’s nice to talk about culture change,
but how long do you think it will take until you really achieve
something?’ I said, ‘Well, two years. ‘Young friend, they laughed,
‘it will take ten years.! Unfortunately, they were right.

privately prepare the case with the chairman of our su-
pervisory board. We were able to avoid public discussion
about the succession, which is a great success at a com-
pany where a lot of people normally get involved. And we
did not have to lose our second- and third-best candidates.
Everyone stayed, and everyone is cooperating. It has all
gone very well.

Klaus is only 47.You, too, were a relatively young man

when you became CEO. Do you think youth is an advantage
or disadvantage for a CEO?

Klaus is better trained for this job than I was when I took
over. He’s had international experience, he’s worked for
different groups at Siemens, he knows the business over-
all from his corporate functions. And he knows that busi-
ness is not done on the corporate level but where the
salespeople are. He has done a good job in the U.S., and
that has helped prepare him to be CEO. So the challenges
are big, but he’s well prepared.

Is his youth an advantage? Yes and no. Young people
bring new ideas and more vitality. On the other hand, if
you are a bit older, you know how many mistakes you
have made. The best thing is a combination. If people
are willing to cooperate, we can get that. My colleagues,
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always to be done anew. Globalization, innovation, finan-
cial solidity —all of these force a company to keep chang-
ing. I'm convinced that in the future, change will have to
accelerate.

Something that I hope will be considered part of my
legacy is the social responsibility of the company-taking
care of people. We all talk about people as our most im-
portant resource, but as a matter of fact, who’s really
taking care of people? It’s fine to be shareholder-value
driven, but you can’t sit in a boardroom and say, “We’ll
close this and we’ll close that, and there go 1,000 people
here, 500 there. We don’t care” We need the backing of
our people. We can’t afford to run into a situation where
people no longer accept what we do.

I did an interview with the Financial Times, the most
influential financial newspaper in Europe. I was trying
to convince them that we had changed. We were still a
company that takes care of its people, but we were also
shareholder driven. The headline called me “A Prag-
matic Capitalist and a Social Romantic.” And I thought,
“This is good?” v,

Reprint RO502G
To order, see page 151.

HARVARD BUSINESS REVIEW

TLFeBOOK



e

Make the Competition

From the
authors of the

Bestselling
HBR Article,

How to Create
Uncontested Market Space
and Make the Competition Irrelevant

W. Chan Kim . Renee Mauborgne

Hﬂﬁ\l‘hHD EUSIHESS

S5CHoo L PRESS

Available wherever books are sold, including:

BARNES&NOBLE
BOOKSELLERS
Citigroup Center Rockefeller Center
160 East 54th St., NYC 5th Ave. & 48th St., NYC

Irrelevant

“You will never again see your
competition in quite the same light.
The authors present a compelling case
for pursuing strategy with a creative,
not combative, approach.”

Carlos Ghosn
President and CEOQ, Nissan Motor Co., Ltd.

“Extremely Valuable ... (with) experi-
ences of companies in such businesses
as watches, wine, and even the circus for
the development of future strategies.”
Nicolas G. Hayek

Co-founder and Chairman of the Board, Swatch Group

“This book shows how to break from
the status quo, innovate around your
organization’s strategy, and achieve this
fast at low cost. An €y€-0Opener
William J. Bratton

Chief of the Los Angeles Police Department, former
Police Commissioner of the City of New York

“Kim and Mauborgne’s strategies are
not only original but practical. Our
company has used them and obtained
pOWGTflI' results.”

Patrick Snowball

Chief Executive, Norwich Union Insurance

.HBSPress.org

BUSINESS SCHOOL PRESS

TLFeBOOK


http://www.HBSPress.org
http://www.bn.com

FEATURED SPEAKERS INCLUDE:

CONSTANCE BAGLEY
Harvard Business School

LOU CAP0OZZI
Council of Public Relations Firms

KEVIN DANAHER
Global Exchange

MIKE FERNANDEZ
ConAgra Foods

CHARLES FOMBRUN
Reputation Institute,
Stern School (NYU)

CHARLES B. HOLLERAN
Ford Motor Co.

JAMES R. JENKINS
Deere & Co.

ADAM KANZER
Domini Social Investments

WILLIAM LOCKYER
State of California

RICHARD SAMP
Washington Legal Foundation

KAREN SEYMOUR
Sullivan and Cromwell

CLYDE C. TUGGLE
Coca-Cola

For more information on this event
as it is available, email the
IABC conference division at

[conference@iabc.coml)

Sponsorship opportunities are
available. Contact Brian Duggan at

Harvard Business School Publishing
at|tw@well.com|

An Executive Forum Presented by Harvard Business School Publishing
in Collaboration with the International Association of Business Communicators

CRITICAL INSIGHTS FOR COMMUNICATIONS EXECUTIVES

Chaos in the Public Square

MAY 10-11, 2005 | NEW YORK, NEW YORK

THERE HAS NEVER BEEN A MORE DIFFICULT TIME to be responsible for a
company's public speech: Disclosure requirements are becoming increasingly
complex, NGOs and public oversight groups more aggressive, and the public—
investors, consumers, and employees—both more cynical and more demanding
of transparency. It has led many executives to wonder if it is safe to say
anything at all anymore.

In short, the rules of corporate speech have changed—and continue to change—
making life turbulent in the executive suite.

How will you craft a strategic approach for navigating the new
post-Nike vs. Kasky terrain where your public statements in any
forum can draw legal fire?

How will you gauge and meet the new expectations of your customers,
investors, employees, and other stakeholders with regard to social
responsibility reporting?

How will you present a “glass house” to your constituencies without
opening yourself to attacks by your competitors and critics?

How can you best prepare your executive colleagues to meet the
challenges and seize the opportunities that are emerging?

Register today at www.chaosinthepublicsquare.com|

IAm INTERNATIONAL ASSOCIATION
w OF BUSINESS COMMUNICATORS

HARVARD
BUSINESS
SCHOOL
PUBLISHING
CONFERENCES

TLFeBOOK



http://www.chaosinthepublicsquare.com
mailto:conference@iabc.com
mailto:tw@well.com

FEBRUARY 2005

A traditional job-sharing
arrangement would have
put us onto the mommy
track. We had other plans.

Two Executives,
One Career

by Cynthia R.Cunningham and Shelley S. Murray

I:OR SIX YEARS, we shared a job at
Fleet Bank: vice president, global
markets foreign exchange. One desk,
one chair, one computer, one telephone,
and one voice-mail account. We had -
still have — one résumé. To our clients
and colleagues, we were effectively one
person, though one person with the
strengths and ideas of two.

We’re no longer with Fleet because
our department was dissolved last year
after Fleet was acquired by Bank of
America. But the experience changed
the way we think about work, and nei-
ther of us intends to work any other way
again—not ever. It was a constant chal-
lenge to pull off the job share —and a
hard sell to management-but we never
regretted it. We’re taking some time to
rejuvenate and to write and speak about
our experience, but when we look for
a new job, we will look together. If one
of us wants to leave our next position,

the other will leave as well. The fact is,
we’ve found a working relationship that
not only is rewarding and freeing for us
but, we are convinced, offers our em-
ployers and customers more quality and
commitment than a single, full-time
manager can muster. For the foresee-
able future, we’re a package.

When our story began, we were both
working 50- to 60-hour weeks, each in
different parts of the bank (then Bank-
Boston). We were coming up through
the ranks, getting promotions and raises,
and loving our work. We enjoyed help-
ing the bank turn a profit, and our pro-
fessional identities were very important
to us. But at the same time, we were
making great sacrifices in our personal
lives —as many managers do. The deci-
sion to make a change came to us in
different ways. For Cindy, it was the
morning her children (then ages one
and three) were already bundled up for
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day care when she learned the school
was closed. She had a major budget
meeting that day, so she had to first
take her children to work and then rush
out to drop them with a woman she
hardly knew. For Shelley, it was the day
she had to decide whether to buy milk
on the way to pick up her four-year-old
son from school and risk being late or to
get her son first and then drag him into
the store.

We’d known each other profession-
ally, though not well, and we had a sense
we’d work well together based on what
we’d seen of each other in meetings. The
bank had a reasonably good reputation
for flexibility in the workplace. It was
open to flextime — allowing people to
stagger their hours—and to other alter-
native arrangements such as telecom-
muting and compressed workweeks.

The offer was just the type of
thing we were looking for: a move
to corporate, a step up the ladder,

and double the salary.

Very few people took advantage of
these arrangements, however, and those
who did were primarily lower-level em-
ployees. In fact, both of us had tried
a four-day workweek and had had to
give it up. For Shelley, it was because
she was offered a significant promotion
contingent upon her being in the office
full-time; for Cindy, it was simply be-
cause a new boss didn’t like the arrange-
ment. In any event, what we wanted
now differed from the standard flextime
arrangement. We sought a single com-
bined job that would offer us true bal-
ance but not derail our careers.

We talked to 15 executives before we
found one willing to take a gamble on
us (and even then, we realized he agreed
in part because he knew that adding

a flexible work arrangement to his di-
vision would help him meet his corpo-
rate diversity goals). The offer was just
the type of thing we were looking for:
a move to corporate, a step up the lad-
der, and double the salary, plus a bonus
opportunity, all of which meant that
we could each work half the time we
used to and yet continue to increase
our earning capacity.

The Sell

We marketed ourselves as one person.
We had separate résumés before then,
of course, but we put them together into
one package with a cover letter saying
we were looking for a single position
that would combine our skills. We were
managers at that time, at BankBoston.
Every year, staff would rate their bosses
on their managerial skills. We both had
very high ratings, so we
included those in the
package along with our
performance reviews.
We met many times to
talk about how best
to sell ourselves, which
key ideas we wanted
to get across, how to
interview, and who would make which
points. Then we networked aggres-
sively at the most senior level we could
(primarily with executive vice presi-
dents and division executives), and we
persevered. If one executive didn’t show
any interest, we moved on to the next
person, making it clear that while we
wanted to stay at the bank and thought
we had a lot to offer, we’d look outside
if that’s what it would take to get a job
on our terms. Our immediate bosses
didn’t know about our plans; we con-
ducted our search as if we were looking
outside the bank.

One of the people we contacted
was a female division executive whom
Cindy had gotten to know at a weeklong
diversity-training program, mandatory
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for managers at the time. She liked our
proposal, and after we met with her she
e-mailed her colleagues, including the
head of foreign exchange, who turned
out to be looking for a senior salesper-
son. We met with him several times, so
he had ample opportunity to challenge
our proposal-which he did, vigorously.

We sold ourselves on the basis of our
skills, as you would for any job, but
we made the argument that we had
related but different capabilities and
could bring more to the job than one
person could alone. We both had a lot of
sales and marketing experience, but one
of us (Shelley) was more outgoing and
comfortable with public speaking, and
the other (Cindy) was more analytical.
Nonetheless, we knew that we were ask-
ing him to go beyond his frame of ref-
erence, which was very traditional, and
that he’d be taking a risk if he hired us.

We addressed his concerns head-on,
one by one. He asked us to describe how
we would handle various scenarios —
how we would get a project started,
whom we’d meet with, whom we’d call.
He told us that he’d expect one of us
at his daily 7:30 AM meeting and won-
dered how we would work that out. He
worried about what would happen if
we didn’t get along. Would the business
suffer? We said that we were profes-
sionals, here to meet a business need,
and we had no intention of putting our
careers on the line. He asked us how we
would manage our responsibilities. He
wanted to know how we’d get the work
done and how we’d communicate. We
reiterated that we would work out any
bugs ourselves—that it would be our job
to structure the work, keep each other
in the loop, and resolve any conflicts.
Any problems, we said, would be ours,
never his or the business’s. In the end,
our confidence won him over.

The person who had hired us wasn’t
someone we would have expected to
take that risk, and he certainly put us
through our paces. Our first week on
the job he gave us a little test. We were
learning to work together, learning to
balance work and home —-and learning
a brand-new business at the same time.
One day, our boss called Shelley into
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his office saying he had a task for her.
He needed a present for his own boss,
who was leaving the division, and he
needed it that day, engraved, by 4:00 PM.
It was about noon. Shelley got into a
cab and headed to Shreve, Crump &
Low and bought a frame, but the store
couldn’t engrave it in time. So she went
across town and visited five jewelers,
finally persuading one to do the work.
She got back in time and presented it to
our boss. He was thrilled. Shelley was
furious but stayed calm. She asked him
why he’d wanted her to do something
that bore no relation to her skills and ex-
perience, and he told her it was to see
how fast she could respond to the task.
We never saw him give this type of test
to aman or, for that matter, to any of the
few other women on the trading floor.
We were clearly different, and although
we’d made it through the interviewing
process, at some level he was perhaps
not quite ready to see us in the same
light as he did our peers.

We didn’t like the impression this
assignment might make on our new
colleagues. But he never asked us to do
anything like that again. Over time, he
even became something of a mentor.
We knew that he wanted us to succeed,
and to this day we appreciate the sup-
port he gave us. Hiring us helped him
meet his diversity goals, but he cared
about us as well; in fact, he became one
of our biggest advocates. Nonetheless,
while we had his support, we learned
soon enough that we would have to sell
ourselves to the rest of the division
every single day.

The Job

Our newly created job was designed to
bridge the gap between corporate for-
eign exchange and the retail branches.
Both of us came from the retail world,
where we had been managing people
and sales. At that time, the retail and
corporate sides of the business at Bank-
Boston were like different companies,
and while the corporate side did a lot
of business in foreign exchange, the
branches’revenue from foreign exchange
was incidental and unsystematic — a
largely untapped opportunity.
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Suppose, for example, that a customer
wants to wire $10,000 to a son or daugh-
ter studying at Oxford. It’s in the bank’s
interest for the customer to send the
equivalent in British pounds instead of
dollars, because then the bank on this
end would make the profit on the ex-
change rather than ceding it to the bank
on the other end. It’s generally in the
customer’s interest, too, because he or
she knows the exchange rate up front
and isn’t at the mercy of the bank at the
receiving end; it reduces the rate risk.

At that time, though, most of the
branch managers and tellers weren’t
knowledgeable enough to encourage
customers to make the exchange on this
end. Here was a bank with 450 branches
and millions of customers, making only
$1 million sending transfers in foreign
currency. We were hired because we
were well connected and respected in
the branch world and could influence
our former peers—we were essentially

intermediaries. We created training and
marketing materials and traveled to the
various branches to demystify the busi-
ness. When we started, the bank wasn’t
even measuring foreign exchange reve-
nue by branch. So in our first month,
we did a major data analysis and found
that a small percentage of the branches
had the majority of the revenue oppor-
tunity. We targeted those branches and,
within the first two years, increased rev-
enue to $4 million.

Another early project was transform-
ing the design of the company’s main
branch, which was in the same build-
ing as the executive offices. When you
walked in, though, there were no clues
that it was anything other than a local
bank - no indications that this was
the flagship location of a global busi-
ness. Again, this disparity reflected the
fact that the corporate and retail sides
of the business operated as separate en-
tities. Succeeding at this task required us
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to cross organizational boundaries and
use our influencing skills, because the
branches didn’t report to us; branch de-
sign was the domain of retail manage-
ment, not corporate. We also installed
the first foreign currency ATMs. You can
come back to the U.S. from Europe, put
in euros, and get dollars. Or if you're
heading abroad, you can put in U.S. dol-
lars and get the currency you need.
Sharing one set of responsibilities
meant that we passed projects back and
forth, constantly and seamlessly. Nei-
ther of us “owned” any particular client
or task; the person who was in the office
took care of any needs as they came
up. We were each in the office two
and a half days per week, for a total of
20 hours each. We split the salary 50/50,
and we both had full benefits. (To the
bank’s credit, it offered benefits for
employees working 20 hours or more
per week.) We both came in on Tuesday
mornings—which was our time to strate-
gize, the only point during the week
we overlapped — and neither of us was
in on Thursday afternoons. The com-
pany offered us more hours when we
were hired, a total of 50 to 60 per week,
and was willing to pay more for the
time. We took a risk and refused. Know-
ing that our days would inevitably be
stretched, we felt that we could commit
to 20 hours and realistically keep to 25.
We didn’t have a desk in the tradi-
tional sense but a spot on a trading desk,
one long counter shared by many peo-
ple. Our area had about 18 inches of
work space, one computer, one phone,
one chair, and two file drawers. On
Tuesday mornings, when we were both
in, we worked out of a conference room.
We tried to schedule important confer-
ence calls for those mornings, and we
also used those days to share ideas
and plan and allocate our time and
resources for various projects. We took
turns at the computer. We had joint
goals and reviews. It was agreed that if
an individual performance issue were to
come up, our manager would speak
to us separately, but no issue ever did.
At the beginning of an important
project, we would often go to the first
meeting together, especially if we both

128

wanted to acquaint ourselves with the
key players, but that was the only time
our clients saw us together. We didn’t
always tell people about our arrange-
ment. We just set expectations that you
could call either one of us and left it
at that. Even after several years, the
manager at the head office didn’t know
that we were sharing a job. Often, some-
one would call us and wouldn’t know
whom he or she spoke to the last time.
They’d apologize for not knowing,
but we thought it was a good thing -
it made us seem more like the single
employee we wanted to be.

And we did regular “data dumps,’
leaving each other voice mails — some-
times 15 or 20 daily —and picking these
up throughout the day on separate per-
sonal voice-mail boxes, whether we
were in or out of the office. We knew
that if anything fell through the cracks,
there would be no job share. Like any-
body else, we made mistakes in our
work, but we couldn’t afford to let any-
thing go wrong in terms of how we
worked together.

We soon found that our complemen-
tary skills were the asset we thought
they would be. When it came to presen-
tations, for example, Cindy would take
primary ownership of the data analy-
sis, and Shelley would do the bulk of
the sales presentation. What we hadn’t
expected was the degree to which we
could learn from each other, so that
over time Shelley got better at using
numbers to get a point across and Cindy
became a better presenter.

The Challenges

The challenges we faced in making this
arrangement work had little or nothing
to do with the actual work itself. There
was never a case where we couldn’t
get a project done because of the job
share. Our clients (the retail division)
were happy with our work, and we
earned millions of dollars for the bank.
And our colleagues outside foreign ex-
change were respectful and supportive.
The real challenges came almost exclu-
sively from a lack of management sup-
port and our immediate colleagues’
suspicions about our arrangement. It

became clear early on that many peo-
ple wanted to see us fail. That was the
biggest surprise. We continually had to
explain ourselves; we were always on
trial - which was a drag on our time,
not to mention our morale.

Lack of management support wasn’t
an issue right away. Although the divi-
sion executive who hired us wasn’t
our direct boss — there was a layer in
between - his endorsement translated
into support from our direct boss. If you

We knew that if
anything fell through
the cracks, there would
be no job share.

have backing from the very top, it tends
to trickle down. However, our mentor
retired after we’d been there for four
years, and the new division executive
was indifferent to our arrangement. Our
boss began to change his attitude to-
ward us, although nothing changed in
our work. One way this played out was
his repeated effort to break us into two
part-time employees, each with our own
projects and areas of focus. We believe
that this was, in part, due to the power
dynamic of confronting two people at
once, and that’s understandable. We’re
both assertive, and dealing with any-
body two-on-one might be daunting for
a boss and peers. But splitting the job
was not a solution we were willing to
consider. Instead, we made adjustments,
and when possible we addressed people
one-on-one. It was a balancing act,
though, because we wanted it to be very
clear that anyone could contact either
of us about any project and receive the
same information.

Why were we so adamant about one
job? The arrangement we had, of course,
slowed our career progression; we knew
it would. But taking two separate part-
time jobs would have thrown us com-
pletely off track. In the kind of work we
were doing, we needed to be able to re-
spond to issues and client requests on
the spot; asking someone to wait a few
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days while one of us was out of the of-
fice would have seriously damaged the
quality of our service. We’re both ambi-
tious people, and neither of us wanted
just a job. We wanted careers. On top
of that, we didn’t want to give anyone
areason to start comparing us or pitting
us against each other. Of course, we are
two different people. As clients and col-
leagues got to know us, they would on
occasion approach Cindy about certain
things and Shelley about others, but
that was rare. We felt strongly that it
shouldn’t matter which one of us you
talked to —and that’s why we left each
other so many voice mails.

Another issue was that we felt we
were frequently held to a different stan-
dard. We experienced this, for example,
in our last review. One of the 2003 goal
categories for all employees at our level
was diversity. In our self-assessment,
we gave ourselves a five on diversity (on
a scale of one to five) because we’d not
only met our goal, which was to get
involved with the women’s groups at
the bank and do some speaking, but
we’d gone above and beyond, speaking
at a national women’s leadership con-
ference and getting Fleet to be the lead
sponsor of the event.

We handed in our self-assessment,
and then the time came for our review.
Overall, it was quite fair; we did very
well. We were surprised, however, to see
that under diversity, our boss had given
us a three, which meant “meets expec-
tations.” When we asked what it would
have taken to get a four, pointing out
that we’d exceeded our goal, he said that
he would have had to hear from some-
one outside what a good job we’d done.
We soon learned, though, that “meets
expectations” meant different things
for different people. Later that day,
Shelley was chatting with a colleague,
and she asked him about his review.
It turned out that he’d also gotten
a three on diversity. We had essentially
the same job, we did the same work,
and everyone was supposed to have
adiversity goal. But he hadn’t done any-
thing in the diversity arena, and he’d
received the same rating we had. He
was shocked when Shelley told him

FEBRUARY 2005

A

that we’d gotten a three. He said, “But
1didn’t do anything”

Our boss also undermined us in sub-
tle ways. For instance, in our six years
on the job, we took maybe six sick days
between the two of us. Because we were
each in the office three days a week, we
didn’t like to be out if we could possibly
avoid it. On at least two of the occasions
that one of us called in sick, our boss
made a point of approaching the ad-
ministrative person who kept track of
vacation and sick days, saying, “Put
down a vacation day for Shelley” (if it
was Shelley who was absent). We found
this out only because we knew the ad-
ministrative person. She changed the
vacation days back to sick days for us;
as employees, we were entitled to both,
and nobody else was expected to use
a vacation day when out sick.

When it came to colleagues on the
trading floor, we often became the tar-
gets of jealousy and backstabbing, as

well as hidden and not-so-hidden ag-
gression. One coworker, on a daily basis,
would say in front of the whole team,
loudly enough to call attention to him-
self,“What time are you leaving today?”
This despite the fact that our hours were
posted prominently on our computer.
Another colleague said several times
a week, “Nice of you to come in today.”
We heard a lot of passive-aggressive
comments masquerading as jokes, such
as “What do you ladies do on your days
off? Make cookies?” They often didn’t
know how to relate to us. If we ran into
a male colleague, he would frequently
open the conversation with something
like, “Are the kids playing soccer this sea-
son?” and not “What do you think about
the euro today?”

Sometimes the behavior was overtly
aggressive. When we first started, two of
the women on the team were very ad-
versarial. They tried to pit us against
each other and had meetings with others
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on our team to talk about us. Early on,
in a project we were working on to-
gether, one of them said several times to
Cindy something to the effect of, “Shel-
ley said yesterday you were going to do
this or that” Cindy would have to go
out on a limb and say, “No, she didn’t
say that”-and hope she was right. Even-
tually, we asked to meet with them and
talked it through. They were stunned
and angry that we’d brought it up,
but although they made excuses, they
didn’t deny the behavior. In the end,
the meeting did help; we were able
to develop a professional relationship.
But more often than not, we let things
go. Only when it affected our work did
we approach our adversaries, because
we had agreed right up front that we
would choose our battles. We should
add that outside foreign exchange, we
received tremendous support from our
colleagues at BankBoston and later
Fleet. Foreign exchange was a very tra-
ditional environment and one resistant
to change. Our work arrangement raised
eyebrows, and because we came from
the retail rather than corporate division,
we brought a new lens to how the group
was doing business.

In addition to the other challenges,
we had to make some sacrifices when
it came to social relationships with our
colleagues. Not only did we often miss
out on office camaraderie, but it’s possi-
ble that some of the jealousy and back-
stabbing would have subsided if we’d
had more face time in the office, espe-
cially as we weren’t able to take part in
late-afternoon or after-work socializing.
However, we’d made this arrangement
to achieve a balance in our lives, and
we stuck to our schedules.

The Lessons

We learned a lot from this experience,
and we’ll carry those lessons into our
next jobs. One of the most important
is to check your ego at the door. Both
of us are competitive by nature, and we
both have a lot of opinions; we were
accustomed to being self-sufficient and
succeeding on our own. Suddenly, there
were two of us, and that was a huge
adjustment. For instance, we had to ac-
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cept that we both should have a chance
to contribute when we attended meet-
ings together but that neither of us
should dominate. Frequently, we would
script our approach to meetings in
advance. That doesn’t mean we always
agreed — though our disagreements
were rare — but we’d determined that
we would never disagree in public. We
weren’t one person, and we might ap-
proach issues in different ways, but we
worked that out behind closed doors
and came out with a single solution.
We needed to present a united front;
we didn’t want to give anybody a reason
to try to divide us in any way. We also

from time to time, but if we missed
a meeting, special significance was at-
tached to our absence. There was one
meeting that Shelley couldn’t make.
Cindy went and was able to step right
in, but when review time came, our
boss made specific note of the fact that
Shelley hadn’t been there. In most cases,
if a boss feels that an employee missed
a key meeting, he might say something
at the time. To wait to comment in a
review puts a lot of weight on a single
missed meeting.

We had to be able to live with risk.
At any moment, our boss could have
come in and said, “This isn’t working

It's important to find the right job-share partner,
because you're utterly dependent on each other.
If the fit isn’t perfect, it’s not going to work.

had to trust that one would make a rea-
sonable decision, even if it wasn’t the
same decision the other would make.

Another lesson was to overcommuni-
cate. Early on, we began writing every-
thing down, including the finer points
that might not have seemed relevant.
Our voice mails to each other included
the most mundane details. We described
not only everything that came up in
meetings, including people’s body lan-
guage, but also chance encounters with
colleagues, even if the conversations
were about individuals’ personal lives.
We relayed every single thing that hap-
pened in that office, because otherwise
we’d be missing a part of what hap-
pened during the week. If our commu-
nication hadn’t been so exhaustive, we
couldn’t have acted as an integrated
employee.

Flexibility was also key. While we
tried not to bring much work home on
our off days, we did check voice mail
throughout the day, and many a time
we dealt with issues from home. We had
to be even more willing to adjust our
schedules than we would have been if
we were in a traditional position, be-
cause our every move was scrutinized.
For example, everyone misses a meeting

anymore.” We didn’t have a contract;
it was an agreement, which could be
reviewed at any time — yet our lives
were completely tied to this setup. At
one point, a few years into the job, out
of nowhere our boss told us we had to
resubmit our job-share proposal as if it
were a completely new request. His aim
was to get us to agree to more hours —
not because of budget constraints but
because the executive who’d hired us
had left, which gave our immediate boss
an opening to challenge us. We went
back and forth with him for months,
and we stuck to our guns even though
we knew it was a risk, but we did agree
to get home e-mail access. It was a lot
of work just to maintain the status quo,
and even then there was no certainty
that it would last. When the merger
with Bank of America was announced,
the division leader brought all of us in
and broke the news. We watched the
other faces and saw that suddenly our
colleagues felt a dark cloud over their
heads. This is how at risk we felt at
all times.

Perhaps the biggest lesson was, find
the right job-share partner, because
you’re utterly dependent on each other.
If the fit isn’t perfect, it’s not going to
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work. As we’ve said, we are very differ-
ent. In fact, as part of our outplacement
package, we took the Myers-Briggs test,
and the consultant was fascinated by
our results because we were the com-
plete opposite of each other on nearly
every measure. However, our scores
matched in one quadrant, which was
called “judging” We’re both self-starting,
systematic, and scheduled. We think
that’s why our arrangement worked
so well for us. If one of us were system-
atic and the other more laissez-faire, it’s
easy to imagine that we’d have driven
each other crazy. On top of that, we’re
both very ambitious, with similar goals.
We're direct, and we both would prefer
to get issues onto the table rather than
let them fester. And we’re persistent —
we wouldn’t have gotten the job if we
weren’t.
When we first made this career change,
the reactions from our friends and col-
leagues were pretty negative. “A part-
time job?” people said. “Why do you
want to give up your career?” We felt,
instinctively, that it wasn’t like any other
“part-time” job and that it was the
right decision for us. Today, the same
people who were initially skeptical of
our decision—both inside and outside the
bank-are impressed with the outcome.
Many people, both men and women,
have asked us how we made it work.
While this was a quality-oflife deci-
sion, it was also a decision intended to
avoid limiting our career options. At
the beginning, we thought we would
one day be a CEO together. That’s no
longer the goal; the number of extra
hours that would be required would rob
us of the balance we fought for in the
first place. We don’t need the top job
to feel as though we’re contributing to
a company’s success. We love to work,
we love contributing to an organization,
and we think we can accomplish a lot
together. A few years from now, when
the kids are in college, we’ll still work
this way. We can’t imagine any other
way to live.
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Outsourcing has become strategic —yet many executives
remain unprepared. A new era of capability sourcing will
trigger organizational redesign and require a new set of

managerial skills.

Strategic Sourcing
From Periphery

to the Core

by Mark Gottfredson, Rudy Puryear,and Stephen Phillips
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I:OR YEARS, “sourcing” has been just
another word for procurement — a
financially material, but strategically
peripheral, corporate function. Now,
globalization, aided by rapid technol-
ogy innovation, is changing the basis of
competition. It’s no longer a company’s
ownership of capabilities that matters
but rather its ability to control and make
the most of critical capabilities, whether
or not they reside on the company’s bal-
ance sheet. Outsourcing is becoming so
sophisticated that even core functions
like engineering, R&D, manufacturing,
and marketing can-and often should -
be moved outside. And that, in turn, is
changing the way firms think about
their organizations, their value chains,
and their competitive positions.
Forward-thinking companies are mak-
ing their value chains more elastic and
their organizations more flexible. And
with the decline of the vertically inte-

grated business model, sourcing is evolv-
ing into a strategic process for organiz-
ing and fine-tuning the value chain. The
question is no longer whether to out-
source a capability or activity but rather
how to source every single activity in the
value chain. This is the new discipline of
“capability sourcing”

Perhaps the best window on the new
sourcing landscape is a handful of van-
guard companies that are transform-
ing what used to be purely internal
corporate functions into entirely new
industries. Firms like United Parcel Ser-
vice in logistics management, Solectron
in contract manufacturing, and Hewitt
Associates in human resource manage-
ment have created new business models
by concentrating scale and skill within
a single function. As these and other
function-based companies grow, so does
the potential value of outsourcing to all
companies.
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It’s not always obvious which func-
tions have the most potential for devel-
oping scale and skill. Virgin, for instance,
has successfully extended its brand man-
agement capabilities from planes and
trains to music, mobile phones, personal
finance, and even bridal wear. And you
might still think of Nike as a sneaker
and sportswear company. But as it lends
its brand and merchandising expertise
to an increasing array of products—from
golf instruction centers to MP3 players
to eyewear —it’s evolving into a focused
provider of marketing services to other
companies.

Migrating from a vertically integrated
company to a specialized provider of
a single function is not a winning strat-
egy for everyone. But all companies
need to rigorously assess each of their
functions to determine in which they
have sufficient scale and differentiated
skills and in which they don’t. Greater
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focus on capability sourcing can im-
prove a company’s strategic position by
reducing costs, streamlining the organi-
zation, and improving quality. Finding
more-qualified partners to provide crit-
ical functions usually allows companies
to enhance the core capabilities that
drive competitive advantage in their
industries.

Yet despite the enormous opportuni-
ties available through capability sourc-
ing, our research indicates that many
executives remain unprepared for this
transformation. A recent Bain survey
of large and medium-sized companies
reports that 82% of large firms in Eu-
rope, Asia, and North America have out-
sourcing arrangements of some kind,
and 51% use offshore outsourcers. But
almost half say their outsourcing pro-
grams fall short of expectations, only
10% are highly satisfied with the costs
they’re saving, and a mere 6% are highly

satisfied with their offshore outsourc-
ing overall.

The reason these efforts often fail to
measure up to expectations, even purely
in terms of cost savings, is that most
companies continue to make sourcing
decisions on a piecemeal basis. They
have not put hard numbers against the
potential value of capability sourcing,
and they’ve been slow to develop a com-
prehensive sourcing strategy that will
keep them competitive in a global econ-
omy. To realize the full potential of
sourcing, companies must forget the old
peripheral and tactical view and make
it a core strategic function.

In this article, we’ll describe how and
why the role of sourcing is changing in
the twenty-first-century economy and
lay out a practical strategic framework to
guide companies through the transition.

The Changing Basis of
Competitive Advantage

For over a century,companies competed
on the basis of the assets they owned.
AT&T, with its direct control of the
American telephone network; Bethle-
hem Steel, with its large-scale manufac-
turing plants; and Exxon, with its vast oil
reserves, each dominated its respective
industry. But in the 1980s, the basis of
competition began to shift from hard
assets to intangible capabilities. Micro-
soft, for example, became the de facto
standard in the computing industry
through its skill in writing and market-
ing software. Wal-Mart transformed re-
tailing through its proprietary approach
to supply chain management and its
information-rich relationships with cus-
tomers and suppliers.
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A similar shift occurred in the world-
wide auto industry. When U.S. auto-
makers began losing market share to
Japanese companies, they were forced
to confront a growing gap in both cost
and quality. Recognizing that upstream
component quality was critical to their
end product and seeing the success of
the Japanese keiretsu model of net-
worked suppliers, the Big Three began
to move design, engineering, and man-
ufacturing work to specialized partners.
They hammered out strategic sourcing
relationships for complex subassemblies

orative sourcing relationships. That re-
quired the company to train and pro-
mote a different kind of manager who
was capable of understanding system
economics, not just one who knew how
to nickel-and-dime the supplier base.

The same dynamics were also at work
in the credit card industry, which re-
structured in response to a dramatic
change in the basis of competition fu-
eled by technological innovation. In the
1970s, most banks that issued credit
cards also processed their own transac-
tions in a very labor-intensive manner.

It’s no longer ownership of capabilities that matters
but rather a company’s ability to control and make
the most of critical capabilities.

such as seats, steering columns, and
braking systems. To win a significant
share of their business, chosen suppliers
had to meet tough cost and quality spec-
ifications. More important, to ensure the
long-term success of a partnership, both
parties had to open their books, sharing
detailed information that became the
basis for continual quality and cost im-
provements over many years. Both par-
ties shared in the savings generated
from improved efficiency, which pro-
vided ongoing incentives to identify and
remove unnecessary costs.

This new approach to sourcing had
profound effects on the automakers’
operations and management. For ex-
ample, Chrysler established what it
called “value-managed relationships,’in
which it consolidated component pur-
chases with the few suppliers it believed
could sustain competitive costs, high
quality, and efficient delivery. The car-
maker and its key suppliers set a com-
mon goal of achieving the lowest total
systems cost. Before it could reach this
goal, however, Chrysler had to refocus
its entire procurement function so that
it could manage the new, highly collab-

But as computers automated transac-
tion processing, the economies of scale
grew significantly, and individual issu-
ers started to pool their transactions to
drive down costs. The industry began
to separate into those companies that
issued cards and managed customers,
on the one hand, and those that pro-
cessed transactions, on the other, as
transaction-processing underwent rapid
commoditization.

For example, despite having enviable
scale in its own transaction-processing
operations, American Express, in a pre-
scient strategic move, spun off its trans-
action-processing business in 1992. Then
the company negotiated a long-term
service contract with the newly inde-
pendent entity, First Data. Although
Amex executives considered transaction
processing a strategic capability — with-
out reliable and efficient processing, it
was very difficult to make money in the
credit card business—they also saw that
commoditization was eliminating any
proprietary advantage. As a spin-off,
First Data could aggregate Amex’s vol-
ume with that of other companies (is-
suing banks would have been reluctant
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to outsource processing to Amex as a
competitor). In that way, American Ex-
press could gain additional scale advan-
tages while ensuring long-term cost ef-
fectiveness. Going forward, Amex was
able to focus on the issuing side of the
credit card business and enhance its
core capabilities in marketing and risk
management.

The decisions Chrysler and American
Express made required them to chal-
lenge one of the basic tenets of business
strategy: that you should always keep
strategic capabilities within your walls.
As globalization and technology trans-
form more industries, all companies will
eventually have to let go of that com-
fortable but simplistic guideline. A se-
ries of geopolitical, macroeconomic, and
technological trends has opened the
world’s markets, made business capa-
bilities much more portable, and pro-
duced a level of discontinuity that has
no precedent in modern economic his-
tory. These events include the fall of the
Berlin wall, China’s embrace of capital-
ism, the advent of worldwide tariff re-
duction agreements, and the spread of
cheap, accessible telecommunications
infrastructure. In the new era of capa-
bility sourcing, companies’ value chain
decisions will increasingly shape their
organizations and determine the kinds
of managerial skills they need to acquire
and develop in order to survive amid
increasingly fluid industry boundaries.

Capability Sourcing

at 7-Eleven

To illustrate the power of capability
sourcing, let’s take a detailed look at
one dramatically successful practitioner,
which began as a most traditional, ver-
tically integrated company.

Back in 1991, when 7-Eleven’s current
CEO Jim Keyes was named vice presi-
dent of planning and chairman of the
executive committee, the retailer was
losing both money and market share.
As the major oil companies added mini-
marts to more and more of their gas
stations, the convenience store indus-
try was becoming crowded and cut-
throat, putting both revenue and mar-
gins under intense pressure. To attract
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more customers, 7-Eleven needed to cut
its operating costs substantially, expand
the range of its products and services,
and increase the freshness of food items.

Keyes launched a business review
aimed at tightening operations, re-
building competitive advantage, and
perhaps divesting a few noncore busi-
nesses. The deeper he and his team got,
however, the more apparent it became
that 7-Eleven was trying to do too many
things and was not good enough at any
of them. The core of the business, Keyes
believed, was merchandising skill —the
pricing, positioning, and promotion of
gasoline, ready-to-eat food, and sundries
for consumers driving cars. But 7-Eleven
had always been vertically integrated,
controlling most of the activities in its
value chain. The company operated its
own distribution network, delivered
its own gasoline, made its own candy
and ice. It even owned the cows that pro-
duced the milk it sold. Managers were
required to do lots of things other than
merchandising — store maintenance,
credit card processing, payroll, and IT
systems management. Keyes found it
hard to believe that the company could
be best-in-class in every one of those
functions.

As part of his initial assessment, Keyes
studied the company’s highly successful
Japanese unit, whose keiretsu model
of tight partnerships with suppliers
was unique within 7-Eleven. By relying
on an extensive and carefully managed
web of suppliers to carry out many day-
to-day functions, the Japanese stores
were able to reduce their costs and en-
hance the quality of their operations,
spurring rapid growth and strong prof-
its. After considering many options,
Keyes concluded that the best way to
save the U.S. company was to adopt the
Japanese model. The goal he set was to
“outsource everything not mission crit-
ical” This marked an abrupt and delib-
erate break with the company’s verti-
cally integrated past.

All activities were on the table. Keyes’s
team even evaluated strategic functions
such as product distribution, advertis-
ing, and procurement, attempting to
identify outside partners with greater
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expertise and scale. Simply put, if a part-
ner could provide a capability more
effectively than 7-Eleven could itself,
then that capability became a candidate
for outsourcing. Over time, the com-
pany relinquished direct ownership of
many parts of its business, including
HR, finance, IT management, logistics,
distribution, product development, and
packaging. Yet despite moving at a rapid
pace, Keyes remained cautious about
losing control and avoided the tempta-
tion to take a one-size-fits-all approach
to outsourcing.

The way 7-Eleven has structured each
partnership depends on how important
each function is to the company’s com-
petitive distinctiveness. For routine ca-
pabilities like benefits administration
and accounts payable, 7-Eleven picks
providers that can consistently fulfill

cost and quality requirements. More
strategic capabilities require more com-
plex arrangements. Gasoline retailing,
for example, represents an important
source of revenue for many 7-Elevens, as
gas is often the reason customers come
to the stores. So while the firm out-
sources gasoline distribution to Citgo, it
maintains proprietary control over gas
pricing and promotion — activities that
could differentiate its stores if done well.

The company has paid similarly close
attention to its relationship with Frito-
Lay, since snack foods are one of the
most important product lines for con-
venience stores. By allowing Frito-Lay
to distribute its products directly to the
stores, 7-Eleven has been able to take
advantage of the chip maker’s vast ware-
housing and transport system. But un-
like other convenience store companies,

The Endgame: Dynamic Sourcing

GIVEN THE RAPIDLY SHIFTING CONTOURS of the global
economy, companies need to be able to anticipate changes
in the economics and geography of outsourcing. It wasn’t

long ago, for example, that most big companies had to own

their own warehouses and operate their own distribution systems. Third-
party logistics specialists had neither the skill nor the scale to handle
those functions. But today, suppliers like UPS and FedEx are competing
fiercely to offer full-service logistics networks, and even the largest com-
panies can now outsource warehousing, distribution, and related activi-
ties. Such trends will only accelerate in the future, and those companies
that have recognized and prepared for them will be the first to capitalize
on them.

So, to ensure that it doesn’t quickly become obsolete, a sourcing strat-
egy needs to consider not only present circumstances but also future
alternative scenarios. What trends will influence the sourcing options
available for each key capability? Is the supplier base growing rapidly,
and are innovative new outsourcers emerging? Are different regions of
the world investing heavily in particular capabilities—like contract man-
ufacturing or customer service—and will they offer greater cost or qual-
ity advantages in the future? The answers to such questions may encour-
age a company to pursue certain sourcing opportunities that might not
be highly attractive based on current numbers but could offer dramatic
benefits in the coming months and years. Or they may lead a company
to negotiate short-term sourcing contracts to keep options open, rather
than enter into long-term relationships. Ultimately, a company’s skill
in quickly remolding its sourcing arrangements in response to market
conditions and rivals’ moves may be its strongest competitive advantage.
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7-Eleven doesn’t allow Frito-Lay to make
critical decisions about order quantities
or shelf placement. Instead, the retailer
mines its extensive data on local cus-
tomer purchasing patterns to make
those decisions on a store-by-store basis.

The choice 7-Eleven has made to main-
tain control over product selection and
stocking illustrates a critical issue in
strategic sourcing partnerships: when to
keep vital data confidential and when
to share them with a partner. Similarly
key was 7-Eleven’s decision to rely on
an outside vendor, IRI, to maintain
and format detailed customer purchas-
ing behavior data while keeping the
data themselves proprietary. This gives
7-Eleven a picture of the mix of products
its customers want in different locations
without relying on outside decision
makers like Frito-Lay for such informa-
tion. In this way, 7-Eleven is able to struc-
ture its supplier relationships to gain a
capability without relinquishing control
over decisions that could make or break
its business.

For a few targeted product segments,
7-Eleven has identified opportunities

The Measure of Success

that call for an even deeper level of col-
laboration. Company executives figured
out that their traditional, do-it-yourself
approach to creating branded products
was cutting the company off from the
superior scale, resources, and creativity
of major food suppliers. So they began
sharing information with a select group
of manufacturers, allowing them to cre-
ate custom products for 7-Eleven stores.
For example, 7-Eleven worked with Her-
shey to develop an edible straw based
on the candy maker’s popular Twizzler
treat. In return, Hershey gave 7-Eleven
the exclusive right to sell the straw
for its first 90 days on the market. To
further promote the unique product,
7-Eleven joined with its syrup supplier,
Coca-Cola, to come up with a Twizzler-
flavored version of its proprietary Slur-
pee drink. Such exclusive arrangements
reduce the strategic risk of sharing cus-
tomer information while greatly ex-
panding the set of unique products
7-Eleven can offer.

Likewise, when the data on beer
sales showed that certain packaging
options were more successful than oth-

For 7-Eleven, strategic sourcing has translated into industry dominance. In the

past two years, the mini-mart retailer has led all major rivals in same-store

merchandise growth, inventory turn rate, and revenue per employee.

Same-Store
Merchandise Sales Growth
(first half 2004 over first half 2003)

38.3
6.6%
3.5%
7-Eleven  Rest of 7-Eleven
Industry

Merchandise
Inventory Turns
(June 2003 to June 2004)

Merchandise Sales
Per Employee
(June 2003 to June 2004)

$239K
22.2
$98K
Rest of 7-Eleven  Rest of
Industry Industry

Sources: Annual and quarterly SEC filings
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ers, 7-Eleven forged a tight partnership
with Anheuser-Busch to build sales in
those categories. Anheuser-Busch helped
7-Eleven develop a product assortment
and establish merchandising standards
for a new display. The beer giant also
agreed to give 7-Eleven first-look op-
portunities at new products. In return,
7-Eleven shares its customer informa-
tion so together the two companies
can develop innovative marketing pro-
grams, such as a cobranded NASCAR
promotion targeting 7-Eleven’s core cus-
tomers and a Major League Baseball
promotion campaign. Anheuser-Busch
is also using 7-Eleven store data, pro-
vided daily by IRI, to test a new order-
forecasting system that would link the
retailer’s orders more tightly with de-
liveries from the brewer’s wholesalers.
In addition to restructuring and en-
hancing existing activities, 7-Eleven has
used creative sourcing partnerships to
pioneer entirely new capabilities. It re-
alized, for example, that by being a one-
stop source for a broad range of prod-
ucts and services, it could gain a leg up
on more narrowly focused competitors.
So it has set up a consortium to provide
multipurpose kiosks in its stores. Amer-
ican Express supplies ATM functions,
Western Union handles money wires,
and CashWorks furnishes check-cashing
capabilities, while EDS integrates the
technical functions of the kiosks. Here,
t00, 7-Eleven maintains control over the
data—in this case, information on how
customers use the kiosks—which it views
as critical to its competitive edge.
Some of 7-Eleven’s outsourcing rela-
tionships tie suppliers’ financial inter-
ests to its own. The company took an
equity stake in Affiliated Computer Ser-
vices, for instance, one of its major IT
outsourcers. 7-Eleven also agreed to
share productivity gains from a services
agreement with Hewlett-Packard. In an
even deeper collaboration, the company
created a joint venture with prepared-
foods distributor E.A. Sween: Combined
Distribution Centers (CDC) is a direct-
store delivery operation that supplies
7-Elevens with sandwiches and other
fresh goods. By drawing on the skills and
scale of a specialist, 7-Eleven was able to
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cut its distribution costs from more than
15% of revenues to 10% and eventually
hopes to cut that figure in half again.
But cost reduction is only a secondary
benefit. The real gains have come in ser-
vice. When it owned its own distribu-
tion network, 7-Eleven delivered fresh
goods to its stores only a couple of times
a week. CDC now makes deliveries to
stores once, and soon twice, a day. More
frequent deliveries mean fresher prod-
ucts, which draw more customers into
the stores.

By almost any measure, 7-Eleven’s
sourcing strategy has transformed the
company. In narrowing its focus to a
small, strategically vital set of capabili-
ties—in-store merchandising, pricing, or-
dering, and customer data analysis—the

J

company has reduced its capital assets
and overhead while streamlining its
organization. It reduced head count 28%
from 43,000 in 1991 to 31,000 in 2003
and flattened its organizational struc-
ture, cutting managerial levels in half
from 12 to six.

Today, 7-Eleven consistently outper-
forms competitors. Same-store sales
have grown in four out of the last five
years. In the past two years, it has dom-
inated the industry’s vital statistics, with
same-store merchandise growth at al-
most twice the industry average, reve-
nue per employee at just about two-
and-a-half times higher, and inventory
turns at 72% more than the industry av-
erage. (See the exhibit “The Measure
of Success.”) Furthermore, after its ac-

Should you always keep strategic capabilities
within your walls? As globalization and technology
transform more industries, all companies will
eventually have to let go of that comfortable but

simplistic guideline.
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quisition of two regional U.S. chains
(Christy’s Markets in the Northeast and
Red D Mart in the Midwest), the firm’s
new business model helped grow sales
by more than 30% and increase gross
profit margins by 2%. 7-Eleven’s stock
appreciation over the past five years has
outpaced all major competitors, includ-
ing Casey’s General Stores, the Pantry,
and Uni-Mart.

A Framework

for Capability Sourcing

As companies like Chrysler, American
Express, and 7-Eleven have discovered,
a strategic approach to sourcing can dra-
matically improve your company’s com-
petitive position. So how do you make
something that’s always been tactical
more strategic? You need to stop focus-
ing on incremental cost improvement
targets, step back, and reevaluate your
strategy and your capabilities. In work-
ing through this process with clients,
we’ve found that three steps can ensure
that decisions are made objectively and
are based on facts.

The first step is to identify the com-
ponents of your business that represent
the core of the core. These are the activ-
ities that your company does better and
cheaper than its rivals. For 7-Eleven, the
core of the core is in-store merchandis-
ing and product ordering. For drug
maker Pfizer, it’s developing and mar-
keting pharmaceutical compounds. For
American Express, it’s identifying cus-
tomer segments and creating card of-
ferings tailored to them. Everything else
exists to support the core of the core.

In deciding what to outsource and
what to keep inside, 7-Eleven considered
two factors: whether a capability was
proprietary and whether it was com-
mon enough that outside suppliers
could achieve scale or other advantages
by supplying it to multiple companies.
To determine proprietary value, execu-
tives asked themselves two questions:
Did 7-Eleven carry out the capability in
a way that generated measurably more
value than its competitors could deliver?
And would the company suffer a high
degree of strategic damage if rivals
could imitate that capability? To deter-
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What Should You Outsource?

Using this sourcing opportuni- Not
ties map, you can determine
which functions have the high-
est outsourcing potential and
which should remain under your
company’s control. The vertical
axis measures how proprietary
a capability is for your company.
The horizontal axis plots how

Proprietary nature of process or function

proprietary

Data are
proprietary

High Priority:
Strong outsourcing
candidates

Medium Priority:
Outsourcing opportunities dependent
on industry and company

common the capability is within Business Qiamics
or outside your industry. The process.
] is proprietary
less proprietary and the more
common a function is, the
stronger a candidate it is for -
: Profit model oIy ATOIEE
outsourcing. is proprietary Capt[ve sourcing
candidates
Unique Common
to self across
industries

How Strong Are Your Capabilities?

Once you’ve determined which
capabilities offer the highest po-
tential value from outsourcing,
you need to see how well, and
how efficiently, your company
currently performs each one

of them. This exercise may sur-
prise you: If your cost per trans-
action is low enough and your
quality high enough, you should
be thinking of selling that func-
tion as a new business in itself.

Company’s ability to perform function
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Better than
it needs
to be

Sufficient

Not good
enough

Uniqueness of business process or function

Source to reduce cost; sacrifice

capability if necessary e
onsider

creating

a new
business
(if adjacent
to core

Source to reduce cost business)

is:;zgeszo Source to increase

bility at capability even at higher
Capabriity a cost if necessary
lower cost

Above industry
median

At industry
median

Below industry
median

Cost per transaction
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mine commonality, they had to look
outside their company - even outside
their industry. They tried to identify
capabilities in which outside suppliers
were building scale across their indus-
try, or across several industries, because
these common business processes or ca-
pabilities could pose an immediate or
future threat to 7-Eleven’s cost position.
By plotting each of your required ca-
pabilities on a sourcing opportunities map
like the one in the exhibit “What Should
You Outsource?” you can judge the rela-
tive merits of your company’s outsourc-
ing possibilities. The vertical axis of the
map measures how proprietary a pro-
cess or function is; the horizontal di-
mension assesses the degree of com-
monality, both within and outside your
industry. Capabilities that fall in the
upper right portion of the map are
strong candidates for outsourcing. Those
that appear in the lower left section are
potential prospects for captive sourcing.
Such capabilities may even be candi-
dates for “insourcing”—that is, if you de-
termine that your company is really the
best at a given function, you may have
an opportunity to perform this function
for other companies. One example of
successful insourcing is FedEx, which
plans and manages inbound transpor-
tation for more than 1,500 product sup-
pliers into 26 General Motors power
train facilities. This capability puts FedEx
at the leading edge of the $225 billion
logistics-outsourcing industry.
Opportunities that fall in the middle
of the sourcing opportunities map gen-
erally require more detailed analysis of
both your company and your industry.
You will need to consider such factors as
regulation, standards, and alternative
products to figure out what will happen
to those capabilities in the future. To
provide a quick sense of the relative fi-
nancial stakes involved, and highlight
the biggest opportunities, the sourcing
opportunities map should be populated
with bubbles scaled to represent the cost
dollars at stake for each capability.
Once you've discovered which capa-
bilities promise high potential for alter-
native sourcing, the next question is:
How should you source them? You need
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to figure out how your capabilities stack
up to what’s required. Do you meet,
exceed, or fall short of cost and quality
requirements? A capability assessment
map like the one in the exhibit “How
Strong Are Your Capabilities?” plots
each capability according to its cost and
quality relative to top-performing com-
petitors or suppliers. This map will help
you determine which key capability
gaps your company needs to fill. Per-
haps equally important, it will identify
any current activities that you could
perform with less rigor without incur-
ring any strategic penalty.

7-Eleven had always
been a vertically
integrated company,
delivering its own
gasoline, making its
own candy and ice.
It even owned the
cows that produced
the milkiit sold.

Where capabilities fall on this grid
establishes appropriate goals for an out-
sourcing relationship. Functions that
fall, for instance, in the upper left (rela-
tively high-cost functions whose quality
levels exceed requirements) should be
outsourced to low-cost providers—even
if it means a reduction in quality. Capa-
bilities that fall in the lower left (high-
cost functions performed relatively
poorly) require outsourcing partners
that can both reduce costs and improve
quality. The capability assessment map
also gives you another way to identify
insourcing opportunities. Capabilities
that fall in the upper right (low-cost,
high-quality functions) could become
the basis for attractive new businesses.

Following the first two steps of our
framework can help you determine
what type of control you need over each
of your capabilities. The third step is a
kind of reality check in which you de-

termine whether a capability that is a
strong candidate for strategic sourcing
can be carried out at a distance without
any loss of quality.

The issue of physical proximity may
not seem very strategic, but globaliza-
tion and advances in technology ensure
that it’s a constantly moving target. For
many functions, including transaction
processing, design, engineering, and cus-
tomer service, the Internet and an in-
creasingly sophisticated telephone infra-
structure have made physical proximity
much less relevant, at least from a cost
perspective. The necessary information
and outputs can be transferred elec-
tronically at high speed and low cost.
For tangible products that must be
shipped, however, proximity plays a
large role in both cost and timeliness
considerations; it may not be feasible to
manage the movement of such prod-
ucts from afar. There may also be cus-
tomer service constraints. Certain prod-
uct development, sales, and service
tasks, for example, may require local in-
teractions. Capabilities that do not re-
quire physical proximity are good can-
didates for offshoring, whether through
a traditional outsourcing arrangement
or, for proprietary capabilities, through
a captive operation.

If you go through this three-step
analysis, your company should have the
outline of a comprehensive capability
sourcing strategy. You will know which
capabilities you need to own and pro-
tect, which can be best performed by
what kind of partners, and how to struc-
ture a productive relationship. Formu-
lating the strategy is, of course, only the
first stage of a sourcing effort: Partners
then have to be chosen, contracts nego-
tiated, and management structures es-
tablished and monitored. As 7-Eleven
found, the success of the strategy often
hinges on the creativity with which part-
nerships are organized and managed.
But only by first taking a broad, strate-
gic view of capability sourcing can your
company make the most of its sourcing
choices. v/
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to the Editor

Cultural Intelligence

P. Christopher Earley and Elaine Mosa-
kowski’s article “Cultural Intelligence”
(October 2004) prompted my McGill
University colleague Henry Mintzberg
and me to discuss an observation we’ve
made about middle-economy, bicultural
countries: They seem to produce more
good global managers than other coun-
tries do.

Most countries in Europe have cul-
tures that go back for centuries, so citi-
zens in those nations have little doubt

Knowing what makes
groups tickis as important
as understanding individuals
Successful managers leam
to cope with different
national, corporate, and
vocational cultures.

Cultural
Intelligence

by P. Christopher Earley and Elaine Mosakowski

Y

about their identity. Americans, too, are
self-assured about their identity. But in
the middle-economy countries — we’re
talking about nations like Australia,
Belgium, Canada, Denmark, Finland,
the Netherlands, Norway, Singapore,
Sweden, or Switzerland — people grow
up caught between their own culture
and that of the nearby dominant cul-
ture. Belgian Walloons are influenced

by France, Belgian Flemings by Holland
and Germany. Norwegians are influ-
enced by Denmark, the Swiss by Ger-
many, France, and Italy. The Canadian
beaver always looks over his shoulder
to check whether the American eagle
is healthy or angry. And what Ottawa
thinks or does economically is usually
less important to a Canadian than what
Washington, London, or Brussels thinks
or does.

In bicultural countries, citizens are
aware of other cultural realities practi-
cally from birth. Swiss children have
neighbors who speak French, German,
or Italian. Singaporeans hear Chinese
and English spoken side-by-side. And
many Canadians, in the course of a
normal day, will switch multiple times
between French and English. Such du-
ality provides people with a profound
grounding in cultural intelligence. Global
firms would do well to consider manag-
ers from these countries when cultural
intelligence is called for.

Karl Moore

Associate Professor of Marketing Strategy

Faculty of Management
McGill University
Montreal

Earley and Mosakowski’s tool for diag-
nosing cultural intelligence, and the
framework provided by its text, leaves
much to be desired. Despite the fancy
labels, the tool’s three dimensions of
cultural intelligence are all “cognitive”
and seem to be the offspring of some
impression-management inventory.
No plausible connection between the
three dimensions is offered: Of the six
profiles the authors present in the arti-
cle, only the “chameleon” category is ex-
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plicitly connected to the three dimen-
sions of cultural intelligence. (The au-
thors write more about that profile than
about the other five put together.)

The authors’ use of just 12 items to
measure three behavioral quotients
trivializes their approach to cultural in-
telligence. A few brief examples dem-
onstrated the authors’ work in culture-
bound counseling and mentoring, but
the examples weren’t explicitly con-
nected to the authors’ tool for measur-
ing CI and didn’t explore cultural set-
ting as a factor.

The “right” answers to the inventory
are obvious — if you are an ideologue
of American business. Consider, for ex-
ample, the authors’ presumption that
the last dimension (or “facet” as they
call it) measures something as grand as
emotional/motivational cultural intelli-
gence. A high scorer in this facet—who
would assert that she has the confidence
to deal with anyone, no matter the cul-
ture; to make friends with people from
different cultures; to adapt easily to dif-
ferent lifestyles; and to deal with unfa-
miliar cultural situations—is likely, in re-
ality, to be arrogant and dogmatic, close
to being culturally uneducable, and
prone to taking a fall rather than fitting
into a new environment.

Robert M. March
Corporate Adviser
Silverbrook Research
Sydney, Australia

Earley and Mosakowski respond: 1t is
most satisfying that our work on this
topic has led to active debate and ex-
tension by various readers. Karl Moore
touched upon an important, albeit con-
troversial, direction that work on cul-
tural intelligence might take. He and his
colleague raise the idea that particular
groups of people may, as a result of their
shared experiences, have higher cultural
intelligence than other groups. (Moore
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talks about nationalities in his illustra-
tion, but the concept might apply as
well to other cultural communities.)
Whether such an extrapolation is war-
ranted constitutes an exciting new di-
rection for cultural researchers.

The second letter, by Robert March,
takes up the significance of our frame-
work as well as the illustrative assessment
tool we provide in the article. March
considers the tool to be some variation
on an impression-management scale —
one, apparently, devised to capture Amer-
ican values, from his description.

We expect that he’s referring to what
psychologists call “socially desirable re-
sponse sets” for the items, based on a
demand characteristic—that is, a subject
in an experiment responds a certain way

because that is how he thinks people
will want him to respond. Such an as-
sertion is easily dismissed by our em-
pirical work, which is based on several
thousand respondents and which uti-
lizes a more elaborate measure. (The
items in the assessment tool were drawn
from a more thorough empirical survey
instrument.) Our research clearly dem-
onstrates that such a response set does
not exist.

Take, for example, a survey item such
as, “I plan how I’'m going to relate to
people from a different culture before
I meet them.” We find that managers
often question whether such a premed-
itated approach is appropriate. Some
worry that it takes away from spon-
taneity, while others believe that such
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contingency planning is important to
their successful interactions.

March’s assertions concerning high
levels of confidence are especially prob-
lematic and misguided given the nearly
three decades of work (and hundreds of
scientific papers, chapters, and books)
by psychologists showing that high con-
fidence is positively related to a wide
range of behaviors—including work per-
formance, team functioning, leadership,
and job quality — across several dozen
countries. Perhaps March’s strong opin-
ions about the “correct answers” reflect
his personal response set.

From a conceptual view, March ar-
gues that all the cultural intelligence
facets are “cognitive” but surely his idio-
syncratic (and incorrect) usage of the
term belies the distinctions we raise in
the article. Cognition refers to the men-
tal functions of processing — learning,
memory, recall, reasoning, and so on.
This is different from behaviors, actions,
or motivations derived from confidence.
Consider the action facet of cultural in-
telligence. Social mimicry and behav-
ioral adaptation may have a “cognitive”
element (a thorough discussion of voli-
tional versus nonvolitional action me-
diated by cognition is beyond our space
limitations here), but many of the ac-
tions we describe (for instance, Henri’s
kiss to greet a colleague, who then recoils
without thinking) illustrate responses
not under volitional (cognitive) control.

More important, March fails to un-
derstand that our framework integrates
the three most fundamental aspects of
human interaction - strategic thinking
and learning, motivation and confi-
dence (efficacy), and behavioral enact-
ment. This isn’t impression manage-
ment; it is human endeavor.

The Wild West of Executive
Coaching

As one of the original purveyors of ex-
ecutive coaching (in the early days, we
called it individual executive develop-
ment), I read with interest Stratford Sher-
man and Alyssa Freas’s “The Wild West of
Executive Coaching” (November 2004).
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While executive coaching remains a
nascent field, best practices and provider
qualifications have begun to emerge.

Executive coaches should possess a
well-articulated coaching model (with

single shade of color and then insisting
that we have created a masterpiece of
subtlety. Organizations must celebrate
real diversity and assiduously harness in-
dividual executives’ given talents rather

\

by Stratford Sherman
and Alyssa Freas

a beginning, middle, and end); a clear
idea of how people change and how sys-
tems and corporate culture affect lead-
ership behavior; and an appreciation
of the exigencies of the one-to-one re-
lationship — for instance, transference,
countertransference, confidentiality, and
so on. High-quality coaching requires
maturity, self-control, business knowl-
edge, intelligence, and experience. Ex-
ecutive coaches are running with a fast
crowd and must be able to keep pace -
or else the posse is sure to catch up.
Bertram C. Edelstein
Managing Director
The Edelstein Group
San Diego, California

Sherman and Freas write, correctly, that
“no one has yet demonstrated conclu-
sively what makes an executive coach
qualified or what makes one approach
to executive coaching better than an-
other” But surely, a moment’s thought
might lead us to ask, “Why would any-
one want to prove such a thing?” Given
the limitless intellectual and emotional
diversity available in most organiza-
tions, applying a uniform approach to
executive coaching seems as preposter-
ous as covering an entire canvas with a

than pursue faux diversity, which forces
executives to conform to prescribed
standards.

In my view, an executive coach is a
catalyst — there to help employees and
executives achieve their own epipha-
nies. I am not alone in my thinking; the
core philosophy of the International
Coaching Federation reflects my beliefs.
Coaching tools need to be emancipa-
tory rather than prescriptive — which is
why the Birkman instrument, for ex-
ample, is priceless. It bothers me when
I see first-class minds posit 360-degree
feedback as a primary, point-of-entry,
coaching tool. It is not; it is a supple-
mentary, supportive tool. To imagine
otherwise is to deny the goal of the true
coaching journey—-increased authentic-
ity from within.

Roger Kenrick
Founder

Roger Kenrick Associates
Toronto

Missing from most discussions about ex-
ecutive coaching is the fact that it takes
place in a global business environment,
one in which people in many industries
and at all levels are working side-by-side
(and virtually) with multinational col-
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leagues and business partners. As a re-
sult, employees and executives need to
negotiate myriad corporate, regional,
and national cultural differences.
Executive coaching is well established
in the United States. But in many other
nations it is neither well understood
nor widely practiced. Over the past five
years, two colleagues and I have been de-
livering an approach to executive coach-
ing designed specifically for global busi-
ness leaders who interact with people in
and from other nations. From the be-
ginning, we’ve tried to gain an aware-
ness of what businesspeople in differ-
ent parts of the world expect from the
kind of one-on-one supportive relation-
ship we call coaching. When we extend
traditional U.S. executive coaching prac-
tices to leaders who are not Americans,
misalignments can occur. For example,
in the United States, coachees are ex-
pected to freely share personal infor-
mation and feelings; they are active in
setting goals and self-reliant in attain-
ing them; and the coach is considered to

be facilitative, not an all-knowing sage.
But in many other cultures, business
leaders’ beliefs and expectations about
coaching contrast sharply with those
listed above, creating a disconnect that
can have a disturbing effect on the
coaching process and its outcome.
Executive coaches working across
borders need to consider the values and
expectations of each coachee and mod-
ify their approaches accordingly. Only
then will global organizations realize
the enduring benefits of coaching noted
by Sherman and Freas.
Willa Zakin Hallowell
Partner
Grovewell
New York

Sherman and Freas respond: Vigorous
debate about the practice of executive
coaching is healthy and long overdue.
As Bertram Edelstein suggests, a rough
consensus already supports the practice
of coaching; what’s murky is its basis.
Roger Kenrick’s charming question,

“Why would anyone want to prove such
a thing?” evokes images of an alternate
universe in which buyers and sellers of
commercial services do not crave cer-
tainty. However, we share his view of
360-degree evaluations as supplemen-
tary coaching tools. And while we differ
with Willa Zakin Hallowell in her as-
sessment of coaching outside the United
States—the practice is well established in
many countries we serve—we agree that
coaching is most effective when it is
freed from unexamined assumptions.
This principle applies no less at home
than it does abroad.

America’s Looming Creativity Crisis

Richard Florida (“America’s Looming
Creativity Crisis,” October 2004) is right
to call for educational reforms that will
make schools into incubators for cre-
ativity, but he overlooks one aspect that
we can already control: playtime. Our
children are so overscheduled that little
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time is left to play and daydream, activ-
ities critical for developing creativity.
From an early age, children are bom-
barded with brands and characters.
They are given answers to remember
rather than questions to contemplate.
They are given activity kits with all the
parts intact rather than the opportu-
nity to figure out what they should do
if some parts are missing. The most suc-
cessful companies recognize that R&D
is everybody’s job, but they need to set
aside time for it.
Tina Nocera
Founder
Parental Wisdom
Nutley, New Jersey

Florida’s article raises some important
points about U.S. competitiveness. There
is a kernel of truth in all his assertions,
but the article is too gloomy, too one-
sided. Yes, there has been a dip in appli-
cations to U.S. universities. And visa ap-

America’s Looming
Creativity Crisis

plications and green card renewals do
take too long, and rejections of them
are up. But what Richard Florida forgets,
or ignores, is that the rest of the world
has problems just as deep as the United
States’ — probably more so. Europe is
dealing with the costs of unemploy-
ment, of reunifying Germany, of inte-
grating the EU’s newest members, and
of slow growth throughout the region.
China’s economy is always dangerously
close to overheating. India is feeling the
first seismic shifts caused by growing
competition in outsourcing. And there is
still instability in the Middle East. The
United States is not in danger of a per-
manent adverse shift; its current diffi-
culties will be overcome by a combina-
tion of wise investments and a focused
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reassertion of the United States as an in-
vestment and education destination.
True, in the future there will be mul-
tiple loci of knowledge and creativity.
Surely this is good for the global econ-
omy —and what is good for the world is
good for the United States. Increasingly,
companies and countries will look out-
side for ideas and will be more dis-
cerning about what they create inter-
nally. The United States will be the
single biggest beneficiary of this global
knowledge base. If it cannot draw for-
eign nationals to its organizations and
universities, it can always outsource
knowledge-acquisition operations to
third-party countries. Intellectual capi-
tal, like financial capital, does not have
to be held in the domestic country. The
United States will be able to bid top dol-
lar for external sources of knowledge.
The United States still boasts phe-
nomenal wealth, a single language, and
a cultural construct that has the support
of most of its citizens. The last U.S. pres-
idential election, closely fought and
with great polarity of opinions, was
conducted without violence or dam-
age to property — an achievement that
many regions in the world can’t match.
Democracy itself generates a premium
in creativity.
Peter Sammons
Director
Buy Research
Cambridge, England

Time-Driven Activity-Based Costing

While Robert S. Kaplan and Stephen R.
Anderson’s evangelism for time-driven
activity-based costing is welcome (“Time-
Driven Activity-Based Costing,” Novem-
ber 2004), it needs to be put into context.

Time-driven ABC has its place in cer-
tain departments and for certain activi-
ties. Many departments, such as IT and
marketing, do not engage in repetitive
activities that can be clocked reliably,
s0 using a time-driven methodology to
cost activities in those kinds of functions
may create more problems than it solves.
In situations where much of the work
is project based, time-capture systems

may already be deployed, and it is more
expedient to use that data in the ABC
calculation.

Kaplan says activity unit times can
be estimated from interviews, observa-
tions, or surveys and do not need to be
reassessed each time the model is re-
calculated. Where reliable unit times
can be collected—for instance, the dura-
tion of a call at an automated call cen-
ter —they can provide accurate data for
a time-driven methodology. However,
where estimates of unit times are infre-
quently reviewed, gross errors in cost-
ing can occur. A company’s short-term
strategies may create variations in unit
times—for instance, what if a call center
lengthens its employees’ scripts to allow
more time for cross selling?

In recent years, the arrival of Internet-
based ABC applications has made it eas-
ier for organizations to routinely collect
and collate data. They can report on
their costs more frequently, regardless
of the methodology used.

Time-driven ABC exposes the cost of
excess capacity with a rigor that the
other ABC methodologies (time splits
and time capture) do not. While each of
the methodologies has its strengths,
none is perfect for every activity in
every business function. In practice,
most ABC models are hybrids and al-
ways have been, with different meth-
odologies being employed in different
departments.

Mike Sherratt
Founder and CEO
ALG Software
Knutsford, England

Kaplan and Anderson respond: While
we appreciate Mike Sherratt’s endorse-
ment of the time-driven ABC approach,
we disagree with his characterization of
its limited applicability. Our article de-
scribes how the time-driven approach
is being implemented rapidly and suc-
cessfully in many enterprise-wide appli-
cations. We’ve applied time-driven ABC
in more than 100 organizations, includ-
ing several with highly sophisticated
and complex IT departments that used
the approach for developing accurate
charge-out systems for the use of their
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services. We also fail to share Sherratt’s
enthusiasm for Internet-based ABC,
which only modestly eases the report-
ing burden while retaining the subjec-
tivity and inaccuracy of traditional
ABC’s employee time reporting.

Time-driven activity-based costing is
not, as the letter writer claims, limited
to repetitive, predictable activities. In
his example of marketing and project
activities, we can readily use actual
rather than standard times to calculate
the demands on resource capacity. As
for updating the model, our article
clearly describes how managers can eas-
ily adjust unit-time estimates as effi-
ciencies change or as the tasks become
more or less complex. In fact, the time-
equation innovation in time-driven ABC
specifically allows for unit-time esti-
mates to vary based on the complexity
of the task performed, such as when
cross selling or expediting is involved.
Finally, the accuracy of the time-driven
model can be validated against actual
capacity utilization.

Organizations do not need multiple
cost methodologies. Whenever an orga-
nization supplies resources to perform
work, the time-driven (or—more gener-
ally—the capacity-driven) ABC approach
works better than traditional ABC to
simply and accurately assign resource
costs to the processes, products, services,
and customers that are consuming the
resources’ capacities.

Presenteeism: At Work -
But Out of It

Paul Hemp’s October 2004 article,
“Presenteeism: At Work—But Out of It,”
sheds light on the effect that common
illnesses can have on worker productiv-
ity. Depression and pain were identified
as several of the mainstay conditions
studied, but they were listed separately.
This separation may be the result of
data collection methods, but scientific
evidence shows that depression and
chronic pain coexist.

Numerous studies have shown that
depression is highly prevalent among
people who have chronic, painful ail-
ments such as backaches, headaches,
gastrointestinal conditions, and joint
problems. About 5% to 8% of the general
population suffers from major depres-
sion; by contrast, among patients with
chronic, painful ailments, 30% to 54%
suffer from major depression. Depres-
sion itself is a strong predictor for the
onset of intense, disabling neck and low
back pain.

When an employee presents with pain,
the employer may need to consider that
this pain can coexist with depressive ill-
ness. In that case, the managerial and
physical interventions should be differ-
ent than if pain is the sole illness.

Dr. Marios Adamou

Lecturer in Psychiatry

Kent Institute of Medicine and
Health Sciences

Research & Development Center
University of Kent

Canterbury, England
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Breakthrough Ideas for 2005

The List is HBR’s annual attempt to capture ideas
in the state of becoming—when they’re teetering
between what one person suspects and what
everyone accepts.

Roderick M. Kramer says it isn’t bad when
leaders flip-flop. Julia Kirby describes new efforts
to redefine the problem of organizational perfor-
mance. Joseph L. Bower praises the “Velcro orga-
nization,” where managerial responsibilities can
be rearranged. Jeffrey F Rayport argues that
companies must refocus innovation on the “de-
mand side.”

Eric Bonabeau describes a future in which
computer-generated sound can be used to trans-
mit vast amounts of data. Roger L. Martin says
corporate systems such as CRM that are highly re-
liable tend to have little validity. Kirthi Kalyanam
and Monte Zweben report that marketers are
learning to contact customers at just the right
moment. Robert C. Merton explains how equity
swaps could help developing countries avoid some
of the risk of boom and bust.

Thomas A. Stewart says companies need cham-
pions of the status quo. Mohanbir Sawhney sug-
gests marketing strategies for the blogosphere.
Denise Caruso shows how to deal with risks that
lack owners. Thomas H. Davenport says personal
information management—how well we use our
PDAs and PCs—is the next productivity frontier.

Leigh Buchanan explores workplace taboos.
Henry W. Chesbrough argues that the time is
ripe for services science to become an academic
field. Kenneth Lieberthal says China may change
everyone’s approach to intellectual property.
Jochen Wirtz and Loizos Heracleous describe
customer service apps for biometrics.

Mary Catherine Bateson envisions a midlife
sabbatical for workers. Jeffrey Rosen explains why
one privacy policy won’t fit everyone. Tihamér
von Ghyczy and Janis Antonovics say firms
should embrace parasites. And Jeffrey Pfeffer
warns business-book buyers to beware.

Additionally, HBR offers a list of intriguing
business titles due out in 2005.
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HBR CASE STUDY

Springboard to a Swan Dive?

Ajit Kambil and Bruce Beebe

John Clough, the CFO of NetRF, a tech firm
in Salt Lake City, gets an offer he’s not sure
he wants to refuse. Benchmark, a Fortune
500 packaged-goods company, is looking
for someone to join its board—specifically,
to join the audit committee. “Would you be
interested?” the executive recruiter asks.

John’s experience with publicly held
companies is limited, but he’s highly re-
garded in the financial community for his
acumen and probity. At NetRF, a maker of
wireless communications equipment, John
had championed expensing stock options
at a time when it was uncommon for high-
tech firms to do so; he’d received a lot of
admiring press for that move. In mulling
over the offer, the 39-year-old executive
and flight enthusiast considers his situa-
tion. He loves his work, his Cessna time-
share, and the skiing in the Salt Lake area.
Board membership would confer on him a
certain amount of honor and prestige, but
would he be spreading himself too thin?

One colleague, Gordon Telford, extols a
few of the virtues of board membership—
the opportunity to learn and the chance
to expand your business network. But
another colleague, Philip Tedeschi, chief
outside counsel to NetRF, warns that the
hours can be considerable and board
members’ responsibilities (post-Sarbanes-
Oxley) substantial. Subsequent meetings
with Benchmark’s nominating committee,
its CEO, and its audit committee leave
John with more questions than answers.
Should he join the board?

This fictional case study outlines the
risks and rewards that come with board
service. Offering expert advice are Peter
Goodson, a strategic adviser to corporate
boards; John F Olson, chair of the ABA
Business Law Section’s Corporate Gover-
nance Committee; David ). Berger, a partner
at the law firm Wilson Sonsini Goodrich &
Rosati; and Charles H. King, managing di-
rector at Korn/Ferry International.

Reprint R0O502B
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Ending the CEO Succession Crisis
Ram Charan

The CEO succession process is broken.
Many companies have no meaningful suc-
cession plans, and few of the ones that do
are happy with them. CEO tenure is shrink-
ing; in fact, two out of five CEOs fail in
their first 18 months.

It isn’t just that more CEOs are being
replaced; it’s that they’re being replaced
badly. The problems extend to every aspect
of CEO succession: internal development
programs, board supervision, and outside
recruitment.

While many organizations do a decent
job of nurturing middle managers, few
have set up the comprehensive programs
needed to find the half-dozen true CEO
candidates out of the thousands of leaders
in their midst. Even more damaging is
the failure of boards to devote enough at-
tention to succession. Search committee
members often have no experience hiring
CEOs; lacking guidance, they supply either
the narrowest or the most general of re-
quirements and then fail to vet either the
candidates or the recruiters.

The result is that too often new CEOs
are plucked from the well-worn Rolodexes
of a remarkably small number of recruiters.
These candidates may be strong in charisma
but may lack critical skills or otherwise be
a bad fit with the company. The resulting
high turnover is particularly damaging,
since outside CEOs often bring in their
own teams, can cause the company to lose
focus, and are especially costly to be rid of.

Drawing on over 35 years of experience
with CEO succession, the author explains
how companies can create a deep pool of
internal candidates, how boards can consis-
tently align strategy and leadership devel-
opment, and how directors can get their
money’s worth from recruiters. Choosing
a CEO should be not one decision but an
amalgam of thousands of decisions made
by many people every day over years.
Reprint R0502¢; HBR OnPoint 8851;
OnPoint collection “Hire the Right CEO”
8843
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Productive Friction: How
Difficult Business Partnerships
Can Accelerate Innovation

John Hagel Il and John Seely Brown
Companies are becoming more dependent
on business partners, but coordinating
with outsiders takes its toll. Negotiating
terms, monitoring performance, and, if
needs are not being met, switching from
one partner to another require time and
money. Such transaction costs, Ronald
Coase explained in his 1937 essay “The
Nature of the Firm,” drove many organi-
zations to bring their activities in-house.

But what if Coase placed too much
emphasis on these costs? What if friction
between companies can be productive?
Indeed, as John Hagel and John Seely
Brown point out, interactions between
organizations can yield benefits beyond
the goods or services contracted for. Com-
panies get better at what they do—and
improve faster than their competitors—by
working with outsiders whose specialized
capabilities complement their own. Differ-
ent enterprises bring different perspectives
and competencies. When these enterprises
tackle a problem together, they dramati-
cally increase the chances for innovative
solutions.

Of course, misunderstandings often
arise when people with different back-
grounds and skill sets try to collaborate.
Opposing sides may focus on the distance
that separates them rather than the com-
mon challenges they face.

How can companies harness friction so
that it builds capabilities? Start by articulat-
ing performance goals that everyone buys
into. Then make sure people are using tan-
gible prototypes to wrangle over. Finally, as-
semble teams with committed people who
bring different perspectives to the table.

As individual problems are being ad-
dressed, take care that the underpinnings
of shared meaning and trust are also being
woven between the companies. Neither
can be dictated—but they can be cultivated.
Without them, the performance fabric
quickly unravels, and business partnerships
disintegrate into rivalrous competition.
Reprint R0O502D
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Should Nonprofits Seek Profits?
William Foster and Jeffrey Bradach
Twenty years ago, it would have been shock-
ing for a children’s choir to sell singing
telegrams or for an organization serving
the homeless to dabble in property man-
agement. Today, it seems routine. Nonprof-
its increasingly feel compelled to launch
earned-income ventures—not only to ap-
pear more disciplined and businesslike to
stakeholders but also to reduce their re-
liance on fundraising.

There’s plenty of hype about the value of
earned-income ventures in the nonprofit
world, but such projects account for only a
small share of funding in most nonprofit
domains, and few of the ventures make
money. Moreover, when the authors exam-
ined how nonprofits evaluate potential
enterprises, they discovered a pattern of
unwarranted optimism. The potential fi-
nancial returns are often exaggerated,
and the challenges of running a successful
business are routinely discounted. But the
biggest downside of such ventures is that
they can distract nonprofits’ managers
from their core social missions and, in
some cases, even subvert those missions.

There are several reasons for the gap
between the hype and the reality. One is
that an organization’s nonfinancial con-
cerns—such as a desire to hire the disadvan-
taged—can hamper it in the commercial
marketplace. Another is that nonprofits’
executives tend to overlook the distinction
between revenue and profit. For example,
a youth services organization that had re-
ceived funding to launch a food products
enterprise hired young people and began
making salad dressing. The nonprofit be-
lieved it spent $3.15 to produce each bottle
of dressing that was sold for $3.50. But when
expenses such as unused ingredients and
managers’ salaries were factored in, the
cost per bottle reached a staggering $90.

Earned-income ventures do have a role
in the nonprofit sector, the authors say,
but unrealistic expectations are distorting
managers’ decisions, wasting precious
resources, and leaving important social
needs unmet.
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Change Through Persuasion
David A. Garvin and Michael A. Roberto
Faced with the need for a massive change,
most managers respond predictably. They
revamp the organization’s strategy, shift
around staff, and root out inefficiencies.
They then wait patiently for performance
to improve—only to be bitterly disappointed
because they’ve failed to adequately pre-
pare employees for the change. In this
article, the authors contend that to make
change stick, leaders must conduct an
effective persuasion campaign—one that
begins weeks or months before the turn-
around plan is set in concrete.

Like a political campaign, a persuasion
campaign is largely one of differentiation
from the past. Turnaround leaders must
convince people that the organization is
truly on its deathbed —or, at the very least,
that radical changes are required if the
organization is to survive and thrive. (This
is a particularly difficult challenge when
years of persistent problems have been ac-
companied by few changes in the status
quo.) And they must demonstrate through
word and deed that they are the right lead-
ers with the right plan.

Accomplishing all this calls for a four-
part communications strategy. Prior to an-
nouncing a turnaround plan, leaders need
to set the stage for employees’ acceptance
of it. At the time of delivery, they must pre-
sent a framework through which employ-
ees can interpret information and mes-
sages about the plan. As time passes, they
must manage the mood so that employees’
emotional states support implementation
and follow-through. And at critical inter-
vals, they must provide reinforcement to
ensure that the desired changes take hold
and that there’s no backsliding.

Using the example of the dramatic turn-
around at Boston’s Beth Israel Deaconess
Medical Center, the authors elucidate the
inner workings of a successful change effort.
Reprint RO502F
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THE HBR INTERVIEW
Transforming an Industrial Giant
Heinrich von Pierer

Interviewed by Thomas A. Stewart

and Louise O’Brien

In his 12 years at the helm of Siemens, CEO
Heinrich von Pierer designed and directed
a major transformation. Taking this Ger-
man icon from a technically superb but
slow-moving industrial giant to a disci-
plined yet nimble multinational has posed
enormous challenges.

Since 1992, Siemens has revamped its
portfolio of businesses, expanded its reach
into 192 countries, and created a more local-
market-driven culture, gaining recogni-
tion as one of the best-managed and most
competitive companies in the world. In
this edited interview with HBR editor
Thomas A. Stewart and consulting editor
Louise O’Brien, von Pierer describes the
requirements for transformation and cul-
ture change and how he broke down histor-
ical barriers at Siemens. He shares his in-
sights about portfolio restructuring, his
lessons from competing with GE, and the
pros and cons of being based in Europe ver-
sus America. He reflects on the true start
of globalization after the fall of the Berlin
wall and on how dramatically the company
needed to change in order to counter the
resulting pricing pressures across all of its
businesses. He talks, too, about the biggest
challenge on his successor’s desk—“the par-
ticular challenge of China,” he says.

Amid all these topics, von Pierer reiter-
ates the importance of people: “We all talk
about people as our most important re-
source, but as a matter of fact, who’s really
taking care of people?...We need [their]
backing. We can’t afford to run into a situa-
tion where people no longer accept what
we do”
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MANAGING YOURSELF

Two Executives, One Career
Cynthia R. Cunningham

and Shelley S. Murray

For six years, Cynthia Cunningham and
Shelley Murray shared an executive job at
Fleet Bank. One desk, one chair, one com-
puter, one telephone, and one voice-mail
account. To their clients and colleagues,
they were effectively one person, though
one person with the strengths and ideas of
two, seamlessly handing projects back and
forth. Although their department was dis-
solved after the bank merged with Bank
of America, the two continue to consider
themselves a package—they have one
résumé, and they are seeking their next
opportunity together.

Their choice to share a job was not only
a quality-of-life decision but one intended
to keep their careers on course: “Taking two
separate part-time jobs would have thrown
us completely off track,” they write in this
first-person account. “We’re both ambitious
people, and neither of us wanted just a job.
We wanted careers.”

In this article, the two highly motivated
women reveal their determination to man-
age the demands of both family and career.
Flextime, telecommuting, and compressed
workweeks are just some of the options
open to executives seeking greater work/
life balance, and the job share, as described
by Cunningham and Murray, could well be
the next solution for those wishing to avoid
major trade-offs between their personal
and professional lives.

Cunningham and Murray describe in
vivid detail how they structured their un-
usual arrangement, how they sold them-
selves to management, and the hurdles
they faced along the way. Theirs is a win-
win story, for the company and for them.
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Strategic Sourcing: From
Periphery to the Core

Mark Gottfredson, Rudy Puryear,

and Stephen Phillips

As globalization changes the basis of com-
petition, sourcing is moving from the pe-
riphery of corporate functions to the core.
Always important in terms of costs, sourc-
ing is becoming a strategic opportunity.
But few companies are ready for this shift.

Outsourcing has grown so sophisticated
that even critical functions like engineer-
ing, R&D, manufacturing, and marketing
can—and often should—be moved outside.
And that, in turn, is changing the way com-
panies think about their organizations,
their value chains, and their competitive
positions.

Already, a handful of vanguard compa-
nies are transforming what used to be
purely internal corporate functions into
entirely new industries. Companies like
UPS, Solectron, and Hewitt have created
new business models by concentrating
scale and skill within a single function. As
these and other function-based companies
grow, so does the potential value of out-
sourcing to all companies.

Migrating from a vertically integrated
company to a specialized provider of a sin-
gle function is not a winning strategy for
everyone. But all companies need to rigor-
ously reassess each of their functions as
possible outsourcing candidates. Pre-
sented in this article is a simple three-step
process to identify which functions your
company needs to own and protect, which
can be best performed by what kinds of
partners, and which could be turned into
new business opportunities. The result of
such an analysis will be a comprehensive
capabilities-sourcing strategy.

As a detailed examination of 7-Eleven’s
experience shows, the success of the strat-
egy often hinges on the creativity with
which partnerships are organized and
managed. But only by first taking a broad,
strategic view of capabilities sourcing can
your company gain the greatest benefit
from all of its sourcing choices.
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Discussion by Don Moyer

People go to war for many reasons. Protecting freedom, family, or country is generally considered

Death by a noble one. Undercutting a competitor is not. The top line is a potent weapon—but one that
must be wielded with finesse, not machismo.

a Th O u Sa n d As a strategy, price-cutting can be difficult to sustain; against more efficient competitors, it’s
impossible. In his first-rate book Competitive Solutions: The Strategist’s Toolkit, R. Preston McAfee
points out that price wars between equals produce injuries on both sides and victory on neither.

CutS So launch hostilities only when you’re sure you have an overwhelming advantage and can drive

the other guy from the market.

Of course, if a competitor attacks, you’ll have to put up your dukes. But in peacetime, it’s wiser
to invest in areas such as R&D, customer service, and marketing, which justify raising prices, not
lowering them. After all, cheap—unlike rich and thin—is something you can be to excess.

Don Moyer can be reached at.

152 HARVARD BUSINESS REVIEW

TLFeBOOK


mailto:don@amsite.com

Execute.

—
BALANMCED
SCORECARD

\COLLARORATIVE

BALaw EAME
“ANCED SCORECARD HALL OF FA

Achieve.
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