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Peter F. Drucker was asked in early 1999, “What do you consider to be your most impor-
tant contribution?” His answer:

* That I early on—almost sixty years ago—realized that management has
become the constitutive organ and function of the Sociery of Organizations;

* That management is not “Business Management”—though it first attained
attention in business—but the governing organ of #// institutions of Modern
Society;

* That I established the study of management as a discipline in its own right;
and

* That I focused this discipline on People and Power; on Values, Structure,
and Constitution; and above all, on responsibilities—that is, focused the
Discipline of Management on management as a truly liberal art.

—Peter F. Drucker,
January 18, 1999

Source: The Drucker Institute
Claremont Graduate University
Claremont, California 91711



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

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

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

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

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

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

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

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

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

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

MANAGEMENT AS A SYSTEM OF INTERRELATED ELEMENTS (FIGURE 1)
Peter Drucker’s writings on management are extensive and varied. Yet through all
of his work a definite vision of what management is and how leaders and manag-
ers should operate does emerge. Management is a discipline and a practice. It is poly-
centric—it has many centers and interrelated elements. It is, therefore, very
difficult to master this subject by mastering individual chapters in a linear way.
One must integrate the elements into a working framework, as the whole is greater
and different than the sum of its parts. Each of the ten parts of this book is related
to one or more other parts. Each chapter is a part of the whole—the “words”—Dbut
the “music,” if you will, comes from seeing management as an organic whole.
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Figure 1
Systems View: Management as a Whole
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This introduction describes these interrelated elements of management as a
system. Figure 1 provides a road map that relates each element to the whole sub-
ject. Each element is the subject of one or more chapters in this book. Seek to un-
derstand and apply the subject of management as an organic whole and not merely as
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a set of isolated elements. This portrayal of management as an organic whole is
consistent with the view expressed in the original text where Peter Drucker ex-
plains the nature of organizations and management:

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

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

THE SPIRIT OF PERFORMANCE (CHAPTER 27)
The Spirit of Performance (lower left in figure 1) is at the core of Drucker’s work on lead-
ership and management. Organizations that exhibit a high spirit of performance are led
by managers who are committed to doing the right thing and to getting the right things done.
Managers should focus on creating organizations that have a high spirit of per-
formance. To attain such a spirit of performance, managers must

e Exhibit high levels of integrity in their moral and ethical conduct
e Focus on results
e Build on strengths—one’s own and others’

® Meet at least the minimum requirements of major stakeholders such as cus-
tomers, employees, and stockholders
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¢ Lead beyond borders by meeting certain additional social needs that con-
tribute to the common good

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

THE THEORY OF THE BUSINESS (CHAPTER 8)
Leading a business begins by formulating a valid “theory of the business.”

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

e What is our mission?

e What are our core competencies?

e Who are our customers and noncustomers?

e What do we consider results for the enterprise?

e What should our theory be? (This in turn requires managers to look for op-
portunities for innovation.)

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

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

Assumptions about mission, core competencies, and customers must not only
fit reality, but also be consistent with each other. It is for this reason that an orga-
nization’s theory must be constantly tested and updated, since, for example, one

Xi
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does not want to be selling only mainframe computers, as IBM once did, when
one’s customers are shifting their preferences to personal computers.

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

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

IDENTIFYING ENVIRONMENTAL TRENDS AND THE FUTURE THAT HAS
ALREADY HAPPENED (CHAPTERS 4-7, 10, PART 4)
Current and soon-to-be-upon-us trends do not change the need for a theory of the
business, for management practices, for skills and tasks, and for managing social
impacts and the other elements in figure 1, but they do shift the opportunity set
based on known and projected trends that are evident in the environment.

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

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

SOCIAL IMPACTS AND SOCIAL RESPONSIBILITIES (CHAPTERS 20-21)
The ethical rule that managers should live by when pursuing their organization’s
mission is primum non nocere: “above all, not knowingly to do harm.” Organizations
are public institutions, and their actions have impacts on society. Their codes
of professional ethics must include to not knowingly do harm. Legal and ethical
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violations should be met with stiff penalties for those who break the law or other-
wise knowingly do harm.

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

* Those negative ones that an organization creates

e Social ills that may be converted to business opportunities

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

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

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

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

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

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

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

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

CREATIVE DESTRUCTION AND INNOVATION AND
ENTREPRENEURSHIP (PART 8)

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

By taking advantage of these emerging trends, these executives embrace the

* “Special Report: The Greening of General Electric,” The Economist, December 10, 2005, pp. 77-78.
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ongoing process of creative destruction that is characteristic of free and global
markets and, by doing so, these executives become change leaders. They recog-
nize that an organization that seeks to maintain the status quo is already in
decline.”

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

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

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

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

e Specific skills managers must acquire to be effective as leaders

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

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

* The process of “creative destruction” was described fully by the great Austrian economist Joseph A.
Schumpeter. The most accessible explanation of the process by Schumpeter is in chapter 7 of his Capital-
ism, Socialism and Democracy (New York: Harper & Row Publishers, 1942, pp. 81-110). For example, “The
opening up of new markets, foreign or domestic, and the organizational development from craft shop and
factory floor to such concerns as U.S. Steel, illustrate the same process of industrial mutation . . . that in-
cessantly revolutionizes the economic structure from within, incessantly destroying the old one, incessantly
creating a new one. This process of Creative Destruction is the essential fact about capitalism. It is what
capitalism consists in and what every capitalist concern has got to live with” (p. 83). And, “competition of
the kind we have in mind acts not only when in being but also when it is an ever present threat. It disci-
plines before it attacks” (p. 85).
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MANAGERIAL SKILLS (CHAPTERS 28-33)

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

¢ Decision making

e People decisions

e Communications

e Budgeting

e Measurement and controls

e Information literacy

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

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

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

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

4. Then—and this is where a great many decisions fail—the decision maker
must convert the decision into action by assigning to one or more persons
the responsibility for carrying out the decision and by eliminating any bar-
riers faced by those who must act.
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5. Finally, the effective decision maker follows up on the decision, obtains
feedback on what actually happened as a result of the decision, and com-
pares this with the intended or desired results.

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

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

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

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

There are five steps in making effective people decisions:

1. Carefully think through the assignment.

2. Look at three to five qualified people.

3. Consider each candidate’s strengths.

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

5. Make sure the appointee understands the job and what it requires, and re-

ports back on what it requires once he or she is in the job.

In addition to the five steps, there are other considerations for the decision
maker. Accept responsibility for any people decision you make, such as place-
ment or promotion that fails. Accept also that people who do not perform must be
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removed. However, just because a person does not perform in the job does not
mean that the person is a bad worker whom the organization should let go.
Newcomers are best put in an established position where the expectations are
known and help is available. Finally and most fundamentally, it is the manager’s
responsibility to try to make the right people decision every time.
Next we turn to a discussion of the remaining four areas of managerial skills
that executives must acquire to carry out their tasks.

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

2. Budgeting is the most widely used tool of management. Budgets are revenue-
and-expenditure plans developed for each unit to help management decide
where to apply the financial and human resources of an organization. In es-
timating revenues and expenses, executives are able to establish communi-
cation with each part of the organization and integrate each part’s objectives,
plans, and expenditures with the whole of the organization. Budgets, cor-
rectly understood and used, are thus major tools for integrating the plans
and performance of the organization—upward, downward, and sideways.
By holding each unit responsible for the plans and expenditures in the bud-
get, the budgeting process provides a framework for achieving accountabil-
ity for performance for each unit and person in the organization. Budgeting
is thus crucial to the process of managing an organization.

The budget process provides a forum for evaluating existing markets,
products, processes, and programs for continuation. Activities that would
not be supported if not already in place are prime candidates for abandon-
ment. So as not to cause chaos each period, a periodic review (sometimes
called a zero-based review) of the activities for each unit should be estab-
lished well in advance. This helps 1o institutionalize a systematic process of aban-
donment within the organization.
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3. Creating appropriate measurements and maintaining control are other skills
that effective executives must acquire. An organization’s choice of controls
indicates to people what is valued and what is desired. Controls are therefore
not neutral. They reflect the values of the organization, and they direct be-
havior. Consequently, controls must focus on results. They should be easy to
understand and be considered a resource for the person who is responsible for
the work that is being controlled. Controls must also be timely and congru-
ent with goals.

4. Organizing information for decision making is a skill that managers must
acquire. Managers and organizations increasingly must rely on technology
to support and guide their organization (e.g., the creation of performance
dashboards, or comprehensive metrics, for each position is now not uncom-
mon). The blizzard of data will have to be converted into information that
is pertinent for each knowledge worker and executive. This will enhance the
ability of managers to expand output per hour for both service and knowl-
edge workers.

Most important, management, to be effective, must obtain information
external to the enterprise. Many, if not most, changes that have transformed
enterprises have originated ousside the specific industry of the enterprise.
This information is not contained in the computers of organizations in a
specific industry.

Creating data networks and knowledge management systems will also
be important in order to link databases and create direct access to relevant
information across global supply chains.

Information has to be organized to challenge a company’s strategy. It has
to test the company’s assumptions, its theory of the business. This includes
testing the company’s assumptions about the environment: society and its
structure, the market, the customer, and technology. And information on
the environment, where the major threats and opportunities are likely to
arise, has become increasingly urgent.

MANAGEMENT TASKS (CHAPTERS 9-11, 24-26, PART 9, CHAPTER 45)
The five tasks of the manager are aimed at implementing the Theory of the Busi-
ness. The effectiveness with which these tasks are carried out depends on the ac-
quisition of managerial and personal skills.

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

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

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

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

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

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

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

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

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

PERSONAL SKILLS (PART 10)
Managing oneself requires that the knowledge worker take responsibility for man-
aging his or her career. This requires self-knowledge and self-development.
Knowledge workers face significant new demands.

1. They have to ask, “Who am I? What are my strengths? How do I work?”
2. They have to ask, “Where do I belong?”
3. They have to ask, “What is my contribution?”

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

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

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

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

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

SUMMARY

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

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

# See Malcolm Gladwell, “The Cellular Church,” The New Yorker, September 12, 2005, pp. 60-67.
Gladwell is the author of The Tipping Point and Blink.



Preface

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

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

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

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

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

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

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

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

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

The knowledge worker, to repeat, differs from any earlier worker in two major
aspects. First, the knowledge worker owns the means of production and they are
portable. Second, he or she is likely to outlive any employing organization. Add
to this that knowledge work is very different in character from earlier forms of
work. It is effective only if highly specialized. What makes a brain surgeon effec-
tive is that he is a specialist in brain surgery. By the same token, however, he prob-
ably could not repair a damaged knee. And he certainly would be helpless if
confronted with a tropical parasite in the blood.
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This is true for all knowledge work. “Generalists"—and this is what the tradi-
tional business enterprise, including the Japanese companies, tried to develop—are
of limited use in a knowledge economy. In fact, they are productive only if they
themselves become specialists in managing knowledge and knowledge workers. This, how-
ever, also means that knowledge workers, no matter how much we talk about
“loyalty,” will increasingly and of necessity see their knowledge area—that is, their
specialization rather than the employing organization—as what identifies and
characterizes them. Their community will increasingly be people who share the
same highly specialized knowledge, no matter where they work or for whom.

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

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

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

There is as a consequence only one satisfactory definition of management,
whether we talk of a business, a government agency, or a nonprofit organization: 7o
make human resources productive. It will increasingly be the only way to gain com-
petitive advantage. Of the traditional resources of the economist—Iland, labor, and
capital—none anymore truly confers a competitive advantage. To be sure, not to be
able to use these resources as well as anyone else is a tremendous competitive ds-
advantage. But every business has access to the same raw materials at the same
price. Access to money is worldwide. And manual labor, the traditional third re-
source, has become a relatively unimportant factor in most enterprises. Even in
traditional manufacturing industries, labor costs are no more than 12 or 13 per-
cent of total costs, so that even a very substantial advantage in labor costs (say a 5
percent advantage) results in a negligible competitive advantage except in a very
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small and shrinking number of highly labor-intensive industries (e.g., knitting
woolen sweaters). The only meaningful competitive advantage is the productivity
of the knowledge worker. And that is very largely in the hands of the knowledge
worker rather than in the hands of management. Knowledge workers will increas-
ingly determine the shape of the successful employing organizations.

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

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

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

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

The roots of the discipline of management go back approximately 200 years
(see “Note: The Roots and History of Management,” later in this chapter). But
management as a function, management as a distinct work, management as a dis-
cipline and area of study—these are all products of the twentieth century. And
most people became aware of management only after World War I1.

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

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

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

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

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

When does a business reach the stage at which it has to shift from “hard skin” to
“skeleton”? The line lies somewhere between 300 and 1,000 employees in size. More
important, perhaps, is the increase in complexity. When a variety of tasks all have to
be performed in cooperation, synchronization, and communication, an organization needs
managers and management. One example would be a small research lab in which
twenty to twenty-five scientists from a number of disciplines work together. With-
out management, things go out of control. Plans fail to turn into action. Or
worse, different parts of the plans get going at different speeds, different times, and
with different objectives and goals. The favor of the “boss” becomes more important
than performance. At this point the product may be excellent, the people able and
dedicated. The boss may be—and often is—a person of great ability and personal
power. But the enterprise will begin to flounder, stagnate, and soon go downhill un-
less it shifts to the “skeleton” of managers and management structure.

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

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

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

Without the institution, there would be no management. But without manage-
ment, there would be only a mob rather than an institution. The institution is it-
self an organ of society and exists only to contribute a needed result to society, the
economy, and the individual. Organs, however, are never defined by what they do,
let alone by how they do it. They are defined by their consribution. And it is man-
agement that enables the institution to contribute.
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Management is 7asks. Management is a discipline. But management is also peaple.
Every achievement of management is the achievement of a manager. Every failure
is a failure of a manager. People manage rather than “forces” or “facts.” The vision,
dedication, and integrity of managers determine whether there is management or

mismanagement.

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

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

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

In fact, the market researcher may even make a greater contribution when not
forced to spend a great deal of time with subordinates and on their work. He or she
may thus make market research more effective in the business, better understood
by management associates, and more firmly built into the company’s basic busi-
ness decisions.
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The most rapidly growing group in today’s organizations is composed of people
who are management in the sense of being responsible for contribution to and re-
sults of the enterprise but who are not responsible for the work of other people.
They are individual professional contributors of all kinds who work by themselves
(perhaps with an assistant and a secretary) and yet have an impact on the compa-
ny’s wealth-producing capacity, the direction of its business, and its performance.
They are executives, because they bear executive responsibility, yet they are not
responsible for the work of other people.

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

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

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

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

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

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

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

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

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

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

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

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

WHAT DO MANAGERS DO?

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

There are five basic operations in the work of the manager. Together they result
in the integration of resources into a viable, growing organism.
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A manager, in the first place, sets objectives. He or she determines what the objec-
tives should be. She determines what the goals in each area of objective should be.
She decides what has to be done to reach these objectives. She makes the objectives
effective by communicating them to the people whose performance is needed to
attain them.

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

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

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

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

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

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

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



Introduction: Management and Managers Defined 9

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

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

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

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

THE MANAGER’S RESOURCE: PEOPLE

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

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

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

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

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

MANAGEMENT: A PRACTICE, NOT A SCIENCE

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

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

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

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

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

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

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

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

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

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

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

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

NOTE: THE ROOTS AND HISTORY OF MANAGEMENT

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

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

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

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

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

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

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

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

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

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

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

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

Around the same time in France, Henri Fayol (1841-1925), head of a coal mine
that for its time was a very large company, first thought through organization
structure and developed the first rational approach to the organization of enter-
prise: the functional principle. In Germany, Walter Rathenau (1867-1922), whose
early training had been in a large company, asked, “What is the place of the large
enterprise in a modern society and in a modern nation? What impact does it have
on both? And what are its fundamental contributions and its fundamental respon-
sibilities?” Most of the present questions concerning the social responsibilities of
business were first raised and thought through by Rathenau in the years before
World War I. Also in Germany, at the same time, the new discipline of Bezriebswis-
senschaft (literally, the science of enterprise) was developed by such men as Eugen
Schmalenbach (1873-1955). The management sciences developed since—managerial
accounting, operations research, decision theory, and so on—are largely extentions
(though, in the main, unconscious ones) of the Berriebswissenschaft of those years
before World War 1. And in America, German-born Hugo Muensterberg (1863—
1916) first tried to apply the social and behavioral sciences, and especially psychol-
ogy, to modern organization and management.

THE FIRST MANAGEMENT BOOM

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

But the period between the two World Wars was not congenial to such an idea.
It was a period of stagnation, a period in which the highest goal that any national
government or any economy—except that of the United States—could conceive
was a return to what had been. It rapidly became a world in which mounting po-
litical, social, and economic tensions paralyzed will as well as vision.
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THE WORK OF THE 1920s AND 1930s
The first management boom fizzled out. Its high hopes were replaced by frustra-
tion. Yet behind the apparent stagnation, work went on. It was in those years that
the foundations for the sweeping management boom of the post—World War II
period were put in place.

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

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

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

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

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



2

Management as a Social
Function and Liberal Art

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

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

To be sure, the fundamental task of management remains the same: to make
people capable of joint performance through common goals, common values,
the right structure, and the training and development they need to perform and
to respond to change. But the very meaning of this task has changed, if only
because the performance of management has converted the workforce from one
composed largely of unskilled laborers to one of highly educated knowledge
workers.
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MANAGEMENT AS THE AGENT OF TRANSFORMATION
On the threshold of World War I, a few thinkers were just becoming aware of
management’s existence. But few people, even in the most advanced countries, had
anything to do with “management.” Now the largest single group in the labor force,
more than one-third of the total, are people whom the U.S. Bureau of the Census
calls “managerial and professional.” Management has been the main agent of this
transformation.

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

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

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

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

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

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

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

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

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

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

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

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

social function.

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

Yet few management books paid attention to entrepreneurship and innovation.
One reason was that during the period after World War II when most of these
books were written, managing the existing, rather than innovating the new and
different, was the dominant task. During this period most institutions developed
along lines laid down clearly thirty or fifty years earlier. This has now changed
dramatically. We have again entered an era of innovation, and it is by no means
confined to “high tech” or even to technology generally. In fact, social innova-
tion—as this book tries to make clear—may be of greater importance and may
have a much greater impact than any scientific or technical invention. Further-
more we now have a “discipline” of entrepreneurship and innovation (on this see
my book Innovation and Entreprenenrship [19851). This discipline is clearly a part of
management and indeed rests on well-known and tested management principles.
It applies to both existing organizations and new ventures, and to both business
and nonbusiness institutions, including government.

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

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

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

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

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

3. Every enterprise requires commitment to common goals and sharved values.
Without such commitment, there is no enterprise. There is only a mob. The enter-
prise must have simple, clear, and unifying objectives. The mission of the organiza-
tion has to be clear enough and big enough to provide common vision. The goals
that embody it have to be clear, public, and constantly reaffirmed.
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Management’s first job is to think through, set, and exemplify those objectives,
values, and goals.

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

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

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

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

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

MANAGEMENT AS A LIBERAL ART

Thirty years ago, the English scientist and novelist C. P. Snow talked of the “two
cultures” of contemporary society. Management, however, fits neither Snow’s “hu-
manist” nor his “scientist.” It deals with action and application; and its test is its
results. This makes it a technology. But management also deals with people, their
values, their growth and development—and this makes it a humanity. So does its
concern with and impact on social structure and the community. Indeed, as has
been learned by everyone who, like this author, has been working with managers
of all kinds of institutions for long years, management is deeply involved in spiri-
tual concerns—the nature of man, good and evil.
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Management is thus what tradition used to call a liberal art: “liberal” because
it deals with the fundamentals of knowledge, self-knowledge, wisdom, and leader-
ship; “art” because it is practice and application. Managers draw on all the knowl-
edge and insights of the humanities and the social sciences—on psychology and
philosophy, on economics and history, on ethics as well as on the physical sciences.
But they have to focus this knowledge on effectiveness and results—on healing a
sick patient, teaching a student, building a bridge, designing and selling a “user-
friendly” software program.

For these reasons, management will increasingly be the discipline and the prac-
tice through and in which the “humanities” will again acquire recognition, im-
pact, and relevance.

SUMMARY

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

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

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

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

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

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

e To make work productive and the worker achieving

e To manage social impacts and social responsibilities
These might be called the dimensions of management.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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






Parr [

Management’s New Realities

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

Against that background, the next four chapters seek to answer three ques-
tions: What can and should managements 4o now to be ready for the new reali-
ties? What other big changes may lie ahead of which we are as yet unaware?
What are the new management pavadigms emerging out of these new realities?






4
Knowledge Is All

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

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

e Upward mobility, available to everyone through easily acquired formal edu-
cation.

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

can win.

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

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

THE NEW WORKFORCE

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

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

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

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

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

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

HIS AND HERS

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

But although women have always worked, since time immemorial the jobs they
have done have usually been different from men’s. There was men’s work and there
was women'’s work. Countless women in the Bible go to the well to fetch water, but

«

not one man. Knowledge work, on the other hand, is “unisex,” not because of
feminist pressure but because it can be done equally well by both sexes. That said,
the first modern knowledge jobs were designed for only one sex or the other.
Teaching as a profession was invented in 1794, the year the Ecole Normale was
founded in Paris, and was seen as strictly a man’s job. Sixty years later, during the
Crimean War of 1853-56, Florence Nightingale founded the second new knowl-
edge profession, nursing. This was considered as exclusively women’s work. But by
1850 teaching everywhere had become unisex, and in 2000 cwo-fifths of America’s
students at nursing school were men.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

SUMMARY

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

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

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



D)
New Demographics

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

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

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

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

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

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

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

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

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

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

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

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

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

THE END OF THE SINGLE MARKET

Now there are signs that the market is splitting. In financial services, perhaps
America’s fastest-growing industry over the past twenty-five years, it has split al-
ready. The bubble market of the late 1990s, with its frantic day-trading in high-
tech stocks, belonged mainly to the under-forty-fives. But the customers in the
markets for such investments as mutual funds or deferred annuities tend to be over
fifty, and that market has also been growing apace. The fastest-growing industry
in any developed country may turn out to be the continuing education of already
well-educated adults, which is based on values that are all but incompatible with
those of the youth culture.
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But it is also conceivable that some youth markets will become exceedingly lu-
crative. In the coastal cities of China, where the government was able to enforce its
one-child policy, middle-class families are now reported to spend more on their
one child than earlier middle-class families spent on their four or five children to-
gether. This seems to be true in Japan too. Many American middle-class families
are spending heavily on the education of their single child, mainly by moving into
expensive suburban neighborhoods with good schools. But this new luxury youth
market is quite different from the homogeneous mass market of the post—Korean
War era. That mass market is rapidly weakening because of the decline in the
number of young people reaching adulthood.

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

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

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

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

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

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

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

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

SUMMARY

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

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

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

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

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

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

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

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

4. Suppliers and especially manufacturers have market power because they have
information about a product or a service that the customer does not and cannot
have, and does not need if he or she can trust the brand. This explains the profit-
ability of brands.
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5. To any one particular technology pertains one, and only one, industry, and
conversely, to any one particular industry pertains one, and only one, technology.
This means that all technology needed to make steel is peculiar to the steel indus-
try; and conversely, that whatever technology is being used to make steel comes
out of the steel industry itself. The same applies to the paper industry, to agricul-
ture, or to banking and commerce.

EVERYTHING IN ITS PLACE

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

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

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

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

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

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

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

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

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

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

WHO NEEDS A RESEARCH LAB?

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

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

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

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

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

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

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

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

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

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

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

FROM CORPORATION TO CONFEDERATION

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

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

At the same time, it has divested itself of 70 to 80 percent of what it manufac-
tures, but at the same time it is turning itself into a merchant, buying for the cus-
tomers through its dealership but also directly, finding the car the customer wants.
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THE TOYOTA WAY

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

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

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

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

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

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

LIFE AT THE TOP

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

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

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

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

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

THE WAY AHEAD: THE TIME TO GET READY FOR
THE NEW REALITIES IS NOW
The next society has developed far enough for action to be considered in the fol-
lowing areas:

The future corporation. Enterprises—including a good many nonbusi-
nesses, such as universities—should start experimenting with new corporate
forms and conducting a few pilot studies, especially in working with alliances,
partners, and joint ventures, and in defining new structures and new tasks for
top management. New models are also needed for geographical and product
diversification for multinational companies, and for balancing concentration
and diversification.
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People policies. The way people are managed almost everywhere assumes that
the workforce is still largely made up of people who are employed by the enterprise
and work full-time for it until they are fired, quit, retire, or die. Yet already in
many organizations as many as two-fifths of the people who work there are not
employees and do not work full-time.

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

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

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

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

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

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

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

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

Take, for example, the information revolution. Almost everybody is sure of two
things about it: first, that it is proceeding with unprecedented speed; and second,
that its effects will be more radical than anything that has gone before. Wrong,
and wrong again. Both in its speed and its impact, the information revolution
uncannily resembles its two predecessors within the past two hundred years—the
[first industrial revolution of the later eighteenth and early nineteenth centuries, and
the second industrial revolution in the late nineteenth century.
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The first industrial revolution, triggered by James Watt’s improved steam en-
gine in the mid-1770s, immediately had an enormous impact on the West's imagi-
nation, but it did not produce many social and economic changes until the
invention of the railroad, in 1829, and of prepaid postal service and of the tele-
graph, in the decade thereafter. Similarly, the invention of the computer in the
mid-1940s, the information revolution’s equivalent of the steam engine, stimu-
lated people’s imagination, but it was not until forty years later, with the spread of
the Internet in the 1990s, that the information revolution began to bring about
big economic and social changes.

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

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

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

BIG IDEAS

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

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

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

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



/
Management’s New Paradigm

INTRODUCTION
Basic assumptions about reality are the paradigms of a social science, such as manage-
ment. They are usually subconsciously held by the scholars, the writers, the teach-
ers, the practitioners in the field. Yet those assumptions largely determine what
the discipline—scholars, writers, teachers, practitioners—assumes to be rea/ity.

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

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

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

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

One set of assumptions underlies the discipline of management:

1. Management is business management.
2. There is—or there must be—one right organization structure.

3. There is—or there must be—one right way to manage people.
Another set of assumptions underlies the practice of management:

1. Technologies, markets, and end-uses are given.
2. Management’s scope is legally defined.
3. Management is internally focused.

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

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

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

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

administration.
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Not to refer to management was, in other words, political correctness in the Depres-
sion years.

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

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

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

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

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

THE ONE RIGHT ORGANIZATION

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

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

It was World War I that made clear the need for a formal organization struc-
ture. But it was also World War I that showed that Henri Fayol’s (and Andrew
Carnegie’s) functional structure was not the one right organization. Immediately
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after World War 1, first Pierre S. du Pont (1870—1954) and then Alfred P. Sloan
(1875-19606) developed decentralization. And now, in the last few years, we have
come to tout the “team” as the one right organization for pretty much everything.

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

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

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

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

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

The belief that there must be one right organization is closely tied to the fallacy
that management is business management. If earlier students of management had
not been blinkered by this fallacy but had looked at nonbusinesses, they would
have soon found that there are vast differences in organization structure, according
to the nature of the task.
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A Catholic diocese is organized very differently from an opera. A modern army
is organized very differently from a hospital.

There are, indeed, some principles of organization.

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

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

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

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

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

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

One area in which research and study are particularly needed is the organization
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of top management. Yet 1 doubt that anyone would assert that we really know how to
organize the top management job, whether in a business, a university, a hospital,
or even a modern church. One clear sign is the growing disparity between our
rhetoric and our practice: we talk incessantly about teams—and every study comes
to the conclusion that the top management job does, indeed, require a team—yet
we now practice, not only in American industry, the most extreme personality cult of
CEO supermen. And no one seems to pay the slightest attention, in our present wor-
ship of these larger-than-life CEOs, to the question of how and by what process
they are to be succeeded. Yet, succession has always been the ultimate test of any
top management of any institution.

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

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

THE ONE RIGHT WAY TO MANAGE PEOPLE

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

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

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

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

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

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

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

In addition, today superiors usually have not held the jobs their subordinates
hold—as they did only a few short decades ago and as it is still widely assumed
they do. A regimental commander in the army, only a few decades ago, had held
every one of the jobs of his subordinates—battalion commander, company com-
mander, platoon commander. The only difference in these respective jobs—
between the lowly platoon commander and the lordly regimental commander—was
in the number of people each commands; the work was exactly alike. To be sure,
today’s regimental commanders have commanded troops earlier in their careers—
but often for only a short period. They have also advanced through captain and
major. But for most of their careers they have held very different assignments—
staff jobs, research jobs, teaching jobs, attached to an embassy abroad, and so on.
They simply can no longer assume that they know what their subordinate, the
captain in charge of a company, is doing or trying to do—they have been captains,
of course, but they may have never commanded a company.
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Similarly, the vice president of marketing may have come up the sales route. He
or she knows a great deal about selling. But he or she knows nothing about market
research, pricing, packaging, service, sales forecasting. The marketing vice presi-
dent, therefore, cannot possibly tell the experts in the marketing department what
they should be doing, or how. Yet these people are supposed to be the marketing
vice president’s subordinates—and the marketing vice president is definitely re-
sponsible for their performance and for their contribution to the company’s mar-
keting efforts.

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

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

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

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

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

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

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

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

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

TECHNOLOGIES AND END-USERS ARE FIXED AND GIVEN
Four major assumptions, as said at the beginning of this chapter, have been under-
lying the practice of management all along—in fact, for much longer than there has
been a discipline of management.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

MANAGEMENT’S SCOPE IS LEGALLY DEFINED
Management, both in theory and in practice, deals with a legal entity, the indi-
vidual enterprise—whether the business corporation, the hospital, the university,
and so on. The scope of management is thus legally defined. This has been—and
still is—the almost universal assumption.

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

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

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

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

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

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

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

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

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

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

What is needed, therefore, is a redefinition of the scope of management. Man-
agement has to encompass the entire process. For business, this by and large means the
€conomic process.

The new assumption on which management, both as a discipline and as a
practice, will increasingly have to base itself is that the scope of management is
not legal. 1t has to be operational. It bas to embrace the entire process. It has to
be focused on results and performance across the entire economic chain.

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

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

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

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

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

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

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

THE INSIDE IS MANAGEMENT’S DOMAIN
All the traditional assumptions led to one conclusion: The inside of the organiza-
tion is the domain of management.

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

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

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

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

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

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

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

It is understandable that management began as a concern for the inside of the
organization. When the large organizations first arose—with the business enter-
prise, around 1870, being the first and by far the most visible one—managing the
inside was the new challenge. Nobody had ever done it before. But while the as-
sumption that management’s domain is the inside of the organization originally
made sense—or can at least be explained—its continuation makes no sense what-
ever. It contradicts the very function and nature of organization.
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Management must focus on the results and performance of the organization.
Indeed, the first task of management is to define what results and performance are in
a given organization—and this, as anyone who has worked on this task can testify,
is in itself one of the most difficult, one of the most controversial, but also one of
the most important tasks. It is, therefore, the specific function of management to
organize the resources of the organization for results outside the organization.

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

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

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

This, however, requires a final new management paradigm:

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

SUMMARY

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

The new paradigms that supersede the three disciplinary assumptions of man-
agement are

1. Management is the specific and distinguishing organ of any and all organi-
zations.
2. Management must look for the organization that fits the task.

3. One does not “manage” people. The task is to lead people and make produc-
tive the specific strengths and knowledge of each individual.
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The new paradigms that supersede the four practice assumptions of manage-
ment are

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

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

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

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



Part 11

Business Performance

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






8

The Theory of the Business

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

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

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

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

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

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

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

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

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

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

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

PARALYZED IBM

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

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

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

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

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

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

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

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

* Louis V. Gerstner, Jr. Who Says Elephants Can’t Dance? HarperBusiness, New York, 2002, p. 123.
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For seventy years, this theory worked like a charm. Even in the depths of the
Depression, GM never suffered a loss while steadily gaining market share. But in
the late 1970s, its assumptions about the market and about production became
invalid. The market was fragmenting into highly volatile “lifestyle” segments. In-
come became one factor among many in the buying decision, not the only one. At
the same time, lean manufacturing created an economics of small scale. It made short
runs and variations in models less costly and more profitable than long runs of
uniform products.

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

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

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

Third, there are assumptions about the core competencies needed to accomplish
the organization’s mission. For example, West Point, founded in 1802, defined its
core competence as the ability to turn out leaders who deserve trust. Marks &
Spencer, around 1930, defined its core competence as the ability to identify, de-
sign, and develop the merchandise it sold, instead of as the ability to buy. AT&T,
around 1920, defined its core competence as technical leadership that would en-
able the company to improve service continuously while steadily lowering rates.
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The assumptions about environment define what an organization is paid for.
The assumptions about mission define what an organization considers to be
meaningful results; in other words, they point to how it envisions itself making a
difference in the economy and in the society at large. Finally, the assumptions
about core competencies define where an organization must excel in order to
maintain leadership.

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

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

THE FOUR SPECIFICATIONS

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

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

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

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

PREVENTIVE CARE

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

The first reaction of an organization whose theory is becoming obsolete is almost
always a defensive one. The tendency is to put one’s head in the sand and pretend that
nothing is happening. The next reaction is an attempt to patch, as GM did in the
early 1980s or as Deutsche Bank is doing today. Indeed, the sudden and completely
unexpected crisis of one big German company after another of which Deutsche Bank
is the “house bank” indicates that its theory no longer works. That is, Deutsche
Bank no longer does what it was designed to do: provide effective governance of the
modern corporation.

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

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

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

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

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

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

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

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

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

THE WARNING SIGNS

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

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

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

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

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

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

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

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

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

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

SUMMARY

A theory of the business has three parts:
1. Assumptions about the environment of the organization. These define what
the organization expects it can be paid for.

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

3. Assumptions about the core competencies needed to accomplish the mis-
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sion. These define in which areas the organization must excel in order to

achieve its mission.

These three assumptions must fit oze another and reality. The theory of the busi-
ness must be understood throughout the organization.

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

One of the most effective ways to test the validity of a theory is to study the

behavior of noncustomers.
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The Purpose and Objectives
of a Business

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

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

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

It is irrelevant for an understanding of business behavior, profit, and profitability
whether there is a profit motive or not. That Jim Smith is in business to make a profit
concerns only him and the Recording Angel. It does not tell us what_Jim Smith does and
how he performs. We do not learn anything about the work of a prospector hunting for
uranium in the Nevada desert by being told that he is trying to make his fortune. We
do not learn anything about the work of a heart specialist by being told that he is
trying to make a livelihood, or even that he is trying to benefit humanity. The profit
motive and its offspring maximization of profits are just as irrelevant to the function
of a business, the purpose of a business, and the job of managing a business.
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In fact, the concept is worse than irrelevant: it does harm. It is a major cause for
the misunderstanding of the nature of profit in our society and for hostility to
profit, which are among the most dangerous diseases of a society or organizations.
It is largely responsible for the worst mistakes of public policy—in this country as
well as in Western Europe—which are squarely based on the failure to understand
the nature, function, and purpose of business enterprise. And it is in large part
responsible for the prevailing belief that there is an inherent contradiction between
profit and a company’s ability to make a social contribution. Actually, a company
can make a social contribution only if it is highly profitable.

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

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

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

THE PURPOSE OF A BUSINESS
Because its purpose is to create a customer, the business enterprise has two—and
only these two—Dbasic functions: marketing and innovation.

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

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

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

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

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

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

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

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

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

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

Innovation may be finding new uses for old products. A salesman who succeeds
in selling refrigerators to Eskimos to prevent food from freezing would be as much
of an innovator as he would have been had he developed brand-new processes or
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invented a new product. To sell Eskimos a refrigerator to keep food cold is finding
a new market; to sell a refrigerator to keep food from getting 700 cold is actually
creating « new product. Technologically there is, of course, only the same old prod-
uct; but economically there is innovation.

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

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

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

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

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

As a result, decisions affecting the entire business and its capacity to perform are
made at all levels of the organization, even fairly low ones. Risk-taking decisions—
what to do and what not to do, what to continue work on and what to abandon,
what products, markets, or technologies to pursue with energy and which ones to
ignore—are, in the reality of today’s business enterprise (especially the large one),
made every day by a host of people of subordinate rank, very often by people with-
out a traditional managerial title or position (e.g., research scientists, design engi-
neers, product planners, and tax accountants).

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

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

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

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

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

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

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

Most businesses have at least two customers. The rug and carpet industry has
both the contractor and the homeowner for its customers. Both have to buy if there
is to be a sale. The manufacturers of branded consumer goods always have two
customers at the very least: the housewife and the grocer. It does not do much
good to have the housewife eager to buy if the grocer does not stock the brand.
Conversely, it does not do much good to have the grocer display merchandise ad-
vantageously and give it shelf space if the housewife does not buy.
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It is also important to ask, “Where is the customer?” One of the secrets of
Sears’s success in the 1920s was the discovery that its old customer was now in a
different place: the farmer had become mobile and was beginning to buy in town.

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

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

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

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

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

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

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

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

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

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

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

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

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

Businesses that fail to ask this question are likely to miss their major opportu-
nity.

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

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

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

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

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

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

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

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

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

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

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

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

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

e Marketing

¢ Innovation

e Human Resources

¢ Financial Resources
e Physical Resources

e Productivity

e Social Responsibility

e Profit Requirements

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

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

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

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

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

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

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

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

MARKETING OBJECTIVES
Marketing and innovation are the foundation areas in objective setting. It is in
these two areas that a business obtains its results. It is performance and contribu-
tion in these areas for which a customer pays.
It is somewhat misleading to speak of # marketing objective. Marketing perfor-
mance requires a number of objectives:

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

e for abandonment of “yesterday” in product, services, and markets;
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e for new products and services for existing markets;
e for new markets;

e for the distributive organization;

e for service standards and service performance;

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

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

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

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

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

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

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

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

There is also well-founded resistance in the marketplace to dependence on one
dominant supplier. Whether it is the purchasing agent of a manufacturing com-
pany, the procurement officer in the Air Force, or the housewife, no one likes to be
at the mercy of the monopoly supplier.
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Finally, the dominant supplier in a rapidly expanding, especially a new, mar-
ket is likely to do less well than if he shared that market with one or two other
major and competing suppliers. This may seem paradoxical-—and most business-
men find it difficult to accept. But the fact is that a new market, especially a new
major market, tends to expand much more rapidly when there are several suppli-
ers rather than only one. It may be very flattering to a supplier’s ego to have 80
percent of a market. But if as a result of domination by a single source, the market
does not expand as it otherwise might, the supplier’s revenues and profits are
likely to be considerably lower than they would have been if two suppliers shared
a fast-expanding market. Eighty percent of 100 is considerably less than 50 per-
cent of 250. A new market that has only one supplier is likely to become static at
100. It will be limited by the imagination of the one supplier, who is likely to
always know what his product or service cannot or should not be used for. If there
are several suppliers, they are likely to uncover and promote markets and end-uses
the single supplier never dreams of. And the market might grow rapidly to 250.

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

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

THE INNOVATION OBJECTIVE
The innovation objective is the objective through which a company makes opera-
tional its definition of “what our business should be.”

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

The problem in setting innovation objectives is the difficulty of measuring the
relative impact and importance of various innovations. But how are we to deter-
mine what weighs more: a hundred minor but immediately applicable improve-
ments in packaging a product, or one fundamental chemical discovery that after
ten more years of hard work may change the character of the business altogether?
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A department store and a pharmaceutical company will answer this question dif-
ferently, but so may two different pharmaceutical companies.

RESOURCES OBJECTIVES
A group of objectives deals with the resources a business needs to be able to per-
form—with their supply, their utilization, and their productivity.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

BALANCING OBJECTIVES

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

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

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

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

FROM OBJECTIVES TO DOING
One final step remains: to convert objectives into doing. Action rather than knowl-
edge is the purpose of asking, “What 75 our business, what wi// it be, what should
it be?” and of thinking through objectives. The aim is to focus the energies and
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resources of the organization on the right results. The end products of business
analysis, therefore, are work programs and specific and concrete work assignments
with defined goals, with deadlines, and with clear accountability. Unless objectives
are converted into action, they are not objectives; they are dreams.

SUMMARY

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

We know only two things about the future:

e [t cannot be known.

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

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

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

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

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

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

¢ Finding and exploiting the time lag between the appearance of a discontinu-
ity in economy and society and its full impact—one might call this anticipa-
tion of a future that has already happened.
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e Imposing on the, as yet, unborn future a new idea that tries to give direction
and shape to what is to come. This one might call making the future happen.

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

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

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

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

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

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

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

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

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

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

One such change—well in progress throughout the entire industrial world—is
the materials revolution, which erases or blurs the lines that traditionally separated
different materials streams. Only a generation ago materials streams were separate
from beginning to end. Paper, for instance, was the main manufactured material
into which wood could be converted. Paper, in turn, had to be made from a tree.
The same situation held for other major materials—aluminum and petroleum,
steel and zinc. Most of the finished products coming out of these material streams
had specific and unique end-uses. In other words, most substances determined
end-uses, and most end-uses determined substances. Today, however, even the pro-
cess is no longer unique. The paper industry increasingly incorporates into their
processes techniques developed by the plastics manufacturers and converters; and
the textile industry increasingly adapts paper industry processes.
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Inside the business, also, there can usually be found clues to events that, while
basic and irreversible, have not yet had their full impact.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

CREATIVITY

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

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

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

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

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

However, the greatest lack of the manager is a touchstone of validity and prac-
ticality. An idea has to meet rigorous tests if it is to be capable of making the fu-
ture of a business.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

The idea behind long-range planning is that the question, “What should our
business be?” can and should be worked on and decided by itself, independent of
the thinking on “What 45 our business” and “What wi// it be?” There is some
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sense to this. It is necessary in strategic planning to start separvately with all three
questions: What 75 the business? What wi/l it be? What should it be? These are,
and should be, separate conceptual approaches. With respect to what the business
should be, the first assumption must be that it will be different.

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

Planning what 7s our business, planning what wi// it be, and planning what
should it be have to be integrated. What is short range and what is long range is
then decided by the fime span and futurity of the decision. Everything that is
planned becomes immediate work and commitment.

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

General Electric calls this work “strategic business planning.” The ultimate
objective of the activity is to identify the new and different businesses, technolo-
gies, and markets that the company should try to create long range. But the work
starts with the question, “What 7s our present business?” Indeed, it starts with the
questions, “Which of our present businesses should we abandon? Which should
we play down? Which should we push and supply new resources?”

WHAT STRATEGIC PLANNING IS NOT
It is important for the manager to know what strategic planning is 7oz:

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

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

Quantification is not planning. To be sure, one uses rigorous logical methods as
far as possible—if only to make sure that one does not deceive oneself. But some of
the most important questions in strategic planning can be phrased only in terms
such as “larger” or “smaller,” “sooner” or “later.” These terms cannot easily be ma-
nipulated by quantitative techniques. And some equally important areas—such as
those of political climate, social responsibilities, or human (including managerial)
resources—cannot be quantified at all. They can be handled only as restraints or
boundaries but not as factors in the equation itself.
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Strategic planning is not the application of scientific methods to business deci-
sion. It is the application of thought, analysis, imagination, and judgment. It is respon-
sibility, rather than rechnique.

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

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

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

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

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

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

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

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

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

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

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

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

Jeedback.

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

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

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

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

WHAT NEW THINGS DO WE HAVE TO DO—WHEN?
The next step in the planning process is to ask, “What new and different things do
we have to do, and when?”

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

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

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

Results that require a long gestation period will be obtained only if initiated
early enough. Hence, long-range planning requires knowledge of futurity: “What
do we have to do today if we want to be in some particular place in the future?
What will not get done at all if we do not commit resources to it today?”
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To repeat an oft-used illustration: If we know that it takes ninety-nine years to
grow Douglas firs in the Northwest to pulping size, planting seedlings today is the
only way we can provide for this pulp supply in ninety-nine years. Someone may
well develop a speeding-up hormone; but we cannot bank on it if we are using pulp
from Douglas firs to make paper. If paper plants depend on Douglas fir, planning
cannot confine itself to twenty years, but must consider ninety-nine years.

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

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

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

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

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

Work implies not only that somebody is supposed to do the job, but also ac-
countability, a deadline, and, finally, the measurement of resules—that is, feed-
back from results on the work and on the planning process itself.
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In strategic planning, measurements present very real problems, especially con-
ceptual ones. Yet precisely because what we measure and how we measure deter-
mine what will be considered relevant, and, thereby, determine not just what we
see, but what we—and others—do, measurements are all-important in the plan-
ning process. Above all, unless we build expectations into the planning deci-
sion—including a fair understanding of what are significant deviations both in
time and in scale—in such a way that we can find out early whether they are actu-
ally fulfilled or not, we cannot plan. We have no feedback, no way of self-control
from events back to the planning process.

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

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

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

tion now.
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Performance in
Service Institutions

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

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

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

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

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

mismanagement.

ARE SERVICE INSTITUTIONS MANAGED?

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

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

BUT ARE THEY MANAGEABLE?

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

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

And they can be managed for performance.

MANAGING PUBLIC-SERVICE INSTITUTIONS FOR PERFORMANCE
Different classes of service institutions need different structures. But all of them
need first to impose on themselves discipline of the kind imposed by leaders of the
institutions in the examples in the previous chapters.
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1. They need to define “what our business is and what it should be.” They need
to bring alternative definitions into the open and consider them carefully.
They should perhaps even work out some balance between the different and
conflicting definitions of mission (as did the presidents of the emerging
American universities—see later in this chapter).

2. They must derive clear objectives and goals from their definition of function

and mission.

3. They then must ser priorities that enable them to select targets, to set standards
of accomplishment and performance—that is, to define the minimum accept-
able results, to set deadlines, to go to work on results, and to make someone
accountable for results.

4. They must define measurements of performance—customer-satisfaction mea-
surements for the performance of Medicare services, or the number of house-
holds supplied with electric power (a quantity much easier to measure).

5. They must use these measurements to feed back on their efforts. That is,
they must build se/f-control by results into their system.

6. Finally, they need an organized review of objectives and results, to weed out
those objectives that no longer serve a purpose or have proven unattainable.
They need to identify unsatisfactory performance and activities that are
outdated or unproductive, or both. And they need a mechanism for drop-
ping such activities rather than wasting money and human energies where
the results are poor.

The last requirement may be the most important one. Without a market test, the
service institution lacks the built-in discipline that forces a business eventually to
abandon yesterday—or else go bankrupt. Assessing and abandoning low-perfor-
mance activities in service institutions, outside and inside business, would be the
most painful but also the most beneficial improvement.

As the examples have shown, no success is “forever.” Yet it is even more difficule
to abandon yesterday’s success than it is to reappraise a failure. A once-successful
project gains an air of success that outlasts the project’s real usefulness and disguises
its failings. In a service institution particularly, yesterday’s success becomes “policy,”
“virtue,” “conviction,” if not holy writ. The institution must impose on itself the
discipline of thinking through its mission, its objectives, and its priorities, and of
building in feedback control from results and performance on policies, priorities,
and action. Otherwise, it will gradually become less and less effective. We are in
such a welfare mess today in the United States largely because the welfare program
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of the 1930s was such a success. We could not abandon it and, instead, misapplied
it to the radically different problem of the inner-city poor.

To make service institutions perform, it should by now be clear, does not re-
quire great leaders. It requires a system. The essentials of this system are not too
different from the essentials of performance in a business enterprise, but the ap-
plication will be quite different. The service institutions are not businesses; perfor-
mance means something quite different in them.

The applications of the essentials differ greatly for different service institu-
tions. As our later examples will show, there are a least three different kinds of ser-
vice institutions—institutions that are not paid for performance and results, but for
efforts and programs.

THE THREE KINDS OF SERVICE INSTITUTIONS
There is first the natural monopoly. It produces economic goods and services, or at
least, it is supposed to. Yet it cannot be paid for out of results and performance
precisely because it is a monopoly.

The economist defines as natural monopolies those businesses that must have
exclusive rights in a given area—the electric power or water utility service. But the
research laboratory of a chemical company may also be a natural monopoly within
its business.

Lilienthal and the TVA

The Tennessee Valley Authority, the public utility and public works complex in the
south central United States built mainly in New Deal days, today is no longer con-
troversial.” It is just another large power company, but one owned by the government
rather than by private investors. But in its early days, seventy-five years ago, the TVA
was more: it was a slogan, a battle cry, a symbol. Some, friends and enemies alike,
saw government ownership of the TVA as the opening wedge for the nationalization
of electric energy in the United States. Others saw it as a boon to the Tennessee Val-
ley region, providing cheap power and free fertilizer to a largely agricultural area.
Others, still, were primarily interested in flood control and navigation. There was
such a conflict in expectations that TVA’s first head, Arthur Morgan, floundered
completely. Unable to think through what the business of the TVA should be and
how varying objectives might be balanced, he accomplished nothing. Finally, Presi-
dent Franklin Roosevelt replaced him with an almost totally unknown young law-
yer with little previous experience as an administrator, David Lilienthal.

* The TVA is now (2007) the nation’s largest public power company, with 33,000 megawatts of dependable
generating capacity. Through 158 locally and publicly-owned distributors, TVA provides power to about
8.7 million residents of the Tennessee Valley and is self-financed: http://www.tva.gov/abouttva/index.htm.
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Lilienthal faced up to the need to define TVA’s business. He concluded that the
first objective was to build truly efficient electric plants and to supply an energy-
starved region with plentiful and cheap power. All the rest, he decided, hinged on
attaining this first need. Today TVA has accomplished many other objectives as
well: flood control, navigable waterways, fertilizer production, and even balanced
community development. But it was Lilienthal’s insistence on a clear definition of
TVA’s business and on setting priorities that explains why TVA is now taken for
granted, even by those who, forty years ago, were its enemies.

The next group of service institutions are those that have to be paid for out of a
budget allocation. While all of these share a common character, their individual
purpose and the specific way in which they try to accomplish it need not be uni-
form. Their priorities can—and indeed often should—Dbe quite diverse.

The American university is one example.

The American University

The building of the modern American university from 1860 to World War I also
illustrates how service institutions can be made to perform. The American univer-
sity as it emerged during that period is primarily the work of a small number of
men: Andrew W. White (president of Cornell University, 1868—1885); Charles W.
Eliot (president of Harvard University, 1869-1909); Daniel Coit Gilman (presi-
dent of Johns Hopkins University, 1876—-1901); David Starr Jordan (president of
Stanford University, 1891-1913); William Rainey Harper (president of the Uni-
versity of Chicago, 1892-1904); and Nicholas Murray Butler (president of Colum-
bia University, 1902-1945).

These men all had one basic insight in common: the traditional college—es-
sentially an eighteenth-century seminary to train preachers—had become totally
obsolete, sterile, and unproductive.

It was dying fast; America in 1860 had far fewer college students than it had
had forty years earlier with a much smaller population. The men who built the
new universities shared a common objective: to create a new institution, a true
university. They all realized, however, that while European universities had much
to offer as examples, these new universities had to be American institutions.

Beyond these shared beliefs, though, they differed sharply on what a university
should be and what its purpose and mission were.

Eliot, at Harvard, saw the purpose of the university as educating a leadership
group with a distinct style. His Harvard was to be a national institution rather
than the preserve of the “proper Bostonian,” for whom Harvard College had been
founded. But its function was also to restore to New England the leadership of a
moral elite, such as had been held by the Federalist leaders in the early days of the
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Republic. Butler at Columbia—and to a lesser degree, Harper at Chicago—saw
the function of the university as the systematic application of rational thought and
analysis to the basic problems of a modern society—education, economics, govern-
ment, and foreign affairs. Gilman at Johns Hopkins saw the university as the
producer of advanced knowledge. Originally Johns Hopkins was to confine itself
to advanced research and was to give no undergraduate instruction. White at Cor-
nell aimed at producing an educated public, and so on.

Each of these men knew that he had to make compromises. Each knew that he
had to satisfy a number of constituencies and publics, each of whom saw the uni-
versity differently. Eliot and Butler, for instance, had to build their new universi-
ties on existing, old foundations without alienating existing alumni and existing
faculty. The others could build from the ground up. They all had to be exceed-
ingly conscious of the need to attract and hold financial support.

It was Eliot, with all his insistence on “moral leadership,” who invented the first
placement office and set out to find for Harvard graduates well-paid jobs, espe-
cially in business. Butler, conscious that Columbia was a latecomer and that the
millionaire philanthropists of his day had already been snared by his competitors,
invented the first public relations office in a university. It was designed—and most
successfully—to reach the merely well-to-do and get their money.

Each of these men gave priority to his definition of the university’s purpose and
mission. These definitions did not outlive the founders. Even during the lifetimes of
Eliot and Butler, for instance, their institutions escaped their control, began to dif-
fuse objectives and to confuse priorities. In the twentieth century all these univer-
sities—and many others like the University of California and other major state
universities—have converged toward a common type.

Today it is hard to tell one “multiversity” from another. Yet the imprint of the
founders has still not been totally erased. It is hardly an accident that Roosevelt’s
New Deal chose primarily faculty members from Columbia and Chicago as high-
level advisers and policy makers. The New Deal, like these universities, was com-
mitted to the application of rational thought and analysis to public policies and
problems. Thirty years later when the Kennedy administration came in with an
underlying belief in the style of an elite, it naturally turned to Harvard. The
original clear commitment to purpose and to mission that made these institutions effec-
tive is still visible—though only faintly—in their faculty and graduates.

Each of the six university presidents was concerned with higher education. Each
was out to build a university on the ruins of the old, decayed eighteenth-century
seminary. They all saw alternative missions and functions. Each tried to structure
his university to give different emphasis among these alternatives of “what our
business is or should be,” and each set different priorities. They knowingly and
deliberately built competing institutions with the same structure: trustees, an ad-
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ministration, faculty and students, and similar courses leading to the same
degrees.

Finally, the third kind of service institution is the service institution in which
means are as important as ends and which, therefore, must be structured and
operated uniformly. In this class belongs the administration of justice and de-
fense.

THE INSTITUTIONS’ SPECIFIC NEED
What does each of these institutions need?

The natural monopoly needs the least structure. Even though it is not directly
paid for results, it is close to them. It just needs to do what any business should be
doing anyhow, but to do it more systematically.

This, incidentally, is a strong argument in favor of keeping natural monopo-
lies under public regulation rather than under public ownership. An unregu-
lated natural monopoly will inevitably exploit, in addition to being ineffective
and inefficient. A government-owned monopoly may not exploit, but the cus-
tomer has no redress against inefficiency, poor service, high rates, and disregard
of his or her needs. An independently managed monopoly under public regula-
tion is likely to be far more responsive to customer dissatisfactions and consumer
needs than either the unregulated private or the government-owned monopoly.
The regulated but independently managed monopoly stays in touch with its
performance through the regulatory agencies. By their control of rates and prof-
its, these agencies express, at least in theory, public opinion on the performance
of the monopoly.

In the late 1960s, the operating efficiency of the American telephone system
declined in some areas, notably New York City, and waiting periods for service or
for repair grew from days to weeks or months. Customers could and did take effec-
tive action. They began immediately to oppose requests from the telephone com-
pany for rate increases—and a more effective means of disciplining a monopoly is
hard to imagine. The American telephone system has now been deregulated and is
subject to intense market competition.

The French telephone customer, on the other hand, who enjoys about the worst
telephone service in any developed country, can only grumble. Telephone service
there is a government-owned monopoly, against which the consumer is powerless.

In addition, government regulatory agencies can provide the means for build-
ing into the structure of monopolies the self-discipline that leads to systematic
performance.

With respect to the monopoly that the research laboratory represents in a busi-
ness, top management can and should demand the discipline of thinking through



138 PERFORMANCE IN SERVICE INSTITUTIONS

objectives, setting goals and priorities, measuring performance, and sloughing off
the unproductive. This is the only way to make the monopoly research laboratory
productive and responsive to the company’s needs.

One of the most effective research managers—himself a scientist of world re-
nown—mabkes it his practice to ask, “What have you in this research lab contrib-
uted to the company’s vision, knowledge, and results during the last three to five
years?” And then he asks, “What do you expect to contribute to the company’s
vision, knowledge, and results during the next five years?” He reports that he
never gets an answer the first time he asks the question. But after asking the ques-
tion for a few years, he begins to get answers; and a few years later, he even gets
research results.

SOCIALIST COMPETITION IN THE SERVICE SECTOR
The second kind of service institution is exemplified by schools, universities, and
hospitals. Most of the service staffs within business organizations belong here too.
Service institutions of the second kind are characteristic of a developed society.

Monopolies and institutions of government—the service institutions of the first
and third categories—dominate undeveloped societies. But the service institution
of the second category becomes central in the process of economic and social devel-
opment. Its performance is crucial to modern developed society. And in developed
societies, or developed businesses, it is this service institution that most closely
touches the daily life of the citizen—or of the manager.

Customers of this kind of service institution are not really customers. They are
more like taxpayers. They pay for the service institution whether they want to or
not, out of taxes, levies such as compulsory insurance, or overhead allocations. The
products of these institutions do not supply a want. They supply a need. School,
hospital, and the typical service staff in business supply what everybody should
have, ought to have, must have, because it is “good for them,” or good for society.

We talk of the “right of every child to an education” and of the “right of every
citizen to decent health care.” Yet we already have compulsory education and are
well on the way toward compulsory health care.

And when the focus shifts to preventive medicine for large numbers of people,
as is likely to happen soon, we will demand that everybody avail themselves of
health care facilities. In other words, we will make health care compulsory.

Utilization of the service staff is compulsory in many businesses. The market-
ing managers in the divisions of a decentralized company are not asked, as a rule,
whether they want to attend the marketing seminars put on by the central market-
ing staff. They are told to come.

Service institutions of this second type need a system like Oskar Lange’s socialist
competition. The objective—the overall mission—must be general for this kind of
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service institution. There must be minimum standards of performance and results.
But for the sake of performance, it is highly desirable that these institutions have
managerial autonomy and not be run by government even if they are supervised
and regulated by it. There should also be a fair amount of consumer choice between
different ways of accomplishing the basic mission, between different priorities and
different methods.” There should be enough competition for these institutions to
hold themselves to performance standards.

We talk about and experiment in the United States with a voucher system for
elementary and high school education under which the government pays to what-
ever accredited school the child attends an amount equal to the cost of teaching a
child in the public schools. No matter how much latitude schools are given under
such a voucher plan, surely no school is considered accredited under it unless it
promises to teach at least the basic skills, such as reading, writing, and arithmetic.
We may leave it up to the school what method it uses—there is room for the tra-
ditional classroom and for the open classroom, or some combination of both—but
fundamental goals and minimum standards are, and should be, insisted upon.
There is no choice as to whether children of school age go to school or not—they
will go whether they and their parents like it or not—but parents or child will
exercise the consumer’s option in choosing which school to attend. (On additional
options for elementary and secondary education, see chapter 14.)

The same approach is already being applied to service staffs in major businesses.
One large multinational company, primarily producing and selling branded con-
sumer goods, defines its business as “marketing.” With such a definition, one would
expect to find a large marketing services staff in the company. But the staff is re-
markably small. The marketing services staff has a small budget that pays for such
activities as training the marketing services personnel, research in the marketing
field, the library, and so on, but not for marketing services to the company’s busi-
nesses. Every one of the forty to fifty decentralized and autonomously managed
businesses of the company located in more than thirty countries is held responsible
for its marketing performance and marketing results. To help their businesses reach
these results, the local general managers may use the marketing services staff, but
they are under no compulsion to do so. They are entitled to use outside consultants
of their choice, or they may act as their own marketing consultants. Only if a man-
ager does use the marketing services staff does his or her unit pay for marketing

* Lange’s model provides for public ownership of the means of production, thus eliminating the capitalist.
But it also provides for autonomous businesses, under their own managements, competing in a market
economy and getting paid for results. What Lange said, in other words, is that socialist doctrine demands
that ownership be socialized. But the allocation of resources has to be done by performance and results,
that is, on the basis of the market test, if an economy is to allocate its resources rationally and be capable
of performance.
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services. The marketing staff, however, evaluates the marketing standards and mar-
keting performance of every unit. When last heard of, eighteen or twenty of the
divisional and territorial managers of the company used the marketing services
staff. Eleven or twelve used outside consultants. Another dozen used no service staff
inside or outside the company. The marketing results of these managers show no
correlation to their methods. Among the best and among the poorest performers are
divisions that use the company’s marketing staff, divisions that use outside consul-
tants, and divisions that do not use any marketing staff at all. Even the poor per-
formers in this company have high standards and good marketing results. And the
marketing services staff is among the best I know, in its effectiveness, in its perfor-

mance, and in its spirit and enthusiasm.

THE INSTITUTIONS OF GOVERNANCE
Service institutions of the third category are, by and large, the traditional govern-
ment activities—the administration of justice and defense, and all the activities
concerned with policy making. These institutions do not provide public goods in
the economist’s sense of the term; they govern.

Here managerial autonomy is not possible. Competition, if possible at all,
would be most undesirable. These institutions have to be under direct government
control and directly government operated, yet their activities require the discipline
of objectives, priorities, and measurement of results.

Such institutions require, therefore, an organized, independent review of their
promises, the assumptions on which they base themselves, and their performance.
There is no way of building feedback from results into these institutions. The only
discipline, therefore, to which they can be subjected, is analysis and review.

Now that service institutions have become so central, so important, and so
costly, we need an auditor-general of objectives and performance. We need to force
ourselves to look at proposed government policies, laws, and programs—but also
at the policies, programs, and activities of service staffs—and ask, “Are the objec-
tives realistic? Are they attainable or just slogans? How do they relate to the needs
they are supposed to satisfy? Have the right targets been set? Have priorities been
thought through? And do results relate to promises and expectations?”

We need to go further and accept as a basic premise that every governmental
agency and every act of the legislature is to be considered impermanent. A new activ-
ity, a new agency, a new program, should be enacted for a specific time, to be extended
only if the results prove the soundness of the objective and of the means chosen. Out-
side of government, in other service institutions—including those that should be au-
tonomous even though public (school or hospital, e.g.)—this way of thinking will
also have to become standard. Society is becoming too dependent on the performance
and results of service institutions to tolerate the traditional system forever.
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Failure to drop nonperforming programs accounts for many of our worst prob-
lems. It underlies the failure of the U.S. and the Common Market farm programs;
it underlies the “welfare mess” that continues to threaten and destroy our cities;
and it underlies the frustration with our international development programs.

Without feedback from results, our efforts to protect the environment are un-
likely to succeed. Results are badly needed, but so far we have neither thought
through what we are after nor set priorities. Nor have we organized a feedback
from results on the direction, the priorities, and the efforts of the environmental
crusade. Predictably, this can only mean no results and rapid disenchantment.

What the service institutions need is not to be more businesslike. They need to
be subjected to performance tests—if only to that of “socialist competition”—as
much as possible. They need to be more hospital-like, university-like, government-like,
church-like, and so on. In other words, they need to think through their own spe-
cific functions, purposes, and missions.

What the service institutions need is not better people. They need people who
do the management job systematically and who focus themselves and their institu-
tion purposefully on performance and results. They do need efficiency—that is,
control of costs—but above all, they need effectiveness—emphasis on the right
results.

Few service institutions today suffer from having too few administrators. Most
of them are overadministered and suffer from a surplus of procedures, organization
charts, and management techniques. What we have to learn is to manage service
institutions for performance. This may well be the most important management
task of the twenty-first century.

SUMMARY
To make service institutions and service staffs perform does not require genius. It
requires, first, clear objectives and goals. Next, it demands priorities on which
resources can be concentrated. It requires, further, clear measurements of accom-
plishment. And finally, it demands organized abandonment of the obsolete. And
these four requirements are just as important for the service staff of a business as
for the service institution in society.
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What Successful and
Performing Nonprofits Are
Teaching Business

The Girl Scouts, the Red Cross, the pastoral churches—nonprofit organizations—
are becoming America’s management leaders. In two areas, strategy and the effec-
tiveness of the board, they are practicing what most American businesses only
preach. And in the most crucial area—the motivation and productivity of knowl-
edge workers—they are truly pioneers, working out the policies and practices that
business will have to learn tomorrow.

Few people are aware that the nonprofit sector is by far America’s largest em-
ployer.” Approximately 80 million plus people work as volunteers, each giving on
average nearly five hours a week to one or several nonprofit organizations. This is
equal to 10 million full-time jobs. And volunteer work is changing fast. To be
sure, what many do requires little skill or judgment: collecting in the neighbor-
hood for the Community Chest one Saturday afternoon a year, chaperoning young-
sters selling Girl Scout cookies door-to-door, driving old people to the doctor. But
more and more volunteers are becoming “unpaid staff,” taking over the profes-
sional and managerial tasks in their organizations.

Not all nonprofits have been doing well, of course (on the management chal-
lenges for many nonprofit institutions, see chapter 12). A good many community

* Approximately one-hundred nonprofit organizations are created every day and foundations are being
formed at the rate of approximately 3,000 each year in the United States. Volunteerism in America re-
cently hit a 30-year high; with 27 percent of Americans claiming that they volunteer on a regular basis.
Charitable giving has hit approximately $300 billion, up from $120 billion a few years ago. Source: “Cre-
ating the Future of Nonprofits: Opportunity and Innovation in the Social Sector,” Keynote address by
Thomas Tierney at a conference sponsored by the Drucker Institute and Leader to Leader Institute, No-
vember 19, 2007, New York City. Thomas Tierney is chairman of the Bridgespan Group, a nonprofit orga-
nization designed to provide general management consulting services to foundations and other nonprofits.
Tierney is the former CEO of Bain & Co.



What Successful and Performing Nonprofits Are Teaching Business 143

hospitals are in dire straits. Traditional churches and synagogues of all persua-
sions—1liberal, conservative, evangelical, fundamentalist—are still steadily losing
members. Indeed, the sector overall has not expanded in the last twenty or twenty-
five years, either, in terms of the number of volunteers. Yet in its productivity, in
the scope of its work, and in its contribution to American society, the nonprofit
sector has grown tremendously in the last three decades.

A COMMITMENT TO MANAGEMENT
The Salvation Army Correctional Services is the largest provider of misdemeanor
probation services in Florida, meeting judicial and county government needs since
1975."

People convicted to their first prison term in Florida, mostly very poor black or
Hispanic youths, are now paroled into the Salvation Army’s custody—approxi-
mately 25,000 each year. Statistics show that if these young men and women go to
jail, the majority will become habitual criminals. But the Salvation Army has been
able to rehabilitate 80 percent of them through a strict work program run largely
by volunteers! And the program costs a fraction of what it would to keep the of-
fenders behind bars.

Underlying this program and many other effective nonprofit endeavors is a com-
mitment to professional management. Twenty years ago, “management” was a dirty
word for those involved in nonprofit organizations. It meant business, and nonprofits
prided themselves on being free of the taint of commercialism and above such sor-
did considerations as the bottom line. Now most of them have learned that nonprof-
its need management even more than business does, precisely because they lack the
discipline of the bottom line. The nonprofits are, of course, still dedicated to “doing
good.” But the most effective ones realize that good intentions are no substitute for
organization and leadership, for accountability, performance, and results. Those re-
quire management, and that, in turn, begins with the organization’s mission.

Starting with the mission and its requirements may be the first lesson business
can learn from successful nonprofiss. It focuses the organization on action. It defines
the specific strategies needed to attain the crucial goals. It creates a disciplined
organization. It alone can prevent the most common degenerative disease of orga-
nizations, especially large ones: splintering their always limited resources on things
that are interesting or look profitable rather than concentrating them on a very small
number of productive efforts.

# Sourced July 25, 2007, at http://www.cbsnews.com/stories/2007/01/30/national/printable2412890
.shtml

+ See Robert A. Watson & Ben Brown, Leadership Secrets of The Salvation Army (New York: Crown Busi-
ness, 2001) pp. 153-154.
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The best nonprofits devote a great deal of thought to defining their organiza-
tion’s mission. They avoid sweeping statements full of good intentions and, in-
stead, focus on objectives that have clear-cut implications for the work their
members perform—staff and volunteers both. For example: The Salvation Army’s
mission is “fo turn society’s rejects—alcoholics, criminals, derelicts—into citizens.” “The
Girl Scouts help youngsters become confident, capable young women who respect themselves
and other people.

[flora.” Successful nonprofits also start with the environment, the community, the

»

The Nature Conservancy preserves the diversity of nature’s fauna and

customers to be; they do not, as American businesses often do, start with the in-
side—that is, with the organization or with financial returns.

Willow Creek Community Church in South Barrington, Illinois, outside Chi-
cago, has become one of the nation’s largest churches, approximately 15,000 in
weekly attendance in 2007. Bill Hybels, in his early twenties when he founded the
church in 1970, chose the community because it had relatively few churchgoers,
though the population was growing fast and churches were plentiful. He went from
door to door asking, “Why don’t you go to church?” Then he designed a church to
answer the potential customers’ needs: for instance, it offers full services on Wednes-
day evenings because many working parents need Sunday to spend with their chil-
dren. Moreover, Hybels continues to listen and react. The pastor’s sermon is taped
while it is being delivered and instantly reproduced so that parishioners can pick up
a cassette when they leave the building, because he was told again and again, “I
need to listen when I drive home or drive to work so that I can build the message
into my life.” But he was also told, “The sermon always tells me to change my life
but never how to do it.” So now every one of Hybels’s sermons ends with specific
action recommendations.

A well-defined mission serves as a constant reminder of the need to look outside
the organization not only for “customers” but also for measures of success. The temp-
tation to content oneself with the “goodness of our cause”—and thus to substitute
good intentions for results always exists in nonprofit organizations. It is precisely
because of this that the successful and performing nonprofits have learned to define
clearly what changes outside the organization constitute “results” and to focus on then.

The experience of one large Catholic hospital chain in the Southwest shows how
productive a clear sense of mission and a focus on results can be. Despite the sharp
cuts in Medicare payments and hospital stays during the previous eight years, this
chain increased revenues by 15 percent (thereby managing to break even) while
greatly expanding its services and raising both patient care and medical standards. It
has done so because the nun who was its CEO understood that she and her staff are in
the business of delivering health care (especially to the poor), not running hospitals.

As a result, when health-care delivery began moving out of hospitals, for medical
rather than economic reasons, the chain promoted the trend instead of fighting it. It
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founded ambulatory surgery centers, rehabilitation centers, X-ray and lab networks,
HMOs, and so on. The chain’s motto was: “If it’s in the patient’s interest, we have to
promote it; it’s then our job to make it pay.” Paradoxically, the policy has filled the
chain’s hospitals; the freestanding facilities are so popular they generate a steady
stream of referrals.

This is, of course, not so different from the marketing strategy of successful
Japanese companies. But it is very different indeed from the way most Western
businesses think and operate. And the difference is that the Catholic nuns—and
the Japanese—start with the mission rather than with their own rewards, and
with what they have to make happen outside themselves, in the marketplace, to
deserve a reward.

Finally, a cleatly defined mission will foster innovative ideas and help others
understand why they need to be implemented—however much the ideas fly in the
face of tradition. To illustrate, consider the Daisy Scouts, a program for five-year-
olds that the Girl Scouts initiated a few years back. For ninety years, first grade had
been the minimum age for entry into a Brownie troop, and many Girl Scout coun-
cils wanted to keep it that way. Others, however, looked at demographics and saw
the growing number of working women with “latchkey” kids. They also looked at
the children and realized that they were far more sophisticated than their predeces-
sors a generation ago (largely thanks to TV).

Today the Daisy Scouts are 100,000 strong and growing fast. It is by far the most
successful of the many programs for preschoolers that have been started these last
twenty years, and far more successful than any of the very expensive government
programs. Moreover, it is so far the only program that has seen these critical demo-
graphic changes and children’s exposure to long hours of TV viewing as an opportunity.

EFFECTIVE USE OF THE BOARD
Many nonprofits now have what is still the exception in business—a functioning
board. They also have something even rarer: a CEO who is clearly accountable to
the board and whose performance is reviewed annually by a board committee. And
they have what is rarer still: a board whose performance is reviewed annually
against preset performance objectives. Effective use of the board is thus a second
area in which business can learn from the nonprofit sector.

In U.S. law, the board of directors is still considered the “managing” organ of
the corporation. Management authors and scholars agree that strong boards are
essential and have been writing to that effect for more than thirty-five years, be-
ginning with Myles Mace’s pioneering work.” Nevertheless, the top managements

* Myles Mace, “The President and the Board of Directors,” Harvard Business Review (March—April
1972) p. 37.
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of our large companies have been whittling away at the directors’ role, power, and
independence for more than half a century. In every single business failure of a
large company in the last few decades, the board was the last to realize that things
were going wrong. To find a truly effective board, you are much better advised to
look in the nonprofit sector than in our public corporations.

In part, this difference is a product of history. Traditionally, the board has
run the shop in nonprofit organizations—or tried to. In fact, it is only because
nonprofits have grown too big and complex to be run by part-time outsiders,
meeting for three hours a month, that so many have shifted to professional man-
agement. The American Red Cross is probably the largest nongovernmental
agency in the world and certainly one of the most complex. It is responsible for
worldwide disaster relief; it runs thousands of blood banks as well as the bone
and skin banks in hospitals; it conducts training in cardiac and respiratory res-
cue nationwide; and it gives first-aid courses in thousands of schools. Yet it did
not have a paid chief executive until 1950, and its first professional CEO came
only with the Reagan era.

But however common professional management becomes—and professional
CEOs are now found in most nonprofits and all the bigger ones—nonprofit boards
cannot, as a rule, be rendered impotent the way so many business boards have been.
No matter how much nonprofit CEOs would welcome it—and quite a few surely
would—nonprofit boards cannot become their rubber stamp. Money is one reason.
Few directors in publicly held corporations are substantial shareholders, whereas
directors on nonprofit boards very often contribute large sums themselves, and are
expected to bring in donors as well. But also, nonprofit directors tend to have a
personal commitment to the organization’s cause. Few people sit on a church vestry
or on a schoolboard unless they deeply care about religion or education. Moreover,
nonprofit board members typically have served as volunteers themselves for a good
many years and are deeply knowledgeable about the organization, unlike outside
directors in a business.

Precisely because the nonprofit board is so committed and active, its relation-
ship with the CEO tends to be highly contentious and full of potential for friction.
Nonprofit CEOs complain that their board “meddles.” The directors, in turn,
complain that management “usurps” the board’s function. This has forced an in-
creasing number of nonprofits to realize that neither board nor CEO is “the boss.”
They are colleagues, working for the same goal, but each having a different task.
And they have learned that it is the CEO’s responsibility to define the tasks of
each, the board’s and his or her own.

The key to making a board effective, as this example suggests, is not to talk
about its function but to organize its work. More and more nonprofits are doing
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just that, currently among them half a dozen fair-sized liberal arts colleges, a lead-
ing theological seminary, and some large research hospitals and museums.

The weakening of the large corporation’s board would, many of us predicted
(beginning with Myles Mace), weaken management rather than strengthen it. It
would diffuse management’s accountability for performance and results; and in-
deed, it is the rare big-company board that reviews the CEO’s performance against
preset business objectives. Weakening the board would also deprive top manage-
ment of effective and credible support if it were attacked. These predictions have
been borne out amply in the recent rash of takeovers.

To restore management’s ability to manage, we will have to make boards effective
again—and that should be considered a responsibility of the CEO. A few first steps
have been taken. The audit committee in most public companies now has a real rather
than a make-believe job responsibility. A number of companies have a small board
committee on succession and executive development, which regularly meets with se-
nior executives to discuss their performance and their plans. But few companies do
what the larger nonprofits now do routinely: put a new board member through sys-

tematic training.

TO OFFER MEANINGFUL ACHIEVEMENT

Nonprofits used to say, “We don’t pay volunteers, so we cannot make demands
upon them.” Now they are more likely to say, “Volunteers must get far greater
satisfaction from their accomplishments and make a greater contribution precisely
because they do not get a paycheck.” The steady transformation of the volunteer
from well-meaning amateur to trained, professional, unpaid staff member is the
most significant development in the nonprofit sector—as well as the one with the
most far-reaching implications for tomorrow’s businesses.

A midwestern Catholic diocese may have come furthest in this process. It now
has fewer than half the priests and nuns it had only fifteen years ago. Yet it has
greatly expanded its activities—in some cases, such as help for the homeless and
for drug abusers, more than doubling them. It still has many traditional volun-
teers like the Altar Guild members who arrange flowers. But now it is also being
served by some 2,000 part-time unpaid staff that run the Catholic charities, per-
form administrative jobs in parochial schools, and organize youth activities, col-
lege Newman Clubs, and even some retreats.

This development is by no means confined to religious organizations. The Amer-
ican Heart Association has chapters in every city of any size throughout the country.
Yet its paid staff is limited to those at national headquarters, with just a few travel-
ing troubleshooters serving the field. Volunteers manage and staff the chapters, with
full responsibility for community health education as well as fund-raising.
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These changes are, in part, a response to need. With close to half the adule
population already serving as volunteers, their overall number is unlikely to
grow. And with money always in short supply, the nonprofits cannot add paid
staff. If they want to add to their activities—and needs are growing—they have
to make volunteers more productive, have to give them more work and more
responsibility. But the need for productivity aside, the major impetus for the
change in the volunteer’s role has actually come from the volunteers themselves.

More and more volunteers are educated people in managerial or professional
jobs—some retirement men and women in their sixties, even more baby boomers
who are reaching their mid-fifties. These people are not satisfied with being help-
ers. They are knowledge workers in the jobs in which they earn their living, and
they want to be knowledge workers in the jobs in which they contribute to soci-
ety—that is, their volunteer work. If nonprofit organizations want to attract and
hold them, they have to put their competence and knowledge to work. They have
to offer meaningful achievement.

TRAINING, TRAINING, TRAINING

Many nonprofits systematically recruit for such people. Seasoned volunteers are
assigned to scan the newcomers—the new member in a church or synagogue, the
neighbor who collects for the Red Cross—to find those with leadership talent and
persuade them to try themselves in more demanding assignments. Then senior
staff (either a full-timer on the payroll or a seasoned volunteer) interviews the new-
comers to assess their strengths and place them accordingly. Volunteers may also
be assigned both a mentor and a supervisor with whom they work out their perfor-
mance goals. These advisers are two different people, as a rule, and both, ordinar-
ily, volunteers themselves.

The Girl Scouts, which employs 986,000 volunteers and only 6,000 paid staff
for 3.7 million girl members, works this way." A volunteer typically starts by
driving youngsters once a week to a meeting. Then a more seasoned volunteer
draws her into other work—accompanying Girl Scouts selling cookies door-to-
door, assisting a Brownie leader on a camping trip. Out of this step-by-step
process evolve the volunteer boards of the local councils and, eventually, the Girl
Scouts governing organ, the national board. Each step, even the very first, has its

* “Girl Scout national headquarters is located in New York City, with over 400 employees dedicated to
supporting the Girl Scout Movement. In partnership with more than 300 local Girl Scout councils or of-
fices, 236,000 troops/groups, 986,000 adult volunteers, our National Board of Directors, and countless
corporate, government, and individual supporters, Girl Scouts is helping today’s girls become tomorrow’s
leaders.” Sourced July 25, 2007, at http://www.girlscouts.org/who_we_are/.
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own compulsory training program, usually conducted by a woman who is herself
a volunteer. Each has specific performance standards and performance goals.

What do these unpaid staff people themselves demand? What makes them
stay?—and, of course, they can leave at any time. Their first and most important
demand is that the nonprofit have a clear mission, one that drives everything the
organization does. A senior vice president in a large regional bank has two small
children. Yet she just took over as chair of the state chapter of Nature Conservancy,
which finds, buys, and manages endangered natural ecologies. “I love my job,” she
said, when I asked her why she took on such heavy additional work, “and of course
the bank has a creed. But it doesn’t really know what it contributes. At Nature
Conservancy, I know what I am here for.”

The second thing this new breed requires, indeed demands, is training, train-
ing, and more training. And, in turn, the most effective way to motivate and hold
veterans is to recognize their expertise and use them to train newcomers. Then,
these knowledge workers demand responsibility—above all, for thinking through
and setting their own performance goals. They expect to be consulted and to par-
ticipate in making decisions that affect their work and the work of the organiza-
tion as a whole. And they expect opportunities for advancement, that is, a chance
to take on more demanding assignments and more responsibility as their perfor-
mance warrants. That is why a good many nonprofits have developed career lad-
ders for their volunteers.

Supporting all this activity is accountability. Many of today’s knowledge-worker
volunteers insist on having their performance reviewed against preset objectives at
least once a year. And increasingly, they expect their organizations to remove non-
performers by moving them to other assignments that better fit their capacities or
by counseling them to leave. “It’s worse than the Marine Corps boot camp,” says
the priest in charge of volunteers in the midwestern diocese, “but we have 400
people on the waiting list.” One large and growing midwestern art museum re-
quires of its volunteers—board members, fund-raisers, docents, and the people
who edit the museum’s newsletter—that they set their goals each year, appraise
themselves against these goals each year, and resign when they fail to meet their
goals two years in a row. So does a fair-sized Jewish organization working on col-
lege campuses.

These volunteer professionals are still a minority, but a significant one—per-
haps a tenth of the total volunteer population. And they are growing in numbers
and, more important, in their impact on the nonprofit sector. Increasingly, non-
profits say what one minister in a large pastoral church says, “There is no laity in
this church; there are only pastors, a few paid, most unpaid.”
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A WARNING TO BUSINESS

This move from nonprofit volunteer to unpaid professional may be the most impor-
tant development in American society today. We hear a great deal about the decay
and dissolution of family and community and about the loss of values. And, of
course, there is reason for concern. But the nonprofits are generating a powerful
countercurrent. They are forging new bonds of community, a new commitment to ac-
tive citizenship, to social responsibility, to values. And surely what the nonprofit
contributes to the volunteer is as important as what the volunteer contributes to the
nonprofit. Indeed, it may be fully as important as the service—whether religious,
educational, or welfare related—that the nonprofit provides in the community.

This development also carries a clear lesson for business. Managing the knowl-
edge worker for productivity is the challenge ahead for American management. The
nonprofits are showing us how to do that. It requires a clear mission, careful place-
ment, continuous learning and teaching, management by objectives and self-control,
high demands but corresponding responsibility, and accountability for performance
and results (on increasing the productivity of knowledge workers, see chapter 19).

There is also, however, a clear warning to American business in this transfor-
mation of volunteer work. The students in the program for senior and middle-
level executives in which I taught worked in a wide diversity of businesses:
banks and insurance companies, large retail chains, aerospace and computer
companies, real estate developers, and many others. But most of them also
served as volunteers in nonprofits—in a church, on the board of the college they
graduated from, as scout leaders, with the YMCA or the Community Chest or
the local symphony orchestra. When I asked them why they did it, far too many
gave roughly the same answer: “Because in my job there isn’t much challenge,
not enough achievement, not enough responsibility; and there is no mission,
there is only expediency.”

SUMMARY
The first lesson business executives can learn from successful nonprofits is to begin
with mission. Successful nonprofits such as the Salvation Army avoid bland mission
statements and focus their mission statement on specific strategies and action: “to
turn society’s rejects—alcoholics, criminals, derelicts—into citizens.” Successful
mission statements focus on the outside—the community and the customer. They
look outside for what are considered meaningful results.

Many nonprofits have what is still rare in business, a functioning board with clear
duties and responsibilities and measures of both CEO and board effectiveness.
Nonprofit boards often serve as volunteers and contributors to the organization
and feel commitment toward the mission and active involvement in the actual
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operations of the organization. As a result, they know more about operations of the
organization than their business counterparts.

Finally, successful nonprofits know how to manage volunteers. Managing vol-
unteers requires a clear mission (or score), high demands, accountability, and
training. These requirements for effective volunteers are very close to the require-
ments for leading nowledge workers in other sectors of the economy.



14
The Accountable School

A technological revolution—desktop computers and satellite transmission directly
into the classroom—is engulfing our schools. It will transform the way we learn
and the way we teach within a few decades. It will change the economics of edu-
cation. From being almost totally labor-intensive, schools will become highly
capital-intensive.

But more drastic still—though rarely discussed as yet—will be the changes in
the social position and role of the school. Though long a central institution, it has
been “of society” rather than “in society.” It concerned itself with the young, who
were not yet citizens, not yet responsible, not yet in the workforce. In the knowl-
edge society, the school becomes the institution of the adults as well, and especially
of highly schooled adults. Above all, in the knowledge society, the school becomes
accountable for performance and results.

These specifications call for a school as different from the one that exists now as
the “modern” school for which the Czech educator and theologian John Amos Co-
menius drew up the specifications 350 years ago differed from the school that ex-
isted before the printed book.

Here are the new specifications:

e The school we need has to provide universal literacy of a high order—well
beyond what “literacy” means today.

e It has to imbue students on all levels and of all ages with the motivation to
learn and with the discipline of continuing to learn.

e It has to be an open system, accessible both to highly educated people and to
people who, for whatever reason, did not gain access to advanced education
in their early years.

e It has to impart knowledge both as substance and as process—what the
Germans differentiate as Wissen and Konnen.

e Finally, schooling can no longer be a monopoly of the schools. Education in
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the postcapitalist society has to permeate the entire society, employing or-
ganizations of all kinds—Dbusinesses, government agencies, nonprofits—
which must become institutions of learning and teaching as well. Schools,
increasingly, must work in partnership with employers and employing or-
ganizations.

THE NEW PERFORMANCE DEMANDS
Universal literacy of a very high order is the first priority—it is the foundation. With-
out it, no society can hope to be capable of high performance in the postcapitalist
world and in its knowledge society. To equip individual students with the tools to
perform, to contribute, and to be employable is also the first social duty of any
educational system.

The new technology of learning will have its first impact on universal literacy.
Most schools throughout the ages have spent endless hours trying to teach things
that are best learned, rather than taught, that is, things that are learned behaviorally
and through drill, repetition, and feedback. Here belong most of the subjects taught
in elementary school, but also a good many of the subjects taught in later stages of
the educational process. Such subjects—whether reading and writing, arithmetic,
spelling, historical facts, biology, and even such advanced subjects as neurosurgery,
medical diagnosis, and most of engineering—are best learned through a computer
program. The teacher motivates, directs, encourages. The teacher, in fact, becomes a
leader and a resource.

In the school of tomorrow, the students will be their own instructors, with a
computer program as their own tool. Indeed, the younger the students are, the
more the computer appeals to them, the more successfully it guides and instructs
them. Historically, the elementary school has been totally labor-intensive. Tomor-
row’s elementary school will be heavily capital-intensive

Yet, despite the available technology, the goal of universal literacy poses tre-
mendous challenges. The traditional concepts of literacy no longer suffice. Read-
ing, writing, arithmetic, will be needed just as they are today, but literacy now has
to go well beyond these foundations. It requires numeracy; it requires a basic un-
derstanding of science and of the dynamics of technology; it requires an acquain-
tance with foreign languages. It also requires learning how to be effective as a
member of an organization, as an employee.

Universal literacy implies a clear commitment to the priority of schooling. It
demands that the school—especially the school of the beginners, the children—
subordinate everything else to the acquisition of foundation skills. Unless the
school successfully imparts these skills to the young learner, it has failed in its
crucial duty: to give beginners self-confidence, to give them competence, and to
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make them capable, a few years hence, of performing and achieving in the post-
capitalist society, the knowledge society.

This requires a reversal of the prevailing trend in modern education and espe-
cially in American education. Having, as we thought, achieved universal literacy
in the United States by the end of World War I or, at the latest, by the end of
World War II, American education reversed its priorities. Instead of being a learn-
ing agency first, it put being a social agency first. In the 1950s and 1960s, when
we in the United States made this decision, it was probably an inevitable one. The
severity and extent of the racial problem we faced forced us to make the school the
agent of racial integration; the legacy of the sin of slavery has been the central
American challenge for 150 years and is likely to remain the central American
challenge for at least another fifty or hundred years.

But the schools could not do this social job. Like every other organization, the
schools are good only at their own special-purpose task. Subordinating learning to
social goals may have actually impeded racial integration and the advancement of
African-American people—as more and more achieving blacks now assert. Yet
putting social ends ahead of the goal of learning became a major factor in the de-
cline of American basic education. Upper- and middle-class children still acquire
traditional literacy, but the ones who need it most—the children of the poor, espe-
cially of poor blacks, and the children of immigrants—do not.

What we have to do now is to reassert the original purpose of the school. That
purpose is not social veform or social amelioration; it has to be individual learning. The
most hopeful developments in U.S. education may well be that this is increasingly
being asserted by achieving African-Americans and Latinos themselves, such as
the black woman legislator in Milwaukee, Wisconsin, who pushed through a
“voucher plan” against the strident opposition of the educational establishment.
This plan enables parents to choose for their child a school that focuses on, indeed
demands, learning.

This will be attacked by liberals and progressives as an elitist position. But the
most elitist school, the Japanese school, has created the most egalitarian society.
Even those who do not shine in the intensely competitive educational race in Ja-
pan still acquire what by any traditional standard is extremely high literacy and
an extremely high ability to achieve and perform in modern society. Yet in the
Japanese school, literacy is put first, and everything else is subordinated to it. But
there are also enough American schools around by now in which the most disad-
vantaged children learn because it is expected of them and demanded of them.

LEARNING TO LEARN
“Literacy” traditionally meant subject knowledge, for example, the ability to do
multiplication or a little knowledge of American history. But the knowledge
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society equally needs process knowledge—something the schools have rarely even
tried to teach. In the knowledge society, people have to learn how to learn. Indeed, in the
knowledge society, subjects may matter less than the students’ capacity to continue
learning and their motivation to do so. Knowledge society requires lifelong learning. For
this, we need a discipline of learning.

Actually, we do know what to do. In fact, for hundreds, if not thousands, of
years we have been creating both the motivation for continuing to learn and the
needed discipline. The good teachers of artists do it; the good coaches of athletes
do it; so do the good “mentors” in business organizations of which we hear so much
these days in the literature of management development. They lead their students
to achievements so great that it surprises the achiever and creates excitement and
motivation—especially the motivation for rigorous, disciplined, persistent work
and practice that continued learning requires.

There are few things more boring than practicing scales. Yet the greater and
the more accomplished pianists are, the more faithfully do they practice their
scales, hour after hour, day after day, week after week. Similarly, the more skilled
surgeons are, the more faithfully do they practice tying sutures, hour after hour,
day after day, week after week. Pianists do their scales for months on end for an
infinitesimally small improvement in technical ability. But this then enables them
to achieve the musical result they already hear in their inner ear. Surgeons tie su-
tures for months on end for an infinitesimally small improvement in their finger
dexterity, but this then enables them to speed up an operation and thus save a life.
Achievement is addictive.

But such achievement does not mean doing a little less poorly what one is not
particularly good at. The achievement that motivates is doing exceptionally well
what one is already good at. Achievement has to be based on the student’s
strengths—as has been known for millennia by every teacher of artists, every
coach of athletes, and every mentor. In fact, finding the student’s strengths and focusing
them on achievement is the best definition of the goal of teaching. It is the definition
in the “Dialogue on the Teacher” by one of the greatest teachers of the Western
tradition, Saint Augustine of Hippo (354—430).

Schools and schoolteachers know this too, of course. But they have rarely been
allowed to focus on the strengths of students and to challenge them. Instead, they
have perforce had to focus on weaknesses. Practically all the time spent in tradi-
tional Western classrooms—at least until graduate school at the university—is
spent on remedying weaknesses. It is spent on producing respectable mediocrity.”

* The popularity of the magnet schools within public school districts in the United States, which offer
specialized courses and curricula, is a promising trend for encouraging students to develop their
strengths.
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Students do need to acquire minimal competence in core skills; they do need
remedial work. They do need to acquire mediocrity. But in the traditional school,
there is practically no time for anything else. The proudest products of the tradi-
tional school, “the all-around ‘A’ students,” are the ones who satisfy mediocre
standards across the board. They are not the ones who achieve; they are the ones
who comply. But, to repeat, the traditional school had no choice. To give every
student adequacy in the foundation skills is the first task. This could only be ac-
complished—even in a small class—Dby focusing on the weaknesses of students
and then remedying them.

Here, the new technologies might make the greatest difference. They free teachers
from spending most, if not all, of their time on routine learning, remedial learning,
and repetitive learning. Teachers will still need to lead in these activities. But most of
their time has traditionally been spent on “follow-up”; teachers, in an old phrase, spend
most of their time being “teaching assistants.” And that the computer does well, in-
deed, better than a human being. Teachers, we can hope, will thus increasingly have
the time to identify the strengths of individuals, to focus on them, and to lead stu-
dents to achievement. They will, we can expect, have the time to teach.

THE SCHOOL IN SOCIETY

The school has been a central social institution for a long time—in the West at
least since the Renaissance, even longer in the Orient. But it has traditionally been
“of society” rather than “in society.” It has been a separate institution that rarely, if
ever, combined with any other institution. The earliest schools in the West, the
Benedictine monasteries of the early Middle Ages, primarily trained future monks
rather than the laity. The school was not for grown people; the root of the word
“pedagogy’—paidos—is the Greek word for “boy.”

That the school will now increasingly be in society may, therefore, be as radical
a change as any change in teaching and learning methods, in subject matter, or in
the teaching and learning process. School will continue to teach the young. But
with learning becoming a lifelong activity rather than something one stops upon
becoming “grown-up,” schools will have to be organized for lifelong learning.
Schools will have to become “open systems.”

Schools almost everywhere are organized on the assumption that a student has
to enter every stage at a given age, with a prescribed and standardized preparation.
One starts kindergarten at age five, elementary school at age six, middle school at
age twelve, high school at age fifteen, college or university at age eighteen, and so
on. If one misses one of these steps (except kindergarten), one is forever out of step
and rarely permitted back in.

For the traditional school, this is a self-evident axiom, almost a law of nature.
But it is incompatible with the nature of knowledge and with the demands of the
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knowledge society. What is needed now is a new axiom: “The more schooling a
person has, the more often he or she will need further schooling.”

In the United States, doctors, lawyers, engineers, business executives, are in-
creasingly expected to go back to school every few years lest they become obsolete.
Outside of the United States, however, the return of adults to formal schooling is
still the exception—and particularly the return of adults to advanced schooling in
the very fields in which they have already acquired substantial knowledge and an
advanced degree. In Japan, this phenomenon is still almost unknown; but so it is
in France, in Italy, and by and large in Germany, Great Britain, and Scandinavia as
well. It will have to become standard in all developed countries.

Even more novel is the need to make the educational system open-ended, that
is, to allow people to enter its stages at any age.

Even in countries like the United States and Japan, in which very large num-
bers of young people go on to the university, many more stop their schooling by
the time they are sixteen or eighteen. There is no reason to believe that most of
these people lack the intellectual endowment for knowledge work. All our experi-
ence proves the opposite. What distinguishes them from the young people who go
on to the university is often only lack of money. Also a fair number of very bright
young people do not go on to the university because they are mature at age eigh-
teen and want to be adults rather than continue in the cocoon of adolescence. Ten
years later, many want to resume their education. Then—as everyone who has
taught them will testify—they become challenging students, if only because of
their superior motivation. They now want to take on advanced work; the nineteen-
year-olds do so because they are told to do it.

But even more important, keeping open access to advanced education regard-
less of age or prior educational credentials is a social necessity.

Individuals must be able at any stage in their lives to continue their formal edu-
cation and to qualify for knowledge work. Society needs to be willing to accept
people into whatever work they are qualified for, regardless of their age.

Schooling will no longer be what schools do. It will increasingly be a joint ven-
ture, in which schools are partners rather than monopolists. In many areas, schools
will also be only one of several available teaching and learning institutions, in
competition with other purveyors of teaching and learning.

School, as has been said before, has traditionally been where you learn; job has
been where you work. Increasingly, the line will become blurred. Increasingly,
school will be the place where adults continue learning even though they are
working full time. They will come back to school for a three-day seminar; for a
weekend course; for an intensive three-week stint; or to take courses on two eve-
nings each week for several years until they acquire a degree.

Yet the job will equally be where adults continue learning. Training is of course
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nothing new, but it used to be restricted to the beginner. Increasingly, training in
one form or another will also become lifelong. The adule—and especially the adult
with advanced knowledge—will be as much trainer as trainee, as much teacher as
student. In the United States, employers already spend almost as much money on
training adult employees as the country spends on educating the young in its for-
mal schools.

What is yet to come is a formal partnership between schools and employing
institutions. The Germans, in their apprenticeship programs, have had schools and
employers working together for more than 150 years training the young. But in-
creasingly, schools and employing institutions will have to learn to work together
in the advanced education of adults as well. This task—whether the advanced edu-
cation of highly educated people or makeup education for people who, for one
reason or another, failed to gain access to higher education in the early years—will
be carried out in all kinds of partnerships, alliances, internships, in which schools
and other organizations work together. The schools need the stimulus of working
with adults and employing organizations fully as much as the adults and their
employing organizations need the stimulus of working with schools.

THE ACCOUNTABLE SCHOOL
We talk of “good schools” and “poor schools,” of “prestige schools” and “also-rans.”
In Japan, a few universities—Tokyo, Kyoto, Keio, Waseda, Hitotsubashi—largely
control access to careers in major companies and government agencies. In France,
the Grandes Ecoles enjoy a similar position of power and prestige. And while no
longer Academia’s absolute monarchs, Oxford and Cambridge are still the super-
powers of English higher education.

We also go in for all kinds of measurements: the proportion of graduates of a
particular liberal arts college who go on to acquire a doctorate; the number of
books in a college library; the number of graduates of an American suburban high
school who get accepted by the college of their first choice; the popularity of dif-
ferent universities among students. But we have barely begun to ask, What are the
results in this school? What should they be?

These questions would have come up anyhow. In the twenty-first century, edu-
cation is much too expensive not to be held accountable. Expenditures on the
school systems in developed countries skyrocketed from 2 percent of the GNP
around 1913 to 10 percent eighty years later.

But schools have also become much too important not to be held accountable—for
thinking through what their results should be, as well as for their performance in at-
taining these results. To be sure, different school systems will give different answers
to these questions. But every school system and every school will soon be required to
ask them, and to take them seriously. We will no longer accept the schoolteacher’s
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age-old excuse for malperformance: “The students are lazy and stupid.” With knowl-
edge the central resource of society, lazy students or poor students are the responsibil-
ity of the school. There are then only schools that perform and schools that do not perform.

The schools are already losing their monopoly as providers of schooling.

But increasingly the competition will be between schools and “nonschools,”
with different kinds of institutions entering the field, each offering a different ap-
proach to schooling.”

As knowledge becomes the key resource of the knowledge society, the social
position of school as “producer” and “distributive channel” of knowledge, and its
monopoly, are both bound to be challenged. And some of the competitors are
bound to succeed.

What will be taught and learned, how it will be taught and learned, who will
make use of schooling, and the position of the school in society—all of this will
change greatly during the ensuing decades. Indeed, no other institution faces chal-
lenges as radical as those that will transform the school.

But the greatest change—and the one we are least prepared for—is that the
school will have to commit itself to resz/zs. It will have to establish its “bottom
line,” the performance for which it should be held responsible and for which it is being paid.
The school will finally become accountable.

SUMMARY

The knowledge society and knowledge workers require high levels of literacy,
strengths-based education, and continuous learning. The school is one of the pri-
mary institutions of society in which basic literacy and development of one’s
strengths can take place. Yet, the public schools in the United States have been
handicapped by multiple missions that limit their ability to fulfill the educational
needs of a knowledge-based society. Numerous alternatives have sprung up both
within and outside of the public school system. Charter schools and magnet schools
are direct competitors of the public school within the public school system. Both
have singular missions and are results driven. Private schools and home schooling
are also movements that have proceeded apace outside of the public schools. The
demand for basic literacy and for strengths-based education requires that primary
and secondary schools be held accountable for their results, which, in turn, requires
a clear mission and measurable results.

* Opportunities for innovation in primary and secondary education in the U.S. are being encouraged by
the development and growth of charter schools within the public school system. The charter school move-
ment within the United States is an attempt, with various degrees of measurable success, to organize new
schools that challenge traditional views on public education and to provide choice. “Nearly 3,000 new
schools have been launched since state legislatures began passing charter legislation in the 1990s.” Sourced
on July 25, 2007, at http://www.uscharterschools.org/pub/uscs_docs/o/movement.htm.
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Rethinking “Reinventing Gov-
ernment”

Vice President Al Gore’s promise to reinvent government,” proclaimed with great
fanfare in the first year of the Clinton administration, produced only a nationwide
yawn. There was no lack of publicity about the Gore initiative afterward. Press
release after press release announced the reinvention of yet another agency or pro-
gram; big conferences, one chaired by the president himself, were convened, and
any number of TV appearances made. Of all the domestic programs of the Clinton
administration, this was one of the few from which there have actually been resu/lts
and not just speeches. Yet neither the public nor the media showed much interest.
And election results of 2000 were hardly a vote of confidence in the administra-
tion’s performance at reinventing government.

There are good reasons for this. In any institution other than the federal govern-
ment, the changes being trumpeted as reinventions would not even be announced,
except perhaps on the bulletin board in the hallway. They are the kinds of things
that a hospital expects floor nurses to do on their own; that a bank expects branch
managers to do on their own; that even a poorly run manufacturer expects supervi-
sors to do on their own—without getting much praise, let alone any extra rewards.

Here are some past government examples—sadly, fairly typical ones:

e In Atlanta, Georgia, six separate welfare programs, each traditionally with
its own office and staff, consolidated their application process to give “one-
stop service.” The reinvented program actually got phone calls answered,
and on the first try.

* Vice President Gore headed the National Partnership for Reinventing Government, which started its
work on April 15, 1993, and ended early in January 2001 (see http://govinfo.library.unt.edu/npr/index
.htm). The project was staffed mostly by approximately 1,300 career professionals from various agencies of
federal government. Reported by Stephen Barr, “Members of Campaign to Reinvent Government Packing
up, Not Giving up,” Washington Post, January 14, 2001, p. c2 (http://www.washingtonpost.com/).
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e In Ogden, Utah, and Oakland, California, among other places, the Internal
Revenue Service experimented with treating the taxpayers as customers and
with one-stop service, in which each clerk, instead of shuffling taxpayers
from one office to another, had the information to answer their questions.

e The Export-Import Bank was “reinvented.” It is now expected to do what it
was set up to do all of sixty years ago: belp small businesses get export financing.

e The U.S. Geological Survey office in Denver was supposed to sell maps of
the United States to the public. But it was almost impossible to find out
what maps to order and how and where to order them, since the catalog was
carefully hidden. And the very fact that a map was in demand by the public
all but guaranteed that it would be unobtainable. It could not be reprinted
simply because the public wanted to buy it; another government agency had
to order it for internal use. If the map sold well, it immediately went out of
print. What's more the warehouse was so poorly lit that when an order for a
map in print came in, the clerks could not find the map. The task force that
the Geological Survey created to reinvent all this only succeeded in putting
more lights in the warehouse and making a few other minor improvements.

For the future, however, more ambitious things were promised:

e The Department of Agriculture proposed to trim its agencies from forty-
two to thirty, to close more than 1,000 field offices, and to eliminate 11,000
jobs, for savings of about $3.6 billion over five years.

e Of the 384 recommendations of ways to reinvent government identified by
the vice president in 1993, about half were proposed in the budget for fiscal
year 1995. If all these recommendations had been accepted by Congress,
they would have resulted in savings of about $12.5 billion over two years.

But neither the trimming of the Department of Agriculture nor the vice presi-
dent’s 384 recommendations were new. We have long known that a great many
agricultural field offices are in cities and suburbs, where few if any farmers are left.
Closing them was first proposed in the Eisenhower years. And a good many, per-
haps the majority, of Gore’s 384 recommendations had been made ten years earlier,
in the Grace Report, under President Ronald Reagan.

Even if all of these proposals had been enacted, the results would have been
trivial. The proposed Agriculture Department saving of $3.6 billion over five years
works out to about $720 million a year—or around 1 percent of the department’s
1995 annual budget of almost $70 billion. Surely the only way to describe the
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results of Gore’s efforts is with the old Latin tag “The mountains convulsed in la-
bor only to give birth to a ridiculous, teensy-weensy mouse.”

RESTRUCTURING

The reason most often given for this embarrassment of nonresults is “resistance by
the bureaucracy.” Of course, no one likes to be reinvented by fiat from above. But
actually, one positive result of Gore’s program was the enthusiastic support it re-
ceived from a great many people in the government’s employ—especially the low-
level people who were in daily contact with the public and were thus constantly
frustrated by red tape and by such inane rules as the one that prevented their sell-
ing the beautiful Geological Survey maps, of which they are justly proud.

Nor was lack of effort the explanation. Some of the most dedicated people in
Washington met week after week to produce these embarrassing nonresults. They
included the deputy secretaries of the major government departments. Vice Presi-
dent Gore—an unusually energetic man—pushed and pushed. And the driving
force behind the whole endeavor was the most knowledgeable of all Washington
insiders, Alice Rivlin, formerly the director of the Congressional Budget Office, and
then director of the Office of Management and Budget.

These were able people who got nowhere fast because their basic approach was
wrong. They were trying to patch and to spor-weld, here, there, and yonder—and
that never accomplishes anything. There will be no results unless there is a radical
change in the way the federal government and its agencies are managed and paid.
The habit of continuous improvement has to be built into all government agencies,
and has to be made self-sustaining.

Continuous improvement is considered a recent Japanese invention—the Japa-
nese call it kaizen. But, in fact, it was used almost eighty years ago, and in the
United States. From World War I until the early 1980s, when it was dissolved, the
Bell Telephone System applied “continuous improvement” to every one of its ac-
tivities and processes, whether it was installing a telephone in a home or manufac-
turing switch gear. For every one of these activities, Bell defined results, performance,
quality, and cost. And for every one, it set an annual improvement goal. Bell man-
agers weren't rewarded for reaching these goals, but those who did not reach them
were out of the running and rarely given a second chance.

What is equally needed—and is also an old Bell Telephone invention—is bench-
marking: every year comparing the performance of an operation or an agency with
the performances of all others, with the best becoming the standard to be met by all
the following year.

Continuous improvement and benchmarking are largely unknown in the civil-
ian agencies of the U.S. federal government. They would require radical changes in



Rethinking “Reinventing Government” 163

policies and practices that the bureaucracy, the federal employees’ unions, and Con-
gress would all fiercely resist. They would require that every agency—and every
bureau within every agency—-define its performance objective, its quality objective, and
its cost objective. They would require defining the results that the agency is supposed
to produce. However, continuous improvement and benchmarking each need dif-
ferent incentives. An agency that did not improve its performance by a preset mini-
mum would have its budget cut—which was Bell Telephone’s approach. And a
manager whose unit consistently fell below the benchmark set by the best perform-
ers would be penalized in terms of compensation or—more effective—in terms of
eligibility for promotion. Nonperformers would ultimately be demoted or fired.

But not even such changes, though they would be considered radical by almost
anybody in Congress or the federal bureaucracy, would warrant being called a re-
invention of government.

Any organization, whether biological or social, needs to change its basic struc-
ture if it significantly changes its size. Any organization that doubles or triples in
size needs to be restructured. Similarly, any organization—whether a business, a
nonprofit, or a government agency—needs to rethink itself once it is more than
forty or fifty years old. It has outgrown its policies and its rules of behavior. If it
continues in its old ways, it becomes ungovernable, unmanageable, uncontrollable.

The civilian part of the U.S. government has outgrown its size and outlived its
policies. It is now far larger than it was during the Eisenhower administration. Its
structure, its policies, and its rules for doing government business and for manag-
ing people go back even further than that. They were first developed under Wil-
liam McKinley after 1896, and were pretty much completed under Herbert Hoover
from 1929 to 1933.

In fact, there is no point in blaming this or that president for the total disarray
of our government today. It is the fault neither of the Democrats nor of the Repub-
licans. Government has outgrown the structure, the policies, and the rules de-
signed for it and still in use.

RETHINKING
The first reaction in a situation of disarray always is to do what Vice President
Gore and his associates tried to do—patching. It always fails. The next step is to
rush into downsizing. Management picks up a meat-ax and lays about indiscrimi-
nately. In the late 1980s and early 1990s, one big American company after another
did this—among them IBM, Sears, and GM. Each first announced that laying off
10,000 or 20,000 or even 50,000 people would lead to an immediate turnaround.
A vyear later there had, of course, been no turnaround, and the company laid off
another 10,000 or 20,000 or 50,000—again without results. In many if not most
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cases, downsizing has turned out to be something that surgeons for centuries have
warned against: amputation before diagnosis. The result is always a casualty.

But there have been a few organizations—some large companies (GE, for in-
stance) and a few large hospitals (Beth Israel in Boston, for instance)—that qui-
etly, and without fanfare, did turn themselves around, by rethinking themselves.
They did not start out by downsizing. In fact, they knew that to start by reducing
expenditures is not the way to get control of costs. The starting point is to iden-
tify the activities that are productive, that should be strengthened, promoted, and
expanded. Every agency, every policy, every program, every activity, should be
confronted with these questions: “What is your mission?” “Is it still the right mis-
sion?” “Is it still worth doing?” “If we were not already doing this, would we go into it
now?” This questioning has been done often enough, in all kinds of organiza-
tions—businesses, hospitals, churches, and even local governments—that we
know it works.

The overall answer is almost never, “This is fine as it stands; let’s keep on.”
But in some—indeed, a good many areas—the answer to the last question is,
“Yes, we should go into this again, but with some changes. We have learned a
few things.”

An example might be the Occupational Safety and Health Administration,
created in 1970. OSHA runs on the assumption that an unsafe environment is the
primary cause of accidents, and it therefore tries to do the impossible: create a
risk-free universe. Of course eliminating hazards is the right thing to do. But it is
only one part of safety, and probably the lesser part. In fact, by itself it achieves
next to nothing. The most effective way to produce safety is to eliminate unsafe
behavior.

OSHA’s definition of an accident—uwhen someone gets hurt—is inadequate. To cut
down on accidents the definition has to be @ violation of the rules of safe behavior,
whether anyone gets hurt or not. This is the definition under which the United States
has been running its nuclear submarines. Anyone in a nuclear submarine, whether
the commanding officer or the most junior seaman, is punished for the slightest
violation of the rules of safe behavior, even if no one gets hurt. As a result, the
nuclear submarine has a safety record unmatched by any industrial plant or mili-
tary installation in the world; and yet a more unsafe environment than a crowded
nuclear sub can hardly be imagined.

OSHA’s program should, of course, be maintained. But it needs to be refo-
cused.

This analysis will consider a number of agencies whose mission is no longer vi-
able, if it ever was—agencies that we would definitely not start now if we had the
choice. The mission may have been accomplished, for instance. One example is
that most sacred of cows, the Veterans Administration, which now operates 1,400
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hospitals, clinics, and nursing homes.” When they first became accredited hospi-
tals, around 1930, competent hospitals were scarce in the rural areas and small
towns where many veterans lived. Today a competent hospital is easily accessible to
a veteran almost anywhere. Medically, most VA hospitals are at best mediocre; fi-
nancially, they are costly to the government. Worst, they are not neighborhood
facilities, and thus veterans—especially elderly, chronically ill ones—have to travel
far from their communities and their families just when they most need commu-
nity and family support. The VA hospitals and nursing homes long ago accom-
plished what they were set up to do. Except perhaps those VA facilities dedicated
to treating current war-related psychological and physical issues, they should be
closed and the job contracted out to local hospitals and HMO:s.

Or there may be no mission left. For example, would we now establish a sepa-
rate Department of Agriculture? A good many Americans would answer with a
loud 70. Now that farmers are no more than 3 percent of the population, and pro-
ductive farmers are half that, a bureau at Commerce or Labor is probably all we
need.

Continuing with activities that we would not now choose to begin is wasteful.
They should be abandoned. One cannot even guess how many government activi-
ties would be found to be worth preserving. But my experience with many organi-
zations suggests that the public would vote against continuing something like
two-fifths, perhaps even half, of all civilian agencies and programs. And almost
none of them would win a vote—that is, be deemed to be properly organized and
operating well—by a large margin.

ABANDONING
Together the qualified yeas and nays are likely to be awarded in any organization
to some three-fifths or two-thirds of programs and activities. The thorny cases are
the programs and activities that are unproductive or counterproductive without
our quite knowing what is wrong, let alone how to straighten it out.

Two major and highly cherished U.S. government programs belong in this cat-
egory. The welfare program is one highly visible example. When it was designed
in the late 1930s it worked beautifully. But the needs it then tackled were differ-
ent from those it is supposed to serve today: the needs of unwed mothers and fa-
therless children, of people without education, skills, or work experience. Whether
it actually does harm is hotly debated. But few claim that it works or that it even
alleviates the social ills it is supposed to cure.

* Reported Sunday, August 27, 2006, “How Veterans’ Hospitals Became the Best in Health Care,” by
Douglas Waller, T7me, in partnership with CNN. http://www.time.com/time/magazine/article/0,9171,
1376238,00.heml. Reprinted in T7me September 4, 2006.
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And then there is that mainstay of U.S. foreign policy during the Cold War
years: military aid. If it is given to an ally who is actually engaged in fighting,
military aid can be highly productive: consider Lend-Lease to Great Britain in
1940—1941, and military aid to an embacttled Israel. But military aid is counter-
productive if it is given in peacetime to create an ally—a principle that Plutarch
and Suetonious accepted as proved. Surely our recent foreign-policy messes—
Panama, Iran, Iraq, and Somalia are prime examples—were caused by our giving
military aid to create an ally. Lictle, if any, military aid since the beginning of the
Cold War has actually produced an ally. Indeed, it usually produced an enemy—as
did Soviet military aid to Afghanistan.

The favorite prescription for such programs or activities is to reform them. Presi-
dent Clinton’s welfare reform was one example, as was the welfare reform proposed
by the subsequent Republican majority. Both were quackery. To reform something
that malfunctions—Iet alone something that does harm—without knowing why it
does not work can only make things worse. The best thing to do with such pro-
grams is to abolish them.

Maybe we should run a few—a very few—controlled experiments. In welfare,
for instance, we might try, in some carefully chosen places across the country, to
privatize retraining and placing long-term welfare recipients. Indianapolis Mayor
Stephen Goldsmith achieved promising results in this area. In health care, we
might try several different approaches in different states: for example, managed
competition in California, home of the strong and experienced health-care whole-
saler Kaiser Permanente; single-payer health care after the Canadian model in New
Jersey, where there has been support for it; and in Oregon, rationing on the basis of
medical expectations, which is being tried.

But in areas where there are no successes to be tested, for example, military aid,
we should not even experiment. There are no hypotheses to test. We should aban-
don.

Rethinking will result in a list that has activities and programs that should be
strengthened at the top, ones that should be abolished at the bottom, and between
them activities that need to be refocused or in which a few hypotheses might be
tested. Some activities and programs should, despite an absence of results, be given
a grace period of a few years before they are put out of their misery.

Rethinking is not primarily concerned with cutting expenses. It leads above all to a
tremendous increase in performance, in quality, in service. But substantial cost
savings—sometimes as much as 40 percent of the total—always emerge as a by-
product. In fact, rethinking could produce enough savings to eliminate the federal
deficit within a few years. The main result, however, would be a change in basic
approach. For where conventional policy making ranks programs and activities according
to their good intentions, rethinking ranks them according to vesults.
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AN EXCEPTION FOR CRUSADES

Anyone who has read this far will exclaim, “Impossible. Surely no group of people
will ever agree on what belongs at the top of the list and what at the bottom.” But
amazingly enough, wherever rethinking has been done, there has been substantial
agreement about the list, whatever the backgrounds or the beliefs of the people
involved. The disagreements are rarely over what should be kept or strengthened
and what should be abandoned. They are usually over whether a program or activ-
ity should be axed right away or put on probation for two or three years. The pro-
grams that people do not agree on are the ones concerned not with results but with
“moral imperatives.”

The best American example is the War on Drugs. After many years it had little
effect on substance abuse and addiction, and much of the effect it had was deleteri-
ous. But it underlies the destruction of our cities in that addicts are prostituting
themselves, mugging, robbing, or killing to earn enough for the fix that the War
on Drugs has made prohibitively expensive. All the War on Drugs actually did, in
other words, was enrich drug dealers and penalize and terrorize nonusers, espe-
cially in the inner city. But the War on Drugs was a crusade. What was behind it
was not logic but outrage. Stopping the War on Drugs, no matter how beneficial,
was seen as “immoral.”

The smart thing to do is to exclude such crusades from the rational analysis
involved in rethinking. Fortunately, there are never a lot of them. As for the
rest—more than 90 percent of all programs and activities—rethinking will in all
probability produce substantial agreement.

GOVERNMENT THAT’S EFFECTIVE
Surely, it will be argued, even total agreement among highly respected people will
be futile. Congress will not accept anything like this. Neither will the bureau-
cracy. And lobbyists and special interests of all persuasions will be united in op-
position to anything so subversive.

Perfectly true: action on rethinking is impossible today. But will it be im-
possible tomorrow? In the presidential election of 1992, almost one-fifth of the
electorate voted for Ross Perot, the man who promised to get rid of the deficit
by slashing government expenditures. A substantial number—perhaps another
fifth—agreed with his aims even though they could not bring themselves to
vote for him. Once the deficit begins again to grow explosively, then the de-
mand for cutting the deficit may become irresistible and overwhelm Congress,
the bureaucracy, and the lobbyists. If no rational rechinking of government
performance has yet occurred, we will in all likelihood do what so many large
companies have done—apply the meat-ax and downsize. We will then destroy
performance, but without decreasing the deficit. In fact, it is predictable that
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the wrong things will then be cut—the things that perform and should be
strengthened.

But if we have a plan that shows how and where the government needs to be
rethought, we have a chance. In a crisis, one turns to people who have thought
through in advance what needs to be done. Of course, no plan, no matter how well
thought through, will ever be carried out as written. Even a dictator has to make
compromises. But such a plan would serve as the ideal against which the compro-
mises are measured. It might save us from sacrificing things that should be
strengthened, in our effort to maintain the obsolete and the unproductive. It would
not guarantee that all—or even most—of the unproductive things would be cut,
but it might maintain the productive ones.

In fact, we may already be very close to having to reinvent government. The
theory on which all governments in the developed world have operated since at least
the Great Depression (“Tax and Tax, Spend and Spend,” Harry Hopkins, Franklin
Delano Roosevelt's adviser, called it) #o longer delivers resulss. It no longer even deliv-
ers votes. The “nanny state”—a lovely English term—is a total failure. Government
everywhere—in the United States, the United Kingdom, Germany, Russia—has
been proved unable to run community and society. And everywhere voters revolt
against the nanny state’s futility, bureaucracy, and burdens. But the counter-theory
that preaches a return to pre—World War I government has also not proved out—
the theory that was first formulated in 1944 in Friedrich von Hayek’s The Road 1o
Serfdom and that culminated in neoconservatism. Despite its ascendancy in the
1980s, despite Ronald Reagan and Margaret Thatcher, the nanny state has not
shrunk.

Instead, we will have to find out what government programs and activities in
community and society do serve a purpose. What results should be expected of
each? What can governments—federal, state, local—do effectively? And what
nongovernmental ways are there to do worthwhile things that governments do not
and cannot do effectively?

For example, the city of West Hollywood, California, outsources a staggering
array of services previously performed by the city. These include public safety, sher-
iff duties, firefighting, three million dollars of social services, city line shuttle bus-
ses, trash hauling, and traffic-flow monitoring and computer systems.

At the same time, as President Clinton learned in his first two years, govern-
ment cannot opt out of the wider world and become domestic only, as he so very
much wanted it to be. Foreign brush fires—in Bosnia, in Rwanda, in the former
Soviet Union—have to be attended to, because they have a nasty habit of spread-
ing. And the reality of international terrorism, as a weapon by outlaw governments
and by terrorist networks, will surely require more government involvement in
foreign affairs, including military matters, and more international cooperation.
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By now it has become clear that a developed country can neither extend big
government, as the (so-called) liberals want, nor abolish it and go back to nine-
teenth-century innocence, as the (so-called) conservatives want. The government
we need will have to transcend both groups. The megastate that the twentieth
century built is bankrupt, morally as well as financially. It has not delivered. But
its successor cannot be “small government.” There are far too many tasks, domesti-
cally and internationally. We need ¢ffective government—and that is what the vot-
ers in all developed countries are actually clamoring for.

For this, however, we need something we do not have: a theory of what govern-
ment can do. No major political thinker—at least not since Machiavelli, almost
500 years ago—has addressed this question. All political theory, from John Locke
on through The Federalist Papers and down to the articles published by today’s lib-
erals and conservatives, deals with the process of government: with constitutions,
with power and its limitations, with methods and organizations. None deals with
the substance. None asks what the proper functions of government might be and
could be. None asks what results government should be held accountable for.

Rethinking government, its programs, its agencies, its activities, would not by
itself give us this new political theory. But it would give us the factual informa-
tion for it. And so much is already clear: the new political theory we badly need
will have to rest on an analysis of what does work rather than on good intentions and
promises of what should work because we would like it to. Rethinking will not give
us the answers, but it might force us to ask the right questions.

“Reinventing government” is an empty slogan so far. Yet what the slogan im-
plies is what free government needs—and desperately.

POSTSCRIPT

In 1994, the Heritage Foundation—a think tank of radical Republicans linked to
Newt Gingrich—published a new proposal entitled Rolling Back Government: A
Buudget Plan to Rebuild America. Far from celebrating its victory, it completely ig-
nored the “Contract with America.” Instead it took the approach this chapter ad-
vocates: it systematically asked of every government agency, every government
service, every government program, If we didn’t do this alveady, would we now go into
1?2 Its conclusions went a good deal further than anything I would have pro-
posed.

The Heritage Foundation proposed getting rid of not only the Department of
Agriculture—something that’s mentioned in this chapter—it also proposed get-
ting rid of the majority of other cabinet departments such as Commerce, Energy,
Environment, Housing, Veterans Affairs, and to limit the Cabinet to five depart-
ments: State, Treasury, Defense, Justice, and Health (Health, by the way, is the
only one that was not already a cabinet department under George Washington).
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The proposal was equally radical in its treatment of government policies and pro-
grams. The very fact that such a proposal was seriously put forward guarantees
that “really reinventing government” will remain a central and urgent political
“hot button” in the United States—and in all developed countries—for years to
come.

SUMMARY
Rethinking government should start by requiring each agency to immediately
define its performance objective, its qualiry objective, and its cost objective. This should be
followed by the adoption of the formal processes of continuous improvement and
benchmarking.

Next, every agency, every policy, every program, every activity, should be con-
fronted with these questions: “What is your mission?” “Is it still the right mission?” “Is
it still worth doing?” “If we were not already doing this, would we go into it now?” If the
answer to the last question is no, then the next question is, “What do we do about
7#2” Continuing to carry out activities that we would not now start is wasteful and
they should be abandoned.

Rethinking activities and programs will result in identifying those that should
be strengthened and those that should be abolished. It will also result in activities
where alternative pilot projects should be carried out in specific locations where
there is the capability and desire to do so.

The objective of this rethinking policy exercise is to rank programs according
to their results not according to good intentions.
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Entrepreneurship in the
Public-Service Institution

Public-service institutions—such as government agencies, labor unions, churches,
universities and schools, hospitals, community and charitable organizations, pro-
fessional and trade associations, and the like—need to be entrepreneurial and in-
novative fully as much as any business does. Indeed, they may need it more. The
rapid changes in today’s society, technology, and economy are simultaneously an
even greater threat to them and an even greater opportunity.

Yet public-service institutions find it far more difficult to innovate than does
even the most “bureaucratic” company. The “existing” seems to be even more of an
obstacle for them. To be sure, every service institution likes to get bigger. In the
absence of a profit test, size is the one criterion of success for a service institution,
and growth a goal in itself. And then, of course, there is always so much more that
needs to be done. But stopping what has “always been done” and doing something
new are equally anathema to service institutions, or at least excruciatingly painful
to them.

Most innovations in public-service institutions are imposed on them either by
outsiders or by catastrophe. The modern university, for instance, was created by a
total outsider, the Prussian diplomat Wilhelm von Humboldt. He founded the Uni-
versity of Berlin in 1809, when the traditional university of the seventeenth and
eighteenth century had been all but completely destroyed by the French Revolution
and the Napoleonic wars. Sixty years later, the modern American university came
into being, when the country’s traditional colleges and universities were dying and
could no longer attract students.

Similarly, all basic innovations in the military in the twentieth century, whether
in structure or in strategy, have followed on ignominious malfunction or crushing
defeat: the reorganization of the American army and of its strategy by a New York
lawyer, Elihu Root, Teddy Roosevelt's secretary of war, after its disgraceful perfor-
mance in the Spanish-American War; the reorganization, a few years later, of the
British army and its strategy by Secretary of War Lord Haldane, another civilian,
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after the equally disgraceful performance of the British in the Boer War; and the
rethinking of the German army’s structure and strategy after the defeat of World
War L.

And in government, one of the greatest examples of innovative thinking in re-
cent political history, America’s New Deal of 1933-1936, was triggered by a De-
pression so severe as to almost unravel the country’s social fabric.

Critics of bureaucracy blame the resistance of public-service institutions to en-
trepreneurship and innovation on “timid bureaucrats,” on time-servers who “have
never met a payroll,” or on “power-hungry politicians.” It is a very old litany—in
fact, it was already hoary when Machiavelli chanted it almost 500 years ago. The
only thing that changes is who intones it. At the beginning of the twentieth cen-
tury, it was the slogan of the so-called liberals and now it is the slogan of the so-
called neoconservatives. Alas, things are not that simple, and “better people”—that
perennial panacea of reformists—is a mirage. The most entrepreneurial, innova-
tive people behave like the worst time-serving bureaucrat or power-hungry politi-
cian six months after they have taken over the management of a public-service
institution, particularly if it is a government agency.

The forces that impede entrepreneurship and innovation in a public-service in-
stitution are inherent in it, integral to it, inseparable from it. The best proof of this
are the internal staff services in businesses, which are, in effect, the “public-service
institutions” within business corporations. These are typically headed by people
who have come out of operations and have proven their capacity to perform in
competitive markets. And yet, the internal staff services are not notorious as in-
novators. They are good at building empires—and they always want to do more of
the same. They resist abandoning anything they are doing. But they rarely inno-
vate once they have been established.

There are three main reasons why the existing enterprise presents so much
more of an obstacle to innovation in the public-service institution than it does in
the typical business enterprise.

1. First, the public-service institution is based on a “budget” rather than on be-
ing paid out of its results. It is paid for its efforts and out of funds somebody else
has earned, whether the taxpayer, the donors of a charitable organization, or the
company for which a human resource department or the marketing services staff
work. The more efforts the public-service institution engages in, the greater its
budget will be.

And “success” in the public-service institution is defined by getting a Jarger
budger rather than obtaining results. Any attempt to slough off activities and ef-
forts, therefore, diminishes the public-service institution. It causes it to lose stature
and prestige. Failure cannot be acknowledged. Worse still, the fact that an objec-
tive has been attained cannot be admitted.
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2. A service institution is dependent on a multitude of constituents. In a busi-
ness that sells its products on the market, one constituent, the consumer, eventu-
ally overrides all the others. A business needs only a very small share of a small
market to be successful. Then it can satisfy the other constituents, whether they
are shareholders, workers, the community, and so on. But precisely because pub-
lic-service institutions—and that includes the staff activities within a business
corporation—have no “results” out of which they are being paid, any constituent,
no matter how marginal, has, in effect, a veto power. A public-service institution
has to satisfy everyone; certainly, it cannot afford to alienate anyone.

The moment a service institution starts an activity, it acquires a “constituency,”
which then refuses to have the program abolished or even significantly modified.
But anything new is always controversial. This means that it is opposed by exist-
ing constituencies without having formed, as yet, a constituency of its own to sup-
port it.

3. The most important reason, however, is that public-service institutions exist,
after all, to “do good.” This means that they tend to see their mission as a moral
absolute rather than as economic and subject to a cost-benefit calculus. Economics
always seeks a different allocation of the same resources to obtain a higher yield.
Everything economic is therefore relative. In the public-service institution, there is
no such thing as a higher yield. If one is “doing good,” then there is no “better.”

Indeed, failure to attain objectives in the quest for a “good” only means that
efforts need to be redoubled. The forces of evil must be far more powerful than
expected and need to be fought even harder.

For thousands of years the preachers of all sorts of religions have held forth
against the “sins of the flesh.” Their success has been limited to say the least. But
this is no argument as far as the preachers are concerned. It does not persuade
them to devote their considerable talents to pursuits in which results may be more
easily attainable. On the contrary, it only proves that their efforts need to be re-
doubled. Avoiding the “sins of the flesh” is clearly a “moral good,” and thus an
absolute, which does not admit to any cost-benefit calculation.

Few public-service institutions define their objectives in such absolute terms.
But even company human resource departments and manufacturing service staffs
tend to see their mission as “doing good,” and therefore as being moral and abso-
lute instead of being economic and relative.

This means that public-service institutions are out to maximize rather than to gp-
timize. “Our mission will not be completed,” asserts the head of the Crusade Against
Hunger, “as long as there is one child on the earth going to bed hungry.” If he were
to say, “Our mission will be completed if the largest possible number of children that
can be reached through existing distribution channels get enough to eat not to be
stunted,” he would be booted out of office. But if the goal is maximization, it can
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never be attained. Indeed, the closer one comes to attaining one’s objective, the more
efforts are called for. For, once optimization has been reached (perhaps between 75
and 80 percent of theoretical maximum), additional costs go up exponentially while
additional results fall off exponentially. The closer a public-service institution comes
to attaining its objectives, therefore, the more frustrated it will be and the harder it
will work on what it is already doing.

It will, however, behave exactly the same way the less it achieves. Whether it
succeeds or fails, the demand to innovate and to do something else will be resented
as an attack on its basic commitment, on the very reason for its existence, and on
its beliefs and values.

These are serious obstacles to innovation. They explain why, by and large, in-
novation in public services tends to come from new ventures rather than from ex-
isting institutions.

The most extreme example around these days may well be the labor union. It
was probably the most successful institution of the twentieth century in the devel-
oped countries. It has clearly attained its original objectives. There can be no more
“more” when the labor share of gross national product in Western developed coun-
tries is close to 90 percent. Yet the labor union is incapable of even thinking about
new challenges, new objectives, and new contributions. All it can do is repeat the
old slogans and fight the old battles. For the “cause of labor” is an absolute good.
Clearly, it must not be questioned, let alone redefined.

The university, however, may not be too different from the labor union, and in
part for the same reason—a level of growth and success in the twentieth century
second only to that of the labor union.

Still there are enough exceptions among public-service institutions (including
government agencies) to show that public-service institutions, even old and big
ones, can innovate.

A number of Roman Catholic archdioceses in the United States, for instance,
have brought in lay people to run the diocese, including married lay women and
former executive officers of corporations. Everything that does not involve dispens-
ing sacraments and ministering to congregations is done by lay professionals and
managers. Although there is a shortage of priests throughout the American Catho-
lic Church, this policy leaves available priests to move forward aggressively to
build congregations and expand religious services.

One of the oldest of scientific societies, the American Association for the Ad-
vancement of Science, redirected itself between 1960 and 1980 to become a “mass
organization” without losing its character as a leader. It totally changed its weekly
magazine, Science, to become the spokesman for science to the public and govern-
ment, and to be the authoritative reporter on science policy. And it created a scien-
tifically solid yet popular mass-circulation magazine for lay readers.
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A large hospital on the West Coast recognized, as early as 1965 or so, that
health care was changing as a result of its success. Where other large city hospitals
tried to fight such trends as those toward hospital chains or freestanding ambula-
tory treatment centers, this institution has been an innovator and a leader in these
developments. Indeed, it was the first to build a freestanding maternity center in
which the expectant mother is given a motel room at fairly low cost, yet with all
the medical services available should they be needed. It was the first to go into
freestanding surgical centers for ambulatory care. But it also started to build its
own voluntary hospital chain, in which it offers management contracts to smaller
hospitals throughout the region.

Beginning around 1975, the Gitl Scouts of the U.S.A., a large organization dat-
ing back to the eatly years of the twentieth century with several million young
women enrolled, introduced innovations affecting membership, programs, and
volunteers—the three basic dimensions of the organization.

It began to actively recruit girls from the new urban middle classes, that is,
African-Americans, Asians, Latinos. It recognized that with the movement of
women into professions and managerial positions, girls need new programs and
role models that stress professional and business careers rather than the tradi-
tional careers as homemaker or nurse. The Girl Scouts management people re-
alized that the traditional sources for volunteers to run local activities were
drying up because young mothers were no longer sitting at home searching for
things to do. But they recognized, too, that the new professional, the new
working mother, represents an opportunity and that the Girl Scouts have some-
thing to offer her; and for any community organization, volunteers are the
critical constraint. They therefore set out to make work as a volunteer for the
Girl Scouts attractive to the working mother as a good way to have time and
fun with her child while also contributing to her child’s development. Finally,
the Girl Scouts realized that the working mother who does not have enough
time for her child represents another opportunity: they started Girl Scouting
for preschool children. Thus, the Girl Scouts reversed the downward trend in
enrollment of both children and volunteers, while the Boy Scouts—a bigger,
older, and infinitely richer organization—is adrift.

These are all American examples, I fully realize. Doubtless, similar examples
are to be found in Europe or Japan. But I hope that these cases, despite their limi-
tations, will suffice to demonstrate the entrepreneurial policies needed in the pub-
lic-service institution to make it capable of innovation.

1. First, the public-service institution needs a clear definition of its mission.
What is it trying to do? Why does it exist? It needs to focus on objectives rather
than on programs and projects. Programs and projects are means to an end. They
should always be considered as temporary and, in fact, short-lived.
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2. The public-service institution needs a rea/istic statement of goals. It should
say, “Our job is to assuage famine,” rather than, “Our job is to eliminate hunger.”
It needs something that is genuinely attainable and therefore a commitment to a
realistic goal, so that it can say eventually, “Our job is finished.”

There are, of course, objectives that can never be attained. To administer justice
in any human society is cleatly an unending task, one that can never be fully ac-
complished even to modest standards. But most objectives can and should be
phrased in optimal rather than in maximal terms. Then it is possible to say, “We
have attained what we were trying to do.”

Surely, this should be considered with respect to the traditional goal of the
schoolmaster: to get everyone to sit in school for long years. This goal has long
been attained in developed countries. What does education have to do now?—that
is, What is the meaning of “education” as against mere schooling?

3. Failure to achieve objectives should be considered an indication that the ob-
jective is wrong or at least defined wrongly. If an objective has not been attained
after repeated tries, one has to assume that it is the wrong one. It is not rational to
consider failure a good reason for trying again and again. Failure to attain objec-
tives is a prima facie reason to question the validity of the objectives—the exact
opposite of what most public-service institutions believe.

4. Finally, public-service institutions need to build into their policies and prac-
tices the constant search for innovative opportunity. They need to view change as
an opportunity rather than a threat.

Even in government, innovation is possible if simple rules are obeyed. Here is
one example. Lincoln, Nebraska, 140 years ago, was the first city in the Western
world to take into municipal ownership public services such as public transporta-
tion, electric power, gas, water, and so on. As early as the mid-1970s, under a
woman mayor, Helen Boosalis, it began to privatize such services as garbage
pickup, school transportation, and a host of others. The city provided the money,
with private businesses bidding for the contracts; there were substantial savings in
cost and even greater improvements in service.

What Helen Boosalis saw in Lincoln was the opportunity to separate the “pro-
vider” of public services, that is, government, and the “supplier.” This made pos-
sible both high service standards and the efficiency, reliability, and low cost that
competition can provide.

The four rules outlined above constitute the specific policies and practices the
public-service institution requires if it is to make itself entrepreneurial and capable
of innovation. In addition, however, it also needs to adopt those policies and prac-
tices that any existing organization requires in order to be entrepreneurial, the
policies and practices, discussed in chapters 34—37, suitable to the entrepreneurial
business.
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THE NEED TO INNOVATE
Why is innovation in the public-service institution so important? Why can we not
leave existing public-service institutions the way they are and depend on new insti-
tutions for the innovations we need in the public-service sector, as historically we
have always done?

The answer is that public-service institutions have become too important in
developed countries, and too big. The public-service sector, both the governmental
one and the nongovernmental but not-for-profit one, has grown faster during the
twentieth century than the private sector—maybe three to five times as fast. The
growth has been especially fast since World War II.

To some extent, this growth has been excessive. Wherever public-service activi-
ties can be converted into profit-making enterprises, they should be so converted.
This applies to not only the kind of municipal services the city of Lincoln, Ne-
braska, now privatizes. The move from nonprofit to profit has already gone very far
in the American hospital. It may become a stampede in professional and graduate
education. To subsidize the highest earners in developed society—the holders of
advanced professional degrees—can hardly be justified.

A central economic problem of developed societies is capital formation. We
therefore can ill afford to have activities conducted as “nonprofic”—that is, as ac-
tivities that devour capital rather than form it—if they can be organized as activi-
ties that form capital, as activities that make a profit.

But the great bulk of the activities that are being discharged in and by
public-service institutions will still remain public-service activities, and will
neither disappear nor be transformed. Consequently, they have to be made
producing and productive. Public-service institutions will have to learn to be
innovators, to manage themselves entrepreneurially. To achieve this, public-
service institutions will have to learn to look upon social, technological, eco-
nomic, and demographic shifts as opportunities in a period of rapid change in
all these areas.

Otherwise, they will become obstacles. Such public-service institutions will
increasingly become unable to discharge their mission as they adhere to programs
and projects that cannot work in a changed environment, and yet they will not be
able or willing to abandon the missions they can no longer discharge. Increasingly,
they will come to look the way the feudal barons came to look after they had
lost all social function around 1300: as parasites, functionless, with nothing left
but the power to obstruct and to exploit. They will become self-righteous while
increasingly losing their legitimacy. Clearly, this is already happening to the appar-
ently most powerful among them, the labor union. Yet a society in rapid change,
with new challenges, new requirements and opportunities, zeeds public-service
institutions.
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The public school in the United States exemplifies both the opportunities and
the dangers. Unless it takes the lead in innovation, it is unlikely to survive, except
as a school for the minorities in the slums as parents of middle- and high-income
families send their children to private and parochial schools.

For the first time in its history, the United States faces the threat of a class
structure in education in which all but the very poor remain outside of the public
school system—at least in the cities and suburbs where most of the population
lives. And this will squarely be the fault of the public school itself, because what is
needed to reform the public school is already known.

Many other public-service institutions face a similar situation. The knowledge is
there. The need to innovate is clear. They now have to learn how to build entrepre-
neurship and innovation into their own system. Otherwise, they will find themselves
superseded by outsiders who will create competing entrepreneurial public-service
institutions and so render the existing ones obsolete.

The late nineteenth century and early twentieth century was a period of tre-
mendous creativity and innovation in the public-service field. Social innovation
during the seventy-five years until the 1930s was surely as much alive, as produc-
tive, and as rapid as technological innovation, if not more so. But in these periods
the innovation took the form of creating new public-service institutions. The
need for social innovation may be even greater now, but it will very largely have
to be social innovation within the existing public-service institution. To build
entrepreneurial management into the existing public-service institution may thus
be the foremost political task of this generation.

SUMMARY

For a society to prosper, it must have engines of capital formation. Service institu-
tions are paid out of the surplus of wealth-creating institutions. A developed society
cannot afford to have its service institutions waste capital. As a result, public-service
institutions must be made to perform and to innovate. One way to do this is to
privatize whatever activities a service institution can outsource and convert from a
nonprofit to a for-profit activity. This single step will make service activities more
effective so long as their missions are clear.

The bulk of service activities performed in social-sector and governmental or-
ganizations cannot be privatized. These institutions must go to work to eliminate
the obstacles to innovation. There are many successful examples to point the way,
including the Girl Scouts of the U.S.A., the American Association for the Ad-
vancement of Science, and cities such as Lincoln, Nebraska.

There are four requirements for successful innovation in the public-service in-
stitution:
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Provide a clear definition of mission.

Establish goals that are attainable and stated in terms of the optimum
rather than the theoretical maximum.

Probe objectives that are not being attained after repeated attempts. Failure
to obtain objectives after repeated attempts means either that the objectives
should be redefined or that the objectives should be abandoned.

Build into public-service institutions entrepreneurial policies and practices
that have been demonstrated to work in other sectors of the economy.






Part IV

Productive Work and
Achieving Worker

Making work productive and the worker achieving is the second major aspect of
the management task. We do not know enough about it. Folklore and old wives’
tales abound, but solid, tested knowledge is scarce. We do know that work and the
workforce are undergoing greater changes today than at any time since the begin-
ning of the industrial revolution two centuries ago. We do know that, at least in
the developed countries, radically new approaches are needed—approaches to
analysis, synthesis, and control of work; to job structure, work relationships, and the struc-
ture of rewards and power relations; to making workers responsible. We do know that
we have to move from managing “personnel” as a “cost center” and a “problem” to

the leadership of people.
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Making Work Productive and
the Worker Achieving

Few words in the language evoke as much ambivalence as “work,” or are as emotion-
laden. In the pairing “work and rest,” “rest” is clearly good. But whether “retirement”
is better than “work” is already questionable. And work is definitely preferable to
“idleness.” Being “out of work” is far from good—is, indeed, a catastrophe.

In “work and play,” “play” carries a favorable connotation. But “playing at being
a surgeon” is not good at all. Work can be high achievement, as in the phrase “an
artist’s life work.” Or it can be sheer drudgery, backbreaking, and utter boredom.

There is “work” and there is “working.” They are totally dependent on each
other. Unless someone is working, no work gets done. And where there is no work,
there is also no working.

Yet work and working are quite different. Work is impersonal, and objective. It
is “something.” Not all work can be weighed or measured. But even the most in-
tangible piece of work is outside and independent of the worker.

What distinguishes work from play is an old question that has never been an-
swered satisfactorily. Work and play may be the very same activity; down to the
smallest detail, wood finishing is work when done by a furniture factory worker
and play when done by a weekend hobbyist. Psychologically and socially, the two
are quite different. The distinction may well be that work, unlike play, is imper-
sonal and objective. The purpose of play lies in the player; the purpose of work lies
with the user of the end product. Where the end product is not determined by the
player but by others, we do not speak of play, we speak of work.

Working is done by a human being, a worker. It is a uniquely human activity.
Working, therefore, is physiology and psychology, sociery and community, personality, eco-
nomics, and power. As the old human relations tag has it, “One cannot hire a hand;
the whole man always comes with it.”

Work and working, therefore, follow different rules. Work belongs to the realm
of objects. It has its own impersonal logic. But working belongs to the realm of
human beings. It has dynamics. Managers always have to manage both work and
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working. They have to make work productive and the worker achieving. They have to
integrate work and working.

WORKAND WORKER IN RAPID CHANGE

Both work and worker are in a period of rapid change, as was described in chapter
4. The changes that dominated the end of the twentieth century—and will prob-
ably dominate most of the twenty-first century as well—are the most radical changes
since the beginning of the industrial revolution, more than two centuries ago.

Over the last two centuries, work has shifted away from the home and from
people working alone to a society of employees, working in organizations. At the
same time the center of gravity of the workforce is shifting from the manual
worker to the knowledge worker. A larger and larger proportion of the labor force
in all developed countries does not work with its hands but with ideas, concepts,
theories. The output of these workers is not physical objects, but &nowledge and in-
Jormation. Half a century ago knowledge work was performed by a few indepen-
dent professionals working either alone or in very small groups. The bulk of the
labor force was manual workers.

THE CRISIS OF THE MANUAL WORKER
These changes have produced a crisis with respect to manual workers and to their
specific organization, the union.

For two hundred years the manual worker in industry, the child of the indus-
trial revolution, has been struggling to gain economic security, status, and power
in industrial society. During the ninety years since the end of World War I, the
workers’ progress was dazzling. In most developed countries the manual worker,
once a “proletarian” scratching a bare living at the margin of subsistence, acquired
substantial economic security, an income level higher than that of the upper mid-
dle class of yesterday, and increasing political power.

With the rise of the knowledge worker, the manual workers are endangered
again. Their economic security is threatened. And their social position and status
are rapidly diminishing. In the developed countries, industrial workers see them-
selves as severely deprived. They are defeated, losers, before they even start. This is
not a result of managerial actions, but of social developments and of the pressures
they have generated.

Increasingly, in all developed societies, the able, intelligent, and ambitious
members of the working class stay in school beyond the point at which they are
eligible for manual work. All the pressures of society—family and neighbors, com-
munity and school—push youngsters toward more schooling. The ones who leave
school at the age at which they once would have graduated into the manual work-
force—fifteen or so—are dropouts, failures, rejects.
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The manual workers in the developed countries today have little self-respect.
This inevitably makes them bitter, suspicious, distrustful of themselves, as well as
of organization and management, and resentful. They are not revolutionaries, like
their parents, grandparents, and great-grandparents, for it is obvious to them that
revolution cannot alter the fundamental conditions. But they are likely to become
militant as the center of social gravity keeps shifting toward knowledge work and
the knowledge worker.

The rhetoric of workers™ parties and movements still attacks the profit system.
But the true class war is increasingly being fought between the hard hats—man-
ual workers—and the middle-class knowledge workers. During most of this cen-
tury it has been the coalition of manual and knowledge workers that has dominated
politics in the developed world—in America’s New Deal as well as in the social
democratic and labor parties of Europe. The major political event for the early part
of the twenty-first century may well be the growing split between these two
groups.

THE CRISIS OF THE UNION
The status changes of the manual worker that attend the shift in emphasis to
knowledge work and knowledge worker not only create a new class distinction, but
also create severe difficulties for the manual worker’s own institution, the union.

Perhaps the most visible sign of this is the sharp drop in the quality of trade-
union leadership—a change that is largely the result of the educational explosion.
Yesterday, union leadership was the career opportunity for the able and ambitious
young worker forced out of school early by a lack of money. In the developed coun-
tries today, almost any able and ambitious youngster can stay in school—and may
go on to a graduate degree. As a result, he moves into the professional and mana-
gerial ranks. His sympathies may still be with labor, but his leadership qualities
are lost to the working class. The leaders who are moving into the vacuum this
creates are likely to be men and women driven by resentment rather than by ambi-
tion, of far lower ability, and, above all, without self-confidence. They are weak
leaders—and the worst situation for an industry to be in is to have to deal with
weak union leadership.

At the same time, the fact that young workers see themselves as “losers” makes
them resist and resent the very union leaders they put into office. The moment a
worker gains an important leadership position in the trade union, he or she auto-
matically becomes “establishment.” Union leaders consort with the mighty,
whether in government or in business. They exercise power. They have the trap-
pings of power—the big office, the retinue of aides and assistants, the multiple
computers on the desk, and so on. In order to be effective, the union leader has to
become one of “them” and ceases to be one of “us.” Yesterday’s workers looked
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upon union power as representing them. They were proud of the fact that the
union leader had become a person of authority. Today’s young workers, feeling
keenly that they are losers and rejects, resist the union leader’s authority even more
than they resist the rest of the bosses. As a result, union leaders are increasingly
losing control over their own members, are repudiated by them, resisted by them,
and disavowed by them. This, in turn, makes the union increasingly weak. For a
union is powerless if it cannot deliver the union members’ vote and behavior, can-
not guarantee observance of a contract agreement, and cannot count on the mem-
bers’ support for the leader’s position and actions.

There is little doubt that collective bargaining—whether between an individ-
ual company and a trade union or (as in Western Europe and Japan) between an
industry and industry-wide union—is in trouble. Whether the civilized industrial
warfare of collective bargaining—a major achievement of the early years of the
twentieth century—can even survive is questionable. If it doesn’t, there is no hint
of what might be an effective replacement.

UNIONS AND THE KNOWLEDGE WORKERS
An organ for the representation of workers in their dealings with management is
needed—Dby the workers, but also by society. Management is and has to be a power.
Any power needs restraint and control—or else it becomes tyranny. The union is a
very peculiar, an almost unprecedented, organ of restraint on the power of man-
agement. It is an opposition party that can never become the governing party. Yet
within its limited scope, it serves an essential function in society. Unfortunately, it
is increasingly becoming incapable of discharging this function.

The opposition function of the union will be needed more in the future than it
ever was in the past. Manual workers are beginning to feel—rightly—that they
can no longer depend on a political party and its appeal to a majority. That is the
consequence of the gradual failure of the New Deal marriage between worker and
liberal. Increasingly, also, the power that needs restraint is not that of the bosses or
the capitalists but of the educated managerial middle class of knowledge workers.
They are not greatly interested in profits, but they are interested in power. The
most bitter power conflicts are not those that erupt in private enterprise or in busi-
ness; they are conflicts between janitors and schoolboards, medical orderlies and
hospital administrators, teaching assistants and graduate faculties, or, as in the
Swedish steel industry, between workers and their staunchly socialist bosses in a
nationalized industry. They are conflicts between workers and the public interest.
In such conflicts, political parties, which aim at mass support and at attracting a
majority of the voters, are almost bound to side with the bosses, if only because no
amount of rhetoric can conceal that the price of a settlement will be paid, not out
of profits, but surely out of prices or taxes.
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Public-service institutions may face a much more difficult industrial-relations
problem than business and are much less prepared for it. Hospitals, schools, gov-
ernment agencies, and so on have all become increasingly unionized. In these insti-
tutions, the manual worker—or the lower-ranking service worker—feels even
more “dispossessed” and even more confined to second-class citizenship than does
the manual worker in manufacturing or service industries.

The unions themselves are incapable of thinking through their own future role
and developing new approaches to their own structure and function. One reason is
that the new leaders who replace the dying or retiring pioneers are so often indi-
viduals of lesser ability, lesser maturity, and lesser competence. But as important is
the fact that the new leaders can keep their slender grip on the membership only
by opposing everything. The new leaders dare not even ask questions, let alone
come up with answers. They dare not lead but must fight hard even to stay in
place.

We need new policy in labor relations. In all developed and developing coun-
tries, executives in business and in public-service institutions will have to think
through the future of the union, its role, its function, and its position, both within
the institution and in society. This is a major social responsibility of management. It
is also a business responsibility of management.

The future of business, of the economy, and of society will be influenced greatly
by the way we solve or fail to solve the growing crisis of the unions.

To think through the role and function of the union is also self-interest for
management. To believe that union weakness means management strength is
sheer self-delusion. Unionization is a fact of life in all developed noncommunist
countries. And a weak union—that is, one without established role, function, and
authority, and without strong, secure, and effective leadership—means strife, ir-
responsible demands, and increasing bitterness and tension. It does not mean man-
agement strength; it means management frustration.

MANAGING THE KNOWLEDGE WORKER: THE NEW CHALLENGE
Managing knowledge work and the knowledge workers is essentially a new task.
We know even less about it than we know about the management (or mismanage-
ment) of the manual worker. It is, therefore, the more difficult task. But because it
is new, it is not burdened with a long history of bitterness, of mutual suspicion,
and of outdated restrictions, rules, and regulations. Managing knowledge work and
knowledge worker therefore can focus on developing the right policies and prac-
tices. It can focus on the future rather than on undoing the past, on the opportuni-
ties rather than on “problems.”

Managing knowledge work and the knowledge worker will require exceptional
imagination, exceptional courage, and leadership of a high order. In some ways it
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will be a far more demanding task than managing the manual worker. The weapon
of fear—fear of economic suffering, fear of job security, physical fear of company
guards or of the state’s police power—which for so long substituted for managing
manual work and the manual worker, simply doesn’t work at all for knowledge
work and knowledge workers.

Knowledge workers, except at the very lowest levels, are not productive under
the spur of fear; only se/f-motivation and self-direction make them productive. They
have to be achieving in order to produce at all.

The productivity of every developed society depends increasingly on making
knowledge work productive and the knowledge worker achieving. This is a central social
problem of the new, the knowledge society. There are no precedents for the man-
agement of knowledge work. Knowledge work traditionally has been carried out
by individuals working by themselves or in small groups. Now knowledge work is
mostly carried out in large, complex, managed institutions. The knowledge work-
ers are not even the successor to yesterday’s “knowledge professionals.” They are the
successors to yesterday’s skilled workers.

Worse, we cannot truly define, let alone measure, productivity for most knowl-
edge work. One can define and measure it for the salesclerk in the retail store. But
productivity is already a murky term with respect to the field salesperson of a
manufacturing business. Is it total sales? Or is it the profit contribution from sales,
which might vary tremendously with the product mix an individual salesperson
sells? Or is it sales (or profit contribution) related to the potential of a sales terri-
tory? Perhaps a sales representative’s ability to hold old customers should be con-
sidered central to his or her productivity. Or perhaps it should be the ability to
generate new accounts. These problems are far more complex than the definition
and measurement of the productivity of even the highly skilled manual worker.
There one can almost always define and measure productivity in terms of the
quantity of output—for example, the number of pairs of shoes produced per hour,
per day, or per week, subject only to a quality standard.

Achievement for knowledge workers is much harder to define. No one but the
knowledge workers themselves can come to grips with the question of what in
work, job performance, social status, and pride constitutes the personal satisfaction
that makes a knowledge worker feel that she contributes, performs, serves her val-
ues, and fulfills herself. (On the management of knowledge work and worker, see
chapter 19.)

THE SEGMENTATION OF THE WORKFORCE
Manual workers and knowledge workers are not the only workforce segments,
however. For example, the service worker who is a “production” worker without be-
ing a machine worker is a distinct and important group. Equally important is the
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fact that the workforce in all developed countries is segmenting itself according to
gender.

Until fairly recently, women employees were essentially either temporary, work-
ing in the interlude between school and marriage, or distinctly lower class. Wives
of “respectable” workers did not work outside the home. Such upper-class women
as worked were largely independent professionals, doctors, lawyers, and university
teachers. The rest were schoolteachers and hospital nurses.

In all developed countries, this has changed drastically. It might well be the
sign of a developed country that a large portion of its women work as employees.
The married middle-class woman is increasingly becoming the typical woman
employee. With family size decreasing and with housework greatly reduced, more
and more middle- and upper-class women are joining the workforce. The trend is
likely to continue. (On the trend of increasing women participation rates, see chap-
ter 5.) The driving forces are economic, social, and psychological.

The working woman often requires a different job structure appropriate to her
realities and conditions. Women with children, for example, often need part-time
work or flexible hours.

Various segments of the workforce also have different needs with respect to
benefits. When it comes to cash wages, the standard of value is about the same for
all. But when it comes to retirement pay, housing or educational allowances, health
and other benefits, their needs and expectations vary greatly with sex, age, and
family responsibilities, with the stage in their own life cycle and that of their
families, and so on.

The two main challenges to managing work and working are the changed psycho-
logical and social position of the manual worker (better educated and often better paid,
he still sees himself as moving down from yesterday’s self-respecting working class
into second-class citizenship); and zhe emergence of knowledge work and the knowledge
worker as the economic and social center of what is the postindustrial, knowledge
society.

THE NEW BREED
It is these changes that explain the arrival of a new breed of worker. These are the
young people, especially the well-educated young people, who are challenging the
traditional economic and power relationships as well.

This challenge to the old wisdom is often attributed to affluence. This is far too
simple an explanation. To be sure, affluence is new. Throughout all of human his-
tory the great majority of people have always lived at the margin of subsistence.
The great majority never knew where their next meal was going to come from.
Now, in the developed countries, the great majority are economically secure, at
least in traditional terms. But there is no sign that the great majority—or any but
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the tiniest of minorities—have lost their appetite for economic rewards, whether
material or immaterial. On the contrary, the great majority, now that they have
tasted some of the fruits of productivity, are clearly eager for more—much more
than the economy can produce so far, and possibly more than the limited resources
of our planet can produce.

The shifting structure and character of work has created a demand that work
produce more than purely economic benefits.

Making a living is no longer enough. Work also has to make a life. This means
that it will be more important than ever to make work both productive and
achieving. At the same time, both manual workers (with their deep psychological
insecurity) and knowledge workers (with their new status) expect work to provide
nonmaterial psychological and social satisfactions. They do not necessarily expect
work to be enjoyable, but they do expect it to be achieving.

SUMMARY
The main challenges to managing work and working are the changed psycho-
logical and social position of the manual worker; the crisis of the traditional role
and function of the union as a result of its success; and the emergence of knowl-
edge work as the economic and social center of the postindustrial, knowledge so-
ciety. Work is changing—but so is the workforce, especially as more and more
married women of all classes are working in the developed countries.
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Managing the Work and
Worker in Manual Work

The most important, and indeed the truly unique, contribution of management in
the twentieth century was the fiftyfold increase in the productivity of the manual
worker in manufacturing.

The most important contribution management needs to make in the twenty-
first century is similarly to increase the productivity of knowledge work and the
knowledge worker.

The most valuable assets of a twentieth-century company were its production
equipment. The most valuable asset of a twenty-first-century institution, whether
business or nonbusiness, is its knowledge workers and their productivity.

THE PRODUCTIVITY OF THE MANUAL WORKER
First: a look at where we are.

It was only a little over a hundred years ago that for the first time an educated
person actually looked at manual work and manual worker, and then began to
study both. Great poets, the Greek Hesiod (sixth century BC) and, five hundred
years later, the Roman Virgil (at the end of the first century BC), sang about the
work of the farmer. Theirs are still among the finest poems in any language. But
neither the work they sang about nor their farmers bear even the most remote re-
semblance to reality or were meant to have any. Neither Hesiod nor Virgil ever
held a sickle in his hands, ever herded sheep, or even looked at the people who did,
either. And when, nineteen hundred years after Virgil, Karl Marx (1818-1883)
came to write about manual work and manual workers, he, too, never looked at
either, nor had he ever as much as touched a machine. The first man to do both,
that is, to work as a manual worker and then to study manual work, was Frederick
Winslow Taylor (1856—1915).

Throughout recorded history—and actually well before any history was recorded—
there have been, of course, steady advances in what we today call “productivity.” But
they were the result of new tools, of new methods, of new technology; they were
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advances in what the economist calls “capital.” There were few advances throughout
the ages in what the economist calls “labor,” that is, in the productivity of the
worker. It was axiomatic throughout history that workers could produce more only
by working harder or by working longer hours. The nineteenth-century economists
disagreed as much about most things as economists do today. But they all agreed—
from David Ricardo (1772-1823) through Karl Marx—that there are enormous
differences in skill among workers, but there are none in respect to productivity
other than between hard workers and lazy ones, or between physically strong work-
ers and weak ones. Productivity did not exist.

Within a decade after Taylor first looked at work and studied it, the productiv-
ity of the manual worker began its unprecedented rise. Since then it has been go-
ing up steadily at the rate of 3.5 percent per annum—which means it has been
raised fiftyfold since Taylor. On this achievement rests all the economic and so-
cial gains of the twentieth century. The productivity of the manual worker has
created what we now call “developed” economies. Before Taylor, there was no such
thing—all economies were equally “underdeveloped.” An underdeveloped econ-
omy today—or even an “emerging” one—is one that has not, or at least has not
yet, made the manual worker productive.

THE PRINCIPLES OF MANUAL-WORK PRODUCTIVITY
Taylor’s principles sound deceptively simple.

The first step in making the manual worker productive is to look at the task
and to analyze its constituent motions. The next step is to record each motion, the physi-
cal effort it takes and the time it takes. Then motions that are not needed can be
eliminated—and whenever we have looked at manual work, we have found that a
great many of the traditionally most hallowed procedures turn out to be waste and
do not add anything. Next, each of the motions that remain as essential to obtain-
ing the finished product is set up so as to be done the simplest way, the easiest way,
the way that puts the least physical and mental strain on the operator, the way that
requires the least time. Then these motions are put together into a “job” that is in
a logical sequence or system, including provision of appropriate information necessary
to control the direction, quantity, quality, and acceptable range of exceptions. Fi-
nally, the #00/s needed to do the motions are redesigned. And whenever we have
looked at any job—no matter for how many thousands of years it has been per-
formed—we have found that the traditional tools are totally wrong for the task.
This was the case, for instance, with the shovel used to carry sand in a foundry—
the first task Taylor studied. It was the wrong shape, it was the wrong size, and it
had the wrong handle.

Taylor’s principles sound obvious—effective methods always do. But it took
Taylor twenty years of experimentation to work them out.



Managing the Work and Worker in Manual Work 193

Over these last hundred years there have been countless further changes, revi-
sions, and refinements. The name by which the methodology goes has changed,
too, over the century. Taylor himself first called his method rask analysis or task
management. Twenty years later it was rechristened scientific management. Another
twenty years later, after World War I, it came to be known as industrial engineering
in the United States, the United Kingdom, and Japan, and as rationalization in
Germany. To proclaim that one’s method “rejects” Taylor or “replaces” him is al-
most standard “public relations.” For what made Taylor and his method so power-
ful has also made them unpopular. What Taylor saw when he actually looked at
work violated everything poets and philosophers had said about work from Hesiod
and Virgil to Karl Marx. They all celebrated “skill.” Taylor showed that in manual
work there is no such thing. There are only simple, repetitive motions. What
makes them productive is knowledge, that is, the way the simple, unskilled mo-
tions are put together, organized and executed. In fact, Taylor was the first person
to apply knowledge to work.”

This also earned Taylor the undying enmity of the labor unions of his time, all
of which were craft unions and based on the mystigue of craft skill and their mo-
nopoly of it.

Moreover, Taylor advocated—and this is still anathema to a labor union—that
workers be paid according to their productivity, that is, for their output, rather
than for their input, for example, for hours worked. But Taylor’s definition of work
as a series of operations also largely explains his rejection by the people who do not
do any manual work: the descendants of the poets and philosophers of old, the li-
terati and intellectuals. Taylor destroyed the romance of work. Instead of a “noble
skill,” it becomes a series of simple motions.

And yet every method during these last hundred years that has had the slight-
est success in raising the productivity of manual workers—and with it their real
wages—has been based on Taylor’s principles, no matter how loudly the protago-
nists proclaimed their differences with Taylor. This is true of “work enlargement,”
“work enrichment,” and “job rotation”—all of which use Taylor’s methods to
lessen the worker’s fatigue and thereby to increase the worker’s productivity. It is
true of such extensions of Taylor’s principles of task analysis and industrial engi-
neering to the entire manual work process as Henry Ford’s assembly line (devel-
oped after 1914, when Taylor himself was already sick, old, and retired). It is just

* For work in the oldest knowledge profession, that is, in medicine, Taylor’s close contemporary William
Osier (1849-1919) did what Taylor did and at the same time—in his 1892 book The Principles and Practice
of Medicine (arguably the best textbook since Euclid’s Geomerry in the third century BC). Osier’s work has
rightly been called the application of scientific management to medical diagnosis. And, like Taylor, Osier
preached that there is no “skill,” there is only method.
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as true of the Japanese “quality circle,” of “continuous improvement” (“kaizen”),
and of “just-in-time delivery.”

The best example, however, is W. Edwards Deming’s (1900-1993) “total qual-
ity management.” What Deming did—and what makes total quality manage-
ment effective—is to analyze and organize the job exactly the way Taylor did. But
then he added, around 1940, “quality control” based on a statistical theory that
was only developed ten years after Taylor’s death. Finally, in the 1970s, Deming
substituted closed-circuit television and computer simulation for Taylor’s stop-
watch and motion photos. But Deming’s “quality control analysts” are the spit and
image of Taylor’s “efficiency engineers” and function the same way.

Whatever his limitations and shortcomings—and he had many—no other
American, not even Henry Ford (1863-1947), has had anything like Taylor’s im-
pact. Scientific management (and its successor, industrial engineering) is the one Amer-
ican philosophy that has swept the world—more so even than the Constitution
and the Federalist Papers. In the last century there has been only one worldwide
philosophy that could compete with Taylor’s: Marxism. And in the end, Taylor has
triumphed over Marx.

In World War I, scientific management swept through the United States—to-
gether with Ford’s Taylor-based assembly line. In the 1920s, scientific manage-
ment swept through Western Europe and began to be adopted in Japan.

In World War II, both the German achievement and the American achieve-
ment were squarely based on applying Taylor’s principles to training. The Ger-
man General Staff, after having lost World War I, applied “rationalization,”
that is, Taylor’s scientific management, to the job of the soldier and to military
training. This enabled Hitler to create a superb fighting machine in the six short
years between his coming to power and 1939. In the United States, the same prin-
ciples were applied to the training of an industrial workforce, first tentatively in
World War I, and then, with full power, in World War II. This enabled the
Americans to outproduce the Germans, even though a larger proportion of the
U.S. than of the German male population was in uniform and thus not in indus-
trial production. And then training-based scientific management gave the U.S.
civilian worker more than twice—if not three times—the productivity of the
workers in Hitler’s Germany and in Hitler-dominated Europe. Scientific manage-
ment thus gave the United States the capacity to outnumber both Germans and
Japanese on the battlefield and yet to outproduce both by several orders of mag-
nitude.

Economic development outside the Western world since 1950 has largely been
based on copying what the United States did in World War II, that is, on applying
scientific management to making the manual worker productive. All earlier eco-
nomic development had been based on technological innovation—first in France in
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the eighteenth century, then in Great Britain from 1760 until 1850, and fi-
nally in the new economic “Great Powers,” Germany and the United States, in
the second half of the nineteenth century. The non-Western countries that
developed after World War II, beginning with Japan, eschewed technological
innovation. Instead, they imported the training that the United States had
developed during World War II based on Taylor’s principles, and used it to
make highly productive, almost overnight, a still largely unskilled and prein-
dustrial workforce. (In Japan, for instance, almost two-thirds of the working
population were still, in 1950, living on the land and unskilled in any work
except cultivating rice.) But, while highly productive, this new workforce was
still—for a decade or more—paid preindustrial wages so that these coun-
tries—first Japan, then Korea, then Taiwan and Singapore—could produce the
same manufactured products as the developed countries, but at a fraction of
their labor costs.

THE FUTURE OF MANUAL-WORKER PRODUCTIVITY
Taylor’s approach was designed for manual work in manufacturing, and at first ap-
plied only to it. But even within these traditional limitations, it still has enormous
scope. It is still going to be the organizing principle in countries where manual
work, and especially manual work in manufacturing, is the growth sector of soci-
ety and economy, that is, “Third World” countries with very large and still grow-
ing numbers of young people with little education and little skill.

But, as will be discussed in the next chapter, there is a tremendous amount of
knowledge work—including work requiring highly advanced and thoroughly the-
oretical knowledge—that includes manual operations. And the productivity of
these operations also requires industrial engineering.

Still, in developed countries, the central challenge is no longer to make manual
work productive—we know, after all, how to do it. The central challenge will be
to make knowledge workers productive. Knowledge workers are rapidly becoming
the largest single group in the workforce of every developed country. They already
comprise one-third of the U.S. workforce—and a smaller but rapidly growing pro-
portion of the workforce of all other developed countries. It is on their productiv-
ity, above all, that the future prosperity and indeed the future survival of the
developed economies will increasingly depend.

SUMMARY
The realization that skill and knowledge are in the working rather than in the work is
the key to making work productive. The generic nature of work implies that work
can be studied systematically, if not scientifically. Until recently the study of
work has been confined to manual work for the reason that this was the main
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work around. But the same principles and approaches apply to any other produc-
tion work, such as most service work. They apply to the processing of informa-
tion, that is, to most clerical work. They even apply to most knowledge work.
Only the applications and the tools vary. Making work productive requires four
separate activities, each with its own demands. Because work is objective and im-
personal and a “something”—even if it is intangible, like information or knowl-
edge—making work productive has to begin with the end product, the output of
work. It cannot start with the input, whether craft skill or formal knowledge.
Skills, information, knowledge, are tools; and what tool is to be applied when, and
for what purpose, must always be determined by the desired end product. The end
product determines what work is needed. It also determines the synthesis into a
process, the design of the appropriate controls, and the specifications for the tools
needed.
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Managing the Work and
Worker in Knowledge Work

WHAT WE KNOW ABOUT KNOWLEDGE-WORKER PRODUCTIVITY
Work on the productivity of the knowledge worker has barely begun. In terms of
actual work on knowledge-worker productivity, we are, in the year 2007, roughly
where we were in the year 1900, a century ago, in terms of the productivity of the
manual worker. But we already know infinitely more about the productivity of the
knowledge worker than we did then about that of the manual worker. We even
know a good many of the answers. But we also know the challenges to which we
do not yet know the answers, and on which we need to go to work.
Six major factors determine knowledge-worker productivity:

1. Knowledge-worker productivity demands that we ask the question, “What
is the task?”

2. It demands that we impose the responsibility for their productivity on the
individual knowledge workers themselves. Knowledge workers have to
manage themselves. They have to have autonomy.

3. Continuing innovation has to be part of the work, the task and the respon-
sibility of knowledge workers.

4. Knowledge work requires continuous learning on the part of the knowledge
worker, but equally continuous teaching on the part of the knowledge
worker.

5. Productivity of the knowledge worker is not—at least not primarily—a
matter of the quantity of output. Quality is at least as important.

6. Finally, knowledge-worker productivity requires that the knowledge worker
is both seen and treated as an “asset” rather than a “cost.” It requires that
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knowledge workers want to work for the organization in preference to all
other opportunities.

Each of these requirements—except perhaps the last one—is almost the exact
opposite of what is needed to increase the productivity of the manual worker.

In manual work quality also matters. But lack of quality is a restraint. There
has to be a certain minimum quality standard. The achievement of “total quality
management,” that is, of the application of twentieth-century statistical theory to
manual work, is the ability to cut (though not entirely to eliminate) production
that falls below this minimum standard.

But in most knowledge work, quality is not a minimum and a restraint. Qual-
ity is the essence of the output. In judging the performance of a teacher, we do not
ask how many students there can be in his or her class. We ask how many students
learn anything—and that’s a quality question. In appraising the performance of a
medical laboratory, the question of how many tests it can run through its ma-
chines is quite secondary to the question of how many test results are valid and
reliable. And this is true even for the work of the file clerk.

Productivity of knowledge work therefore has to aim first at obtaining qual-
ity—and not minimum quality but optimum if not maximum quality. Only then
can one ask, “What is the volume, the quantity of work?”

This not only means that we approach the task of making productive the
knowledge worker from the quality of the work rather than the quantity. It also
means that we will have to learn to define quality.

WHAT IS THE TASK?
The crucial question in knowledge-worker productivity is the first one: What is the
task? It is also the one most at odds with manual-worker productivity. In manual
work the key question is always, How should the work be done? In manual work the
task is always a given. None of the people who work on manual-worker productiv-
ity ever asked, “What is the manual worker supposed to do?” Their only question
was, “How does the manual worker best do the job?”

This was just as true of Frederick W. Taylor’s “scientific management” as of the
people at Sears, Roebuck or the Ford Motor Company who first designed the as-
sembly line, or of W. Edwards Deming’s “total quality control.”

But in knowledge work the key question is, “What is the task?”

One reason for this is that knowledge work, unlike manual work, does not
program the worker. The worker on the automobile assembly line who puts on a
wheel is programmed by the simultaneous arrival of the car’s chassis on one line
and of the wheel on the other line. The farmer who plows a field in preparation
for planting does not climb out of his tractor to take a telephone call, to attend a
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meeting, or to write a memo. What is to be done is always obvious in manual
work.

But in knowledge work the task does not program the worker.

A major crisis in the hospital—for example, when a patient suddenly goes into
coma—does, of course, control the nurse’s task and programs her. But otherwise, it
is largely the nurse’s decision whether to spend time at the patient’s bed or whether
to spend time filling out papers. Engineers are constantly being pulled off their
task by having to write a report or rewrite it, by being asked to attend a meeting,
and so on. The job of the salesperson in the department store is to serve the cus-
tomer and to provide the merchandise the customer is interested in or should be-
come interested in. Instead, the salesperson spends an enormous amount of time
on paperwork, on checking whether merchandise is in stock, on checking when
and how it can be delivered, and so on—all things that take salespeople away from
the customer and do not add anything to their productivity in doing what sales-
people are being paid for, which is to sell and to satisfy the customer.

The first requirement in tackling knowledge work is to find out what the task
is so as to make it possible to concentrate knowledge workers on the task and to
eliminate everything else—at least as far as it can possibly be eliminated. But this,
then, requires that the knowledge workers themselves define what the task is or
should be. And only the knowledge workers themselves can do that.

Work on knowledge-worker productivity, therefore, begins with asking the
knowledge workers themselves, What is your task? What should it be? What
should you be expected to contribute? and What bampers you in doing your task
and should be eliminated?

Knowledge workers themselves almost always have thought through these
questions and can answer them. Still, it then usually takes time and hard work to
restructure their jobs so that they can actually make the contribution they are al-
ready being paid for. But asking the questions and taking action on the answers
usually doubles or triples knowledge-worker productivity, and quite fast.

This was the result of questioning the nurses in a major hospital. They were
actually sharply divided as to what their task was, with one group saying “patient
care” and another one saying “satisfying the physicians.” But they were in complete
agreement on the things that made them unproductive—they called them “chores”
paperwork, arranging flowers, answering the phone calls of patients’ relatives, an-
swering the patients’ bells, and so on. And all—or nearly all—of these could be
turned over to a nonnurse floor clerk, paid a fraction of a nurse’s pay. The produc-
tivity of the nurses on the floor immediately more than doubled, as measured by
the time nurses spent at the patients’ beds. Patient satisfaction more than doubled.
And turnover of nurses, which had been catastrophically high, almost disap-
peared—all within four months.
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And once the 7ask has been defined, the next requirements can be tackled—and
will be tackled by the knowledge workers themselves. They are

1. Knowledge workers' responsibility for their own contribution—the knowl-
edge worker’s decision as to what he or she should be held accountable for in
terms of quality and quantity, with respect to time and with respect to cost.
Knowledge workers have to have autonomy, and that entails responsibility.

2. Continuous innovation has to be built into the knowledge worker’s job.

3. Continuous learning and continuous teaching have to be built into the job.

But one central requirement of knowledge-worker productivity is, then, still
left to be satisfied. We have to answer the question: What is quality?

In some knowledge work—and especially in some work requiring a high degree
of knowledge—we already measure quality. Surgeons, for instance, are routinely
measured, especially by their colleagues, by their success rates in difficult and
dangerous procedures—for example, by the survival rates of their open-heart sur-
gical patients or the full-recovery rates of their orthopedic-surgery patients. But by
and large we have, so far, mainly judgments rather than measures regarding the
quality of a great deal of knowledge work. The main trouble is, however, not the
difficulty of measuring quality. It is the difficulty—and more particularly the sharp
disagreements—in defining what the task is and what it should be.

The best example I know is the American school. As everyone knows, public
schools in the American inner cities have become disaster areas. But next to
them—in the same location and serving the same kind of children—are private
(mostly Christian) schools in which the kids behave well and learn well. There is
endless speculation to explain these enormous quality differences. But a major
reason is surely that the two kinds of schools define their tasks differently. The
typical public school defines its task as “helping the underprivileged”; the typical
Christian school (and especially the parochial schools of the Catholic Church) de-
fine their task as “enabling those who want to learn, to learn.” One therefore is
governed by its scholastic failures, the other one by its scholastic successes.

But similarly, there are two research departments of major pharmaceutical
companies that have totally different results because they define their tasks differ-
ently. One sees its task as not having failures, that is, in working steadily on fairly
minor but predictable improvements in existing products and for established mar-
kets. The other one defines its task as producing “breakthroughs” and therefore
courts risks. Both are considered fairly successful—by themselves, by their own
top managements, and by outside analysts. But each operates quite differently and
quite differently defines its own productivity and that of its research scientists.



Managing the Work and Worker in Knowledge Work 201

To define quality in knowledge work and to convert the definition into knowl-
edge-worker productivity is thus to a large extent a matter of defining the task. It
requires the difficule, risk-taking, and always controversial defining of what “re-
sults” are for a given enterprise and a given activity. We, therefore, actually know
how to do it. Still, the question is a totally new one for most organizations, and
also for most knowledge workers. And to answer it requires controversy, requires
dissent.

THE KNOWLEDGE WORKER AS CAPITAL ASSET
In no other area is the difference greater between manual-worker productivity and
knowledge-worker productivity than in their respective economics. Economic the-
ory and most business practice see manual workers as a cost. To be productive,
knowledge workers must be considered a capital asset.

Costs need to be controlled and reduced. Assets need to be made to grow.

In managing manual workers, we learned fairly early that high turnover—that
is, losing workers—is very costly. The Ford Motor Company, as is well known,
increased the pay of skilled workers threefold, to $5 a day, in January 1914. It did
so because its turnover had been so excessive as to make its labor costs prohibi-
tively high; it had to hire 60,000 people a year to keep 10,000. Even so, every-
body, including Henry Ford himself (who had at first been bitterly opposed to
this increase), was convinced that the higher wages would greatly reduce the
company’s profits. Instead, in the very first year, profits almost doubled. Paid $5
a day, practically no workers left—in fact, the Ford Motor Company soon had a
waiting list.

But, short of the costs of turnover, rehiring or retraining, and so on, the manual
worker is still being seen as a cost. This is true even in Japan, despite the emphasis
on lifetime employment and on building a “loyal,” permanent workforce. And
short of the cost of turnover, the management of people at work, based on millen-
nia of work being almost totally manual work, still assumes—with the exception
of a few highly skilled people—one manual worker is like any other manual
worker.

This is definitely not true for knowledge work.

Employees who do manual work do not own the means of production. They
may, and often do, have a lot of valuable experience. But that experience is valuable
only at the place where they work. It is not portable.

But knowledge workers own the means of production. It is the knowledge be-
tween their ears. And it is a totally portable and enormous capital asset. Because
knowledge workers own their means of production, they are mobile. Manual work-
ers need the job much more than the job needs them. It may still not be true for
all knowledge workers that the organization needs them more than they need the
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organization. But for most of them, it is a symbiotic relationship in which the two
need each other in equal measure.

Management’s duty is to preserve the assets of the institution in its care. What
does this mean when the knowledge of the individual knowledge worker be-
comes an asset and, in more and more cases, the main asset of an institution?
What does this mean for personnel policy? What is needed to attract and to
hold the highest-producing knowledge workers? What is needed to increase their
productivity and to convert their increased productivity into performance capac-
ity for the organization?

THE TECHNOLOGISTS
So far we have discussed the productivity of knowledge workers doing knowledge
work. But a very large number of knowledge workers do both knowledge work and
manual work. I call them “technologists.”

This group includes people who apply knowledge of the highest order.

Surgeons preparing for an operation to correct a brain aneurysm before it pro-
duces a lethal brain hemorrhage spend hours in diagnosis before they cut—and
that requires specialized knowledge of the highest order. And then again, during
the surgery, an unexpected complication may occur that calls for theoretical knowl-
edge and judgment, both of the very highest order. But the surgery itself is manual
work—and manual work consisting of repetitive manual operations in which the
emphasis is on speed, accuracy, uniformity. And these operations are studied, or-
ganized, learned, and practiced exactly as any other manual work is, that is, by the
same methods Taylor first developed for factory work.

But the technologist group also contains large numbers of people within whose
work knowledge is relatively subordinate—though it is always crucial.

The file clerk’s job—and that of her computer-operator successor—requires
knowledge of the alphabet that no experience can teach. This knowledge is a small
part of an otherwise manual task. But it is the foundation and absolutely crucial.

Technologists may be the single biggest group of knowledge workers. They
may also be the fastest-growing group. They include the great majority of health-
care workers: lab technicians; rehabilitation technicians; technicians in imaging
such as X ray, ultrasound, and magnetic-resonance; and so on. They include den-
tists and all dental support people. They include automobile mechanics and all
kinds of repair and installation people. In fact, the technologist may be the true
successor to the nineteenth- and twentieth-century skilled worker.

Technologists are also the one group in which developed countries can have a
true and long-lasting competitive advantage.

When it comes to truly high knowledge, no country can any longer have much
of a lead, the way nineteenth-century Germany had through its university. Among
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theoretical physicists, mathematicians, economic theorists, and the like, there is no
“nationality.” And any country can, at fairly low cost, train a substantial number of
high-knowledge people. India, for instance, despite her poverty, has been training
fairly large numbers of first-rate physicians and first-rate computer programmers.
Similarly, there is no “nationality” with respect to the productivity of manual labor.
Training based on scientific management has made all countries capable of attain-
ing, overnight, the manual-worker productivity of the most advanced country, in-
dustry, or company. Only in educating technologists can the developed countries
still have a meaningful competitive edge, and for some time to come.

The United States is the only country that has actually developed this advan-
tage—through its, so far, unique nationwide systems of community colleges. The
community college was actually designed (beginning in the 1920s) to educate tech-
nologists who have both the needed theoretical knowledge and the manual skill.
On this, I am convinced, rests both the still huge productivity advantage of the
American economy and the—so far unique—American ability to create, almost
overnight, new and different industries. Nothing quite like the American com-
munity college exists anywhere else yet. The famous Japanese school system pro-
duces either people prepared only for manual work or people prepared only for
knowledge work. Only in the year 2003 was the first Japanese institution devoted
to training technologists started. Even more famous is the German apprenticeship
system. Started in the 1830s, it was one of the main factors in Germany’s becom-
ing the world’s leading manufacturer. But it focused—and still focuses—primar-
ily on manual skills and slights theoretical knowledge. It is thus in danger of
rapidly becoming obsolete.

But these other developed countries should be expected to catch up with the
United States fairly fast. Other countries—"“emerging ones” or “Third World”
ones—are, however, likely to be decades behind—in part because educating tech-
nologists is expensive, in part because in these countries people of knowledge still
look down with disdain, if not with contempt, on working with one’s hands.
“That’s what we have servants for,” is still their prevailing attitude. In developed
countries, however—and again, foremost in the United States—more and more
manual workers are going to be technologists. In increasing knowledge-worker
productivity, increasing the productivity of the technologists, therefore, deserves
to be given high priority.

The job was actually done in the mid-1920s by the American Telephone and
Telegraph Company (AT&T) for its technologists, the people who installed, main-
tained, and replaced telephones, whether in the home or in the office.

By the early 1920s the technologists working outside the telephone office and at
the customer’s location had become a major cost center—and at the same time a
major cause of customer unhappiness and dissatisfaction. It took about five years or
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so, from 1920 until 1925, for AT&T—which had by that time acquired a near
monopoly on providing telephone service in the United States and in parts of
Canada—to realize that the task was not installing, maintaining, repairing, and
replacing telephones and telephone connections. The task was to create a satisfied
customer. It then became fairly easy to organize the job. It meant, first, that the
technicians themselves had to define what “satisfaction” meant. The results were
standards that established that every order for a new telephone or an additional
telephone connection would have to be satisfied within at most forty-eight hours,
and that every request for repair would have to be satisfied the same day if made
before noon, or by noon the following day.

Then it became clear that the individual service people—in those days all
men—would have to be active participants in such decisions as whether to have
one person installing and replacing telephones and another one maintaining and
repairing them, or whether the same people had to be able to do all jobs—which
in the end turned out to be the right answer. These people had to be taught a very
substantial amount of theoretical knowledge—and in those days, few of them had
more than six years of schooling. They had to understand how a telephone works.
They had to understand how a switchboard works. They had to understand how
the telephone system works. These people were not qualified engineers or skilled
craftsmen. But they had to know enough electronics to diagnose unexpected prob-
lems and to be able to cope with them. Then they were trained in the repetitive
manual operation or in the “one right way”—that is, through the methods of sci-
entific management. And they made the decisions, for example, as to where and
how to connect the individual telephone to the system and what particular kind of
telephone and service would be the most suitable for a given home or a given of-
fice. They had to become salesmen in addition to being servicemen.

Finally, the telephone company faced the problem of how to define gualiry. The
technologist had to work by himself. He could not be supervised. He, therefore, had
to define quality and had to deliver it. It took several more years before that was
answered. At first the telephone company thought that this meant a “sample check”
that had supervisors go out and look at a sample—maybe every twentieth or thirti-
eth job done by an individual service person—and check it for quality. This very
soon turned out to be the wrong way of doing the job, annoying both servicemen and
customers alike. Then the telephone company defined quality as “no complaints”—
and soon found out that only extremely unhappy customers complained. It then had
to redefine quality as “positive customer satisfaction.” And this then meant in the
end that the serviceman himself controlled quality—for example, by calling up a
week or ten days after he had done a job and asking the customer whether the work
was satisfactory and whether there was anything more the technician could possibly
do to give the customer the best possible and most satisfactory service.
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I have intentionally gone into considerable detail in describing this early ex-
ample because it exemplifies the three elements for making effective the worker
who is both a knowledge worker and a manual worker.

1. There is, first, the answer to the question, “What is the task?”—the key
question in making every knowledge worker productive. As the example of the
Bell System shows, this is not an obvious answer. And as the Bell System people
learned, the only people who know the answer to this are the technologists them-
selves. In fact, until the company asked the technologists, it floundered. But as
soon as the technologists were asked, the answer came back loud and clear: a satis-
fied customer.

2. Then the technologists had to take full responsibility for giving customer
satisfaction, that is, for delivering quality. This then showed what formal knowl-
edge the technologist needed. And then, only then, could the manual part of the
job be organized for manual-worker productivity.

3. Above all, this example shows that technologists have to be treated as knowl-
edge workers. No matter how important the manual part of their work—and it
may take the bulk of their time, as it did in the case of the AT&T installers—the
focus has to be on making the technologist knowledgeable, responsible, productive as a
knowledge worker.

KNOWLEDGE WORK AS A SYSTEM
Productivity of the knowledge worker will almost always require that the work
itself be restructured and be made part of a system.

One example is servicing expensive equipment, such as huge and expensive
earth-moving machines. Traditionally, this had been seen as distinct and separate
from the job of making and selling the machines. But when the U.S. Caterpillar
Company, the world’s largest producer of such equipment, asked, “What are we
getting paid for?” the answer was, “We are not getting paid for machinery. We are
getting paid for what the machinery does at the customer’s place of business. That
means keeping the equipment running, since even one hour during which the
equipment is out of operation may cost the customer far more than the equipment
itself.” In other words, the answer to “What is our business?” was “Service.” This
then led to a total restructuring of operations all the way back to the factory, so
that the customer can be guaranteed continuing operations and immediate repairs
or replacements. And the service representative, usually a technologist, has become
the true “decision maker.”

The same principle is demonstrated in another, seemingly very different, ex-
ample. A group of about twenty-five orthopedic surgeons in a midwestern U.S.
city have organized themselves as a “system” to produce the highest-quality work:
by using optimally the limited and expensive resources of operating and recovery
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rooms; by using optimally the supporting knowledge of people such as anesthesiolo-
gists or surgical nurses; by building continuous learning and continuous innova-
tion into the work of the entire group and of its every member; and finally, by
minimizing costs. Each of the surgeons retains full control of his or her practice.
He or she is fully responsible for obtaining and treating the individual patient.
Traditionally, surgeons schedule surgeries early in the morning. Hence, operating
rooms and recovery rooms are standing empty most of the time. The group now
schedules the use of operating and recovery rooms for the entire group so that this
scarce and extremely expensive resource is used ten hours a day. The group, as a
group, decides on the standardization of tools and equipment so as to obtain the
highest quality at the lowest cost. Finally, the group has also built quality control
into its system. Every three months, three different surgeons are designated to
scrutinize every operation done by each of the members—rzhe diagnosis, the surgery,
the after-treatment. They then sit down with the individual surgeons and discuss
their performance. They suggest where there is need for improvement. But they
may also recommend that a certain surgeon be asked to leave the group, as his or
her work is not satisfactory. And each year the quality standards that these super-
vising committees apply are discussed with the whole group and are raised, and
often substantially. As a result, this group now does almost four times as much
work as it did before. It has cut the costs by 50 percent, half of it by cutting back
on the waste of operating and recovery rooms, half by standardizing tools and equip-
ment. And in such measurable areas as success rates in knee replacements or shoul-
der replacements, or in recovery after sports injuries, it has greatly improved its
results.

What to do about knowledge-worker productivity is thus largely known. So is
how to do it.

BUT HOW TO BEGIN?
Making knowledge workers productive requires changes in basic attitude—whereas
making the manual worker more productive only required telling the worker how to
do the job. And these changes in attitude are required, not only on the part of the
individual knowledge worker, but on the part of the whole organization. They
therefore have to be “piloted”—as any major changes should be. (On piloting
changes, see chapter 37.) The first step is to find an area in the organization or a
group of knowledge workers who are receptive. The orthopedic surgeons, for in-
stance, first had their new ideas tried out by four physicians—one an older man,
three younger people—who had long argued for radical changes. Then there is a
need to work consistently, patiently, and for a considerable length of uninterrupted
time in this small area or with this small group. For the first attempts, even if
greeted with great enthusiasm, will almost certainly run into all kinds of unexpected
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problems. It is only after the productivity of this small group of knowledge work-
ers has been substantially increased that the new ways of doing the work can be
extended to a larger area, if not to the entire organization. And by then we will also
have learned where the main problems are; where, for example, resistance can be
expected (e.g., from middle management), or what changes in task, organization,
measurements, and attitude are needed for full effectiveness. To try to jump the
pilot stage—and there is always pressure to do so—only means that the mistakes
become public, while the successes stay hidden. It only means discrediting the
entire enterprise. But if the changes are properly piloted, we can already do a great
deal to improve—and drastically—knowledge-worker productivity.

Knowledge-worker productivity is the biggest of the management challenges of
the twenty-first century. In the developed countries, it is their first survival require-
ment. In no other way can the developed countries hope to maintain themselves,
let alone to maintain their leadership and their standards of living.

In the twentieth century, this leadership very largely depended on making the
manual worker productive. Any country, any industry, any business, can do that
today—using the methods that the developed countries have worked out and put
into practice in the 125 years since Frederick Winslow Taylor first looked at man-
ual work. Anybody today, anywhere, can apply those policies to training, to the or-
ganization of the work, and to the productivity of workers, even if they are barely
literate, if not illiterate, and totally unskilled.

Above all (as discussed in chapter 5), the supply of young people available for
manual work will be rapidly shrinking in the developed countries—in the West
and in Japan very fast, in the United States somewhat more slowly—whereas the
supply of such people will still grow fast in the emerging and developing coun-
tries, at least for another thirty or forty years. The only possible advantage developed
countries can hope to have is in the supply of people prepared, educated, and trained for
knowledge work. There, for another fifty years, the developed countries can expect to
have substantial advantages, both in quality and in quantity.

But whether this advantage will translate into performance depends on the
ability of the developed countries—and of every industry in them, of every com-
pany in them, of every institution in them—rto raise the productivity of the
knowledge worker and to raise it as quickly as the developed countries, in the last
hundred years, have raised the productivity of the manual worker.

The countries and the industries that have emerged as the leaders in the last
hundred years in the world are the countries and the industries that have led in rais-
ing the productivity of the manual worker: the United States first, Japan and Ger-
many second. Fifty years from now—if not much sooner—the leadership in the
world economy will have moved to the countries and to the industries that have
most systematically and most successfully raised knowledge-worker productivity.
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THE GOVERNANCE OF THE CORPORATION
What does the emergence of the knowledge worker and of knowledge-worker pro-
ductivity mean for the governance of the corporation? What do they mean for the
future and structure of the economic system?

In the last fifteen to twenty years, pension funds and other institutional inves-
tors became the main share owners of the equity capital of publicly owned compa-
nies in all developed countries (as discussed several times in this book). This has
triggered in the United States a furious debate on the governance of corporations
(on this, see also chapters 6 and 44). For with the emergence of pension funds and
mutual funds as the owners of publicly owned companies, power has shifted to
these new owners.

Similar shifts in the definition both of the purpose of such economic organiza-
tions as the business corporation and of their governance can be expected to occur
in all developed countries.

We are now facing the change that will have to be made in the governance of
the corporation caused by the emergence of knowledge work just as we did be-
fore with the emergence of shareholder capitalism. We will have to redefine the
purpose of the employing organization and of its management as both satisfying
the legal owners, such as shareholders, and satisfying the owners of the human
capital that gives the organization its wealth-producing power—that is, satisfy-
ing the knowledge workers. For increasingly the ability of organizations—and
not only of businesses—to survive will come to depend on their comparative ad-
vantage in making the knowledge worker productive. And the ability to attract
and hold the best of the knowledge workers is the first and most fundamental
precondition.

Can this be measured, however? Or is it purely an “intangible”? This will surely
be a central problem—for management, for investors, for capital markets. What
does capitalism mean when knowledge governs—rather than money? And what do
“free markets” mean when knowledge workers—and no one else can “own” knowl-
edge—are the true assets? Knowledge workers can be neither bought nor sold.
They do not come with a merger or an acquisition. In fact, though the greatest
“value,” they have no “market value”—that means, of course, that they are not an
“asset” in the traditional accounting sense.

These questions go far beyond the scope of this book. But it is certain that the
emergence of the knowledge worker and of the knowledge worker’s productivity as
key questions will, within a few decades, bring about fundamental changes in the very

structure and nature of the economic system.
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SUMMARY
For thousands of years no one thought that manual work could be made more
productive. Even the term “productivity” was not known until around World War
II. But as soon as Frederick W. Taylor, in 1881, looked critically at how the
manual worker did his job, manual-worker productivity rose dramatically. In the
century after 1880, productivity grew steadily at 3 to 4 percent compound per
year, and that meant a fiftyfold growth in a hundred years.

In manual work the task is always a given. The machine or the assembly line
program the factory worker. The manual worker’s productivity is thus never a
question of what to do. The question is always how to do it. And for the great major-
ity of manual workers the employer owns and controls the means of production
and the workers” tools. With knowledge work, however, what to do becomes the
first and decisive question. For knowledge workers are not programmed by the
machine or by the weather. They largely are in control of their own tasks and
must be in control of their own tasks. For they, and only they, own and control
the most expensive of the means of production—their education—and their most
important tool—their knowledge. This is not just true of the people who apply
high and advanced knowledge. It’s just as true of the computer service technician
who comes to fix a problem; of the technician in the hospital lab who makes a
bacterial culture; of the trainee who oversees a market test of a new product in
the supermarket. The how in knowledge work comes only after the what has been
answered.

There are a number of steps to improve knowledge-worker productivity. They
include

e Define the task

e Focus on the task

¢ Define results

¢ Define quality

e Grant autonomy to the knowledge worker

¢ Demand accountability

¢ Build into tasks continuous learning and teaching

The only true competitive advantage for a company or a nation will increas-

ingly be the productivity of its knowledge workers. This will have a future impact
on the governance of the corporation.






Part'V

Social Impacts and
Social Responsibilities

The quality of life is the third major task area for management. Managements of
all institutions are responsible for their by-products, that is, the impacts of their
legitimate activities on people and on the physical and social environment. They
are increasingly expected to anticipate and to resolve social problems. They need to
think through and develop new policies for the relationship of business and gov-
ernment, which is rapidly outgrowing traditional theories and habits. What are
the tasks? What are the opportunities? What are the limitations? And what are
the ethics of leadership for the manager who is a leader but not a master?
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Social Impacts and
Social Responsibilities

Social responsibilities—whether of a business, a hospital, or a university—may arise
in two areas. They may emerge out of the social impacts of the institution. Or they
arise as problems of the society itself. Both are of concern to management, because
the institution that managers manage lives of necessity in society and community.
But otherwise the two areas are different. The first deals with what an institution
does 70 society. The second is concerned with what an institution can do for society.

The modern organization exists to provide a specific service to society. It there-
fore has to be in society. It has to be in a community, has to be a neighbor, has to
do its work within a social setting. Also it has to employ people to do its work. Its
social impacts inevitably go beyond the specific contribution it exists to make.

The purpose of the hospital is not to employ nurses and cooks. It is patient care.
But to accomplish this purpose, nurses and cooks are needed. And in no time at
all, they form a work community with its own community tasks and community
problems.

The purpose of a ferroalloy plant is not to make noise or to release noxious
fumes. It is to make high-performance metals that serve the customer. But in or-
der to do this, it produces noise, creates heat, and releases fumes.

These impacts are incidental to the purpose of the organization. But in large
measure they are inescapable by-products.

Social problems, such as a deteriorating educational system, by contrast, are
dysfunctions of society rather than impacts of the organization and its activities.

Since the institution can exist only within the social environment and is indeed
an organ of society, such social problems affect the institution. They are of concern
to it even if, as in the ferroalloy company’s case, the company had no role in pro-
ducing the decline in the education system.

A healthy business, a healthy university, a healthy hospital cannot exist in a sick
society. Management has a self-interest in a healthy society, even though the cause
of society’s sickness is not of management’s making.
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RESPONSIBILITY FOR IMPACTS
One is responsible for one’s impacts, whether they are intended or not. This is the
first vule for the ferroalloy company. There is no doubt regarding management’s respon-
sibility for the social impacts of its organization. They are management’s business.

It is not enough to say, “But the public doesn’t object.” It is, above all, not
enough to say that any action to come to grips with such a problem is going to be
“unpopular,” is going to be “resented” by one’s colleagues and one’s associates, and
is not required. Sooner or later society will come to regard any such impact as an
attack on its integrity and will exact a high price from those who have not respon-
sibly worked on eliminating the impact or on finding a solution to the problem.

Here is an example. In the late 1940s and early 1950s, one American automo-
bile company tried to make the American public safety-conscious. Ford introduced
cars with seat belts. But sales dropped catastrophically. The company had to with-
draw the cars with seat belts and abandoned the whole idea. When, fifteen years
later, the American driving public became safety-conscious, the car manufacturers
were sharply attacked for their “total lack of concern with safety” and for being
“merchants of death.” And the resulting regulations were written as much to pun-
ish the companies as to protect the public.

The first job of management is, therefore, to identify and to anticipate im-
pacts—coldly and realistically. The question is, “Is what we do right, in the best
interest of the customer and society?” And if our social impacts are not right, it is
the responsibility of the company to educate the customer and society so that the
negative impact can be eliminated.

HOW TO DEAL WITH IMPACTS
Identifying the incidental impacts of an institution is the first step. But how does
management deal with them? The objective is clear: impacts on society, the econ-
omy, the community, and the individual that are not in themselves the purpose and
mission of the institution should be kept to the minimum and should preferably be
eliminated altogether. The fewer such impacts the better, whether the impact is
within the institution, on the social environment, or on the physical environment.

Wherever an impact can be eliminated by dropping the activity that causes it,
this is therefore the best—indeed, the only truly good—solution.

However, in most cases the activity cannot be eliminated. Hence there is need
for systematic work at eliminating the impact—or at least at minimizing it—
while maintaining the underlying activity itself.

The ideal approach is to make the elimination of impacts into a profitable busi-
ness opportunity. One example is the way Dow Chemical, one of the leading U. S.
chemical companies, has for almost twenty years tackled air and water pollution.
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Dow decided, shortly after World War I, that air and water pollution was an unde-
sirable impact that had to be eliminated. Long before the public outcry about the
environment, Dow adopted a zero-pollution policy for its plants. It then set about
systematically developing the polluting substances it removes from smokestack
gases and watery effluents into salable products and creating uses and markets for
them.

A variant is the Du Pont Industrial Toxicity Laboratory. In the 1920s, Du Pont
became aware of the toxic side effects of many of its industrial products and set up
a laboratory to test for toxicity and to develop processes to eliminate the poisons.
Du Pont started out to eliminate an impact that at the time every other chemical
manufacturer took for granted. But then Du Pont decided to develop toxicity con-
trol of industrial products into a separate business, the Industrial Toxicity Labora-
tory, where products could be tested not only for Du Pont but for a wide variety of
customers for whom it developed compounds. Again, an impact was eliminated by
turning it into a business opportunity.

WHEN REGULATION IS NEEDED

Turning elimination of an impact into a business opportunity should always be
attempted. But it cannot be done in many cases. More often eliminating an im-
pact means increasing the costs. What was an “externality” for which the general
public paid becomes business cost. It therefore becomes a competitive disadvan-
tage unless everybody in the industry accepts the same rule. And this, in most
cases, can be done only by regulation—that means by some form of public
action.

Whenever an impact cannot be eliminated without an increase in cost, it be-
comes incumbent upon management to think ahead and work out the regulation
that is most likely to solve the problem at the minimum cost and with the greatest
benefit to public and business alike. And it is then management’s job to work at
getting the right regulation enacted.

Management—and not only business management—has shunned this respon-
sibility. The traditional attitude has always been that “no regulation is the best
regulation.” But this applies only when an impact can be made into a business.
Where elimination of an impact requires a restriction, regulation is in the interest
of business, and especially in the interest of responsible business. Otherwise it will
be penalized as “irresponsible,” while the unscrupulous, the greedy, the stupid,
and the chiseler cash in.

And to expect that there will be no regulation is willful blindness.

The fact that today the public sees no issue is not relevant. Indeed, it is not even
relevant that today the public—as it did in every single one of the examples
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above—actively resists any attempts on the part of farsighted business leaders to
prevent a crisis. In the end, there is the scandal.

Any solution to an impact problem requires trade-offs. Beyond a certain level,
elimination of an impact costs more in money or in energy, in resources or in lives,
than the attainable benefit. A decision has to be made on the optimal balance be-
tween costs and benefits. This is something people in an industry understand, as a
rule. But no one outside does—and so the outsider’s solution tends to ignore the trade-off
problem altogether.

Responsibility for social impacts is a management responsibility—not because
it is a social responsibility, but because it is a business responsibility. The ideal is
to make elimination of such an impact into a business opportunity. But wherever
that cannot be done, the design of the appropriate regulation with the optimal
trade-off balance—and public discussion of the problem and promotion of the best
regulatory solution—is management’s job

SOCIAL PROBLEMS AS BUSINESS OPPORTUNITIES
Social problems are dysfunctions of society and—at least potentially—degenerative
diseases of the body politic. They are ills. But for the management of institutions
and, above all, for business management, they represent challenges. They are major
sources of opportunity. For it is the function of business—and to a lesser degree of
the other main institutions—to satisfy social need and at the same time serve their
institution, by making resolution of a social problem into a business opportunity.

It is the job of business to convert change into innovation, that is, into new
business. And it is a poor executive who thinks that innovation refers to technol-
ogy alone. Social change and social innovation have, throughout business history,
been at least as important as technology. After all, the major industries of the
nineteenth century were, to a very large extent, the result of converting the new
social environment—the industrial city—into a business opportunity and into a
business market. This underlay the rise of lighting, first by gas and then by elec-
tricity, of the streetcar and the interurban trolley, of telephone, newspaper, and
department store—to name only a few.

The most significant opportunities for converting social problems into business
opportunities may, therefore, not lie in new technologies, new products, and new
services. They may lie in solving the social problem, that is, in social innovation that
then directly and indirectly benefits and strengthens the company or the industry.

The success of some of the most successful businesses is largely the result of
such social innovation. Here is an American example:

The years immediately prior to World War I were years of great labor unrest in the
United States, growing labor bitterness, and high unemployment. Hourly wages for
skilled men ran as low as 15 cents in many cases. It was against this background, as seen
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in chapter 19, that the Ford Motor Company, in the closing days of 1913, announced
that it would pay a guaranteed $5-a-day wage to every one of its workers. James
Couzens, the company’s general manager, who had forced this decision on his reluctant
partner, Henry Ford, became convinced that the workmen’s sufferings and hence turn-
over were so great that only radical and highly visible action could have an effect.
Couzens also expected that Ford’s actual labor cost, despite the tripling of the wage rate,
would go down—and events soon proved him right. Before Ford changed the whole
labor economy of the United States with one announcement, labor turnover at the Ford
Motor Company had been so high that, in 1912, 60,000 men had to be hired to retain
10,000 workers. With the new wage, turnover almost disappeared. The resulting sav-
ings were so great that despite sharply rising costs for all materials in the next few years,
Ford could produce and sell its Model T at a lower price and yet make a larger profit per
car. It was the saving in labor cost produced by a drastically higher wage that gave Ford
market domination. At the same time Ford’s action transformed American industrial
society. It established the American workingman as fundamentally middle class.

Social problems that management action converts into opportunities cease to
be problems. The others, however, are likely to become “chronic complaints,” if not
“degenerative diseases.” Not every social problem can be resolved by making it
into an opportunity for contribution and performance. Indeed, the most serious of
such problems tend to defy this approach.

What, then, is the social responsibility of management for these social prob-
lems that become chronic or degenerative diseases?

They are management’s problems. The health of the enterprise is management’s
responsibility. A healthy business and a sick society are hardly compatible. Healthy busi-
nesses require a healthy, or at least a functioning, society. The health of the com-
munity is a prerequisite for successful and growing business.

And it is foolish to hope that these problems will disappear if only one looks
the other way. Problems go away because someone does something about them.

To what extent should business—or any of the other special-purpose institu-
tions of our society—be expected to tackle a problem that did not arise out of its
impact and that cannot be converted into an opportunity for performance of the
institution’s purpose and mission? To what extent should these institutions—busi-
ness, university, or hospital—even be permitted to take responsibility? (These
questions are more fully the subject of chapter 21.)

Are there limits to social responsibility? And what are they?

THE LIMITS OF SOCIAL RESPONSIBILITY
The manager is a servant. His master is the institution he manages, and his f7rst
responsibility must therefore be to it. His first task is to make the institution,
whether business, hospital, school, or university, perform the function and make
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the contribution for the sake of which it exists. The executive who uses his position
at the head of a major institution to become a public figure and to take leadership
with respect to social problems while his company or his university erodes through ne-
glect is not a statesman. He or she is irvesponsible and false to their trust.

The institution’s performance of its specific mission is also society’s first need and
interest. Society does not stand to gain but stands to lose if the performance capac-
ity of the institution in its own specific task is diminished or impaired. Performance
of its function is the institution’s first social vesponsibility. Unless it discharges its perfor-
mance responsibly, it cannot discharge anything else. A bankrupt business is not a
desirable employer and is unlikely to be a good neighbor in a community. Nor will
it create the capital for tomorrow’s jobs and the opportunities for tomorrow’s work-
ers. A university that fails to prepare tomorrow’s leaders and professionals is not
socially responsible, no matter how many “good works” it engages in.

Above all, management needs to know the minimum profitability required by the
risks of the business and by its commitments to the future. It needs this knowledge
for its own decisions. But it needs it just as much to explain its decisions to others—
the politicians, the press, the public. As long as managements remain the prisoners of
their own ignorance of the objective need for, and function of, profit (i.e., as long as
they think and argue solely in terms of the “maximization of shareholder wealth”),
they will be able neither to make rational decisions with respect to social responsi-
bilities, nor to explain those decisions to others inside and outside the business.

Whenever a business has disregarded the limitation of economic performance
and has assumed social responsibilities that it could not support economically, it
has soon gotten into trouble.

The same limitation on social responsibility applies to noneconomic institu-
tions. There, too, the manager’s first duty is to preserve the performance capacity
of the institution in his care. To jeopardize it, no matter how noble the motive, is
irresponsibility. These institutions, too, are capital assets of society on whose per-
formance society depends.

This, to be sure, is a very unpopular position to take. But managers, and espe-
cially managers of key institutions of society, are not being paid to be heroes to the
popular press. They are being paid for performance and responsibility.

To take on tasks for which one lacks competence is irresponsible behavior. It is
also cruel. It raises expectations that will then be disappointed. An institution,
and especially a business enterprise, has to acquire whatever competence is needed
to take responsibility for its impacts. But in areas of social responsibility other than
impacts, right and duty to act are limited by competence (on this matter see chapter
21 for amendments to this argument).

In particular, an institution better refrain from tackling tasks that do not fit
into its value system. Skills and knowledge are fairly easily acquired. But one can-
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not easily change personality. No one is likely to do well in areas that he or she
does not respect. If a business or any other institution tackles such an area because
there is a social need, it is unlikely to put its good people on the task or to support
them adequately. It is unlikely to understand what the task involves. It is almost
certain to do the wrong things. As a result, it will do damage rather than good.

Management therefore needs to know at the very least what it and its institu-
tion are truly 7ncompetent for. Business, as a rule, will be in this position of absolute
incompetence in an “intangible” area. The strength of business is accountability and
measurability. Tt is the discipline of market test, productivity measurements, and
profitability requirement. Where these are lacking, businesses are essentially out
of their depth. They are also out of fundamental sympathy, that is, outside their
own value systems. Where the criteria of performance are intangible—such as
“political” opinions and emotions, community approval or disapproval, mobiliza-
tion of community energies, and structuring of power relations—business is un-
likely to feel comfortable. It is unlikely to have respect for the values that matter.
It is, therefore, most unlikely to have competence.

In such areas it is, however, often possible to define goals clearly and measur-
ably for specific partial tasks. It is often possible to convert parts of a problem that,
by itself, lies outside the competence of business into work that fits the competence
and value system of the business enterprise.

No one in America has done very well in training hard-core unemployed Afri-
can-American teenagers for work and jobs. But business has done far less badly
than any other institution: schools, government programs, community agencies.
This task can be identified. It can be defined. Goals can be set. And performance
can be measured. And then business can perform.

THE LIMITS OF AUTHORITY

The most important limitation on social responsibility is the limitation of author-
ity. The constitutional lawyer knows that there is no such word as “responsibility”
in the political dictionary. The term is “responsibility @nd authority.” Whoever
claims authority thereby assumes responsibility. But, likewise, whoever assumes
responsibility thereby claims authority. The two are but different sides of the same
coin. To assume social responsibility therefore always means to claim authority.

Again, the question of authority as a limit on social responsibility does not arise
in connection with the impacts of an institution. For the impact is the result of @z
exercise of authority, even though purely incidental and unintended. And then re-
sponsibility follows.

But when business or any other institution of our society of organizations is
asked to assume social responsibility for one of the problems or ills of society and
community, management needs to think through whether the authority implied
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in the responsibility is legitimate. Otherwise, it is usurpation and irresponsible.

Every time the demand is made that business take responsibility for this or that,
one should ask, “Does business have the authority and should it have it?” If business
does not have and should not have authority—and in a great many areas it should
not have it—then responsibility on the part of business should be treated with great
care. It may not be responsibility; rather it may simply be a lust for power.

Ralph Nader, the American consumerist, sincerely considers himself a foe of big
business and is accepted as such by business and by the general public. Insofar as
Nader demands that business take responsibility for product quality and product
safety, he is surely concerned with legitimate business responsibility, that is, with
responsibility for performance and contribution.

Management must resist responsibility for a social problem that would compro-
mise or impair the performance capacity of its business (or its university or its hos-
pital). It must resist when the demand goes beyond the institution’s competence. It
must resist when responsibility would, in fact, be illegitimate authority. But then,
if the problem is a real one, it better think through and offer an alterative approach.
If the problem is serious, something will ultimately have to be done about it.

Managements of all major institutions, including business enterprise, need
to concern themselves with serious ills of society. If at all possible they should con-
vert solution of these problems into an opportunity for performance and contribu-
tion. At the least they can think through what the problem is and how it might be
tackled. They cannot escape concern; for this society of organizations has no one else to be con-
cerned about veal problems. In this society, executives of institutions are the leadership group.

But we also know that a developed society needs performing institutions with
their own autonomous management. It cannot function as a totalitarian society.
Indeed, what characterizes a developed society—and indeed makes it a developed
one—is that most of its social tasks are carried out in and through organized insti-
tutions, each with its own autonomous management. These organizations, includ-
ing most of the agencies of our government, are special-purpose institutions. They
are organs of our society for specific performance in a specific area. The greatest
contribution they can make, their greatest social responsibility, is performance of
their function. The greatest social irresponsibility is to impair the performance
capacity of these institutions by having them tackle tasks beyond their compe-
tence or usurp authority in the name of social responsibility.

THE ETHICS OF RESPONSIBILITY
Countless sermons have been preached and printed on the ethics of business or the
ethics of the executive. Most have nothing to do with business and little to do with
ethics.
One main topic is plain, everyday honesty. Executives, we are told solemnly,
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should not cheat, steal, lie, bribe, or take bribes. But nor should anyone else. Men
and women do not acquire exemption from the ordinary rules of personal behavior
because of their work or job. Nor, however, do they cease to be human beings when
appointed vice president, city manager, or college dean. And there have always been
a number of people who cheat, steal, lie, bribe, or take bribes. The problem is one of
moral values and moral education—of the individual, of the family, of the school.
But neither is there a separate ethics of business, nor is one needed.

All that is needed is to mete out stiff punishments to those—awhether business executives
or others—uwho yield to temptation.

The other common theme in the discussion of ethics in business has nothing to
do with ethics.

Such things as the employment of call girls to entertain customers are not mat-
ters of ethics but matters of aesthetics. “Do I want to see a pimp when I look at
myself in the mirror while shaving?” is the real question.

It would indeed be nice to have fastidious leaders. Alas, fastidiousness has never
been prevalent among leadership groups, whether kings and counts, priests or gen-
erals, or even “intellectuals” such as the painters and humanists of the Renaissance
or the “literati” of the Chinese tradition. All a fastidious man or woman can do is
withdraw personally from activities that violate his or her self-respect and his or
her sense of taste.

Lately, these old sermon topics have been joined, especially in the United States,
by a third one: managers, we are being told, have an “ethical responsibility” to take
an active and constructive role in their community, to serve community causes,
give of their time to community activities, and so on.

Such activities should, however, never be forced on them nor should managers be ap-
praised, rewarded, or promoted according to their participation in voluntary activities. Or-
dering or pressuring managers into such work is abuse of organizational power and
illegitimate.

But, while desirable, community participation of managers has nothing to do
with ethics, and not much to do with responsibility. It is the contribution of an
individual in his capacity as a neighbor and citizen.

A problem of ethics that is peculiar to the executive arises from the fact that
the executives of institutions are collectively the leadership groups of the society of
organizations. But individually a manager is just another fellow employee.

It is therefore inappropriate to speak of managers as leaders. They are “members
of the leadership group.” The group, however, does occupy a position of visibility,
of prominence, and of authority. I# therefore has responsibility.

But what are the responsibilities, what are the ethics of the individual execu-
tives, as a member of the leadership group?

Essentially being a member of a leadership group is what has traditionally been
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meant by the term “professional.” Membership in such a group confers status, posi-
tion, prominence, and authority. It also confers duties. To expect every manager to
be a leader is futile. There are, in a developed society, thousands, if not millions, of
managers—and leadership is always the rare exception and confined to a very few
individuals. But as a member of a leadership group, a manager stands under the
demands of professional ethics—the demands of an ethic of responsibility.

NOT KNOWINGLY TO DO HARM

The first responsibility of a professional was spelled out clearly, 2,400 years ago, in
the Hippocratic oath of the Greek physician: Primum non nocere—“above all, not
knowingly to do harm.” No professional, be he doctor, lawyer, or manager, can
promise that he will indeed do good for his client. All he can do is try. But he can
promise that he will not knowingly do harm. And the client, in turn, must be able
to trust the professional not knowingly to do the client harm. Otherwise the client
cannot trust him at all. The professional has to have autonomy. He cannot be con-
trolled, supervised, or directed by the client. He has to be private in that his knowl-
edge and his judgment have to be entrusted with the decision. But it is the
foundation of his autonomy, and indeed its rationale, that he see himself as “affected
with the public interest.” A professional, in other words, is private in the sense that
he is autonomous and not subject to political or ideological control. But he is public
in the sense that the welfare of his client sets limits to his deeds and words. And
primum non nocere, “not knowingly to do harm,” is the basic rule of professional eth-
ics, the basic rule of an ethics of public responsibility.

The manager who, because it would make him “unpopular in the club,” fails to
think through and work for the appropriate solution to an impact of his business
knowingly does harm. He or she knowingly abets a cancerous growth. That this is
stupid has been said. That this always in the end hurts the business or the industry
more than a little temporary “unpleasantness” would have hurt has been said too.
But it is also a gross violation of professional ethics.

But there are other areas as well. American executives, in particular, tend to violate the
rule not knowingly to do harm with respect to

® executive compensation

e the use of benefit plans to impose “golden fetters” on people in the compa-
ny’s employ

e their profit rhetoric

Their actions and their words in these areas tend to cause social disruption.
They tend to conceal healthy reality and to create disease, or at least social abnor-
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mality. They tend to misdirect and to prevent understanding. And this is grievous
social harm.

The facts of increasing income inequality in U.S. society are quite clear. It de-
stroys mutual trust between groups that have to live together and work together.
It can only lead to political measures that, while doing no one any good, can seri-
ously harm society, the economy, and the manager as well.

A second area in which the manager of today does not live up to the commit-
ment of primum non nocere is closely connected with compensation. Retirement
benefits, bonuses, and stock options are all forms of compensation. From the point
of view of the enterprise—but also from the point of view of the economy—these
are “labor costs,” no matter how they are labeled. They are treated as such by man-
agements when they sit down to negotiate with the labor union. But increasingly
these benefits are being used to tie an employee to his employer. They are being
made dependent on staying with the same employer, often for many years. And
they are structured in such a way that leaving a company’s employ entails drastic
penalties and actual loss of benefits that have already been earned and that, in ef-
fect, constitute wages relating to past employment.

Golden fetters do not strengthen the company. People who know that they are not per-
Jforming in their present employment—rthat is, people who are clearly in the wrong place—
will often not move but stay where they know they do not properly belong. But if they stay
because the penalty for leaving is too great, they resist and resent it. They know that they
have been bribed and were too weak to say no. They are likely to be sullen, resentful, and
bitter the rest of their working lives. Pension vights, performance bonuses, participation in
profits, and so on, have been “earned” and should be available to the employee without re-
stricting bis or her rights as a citizen, an individual, and a person. And executives will
have to work to get any tax law changes that are needed to permit this to happen.

Managers, finally, through their rhetoric, make it impossible for the public to
understand economic reality. This violates the requirement that managers, being
leaders, not knowingly do harm. This is particularly true in the United States but
also in Western Europe. For in the West, managers still talk constantly of the
profit motive. And they still define the goal of their business as the maximization
of shareholder wealth. They do not stress the objective function of profit. They do not
talk of risks—or very rarely. They do not stress the need for capital. They almost
never even mention the cost of capital, let alone that a business has to produce
enough profit to obtain the capital it needs at minimum cost.

Managers constantly complain about the hostility to profit. They rarely realize
that their own rhetoric is one of the main reasons for this hostility. For, indeed, in
the terms management uses when it talks to the public, there is no possible justi-
fication for profit, no explanation for its existence, no function it performs. There is
only the profit motive, that is, the desire of some anonymous capitalists—and why
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that desire should be indulged in by society any more than bigamy, for instance, is
never explained. But profitability is a crucial zeed of economy and society.

Primum non nocere may seem tame compared to the rousing calls for “statesman-
ship” that abound in today’s manifestos on social responsibility. But, as the physi-
cians found out long ago, it is not an easy rule to live up to. Its very modesty and
self-constraint make it the right rule for the ethics managers need, the ethics of
responsibility.

SUMMARY

Central to the issue of social responsibility are first the negative social impacts
that are by-products of the legitimate and necessary conduct of business (or insti-
tution) and consequences of the fact that the institution exists in a community and
has authority over people. Such impacts should always be eliminated or at least
minimized. If their elimination cannot be made into an opportunity, there is need
for regulation; and it is the responsibility of business to think through and work
for the appropriate regulation before there is a scandal. Then there is the issue of
the responsibility of business for the ills of society. And finally there is the leader-
ship function of managers in a society in which executives of institutions have
become the leadership group.

The individual manager, even the chief executive of a giant corporation, has
become anonymous, unassuming—just another employee. But together the man-
agers of our institutions—businesses, universities, schools, hospitals, and govern-
ment agencies—are the leadership groups in the modern society of organizations.
As such, they need an ethics, a commitment, and a code. The right one is the code
developed more than 2,000 years ago for the first professional leadership group,
physicians: “Above all, not knowingly to do harm.”
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The New Pluralism: How to
Balance the Special Purpose
of the Institution with
the Common Good

Society in all developed countries has become pluralist and is becoming more plu-
ralist day by day. It is splintering into a myriad of institutions, each more or less
autonomous, each requiring its own leadership and management, each having its
own specific task.

This is not the first pluralist society in history. But all earlier pluralist societies
destroyed themselves because no one took care of the common good. They abounded
in communities but could not sustain community, let alone create it. If our modern
pluralist society is to escape the same fate, the leaders of #// institutions will have
to learn to be leaders beyond the walls. They will have to learn that it is not enough
for them to lead their own institutions—7hough that is the first requirement. They
will also have to learn to become leaders in the community. In fact, they will have
to learn to create community. This is going beyond what we have been discussing
as social responsibility in chapter 20. Social responsibility is usually defined as doing
no harm to others in the pursuit of one’s own interest or of one’s own task. The new
pluralism requires what might be called civic responsibility: giving to the community in
the pursuit of one’s own interest or of one’s own task.

There is no precedent in history for such civic responsibility among institu-
tional leaders. But there are, fortunately, signs that the leaders of our institutions
in all sectors are beginning to wake up to the need to become leaders beyond the
walls.

A BRIEF VIEW BACK
The last pluralist society in the West existed during the early and high Middle
Ages. The Roman Empire had tried, quite successfully, to create a unitary state in
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which Roman law and the Roman legions created political uniformity t