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| NTRODUCTI ON:

THE ORI G N AND PURPCSE OF

THE ESSENTI AL DRUCKER

The Essential Drucker is a selection fromny sixty years of

work and witing on managenent. It begins with ny book The Future
of Industrial Man (1942) and ends (so far at least) with nmy 1999
book Managenent Chal |l enges for the 21st Century.

The Essential Drucker has two purposes. First, it offers, |

hope, a coherent and fairly conprehensive Introduction to
Managenment. But second, it gives an Overview of nmy works on
managenent and thus answers a question that nmy editors and | have
been asked again and again, Wiere do | start to read Drucker?
Which of his witings are essential?



At suo Ueda, |ongtine Japanese friend, first conceived The
Essential Drucker. He hinself has had a distinguished career in
Japanese managenent. And havi ng reached the age of sixty, he
recently started a second career and becane the founder and chi ef
executive officer of a new technical university in Tokyo. But for
thirty years M. Ueda has al so been ny Japanese transl ator and
editor. He has actually translated many of ny books several tines
as they went into new Japanese editions. He is thus thoroughly
famliar with my work—+n fact, he knows it better than | do. As a
result he increasingly got invited to conduct Japanese conferences
and sem nars on ny work and found hinself being asked over and
over agai n—especially by younger people, both students and
executives at the start of their careers—Yhere do | start reading
Drucker ?

This led M. Ueda to reread ny entire work, to select fromit

the nost pertinent chapters and to abridge themso that they read
as if they had originally been witten as one cohesive text. The
result was a three-volune essential Drucker of fifty-seven

chapt ers—ene vol unme on the nanagenent of organi zations; one vol une
on the individual in the society of organi zations; one on society
i n general —ahi ch was published in Japan in the sumer and fall of
2000 and has nmet with great success. It is also being published in
Tai wan, mainl and China and Korea, and in Argentina, Mexico, and
Brazil .

It is M. Ueda' s text that is being used for the U S. and U K
editions of The Essential Drucker. But these editions not only are
| ess than half the size of M. Ueda' s original Japanese

ver si on—twenty-si x chapters versus the three-volunes’ fifty-seven
They al so have a sonewhat different focus. Cass Canfield Jr. at
HarperCollins in the United States—+tongtinme friend and ny U. S.
editor for over thirty years—also cane to the conclusion a few
years ago that there was need for an introduction to, and overview
of, ny sixty years of management witings. But he—ightly—saw t hat
the U S. and U K (and probably altogether the Western) audi ence
for such a work would be both broader and narrower than the

audi ence for the Japanese venture. It would be broader because
there is in the Wst a growi ng nunber of people who, while not

t hensel ves executives, have cone to see managenent as an area of
public interest; there are also an increasing nunber of students
in colleges and universities who, while not necessarily managenent
students, see an understandi ng of nanagenent as part of a general



education; and, finally, there are a large and rapidly grow ng
nunber of m d-career managers and professionals who are fl ocking
t o advanced- executive prograns, both in universities and in their
enpl oyi ng organi zati ons. The focus woul d, however, al so be
narrower because these additional audiences need and want |ess an
i ntroduction to, and overview of, Drucker’s work than they want a
conci se, conprehensive, and sharply focused Introduction to
Managenent, and to managenent alone. And thus, while using M.
Ueda’s editing and abridging, Cass Canfield Jr. (with my full,

i ndeed ny ent husi astic, support) selected and edited the texts
fromthe Japanese three-volune edition into a conprehensive,
cohesive, and self-contained introduction to managenment —both of

t he managenent of an enterprise and of the self-mnagenent of the
i ndi vi dual , whet her executive or professional, within an
enterprise and altogether in our society of managed organi zati ons.

My readers as well as | owe to both Atsuo Ueda and Cass

Canfield Jr. an enornous debt of gratitude. The two put an

i ncredi ble ambunt of work and dedication into The Essenti al
Drucker. And the end product is not only the best introduction to
one’s work any author could possibly have asked for. It is also, |
am convi nced, a truly unique, cohesive, and self-contained

i ntroduction to nanagenent, its basic principles and concerns; its
probl ens, chall enges, opportunities.

This volune, as said before, is also an overview of nmy works on
managenent. Readers nay therefore want to know where to go in ny
books to further pursue this or that topic or this or that area of
particular interest to them Here, therefore, are the sources in
nmy books for each of twenty-six chapters of the The Essenti al

Dr ucker:

Chapter 1 and 26 are excerpted from The New Realities (1988).

Chapters 2, 3, 5, 18 are excerpted from Managenent, Tasks,
Responsi bilities, Practices (1974).

Chapters 4 and 19 are excerpted from Managi ng for the Future
(1992), and were first published in the Harvard Busi ness Revi ew
(1989) and in the Wall Street Journal (1988), respectively.

Chapters 6, 15, and 21 are excerpted from Managenent Chal |l enges
for the 21st Century (1999).



Chapters 7 and 23 are excerpted from Managenent in a Tinme of
Great Change (1995) and were first published in the Harvard
Busi ness Review (1994) and in the Atlantic Monthly (1996),
respectively.

Chapter 8 was excerpted from The Practice of Managenent (1954).

Chapter 9 was excerpted from The Frontiers of Managenent (1986)
and was first published in the Harvard Busi ness Review (1985).

Chapters 10, 11, 12, 20, 24 were excerpted from I nnovation and
Ent repreneurship (1985).

Chapters 13, 14, 16, 17 were excerpted from The Effective
Executive (1966).

Chapters 22 and 25 were excerpted from Post-Capitalist Society
(1993).

All these books are still in print inthe United States and in
many ot her countries.

Thi s one-volune edition of The Essential Drucker does not,

however, include any excerpts fromfive inportant Managenent books
of mne: The Future of Industrial Man (1942); Concept of the
Corporation (1946); Mnaging for Results (1964; the first book on
what is now called “strategy,” a termunknown for business forty
years ago); Managing in Turbulent Tinmes (1980); Mnaging the
Non-Profit Organization (1990). These are inportant books and
still widely read and used. But their subject matter is nore
speci ali zed—and in sone cases al so nore technical +han that of the
books from which the chapters of the present book were chosen—-and
thus had to be left out of a work that calls itself Essential.

—Peter F. Drucker

Cl arenont, California

Spring 2001



MANAGEMENT

1

MANAGEMENT AS

SCOCI AL FUNCTI ON AND

LI BERAL ART

When Karl Marx was begi nning work on Das Kapital in the 1850s,

t he phenonenon of managenent was unknown. So were the enterprises
t hat managers run. The | argest manufacturing conpany around was a
Manchester cotton m |l enploying fewer than three hundred peopl e
and owned by Marx’s friend and col | aborator Friedrich Engels. And
in Engels’s mll—ene of the nost profitable businesses of its
day—there were no “managers,” only “charge hands” who, thensel ves
wor kers, enforced discipline over a handful of fellow
“proletarians.”

Rarely in human history has any institution enmerged as quickly

as managenent or had as great an inpact so fast. In |less than 150
years, managenent has transfornmed the social and economc fabric
of the world s devel oped countries. It has created a gl obal
econony and set new rules for countries that would participate in
that econony as equals. And it has itself been transforned. Few
executives are aware of the trenmendous inpact managenent has had.
| ndeed, a good nany are |like M Jourdain, the character in
Mol i ére’s Bourgeois Gentil homme, who did not know that he spoke
prose. They barely realize that they practice—er

m spracti ce—Amnagenent. As a result, they are ill prepared for the
tremendous chal | enges that now confront them The truly inportant
probl enrs nmanagers face do not come fromtechnol ogy or politics;
they do not originate outside of managenent and enterprise. They
are probl ens caused by the very success of nmanagenent itself.

To be sure, the fundanental task of managenent renains the

same: to nmake peopl e capable of joint performance through conmon
goal s, common val ues, the right structure, and the training and
devel opnent they need to performand to respond to change. But the
very neaning of this task has changed, if only because the
performance of managenent has converted the workforce from one
conposed largely of unskilled |aborers to one of highly educated
know edge workers.

The Origins and Devel opnent of Managenent

On the threshold of Wrld War |, a few thinkers were just
becom ng aware of managenent’s existence. But few people even in
t he nost advanced countries had anything to do with it. Now the



| argest single group in the |abor force, nore than one-third of
the total, are people whomthe U S. Bureau of the Census calls
“manageri al and professional.” Managenment has been the main agent
of this transformati on. Managenent explains why, for the first
time in human history, we can enploy | arge nunbers of

know edgeabl e, skilled people in productive work. No earlier
society could do this. Indeed, no earlier society could support
nmore than a handful of such people. Until quite recently, no one
knew how to put people with different skills and know edge

t oget her to achi eve common goal s.

Ei ght eent h-century China was the envy of contenporary Western
intellectuals because it supplied nore jobs for educated people
than all of Europe did-sone twenty thousand per year. Today, the
United States, with about the same popul ati on China then had,
graduates nearly a mllion college students a year, few of whom
have the slightest difficulty finding well-paid enploynent.
Managenent enables us to enploy them

Know edge, especially advanced know edge, is al ways

specialized. By itself it produces nothing. Yet a nodern business,
and not only the |argest ones, may enploy up to ten thousand

hi ghly know edgeabl e peopl e who represent up to sixty different
know edge areas. Engineers of all sorts, designers, marketing
experts, econom sts, statisticians, psychol ogi sts, planners,
accountants, human-resources people—-all working together in a
joint venture. None would be effective w thout the nanaged
enterpri se.

There is no point in asking which cane first, the educational

expl osion of the |last one hundred years or the managenent that put
this know edge to productive use. Mdern nmanagenent and nodern
enterprise could not exist without the know edge base that

devel oped societies have built. But equally, it is managenent, and
managenent al one, that makes effective all this know edge and

t hese know edgeabl e peopl e. The energence of managenent has
converted know edge from social ornanent and luxury into the true
capital of any econony.

Not many busi ness | eaders could have predicted this devel opnent
back in 1870, when large enterprises were first beginning to take
shape. The reason was not so nuch | ack of foresight as |ack of
precedent. At that tinme, the only |arge permanent organi zation
around was the arny. Not surprisingly, therefore, its



command- and-control structure becane the nodel for the nen who
were putting together transcontinental railroads, steel mlls,
noder n banks, and departnent stores. The comand nodel, with a
very few at the top giving orders and a great many at the bottom
obeying them renmained the normfor nearly one hundred years. But
it was never as static as its longevity m ght suggest. On the
contrary, it began to change al nost at once, as specialized

know edge of all sorts poured into enterprise.

The first university-trained engineer in manufacturing industry
was hired by Sienens in Germany in 1867—his nane was Friedrich von
Hef ner- Al teneck. Wthin five years he had built a research
departnment. Ot her specialized departnents followed suit. By Wrld
War | the standard functions of a manufacturer had been devel oped:
research and engi neering, manufacturing, sales, finance and
accounting, and a little later, human resources (or personnel).

Even nore inportant for its inpact on enterprise—and on the

wor | d econony in general -was anot her managenent-directed

devel opnent that took place at this tine. That was the application
of managenment to manual work in the formof training. The child of
wartime necessity, training has propelled the transformation of
the world econony in the last forty years because it all ows

| ow- wage countries to do sonething that traditional economc

t heory had said could never be done: to becone efficient—and yet
still | ow wage—onpetitors al nost overnight.

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

During World War |, however, |arge nunbers of unskilled,

prei ndustrial people had to be nade productive workers in
practically no tinme. To nmeet this need, businesses in the United
States and the United Kingdom began to apply the theory of
scientific managenent devel oped by Frederick W Tayl or between
1885 and 1910 to the systematic training of blue-collar workers on
a large scale. They anal yzed tasks and broke them down into

i ndi vi dual, unskilled operations that could then be |earned quite
qui ckly. Further developed in Wrld War 11, training was then

pi cked up by the Japanese and, twenty years later, by the South
Koreans, who nade it the basis for their countries’ phenonenal
devel opnent.



During the 1920s and 1930s, managenent was applied to nany nore
areas and aspects of the nmanufacturing business. Decentralization,
for instance, arose to conbi ne the advantages of bigness and the
advant ages of smallness within one enterprise. Accounting went
from “bookkeepi ng” to analysis and control. Pl anning grew out of
the “Gantt charts” designed in 1917 and 1918 to plan war
production; and so did the use of analytical |ogic and statistics,
whi ch enpl oy quantification to convert experience and intuition
into definitions, information, and diagnosis. Marketing evol ved as
a result of applying nanagenent concepts to distribution and
selling. Moreover, as early as the m d-1920s and early 1930s, sone
Ameri can managenent pioneers such as Thomas Watson Sr. at the
fledgling 1BM Robert E. Wod at Sears, Roebuck; and George Elton
Mayo at the Harvard Busi ness School began to question the way
manuf act uri ng was organi zed. They concl uded that the assenbly |ine
was a short-term conprom se. Despite its trenendous productivity,
it was poor econom cs because of its inflexibility, poor use of
human resources, even poor engineering. They began the thinking
and experinenting that eventually led to “automati on” as the way
to organi ze the manufacturing process, and to teamwrk, quality
circles, and the information-based organi zation as the way to
manage human resources. Every one of these managerial innovations
represented the application of know edge to work, the substitution
of systemand information for guesswork, brawn, and toil. Every
one, to use Frederick Taylor’'s term replaced “working harder”
with “working smarter.”

The powerful effect of these changes becane apparent during

Wrld War 11. To the very end, the Germans were by far the better
strategists. Having much shorter interior lines, they needed fewer
support troops and could match their opponents in conbat strength.
Yet the Allies won—their victory achi eved by managenent. The
United States, with one-fifth the population of all the other

bel | i gerents conbi ned, had al nbst as many nmen in uniform Yet it
produced nore war materi él 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 alnost all the world had becone
managenent - consci ous. O that managenent energed as a recogni zably
di stinct kind of work, one that could be studied and devel oped
into a discipline—as happened in each country that has enjoyed
econom ¢ | eadership during the postwar peri od.



After World War 11 we began to see that managenent is not
excl usi vel y busi ness managenent. It pertains to every human effort
that brings together in one organization people of diverse

knowl edge and skills. It needs to be applied to all third-sector
institutions, such as hospitals, universities, churches, arts
organi zations, and social service agencies, which since Wrld War
Il have grown faster in the United States than either business or
governnent. For even though the need to nanage vol unteers or raise
funds may differentiate nonprofit managers fromtheir for-profit
peers, many nore of their responsibilities are the sane—anong t hem
defining the right strategy and goal s, devel opi ng peopl e,
nmeasuring performance, and marketing the organi zation’s services.
Managenment worl dwi de has becone the new social function.

Managenment and Entrepreneurship

One inportant advance in the discipline and practice of

managenent is that both now enbrace entrepreneurship and

i nnovation. A shamfight these days pits “nmanagenent” agai nst
“entrepreneurshi p” as adversaries, if not as nutually exclusive.
That’s |i ke saying that the fingering hand and the bow hand of the
violinist are “adversaries” or “nutually exclusive.” Both are

al ways needed and at the sane tine. And both have to be

coordi nated and work together. Any existing organization, whether
a business, a church, a labor union, or a hospital, goes down fast
if it does not innovate. Conversely, any new organi zati on, whether
a business, a church, a labor union, or a hospital, collapses if
it does not manage. Not to innovate is the single |argest reason
for the decline of existing organizations. Not to know how to
manage is the single largest reason for the failure of new

vent ures.

Yet few managenent books have paid attention to

entrepreneurship and i nnovation. One reason is that during the
period after World War |1 when nost of those books were witten,
managi ng the existing rather than innovating the new and different
was the dom nant task. During this period nost institutions

devel oped along lines laid down thirty or fifty years earlier.
Thi s has now changed dramatically. W have again entered an era of
innovation, and it is by no nmeans confined to “high-tech” or to
technol ogy generally. In fact, social innovation—-as this chapter
tries to make cl ear—my be of greater inportance and have much
greater inpact than any scientific or technical invention.

Furt hernore, we now have a “discipline” of entrepreneurship and

i nnovation (see ny Innovation and Entrepreneurship, 1986). It is



clearly a part of managenent and rests, indeed, on well-known and
tested managenent principles. It applies to both existing

organi zati ons and new ventures, and to both busi ness and

nonbusi ness institutions, including governnent.

The Accountability of Managenent

Managenent books tend to focus on the function of managenent
inside its organi zati on. Few yet accept it as a social function.
But it is precisely because nmanagenent has becone so pervasive as
a social function that it faces its nobst serious challenge. To
whom i s managenent account abl e? And for what? On what does
managenent base its power? Wat gives it legitinmacy?

These are not busi ness questions or econom c questions. They

are political questions. Yet they underlie the nbst serious
assault on managenent in its history—a far nore serious assault

t han any nounted by Marxists or |abor unions: the hostile

t akeover. An Anerican phenonenon at first, it has spread

t hr oughout the non- Cormuni st devel oped world. Wat nade it
possi bl e was the energence of the enpl oyee pension funds as the
controlling sharehol ders of publicly owned conpanies. The pension
funds, while legally “owners,” are economcally “investors”—and,

i ndeed, often “speculators.” They have no interest in the
enterprise and its welfare. In fact, in the United States at | east
they are “trustees,” and are not supposed to consider anything but
i mredi at e pecuni ary gain. What underlies the takeover bid is the
postul ate that the enterprise’s sole function is to provide the

| argest possible inmediate gain to the shareholder. In the absence
of any other justification for managenent and enterprise, the
“raider” with his hostile takeover bid prevails—and only too often
i medi ately dismantles or |oots the going concern, sacrificing

| ong-range, wealth-producing capacity to short-term gains.

Managenment —and not only in the business enterprise—has to be
accountabl e for performance. But how is performance to be defined?
How is it to be neasured? Howis it to be enforced? And to whom
shoul d managenent be accountabl e? That these questions can be
asked is in itself a neasure of the success and i nportance of
managenent. That they need to be asked is, however, also an

i ndi ct mrent of managers. They have not yet faced up to the fact
that they represent power—and power has to be accountable, has to
be legitimate. They have not yet faced up to the fact that they
matter.



What |s Managenent ?

But what is managenent? Is it a bag of techniques and tricks? A
bundl e of analytical tools |ike those taught in business school s?
These are inportant, to be sure, just as thernonmeter and anat ony
are inportant to the physician. But the evolution and history of
managenent —+ts successes as well as its probl ens—teach that
managenent i s, above all else, based on a very few, essenti al
principles. To be specific:

Managenent is about hunman beings. Its task is to make people
capabl e of joint performance, to make their strengths effective
and their weaknesses irrelevant. This is what organization is al
about, and it is the reason that managenent is the critical,
determ ning factor. These days, practically all of us work for a
managed institution, large or small, business or nonbusiness. W
depend on managenent for our livelihoods. And our ability to
contribute to society al so depends as nmuch on the managenent of
the organi zation for which we work as it does on our own skills,
dedi cation, and effort.

Because nmanagenent deals with the integration of people in a
common venture, it is deeply enbedded in culture. What managers do
in West Germany, in the United Kingdom in the United States, in
Japan, or in Brazil is exactly the same. How they do it nay be
quite different. Thus one of the basic chall enges managers in a
devel oping country face is to find and identify those parts of
their owmn tradition, history, and culture that can be used as
managemnent buil di ng bl ocks. The difference between Japan’s
econoni ¢ success and India s relative backwardness is largely
expl ai ned by the fact that Japanese nanagers were able to plant

i nported managenment concepts in their own cultural soil and nmake
t hem gr ow.

Every enterprise requires commtnent to conmon goals and shared
val ues. Wthout such commtnent there is no enterprise; there is
only a nob. The enterprise nust have sinple, clear, and unifying
obj ectives. The m ssion of the organization has to be clear enough
and bi g enough to provide common vision. The goal s that enbody it
have to be clear, public, and constantly reaffirnmed. Managenent’s
first job is to think through, set, and exenplify those

obj ectives, val ues, and goals.

Managenment nust al so enable the enterprise and each of its
menbers to grow and devel op as needs and opportunities change.
Every enterprise is a |learning and teaching institution. Training
and devel opnent nust be built into it on all |evels—raining and
devel opnent that never stop.



Every enterprise is conposed of people with different skills

and know edge doing many different kinds of work. It nust be built
on conmuni cation and on individual responsibility. Al menbers
need to think through what they aimto acconplish—and make sure
that their associates know and understand that aim Al have to

t hi nk t hrough what they owe to others—and nmake sure that others
understand. Al have to think through what they in turn need from
ot hers—and nmake sure that others know what is expected of them

Nei ther the quantity of output nor the “bottomline” is by

itself an adequate neasure of the perfornmance of nanagenent and
enterprise. Market standing, innovation, productivity, devel opnent
of people, quality, financial results—all are crucial to an

organi zation’s performance and to its survival. Nonprofit
institutions too need neasurenents in a nunber of areas specific
to their mssion. Just as a hunman being needs a diversity of
measures to assess his or her health and perfornmance, an

organi zati on needs a diversity of neasures to assess its health
and performance. Performance has to be built into the enterprise
and its managenent; it has to be nmeasured—er at |east judged—and
it has to be continually inproved.

Finally, the single nost inportant thing to renenber about any
enterprise is that results exist only on the outside. The result
of a business is a satisfied custoner. The result of a hospital is
a healed patient. The result of a school is a student who has

| earned sonething and puts it to work ten years later. Inside an
enterprise, there are only costs.

Manager s who understand t hese principles and function in their
light will be achieving, acconplished managers.

Managenment as a Liberal Art

Thirty years ago the English scientist and novelist C. P. Snow
tal ked of the “two cultures” of contenporary society. Managenent,
however, fits neither Snow s “humani st” nor his “scientist.” It
deals with action and application; and its test is results. This
makes it a technol ogy. But nanagenent al so deals with people,
their values, their growmh and devel opnent—and this nmakes it a
humanity. So does its concern with, and inpact on, social
structure and the comunity. Indeed, as everyone has | earned who,
i ke this author, has been working with nanagers of all Kkinds of
institutions for long years, nanagenent is deeply involved in
noral concerns—the nature of man, good and evil.

Managenment is thus what tradition used to call a liberal
art—1liberal” because it deals with the fundanental s of know edge,



sel f - knowl edge, wi sdom and | eadership; “art” because it is also
concerned with practice and application. Managers draw on all the
knowl edges and insights of the humanities and the soci al

sci ences—en psychol ogy and phil osophy, on econom cs and history,
on ethics—as well as on the physical sciences. But they have to
focus this know edge on effectiveness and results—en healing a
sick patient, teaching a student, building a bridge, designing and
selling a “user-friendly” software program

For these reasons, managenent will increasingly be the
di scipline and the practice through which the “humanities” wll
agai n acquire recognition, inpact, and rel evance.

2.

THE DI MENSI ONS

OF MANAGEMENT

Busi ness enterprises—and public-service institutions as

wel | —-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 a society, a community, or individuals. They are not ends
in thensel ves, but nmeans. The right question to ask in respect to
themis not, What are they? but, What are they supposed to be
doi ng and what are their tasks?

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

The question, Wiat is managenent? conmes second. First we have
to define nmanagenent in and through its tasks.

There are three tasks, equally inportant but essentially
different, that managenent has to performto enable the
institution in its charge to function and to nmake its
contri bution.

Est abl i shing the specific purpose and m ssion of the

institution, whether business enterprise, hospital, or university
Maki ng wor k productive and the worker effective

Managi ng soci al inpacts and social responsibilities

M ssi on

An institution exists for a specific purpose and m ssion; it

has a specific social function. In the business enterprise, this
means econom ¢ performance.

Wth respect to this first task, the task of economc



per f or mance, busi ness and nonbusiness institutions differ. In
respect to every other task, they are simlar. But only business
has econom ¢ performance as its specific mssion; it is the
definition of a business that it exists for the sake of economc
performance. In all other institutions—hospital, church,

uni versity, or armed servi ces—econon c considerations are a
restraint. In business enterprise, econom c performance is the
rati onal e and purpose.

Busi ness nanagenent nust always, in every decision and action,

put economi c performance first. It can justify its existence and
its authority only by the economc results it produces. A business
managenent has failed if it does not produce economc results. It
has failed if it does not supply goods and services desired by the
consuner at a price the consunmer is willing to pay. It has failed
if it does not inprove, or at |east maintain, the wealth-producing
capacity of the econom c resources entrusted to it. And this,

what ever the econom c or political structure or ideology of a
society, nmeans responsibility for profitability.

Wor ker Achi evenent

The second task of nanagenent is to nake work productive and

the worker effective. A business enterprise (or any other
institution) has only one true resource: people. It succeeds by
maki ng human resources productive. It acconplishes its goals

t hrough work. To nake work productive is, therefore, an essenti al
function. But at the sanme tine, these institutions in today’s
society are increasingly the nmeans through which individual human
beings find their livelihood, find their access to social status,
to coomunity and to individual achievenent and satisfaction. To
make the worker productive is, therefore, nore and nore inportant
and is a neasure of the performance of an institution. It is

i ncreasingly a task of managenent.

Organi zing work according to its own logic is only the first
step. The second and far nore difficult one is maki ng work

sui table for human beings—and their logic is radically different
fromthe logic of work. Making the worker achieving inplies
consi deration of the human being as an organi sm havi ng peculi ar
physi ol ogi cal and psychol ogi cal properties, abilities, and
[imtations, and a distinct node of action.

Soci al Responsibilities
The third task of managenent is nanagi ng the social inpacts and



the social responsibilities of the enterprise. None of our
institutions exists by itself and is an end in itself. Every one
is an organ of society and exists for the sake of society.

Busi ness is no exception. Free enterprise cannot be justified as
bei ng good for business; it can be justified only as being good
for society.

Busi ness exists to supply goods and services to custoners,

rather than to supply jobs to workers and nmanagers, or even

di vi dends to stockhol ders. The hospital does not exist for the
sake of doctors and nurses, but for the sake of patients whose one
and only desire is to | eave the hospital cured and never cone
back. Psychol ogi cally, geographically, culturally, and socially,
institutions nust be part of the community.

To discharge its job, to produce econom c goods and servi ces,

t he busi ness enterprise has to have inpact on people, on
communities, and on society. It has to have power and authority
over people, e.g., enployees, whose own ends and purposes are not
defined by and within the enterprise. It has to have inpact on the
comunity as a nei ghbor, as the source of jobs and tax revenue
(but also of waste products and pollutants). And, increasingly, in
our pluralist society of organizations, it has to add to its
fundamental concern for the quantities of life—+.e., economc
goods and services—oncern for the quality of life, that is, for

t he physical, human, and social environnment of nodern man and
nodern conmuni ty.

3.

THE PURPOSE AND

OBJECTI VES OF

A BUSI NESS

Asked what a business is, the typical businessnman is likely to
answer, “An organization to make a profit.” The typical econom st
is likely to give the same answer. This answer is not only false,
it isirrelevant.

The prevailing economc theory of the m ssion of business
enterprise and behavi or, the maxim zation of profit—which is
sinply a conplicated way of phrasing the old saw of buyi ng cheap
and selling dear—my adequately explain how R chard Sears
operated. But it cannot explain how Sears, Roebuck or any other
busi ness enterprise operates, or how it should operate. The
concept of profit maxim zation is, in fact, neaningless. The



danger in the concept of profit maximzation is that it makes
profitability appear a nyth.

Profit and profitability are, however, crucial —<for society even
nore than for the individual business. Yet profitability is not
the purpose of, but a limting factor on business enterprise and
busi ness activity. Profit is not the explanation, cause, or
rational e of business behavi or and busi ness deci sions, but rather
the test of their validity. If archangels instead of businessnen
sat in directors’ chairs, they would still have to be concerned
with profitability, despite their total |ack of personal interest
in making profits.

The root of the confusion is the m staken belief that the

notive of a person—the so-called profit notive of the

busi nessman—+s an expl anati on of his behavior or his guide to
right action. Wether there is such a thing as a profit notive at
all is highly doubtful. The idea was invented by the classical
econom sts to explain the economc reality that their theory of
static equilibriumcould not explain. There has never been any
evi dence for the existence of the profit notive, and we have | ong
since found the true explanation of the phenonena of econonic
change and growth which the profit notive was first put forth to
expl ai n.

It is irrelevant for an understandi ng of business behavi or,
profit, and profitability, whether there is a profit notive or
not. That JimSmith is in business to nake a profit concerns only
hi m and the Recording Angel. It does not tell us what Jim Snmith
does and how he perfornms. W do not |earn anything about the work
of a prospector hunting for uraniumin the Nevada desert by being
told that he is trying to nake his fortune. We do not |earn
anyt hi ng 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 notive and its of fspring maxi m zation
of profits are just as irrelevant to the function of a business,

t he purpose of a business, and the job of managi ng a busi ness.

In fact, the concept is worse than irrelevant: it does harm It

is a major cause of the m sunderstanding of the nature of profit
in our society and of the deep-seated hostility to profit, which
are anong the nost dangerous di seases of an industrial society. It
is largely responsible for the worst m stakes of public policy—n
this country as well as in Wstern Europe-which are squarely based



on the failure to understand the nature, function, and purpose of
busi ness enterprise. And it is in large part responsible for the
prevailing belief that there is an inherent contradiction between
profit and a conmpany’s ability to make a social contribution.
Actual ly, a conmpany can make a social contribution only if it is
hi ghly profitable.

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

Mar kets are not created by God, nature, or econom c forces but

by busi nesspeopl e. The want a busi ness satisfies may have been
felt by the custoner before he or she was offered the neans of
satisfying it. Like food in a famne, it may have dom nated the
custoner’s life and filled all his waking noments, but it remained
a potential want until the action of businesspeople converted it
into effective demand. Only then is there a custoner and a narket.
The want may have been unfelt by the potential custoner; no one
knew t hat he wanted a Xerox machine or a conputer until these
becane avail able. There may have been no want at all until

busi ness action created it—by innovation, by credit, by
advertising, or by sal esmanship. In every case, it is business
action that creates the custoner.

It is the custoner who determ nes what a business is. It is the
cust oner al one whose willingness to pay for a good or for a
service converts econom c resources into wealth, things into
goods. What the custoner buys and considers value is never just a
product. It is always a utility, that is, what a product or
service does for him

The Purpose of a Business

Because its purpose is to create a custoner, the business
enterprise has two—and only these two—basic functions: marketing
and i nnovati on.

Despite the enphasis on nmarketing and the marketi ng approach,
marketing is still rhetoric rather than reality in far too many
busi nesses. “Consunerisnf proves this. For what consunerism
demands of business is that it actually market. It denmands that
busi ness start out with the needs, the realities, the val ues, of



the custoners. It demands that business define its goal as the
satisfaction of custoner needs. It demands that business base its
reward on its contribution to the custonmer. That after twenty
years of marketing rhetoric consunerismcould becone a powerfu
popul ar novenent proves that not much marketing has been
practiced. Consunerismis the “shanme of marketing.”

But consunerismis also the opportunity of marketing. It wll
force busi nesses to becone market-focused in their actions as well
as in their pronouncenents.

Above all, consunerism shoul d dispel the confusion that |argely
expl ains why there has been so little real marketing. \Wen
managers speak of marketing, they usually nmean the organi zed
performance of all selling functions. This is still selling. It
still starts out with “our products.” It still |ooks for “our
mar ket.” True marketing starts out the way Sears starts out—wath
the custoner, his denographics, his realities, his needs, his
values. It does not ask, What do we want to sell? It asks, What
does the custoner want to buy? It does not say, This is what our
product or service does. It says, These are the satisfactions the
custoner | ooks for, values, and needs.

| ndeed, selling and marketing are antithetical rather than
synonynous or even conpl enentary.

There will always, one can assune, be the need for sone

selling. But the aimof marketing is to make selling superfl uous.
The aimof marketing is to know and understand the custoner so
wel | that the product or service fits himand sells itself.

Mar keti ng al one does not make a business enterprise. In a

static econony there are no business enterprises. There are not
even busi nesspeople. The middl eman of a static society is a broker
who receives his conpensation in the formof a fee, or a
specul at or who creates no val ue.

A business enterprise can exist only in an expandi ng econony,
or at least in one that considers change both natural and
acceptable. And business is the specific organ of growh,
expansi on, and change.

The second function of a business is, therefore, innovation—+the
provi sion of different econom c satisfactions. It is not enough



for the business to provide just any econom ¢ goods and servi ces;
it must provide better and nore economic ones. It is not necessary
for a business to grow bigger; but it is necessary that it
constantly grow better.

| nnovation may result in a |ower price—the datumw th which the
econom st has been nost concerned, for the sinple reason that it
is the only one that can be handled by quantitative tools. But the
result nmay al so be a new and better product, a new conveni ence, or
the definition of a new want.

The nost productive innovation is a different product or

service creating a new potential of satisfaction, rather than an
i nprovenent. Typically this new and different product costs
nore—yet its overall effect is to nake the econony nore
producti ve.

The antibiotic drug costs far nore than the cold conpress,
whi ch was all yesterday’s physician had to fight pneunoni a.

| nnovati on may be finding new uses for old products. A sal esman
who succeeds in selling refrigerators to Eskinos to prevent food
fromfreezing would be as nuch of an innovator as if he had

devel oped brand-new processes or invented a new product. To sel
Eskinos a refrigerator to keep food cold is finding a new market;
to sell arefrigerator to keep food fromgetting too cold is
actually creating a new product. Technologically there is, of
course, only the sane old product; but economically there is

i nnovati on.

Above all, innovation is not invention. It is a term of
econom cs rather than of technol ogy. Nontechnol ogi cal

i nnovat i ons—soci al or economni ¢ innovations—are at |east as
i nportant as technol ogi cal ones.

In the organi zation of the business enterprise, innovation can

no nore be considered a separate function than marketing. It is
not confined to engineering or research but extends across al
parts of the business, all functions, all activities. It cannot be
confined to manufacturing. Innovation in distribution has been as
i mportant as innovation in manufacturing; and so has been

i nnovation in an insurance conpany or in a bank. Innovation can be
defined as the task of endow ng human and material resources with
new and greater wealth-producing capacity.



Managers nust convert society’s needs into opportunities for
profitable business. That, too, is a definition of innovation. It
shoul d be stressed today, when we are so consci ous of the needs of
soci ety, schools, health-care systens, cities, and environnent.

Today’ s business enterprise (but also today’'s hospital or

gover nnment agency) brings together a great many nmen of high

knowl edge and skill, at practically every |evel of the

organi zati on. But high know edge and skill al so nmean

deci si on-i npact on how the work is to be done and on what work is
actual | y being tackl ed.

As a result, decisions affecting the entire business and its
capacity to performare made at all |evels of the organization,
even fairly | ow ones. Risk-taking decisions—what to do and what
not to do; what to continue work on and what to abandon; what
products, markets, and technologies to pursue with energy and what
mar kets, products, and technologies to ignore—are in the reality
of today’ s business enterprise nade every day by a host of people
of subordi nate rank, very often by people w thout traditional
managerial title or position, e.g., research scientists, design
engi neers, product planners, and tax accountants.

Every one of these nen and wonen bases their decisions on soneg,

if only vague, theory of the business. Every one, in other words,
has an answer to the question, Wat is our business and what
should it be? Unless, therefore, the business itself—-and that
means its top managenent —has t hought through the question and
formul ated the answer—er answers—+to it, the decision-nmakers in the
busi ness, will decide and act on the basis of different,

i nconpati ble, and conflicting theories. They will pull in
different directions w thout even being aware of their
di vergences. But they will also decide and act on the basis of

wrong and m sdirecting theories of the business. Comon vi sion,
common under standing, and unity of direction and effort of the
entire organi zation require definition of “what our business is
and what it should be.”

Not hi ng may seem sinpl er or nore obvious than to know what a
conpany’s business is. A steel mll|l nakes steel, a railroad runs
trains to carry freight and passengers, an insurance conpany
underwrites fire risks, and a bank | ends noney. Actually, Wat is
our business? is alnost always a difficult question and the right



answer is usually anything but obvious.

The answer to the question, Wat is our business? is the first
responsi bility of top managenent.

That busi ness purpose and business m ssion are so rarely given
adequat e thought is perhaps the single nost inportant cause of
busi ness frustration and busi ness failure. Conversely, in

out st andi ng busi nesses such as the Tel ephone Conpany or Sears,
success always rests to a large extent on raising the question,
What is our business? clearly and deliberately, and on answering
it thoughtfully and thoroughly.

Wth respect to the definition of business purpose and busi ness

m ssion, there is only one such focus, one starting point. It is

t he customer. The customer defines the business. A business is not
defined by the conpany’s nane, statutes, or articles of
incorporation. It is defined by the want the custoner satisfies
when he or she buys a product or a service. To satisfy the
custoner is the m ssion and purpose of every business. The
guestion, \What is our business? can, therefore, be answered only
by | ooking at the business fromthe outside, fromthe point of
view of customer and market. All the custonmer is interested in are
his or her own values, wants, and reality. For this reason al one,
any serious attenpt to state “what our business is” nust start
wWith the custoner’s realities, his situation, his behavior, his
expectati ons, and his val ues.

Who is the custonmer? is thus the first and nost cruci al

guestion to be asked in defining business purpose and busi ness
mssion. It is not an easy, |et alone an obvious, question. How it
is being answered determ nes, in |arge neasure, how the business
defines itself.

The consuner—that is, the ultinmate user of a product or a
service—+s always a custoner. But there is never the custoner;
there are usually at |east two—sonetines nore. Each custoner
defines a different business, has different expectations and
val ues, buys sonething different.

Most busi nesses have at |east two custoners. The rug and car pet

i ndustry has both the contractor and the honmeowner for its
custoners. Both have to buy if there is to be a sale. The

manuf acturers of branded consunmer goods al ways have two custoners



at the very least: the housewife and the grocer. It does not do
much good to have the housew fe eager to buy if the grocer does
not stock the brand. Conversely, it does not do much good to have
t he grocer display nerchandi se advant ageously and give it shelf
space if the housew fe does not buy.

It is also inportant to ask, Where is the custonmer? 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 becone
nobi | e and was begi nning to buy in town.

The next question is, Wat does the custoner buy?

The Cadillac people say that they nmake an autonobile, and their
business is called the Cadillac Mdtor Division of General Mtors.
But does the nman who buys a new Cadillac buy transportation, or
does he buy primarily prestige? Does the Cadillac conpete with
Chevrol et, Ford, and Vol kswagen? Ni chol as Dreystadt, the

Ger man- born service nmechani c who took over Cadillac in the G eat
Depression years of the 1930s, answered: “Cadillac conpetes with
di anonds and m nk coats. The Cadill ac custoner does not buy
‘transportation’ but ‘status.’ “ This answer saved Cadillac, which
was about to go under. Wthin two years or so, it nmade it into a
maj or growt h busi ness despite the depression.

Most managenents, if they ask the question at all, ask, Wat is
our busi ness? when the conpany is in trouble. O course, then it
nmust be asked. And then asking the question nmay, indeed, have
spectacul ar results and nmay even reverse what appears to be
irreversible decline. To wait until a business—er an industry—s
in trouble is playing Russian roulette. It is irresponsible
managenent. The question should be asked at the inception of a
busi ness—and particularly for a business that has anbitions to
grow. The nost inportant tine to ask seriously, What is our

busi ness? is when a conpany has been successful.

Success al ways nmekes obsol ete the very behavior that achieved

it. It always creates newrealities. It always creates, above all,
its own and different problens. Only the fairy tale ends, “They
lived happily ever after.”

It is not easy for the managenent of a successful conmpany to
ask, What is our business? Everybody in the conpany 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 even the nost successful answer to the

guestion, Wat is our business? becones obsolete. Very few
definitions of the purpose and m ssion of a business have anything
like a |ife expectancy of thirty, let alone fifty, years. To be
good for ten years is probably all one can nornmally expect.

I n asking, What is our business? managenent therefore al so

needs to add, And what will it be? What changes in the environnent
are already discernible that are likely to have high inpact on the
characteristics, mssion, and purpose of our business? and How do
we now build these anticipations into our theory of the business,
into its objectives, strategies, and work assi gnnments?

Again the market, its potential and its trends, is the starting
point. How | arge a market can we project for our business in five
or ten years—assum ng no basic changes in custoners, in market
structure, or in technology? And, what factors could validate or
di sprove those projections?

The nost inportant of these trends is one to which few

busi nesses pay much attention: changes in population structure and
popul ati on dynam cs. Traditionally businessnen, follow ng the
econom sts, have assuned that denographics are a constant.

Hi storically this has been a sound assunption. Popul ati ons used to
change very slowy except as a result of catastrophic events, such
as mgjor war or famne. This is no |onger true, however.
Popul ati ons nowadays can and do change drastically, in devel oped
as well as in developing countries.

The inmportance of denographics does not lie only in the inpact
popul ati on structure has on buyi ng power and buyi ng habits, and on
the size and structure of the workforce. Population shifts are the
only events regarding the future for which true prediction is
possi bl e.

Managenent needs to anticipate changes in nmarket structure
resulting fromchanges in the econony, from changes in fashion or
taste, and from noves by conpetition. And conpetition nust always
be defined according to the custoner’s concept of what product or
service he buys and thus nust include indirect as well as direct
conpetition.



Finally, managenent has to ask which of the consuner’s wants

are not adequately satisfied by the products or services offered
hi mtoday. The ability to ask this question and to answer it
correctly usually makes the difference between a growth conpany
and one that depends for its devel opnent on the rising tide of the
econony or of the industry. But whoever is content to rise with
the tide wll also fall with it.

What Shoul d Qur Busi ness Be?

VWhat will our business be? ains at adaptation to antici pated
changes. It ainms at nodifying, extending, and devel oping the
exi sting, ongoing busi ness.

But there is need also to ask, Wat should our business be?

What opportunities are opening up or can be created to fulfill the
pur pose and m ssion of the business by making it into a different
busi ness?

Busi nesses that fail to ask this question are likely to mss
their major opportunity.

Next to changes in society, econony, and market as factors
dermandi ng consi deration in answering the question What shoul d our
busi ness be? conmes, of course, innovation, one’'s own and that of
ot hers.

Just as inportant as the decision on what new and different

things to do is planned, systematic abandonnent of the old that no
| onger fits the purpose and mi ssion of the business, no |onger
conveys satisfaction to the custonmer or custoners, no |onger mnakes
a superior contribution.

An essential step in deciding what our business is, what it
will be, and what it should be is, therefore, systematic anal ysis
of all existing products, services, processes, nmarkets, end uses,

and distribution channels. Are they still viable? And are they
likely to remain viable? Do they still give value to the custoner?
And are they likely to do so tonorrow? Do they still fit the

realities of population and markets, of technol ogy and econony?
And if not, how can we best abandon themer at |east stop pouring
in further resources and efforts? Unl ess these questions are being
asked seriously and systematically, and unl ess nmanagenents are
wlling to act on the answers to them the best definition of



“what our business is, will be, and should be,” will remain a

pi ous platitude. Energy will be used up in defending yesterday. No
one will have the time, resources, or will to work on exploiting
today, let alone to work on naking tonorrow.

Defining the purpose and m ssion of the business is difficult,
pai nful, and risky. But it al one enables a business to set

obj ectives, to develop strategies, to concentrate its resources,
and to go to work. It al one enabl es a business to be nanaged for
per f or mance.

The basic definitions of the business, and of its purpose and
m ssion, have to be translated into objectives. O herw se, they
remai n insights, good intentions, and brilliant epigrans that
never become achievenent.

1. Qbjectives nust be derived from “what our business is, what
it wll be, and what it should be.” They are not abstractions.
They are the action comrtnents through which the mssion of a
business is to be carried out, and the standards agai nst which
performance is to be neasured. Objectives, in other words,
represent the fundanental strategy of a business.

2. bjectives nust be operational. They nust be capabl e of
bei ng converted into specific targets and specific assignnments.
They must be capabl e of becomi ng the basis, as well as the
notivation, for work and achi evenent.

3. Objectives nust nmake possi bl e concentration of resources and
efforts. They nust wi nnow out the fundanentals anong the goals of
a business so that the key resources of nen, noney, and physi cal
facilities can be concentrated. They nust, therefore, be selective
rat her than enconpass everyt hing.

4. There nust be nultiple objectives rather than a single
obj ecti ve.

Much of today’s lively discussion of nmanagenent 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
t he phil osophers’ stone; it does harmand msdirects. To nanage a
business is to balance a variety of needs and goals. And this



requires nultiple objectives.

5. bjectives are needed in all areas on which the survival of

t he busi ness depends. The specific targets, the goals in any area
of objectives, depend on the strategy of the individual business.
But the areas in which objectives are needed are the sane for al
busi nesses, for all businesses depend on the sane factors for
their survival

A business nmust first be able to create a custoner. There is,
therefore, need for a marketing objective. Businesses nust be able
to innovate or else their conpetitors will render them obsol ete.
There is need for an innovation objective. Al businesses depend
on the three factors of production of the econom st, that is, on
human resources, capital resources, and physical resources. There
nmust be objectives for their supply, their enploynent, and their
devel opnment. The resources nust be enpl oyed productively and their
productivity has to grow if the business is to survive. There is
need, therefore, for productivity objectives. Business exists in
soci ety and comunity and, therefore, has to discharge soci al
responsibilities, at least to the point where it takes
responsibility for its inmpact upon the environment. Therefore,
objectives in respect to the social dinensions of business are
needed.

Finally, there is need for profit—etherw se none of the

obj ectives can be attained. They all require effort, that is,
cost. And they can be financed only out of the profits of a
busi ness. 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 requirenent that has to be objectively
determ ned in respect to the individual business, its strategy,
its needs, and its risks.

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

Mar ket i ng

| nnovati on

Human resources

Fi nanci al resources
Physi cal resources
Productivity

Soci al responsibility
Profit requirenents



oj ectives are the basis for work and assi gnments.

They deternmine the structure of the business, the key

activities that nmust be discharged, and, above all, the allocation
of people to tasks. bjectives are the foundation for designing
both the structure of the business and the work of individual
units and individual managers.

bj ectives are always needed in all eight key areas. The area

wi t hout specific objectives will be neglected. Unless we determ ne
what will be neasured and what the yardstick of neasurenent in an
area wll be, the area itself will not be seen.

The nmeasurenents avail able for the key areas of a business
enterprise are still haphazard by and | arge. W do not even have
adequat e concepts, |et alone nmeasurenents, except for narket
standi ng. For sonething as central as profitability, we have only
a rubber yardstick; and we have no real tools at all to determ ne
how nmuch profitability is necessary. In respect to innovation and,
even nore, to productivity, we hardly know nore than that
somet hi ng ought to be done. In the other areas—ncludi ng physical
and financial resources—we are reduced to statements of
intentions; we do not possess goals and neasurenents for their
attai nnent.

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

We know one nore thing about objectives: how to use them

| f objectives are only good intentions, they are worthl ess.

They must be transforned into work. And work is always specific,
al ways has—er shoul d have—el ear, unanbi guous, neasurable results,
a deadline and a specific assignnent of accountability.

But objectives that becone a straitjacket do harm Objectives
are al ways based on expectations. And expectations are, at best,
i nfornmed guesses. (bjectives express an apprai sal of factors that
are largely outside the business and not under its control. The
wor | d does not stand still.

The proper way to use objectives is the way an airline uses
schedul es and flight plans. The schedul e provides for the 9:00



a.m flight fromLos Angeles to get to Boston by 5:00 p.m 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 thirty thousand feet and for flying over
Denver and Chicago. But if the pilot encounters turbul ence or
strong headw nds, he will ask flight control for permssion to go
up anot her five thousand feet and to take the M nneapolis—Montr eal
route. Yet no flight is ever operated w thout schedule and flight
pl an. Any change is immedi ately fed back to produce a new schedul e
and flight plan. Unless 97 percent or so of its flights proceed on
the original schedule and flight plan—er within a very limted
range of deviation fromeither—a well-run airline gets another
oper ati ons manager who knows his job.

bj ectives are not fate; they are directions. They are not
commands; they are conmtnents. They do not determi ne the future;
they are neans to nobilize the resources and energies of the

busi ness for the making of the future.

Mar keti ng Obj ectives

Mar keti ng and i nnovation are the foundation areas in objective
setting. It is in these two areas that a business obtains its

results. It is performance and contribution in these areas for
whi ch a custoner pays.

It is sonewhat m sl eading to speak of a marketing objective.
Mar keti ng performance requires a nunber of objectives. For
exanple, it is geared toward:

Exi sting products and services in existing and present markets
Abandonnment of “yesterday” in product, services, and markets

New products and services for existing markets

New mar ket s

The distributive organi zation

Servi ce standards and servi ces performance

Credit standards and credit performance

Many books have been witten about every one of these areas.

But it is alnbst 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.

Archi nedes, one of the great scientists of antiquity, is
reported to have said; “Gve ne a place to stand on, and | 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

| everage that lifts the universe off its hinges. The concentration
decision is, therefore, crucial; it converts, in |arge measure,
the definition of “what our business is” into neaningful

oper ational conmtnent.

The ot her major decision underlying marketing objectives is

that on nmarket standing. One commobn approach is to say, W want to
be the | eader. The other one is to say, W don’t care what share
of the market we have as |ong as sales go up. Both sound

pl ausi bl e, but both are w ong.

Qovi ously, not everybody can be the | eader. One has to decide

in which segnent of the market, wi th what product, what services,
what val ues, one should be the | eader. It does not do much good
for a conpany’s sales to go up if it |oses narket share, that is,
if the market expands nmuch faster than the conpany’s sal es do.

A conpany with a small share of the market will eventually
becone marginal in the marketplace, and thereby exceedingly
vul ner abl e.

Mar ket standing, regardless of the sales curve, is therefore
essential. The point at which the supplier becones nmarginal varies
fromindustry to industry. But to be a marginal producer is
dangerous for |ong-term survival.

There is al so a maxi mrum mar ket standi ng above which it may be

unwi se to go—even if there were no antitrust |aws. Market

dom nation tends to lull the | eader to sleep; nonopolists flounder
on their own conpl acency rather than on public opposition. Market
dom nati on produces trenendous internal resistance against any

i nnovation and thus nakes adaptation to change dangerously
difficult.

There is also well-founded resistance in the marketplace to
dependence on one dom nant supplier. Whether it is the purchasing
agent of a manufacturing conpany, the procurenent officer in the
air force, or the housewife, no one likes to be at the nmercy of

t he nonopoly supplier.

Finally, the dom nant supplier in a rapidly expanding,
especially a new, market is likely to do less well than if it
shared that market with one or two other major and conpeting



suppliers. This may seem paradoxi cal —-and nost busi nesspeople find
it difficult to accept. But the fact is that a new market,
especially a new major narket, tends to expand nuch nore rapidly
when there are several suppliers rather than only one. It may be
very flattering to a supplier’s ego to have 80 percent of a
market. But if as a result of dom nation by a single source, the
mar ket does not expand as it otherwi se mght, the supplier’s
revenues and profits are likely to be considerably | ower than they
woul d be if two suppliers shared a fast-expandi ng nmarket. Eighty
percent of 100 is considerably |ess than 50 percent of 250. A new
mar ket that has only one supplier is likely to becone static at
100. It will be limted by the inmagination of the one supplier who
al ways knows what his product or service cannot or should not be
used for. If there are several suppliers, they are likely to
uncover and pronote narkets and end uses the single supplier never
dreanms of. And the market m ght grow rapidly to 250.

Du Pont seens to have grasped this. In its nost successful

i nnovations, Du Pont retains a sole-supplier position only until
the new product has paid for the original investnment. Then Du Pont
|icenses the innovation and | aunches conpetitors deliberately. As
a result, a nunber of aggressive conpanies start devel opi ng new
mar ket s and new uses for the product. Nylon would surely have
grown nmuch nore slowy w thout Du Pont-sponsored conpetition. Its
mar kets are still growi ng, but w thout conpetition it would
probably have begun to decline in the early 1950s, when newer
synthetic fibers were brought on the market by Monsanto and Uni on
Carbide in the United States, by Inperial Chemcals in Geat
Britain, and by AKU i n Hol | and.

The market standing to aimat is not the maxi num but the
opti mum

| nnovati on Cbj ective

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

There are essentially three kinds of innovation in every

busi ness: innovation in product or service; innovation in the

mar ket pl ace and consuner behavi or and val ues; and i nnovation in
the various skills and activities needed to make the products and
services and to bring themto market. They m ght be call ed
respectively product innovation, social innovation, and manageri al



i nnovati on.

The problemin setting innovation objectives is neasuring the
relative inpact and inportance of various innovations. But how are
we to determ ne what wei ghs nore: a hundred m nor but imrediately
applicabl e i nprovenents in packagi ng a product, or one fundanent al
chem cal discovery that after ten nore years of hard work may
change the character of the business altogether? A departnent
store and a pharnaceutical conmpany will answer this question
differently; but so may two different pharmaceutical conpanies.

Resources (bjectives

A group of objectives deals with the resources a busi ness needs
in order to be able to perform with their supply, their
utilization, and their productivity.

Al'l economic activity, econom sts 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 neans to invest in tonorrow. The business nust be able to
attract all three and to put themto productive use. A business
that cannot attract the people and the capital it needs will not

| ast | ong.

The first sign of decline of an industry is |oss of appeal to
qualified, able, and anbitious people. The decline of the Anerican
railroads, for instance, did not begin after Wrld War Il —+t only
becanme obvious and irreversible then. The decline actually set in
around the tinme of World War |. Before World War |, abl e graduates
of Anerican engi neering schools |ooked for a railroad career. From
the end of World War | on—for whatever reason—the railroads no

| onger appeal ed to young engi neering graduates, or to any educated
young peopl e.

In the two areas of people and capital supply, genuine

mar keti ng objectives are therefore required. The key questions
are: What do our jobs have to be to attract and hold the kind of
peopl e we need and want? What is the supply available on the job
mar ket ? And, what do we have to do to attract it? Simlarly, Wat
does the investnment in our business have to be, in the form of
bank | oans, long-termdebts or equity, to attract and hold the
capital we need?

Resource objectives have to be set in a double process. One



starting point is the anticipated needs of the business, which
then have to be projected on the outside, that is, on the market
for land, |abor, and capital. But the other starting point is

t hese “markets” thensel ves, which then have to be projected onto
the structure, the direction, the plans of the business.

Productivity Qbjectives

Attracting resources and putting themto work is only the

begi nning. The task of a business is to nake resources productive.
Every business, therefore, needs productivity objectives with
respect to each of the three nmajor resources, |and, |abor, and
capital; and with respect to overall productivity itself.

A productivity neasurenent is the best yardstick for conparing
managenents of different units within an enterprise, and for
conpari ng managenents of different enterprises.

Al'l businesses have access to pretty nuch the sane resources.
Except for the rare nonopoly situation, the only thing that
differenti ates one business fromanother in any given field is the
quality of its managenent on all levels. The first measurenent of
this crucial factor is productivity, that is, the degree to which
resources are utilized and their yield.

The continual inprovenent of productivity is one of

managenent’s nost inportant jobs. It is also one of the nost
difficult; for productivity is a balance anong a diversity of
factors, few of which are easily definable or clearly neasurable.

Labor is only one of the three factors of production. And if
productivity of |abor is acconplished by making the other
resources | ess productive, there is actually loss of productivity.

Productivity is a difficult concept, but it is central. Wthout
productivity objectives, a business does not have direction.
Wt hout productivity nmeasurenents, it does not have control.

The Social Responsibilities Objectives

Only a few years ago nanagers as well as econom sts consi dered

t he social dinmension so intangible that performance objectives
could not be set. W have now | earned that the intangible can
becone very tangi bl e i ndeed. Lessons we have |l earned fromthe rise
of consunerism or fromthe attacks on industry for the
destruction of the environnent, are expensive ways for us to



realize that business needs to think through its inpacts and its
responsibilities and to set objectives for both.

The social dinmension is a survival dinension. The enterprise
exists in a society and an econony. Wthin an institution one

al ways tends to assunme that the institution exists in a vacuum
And managers inevitably | ook at their business fromthe inside.
But the business enterprise is a creature of a society and an
econony, and society or econony can put any business out of

exi stence overnight. The enterprise exists on sufferance and
exists only as long as the society and the econony believe that it
does a necessary, useful, and productive job.

That such objectives need to be built into the strategy of a

busi ness, rather than nmerely be statenments of good intentions,
needs to be stressed here. These are objectives that are needed
not because the nanager has a responsibility to society. They are
needed because the manager has a responsibility to the enterprise,.

Profit as a Need and a Limtation

Only after the objectives in the above key areas have been

t hought through and established can a business tackle the
guestion, How nmuch profitability do we need? To attain any of the
objectives entails high risks. It requires effort, and that neans
cost. Profit is, therefore, needed to pay for attainnment of the
obj ectives of the business. Profit is a condition of survival. It
is the cost of the future, the cost of staying in business.

A busi ness that obtains enough profit to satisfy its objectives

in the key areas is a business that has the nmeans of survival. A
business that falls short of the profitability demands nmade by its
key objectives is a margi nal and endangered busi ness.

Profit planning is necessary. But it is planning for a needed

m nimum profitability rather than for that neani ngl ess shibbol eth
“profit maxim zation.” The m ni mum needed may well turn out to be
a good deal higher than the profit goals of many conpanies, |et

al one their actual profit results.

4.

WHAT THE NONPROFI TS ARE

TEACHI NG BUSI NESS

The Grl Scouts, the Red Cross, the pastoral churches—eur
nonprofit organi zati ons—are becom ng Anerica s nmanagenent | eaders.



In two areas, strategy and the effectiveness of the board, they
are practicing what nost Anerican businesses only preach. And in
the nost crucial area—the notivation and productivity of know edge
wor kers—they are truly pioneers, working out the policies and
practices that business will have to | earn tonorrow.

Few peopl e are aware that the nonprofit sector is by far
Anmerica s |largest enployer. Every other adult—a total of 80
mllion-plus people—works as a volunteer, giving on average nearly
five hours each week to one or several nonprofit organizations.
This is equal to 10 mllion full-time jobs. Wre volunteers paid,
their wages, even at mnimumrate, would anount to some $150
billion, or 5 percent of G\P. And volunteer work is changi ng fast.
To be sure, what many do requires little skill or judgnent:
collecting in the neighborhood for the Comrunity Chest one

Sat urday afternoon a year, chaperoning youngsters selling Grl
Scout cooki es door to door, driving old people to the doctor. But
nore and nore volunteers are becom ng “unpaid staff,” taking over
t he professional and managerial tasks in their organizations.

Not all nonprofits have been doing well, of course. A good nany
comunity hospitals are in dire straits. Traditional churches and
synagogues of all persuasions—iberal, conservative, evangelical,
fundanmental ist—are still steadily | osing nenbers. Indeed, the
sector overall has not expanded in the last ten to fifteen years,
either interns of the noney it raises (when adjusted for
inflation) or in the nunber of volunteers. Yet inits
productivity, in the scope of its work, and in its contribution to
Anerican society, the nonprofit sector has grown trenendously in
the | ast two decades.

The Salvation Arny is an exanple. People convicted to their

first prison termin Florida, nostly very poor black or Hi spanic
yout hs, are now paroled into the Salvation Arny’s custody—about
twenty-five thousand each year. Statistics show that if these
young nen and wonen go to jail, the majority will become habitual
crimnals. But the Salvation Arnmy has been able to rehabilitate 80
percent of themthrough a strict work programrun |largely by

vol unteers. And the programcosts a fraction of what it would to
keep the of fenders behind bars.

A Conmi t ment to Managenent
Underlying this programand many other effective nonprofit
endeavors is a conmtnent to managenent. Twenty years ago



managenent was a dirty word for those involved in nonprofit

organi zations. It neant business, and nonprofits prided thensel ves
on being free of the taint of commercialismand above such sordid
considerations as the bottomline. Now nbst of them have | earned
that nonprofits need nanagenent even nore than business does,

preci sely because they lack the discipline of the bottomline. The
nonprofits are, of course, still dedicated to “doing good.” But
they also realize that good intentions are no substitute for

organi zati on and | eadership, for accountability, performance, and
results. Those things require managenent and that, in turn, begins
with the organization’s m ssion.

Starting with the mission and its requirenents may be the first

| esson business can learn from successful nonprofits. It focuses
the organi zation on action. It defines the specific strategies
needed to attain the crucial goals. It creates a disciplined
organi zation. It alone can prevent the nost common degenerative

di sease of organi zations, especially |large ones: fragnenting their
always limted resources on things that are “interesting” or “look
profitable” rather than concentrating themon a very small nunber
of productive efforts.

The best nonprofits devote a great deal of thought to defining
their organization's mi ssion. They avoid sweeping statenents ful
of good intentions and focus, instead, on objectives that have
clear-cut inplications for the work their nenbers—staff and

vol unt eers—perform The Salvation Arnmy’s goal, for exanple, is to
turn society’s rejects—al coholics, crimnals, derelicts—+nto
citizens. The Grl Scouts help youngsters becone confident,
capabl e young wonen who respect thensel ves and other people. The
Nat ure Conservancy preserves the diversity of nature’s fauna and
flora. Nonprofits also start with the environnent, the community,
the “custoners” to be; they do not, as American businesses tend to
do, start with the inside, that is, with the organization or with
financial returns.

W1 | owcreek Community Church in South Barrington, Illinois,
out si de Chi cago, has becone the nation’ s | argest church-sone
thirteen thousand parishioners. Yet it is barely fifteen years
old. Bill Hybels, in his early twenties when he founded the
church, chose the community because it had relatively few
churchgoers, though the popul ati on was growi ng fast and churches
were plentiful. He went fromdoor to door asking, “Wwy don’'t you
go to church?” Then he designed a church to answer the potenti al



custoners’ needs: for instance, it offers full services on
Wednesday eveni ngs because many wor ki ng parents need Sunday to
spend with their children. Moreover, Hybels continues to listen
and react. The pastor’s sernon is taped while it is being
delivered and instantly reproduced so that parishioners can pick
up a cassette when they | eave the building because he was told
again and again, “l need to listen when | drive hone or drive to
work so that | can build the nessage into ny life.” But he was
also told, “The sernon always tells ne to change ny |ife but never
how to do it.” So now every one of Hybels’s sernons ends with
specific action recommendati ons.

A wel | -defined m ssion serves as a constant rem nder of the

need to | ook outside the organization not only for “custoners” but
al so for nmeasures of success. The tenptation 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 nonprofits
have | earned to define clearly what changes outside the

organi zation constitute “results” and to focus on them

The experience of one large Catholic hospital chain in the

Sout hwest shows how productive a clear sense of mission and a
focus on results can be. Despite the sharp cuts in Medicare
paynents and hospital stays during the past eight years, this
chai n has increased revenues by 15 percent (thereby nmanaging to
break even) while greatly expanding its services and raising both
pati ent-care and nedi cal standards. It has done so because the nun
who is the CEO understood that she and her staff are in the

busi ness of delivering health care (especially to the poor), not
runni ng hospitals.

As a result, when health-care delivery began noving out of
hospital s for medical rather than econom c reasons about ten years
ago, the chain pronoted the trend instead of fighting it. It
founded anbul atory surgery centers, rehabilitation centers, X-ray
and | ab networks, HMOs, and so on. The chain’s notto was, If it’'s
in the patient’s interest, we have to pronote it; it’s then our
job to nake it pay. Paradoxically, the policy has filled the
chain’s hospitals; the freestanding facilities are so popul ar they
generate a steady stream of referrals.

This is, of course, not so different fromthe marketing
strategy of successful Japanese conpanies. But it is very



different indeed fromthe way nost Western businesses think and
operate. And the difference is that the Catholic nuns—and the
Japanese—start with the mssion rather than with their own
rewards, and with what they have to nake happen outside

t henmsel ves, in the marketplace, to deserve a reward.

Finally, a clearly defined mssion will foster innovative ideas
and hel p others understand why they need to be inpl enent ed—however
much they fly in the face of tradition. To illustrate, consider

t he Dai sy Scouts, a programfor five-year-olds that the Grl
Scouts initiated a few years back. For seventy-five years, first
grade had been the m nimum age for entry into a Brownie troop, and
many G rl Scout councils wanted to keep it that way. O hers,
however, | ooked at denobgraphics and saw the grow ng nunber of
wor ki ng wonmren with “l atchkey” kids. They al so | ooked at the
children and realized that they were far nore sophisticated than
their predecessors a generation ago (largely thanks to TV).

Today the Daisy Scouts are one hundred thousand strong and
growng fast. It is by far the nost successful of the many
prograns for kindergartners that have been started these |ast
twenty years, and far nore successful than any of the very
expensi ve governnent prograns. Moreover, it is so far the only
programthat has seen these critical denographic changes and
children’ s exposure to long hours of TV viewi ng as an opportunity.

Ef fective Use of the Board

Many nonprofits now have what is still the exception in

busi ness—a functioning board. They al so have sonet hing even rarer:
a CEO who is clearly accountable to the board and whose
performance is reviewed annually by a board commttee. And they
have what is rarer still: a board whose performance is revi ewed
annual | y agai nst preset performance objectives. Effective use of
the board is thus a second area in which business can |earn from
the nonprofit sector.

In U.S. law, the board of directors is still considered the
“managi ng” organ of the corporation. Managenent authors and

schol ars agree that strong boards are essential and have been
witing to that effect for nore than twenty years. Neverthel ess,
the top managenents of our |arge conpani es have been whittling
away at the directors’ role, power, and independence for nore than
hal f a century. In every single business failure of a |arge
conpany in the |ast few decades, the board was the last to realize



that things were going wong. 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

organi zations—er tried to. In fact, it is only because nonprofits
have grown too big and conplex to be run by part-tine outsiders,
neeting for three hours a nonth, that so many have shifted to

pr of essi onal managenent. The American Red Cross is probably the

| ar gest nongovernnental agency in the world and certainly one of
the nost conplex. It is responsible for worldw de disaster relief;
it runs thousands of bl ood banks as well as the bone and skin
banks in hospitals; it conducts training in cardi ac and
respiratory rescue nationwi de; and it gives first-aid courses in
t housands of schools. Yet it did not have a paid chief executive
until 1950, and its first professional CEO cane only with the
Reagan era.

But however common prof essi onal managenent becones—and

prof essional CEGs are now found in nost nonprofits and all the

bi gger ones—onprofit boards cannot, as a rule, be rendered

i npotent the way so nmany busi ness boards have been. No matter how
much nonprofit CEGs would welcone it—and quite a few surely

woul d—honprofit boards cannot become their rubber stanp. Mney is
one reason. Few directors in publicly held corporations are
substanti al sharehol ders, whereas directors on nonprofit boards
very often contribute large suns thensel ves, and are expected to
bring in donors as well. But also, nonprofit directors tend to
have a personal commtnment to the organi zation s cause. Few people
sit on a church vestry or on a school board unless they deeply
care about religion or education. Mreover, nonprofit board
nmenbers typically have served as volunteers thenselves for a good
many years and are deeply know edgeabl e about the organi zation,
unli ke outside directors in a business.

Preci sely because the nonprofit board is so conmtted and

active, its relationship with the CEO tends to be highly
contentious and full of potential for friction. Nonprofit CEGCs
conplain that their board “neddles.” The directors, in turn,

conpl ain that nmanagenment “usurps” the board’ s function. This has
forced an increasing nunber of nonprofits to realize that neither
board nor CEOis “the boss.” They are col |l eagues, working for the
sane goal but each having a different task. And they have | earned



that it is the CEOs responsibility to define the tasks of each,
the board’ s and his or her own.

The key to making a board effective, as this exanpl e suggests,

is not to talk about its function but to organize its work. Mre
and nore nonprofits are doing just that, anmong them half a dozen
fair-sized liberal arts colleges, a |eading theol ogical sem nary,
and sone | arge research hospitals and nuseuns.

The weakening of the large corporation’s board woul d, nmany of

us predicted, weaken managenent rather than strengthen it. It
woul d di ffuse managenent’s accountability for performance and
results; and indeed, it is the rare big-conpany board that reviews
the CEO s performance agai nst preset business objectives.
Weakeni ng the board would al so, we predicted, deprive top
managenent of effective and credi ble support if it were attacked.
These predictions have been borne out anply in the recent rash of
hostil e takeovers.

To restore nanagenent’s ability to nanage, we w |l have to nake
boards effective agai n—and that should be considered a
responsibility of the CEO. A few first steps have been taken. The
audit committee in nost conpanies now has a real rather than a
make- bel i eve job responsibility. A few conpani es—+though so far

al nost no | arge ones—have a small board comm ttee on succession
and executive devel opnent, which regularly neets with senior
executives to discuss their perfornmance and their plans. But |
know of no company so far where there are work plans for the board
and any kind of review of the board s performance. And few do what
the larger nonprofits now do routinely: put a new board nenber

t hrough systematic training.

To O fer Meani ngful Achievenent

Nonprofits used to say, W don’t pay volunteers so we cannot

make demands upon them Now they are nore likely to say,

Vol unteers nust get far greater satisfaction fromtheir

acconpli shnents and nmake a greater contribution precisely because
they do not get a paycheck. The steady transfornation of the

vol unteer fromwell-nmeaning amateur to trained, professional,
unpaid staff menber is the nost significant devel opnent in the
nonprofit sector—as well as the one with the farthest-reaching
inplications for tonorrow s busi ness.

A m dwestern Catholic diocese nay have cone 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—+n sone cases, such as providing help for the honel ess
and for drug abusers, nore than doubling them It still has nany
traditional volunteers like the Altar Guild nenbers who arrange
flowers. But nowit is also being served by sonme two thousand
part-tinme unpaid staff who run the Catholic charities, perform
adm nistrative jobs in parochial schools, and organi ze youth
activities, college Newran Cl ubs, and even sone retreats.

A sim |l ar change has taken place at the First Baptist Church in

Ri chnond, Virginia, one of the |argest and ol dest churches in the
Sout hern Bapti st Convention. Wien Dr. Peter Janes Fl anm ng t ook
over, the church had been going downhill for many years, as is
typical of old, inner-city churches. Today it again has four

t housand comruni cants and runs a dozen conmunity outreach prograns
as well as a full conplenent of in-church mnistries. The church
has only nine paid full-tinme enployees. But of its four thousand
communi cants, one thousand serve as unpaid staff.

Thi s devel opnent is by no neans confined to religious

organi zati ons. The American Heart Association has chapters in
every city of any size throughout the country. Yet its paid staff
islimted to those at national headquarters, with just a few
traveling troubl eshooters serving the field. Volunteers nmanage and
staff the chapters, with full responsibility for community health
education as well as fund-raising.

These changes are, in part, a response to need. Wth close to

hal f the adult popul ation already serving as volunteers, their
overal|l nunber is unlikely to grow. And with noney always in short
supply, the nonprofits cannot add paid staff. If they want to add
to their activities—and needs are growi ng—they have to nake

vol unteers nore productive, have to give them nore work and nore
responsibility. But the major inpetus for the change in the
volunteer’s role has conme fromthe volunteers thensel ves.

More and nore volunteers are educated people in managerial or

prof essi onal jobs—sone preretirenment men and wonen in their
fifties, even nore baby boonmers who are reaching their
md-thirties or forties. These people are not satisfied with being
hel pers. They are know edge workers in the jobs in which they earn
their living, and they want to be know edge workers in the jobs in
whi ch they contribute to society—that is, their volunteer work. |f



nonprofit organizations want to attract and hold them they have
to put their conpetence and know edge to work. They have to offer
nmeani ngf ul achi evenent .

Trai ning, Training, and Training

Many nonprofits systematically recruit for such people.

Seasoned volunteers are assigned to scan the newconers—the new
menber in a church or synagogue, the nei ghbor who collects for the
Red Cross—to find those with | eadership talent and persuade them
to try thenselves in nore denmandi ng assi gnnents. Then senior staff
(either a full-tinmer on the payroll or a seasoned vol unteer)
interviews the newconers to assess their strengths and place them
accordingly. Volunteers nmay al so be assigned both a nentor and a
supervi sor with whomthey work out their performnce goals. These
advisers are two different people, as a rule, and both,
ordinarily, volunteers thensel ves.

The G rl Scouts, which enploys 730,000 volunteers and only

6,000 paid staff for 3.5 mllion girl nenbers, works this way. A
vol unteer typically starts by driving youngsters once a week to a
nmeeting. Then a nore seasoned vol unteer draws her into other

wor k—acconpanying Grl Scouts selling cookies door-to-door,
assisting a Brownie | eader on a canping trip. Qut of this

st ep- by-step process evolve the volunteer boards of the | ocal
councils and, eventually, the Grl Scouts governing organ, the
Nati onal Board. Each step, even the very first, has its own
conmpul sory training program usually conducted by a wonman who is
hersel f a volunteer. Each step has specific perfornmance standards
and perfornmance goal s.

What do these unpaid staff people thensel ves demand? What nakes
them stay? And, of course, they can leave at any tinme. Their first
and nost inportant demand is that the nonprofit have a cl ear

m ssion, one that drives everything the organization does. A
senior vice president in a large regional bank has two snall
children. Yet she just took over as chair of the state chapter of
Nat ure Conservancy, which finds, buys, and manages endangered
natural ecologies. “I love nmy job,” she said, when | 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
Nat ure Conservancy, | know what | am here for.”

The second thing this new breed requires, indeed demands, is
training, training, and nore training. And, in turn, the nost



effective way to notivate and hold veterans is to recognize their
expertise and use themto train newconers. Then these know edge
wor kers demand responsi bility—above all, for thinking through and
setting their own performance goals. They expect to be consulted
and to participate in making decisions that affect their work and
the work of the organization as a whole. And they expect
opportunities for advancenent, that is, a chance to take on nore
demandi ng assignnents and nore responsibility as their perfornmance
warrants. That is why a good many nonprofits have devel oped career
| adders for their vol unteers.

Supporting all this activity is accountability. Many of today’'s
know edge-wor ker volunteers insist on having their performance
revi ewed agai nst preset objectives at |east once a year. And

i ncreasingly, they expect their organizations to renove
nonperforners by noving themto other assignnents that better fit
their capacities or by counseling themto leave. “It’s worse than
the Mari ne Corps boot canp,” says the priest in charge of
volunteers in the m dwestern di ocese, “but we have four hundred
people on the waiting list.” One large and growi ng m dwestern art
museum requires of its vol unteers—board nenbers, fund-raisers,
docents, and the people who edit the nuseum s newsl etter—that they
set their goals each year, appraise thenselves against those
goal s, and resign when they fail to neet their goals two years in
a row. So does a fair-sized Jew sh organizati on working on coll ege
canpuses.

These vol unteer professionals are still a mnority, but a
significant one—perhaps one-tenth of the total vol unteer

popul ation. And they are growi ng in nunbers and, nore inportant,
in their inpact on the nonprofit sector. Increasingly, nonprofits
say what the mnister in a large pastoral church says: “There is
no laity in this church; there are only pastors, a few paid, nost
unpai d.”

A Warning to Business

This nmove from nonprofit volunteer to nonpaid professional may

be the nost inportant devel opnment in Anerican society today. W
hear a great deal about the decay and dissolution of famly and
comunity and about the |oss of values. And, of course, there is
reason for concern. But the nonprofits are generating a powerful
countercurrent. They are forging new bonds of comunity, a new
commtnment to active citizenship, to social responsibility, to

val ues. And surely what the nonprofit contributes to the vol unteer



is as inportant as what the volunteer contributes to the
nonprofit. Indeed, it may be fully as inportant as the service,
whet her religious, educational, or welfare related, that the
nonprofit provides in the comunity.

Thi s devel opnent also carries a clear |esson for business.
Managi ng t he know edge worker for productivity is the next great
chal | enge for Anerican managenent. The nonprofits are show ng us
how to do that. It requires a clear mssion, careful placenent and
continual |earning and teachi ng, managenent by objectives and
self-control, high demands but corresponding responsibility, and
accountability for performance and results.

There is al so, however, a clear warning to Anerican business in
this transformation of volunteer work. The students in the program
for senior and m ddl e-level executives in which | teach work in a
wi de diversity of businesses: banks and insurance conpanies, |arge
retail chains, aerospace and conputer conpanies, real estate

devel opers, and many ot hers. But nost of them al so serve as

vol unteers in nonprofits—+n a church, on the board of the college
t hey graduated from as scout |eaders, with the YMCA or the
Community Chest or the local synphony orchestra. Wen | ask them
why they do it, far too nmany give the same answer: |In my paying
job there isn’t nmuch chall enge, not enough opportunity for

achi evenment, not enough responsibility; and there is no m ssion,
there is only expedi ency.

5.

SCCl AL | MPACTS

AND SOCI AL PROBLEMS

Soci al responsibilities—whether of a business, a hospital, or a
university—my arise in two areas. They nay energe out of the
social inpacts of the institution. O they arise as problens of
the society itself. Both are of concern to nanagenent because the
institution that nmanagers manage |ives of necessity in society and
comunity. But otherwi se, the two areas are different. The first
deals with what an institution does to society. The second is
concerned with what an institution can do for society.

The nodern organi zation exists to provide a specific service to
society. It therefore has to be in society. It has to be in a
community, has to be a neighbor, has to do its work within a
social setting. But also, it has to enploy people to do its work.
Its social inpacts inevitably go beyond the specific contribution



it exists to nake.

The purpose of the hospital is not to enploy nurses and cooks.

It is patient care. But to acconplish this purpose, nurses and
cooks are needed. And in no tine at all they forma work community
with its owm conmunity tasks and conmunity probl ens.

The purpose of a ferroalloy plant is not to nake noise or to

rel ease noxious funes. It is to make hi gh-performance netal s that
serve the custonmer. But in order to do this, it produces noise,
creates heat, and rel eases funes.

These inpacts are incidental to the purpose of the
organi zation. But in |large neasure they are inescapable
by- product s.

Soci al problens, by contrast, are dysfunctions of society
rather than inpacts of the organization and its activities.

Since the institution can exist only within the soci al

environnment, is indeed an organ of society, such social problens
affect the institution. They are of concern to it even if the
community itself sees no problemand resists any attenpt to tackle
it.

A heal thy business, a healthy university, a healthy hospital
cannot exist in a sick society. Managenent has a self-interest in
a healthy society, even though the cause of society’s sickness is
none of managenent’s maki ng.

Responsibility for I|npacts

One is responsible for one’s inpacts, whether they are intended
or not. This is the first rule. There is no doubt regarding
managenent’ s responsibility for the social inpacts of its
organi zati on. They are nmanagenent’s busi ness.

It is not enough to say, But the public doesn’'t object. It is,
above all, not enough to say that any action to cone to grips wth
a particular problemis going to be “unpopular,” is going to be
“resented” by one’s coll eagues and one’s associates, and is not
requi red. Sooner or |ater society will come to regard any such

i npact as an attack on its integrity and wll exact a high price
fromthose who have not responsibly worked on elimnating the

i npact or on finding a solution to the problem



Here i s one exanpl e.

In the late 1940s and early ‘50s, one Anerican autonobile

conpany tried to make the Anerican public safety-conscious. Ford
introduced cars with seat belts. But sal es dropped
catastrophically. The conpany had to withdraw the cars with seat
belts and abandoned the whol e idea. Wen, fifteen years later, the
Ameri can driving public becane safety-conscious, the car

manuf acturers were sharply attacked for their “total |ack of
concern with safety” and for being “nerchants of death.” And the
resulting regulations were witten as nuch to punish the conpanies
as to protect the public.

The first job of managenent is, therefore, to identify and to
anticipate inpacts—oldly and realistically. The question is not,
s what we do right? It is, Is what we do what society and the
custonmer pay us for?

How to Deal with |Inpacts

I dentifying incidental inpacts of an institution is the first
step. But how does managenent deal with then? The objective is
clear: inpacts on society and econony, comrunity, and individual
that are not in thenselves the purpose and mi ssion of the
institution should be kept to a m nimum and should preferably be
elimnated altogether. The fewer such inpacts the better, whether
the inmpact is within the institution, on the social environnent,
or on the physical environnent.

Wherever an inpact can be elimnated by dropping the activity
that causes it, that is therefore the best—+ndeed the only truly
good—sol uti on.

In nost cases the activity cannot, however, be elim nated.

Hence, there is need for systematic work at elimnating the

i npact—er at least at mnimzing it—while maintaining the
underlying activity itself. The ideal approach is to nake the
elimnation of inpacts into a profitable business opportunity. One
exanple is the way Dow Chem cal, one of the leading U S. chem cal
conpani es, has for al nost twenty years tackled air and water

pol luti on. Dow deci ded, shortly after World War 1l, that air and
wat er pollution was an undesirable inpact that had to be

el imnated. Long before the public outcry about the environnent,
Dow adopted a zero-pollution policy for its plants. It then set



about systematically to devel op the polluting substances it
renmoves from snokestack gases and watery effluents into sal abl e
products and to create uses and markets for them

Anot her exanple is the Du Pont Industrial Toxicity Laboratory.

Du Pont, in the 1920s, becane aware of the toxic side effects of
many of its industrial products and set up a | aboratory to test
for toxicity and to devel op processes to elimnate the poisons. Du
Pont started out to elimnate an inpact that at that tine every
ot her chem cal manufacturer took for granted. But then Du Pont
decided to develop toxicity control of industrial products into a
separate business. The Industrial Toxicity Laboratory works not
only for Du Pont but for a wide variety of custoners for whomit
devel ops nonpoi sonous conpounds, whose products it tests for
toxicity, and so on. Again, an inpact has been elim nated by
making it into a business opportunity.

To make elimnation of an inpact into a business opportunity
shoul d al ways be attenpted. But it cannot be done in many cases.
More often elimnating an i npact neans increasing the costs. Wat
was an “externality” for which the general public paid becones
busi ness cost. It therefore becones a conpetitive di sadvant age
unl ess everybody in the industry accepts the sane rule. And this,
in nost cases, can be done only by regul ati on—+hat neans by sone
formof public action.

Whenever an inpact cannot be elimnated without an increase in
cost, it becones incunbent upon nanagenent to think ahead and work
out the regulation that is nost likely to solve the problemat the
m ni mum cost and with the greatest benefit to public and business
alike. And it is then managenent’s job to work at getting the

ri ght regul ati on enact ed.

Managenent —and not only busi ness nanagenent —has shunned this
responsibility. The traditional attitude has always been that “no
regulation is the best regulation.” But this applies only when an
i npact can be made into a business opportunity. Wiere elimnation
of an inpact requires a restriction, regulation is in the interest
of business, and especially in the interest of responsible
business. O herwise, it will be penalized as “irresponsible,”
whi l e the unscrupul ous, the greedy, and the stupid cash in.

And to expect that there will be no regulation is wllful
bl i ndness.



The fact that the public today sees no issue is not relevant.

I ndeed, it is not even relevant that the public today—as it did in
the Ford exanpl e above—fesists actively any attenpts on the part
of farsighted business |eaders to prevent a crisis. In the end,
there is the scandal

Any solution to an inpact problemrequires trade-offs. Beyond a
certain level elimnation of an inpact costs nore in noney or in
energy, in resources or in lives, than the attainable benefit. A
deci sion has to be made on the optimal bal ance between costs and
benefits. This is sonething 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 inpacts is a nmanagenent

responsi bility—not because it is a social responsibility, but
because it is a business responsibility. The ideal is to nake
elimnation of such an inpact into a business opportunity. But
wher ever that cannot be done, the design of the appropriate
regulation with the optimal trade-off bal ance—and public

di scussi on of the problem and pronotion of the best regul atory
sol uti on—+s nmanagenent’s j ob.

Soci al Probl ens as Business Opportunities

Soci al problens are dysfunctions of society and—at | east
potenti al | y—degenerati ve di seases of the body politic. They are
ills. But for the nmanagenent of institutions, and, above all, for
busi ness nmanagenent, they represent chall enges. They are major
sources of opportunity. For it is the function of business—and to
a | esser degree of the other main institutions—+to satisfy a social
need and at the sane tinme serve thensel ves by naking resol ution of
a social probleminto a business opportunity.

It is the job of business to convert change into innovation,

that is, into new business. And it is a poor businessman who
thinks that innovation refers to technol ogy al one. Social change
and soci al innovation have throughout business history been at

| east as inportant as technol ogy. After all, the major industries
of the nineteenth century were, to a very large extent, the result
of converting the new social environnent—the industrial city—+nto
a business opportunity and into a business market. This underlay
the rise of lighting, first by gas and then by electricity, of the
streetcar and the interurban trolley, of tel ephone, newspaper, and



departnent store—to nane only a few

The nost significant opportunities for converting social

probl ens into business opportunities may therefore not lie in new
t echnol ogi es, new products, and new services. They may lie in
solving the social problem that is, in social innovation, which
then directly and indirectly benefits and strengthens the conpany
or the industry.

The experience of some of the nbst successful businesses is
largely the result of such social innovation.

The years immedi ately prior to Wrld War | were years of great

| abor unrest in the United States, growi ng | abor bitterness, and
hi gh unenpl oynent. Hourly wages for skilled nen ran as | ow as
fifteen cents in nmany cases. It was agai nst this background that
the Ford Mdtor Conpany, in the closing days of 1913, announced
that it would pay a guaranteed five-doll ar-a-day wage to every one
of its workers—+two to three tines what was then standard. Janes
Couzens, the conpany’ s general nmanager, who had forced this
decision on his reluctant partner, Henry Ford, knew perfectly well
that his conpany’s wage bill would alnost triple overnight. But he
became convinced that the worknmen's sufferings were so great that
only radical and highly visible action could have an effect.
Couzens al so expected that Ford's actual |abor cost, despite the
tripling of the wage rate, would go down—and events soon proved
himright. Before Ford changed the whol e | abor econony of the
United States with one announcenent, |abor turnover at the Ford
Mot or Conpany had been so high that, in 1912, sixty thousand nen
had to be hired to retain ten thousand workers. Wth the new wage,
turnover al nost di sappeared. The resulting savings were so great
that despite sharply rising costs for all materials in the next
few years, Ford could produce and sell its Mddel T at a | ower
price and yet nake a larger profit per car. It was the saving in

| abor cost produced by a drastically higher wage that gave Ford
mar ket dom nation. At the sanme time, Ford s action transforned
American industrial society. It established the American

wor ki ngman as fundanental ly m ddl e cl ass.

Soci al problens that managenent action converts into
opportunities soon cease to be problens. The others, however, are
likely to becone “chronic conplaints,” if not “degenerative

di seases.”



Not every social problemcan be resolved by making it into an
opportunity for contribution and performance. |ndeed, the npst
serious of such problens tend to defy this approach.

VWhat then is the social responsibility of managenent for these
soci al problens that becone chronic conplaints or degenerative
di seases?

They are managenent’s problens. The health of the enterprise is
managenent’ s responsibility. A healthy business and a sick society
are hardly conpatible. Healthy businesses require a healthy, or at
| east a functioning, society. The health of the community is a
prerequisite for successful and grow ng business.

And it is foolish to hope that these problens will disappear if
only one | ooks the other way. Problens go away because soneone
does sonet hi ng about them

To what extent shoul d busi ness—er any other of the

speci al - purpose institutions of our society—be expected to tackle
such a problemthat did not arise out of an inpact of theirs and

t hat cannot be converted into an opportunity for performance of
the institution’ s purpose and m ssion? To what extent should these
institutions, business, university, or hospital, even be permtted
to take responsibility?

Today’s rhetoric tends to ignore that question. “Here is,” John

Li ndsay, former mayor of New York, said, “the black ghetto. No one
knows what to do with it. Watever governnent, social workers, or
comunity action try, things seemonly to get worse. Therefore,
bi g busi ness better take responsibility.”

That Mayor Lindsay frantically |ooks for soneone to take over

i s understandabl e; and the problemthat is defeating himis indeed
desperate and a major threat to his city, to American society, and
to the Western world altogether. But is it enough to make the
probl em of the black ghetto the social responsibility of
managenent? O are there limts to social responsibility? And what
are they?

The Limts of Social Responsibility

The manager is a servant. His or her master is the institution
bei ng managed and the first responsibility nust therefore be to
it. The manager’s first task is to make the institution, whether



busi ness, hospital, school, or university, performthe function
and make the contribution for the sake of which it exists. The
manager who uses a position at the head of a major institution to
beconme a public figure and to take | eadership with respect to
soci al problens, while the conpany or the university erodes

t hrough neglect, is not a statesman, but is irresponsible and
false to his trust.

The institution’s performance of its specific mssion is also
society’s first need and interest. Society does not stand to gain
but to lose if the performance capacity of the institution inits
own specific task is dimnished or inpaired. Performance of its
function is the institution’s first social responsibility. Unless
it discharges its performance responsibly, it cannot discharge
anyt hing el se. A bankrupt business is not a desirable enployer and
is unlikely to be a good neighbor in a community. Nor will it
create the capital for tonorrow s jobs and the opportunities for
tonmorrow s workers. A university that fails to prepare tonorrow s
| eaders and professionals is not socially responsible, no matter
how many “good works” it engages in.

Above all, managenent needs to know the mninmum profitability
required by the risks of the business and by its conmtnments to
the future. It needs this know edge for its own decisions. But it
needs it just as nuch to explain its decisions to others—the
politicians, the press, the public. As | ong as managenents renain
the prisoners of their own ignorance of the objective need for,
and function of, profit—+.e., as long as they think and argue in
terms of the “profit notive”—+they will be able neither to nake
rational decisions with respect to social responsibilities, nor to
expl ain these decisions to others inside and outside the business.

Whenever a busi ness has disregarded the limtation of econom c
performance and has assunmed social responsibilities that it could
not support economcally, it has soon gotten into trouble.

The sane limtation on social responsibility applies to
noneconom ¢ institutions. There, too, the manager is duty-bound to
preserve the performance capacity of the institution in his care.
To jeopardize it, no nmatter how noble the notive, is
irresponsibility. These institutions, too, are capital assets of
society on the performance of which society depends.

This, to be sure, is a very unpopul ar position to take. It is



much nore popul ar to be “progressive.” But managers, and

especi ally managers of key institutions of society, are not being
paid to be heroes to the popul ar press. They are being paid for
performance and responsibility.

To take on tasks for which one | acks conpetence is
irresponsi bl e behavior. It is also cruel. It raises expectations
that will then be di sappointed.

An institution, and especially a business enterprise, has to
acqui re whatever conpetence is needed to take responsibility for
its inmpacts. But in areas of social responsibility other than

i npacts, right and duty to act are limted by conpetence.

In particular an institution better refrain fromtackling tasks
that do not fit into its value system Skills and know edge are
fairly easily acquired. But one cannot easily change personality.
No one is likely to do well in areas that he 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 and to support them adequately. It is unlikely to

under stand what the task involves. It is alnost certain to do the
wong things. As aresult, it will do damage rather than good.

Managenent therefore needs to know at the very |east what it

and its institution are truly inconpetent for. Business, as a
rule, will be in this position of absolute inconpetence in an
“intangi bl e” area. The strength of business is accountability and
measurability. It is the discipline of market test, productivity
measurenents, and profitability requirenent. Were these are

| acki ng, businesses are essentially out of their depth. They are
al so out of fundanental synpathy, that is, outside their own val ue
systens. Wiere the criteria of performance are intangible, such as
“political” opinions and enotions, comunity approval or

di sapproval , nobilization of community energies and structuring of
power relations, business is unlikely to feel confortable. It is
unlikely to have respect for the values that matter. It is,
therefore, nost unlikely to have conpetence.

In such areas it is, however, often possible to define goals
clearly and neasurably for specific partial tasks. It is often
possible to convert parts of a problemthat by itself |ies outside
t he conpetence of business into work that fits the conpetence and
val ue system of the business enterprise.



No one in Anerica has done very well in training hard-core
unenpl oyabl e bl ack teenagers for work and jobs. But business has
done far |l ess badly than any other institution: schools,

gover nment progranms, conmunity agencies. This task can be
identified. It can be defined. Goals can be set. And performance
can be nmeasured. And then business can perform

The Limts of Authority

The nost inportant |imtation on social responsibility is the
limtation of authority. The constitutional |awer knows that
there is no such word as “responsibility” in the political
dictionary. The appropriate termis “responsibility and
authority.” Whoever clains authority thereby assunes

responsi bility. But whoever assumes responsibility thereby clains
authority. The two are but different sides of the same coin. To
assune social responsibility therefore always neans to claim

aut hority.

Agai n, the question of authority as a limt on social
responsibility does not arise in connection with the inpacts of an
institution. For the inpact is the result of an exercise of
authority, even though purely incidental and unintended. And then
responsibility follows.

But where business or any other institution of our society of
organi zations is asked to assune social responsibility for one of
the problens or ills of society and community, managenent needs to
t hi nk through whether the authority inplied in the responsibility
is legitimate. Oherwise 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 shoul d 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 grave suspicion. It is not responsibility; it is lust for
power .

Ral ph Nader, the Anerican consunerist, sincerely considers
hinsel f 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 legitinmte business responsibility, i.e.,



with responsibility for performance and contri bution.

But Ral ph Nader demands, above all, that big business assune
responsibility in a nultitude of areas beyond products and
services. This, if acceded to, can lead only to the emergence of

t he managenents of the big corporations as the ultinmate power in a
vast nunber of areas that are properly sone other institution’s
field.

And this is, indeed, the position to which Nader—and ot her
advocates of unlimted social responsibility—are noving rapidly.
One of the Nader task forces published a critique of the Du Pont
Conmpany and its role in the small state of Del aware, where Du Pont
has its headquarters and is a najor enployer. The report did not
even di scuss econonic performance; it dismssed as irrel evant that
Du Pont, in a period of general inflation, consistently | owered
the prices for its products, which are, in nany cases, basic
materials for the Arerican econony. Instead it sharply criticized
Du Pont for not using its econom c power to force the citizens of
the state to attack a nunber of social problens, fromracial
discrimnation to health care to public schools. Du Pont, for not
taking responsibility for Del aware society, Delaware politics, and
Del aware | aw, was called grossly remss in its socia
responsibility.

One of the ironies of this story is that the traditiona
liberal or left-wing criticismof the Du Pont Conpany for many

years has been the exact opposite, i.e., that Du Pont, by its very
prom nence in a small state, “interferes in and dom nates”
Del aware and exercises “illegitimte authority.”

Managenent nust resist responsibility for a social problemthat
woul d conprom se or inpair the perfornmance capacity of its
business (or its university or its hospital). It nust resist when
t he demand goes beyond the institution’s conpetence. |t nust
resi st when responsibility would, in fact, be illegitimte
authority. But then, if the problemis a real one, it better think
t hrough and offer an alternative approach. If the problemis
serious, sonmething will ultimately have to be done about it.

Managenents of all major institutions, including business
enterprise, need, too, to concern thenselves with serious ills of
society. If at all possible, they should convert the solution of
t hese problens into an opportunity for performance and



contribution. At the least they should think through what the
problemis and how it m ght be tackled. They cannot escape
concern; for this society of organi zations has no one else to be
concerned about real problens. In this society, managers of
institutions are the | eadership group.

But we al so know that a devel oped soci ety needs perform ng
institutions with their own autononbus managenent. |t cannot
function as a totalitarian society. Indeed, what characterizes a
devel oped soci ety—and i ndeed nakes it a devel oped one—+s that nopst
of its social tasks are carried out in and through organized
institutions, each with its own autononobus managenent. These

or gani zations, including nost of the agencies of our governnent,
are speci al -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 inpair the performance capacity of these
institutions by tackling tasks beyond their conpetence or by
usurpation of authority in the nanme of social responsibility.

The Ethics of Responsibility

Count | ess sernons have been preached and printed on the ethics

of business or the ethics of the businessman. Mdst have nothing to
do with business and little to do with ethics.

One main topic is plain, everyday honesty. Businessnmen, we are
told solemly, should not cheat, steal, lie, bribe, or take

bri bes. But nor should anyone el se. Men and wonen do not acquire
exenption fromordinary rules of personal behavi or because of
their work or job. Nor, however, do they cease to be human bei ngs
when appoi nted vice president, city manager, or college dean. And
t here has al ways been a nunber of people who cheat, steal, lie,
bri be, or take bribes. The problemis one of noral values and
noral education, of the individual, of the famly, of the school.
But neither is there a separate ethics of business, nor is one
needed.

Al that is needed is to nmete out stiff punishnents to
t hose—whet her busi ness executives or others—who yield to
tenpt ation.

The ot her common thene in the discussion of ethics in business
has nothing to do with ethics. It would indeed be nice to have



fastidious | eaders. Al as, fastidi ousness has never been preval ent
anong | eadershi p groups, whether kings and counts, priests, or
general s, or even “intellectuals” such as the painters and

humani sts of the Renai ssance, or the “literati” of the Chinese
tradition. All a fastidious man can do is withdraw personally from
activities that violate his self-respect and his sense of taste.

Lately these old sernon topics have been joined, especially in
the United States, by a third one: nmanagers, 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 comunity activities, and so on.

Such activities should, however, never be forced on them nor
shoul d managers be apprai sed, rewarded, or pronoted according to
their participation in voluntary activities. Odering or
pressuring managers into such work is abuse of organizationa
power and illegitimte.

But, while desirable, conmunity 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 or her capacity as
a neighbor and citizen. And it is sonething that |ies outside the
manager’s job and outside managerial responsibility.

A problemof ethics that is peculiar to the nmanager arises from

t he managers of institutions being collectively the | eadership
groups of the society of organi zations. But individually a manager
is just another fellow enpl oyee.

It is therefore inappropriate to speak of managers as | eaders.
They are “nenbers of the | eadership group.” The group, however,
does occupy a position of visibility, of prom nence, and of
authority. It therefore has responsibility.

But what are the responsibilities, what are the ethics of the
i ndi vi dual manager, as a nenber of the | eadership group?

Essentially being a nenber of a |eadership group is what
traditionally has been neant by the term “professional.”
Menbership in such a group confers status, position, prom nence,
and authority. It also confers duties. To expect every nanager to
be a leader is futile. There are, in a devel oped society,

t housands, if not mllions, of managers—and | eadership is al ways



the rare exception and confined to a very few individuals. But as
a nenber of a | eadership group a manager stands under the demands
of professional ethics—+the demands of an ethic of responsibility.

Not Knowi ngly to Do Harm

The first responsibility of a professional was spelled out
clearly, twenty-five hundred years ago, in the Hipprocratic oath
of the Greek physician: Prinmum non nocere—Above all, not

knowi ngly to do harm”

No professional, be he doctor, |awer, or nmanager, can prom se
that he will indeed do good for his client. Al he can do is try.
But he can prom se that he wll not know ngly do harm And the
client, in turn, nust be able to trust the professional not

knowi ngly to do himharm Oherw se he cannot trust himat all.
The professional has to have autonony. He cannot be controll ed,
supervised, or directed by the client. He has to be private in
that his know edge and his judgnent have to be entrusted with the
decision. But it is the foundation of his autonony, and indeed its
rational e, that he see hinself as “affected with the public
interest.” A professional, in other words, is private in the sense
that he is autononobus and not subject to political or ideol ogical
control. But he is public in the sense that the welfare of his
client sets limts to his deeds and words. And Prinum non nocere,
“not knowingly to do harm” is the basic rule of professional
ethics, the basic rule of an ethics of public responsibility.

The manager who fails to think through and work for the
appropriate solution to an inpact of his business because it makes
hi m “unpopul ar in the club” know ngly does harm He know ngly
abets a cancerous growth. That this is stupid has been said. That
this always in the end hurts the business or the industry nore
than a little tenmporary “unpl easant ness” woul d have hurt has been
said, too. But it is also gross violation of professional ethics.

But there are other aspects to this issue as well. American
managers, in particular, tend to violate the rule usually w thout
know ng that they do so, and in so doing they cause harm
especially with respect to:

Executive conpensati on

Use of benefit plans to inpose “golden fetters” on people in
t he conpany’ s enpl oy

Their profit rhetoric



Their actions and their words in these areas tend to cause
social disruption. They tend to conceal reality and to create

di sease, or at |east social hypochondria. They tend to m sdirect
and to prevent understanding. And this is grievous social harm

The fact of increasing income equality in U S. society is quite
clear. Yet the popular inpression is one of rapidly increasing
inequality. This is illusion; but it is a dangerous illusion. It
corrodes. It destroys mutual trust between groups that have to
live together and work together. It can only lead to political
nmeasures that, while doing no one any good, can seriously harm
soci ety, econony, and the manager as well.

The $500, 000 a year that the chief executive of one of the

giant corporations is being paid is |largely “nake-believe noney.”
Its function is status rather than income. Mst of it, whatever
tax | oopholes the lawers mght find, is immedi ately taxed away.
And the “extras” are sinply attenpts to put a part of the
executive's income into a sonmewhat |ower tax bracket.
Econom cal ly, in other words, neither serves nuch purpose. But
socially and psychologically they “knowingly do harm” They cannot
be def ended.

What is pernicious, however, is the illusion of inequality. The
basic cause is the tax laws. But the managers’ wllingness to
accept, and indeed to play along with, an antisocial tax structure
is a major contributory cause. And unl ess nanagers realize that
this violates the rule “not knowi ngly to do damage,” they will, in
the end, be the main sufferers.

A second area in which the manager of today does not live up to
the comm tnent of Primumnon nocere is closely connected with
conpensat i on.

Retirement benefits, extra conpensation, bonuses, and stock
options are all forns of conpensation. Fromthe point of view of
the enterprise—but also fromthe point of view of the
econony—these are “labor costs” no matter how they are | abel ed.
They are treated as such by nanagenents when they sit down to
negotiate with the labor union. But increasingly, if only because
of the bias of the tax | aws, these benefits are being used to tie
an enployee to his enployer. They are bei ng nade dependent on
staying with the sane enployer, often for many years. And they are
structured in such a way that |eaving a conpany’ s enploy entails



drastic penalties and actual |oss of benefits that have already
been earned and that, in effect, constitute wages relating to the
past enpl oynent.

CGol den fetters do not strengthen the conpany. People who know

that they are not performng in their present enploynent—that is,
peopl e who are clearly in the wong place—ai |l often not nove but
stay where they know they do not properly belong. But if they stay
because the penalty for leaving is too great, they resist and
resent it. They know that they have been bribed and were too weak
to say no. They are likely to be sullen, resentful, and bitter the
rest of their working |lives.

Pension rights, performance bonuses, participation in profits,
and so on, have been “earned” and should be available to the
enpl oyee without restricting his rights as a citizen, an

i ndi vidual, and a person. And, again, nmanagers will have to work
to get the tax | aw changes that are needed.

Managers, finally, through their rhetoric, make it inpossible

for the public to understand econonmic reality. This violates the
requi renent that managers, being | eaders, not knowi ngly do harm
This is particularly true of the United States but al so of Western
Europe. For in the West, managers still talk constantly of the
profit notive. And they still define the goal of their business as
profit maxim zation. They do not stress the objective function of
profit. They do not talk of risks—er very rarely. They do not
stress the need for capital. They al nbst never even nention the
cost of capital, let alone that a business has to produce enough
profit to obtain the capital it needs at m ni mum cost.

Managers constantly conplain 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 terns managenent
uses when it talks to the public, there is no possible
justification for profit, no explanation for its existence, no
function it perforns. There is only the profit notive, that is,
the desire of sonme anonynous capitalists—and why that desire
shoul d be indulged in by society any nore than bigamny, for

i nstance, is never explained. But profitability is a crucial need
of econony and society.

Primum non nocere may seemtane conpared with the rousing calls
for “statesmanshi p” that abound in today’s manifestos on soci al



responsi bility. But, as the physicians found out long ago, it is
not an easy rule to live up to. Its very nodesty and
self-constraint nake it the right rule for the ethics that
managers need, the ethics of responsibility.

6.

MANAGEMENT' S NEW

PARADI GVB

Basi ¢ assunptions about reality are the paradignms of a social

sci ence, such as managenent. They are usually held subconsciously
by the scholars, the witers, the teachers, the practitioners in
the field, and are incorporated into the discipline by their
various formul ati ons. Thus those assunptions by this select group
of people largely determ ne what the discipline assunes to be
reality.

The discipline’ s basic assunptions about reality determ ne what

it focuses on. They determ ne what a discipline considers “facts,”
and i ndeed what the discipline considers itself to be all about.
The assunptions also largely determ ne what is being disregarded
or is being pushed aside as an “annoyi ng exception.”

Yet, despite their inportance, the assunptions are rarely
anal yzed, rarely studied, rarely chall enged—+ndeed rarely even
made explicit.

For a social discipline such as managenent, the assunptions are
actually a good deal nore inportant than are the paradigns for a
nat ural science. The paradigm-that is, the prevailing general

t heory—has no inpact on the natural universe. Wether the paradi gm
states that the sun rotates around the earth or that, on the
contrary, the earth rotates around the sun has no effect on sun
and earth. A natural science deals with the behavior of objects.
But a social discipline such as managenent deals with the behavi or
of people and human institutions. Practitioners will therefore
tend to act and to behave as the discipline s assunptions tel
themto. Even nore inportant, the reality of a natural science,

t he physical universe and its |laws, do not change (or if they do
only over eons rather than over centuries, |et alone over
decades). The social universe has no “natural laws” of this kind.
It is thus subject to continual change. And this neans that
assunptions that were valid yesterday can becone invalid and,

i ndeed, totally msleading in no tinme at all.



VWhat matters nost in a social discipline such as nmanagenent are
therefore the basic assunptions. And a change in the basic
assunptions nmatters even nore.

Since the study of managenent first began—and it truly did not
energe until the 1930s—+wo sets of assunptions regarding the
realities of managenent have been held by nost schol ars, nost
writers and nost practitioners:

One set of assunptions underlies the discipline of managenent:

Managenent i s business managenent.

There is—er there nmust be—ene right organi zation structure.
There is—er there nust be—ene right way to nmanage peopl e.
Anot her set of assunptions underlies the practice of
managenent :

Technol ogi es, markets and end uses are given.

Managenent’s scope is |legally defined.

Managenent is internally focused.

The econony as defined by national boundaries is the “ecol ogy”
of enterprise and managenent.

Managenent |s Busi ness Managenent

For nost people, inside and outside managenent, this assunption
is taken as self-evident. |Indeed managenent witers, nanagenent
practitioners, and the laity do not even hear the word
“managenent”; they automatically hear business nanagenent.

Thi s assunption regarding the universe of managenent is of

fairly recent origin. Before the 1930s the few witers and

t hi nkers who concerned thensel ves with managenent —begi nning wth
Frederick Wnslow Tayl or around the turn of the century and endi ng
wi th Chester Barnard just before World War Il—all assuned that

busi ness nanagenent is just a subspecies of general managenent and
basically no nore different fromthe managenent of any ot her

organi zati on than one breed of dogs is from another.

What led to the identification of managenent w th busi ness
managenent was the Great Depression with its hostility to business
and its contenpt for business executives. In order not to be
tarred with the business brush, managenent in the public sector
was rechristened “public adm nistration” and proclaimed a separate
disciplineith its own university departnents, its own

termnol ogy, its own career |adder. At the sane tine—and for the



sanme reason—what had begun as a study of managenent in the rapidly
grow ng hospital (e.g., by Raynond Sl oan, the younger brother of
GMs Alfred Sloan) was split off as a separate discipline and
christened “hospital adm nistration.”

Not to be called “managenent” was, in other words, “politica
correctness” in the Depression years.

In the postwar period, however, the fashion turned. By 1950
“busi ness” had becone a “good word”—+argely the result of the

performance during World War Il of Anerican business nanagenent.
And then very soon business managenent became “politically
correct” as a field of study, above all. And ever since,

managenent has remained identified in the public mnd as well as
in academ a with business managenent.

Now, we are beginning to unmake this sixty-year-old m stake—as
W tness the renam ng of so many “busi ness school s” as “school s of
managenent,” the rapidly growng offerings in “nonprofit
managenent” by these schools, the energence of “executive
managemnment progranms” recruiting both business and nonbusi ness
executives, or the emergence of departnents of *“pastoral
managenent” in divinity schools.

But the assunption that managenent is busi ness managenent stil
persists. It is therefore inportant to assert—and to do so

| oudl y—that managenent is not business managenent —any nore than,
say, nedicine is obstetrics.

There are, of course, differences in managenent anong different
or gani zati ons—ni ssi on defines strategy, after all, and strategy
defines structure. There surely are differences in managi ng a
chain of retail stores and nanaging a Catholic diocese (though
amazingly fewer than either chain stores or bishops m ght
believe); in managi ng an air base, a hospital, and a software
conpany. But the greatest differences are in the terns individual
organi zations use. O herw se the differences are mainly in
application rather than in principles. There are not even
tremendous differences in tasks and chal | enges.

The first conclusion of this analysis of the assunptions that
nmust underlie managenent to nmake productive both its study and its
practice is therefore:



Managenent is the specific and distinguishing organ of any and
all organi zati ons.

The One Right Organization

Concern wi th managenent and its study began with the sudden
energence of |arge organi zati ons—busi ness, governnental civil
service, the large standing arny-—which was the novelty of

| at e- ni net eent h-century society.

And fromthe very beginning nore than a century ago, the study
of organi zation has rested on one assunpti on:

There is—er there nust be—ene right organizati on.

What is presented as the “one right organi zation” has changed
nore than once. But the search for the one right organization has
continued and conti nues today.

It was Wrld War | that nade clear the need for a fornal

organi zation structure. But it was also Wrld War | that showed
that Fayol’'s (and Carnegie’s) functional structure was not the one
right organization. Imrediately after World War | first Pierre S.
Du Pont (1870-1954) and then Alfred Sl oan (1875-1966) devel oped
the principle of decentralization. And now, in the last few years,
we have cone to tout the teamas the one right organization for
pretty nmuch everyt hing.

By now, however, it should have becone clear that there is no
such thing as the one right organization. There are only

organi zati ons, each of which has distinct strengths, distinct
limtations, and specific applications. It has becone clear that
organi zation is not an absolute. It is a tool for making people
productive in working together. As such, a given organi zation
structure fits certain tasks in certain conditions and at certain
times.

One hears a great deal today about “the end of hierarchy.” This

is blatant nonsense. In any institution there has to be a final
authority, that is, a “boss”—soneone who can nake the fi nal

deci sions and who can expect themto be obeyed. In a situation of
common peril—and every institution is likely to encounter it
sooner or later—survival of all depends on clear command. If the
shi p goes down, the captain does not call a neeting, the captain
gives an order. And if the ship is to be saved, everyone nust obey



the order, nust know exactly where to go and what to do, and do it
W t hout “participation” or argunent. “H erarchy,” and the
unquestioni ng acceptance of it by everyone in the organization, is
the only hope in a crisis.

O her situations within the sanme institution require
deliberation. Ohers still require teamwrk—and so on.

Organi zation theory assunmes that institutions are honbgeneous
and that, therefore, the entire enterprise should be organi zed the
sane way.

But in any one enterprise—probably even in Fayol’'s “typical
manuf act uri ng conpany”—there is need for a nunber of different
organi zati on structures coexisting side by side.

Managi ng foreign currency exposure is an increasingly

critical —and increasingly difficult—task in a world econony. It
requires total centralization. No one unit of the enterprise can
be permtted to handle its own foreign currency exposures. But in
the sane enterprise servicing the custoner, especially in

hi gh-tech areas, requires al nost conplete | ocal autonomy—goi ng way
beyond traditional decentralization. Each of the individual
service people has to be the “boss,” with the rest of the

organi zation taking its direction fromthem

Certain forns of research require a strict functiona

organi zation with all specialists “playing their instrunment” by

t henmsel ves. Ot her kinds of research, however, especially research
t hat i nvol ves deci sion-making at an early stage (e.g., sone
pharmaceutical research), require teamwrk fromthe beginning. And
the two kinds of research often occur side by side and in the sane
research organi zation

The belief that there nust be one right organization is closely
tied to the fallacy that managenent is business managenent. |f
earlier students of managenent had not been blinkered by this
fallacy but had | ooked at nonbusi nesses, they would soon have
found that there are vast differences in organization structure
according to the nature of the task.

A Catholic diocese is organized very differently from an opera.
A nodern arny is organi zed very differently froma hospital



There are indeed sone “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 nost institutions (even in the mlitary).

Anot her principle |I have already nentioned: Soneone in the

organi zati on nust have the authority to make the final decision in
a given area. And soneone nust clearly be in command in a crisis.
It also is a sound principle that authority be commensurate with
responsibility.

It is a sound principle that one person in an organi zation

shoul d have only one “master.” There is wisdomto the old proverb
of the Roman | aw that a slave who has three masters is a free nan.
It is a very old principle of human rel ations that no one should
be put into a conflict of l|oyalties—and having nore than one
“master” creates such a conflict (which, by the way, is the reason
that the “jazz conbo” team so popular now, is so difficult—every
one of its menbers has two nasters, the head of the specialty
function, for exanple, engineering, and the teamleader). It is a
sound, structural principle to have the fewest |ayers, that is, to
have an organization that is as “flat” as possible—+f only
because, as information theory tells us, “every relay doubles the
noi se and cuts the nessage in half.”

But these principles do not tell us what to do. They only tel

us what not to do. They do not tell us what will work. They tel
us what is unlikely to work. These principles are not too
different fromthe ones that informan architect’s work. They do
not tell himwhat kind of building to build. They tell him what
the restraints are. And this is pretty nuch what the various
princi pl es of organization structure do.

One inplication: Individuals will have to be able to work at

one and the sane tine in different organization structures. For
one task they will work in a team But for another task they wll
have to work—and at the sane tine—+n a command-and-contro
structure. The sane individual who is a “boss” within his or her
own organization is a “partner” in an alliance, a mnority
participation, a joint venture, and so on. Organizations, in other
words, will have to becone part of the executive’'s tool box.



Even nore inportant: W need to go to work on studying the
strengths and the limtations of different organizations. For what
tasks are what organi zations nost suitable? For what tasks are
what organi zations | east suitable? And when, in the performance of
a task, should we switch fromone kind of organization to another?

One area in which research and study are particularly needed is
t he organi zati on of top nmanagenent.

And | doubt that anyone would assert that we really know how to
organi ze the top managenent job, whether in a business, a
university, a hospital, or even a nodern church

One clear sign is the growing disparity between our rhetoric

and our practice. W talk incessantly about “teans”—and every
study cones to the conclusion that the top nanagenent job does
indeed require a team Yet we now practice—and not only in

Anmeri can industry—the nost extreme “personality cult” of CEO
supernen. And no one seens to pay the slightest attention in our
present worship of these larger-than-life CECs to the question of
how and by what process they are to be succeeded—and yet,
successi on has always been the ultimate test of any top nmanagenent
and the ultimate test of any institution.

There is, in other words, an enornous amount of work to be done

i n organi zational theory and organi zati on practi ce—even though
both are the ol dest areas of organi zed work and organi zed practice
i n managenent .

The pioneers of managenent a century ago were right.

Organi zational structure is needed. The nodern enterprise—whether
busi ness, civil service, university, hospital, large church, or

| arge mlitary—needs organi zation just as any bi ol ogi cal

or gani zati on beyond the anpbeba needs structure. But the pioneers
were wong in their assunption that there i s—er should be—ene
right organi zation. Just as there are a great nunber of different
structures for biological organizations, so there are a nunber of
organi zations for the social organismthat is the nodern
institution.

I nstead of searching for the right organization, nmanagenent
needs to learn to | ook for, to develop, to test

The organi zation that fits the task



The One Right Way to Manage Peopl e

In no other area are the basic traditional assunptions held as
firm y—+hough nostly subconsci ously—as in respect to people and
their managenent. And in no other area are they so totally at odds
with reality and so totally counterproductive.

There is one right way to nanage peopl e—or at |east there
shoul d be.

Thi s assunption underlies practically every book or paper on

t he managenent of people. Its nost quoted exposition is Douglas
McG egor’s book The Human Side of Enterprise (1960), which
asserted that nanagenents have to choose between two and only two
di fferent ways of managi ng people, “Theory X' and “Theory Y,” and
whi ch then asserted that Theory Y is the only sound one. (Alittle
earlier | had said pretty nmuch the sanme thing in nmy 1954 book The
Practice of Managenent.) A few years |ater Abraham H Masl ow
(1908-1970) showed in his Eupsychian Managenent (1962; new edition
1995 entitled Masl ow on Managenent) that both McGegor and | were
dead wong. He showed conclusively that different people have to
be managed differently.

| becane an i nmedi ate convert—Masl ow s evidence is
overwhel m ng. But to date very few people have paid nuch
attenti on.

On this fundanmental assunption that there is—er at |east should
be—ene and only one right way to nmanage people, rest all the other
assunptions about people in organizations and their managenent.

One of these assunptions is that the people who work for an

organi zati on are enpl oyees of the organization, working full-tine,
and dependent on the organization for their livelihood and their
careers. Another such assunption is that the people who work for
an organi zation are subordinates. Indeed, it is assuned that the
great majority of these people have either no skill or low skills
and do what they are being assigned to do.

Ei ghty years ago, when these assunptions were first fornul ated,
during and at the end of World War |, they conforned cl ose enough
toreality to be considered valid. Today every one of them has
beconme untenable. The majority of people who work for an

organi zation may still be enployees of the organization. But a



very large and steadily growi ng m nority—+though working for the
organi zati on—are no longer its enployees, let alone its full-tine
enpl oyees. They work for an outsourcing contractor, for exanple,
the outsourcing firmthat provides maintenance in a hospital or a
manuf acturing plant, or the outsourcing firmthat runs the

dat a- processi ng system for a governnent agency or a business. They
are “tenps” or part-tinmers. Increasingly they are individua
contractors working on a retainer or for a specific contractual
period; this is particularly true of the nost know edgeabl e and
therefore the nost val uabl e people working for the organization.

Even if enployed full-time by the organi zation, fewer and fewer
peopl e are “subordi nates”—even in fairly |l owlevel jobs.

I ncreasingly they are “knowl edge workers.” And know edge workers
are not subordinates; they are “associates.” For, once beyond the
apprentice stage, know edge workers nust know nore about their job
than their boss does—er else they are no good at all. In fact,

t hat they know nore about their job than anybody else in the
organi zation is part of the definition of know edge workers.

Add to this that today’s “superiors” usually have not held the
j obs their “subordinates” hold-as they did only a few short
decades ago and as still is wi dely assuned they do.

A regi nental conmander in the army, only a few decades ago, had
hel d every one of the jobs of his subordinates—battalion
commander, conpany commander, platoon commander. The only
difference in these respective jobs between the I owy platoon
commander and the lordly reginental conmander was in the nunber of
peopl e each commands; the work they did was exactly alike. To be
sure, today’'s reginmental conmanders have commanded troops earlier
in their careers—but often for a short period only. They al so have
advanced t hrough captain and major. But for nost of their careers
they have held very different assignments—+n staff jobs, in
research jobs, in teaching jobs, attached to an enbassy abroad and
so on. They sinply can no | onger assune that they know what their
“subordinate,” the captain in charge of a conmpany, is doing or
trying to do—+they have been captains, of course, but they may have
never commanded a conpany.

Simlarly, the vice president of marketing may have conme up the
sales route. He or she knows a great deal about selling, but knows
not hi ng about market research, pricing, packaging, service, sales
forecasting. The nmarketing vice president therefore cannot



possibly tell the experts in the marketing departnent what they
shoul d be doing, and how. Yet they are supposed to be the

mar keti ng vice president’s “subordi nates”—and the marketing vice
president is definitely responsible for their performance and for
their contribution to the conpany’ s marketing efforts.

The sane is true for the hospital adm nistrator or the
hospital’s nedical director in respect to the trained know edge
workers in the clinical |aboratory 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,

pronot ed, appraised and so on. But in his or her owmn job the
superior can performonly if these so-called subordi nates take
responsibility for educating himor her, that is, for making the
“superior” understand what narket research or physical therapy can
do and shoul d be doing, and what “results” are in their respective
areas. In turn, these “subordi nates” depend on the superior for
direction. They depend on the superior to tell them what the
“score” 1is.

Their relationship, in other words, is far nore |ike that

bet ween the conductor of an orchestra and the instrunmentalist than
it is like the traditional superior/subordinate relationship. The
superior in an organization enpl oyi ng know edge workers cannot, as
a rule, do the work of the supposed subordinate any nore than the
conductor of an orchestra can play the tuba. In turn, the

knowl edge worker is dependent on the superior to give direction
and, above all, to define what the “score” is for the entire
organi zation, that is, what are its standards and val ues,
performance and results. And just as an orchestra can sabot age
even the abl est conductor—and certainly even the nost autocratic
one—a know edge organi zation can easily sabotage even the abl est,

| et al one the nobst autocratic, superior.

Al toget her, an increasing nunber of people who are full-tine

enpl oyees have to be nmanaged as if they were volunteers. They are
paid, to be sure. But know edge workers have nobility. They can

| eave. They own their “neans of production,” which is their

knowl edge.

We have known for fifty years that noney al one does not
notivate to perform Dissatisfaction with noney grossly
denotivates. Satisfaction with noney is, however, mainly a



“hygi ene factor,” as Frederick Herzberg called it all of forty
years ago in his 1959 book The Modtivation to Wrk. Wat
noti vat es—and especially what notivates know edge workers—+s what
noti vates vol unteers. Volunteers, we know, have to get nore
satisfaction fromtheir work than paid enpl oyees, precisely
because they do not get a paycheck. They need, above all,
chal | enge. They need to know the organization’s m ssion and to
believe in it. They need continual training. They need to see
results.

Implicit inthis is that different groups in the work

popul ati on have to be managed differently, and that the sane group
in the work popul ation has to be managed differently at different
tinmes. Increasingly “enployees” have to be nmanaged as
“partners”—and it is the definition of a partnership that al
partners are equal. It is also the definition of a partnership
that partners cannot be ordered. They have to be persuaded.

I ncreasingly, therefore, the managenent of people is a “marketing
job.” And in marketing one does not begin with the question, Wat
do we want? One begins with the questions, Wat does the other
party want? What are its values? What are its goal s? What does it
consider results? And this is neither “Theory X' nor “Theory Y,”
nor any ot her specific theory of managi ng peopl e.

Maybe we will have to redefine the task altogether. It may not

be “managi ng the work of people.” The starting point both in
theory and in practice nay have to be “nmanagi ng for performance.”
The starting point nay be a definition of results—ust as the
starting points of both the orchestra conductor and the footbal
coach are the score.

The productivity of the know edge worker is likely to becone
the center of the managenent of people, just as the work on the
productivity of the nanual worker becane the center of nanagi ng
peopl e a hundred years ago, that is, since Frederick W Tayl or.
This will require, above all, very different assunptions about
peopl e in organi zati ons and their work:

One does not “nmnage” peopl e.
The task is to | ead peopl e.

And the goal is to make productive the specific strengths and
know edge of each i ndividual.



Technol ogi es and End Uses Are Fixed and G ven

Four maj or assunptions, as stated above, have been underlying

the practice of managenent all along—+n fact for much | onger than
t here has been a discipline of managenent.

The assunptions about technol ogy and end uses to a very |arge
extent underlie the rise of nodern business and of the nodern
econony al together. They go back to the very early days of the
| ndustrial Revol ution.

When the textile industry first devel oped out of what had been
cottage industries, it was assunmed—and with conplete validity—that
the textile industry had its own uni que technol ogy. The sane was
true in respect to coal mning, and of 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 nmen to
devel op what we woul d today call a nodern business, the German
Werner Sienens (1816-1892). It led himin 1869 to hire the first
university-trained scientist to start a nodern research

| ab—devoted exclusively to what we woul d now call electronics, and
based on a clear understanding that electronics (in those days
called “lowvoltage”) was distinct and separate fromall other
industries, and had its distinct and separate technol ogy.

Qut of this insight grew not only Sienens’s own conpany wth

its own research lab, but also the German chem cal industry, which
assurmed worl dwi de | eadership because it based itself on the
assunption that chem stry—and especially organic chem stry—had its
own uni que technology. Qut of it then grew all the other major
conpani es the world over, whether the Anerican electrical and
chenmi cal conpani es, the autonobile conpani es, the tel ephone
conpani es, and so on. Qut of this insight then grew what may wel |
be the nost successful invention of the nineteenth century, the
research | aboratory—the | ast one alnost a century after Sienmens’s,
the 1950 | ab of |IBM-and at around the sane tine the research | abs
of the mmj or pharnmaceutical conpanies as they energed as a
wor | dwi de i ndustry after World War I1.

By now this assunption has becone untenable. The best exanple

is of course the pharmaceutical industry, which increasingly has
cone to depend on technol ogies that are fundanentally different
fromthe technol ogies on which the pharmaceutical research lab is



based: genetics, for instance, m crobiology, nolecular biology,
medi cal el ectronics, and so on.

In the nineteenth century and throughout the first half of the
twentieth century, it could be taken for granted that technol ogi es
outside one’s own industry had no, or at |east only mnimal,

i npact on the industry. Now the assunption to start with is that
the technologies that are likely to have the greatest inpact on a
conpany and an industry are technol ogies outside its own field.

The original assunption was of course that one’s own research

| ab woul d and coul d produce everything the conpany—er the
conpany’s industry—eeded. And in turn the assunption was that
everything that this research | ab produced woul d be used in and by
the industry that it served.

This, for instance, was the clear foundation of what was

probably the nost successful of all the great research | abs of the
| ast hundred years, the Bell Labs of the American tel ephone
system Founded in the early 1920s, the Bell Labs until the late
1960s did i ndeed produce practically every new know edge and every
new t echnol ogy the tel ephone industry needed. And in turn
practically everything the Bell Labs scientists produced found its
main use in the tel ephone system This changed drastically with
what was probably the Bell Labs’ greatest scientific achi evenent:
the transistor. The tel ephone conpany itself did becone a heavy
user of the transistor. But the main uses of the transistor were
outside the tel ephone system This was so unexpected that the Bel
Tel ephone Conpany, when the transistor was first devel oped,
virtually gave it away—+t did not see enough use for it within the
t el ephone system But it also did not see any use for it outside
it. And so what was the nost revol utionary devel opnent that cane
out of the Bell Labs—and certainly the nost val uabl e one-was sold
freely to all comers for the paltry sumof twenty-five thousand
dollars. It is on this total failure of the Bell Labs to
understand the significance of its own achi evenent that
practically all nodern el ectronics conpani es outside of the

t el ephone are based.

Conversely, the things that have revol utionized the tel ephone
system-such as digital switching or the fiberglass cabl e—did not
come out of the Bell Labs. They cane out of technol ogies that were
foreign to tel ephone technol ogy. And this has been typical
altogether of the last thirty to fifty years—and it is



i ncreasi ngly becom ng nore typical of every industry.

Today’ s technol ogi es, unlike those of the nineteenth century,

no longer run in parallel lines. They constantly crisscross.
Constantly, sonething in a technol ogy of which people in a given
i ndustry have barely heard (just as the people in the
pharmaceutical industry had never heard of genetics, |et alone of
medi cal el ectronics) revolutionizes an industry and its

t echnol ogy. Constantly, such outside technol ogies force an
industry to learn, to acquire, to adapt, to change its very

m nd-set, let alone its technical know edge.

Equal ly inportant to the rise of nineteenth- and
early-twentieth-century industry and conpani es was a second
assunption: End uses are fixed and given. For a certain end use,
for exanple, to put beer into containers, there may have been
extrenme conpetition between various suppliers of containers. But
all of them until recently, were glass conpanies, and there was
only one way of putting beer into containers, a glass bottle.

This was accepted as obvious not only by business, industry,

and the consuner, but by governnments as well. The American

regul ati on of business rests on the assunptions that to every

i ndustry pertains a unique technology and that to every end use
pertains a specific and uni que product or service. These are the
assunptions on which antitrust |egislation was based. And to this
day antitrust advocates concern thenmselves with the dom nation of
the market in glass bottles and pay little attention to the fact
that beer increasingly is not put into glass bottles but into cans
(or, vice versa, they concern thenselves exclusively with the
concentration of supply in respect to netal containers for beer,
paying no attention to the fact that beer is still being put into
gl ass bottles, but also increasingly into plastic cans).

But since World War |1, end uses are not uniquely tied anynore
to a certain product or service. The plastics of course were the
first major exception to the rule. But by nowit is clear that it
is not just one material noving in on what was consi dered the
“turf” of another one. Increasingly, the sane want is being
satisfied by very different nmeans. It is the want that is unique,
and not the neans to satisfy it.

As late as the beginning of World War 11, news was basically
t he nonopoly of the newspaper—an ei ghteenth-century invention that



saw its biggest growh in the early years of the twentieth
century. By now there are several conpeting ways to deliver news:
still the printed newspaper; increasingly, the sanme newspaper
delivered on-line through the Internet; radio; television;
separate news organi zations that use only electronics—as is
increasingly the case with econom c and business news—and quite a
few addi ti onal ones.

And then there is the new “basic resource” information. It

differs radically fromall other cormmobdities in that it does not
stand under the scarcity theorem On the contrary, it stands under
an abundance theorem If | sell a thing—for exanple, a book—+ no

| onger have the book. If | inpart information, | still have it.
And in fact, information becones nore valuable the nore people
have it. Wat this nmeans for economics is well beyond the scope of
this book—though it is clear that it will force us radically to
revi se basic economic theory. But it also neans a good deal for
managenent. I ncreasingly basic assunptions wll have to be
changed. Information does not pertain to any industry or to any
busi ness. Information al so does not have any one end use, nor does
any end use require a particular kind of information or depend on
one particular kind of information.

Managenent therefore now has to start out with the assunption

that there is no one technol ogy that pertains to any industry and
that, on the contrary, all technol ogies are capabl e—and i ndeed
likely—to be of nmmjor inportance to any industry and to have

i mpact on any industry. Managenent simlarly has to start with the
assunption that there is no one given end use for any product or
service and that, conversely, no end use is going to be linked to
any one product or service.

Some inplications of this are that increasingly the

noncustonmers of an enterpri se—whether a business, a university, a
church, a hospital—are as inportant as the custoners, if not nore
i nportant.

Even the biggest enterprise (other than a governnent nonopoly)

has nmany nore noncustoners than it has custoners. There are very
few institutions that supply as |arge a percentage of a narket as
30 percent. There are therefore few institutions where the
noncustoners do not anmount to at |east 70 percent of the potenti al
market. And yet very few institutions know anythi ng about the
noncust oners—very few of them even know that they exist, |et alone



know who they are. And even fewer know why they are not custoners.
Yet it is with the noncustoners that changes al ways start.

Anot her critical inplication is that the starting point for
managenent can no |onger be its own product or service, and not
even its known market and its known end uses for its products and
services. The starting point has to be what custoners consider

val ue. The starting point has to be the assunpti on—an assunpti on
anply proven by all our experience—that the custoner never buys
what the supplier sells. Wiat is value to the custoner is always
sonething quite different fromwhat is value or quality to the
supplier. This applies as nmuch to a business as to a university or
to a hospital

Managenent, in other words, will increasingly have to be based

on the assunption that neither technology nor end use is a
foundati on for managenent policy. They are limtations. The
foundati ons have to be custoner val ues and custoner decisions on
the distribution of their disposable incone. It is wth those that
managenent policy and nanagenent strategy increasingly will have
to start.

Managenent’s Scope |Is Legally Defined

Managenment, both in theory and in practice, deals with the

| egal entity, the individual enterprise—whether the business
corporation, the hospital, the university, and so on. The scope of
managenent is thus legally defined. This has been—and still is—the
al nost uni versal assunption.

One reason for this assunption is the traditional concept of
managenent as bei ng based on conmmand and control. Command and
control are indeed legally defined. The chief executive of a
busi ness, the bishop of a diocese, the adm nistrator of a
hospital, have no command and control authority beyond the | egal
confines of their institution.

Al nost a hundred years ago, it first became clear that the

| egal definition was not adequate to nmanage a mmj or enterprise.

The Japanese are usually credited with the invention of the
“keiretsu,” the managenent concept in which the suppliers to an
enterprise are tied together with their main custoner, for
exanpl e, Toyota, for planning, product devel opnent, cost control,
and so on. But actually the keiretsu is much ol der and an Anmeri can
invention. It goes back to around 1910 and to the man who first



saw the potential of the autonobile to becone a major industry,
Wlliam C Durant (1861-1947). It was Durant who created Ceneral
Mot ors by buying up small but successful autonobile manufacturers
such as Buick and nmerging theminto one big autonobile conmpany. A
few years later Durant then realized that he needed to bring the
mai n suppliers into his corporation. He began to buy up and nerge
into General Modtors one parts and accessories nmaker after the
other, finishing in 1920 by buyi ng Fi sher Body, the country’s

| ar gest manufacturer of autonobile bodies. Wth this purchase
General Mdtors had come to own the manufacturers of 70 percent of
everything that went into its autonobil es—and had becone by far
the world's nost integrated | arge business. It was this prototype
keiretsu that gave General Mdtors the decisive advantage, both in
cost and in speed, which nade it within a few short years both the
world' s largest and the world s nost profitabl e nmanufacturing
conpany, and the unchal |l enged | eader in an exceedingly conpetitive
Anerican autonobile market. In fact, for sonme thirty-odd years,
General Mdtors enjoyed a 30 percent cost advantage over all its
conpetitors, including Ford and Chrysler.

But the Durant keiretsu was still based on the belief that
managenent nmeans command and control —+his was the reason that
Durant bought all the conpanies that becane part of Ceneral
Motors’s keiretsu. And this eventually becane the greatest
weakness of GM Durant had carefully planned to ensure the
conpetitiveness of the GWowned accessory suppliers. Each of them
(except Fisher Body) had to sell 50 percent of its output outside
of GM that is, to conpeting autonobile manufacturers, and thus
had to maintain conpetitive costs and conpetitive quality. But
after World War Il the conpeting autonobil e manufacturers

di sappeared—and with themthe check on the conpetitiveness of GMs
whol | y owned accessory divisions. Also, with the unionization of
the autonobile industry in 1936-1937, the high | abor costs of

aut onobi | e assenbly plants were i nposed on General Mtors’s
accessory divisions, which put themat a cost disadvantage that to
this day they have not been able to overcone. That Durant based
his keiretsu on the assunption that managenent neans conmand and
control largely explains, in other words, the decline of CGeneral
Motors in the last twenty-five years and the conpany’s inability
to turn itself around.

This was clearly realized in the 1920s and 1930s by the buil der
of the next keiretsu, Sears, Roebuck. As Sears becane Anerica’s
| argest retailer, especially of appliances and hardware, it too



realized the necessity of bringing together into one group its
mai n suppliers so as to nmake possi ble joint planning, joint
product devel opnment and product design, and cost control across
the entire econom c chain. But instead of buying these suppliers,
Sears bought small mnority stakes in them+pre as a token of its
comm tnment than as an investnment—and based the relationship

ot herwi se on contract. And the next keiretsu buil der—and probably
t he nost successful one so far (even nore successful than the
Japanese) —-was Marks & Spencer in England, which, beginning in the
early 1930s, integrated practically all its suppliers intoits own
managenent system but exclusively through contracts rather than
t hrough ownershi p stakes or ownership control

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

In every case, beginning with General Mdtors, the keiretsu—that

is, the integration into one nanagenent system of enterprises that
are |linked economcally rather than controlled | egally—has given a
cost advantage of at |east 25 percent and nore often 30 percent.
In every case, it has given donmnance in the industry and in the
mar ket pl ace.

And yet the keiretsu is not enough. It is still based on power.
Whether it is General Mdtors and the small, independent accessory
conpani es that Durant bought between 1915 and 1920; or Sears,
Roebuck; or Marks & Spencer; or Toyota—the central conpany has
overwhel m ng econom ¢ power. The keiretsu is not based on a
partnership of equals. It is based on the dependence of the
suppliers.

I ncreasi ngly, however, the econom c chain brings together

genuine partners, that is, institutions in which there is equality
of power and genui ne i ndependence. This is true of the partnership
bet ween a pharnmaceutical conpany and the biology faculty of a
maj or research university. It is true of the joint ventures

t hrough which Anerican industry got into Japan after World War |1,
It is true of the partnershi ps today between chem cal and
pharmaceuti cal conpani es and conpani es in genetics, nolecular

bi ol ogy, or nedical electronics.

These conpanies in the new technol ogi es may be quite smal |l —and
very often are—and badly in need of capital. But they own
i ndependent technol ogy. Therefore they are the senior partners



when it comes to technol ogy. They, rather than the nuch bigger
phar maceuti cal or chem cal conpany, have a choice of with whomto
ally thenselves. The sane is largely true in information

technol ogy, and also in finance. And then neither the traditional
kei retsu nor command and control work.

What is needed, therefore, is a redefinition of the scope of
managenent . Managenent has to enconpass the entire process. For
busi ness this neans by and | arge the econoni c process.

The new assunption on whi ch nanagenent, both as a discipline
and as a practice, will increasingly have to base itself is that
t he scope of managenent is not |egal.

It has to be operational. It has to enbrace the entire process.
It has to be focused on results and performance across the entire
econom ¢ chai n.

Managenment’ s Scope |Is Politically Defined

It is still generally assuned in the discipline of
managenent —and very largely still taken for granted in the
practice of managenent —+that the donestic econony, as defined by
nati onal boundaries, is the ecology of enterprise and
managenent —and of nonbusi nesses as nuch as of businesses.

This assunption underlies the traditional “nultinational.”

As is well known, before World War |, as large a share of the
worl d’ s production of manufactured goods and of financial services
was multinational as it is now The 1913 | eadi ng conpany in any

i ndustry, whether in manufacturing or in finance, derived as |arge
a share of its sales fromselling outside its own country as it
did by selling inside its own country. But insofar as it produced
outside its own national boundaries, it produced within the

nati onal boundaries of another country.

One exanpl e:

The | argest supplier of war matériel to the Italian Arny during
Wrld War | was a young but rapidly growi ng conpany called Fiat in
Turin—+t made all the autonobiles and trucks for the Italian arny.
The | argest supplier of war matériel to the Austro-Hungarian arny
in Wrld War | was also a conpany called Fiat—+n Vienna. It
supplied all the autonobiles and trucks to the Austro-Hungarian



arnmy. It was two to three times the size of its parent conpany.
For Austria-Hungary was a nmuch |larger market than Italy, partly
because it had a rmuch | arger popul ation, and partly because it was
nmore highly devel oped, especially in its western parts.
Fiat-Austria was wholly owned by Fiat-lItaly. But except for the
designs that canme fromltaly, Fiat-Austria was a separate conpany.
Everything it used was made or bought in Austria. Al products
were sold in Austria. And every enpl oyee up to and including the
CEO was an Austrian. When World War | cane, and Austria and Italy
becane enem es, all the Austrians had to do, therefore, was to
change the bank account of Fiat-Austria—+t kept on working as it
had all al ong.

Even traditional industries |like the autonotive industry or
i nsurance are no | onger organi zed that way.

Post-World War 11 industries such as the pharnmaceuti cal

i ndustry, or the information industries, are increasingly not even
organi zed in “donestic” and “international” units as GM and
Allianz still are. They are run as a worl dw de systemin which

i ndi vi dual tasks, whether research, design, engineering,

devel opnment, testing and increasingly manufacturing and nmarketi ng,
are each organi zed “transnational ly.”

One | arge pharnmaceutical conpany has seven | abs in seven
different countries, each focusing on one major area (e.g.,
antibiotics) but all run as one “research departnment” and al
reporting to the same research director in headquarters. The sane
conpany has manufacturing plants in eleven countries, each highly
speci ali zed and produci ng one or two maj or product groups for
wor | dwi de distribution and sale. It has one nedical director who
decides in which of five or six countries a new drug is to be
tested. But nmanagi ng the conpany’s forei gn exchange exposure is
totally centralized in one |location for the entire system

In the traditional nultinational, economc reality and

political reality were congruent. The country was the “business
unit,” to use today’s term In today’s transnational —but
increasingly, also, in the old nultinationals as they are being
forced to transformthensel ves—+the country is only a “cost
center.” It is a conplication rather than the unit for

organi zation and the unit of business, of strategy, of production,
and so on.



Managenent and national boundaries are no | onger congruent. The
scope of managenent can no | onger be politically defined. National
boundaries will continue to be inportant.

But the new assunption has to be:

Nat i onal boundaries are inportant primarily as restraints. The
practice of managenent —and by no neans for busi nesses only—will
i ncreasingly have to be defined operationally rather than
politically.

The Inside |Is Managenent’ s Domai n
Al the traditional assunptions |led to one conclusion: The
i nside of the organization is the domain of nmanagenent.

Thi s assunption explains the otherwise totally inconprehensible
di stinction between managenent and entrepreneurship.

In actual practice this distinction nmakes no sense whatever. An
enterprise, whether a business or any other institution, that does
not i nnovate and does not engage in entrepreneurship will not
survive | ong.

It should have been obvious fromthe begi nning that nmanagenent

and entrepreneurship are only two different dinensions of the sane
task. An entrepreneur who does not |earn how to manage w ||l not

| ast | ong. A managenent that does not learn to innovate will not
last long. In fact, business—and every other organization

t oday—has to be designed for change as the normand to create
change rather than react to it.

But entrepreneurial activities start with the outside and are
focused on the outside. They therefore do not fit within the
traditional assunptions of managenent’s domai n—whi ch expl ai ns why
t hey have cone so commonly to be regarded as different, if not

i nconpati bl e. Any organization, however, that actually believes

t hat managenent and entrepreneurship are different, |et al one

i nconpatible, will soon find itself out of business.

The inward focus of managenent has been greatly aggravated in
the | ast decades by the rise of information technol ogy.

I nformati on technology so far nmay actually have done nore danmage
to managenent than it has hel ped.



The traditional assunption that the inside of the organization

is the domai n of managenent neans that managenent is assuned to
concern itself with efforts, if not with costs only. For effort is
the only thing that exists within an organi zation. And, simlarly,
everything inside an organization is a cost center.

But results of any institution exist only on the outside.

It is understandabl e that nanagenent began as a concern for the

i nside of the organization. Wen the | arge organi zations first
arose—wi th the business enterprise, around 1870, the first and by
far the nost visible one—Amnagi ng the inside was the new
chal | enge. Nobody had ever done it before. But while the
assunption that nmanagenent’s donmain is the inside of the

organi zation originally made sense—er at |east can be
expl ai ned—+ts continuati on nakes no sense whatever. It is a
contradiction of the very function and nature of organi zati on.

Managenment nust focus on the results and performance of the

organi zati on. Indeed, the first task of nmanagenent is to define
what results and performance are in a given organi zati on—and this,
as anyone who has worked on it can testify, is in itself one of
the nost difficult, one of the nost controversial, but also one of
the nost inportant tasks. It is therefore the specific function of
managenent to organi ze the resources of the organi zation for
results outside the organization.

The new assunpti on—and the basis for the new paradi gm on which
managenent, both as a discipline and as a practice, has to be
based—+s therefore:

Managenent exists for the sake of the institution’s results. It
has to start with the intended results and has to organi ze the
resources of the institution to attain these results. It is the
organ to make the institution, whether business, church,
university, hospital, or a battered wonen’s shelter, capable of
producing results outside of itself.

This chapter has not tried to give answers—+ntentionally so. It
has tried to raise questions. But underlying all of these is one
insight. The center of a nodern society, economy, and community is
not technology. It is not information. It is not productivity. It
is the managed institution as the organ of society to produce
results. And managenent is the specific tool, the specific



function, the specific instrunent to nmake institutions capabl e of
produci ng results.

Thi s, however, requires a final new managenent paradi gm

Managenent’s concern and managenent’s responsibility are
everything that affects the performance of the institution and its
resul t s—whet her inside or outside, whether under the institution’s
control or totally beyond it.

7.

THE | NFORMATI ON

EXECUTI VES NEED TODAY

Ever since the new data-processing tools first energed thirty

or forty years ago, businesspeople have both over- and underrated
the inmportance of information in the organization. We—-and |

i ncl ude nysel f—everrated the possibilities to the point where we
tal ked of conputer-generated “busi ness nodel s” that could nake
deci sions and mi ght even be able to run nmuch of the business. But
we al so grossly underrated the new tools; we saw in themthe neans
to do better what executives were already doing to manage their
or gani zati ons.

Nobody tal ks anynore of business nodel s nmaki ng econom c

deci sions. The greatest contribution of our data-processing
capacity so far has not even been to nanagenent. It has been to
operations—+n the form of such things as the marvel ous software
that architects now use to solve structural problens in the
bui | di ngs they desi gn.

Yet even as we both over- and underestimted the new tools, we
failed to realize that they would drastically change the tasks to
be tackl ed. Concepts and tools, history teaches again and again,
are nmutual ly interdependent and interactive. One changes the
other. That is now happening to the concept we call a business and
to the tools we use to collect information. The new t ool s enable
us—+ndeed, may force us—+to see our businesses differently, to see
them as

Generators of resources, that is, as the organizations that
convert costs into yields

Li nks in an econom c chain, which nmanagers need to understand
as a whole in order to nanage their costs

Society’s organs for the creation of wealth



Both creators and creatures of a material environnent, which is
the area outside the organi zation in which opportunities and
results lie but in which the threats to the success and survi val

of every business al so originate

This chapter deals with the tools executives require to

generate the information they need. And it deals with the concepts
underlying those tools. Sonme of the tools have been around for a
long tine, but rarely, if ever, have they been focused on the task
of managi ng a business. Some have to be refashioned; in their
present formthey no |onger work. For sone tools that prom se to
be inmportant in the future, we have so far only the briefest
specifications. The tools thenselves still have to be designed.

Even though we are just beginning to understand how to use
information as a tool, we can outline with high probability the
maj or parts of the informati on system executives need to manage
their businesses. So, in turn, can we begin to understand the
concepts likely to underlie the business—all it the redesigned
corporati on—that executives will have to nanage tonorrow

From Cost Accounting to Yield Control

W may have gone furthest in redesigning both business and
information in the nost traditional of our information systens:
accounting. In fact, many businesses have already shifted from
traditional cost accounting to activity-based costing.
Activity-based costing represents both a different concept of the
busi ness process, especially for manufacturers, and different ways
of measuri ng.

Tradi tional cost accounting, first devel oped by General Mdtors
seventy years ago, postulates that total manufacturing cost is the
sum of the costs of individual operations. Yet the cost that
matters for conpetitiveness and profitability is the cost of the
total process, and that is what the new activity-based costing
records and makes nanageable. Its basic prem se is that
manufacturing is an integrated process that starts when supplies,
materials, and parts arrive at the plant’s |oadi ng dock and
continues even after the finished product reaches the end user.
Service is still a cost of the product, and so is installation,
even if the custoner pays.

Tradi tional cost accounting neasures what it costs to do
sonet hing, for exanple to cut a screw thread. Activity-based
costing also records the cost of not doing, such as the cost of



machi ne downtine, the cost of waiting for a needed part or tool,
the cost of inventory waiting to be shipped, and the cost of
rewor ki ng or scrapping a defective part. The costs of not doing,
whi ch traditional cost accounting cannot and does not record,
often equal and sonetimes even exceed the costs of doing.
Activity-based costing therefore not only gives nmuch better cost
control but, increasingly, it also gives result control.

Tradi tional cost accounting assunes that a certain

operati on—for exanple, heat treating—has to be done and that it
has to be done where it is being done now. Activity-based costing
asks, Does it have to be done? If so, where is it best done?
Activity-based costing integrates what were once several
activities—val ue analysis, process analysis, quality nmanagenent,
and costing—+nto one anal ysis.

Usi ng that approach, activity-based costing can substantially

| ower manufacturing costs—n sonme instances by a full third or
nore. Its greatest inpact, however, is likely to be in services.

I n nost manufacturing conpani es, cost accounting is inadequate.
But service industries—banks, retail stores, hospitals, schools,
newspapers, and radi o and tel evision stations—have practically no
cost information at all.

Activity-based costing shows us why traditional cost accounting
has not worked for service conpanies. It is not because the
techniques are wong. It is because traditional cost accounting
makes the wong assunptions. Service conpani es cannot start with
the cost of individual operations, as manufacturing conpani es have
done with traditional cost accounting. They must start with the
assunption that there is only one cost: that of the total system
And it is a fixed cost over any given tinme period. The fanbus

di stinction between fixed and variable costs, on which traditional
cost accounting is based, does not make nmuch sense in services.
Nei t her does anot her basic assunption of traditional cost
accounting: that capital can be substituted for labor. In fact, in
know edge- based work especially, additional capital investnent

will likely require nore rather than |less | abor. For exanple, a
hospital that buys a new diagnostic tool may have to add four or
five people to run it. Other know edge-based organi zati ons have
had to | earn the sane | esson

But that all costs are fixed over a given tine period and that
resources cannot be substituted for one another, so that the total



operation has to be costed—those are precisely the assunptions
with which activity-based costing starts. By applying themto
services, we are beginning for the first tine to get cost
information and yield control.

Banks, for instance, have been trying for several decades to

apply conventional cost-accounting techniques to their

busi ness—+that is, to figure the costs of individual operations and
services—w th al nost negligible results. Now they are beginning to
ask Which one activity is at the center of costs and of results?
The answer: serving the custoner. The cost per custoner in any
maj or area of banking is a fixed cost. Thus it is the yield per
custonmer—both the vol une of services a custoner uses and the m x
of those services—that determ nes costs and profitability. Retai

di scounters, especially those in Wstern Europe, have known t hat
for sone tinme. They assune that once a unit of shelf space is
installed, the cost is fixed and managenent consists of maxi m zing
the yield thereon over a given tinme span. Their focus on yield
control has enabled themto increase profitability despite their

| ow prices and | ow margi ns.

Services are still only beginning to apply the new costing
concepts. In sonme areas, such as research |abs, where productivity
is nearly inpossible to measure, we may always have to rely on
assessnent and judgnent rather than on neasurenent. But for nost
know edge- based and service work, we should, within ten to fifteen
years, have devel oped reliable tools to nmeasure and nanage costs
and to relate those costs to results.

Thi nking nore clearly about costing in services should yield
new i nsights into the costs of getting and keeping custoners in
busi nesses of all kinds. If GVM Ford, and Chrysler had had
activity-based costing, for exanple, they would have realized
early on the utter futility of their conpetitive blitzes of the
past few years, which offered new car buyers spectacul ar di scounts
and hefty cash rewards. Those pronotions actually cost the Big
Three carnmakers enornous anounts of noney and, worse, enornous
nunbers of potential custoners.

From Legal Fiction to Econom c Reality

Knowi ng the cost of your operations, however, is not enough. To
conpet e successfully in an increasingly conpetitive gl obal market,
a conpany has to know the costs of its entire econom c chain and
has to work with ot her nenbers of the chain to manage costs and



maxi m ze yield. Conpanies are therefore beginning to shift from
costing only what goes on inside their own organizations to
costing the entire econom c process, in which even the biggest
conpany is just one |ink.

The legal entity, the conpany, is a reality for sharehol ders,

for creditors, for enployees, and for tax collectors. But
economcally, it is fiction. Thirty years ago the Coca-Col a
Conmpany was a franchisor. |ndependent bottlers nmanufactured the
product. Now the conpany owns nost of its bottling operations in
the United States. But Coke drinkers—even those few who know t hat
fact—oul d not care less. What matters in the marketplace is the
economc reality, the costs of the entire process, regardl ess of
who owns what.

Agai n and again in business history, an unknown conpany has
conme fromnowhere and in a few short years overtaken the

est abl i shed | eaders wi thout apparently even breathing hard. The
expl anati on al ways given is superior strategy, superior

t echnol ogy, superior marketing, or |ean manufacturing. But in
every single case, the newconer al so enjoys a trenendous cost
advant age, usually about 30 percent. The reason is always the
sane: the new conpany knows and nmanages the costs of the entire
econom ¢ chain rather than its costs al one.

Toyota is perhaps the best-publicized exanple of a conpany that
knows and manages the costs of its suppliers and distributors;
they are all, of course, nmenbers of its keiretsu. Through that
net wor k, Toyota nanages the total cost of naking, distributing,
and servicing its cars as one cost stream putting work where it
costs the |l east and yields the nost.

Managi ng the econom c cost streamis not a Japanese invention,
however, but an American one. It began with the nman who desi gned
and built CGeneral Mdtors, WIliamDurant. In about 1908, Durant
began to buy small, successful car conpani es—Bui ck, O dsnobil e,
Cadi |l ac, Chevrol et—and nmerged theminto his new General Mdtors
Corporation. In 1916, he set up a separate subsidiary called
United Motors to buy small, successful parts conpanies. Hs first
acqui sitions included Delco, which held Charles Kettering s
patents to the autonotive self-starter.

Durant ultimtely bought about twenty supplier conpanies; his
| ast acquisition—+n 1919, the year before he was ousted as GM s



CEO—was Fisher Body. Durant deliberately brought the parts and
accessories nmakers into the process of designing a new car nodel
right fromthe start. Doing so allowed himto manage the tota
costs of the finished car as one cost stream And in so doing,
Durant invented the keiretsu.

However, between 1950 and 1960, Durant’'s keiretsu becane an

al batross around the conpany’s neck. Unionization inposed higher

| abor costs on GMs parts divisions than on their independent
conpetitors. The outside custoners, the independent car conpanies
such as Packard and Studebaker, which had bought 50 percent of the
output of GM s parts divisions, disappeared one by one. And GM s
control over both the costs and quality of its main suppliers

di sappeared with them Nevertheless, for nore than forty years,

GM s systens costing gave it an unbeatabl e advant age over even the
nost efficient of its conmpetitors, which for nost of that tine was
St udebaker.

Sears, Roebuck and Conpany was the first to copy Durant’s
system In the 1920s it established long-termcontracts with its
suppliers and bought mnority interests in them Sears was then
able to consult with suppliers as it designed the product and to
under stand and manage the entire cost stream That gave the
conpany an unbeat abl e cost advantage for decades.

In the early 1930s, London-based Marks & Spencer copied Sears,
with the sane result. Twenty years |ater, the Japanese, |ed by
Toyot a, studied and copied both Sears and Marks & Spencer. Then in
the 1980s, Wal-Mart Stores adapted the approach by all ow ng
suppliers to stock products directly on store shelves, thereby

el i mnating warehouse inventories and with themnearly one-third
of the cost of traditional retailing.

But those conpanies are still exceptions. Although econom sts

have known the inportance of costing the entire econom c chain
since Alfred Marshall wote about it in the | ate 1890s, nost

busi nesspeopl e still consider it theoretical abstraction.

| ncreasi ngly, however, nmanagi ng the econom c cost chain wll
becone a necessity. Indeed, executives need to organize and nanage
not only the cost chain but also everything el se—especially
corporate strategy and product planni ng—as one econom ¢ whol e,
regardl ess of the | egal boundaries of individual conpanies.

A powerful force driving conpanies toward economni c-chain



costing will be the shift fromcost-led pricing to price-|ed
costing. Traditionally, Wstern conpani es have started with costs,
put a desired profit margin on top, and arrived at a price. They
practiced cost-led pricing. Sears and Marks & Spencer |ong ago
switched to price-led costing, in which the price the custoner is
willing to pay determ nes all owabl e costs, beginning with the
design stage. Until recently, those conpanies were the exceptions.
Now price-led costing is becom ng the rule. The Japanese first
adopted it for their exports. Now Wal -Mart and all the discounters
in the United States, Japan, and Europe are practicing price-led
costing. It underlies Chrysler’s success with its recent nodels
and the success of GMs Saturn. Conpanies can practice price-led
costing, however, only if they know and manage the entire cost of
t he econom c chai n.

The sane ideas apply to outsourcing, alliances, and joint

vent ures—+ndeed, to any business structure that is built on
partnership rather than control. And such entities, rather than
the traditional nodel of a parent conpany wth wholly owned
subsidiaries, are increasingly becom ng the nodels for growh,
especially in the global econony.

Still, it will be painful for npbst businesses to switch to

econom c-chain costing. Doing so requires uniformor at |east
conpati bl e accounting systens at conpanies along the entire chain.
Yet each one does its accounting in its own way, and each is
convinced that its systemis the only possible one. Mreover,
econoni c-chain costing requires information sharing across
conpani es, yet even within the same conpany, people tend to resist
i nformation sharing. Despite those chall enges, conpanies can find
ways to practice econom c-chain costing now, as Procter & Ganble
is denonstrating. Using the way Wal - Mart devel ops cl ose
relationships with suppliers as a nodel, P& is initiating

i nformati on sharing and econom c-chain managenment with the three
hundred | arge retailers that distribute the bulk of its products
wor | dwi de.

What ever the obstacles, econom c-chain costing is going to be
done. Ot herw se, even the nost efficient conpany will suffer from
an increasing cost disadvantage.

Information for Wealth Creation
Enterprises are paid to create wealth, not to control costs.
But that obvious fact is not reflected in traditional



measurenents. First-year accounting students are taught that the
bal ance sheet portrays the |liquidation value of the enterprise and
provi des creditors with worst-case information. But enterprises
are not normally run to be |iquidated. They have to be managed as
goi ng concerns, that is, for wealth creation. To do that requires
information that enables executives to nmake inforned judgnments. It
requires four sets of diagnostic tools: foundation information,
productivity information, conpetence information, and information
about the allocation of scarce resources. Together, they
constitute the executive' s tool kit for managi ng the current

busi ness.

The ol dest and nost w dely used set of diagnostic managenent
tools are cash-flow and liquidity projections and such standard
neasurenents as the ratio between dealers’ inventories and sal es
of new cars; the earnings coverage for the interest paynents on a
bond i ssue; and the ratios anong receivabl es outstanding nore than
six nonths, total receivables, and sales. Those may be likened to
t he measurenments a doctor takes at a routine physical: weight,

pul se, tenperature, blood pressure, and urine analysis. |If those
readi ngs are nornmal, they do not tell us rmuch. If they are
abnormal, they indicate a problemthat needs to be identified and
treated. Those neasurenents m ght be called foundation

i nformation.

The second set of tools for business diagnhosis deals with the
productivity of key resources. The ol dest of themef World War |
Vi nt age—neasures the productivity of manual |abor. Now we are

sl ow y devel opi ng nmeasurenents, though still quite primtive ones,
for the productivity of know edge-based and service work. However,
measuring only the productivity of workers, whether blue- or
white-collar, no | onger gives us adequate information about
productivity. W need data on total-factor productivity.

That expl ains the popularity of econom c val ue-added anal ysi s.

EVA is based on sonething we have known for a long tinme: what we
generally call profits, the noney left to service equity, is
usual ly not profit at all. Until a business returns a profit that
is greater than its cost of capital, it operates at a | oss. Never
mnd that it pays taxes as if it had a genuine profit. The
enterprise still returns less to the econony than it devours in
resources. It does not cover its full costs unless the reported
profit exceeds the cost of capital. Until then, it does not create
weal th; it destroys it. By that neasurenent, incidentally, few



U. S. businesses have been profitable since Wrld War |1

By nmeasuring the val ue added over all costs, including the cost

of capital, EVA neasures, in effect, the productivity of all
factors of production. It does not, by itself, tell us why a
certain product or a certain service does not add value or what to
do about it. But it shows us what we need to find out and whet her
we need to take renedial action. EVA should also be used to
determ ne what works. It does show which product, service,
operation, or activity has unusually high productivity and adds
unusual | y high value. Then we shoul d ask oursel ves, What can we

| earn fromthose successes?

The nost recent of the tools used to obtain productivity
information i s benchmarki ng—onparing one’s performance with the
best performance in the industry or, better yet, with the best
anywhere in business. Benchnmarki ng assunes correctly that what one
or gani zati on does, any other organi zation can do as well. And it
assunes, also correctly, that being at |east as good as the |eader
is a prerequisite to being conpetitive. Together, EVA and
benchmar ki ng provi de the diagnhostic tools to neasure total-factor
productivity and to nmanage it.

A third set of tools deals with conpetences. Ever since C. K
Prahal ad and Gary Hanel’ s pat hbreaking article “The Core
Conpetence of the Corporation” (Harvard Busi ness Review, My-June
1990), we have known that | eadership rests on being able to do
sonet hing others cannot do at all or find difficult to do even
poorly. It rests on core conpetencies that neld market or custoner
value with a special ability of the producer or supplier.

Sonme exanples: the ability of the Japanese to mniaturize

el ectroni c conponents, which is based on their

t hree- hundred-year-old artistic tradition of putting |andscape
pai ntings on a tiny |acquered box, called an inro, and of carving
a whole zoo of animals on the even tinier button, called a

net suke, that holds the box on the wearer’s belt; or the al nost
unique ability GM has had for eighty years to nake successf ul
acqui sitions; or Marks & Spencer’s al so unique ability to design
packaged and ready-to-eat gournet neals for mddle-class purses.
But how does one identify both the core conpetencies one has

al ready and those the business needs in order to take and nmaintain
a | eadership position? How does one find out whether one’s core
conpetence is inproving or weakening? O whether it is still the



right core conpetence and what changes it m ght need?

So far, the discussion of core conpetencies has been |argely
anecdotal . But a nunber of highly specialized m dsize conpani es—a
Swedi sh pharmaceuti cal s producer and a U. S. producer of specialty
tools, to nane two—are devel opi ng the net hodol ogy to neasure and
manage core conpetencies. The first step is to keep careful track
of one’s own and one’s conpetitors’ performances, | ooking
especially for unexpected successes and for unexpected poor
performance in areas where one should have done well. The
successes denonstrate what the market values and will pay for.
They i ndi cate where the business enjoys a | eadershi p advant age.
The nonsuccesses should be viewed as the first indication either
that the market is changing or that the conpany’s conpetencies are
weakeni ng.

That analysis allows for the early recognition of

opportunities. For exanple, by carefully tracking an unexpected
success, a U S. tool maker found that small Japanese machi ne shops
were buying its high-tech, high-priced tools, even though it had
not designed the tools with themin mnd or even called on them
That all owed the conpany to recogni ze a new core conpetence: the
Japanese were attracted to its products because they were easy to
mai ntain and repair despite their technical conplexity. Wen that
i nsight was applied to designing products, the conpany gai ned

| eadership in the small-plant and nachi ne-shop markets in the
United States and Western Europe, huge markets where it had done
practically no business before.

Core conpetencies are different for every organi zation; they

are, so to speak, part of an organization's personality. But every
organi zati on—Aot just busi nesses—heeds one core conpetence:

i nnovation. And every organi zation needs a way to record and
apprai se its innovative performance. |In organi zations already
doi ng that —anong them several top-flight pharnaceuticals
manuf act urers—the starting point is not the conpany’s own
performance. It is a careful record of the innovations in the
entire field during a given period. Which of themwere truly
successful ? How nany of them were ours? Is our performance
comensurate with our objectives? Wth the direction of the

mar ket ? Wth our market standing? Wth our research spending? Are
our successful innovations in the areas of greatest growth and
opportunity? How many of the truly inportant innovation
opportunities did we m ss? Wiy? Because we did not see then? O



because we saw t hem but di sm ssed then? O because we botched
then? And how well do we convert an innovation into a conmerci al
product? A good deal of that, admttedly, is assessnent rather
than nmeasurenent. It raises rather than answers questions, but it
rai ses the right questions.

The |l ast area in which diagnostic information is needed to

manage the current business for wealth creation is the allocation
of scarce resources: capital and perform ng people. Those two
convert into action whatever information nmanagenent has about its
busi ness. They determ ne whether the enterprise will do well or
poorly.

GM devel oped the first systenmatic capital -appropriations

process about seventy years ago. Today practically every business
has a capital -appropriations process, but few use it correctly.
Conpani es typically neasure their proposed capital appropriations
by only one or two of the follow ng four yardsticks: return on

i nvest ment, payback period, cash flow, and discounted present

val ue. But we have known for a long tine—since the early
1930s—+that none of those is the right nmethod. To understand a
proposed investnment, a conpany needs to |ook at all four. Sixty
years ago that would have required endl ess nunber-crunchi ng. Now a
| apt op conputer can provide the information within a few m nutes.
W al so have known for sixty years that managers shoul d never | ook
at just one proposed capital appropriation in isolation but should
i nstead choose the projects that show the best rati o between
opportunity and risks. That requires a capital-appropriations
budget to display the choi ces—again, sonething far too many

busi nesses do not do. Most serious, however, is that nost

capi tal -appropriations processes do not even ask for two vital

pi eces of information:

VWhat will happen if the proposed investnent fails to produce as
prom sed as do three out of every five? Wwuld it seriously hurt
the conpany, or would it be just a flea bite?

If the investnent is successful—-and especially if it is nore

successful than we expect-—what wll it commt us to?
No one at GM seened to have asked what Saturn’s success woul d
commt the conpany to. As a result, the conmpany may end up killing

its own success because of its inability to finance it.

In addition, a capital-appropriations request requires specific
deadl i nes: when shoul d we expect what results? Then the



resul t s—successes, near-successes, near-failures, and
failures—eed to be reported and anal yzed. There is no better way
to inprove an organi zation’s performance than to nmeasure the
results of capital appropriations against the prom ses and
expectations that led to their authorization. How much better off
the United States woul d be today had such feedback on gover nment
prograns been standard practice for the past fifty years.

Capital, however, is only one key resource of the organization,
and it is by no neans the scarcest one. The scarcest resources in
any organi zation are perform ng people. Since Wrld War |1, the
US mlitary—and so far no one el se—has learned to test its

pl acement decisions. It now thinks through what it expects of
senior officers before it puts theminto key conmands. It then
apprai ses their performance agai nst those expectations. And it
constantly appraises its own process for selecting senior
commander s agai nst the successes and failures of its appointnents.
I n business, by contrast, placenment with specific expectations as
to what the appointee should achieve and systematic apprai sal of
the outconme are virtually unknown. In the effort to create weal th,
managers need to all ocate human resources as purposefully and as

t houghtfully as they do capital. And the outcones of those
deci si ons ought to be recorded and studied as carefully.

Where the Results Are

The four kinds of information tell us only about the current

busi ness. They informand direct tactics. For strategy, we need
organi zed informati on about the environnment. Strategy has to be
based on informati on about markets, custoners, and noncustoners;
about technology in one’s own industry and ot hers; about worldw de
finance; and about the changing world econony. For that is where
the results are. Inside an organi zation, there are only cost
centers. The only profit center is a custonmer whose check has not
bounced.

Maj or changes al so start outside an organi zation. A retailer

may know a great deal about the people who shop at its stores. But
no matter how successful it is, no retailer ever has nore than a
smal|l fraction of the market as its custoners; the great majority
are noncustoners. It is always with noncustoners that basic
changes begi n and becone significant.

At least half the inportant new technol ogi es that have
transfornmed an industry in the past fifty years cane from outside



the industry itself. Commercial paper, which has revol utionized
finance in the United States, did not originate with the banks.
Mol ecul ar bi ol ogy and genetic engi neering were not devel oped by
t he pharnmaceuticals industry. Though the great majority of

busi nesses will continue to operate only locally or regionally,
they all face, at |least potentially, global conpetition from

pl aces they have never even heard of before.

Not all the needed informati on about the outside is avail able,

to be sure. There is no informati on—Aot even unreliable

i nformati on—en econom ¢ conditions in nost of China, for instance,
or on |legal conditions in nost of the successor states to the

Sovi et Enpire. But even where information is readily avail abl e,
many busi nesses are oblivious to it. Many U. S. conpanies went into
Europe in the 1960s wi t hout even asking about | abor |egislation.
Eur opean conpani es have been just as blind and ill informed in
their ventures into the United States. A nmjor cause of the
Japanese real estate investnent debacle in California during the
1990s was the failure to find out elenentary facts about zoning
and taxes.

A serious cause of business failure is the conmon assunption
that conditions—taxes, social |egislation, nmarket preferences,
di stribution channels, intellectual property rights, and many
ot her s—Aust be what we think they are or at |east what we think
they should be. An adequate information systemhas to include

i nformation that makes executives question that assunption. It
nmust | ead themto ask the right questions, not just feed themthe
information they expect. That presupposes first that executives
know what information they need. It demands further that they
obtain that information on a regular basis. It finally requires
that they systematically integrate the information into their
deci si on maki ng.

A few nul tinational s—tnil ever, Coca-Cola, Nestlé, the Japanese
tradi ng conpanies, and a few big construction conpani es—have been
wor ki ng hard on building systens to gather and organi ze outside
information. But in general, the majority of enterprises have yet
to start the job.

Even big conpanies, in large part, will have to hire outsiders
to help them To think through what the business needs requires
sonmebody who knows and understands the highly specialized
information field. There is far too nmuch information for any but



specialists to find their way around. The sources are totally

di verse. Conpani es can generate sone of the information

t hensel ves, such as information about custoners and noncustoners
or about the technology in one’s own field. But nost of what
enterprises need to know about the environment is obtainable only
from outside sources—fromall kinds of data banks and data
services, fromjournals in many | anguages, fromtrade

associ ations, from governnent publications, from Wrld Bank
reports and scientific papers, and from specialized studies.

Anot her reason why there is need for outside help is that the
information has to be organi zed so as to question and chall enge a
conpany’s strategy. To supply data is not enough. The data have to
be integrated with strategy, they have to test a conpany’s
assunptions, and they nust chall enge a conpany’ s current outl ook.
One way to do that may be a new kind of software, information
tailored to a specific group—say, to hospitals or to casualty

i nsurance conpani es. The Lexi s dat abase supplies such information
to lawers, but it only gives answers; it does not ask questions.
What we need are services that make specific suggestions about how
to use the information, ask specific questions regarding the
user’s business and practices, and perhaps provide interactive
consultation. O we mght “outsource” the outside-information
system Perhaps the nost popul ar provider of the
outside-information system especially for smaller enterprises,
wll be the “inside outsider,” the independent consultant.

Whi chever way we satisfy it, the need for information on the
envi ronment where the major threats and opportunities are |ikely
to arise will become increasingly urgent.

It may be argued that few of those informati on needs are new,

and that is largely true. Conceptually, many of the new

measur enents have been di scussed for many years and in many

pl aces. What is newis the technical data-processing ability. It
enabl es us to do quickly and cheaply what, only a few short years
ago, woul d have been | aborious and very expensive. Seventy years
ago the tinme and notion study nmade traditional cost accounting
possi bl e. Conputers have now nade activity-based cost accounting
possi ble; without them it would be practically inpossible.

But that argunent m sses the point. What is inportant is not
the tools. It is the concepts behind them They convert what were
al ways seen as discrete techniques to be used in isolation and for



separate purposes into one integrated information system That
system t hen nmakes possi bl e busi ness di agnosi s, business strategy,
and busi ness decisions. That is a new and radically different view
of the meani ng and purpose of information: as a measurenent on

whi ch to base future action rather than as a postnortem and a
record of what has al ready happened.

The command- and-control organi zation that first enmerged in the
1870s m ght be conpared to an organismheld together by its shell.
The corporation that is now enmerging i s being designed around a
skel eton: information, both the corporation’s new integrating
systemand its articul ation.

Qur traditional m nd-set—even if we use sophisticated

mat hemat i cal techni ques and i npenetrabl e soci ol ogi cal jargon-has
al ways sonmehow percei ved busi ness as buyi ng cheap and selling
dear. The new approach defines a business as the organi zation that
adds val ue and creates weal th.

8.

MANAGEMENT BY

OBJECTI VES AND

SELF- CONTROL

Any business enterprise nust build a true teamand weld

i ndividual efforts into a common effort. Each nenber of the
enterprise contributes sonething different, but they nust al
contribute toward a common goal. Their efforts nust all pull in
the sane direction, and their contributions nmust fit together to
produce a whol e—i t hout gaps, wi thout friction, wthout
unnecessary duplication of effort.

Busi ness perfornmance therefore requires that each job be
directed toward the objectives of the whol e business. And in
particul ar each nanager’s job nust be focused on the success of

t he whol e. The performance that is expected of the manager nust be
derived fromthe performance goals of the business; his results
nmust be neasured by the contribution they make to the success of
the enterprise. The nmanager nust know and under stand what the
busi ness goal s demand of himin terns of perfornmance, and his
superior must know what contribution to demand and expect of

hi m—and must judge hi maccordingly. If these requirenents are not
met, managers are misdirected. Their efforts are wasted. |nstead
of teammork, there is friction, frustration, and conflict.



Managenent by objectives requires major effort and speci al
instrunments. For in the business enterprise, nmanagers are not
automatically directed toward a conmon goal

A favorite story at nmanagenent neetings is that of the three
stonecutters who were asked what they were doing. The first
replied, “I amnmaking a living.” The second kept on hanmering
whil e he said, “I amdoing the best job of stonecutting in the
entire county.” The third one | ooked up with a visionary gleamin
his eyes and said, “I ambuilding a cathedral.”

The third man is, of course, the true “manager.” The first man
knows what he wants to get out of the work and manages to do so.
He is likely to give a “fair day’s work for a fair day’'s pay.”

It is the second nman who is a problem W rkmanship is

essential; without it no business can flourish; in fact, an

organi zati on becones denoralized if it does not demand of its
menbers the nost scrupul ous workmanship they are capabl e of. But
there is always a danger that the true workman, the true

prof essional, will believe that he is acconplishing something when
in effect he is just polishing stones or collecting footnotes.

Wor kmanshi p must be encouraged in the business enterprise. But it
must always be related to the needs of the whole.

The nunber of highly educated specialists working in the

busi ness enterprise is bound to increase trenendously. And so w ||
the | evel of worknmanshi p demanded of those specialists. The
tendency to nake the craft or function an end in itself wll
therefore be even nore marked than it is today. But at the sane
time, the new technology will demand nuch cl oser coordination
anong specialists. And it will demand that functional nmen and
wonen even at the | owest managenent |evel see the business as a
whol e and understand what it requires of them The new technol ogy

will need both the drive for excellence in workmanship and the
consistent direction of managers at all levels toward the conmon
goal .

M sdirection

The hi erarchical structure of nmanagenment aggravates the danger.
What the “boss” does and says, his nobst casual remarks, habits,
even mannerisns, tend to appear to subordi nates as cal cul at ed,
pl anned, and neani ngful .



“All you ever hear around the place is human-rel ations talk;

but when the boss calls you on the carpet it is always because the
burden figure is too high; and when it comes to pronoting a guy,
the plunms always go to those who do the best job filling out
accounting-departnment forns.” This is one of the nbst conmon
tunes, sung with infinite variations on every |evel of managenent.
It | eads to poor performance—even in cutting the burden figure. It
al so expresses | oss of confidence in, and absence of respect for,

t he conpany and its managenent.

Yet the manager who so misdirects his subordi nates does not
intend to do so. He genuinely considers human relations to be the
nost inportant task of his plant managers. But he tal ks about the
burden figure because he feels that he has to establish hinself
with his nen as a “practical man,” or because he thinks that he
shows famliarity with their problens by tal king “shop” with them
He stresses the accounting-departnent fornms only because they
annoy himas nuch as they do his nmen—er he may just not want to
have any nore trouble with the conptroller than he can hel p. But
to his subordi nates these reasons are hidden; all they see and
hear is the question about the burden figure, the enphasis on
forns.

The solution to this problemrequires a structure of managenent
that focuses both the manager’s and his boss’s eyes on what the

j ob—+at her than the boss—denmands. To stress behavi or and
attitudes—as does a good deal of current nmanagenent
literature—annot solve the problem It is likely instead to
aggravate it by nmaking managers self-conscious in their

rel ati onshi ps. I ndeed, everyone famliar wth business today has
seen situations in which a manager’s attenpt to avoid m sdirection
t hrough changi ng his behavi or has converted a fairly satisfactory
relationship into a nightmare of enbarrassnent and

m sunder st andi ng. The nmanager hinmself has beconme so sel f-conscious
as to lose all easy relationship with his enpl oyees. And the

enpl oyees in turn react with: “So help us, the old man has read a
book; we used to know what he wanted of us, now we have to guess.”

What Shoul d the bjectives Be?

Each manager, fromthe “big boss” down to the production

foreman or the chief clerk, needs clearly spelled-out objectives.
Those obj ectives should | ay out what perfornmance the man’s own
managerial unit is supposed to produce. They should |ay out what
contribution he and his unit are expected to make to hel p ot her



units obtain their objectives. Finally, they should spell out what
contribution the manager can expect fromother units toward the
attai nment of his own objectives. Right fromthe start, in other
wor ds, enphasis should be on teamwrk and teamresults.

These obj ectives should al ways derive fromthe goals of the

busi ness enterprise. In one conpany, | have found it practicable
and effective to provide even a foreman with a detail ed statenent
of not only his own objectives but those of the conpany and of the
manuf act uri ng departnent. Even though the conpany is so |large as
to make the di stance between the individual foreman’s production
and the conpany’s total output all but astronom cal, the result
has been a significant increase in production. Indeed, this nust
followif we nean it when we say that the foreman is “part of
managenent.” For it is the definition of a manager that in what he
does he takes responsibility for the whole—that, in cutting stone,
he “builds the cathedral.”

The objectives of every manager should spell out his
contribution to the attai nnent of conpany goals in all areas of

t he busi ness. bviously, not every manager has a direct
contribution to nake in every area. The contribution that

mar keti ng makes to productivity, for exanple, may be very small.
But if a manager and his unit are not expected to contribute
toward any one of the areas that significantly affect prosperity
and survival of the business, this fact should be clearly brought
out. For managers nust understand that business results depend on
a bal ance of efforts and output in a nunber of areas. This is
necessary both to give full scope to the craftsmanship of each
function and specialty, and to prevent the enpire building and

cl anni sh jeal ousies of the various functions and specialties. It
i's necessary also to avoid overenphasis on any one key area.

To obtain bal anced efforts, the objectives of all nanagers on

all levels and in all areas should al so be keyed to both
short-range and | ong-range consi derations. And, of course, al

obj ectives should al ways contain both the tangi bl e business

obj ectives and the intangi bl e objectives for manager organi zation
and devel opnent, worker performance and attitude, and public
responsibility. Anything else is shortsighted and inpractical.

Managenment by “Drives”
Proper managenent requires bal anced stress on objectives,
especially by top managenent. It rules out the common and



perni ci ous busi ness mal practice: managenent by “crisis” and
“drives.”

There may be conpani es in which nanagenent people do not say,
“The only way we ever get anything done around here is by nmaking a
drive on it.” Yet “managenent by drive” is the rule rather than
t he exception. That things always collapse into the status quo
ante three weeks after the drive is over, everybody knows and
apparently expects. The only result of an “econony drive” is
likely to be that nessengers and typists get fired, and that
$15, 000 executives are forced to do $50-a-week work typing their
own letters. And yet nmany nmanagenents have not drawn the obvious
conclusion that drives are, after all, not the way to get things
done.

But over and above its ineffectiveness, nanagenent by drive
m sdirects. It puts all enphasis on one phase of the job to the
i nevitable detrinent of everything el se.

“For four weeks we cut inventories,” a case-hardened veteran of
managenment by crisis once summed it up. “Then we have four weeks
of cost-cutting, followed by four weeks of hunman relations. W
just have tinme to push customer service and courtesy for a nonth.
And then the inventory is back where it was when we started. W
don’t even try to do our job. Al managenent tal ks about, thinks
about, preaches about, is |last week’s inventory figure or this
week’ s customer conplaints. How we do the rest of the job they
don’t even want to know. ”

In an organi zati on that manages by drives, people either

neglect their job to get on with the current drive, or silently
organi ze for collective sabotage of the drive to get their work
done. In either event they beconme deaf to the cry of “wolf.” And
when the real crisis comes, when all hands shoul d drop everything
and pitch in, they treat it as just another case of
managenent - creat ed hysteri a.

Managenent by drive, |ike managenent by “bell ows and neat ax,”

is a sure sign of confusion. It is an adm ssion of inconpetence.

It is a sign that managenent does not know how to plan. But, above
all, it is a sign that the conpany does not know what to expect of
its managers—that, not knowing howto direct them it msdirects

t hem



How Shoul d Cbjectives Be Set and by Wonf

By definition, a manager is responsible for the contribution

that his or her conmponent makes to the larger unit above and
eventually to the enterprise. The nanager’s perfornmance ains
upward rat her than downward. This nmeans that the goals of each
manager’'s job nust be defined by the contribution he has to nake
to the success of the larger unit of which he is a part. The

obj ectives of the district sales manager’s job should be defined
by the contribution he and his district sales force have to nake
to the sales departnent; the objectives of the project engineer’s
job, by the contribution he, his engineers and draftsnen nake to
t he engi neering departnent. The objectives of the general manager
of a decentralized division should be defined by the contribution
his division has to nmake to the objectives of the parent conpany.

This requires each nanager to devel op and set the objectives of
his unit hinself. H gher managenent nust, of course, reserve the
power to approve or disapprove those objectives. But their

devel opnment is part of a manager’s responsibility; indeed, it is
his first responsibility. It means, too, that every manager should
responsi bly participate in the devel opnent of the objectives of
the higher unit of which his is a part. To “give hima sense of
participation” (to use a pet phrase of the “human rel ations”
jargon) is not enough. Being a nmanager denmands the assunption of a
genui ne responsibility. Precisely because his ains should refl ect
t he objective needs of the business, rather than nerely what the

i ndi vi dual manager wants, he nust conmit hinmself to themwth a
positive act of assent. He nust know and understand the ultimte
busi ness goals, what is expected of himand why, what he will be
measur ed agai nst and how. There nust be a “neeting of m nds”
within the entire nmanagenent of each unit. This can be achieved
only when each of the contributing nmanagers is expected to think

t hrough what the unit objectives are, is led, in others words, to
participate actively and responsibly in the work of defining them
And only if his | ower managers participate in this way can the

hi gher manager know what to expect of them and can make exacting
demands.

This is so inportant that sone of the nost effective managers
know go one step further. They have each of their subordinates
wite a “mnager’s letter” twice a year. In this letter to his
superior, each manager first defines the objectives of his
superior’s job and of his own job as he sees them He then sets
down the performance standards that he believes are being applied



to him Next, he lists the things he nust do hinself to attain

t hese goal s—and what he considers the najor obstacles within his
own unit. He lists the things his superior and the conpany do that
hel p himand the things that hanper him Finally, he outlines what
he proposes to do during the next year to reach his goals. If his
superior accepts this statenent, the “nmanager’s letter” becones

t he charter under which the manager operates.

This device, like no other I have seen, brings out how easily

t he unconsi dered and casual remarks of even the best “boss” can
confuse and m sdirect. One | arge conpany has used the “manager’s
letter” for ten years. Yet alnost every letter still lists as
obj ectives and standards things that conpletely baffle the
superior to whomthe letter is addressed. And whenever he asks,
“What is this?” he gets the answer, “Don’t you renenber what you
said last spring going down with me in the el evator?”

The “manager’s letter” also brings out whatever inconsistencies
there are in the demands nmade on a man by his superior and by the
conpany. Does the superior demand both speed and hi gh quality when
he can get only one or the other? And what conprom se is needed in
the interest of the conpany? Does he demand initiative and
judgment of his nen but also that they check back with himbefore
t hey do anything? Does he ask for their ideas and suggestions but
never use them or discuss then? Does the conpany expect a snal

engi neering force to be available i nmedi ately whenever sonet hi ng
goes wong in the plant, and yet bend all its efforts to the

conpl eti on of new designs? Does it expect a manager to maintain

hi gh standards of perfornmance but forbid himto renove poor
perfornmers? Does it create the conditions under which peopl e say,

| can get the work done as long as | can keep the boss from
know ng what | am doi ng?

These are common situations. They undermine spirit and
performance. The “nmanager’s letter” nmay not prevent them But at
least it brings themout in the open, shows where conprom ses have
to be made, objectives have to be thought through, priorities have
to be established, behavior has to be changed.

As this device illustrates: nanagi ng nanagers requires speci al
efforts not only to establish comon direction, but to elimnate
m sdirection. Mitual understandi ng can never be attained by
“comuni cations down,” can never be created by talking. It can
result only from “comruni cations up.” It requires both the



superior’s wllingness to listen and a tool especially designed to
make | ower managers heard.

Sel f-control through Measurenents

The greatest advantage of nmanagenent by objectives is perhaps
that it nakes it possible for a manager to control his own
performance. Self-control means stronger notivation: a desire to
do the best rather than just enough to get by. It neans higher
per formance goal s and broader vision. Even if managenent by

obj ectives was not necessary to give the enterprise the unity of
direction and effort of a managenent team it would be necessary
to make possi bl e managenent by sel f-control

| ndeed, one of the major contributions of managenent by
objectives is that it enables us to substitute nanagenent by
sel f-control for managenent by dom nati on

That managenment by self-control is highly desirable will hardly
be disputed in Anerica or in Anerican business today. Its
acceptance underlies all the talk of “pushing decisions down to
the | owest possible level,” or of “paying people for results.” But
to make nmanagenent by self-control a reality requires nore than
acceptance of the concept as right and desirable. It requires new
tools and far-reaching changes in traditional thinking and
practices.

To be able to control his own performance, a nmanager needs to
know nore than what his goals are. He nust be able to nmeasure his
performance and results against the goal. It should indeed be an

i nvari able practice to supply nmanagers with clear and common
measurenents in all key areas of a business. Those neasurenents
need not be rigidly quantitative; nor need they be exact. But they
have to be clear, sinple, and rational. They have to be rel evant
and direct attention and efforts where they should go. They have
to be reliable—at least to the point where their margin of error

i s acknow edged and understood. And they have to be, so to speak,
sel f -announci ng, understandabl e w thout conplicated interpretation
or phil osophi cal discussion.

Each manager should have the information he needs to neasure

his own performance and should receive it soon enough to nake any
changes necessary for the desired results. And this information
should go to the manager hinself, and not to his superior. It
shoul d be the neans of self-control, not a tool of control from



above.

Thi s needs particul ar stress today, when our ability to obtain
such information is growing rapidly as a result of technol ogical
progress in information gathering, analysis, and synthesis. Up
till now information on inportant facts was either not obtainable
at all, or could be assenbled only so late as to be of little but
historical interest. This former inability to produce neasuring

i nformation was not an unm xed curse. For while it nade effective
self-control difficult, it also nade difficult effective contro
of a manager from above; in the absence of information w th which
to control him the manager had to be allowed to work as he saw
fit.

Qur new ability to produce neasuring information will nmake
possi bl e effective self-control; and if so used, it will lead to a
tremendous advance in the effectiveness and perfornmance of
managenent. But if this new ability is abused in order to inpose
control on managers from above, the new technology will inflict

i ncal cul abl e harm by denorali zi ng managenent, and by seriously

| onering the effectiveness of managers.

That information can be effectively used for self-control is
shown by the exanple of CGeneral Electric.

Ceneral Electric has a special control service—the traveling
auditors. The auditors study every one of the managerial units of
t he conpany thoroughly at |east once a year. But their report goes
to the manager of the unit studied. There can be little doubt that
the feeling of confidence and trust in the conpany that even
casual contact with General Electric managers reveals is directly
traceable to this practice of using information for self-control
rather than for control from above.

But the General Electric practice is by no means comon or
general |y understood. Typical managenent thinking is nuch closer
to the practice exenplified by a |arge chem cal conpany.

In this conpany a control section audits every one of the
managerial units of the conmpany. The results of the audits do not
go, however, to the managers audited. They go only to the
president, who then calls in the managers to confront themwth
the audit of their operations. What this has done to norale is
shown in the nicknane the conpany’s managers have given the



control section: “the president’s Gestapo.” |ndeed, nore and nore
managers are now running their units not to obtain the best
performance but to obtain the best showi ng on the control-section
audi ts.

Thi s shoul d not be m sunderstood as advocacy of | ow perfornmance
standards or absence of control. On the contrary, managenent by
obj ectives and self-control is primarily a neans to achieve
standards hi gher than are to be found in nost conpani es today. And
every manager should be held strictly accountable for the results
of his performance.

But what he does to reach those results he—and only he—shoul d
control. It should be clearly understood what behavi or and net hods
t he conpany bars as unethical, unprofessional, or unsound. But
within these limts, every manager nust be free to decide what he
has to do. And only if he has all the information regarding his
operations can he fully be held accountable for results.

The Proper Use of Reports and Procedures
Managenent by sel f-control requires conplete rethinking
concerning our use of reports, procedures, and formns.

Reports and procedures are necessary tools. But few tools can

be so easily m sused, and few can do as nuch damage. For reports
and procedures, when m sused, cease to be tools and becone
mal i ghant mast ers.

There are three common m suses of reports and procedures. The
first is the all too common belief that procedures are instrunents
of norality. They are not; their principle is exclusively that of
econony. They never decide what should be done, only how it m ght
be done nost expeditiously. Problens of right conduct can never be
“proceduralized” (surely the nost horrible word in the
bureaucrat’s jargon); conversely, right conduct can never be
establ i shed by procedure.

The second misuse is to consider procedures a substitute for

j udgnment. Procedures can work only where judgnment is no |onger
required, that is, in the repetitive situation for whose handling
t he judgnent has already been supplied and tested. Qur
civilization suffers froma superstitious belief in the nmagical
effect of printed forns. And the superstition is nost dangerous
when it leads us into trying to handl e the exceptional, nonroutine



situation by procedure. In fact, it is the test of a good
procedure that it quickly identifies the situations that, even in
the nost routine of processes, do not fit the pattern but require
speci al handling and deci si on based on judgnent.

But the nost common m suse of reports and procedures is as an

i nstrunment of control fromabove. This is particularly true of
those that aimat supplying information to higher nanagenent —+he
“forms” of everyday business |ife. The common case of the plant
manager who has to fill out twenty forns to supply accountants,
engi neers, or staff people in the central office with information
he hinmself does not need, is only one of thousands of exanples. As
aresult, the man’s attention is directed away fromhis own job.
The things he is asked about or required to do for control

pur poses cone to appear to himas reflections of what the conpany
wants of him become to himthe essence of his job; while
resenting them he tends to put effort into these things rather
than into his own job. Eventually, his boss, too, is msdirected,
if not hypnotized, by the procedure.

A |l arge insurance conpany, a few years ago, started a big

program for the “inprovenment of managenent.” To this end it built
up a strong central -office organi zati on concerned with such things
as renewal ratios, clains settlenent, selling costs, sales

nmet hods, etc. This organization did excellent work—top managenent
| earned a | ot about running an insurance conpany. But actual

per f ormance has been goi ng down ever since. For the managers in
the field spend nore and nore tine filling out reports, |ess and

| ess doing their work. Wrse still, they soon learned to

subordi nate performance to a “good showi ng.” Not only did
performance go to pieces—norale suffered even nore. Top managenent
and its staff experts cane to be viewed by the field managers as
enenmes to be outsmarted or at |east kept as far away as possi bl e.

Simlar stories exist ad infinitum+n every industry and in
conpani es of every size. To sone extent the situation is caused by
the fallacy of the “staff” concept. But, above all, it is the
result of the m suse of procedures as control.

Reports and procedures should be kept to a mnimm and used
only when they save time and | abor. They should be as sinple as

possi bl e.

One of our | eading conpany presidents tells the follow ng story



on hinself. Fifteen years ago he bought for his conpany a snal

i ndependent plant in Los Angeles. The plant had been nmaking a
profit of $250,000 a year; and it was purchased on that basis.
When goi ng through the plant with the owner—who stayed on as pl ant
manager —+he presi dent asked, “How do you determ ne your pricing?”
“That’s easy,” the former owner answered; “we just quote ten cents
per thousand | ess than your conpany does.” “And how do you control
your costs?” was the next question. “That’s easy,” was the answer;
“we know what we pay for raw materials and | abor and what
producti on we ought to get for the noney.” “And how do you control
your overhead?” was the final question. “W don't bother about
it.”

Wel |, thought the president, we can certainly save a | ot of

nmoney here by introducing our thorough controls. But a year |ater
the profit of the plant was down to $125, 000; sal es had renai ned
the sane and prices had remai ned the sane; but the introduction of
conpl ex procedures had eaten up half the profit.

Every busi ness should regularly find out whether it needs al

the reports and procedures it uses. At |east once every five
years, every formshould be put on trial for its life. | once had
to recommend an even nore drastic nmeasure to clear up a situation
in which reports and fornms, luxuriating |ike the Amazon rain
forest, threatened to choke the Iife out of an old established

utility conpany. | suggested that all reports be suspended
simul taneously for two nonths, and only those be allowed to return
that managers still demanded after living without them This cut

reports and fornms in the conpany by three quarters.

Reports and procedures should focus only on the performance
needed to achieve results in the key areas. To “control”
everything is to control nothing. And to attenpt to control the
irrel evant al ways m sdirects.

Finally, reports and procedures should be the tool of the man

who fills themout. They nust never thensel ves becone the neasure
of his performance. A man nust never be judged by the quality of
the production fornms he fills out—unless he be the clerk in charge
of those forns. He nust always be judged by his production
performance. And the only way to nmake sure of this is by having
himfill out no fornms, nmake no reports, except those he needs

hi nsel f to achi eve performance.



A Phi | osophy of Managenent

What the business enterprise needs is a principle of nanagenent
that will give full scope to individual strength and
responsibility, and at the sane tine give common direction of
vision and effort, establish team work, and harnoni ze the goal s of
the individual with the comonweal .

The only principle that can do this is managenent by objectives
and self-control. It nakes the commonweal the aimof every
manager. It substitutes for control fromoutside the stricter,
nore exacting and nore effective control fromthe inside. It

noti vates the manager to action not because sonebody tells himto
do sonething or talks himinto doing it, but because the objective
needs of his task demand it. He acts not because sonebody wants
himto but because he hinself decides that he has to—he acts, in
ot her words, as a free man.

The word “phil osophy” is tossed around with happy abandon these
days in managenent circles. | have even seen a dissertation,
signed by a vice president, on the “philosophy of handling
purchase requisitions” (as far as | could figure out, “philosophy”
here meant that purchase requisitions had to be in triplicate).
But managenent by objectives and self-control nmay legitimtely be
called a “phil osophy” of nmanagenent. It rests on a concept of the
j ob of managenent. It rests on an analysis of the specific needs
of the managenent group and the obstacles it faces. It rests on a
concept of human action, human behavi or, and hunman noti vati on.
Finally, it applies to every nanager, whatever his |evel and
function, and to any business enterprise whether |large or snall.
It ensures performance by converting objective needs into personal
goals. And this is genuine freedom freedomunder the | aw

9.

Pl CKI NG PEOPLE—

THE BASI C RULES

Executives spend nore tine on managi ng peopl e and maki ng peopl e
deci sions than on anything el se, and they should. No other
decisions are so long-lasting in their consequences or so
difficult to unmake. And yet, by and | arge, executives nmake poor
pronotion and staffing decisions. By all accounts, their batting
average is no better than .333: at nost one-third of such
decisions turn out right; one-third are mnimally effective; and
one-third are outright failures.



In no other area of managenent would we put up with such

m ser abl e performance. | ndeed, we need not and should not.
Managers nmaki ng peopl e decisions will never be perfect, of course.
But they should cone pretty close to batting 1.000, especially
because in no other area of managenment do we know so nuch.

Sone executives’ people decisions have, however, approached
perfection. At the tinme of Pearl Harbor, every single general
officer in the U S. Arny was overage. Although none of the younger
men had been tested in conbat or in a significant troop command,
the United States cane out of World War Il with the | argest corps
of conpetent general officers any arny has ever had. Genera
George C. Marshall, the arny’s chief of staff, had personally
chosen each man. Not all were great successes, but practically
none was an outright failure.

In the forty or so years during which he ran General Mbdtors,
Alfred P. Sloan Jr. picked every GM executi ve—down to the
manuf act uri ng managers, controllers, engineering managers, and
mast er nechani cs at even the small est accessory division. By
today’ s standards, Sloan’s vision and val ues nay seem narrow. They
were. He was concerned only with performance in and for GV
Nonet hel ess, his long-term performance in placing people in the
right jobs was flaw ess.

The Basic Principles

There is no such thing as an infallible judge of people, at

| east not on this side of the Pearly Gates. There are, however, a
few executives who take their people decisions seriously and work
at them

Marshal | and Sl oan were about as different as two human bei ngs
can be, but they followed, and quite consciously, nmuch the sane
princi ples in maki ng peopl e deci si ons.

1. If | put a person into a job and he or she does not perform

| have made a m stake. | have no business blam ng that person, no
busi ness invoking the “Peter Principle,” no business conpl ai ni ng.
| have made a m st ake.

2. The soldier has a right to conpetent conmand, was already an
old maximat the time of Julius Caesar. It is the duty of nanagers
to make sure that the responsi ble people in their organizations
perform



3. O all the decisions an executive nmakes, none is as

i nportant as the decisions about peopl e because they determ ne the
per formance capacity of the organization. Therefore, |1’'d better
make these decisions well.

4. The one “don’t”: Don’t give new people major assignnents,

for doing so only conpounds the risks. Gve this sort of

assi gnment to soneone whose behavi or and habits you know and who
has earned trust and credibility within your organization. Put a
hi gh-1 evel newconer first into an established position where the
expectations are known and help is avail abl e.

The Deci sion Steps
Just as there are only a few basic principles, there are only a
few inmportant steps to follow in making effective pronotion and
staffing deci sions.

1. Think through the assignnment. Job descriptions may |ast a

long tine. In one | arge manufacturing conpany, for exanple, the

j ob description for the position of division general nanager has
hardly changed since the conpany began to decentralize thirty
years ago. Indeed, the job description for bishops in the Roman
Cat holic Church has not changed at all since canon |aw was first
codified in the thirteenth century. But assignnents change all the
time, and unpredictably.

Once in the early 1940s, | nentioned to Alfred Sloan that he
seened to ne to spend an inordinate anmount of tinme pondering the
assignnent of a fairly | owlevel job—general sales manager of a
smal | accessory divisi on—before choosing anong three equally
qualified candi dates. “Look at the assignnent the |last few tines
we had to fill the same job,” Sloan answered. To ny surprise,
found that the terns of the assignnment were quite different on
each occasi on.

When putting a man in as division conmander during World Var

1, CGeorge Marshall always |ooked first at the nature of the
assignment for the next eighteen nonths or two years. To raise a
division and train it is one assignnent. To lead it in conbat is
quite another. To take conmand of a division that has been badly
maul ed and restore its norale and fighting strength i s another
still.



When the task is to select a new regional sales manager, the
responsi bl e executive nust first know what the heart of the
assignment is: to recruit and train new sal espeopl e because, say,
the present sales force is nearing retirenent age? O is it to
open up new narkets because the conpany’ s products, though doing
well with old-line industries in the region, have not been able to
penetrate new and growi ng markets? O, because the bul k of sales
still cones from products that are twenty-five years old, is it to
establish a market presence for the conpany’s new products? Each
of these is a different assignnment and requires a different kind
of person.

2. Look at a nunmber of potentially qualified people. The
controlling word here is nunber. Formal qualifications are a

m ni mum for consi deration; their absence disqualifies the

candi date automatically. Equally inportant, the person and the
assignnment need to fit each other. To nake an effective decision,
an executive should | ook at three to five qualified candi dates.

3. Think hard about how to | ook at these candidates. If an
executive has studied the assignnent, he or she understands what a
new person would need to do with high priority and concentrated
effort. The central question is not, What can this or that

candi date do or not do? It is, rather, Wat are the strengths each
possesses and are these the right strengths for the assignnent?
Weaknesses are limtations, which may, of course, rule a candidate
out. For instance, a person may be excellently qualified for the
techni cal aspects of a job, but if the assignnment requires above
all the ability to build a teamand this ability is |acking, then
the fit is not right.

But effective executives do not start out by | ooking at
weaknesses. You cannot build perfornmance on weaknesses. You can
build only on strengths.

Bot h Marshall and Sl oan were highly demandi ng nen, but both
knew that what matters is the ability to do the assignnment. |If
that exists, the conmpany can always supply the rest. If it does
not exist, the rest is useless.

If, for instance, a division needed an officer for a training
assignment, Marshall | ooked for people who could turn recruits
into soldiers. Usually every man who was good at this task had
seri ous weaknesses in other areas. One was not particularly



effective as a tactical commander and was positively hopel ess when
it came to strategy. Another had foot-in-nmouth di sease and got
into trouble with the press. Athird was vain, arrogant,
egotistical, and fought constantly with his commandi ng of ficer.
Never mnd, could he train recruits? If the answer was yes—and
especially if the answer was “he’s the best”—-he got the job.

I n picking nenbers of their cabinets, Franklin Roosevelt and
Harry Truman said, in effect, Never m nd personal weaknesses. Tel
me first what each of themcan do. It nmay not be coincidence that
these two Presidents had the strongest Cabinets in
twentieth-century U. S history.

4. Discuss each of the candi dates wth several people who have

wor ked with them One executive's judgnment alone is worthless.
Because all of us have first inpressions, prejudices, |likes, and
dislikes, we need to listen to what other people think. Wen the
mlitary picks general officers or the Catholic Church picks

bi shops, this kind of extensive discussion is a formal step in
their selection process. Conpetent executives do it informally.

Her mann Abs, the forner head of Deutsche Bank, picked nore
successful chief executives in recent tinmes than anyone el se. He
personal |y chose nost of the top-level managers who pulled off the
postwar Cerman “economc mracle,” and he checked out each of them
first wwth three or four of their fornmer bosses or coll eagues.

5. Make sure the appoi ntee understands the job. After the

appoi ntee has been in a new job for three or four nonths, he or
she shoul d be focusing on the demands of that job rather than on
the requirements of preceding assignnents. It is the executive's
responsibility to call that person in and say, “You have now been
regi onal sal es manager [or whatever] for three nonths. Wat do you
have to do to be a success in your new job? Think it through and
come back in a week or ten days and show ne in witing. But | can
tell you one thing right away: the things you did to get the
pronotion are alnost certainly the wong things to do now ”

If you do not follow this step, don’t blanme the candi date for
poor performance. Blanme yourself. You have failed in your duty as
a manager.

The | argest single source of failed pronotions—and | know of no
greater waste in U S. managenent—+s the failure to think through
and hel p others think through, what a new job requires.



All too typical is the brilliant fornmer student of m ne who

t el ephoned a few nonths ago, alnost in tears. “I got ny first big
chance a year ago,” he said. “My conpany nade nme engi neering
manager. Now they tell me that |I’mthrough. And yet |’ve done a
better job than ever before. | have actually designed three
successful new products for which we’'ll get patents.”

It is only human to say to ourselves, | nmust have done

sonmething right or I would not have gotten the big new job.
Therefore, | had better do nore of what | did to get the pronotion
now that | have it. It is not intuitively obvious to nost people
that a new and different job requires new and different behavior.
Alnmost fifty years ago, a boss of mne challenged ne four nonths
after he had advanced nme to a far nore responsible position. Until
he called me in, I had continued to do what | had done before. To
his credit, he understood that it was his responsibility to nmake
me see that a new job neans different behavior, a different focus,
and different rel ationships.

The Hi gh-Ri sk Deci si ons

Even if executives follow all these steps, sone of their people
decisions will still fail. These are, for the nost part, the

hi gh-ri sk decisions that neverthel ess have to be taken.

There is, for exanple, high risk in picking nmanagers in

pr of essi onal organi zati ons—+n a research |ab, say, or an

engi neering or corporate |egal departnment. Professionals do not
readily accept as their boss soneone whose credentials in the
field they do not respect. In choosing a nanager of engineering,
the choices are therefore limted to the top-flight engineers in
the departnent. Yet there is no correlation (unless it be a
negati ve one) between performance as a bench engi neer and
performance as a manager. Mich the same is true when a

hi gh- perform ng operating nanager gets a pronotion to a staff job
at headquarters or a staff expert noves into a |ine position.
Tenperanental |y, operating people are frequently unsuited to the
tensions, frustrations, and rel ationships of staff work, and vice
versa. The first-rate regional sales manager nay wel|l becone
totally ineffective if pronoted into nmarket research, sales
forecasting, or pricing.

W do not know how to test or predict whether a person’s
tenperanent will be suited to a new environnent. We can find this



out only by experience. If a nove fromone kind of work to anot her
does not pan out, the executive who nmade the decision has to
remove the msfit, and fast. But that executive also has to say, |
made a mistake, and it is my job to correct it. To keep msfits in
a job they cannot do is not being kind; it is being cruel. But
there is also no reason to |l et the person go. A conpany can al ways
use a good bench engi neer, a good anal yst, a good sal es manager.
The proper course of action—and it works nost tinmes—+s to offer
the msfit a return to the old job or an equival ent.

Peopl e decisions may al so fail because a job has becone what

New Engl and ship captains 150 years ago called a “w dow nmaker.”
When a clipper ship, no matter how wel| designed and constructed,
began to have fatal “accidents,” the owners did not redesign or
rebuild the ship. They broke it up as fast as possible.

W dow nakers—that is, jobs that regularly defeat even good

peopl e—appear nost often when a conpany grows or changes fast. For
instance, in the 1960s and early 1970s, the job of *“international

vice president” in U S. banks becane a w dow maker. It had al ways

been an easy job to fill. In fact, it had | ong been consi dered a
job into which banks could safely put al so-rans and expect themto
performwell. Then, suddenly, the job began to defeat one new

appoi ntee after another. Wat had happened, as hindsight now tells
us, was that international activity quickly and w thout warning
had becone an integral part of the daily business of major banks
and their corporate custoners. Wiat had been until then an easy

j ob becane, literally, a “nonjob” that nobody could do.

Whenever a job defeats two people in a row, who in their

earlier assignnents had perforned well, a conpany has a

w dow maker on its hands. Wen this happens, a responsible
executive should not ask the headhunter for a universal genius.

| nstead abolish the job. Any job that ordinarily conpetent people
cannot performis a job that cannot be staffed. Unless changed, it
will predictably defeat the third appointee the way it defeated
the first two.

Maki ng the right people decisions is the ultimte neans of
controlling an organi zati on well. Such decisions reveal how

conpet ent managenent is, what its values are, and whether it takes
its job seriously. No matter how hard nmanagers try to keep their
deci sions a secret—and sone still try hard—peopl e deci si ons cannot
be hidden. They are em nently visible.



Executives often cannot judge whether a strategic nove is a

wi se one. Nor are they necessarily interested. “I don’t know why
we are buying this business in Australia, but it won't interfere
with what we are doing here in Fort Worth” is a conmon reaction.
But when the same executives read that “Joe Smth has been nmade
controller in the XYZ division,” they usually know Joe nuch better
than top managenent does. These executives should be able to say,
“Joe deserves the pronotion; he is an excellent choice, just the
person that division needs to get the controls appropriate for its
rapid growth.”

| f, however, Joe got pronoted because he is a politician,
everybody will knowit. They will all say to thensel ves, Ckay,
that is the way to get ahead in this conpany. They w || despise
t heir managenent for forcing themto becone politicians but wll
either quit or becone politicians thenselves in the end. As we
have known for a long tine, people in organizations tend to be

i nfluenced by the ways they see others being rewarded. And when
the rewards go to nonperformance, to flattery, or to nere

cl everness, the organization will soon decline into
nonperfornmance, flattery, or cleverness.

Executives who do not make the effort to get their people
decisions right do nore than risk poor performance. They risk
their organi zation s respect.

10.

THE ENTREPRENEURI AL BUSI NESS

Bi g busi nesses don’t innovate, says the conventional w sdom

Thi s sounds pl ausi bl e enough. True, the new, major innovations of
this century did not cone out of the old, |arge businesses of
their tinme. The railroads did not spawn the autonobile or the
truck; they did not even try. And though the autonobile conpanies
did try (Ford and General Mtors both pioneered in aviation and
aerospace), all of today' s large aircraft and aviation conpanies
have evol ved out of separate new ventures. Simlarly, today’s
giants of the pharmaceutical industry are, in the main, conpanies
that were small or nonexistent fifty years ago when the first
nodern drugs were devel oped. Every one of the giants of the

el ectroni cs industry—General Electric, Wstinghouse, and RCA in
the United States; Sienmens and Philips on the Continent; Toshiba
in Japan—+ushed into conputers in the 1950s. Not one was
successful. The field is dom nated by | BM a conpany that was



barely m ddl e-si zed and nost definitely not high-tech forty years
ago.

And yet the all but universal belief that |arge businesses do
not and cannot innovate is not even a half-truth; rather, it is a
m sunder st andi ng.

In the first place, there are plenty of exceptions, plenty of

| arge conpani es that have done well as entrepreneurs and

i nnovators. In the United States, there is Johnson & Johnson in
hygi ene and health care, and 3Min highly engi neered products for
both industrial and consuner markets. Citibank, Anerica s and the
worl d’ s | argest nongovernnental financial institution, well over a
century old, has been a major innovator in many areas of banking
and finance. In Germany, Hoechst—ene of the world' s | argest

chem cal conpanies, and nore than 125 years ol d by now-has becone
a successful innovator in the pharnmaceutical industry.

Second, it is not true that “bigness” is an obstacle to
entrepreneurship and i nnovation. In discussions of
entrepreneurship, one hears a great deal about the “bureaucracy”
of big organi zations and of their “conservatism” Both exist, of
course, and they are serious inpedinents to entrepreneurship and
i nnovation—but to all other performance just as much. And yet the
record shows unanbi guously that anmong existing enterprises,

whet her busi ness or public-sector institutions, the small ones are
| east entrepreneurial and | east innovative. Anbng existing
entrepreneuri al businesses there are a great nany very big ones;
the |list above coul d have been enlarged without difficulty to one
hundred conpanies fromall over the world, and a list of

i nnovative public-service institutions would al so include a good
many | arge ones.

It is not size that is an inpedinment to entrepreneurship and
innovation; it is the existing operation itself, and especially
the existing successful operation. And it is easier for a big or
at least a fair-sized conpany to surnount this obstacle than it is
for a small one. Operating anythi ng—a manufacturing plant, a
technol ogy, a product line, a distribution system+equires
constant effort and unremtting attention. The one thing that can
be guaranteed in any kind of operation is the daily crisis. The
daily crisis cannot be postponed; it has to be dealt with right
away. And the existing operation demands high priority and
deserves it. The new al ways | ooks so small, so puny, so



unprom sing next to the size and performance of maturity.

Where the conventional wi sdom goes wong is in its assunption

t hat entrepreneurship and innovation are natural, creative, or
spont aneous. |f entrepreneurship and innovation do not well up in
an organi zation, sonething nust be stifling them That only a
mnority of existing successful businesses are entrepreneurial and
i nnovative is thus seen as concl usive evidence that existing

busi nesses quench the entrepreneurial spirit. But entrepreneurship
is not “natural”™; it is not “creative.” It is work. Hence, the
correct conclusion fromthe evidence is the opposite of the one
commonly reached. That a substantial nunber of existing

busi nesses, and anong them a goodly nunber of fair-sized, big, and
very big ones, succeed as entrepreneurs and innovators indicates

t hat entrepreneurship and i nnovation can be achi eved by any

busi ness. But they nust be consciously striven for. They can be

| earned, but it requires effort. Entrepreneurial businesses treat
entrepreneurship as a duty. They are disciplined about it

they work at it . . . they practice it.

Structures
Peopl e work within a structure.

For the existing business to be capable of innovation, it has

to create a structure that allows people to be entrepreneurial. It
has to devise relationships that center on entrepreneurship. It
has to nmake sure that its incentives, its conpensation, personnel
deci sions, and policies, all reward the right entrepreneuri al
behavi or and do not penalize it.

1. This nmeans, first, that the entrepreneurial, the new, has to
be organi zed separately fromthe old and existing. Wenever we
have tried to make an existing unit the carrier of the
entrepreneurial project, we have fail ed.

One reason is that the existing business always requires tine
and effort on the part of the people responsible for it, and
deserves the priority they give it. The new al ways | ooks so
puny—so unprom sing—hext to the reality of the massive, ongoing

busi ness. The existing business, after all, has to nourish the
struggling innovation. But the “crisis” in today s business has to
be attended to as well. The people responsible for an existing

business will therefore always be tenpted to postpone action on
anyt hing new, entrepreneurial, or innovative until it is too |ate.



No matter what has been tried—and we have now been trying every
concei vabl e nechanismfor thirty or forty years—existing units
have been found to be capable mainly of extending, nodifying, and
adapting what already is in existence. The new bel ongs el sewhere.

2. This neans also that there has to be a special |ocus for the
new venture within the organization, and it has to be pretty high
up. Even though the new project, by virtue of its current size,
revenues, and markets, does not rank with existing products,
sonebody in top nmanagenent nust have the specific assignnent to
work on tonmorrow as an entrepreneur and innovator.

This need not be a full-tine job; in the smaller business, it

very often cannot be a full-tinme job. But it needs to be a clearly
defined job and one for which sonebody with authority and prestige
is fully accountabl e.

The new project is an infant and will remain one for the
foreseeabl e future, and infants belong in the nursery. The
“adults,” that is, the executives in charge of existing businesses
or products, will have neither time nor understanding for the

i nfant project. They cannot afford to be bot hered.

Disregard of this rule cost a major machi ne-tool manufacturer
its |l eadership in robotics.

The conpany had the basic patents on nachine tools for

aut omat ed mass production. It had excellent engineering, an
excellent reputation, and first-rate manufacturing. Everyone in
the early years of factory automati on—around 1975—expected it to
energe as the | eader. Ten years later it had dropped out of the
race entirely. The conpany had placed the unit charged with the
devel opnent of machine tools for automated production three or
four levels down in the organization, and had it report to people
charged wi th designing, nmaking, and selling the conpany’s

tradi tional machi ne-tool |ines. Those people were supportive; in
fact, the work on robotics had been mainly their idea. But they
were far too busy defending their traditional |ines against a | ot

of new conpetitors such as the Japanese, redesigning themto fit
new speci fications, denonstrating, marketing, financing, and
servicing them Wenever the people in charge of the “infant” went
to their bosses for a decision, they were told, “I have no tine
now, cone back next week.” Robotics were, after all, only a

prom se; the existing nmachine-tool |ines produced mllions of



dol l ars each year.
Unfortunately, this is a common error.

The best, and perhaps the only, way to avoid killing off the
new by sheer neglect is to set up the innovative project fromthe
start as a separate business.

The best-known practitioners of this approach are three

Anerican conpani es: Procter & Ganbl e—the soap, detergent, edible
oil, and food producer—a very | arge and aggressively
entrepreneurial conpany; Johnson & Johnson, the hygi ene and
heal t h-care supplier; and 3M a major manufacturer of industrial
and consuner products. These three conpanies differ in the details
of practice but essentially all three have the sane policy. They
set up the new venture as a separate business fromthe begi nning
and put a project manager in charge. The project nanager remnains
in charge until the project is either abandoned or has achieved
its objective and beconme a full-fledged business. And until then,
the project manager can nobilize all the skills as they are
needed—research, manufacturing, finance, marketing—and put themto
work on the project team

3. There is another reason why a new, innovative effort is best
set up separately: to keep away fromit the burdens it cannot yet
carry. Both the investnent in a new product line and its returns
shoul d, for instance, not be included in the traditional
return-on-investnent analysis until the product |ine has been on
the market for a nunber of years. To ask the fledgling devel opnent
to shoul der the full burdens an existing business inposes on its
units is |ike asking a six-year-old to go on a |long hike carrying
a si xty-pound pack; neither will get very far. And yet the

exi sting business has requirenments with respect to accounting, to
personnel policy, to reporting of all kinds, which it cannot

easi ly wai ve.

The innovative effort and the unit that carries it require
different policies, rules, and neasurenents in nany areas.

| learned this nmany years ago in a major chem cal conpany.
Everybody knew that one of its central divisions had to produce
new materials to stay in business. The plans for these materials
were there, the scientific work had been done . . . but nothing
happened. Every year there was another excuse. Finally, the



di vision’ s general manager spoke up at a review neeting: “My
managenent group and | are conpensated primarily on the basis of
return on investnent. The nonment we spend noney on devel oping the
new materials, our return will go down by half for at |east four
years. Even if | amstill here in four years tinme when we should
show the first returns on these investnents—and | doubt that the
conpany will put up with ne that long if profits are that nuch

| ower -+’ mtaking bread out of the nouths of all my associates in
the neantine. Is it reasonable to expect us to do this?” The
formul a was changed and the devel opnental expenses for the new
project were taken out of the return-on-investnment figures. Wthin
ei ghteen nonths the new materials were on the market. Two years

| ater they had given the division |leadership in its field, which
it has retained to this day. Four years |ater the division doubled
its profits.

The Don’'ts
There are sone things the entrepreneurial managenent of an
exi sting business should not do.

1. The nost inportant caveat is not to m x managerial units and
entrepreneurial ones. Do not ever put the entrepreneurial into the
exi sting managerial conmponent. Do not nake innovation an objective
for people charged with running, exploiting, optimzing what

al ready exi sts.

But it is also inadvisable—+n fact, al nost a guarantee of
failure—for a business to try to becone entrepreneurial wthout
changing its basic policies and practices. To be an entrepreneur
on the side rarely works.

In the last ten or fifteen years a great many |arge Anmerican
conpani es have tried to go into joint ventures with entrepreneurs.
Not one of these attenpts has succeeded; the entrepreneurs found
t hensel ves stym ed by policies, by basic rules, by a “climte”
they felt was bureaucratic, stodgy, reactionary. But at the sane
time their partners, the people fromthe big conpany, could not
figure out what the entrepreneurs were trying to do and thought

t hem undi sci plined, wild, visionary.

By and | arge, big conpani es have been successful as

entrepreneurs only if they use their own people to build the
venture. They have been successful only when they use people whom
t hey understand and who understand them people whomthey trust



and who in turn know how to get things done in the existing

busi ness; people, in other words, with whom one can work as
partners. But this presupposes that the entire conpany is inbued
with the entrepreneurial spirit, that it wants innovation and is
reaching out for it, considering it both a necessity and an
opportunity. It presupposes that the entire organization has been
made “greedy for new things.”

2. Innovative efforts that take the existing business out of

its own field are rarely successful. Innovation had better not be
“diversification.” Whatever the benefits of diversification, it
does not m x with entrepreneurship and innovation. The newis

al ways sufficiently difficult not to attenpt it in an area one
does not understand. An existing business innovates where it has
expertise, whet her know edge of market or know edge of technol ogy.
Anything new will predictably get into trouble, and then one has
to know the business. Diversification itself rarely works unl ess
it, too, is built on commonality with the existing business,

whet her commonal ity of the market or commonality of the

technol ogy. Even then, as | have discussed el sewhere,
diversification has its problens. But if one adds to the
difficulties and denmands of diversification the difficulties and
demands of entrepreneurship, the result is predictable disaster.
So one innovates only where one under st ands.

3. Finally, it is alnost always futile to avoid nmaki ng one’s

own busi ness entrepreneurial by “buying in,” that is, by acquiring
smal | entrepreneurial ventures. Acquisitions rarely work unless

t he conpany that does the acquiring is willing and able within a
fairly short tinme to furnish managenent to the acquisition. The
managers that have conme with the acquired conpany rarely stay
around very long. |If they were owners, they have now becone

weal thy; if they were professional nanagers, they are likely to
stay around only if given nmuch bi gger opportunities in the new,
acquiring conpany. So, within a year or two, the acquirer has to
furni sh managenent to run the business that has been bought. This
is particularly true when a nonentrepreneurial conpany buys an
entrepreneuri al one. The managenent people in the new acquired
venture soon find that they cannot work with the people in their
new parent comnpany, and vice versa. | nyself know of no case where
“buying in” has worked.

A business that wants to be able to innovate, wants to have a
chance to succeed and prosper in a tine of rapid change, has to



buil d entrepreneurial managenent into its own system It has to
adopt policies that create throughout the entire organization the
desire to innovate and the habits of entrepreneurship and

i nnovation. To be a successful entrepreneur, the existing

busi ness, large or small, has to be managed as an entrepreneuri al
busi ness.

11.

THE NEW VENTURE

For the existing enterprise, whether business or public-service
institution, the controlling word in the term “entrepreneuri al
managenent” is “entrepreneurial.” For the new venture, it is
“managenent.” In the existing business, it is the existing that is
the main obstacle to entrepreneurship. In the new venture, it is
its absence.

The new venture has an idea. It nmay have a product or a

service. It may even have sal es, and sonetines quite a substanti al
volune of them It surely has costs. And it may have revenues and
even profits. Wat it does not have is a “business,” a viable,
operating, organized “present” in which people know where they are
goi ng, what they are supposed to do, and what the results are or
shoul d be. But unless a new venture devel ops into a new busi ness
and makes sure of being “managed,” it wll not survive no matter
how brilliant the entrepreneurial idea, how nuch noney it
attracts, how good its products, or even how great the demand for
t hem

Ref usal to accept these facts destroyed every single venture
started by the nineteenth century’s greatest inventor, Thonas

Edi son. Edison’s anbition was to be a successful businessman and
the head of a big conpany. He shoul d have succeeded, for he was a
superb busi ness planner. He knew exactly how an el ectric power
conpany had to be set up to exploit his invention of the |ight
bul b. He knew exactly how to get all the noney he coul d possibly
need for his ventures. His products were i nmedi ate successes and
the demand for thempractically insatiable. But Edison remained an
entrepreneur; or rather, he thought that “managi ng” neant being
the boss. He refused to build a nanagenent team And so every one
of his four or five conpanies collapsed ignom niously once it got
to mddle size, and was saved only by booting Edi son hinmself out
and replacing himw th professional managenent .

Entrepreneurial managenent in the new venture has four



requi renents:
It requires, first, a focus on the narket.

It requires, second, financial foresight, and especially
pl anning for cash flow and capital needs ahead.

It requires, third, building a top nanagenent team | ong before
t he new venture actually needs one and | ong before it can actually
af ford one.

And finally, it requires of the founding entrepreneur a
decision in respect to his or her owmm role, area of work, and
rel ati onshi ps.

The Need for Market Focus

A common explanation for the failure of a new venture to live

up to its prom se or even to survive at all is: “W were doing
fine until these other people cane and took our market away from
us. W don’t really understand it. What they offered wasn’'t so
very different fromwhat we had.” O one hears: “W were doing al
right, but these other people started selling to custonmers we'd
never even heard of and all of a sudden they had the nmarket.”

Wien a new venture does succeed, nore often than not it is in a
mar ket other than the one it was originally intended to serve,

wi th products or services not quite those with which it had set
out, bought in large part by custoners it did not even think of
when it started, and used for a host of purposes besides the ones
for which the products were first designed. If a new venture does
not anticipate this, organizing itself to take advantage of the
unexpected and unseen markets; if it is not totally

mar ket - f ocused, if not market-driven, then it will succeed only in
creating an opportunity for a conpetitor.

A German chem st devel oped Novocain as the first |ocal

anesthetic in 1905. But he could not get the doctors to use it;
they preferred total anesthesia (they only accepted Novocain
during World War |). But totally unexpectedly, dentists began to
use the stuff. Wiereupon—er so the story goes—the chem st began to
travel up and down Gerrmany meki ng speeches agai nst Novocain s use
in dentistry. He had not designed it for that purpose!

That reacti on was sonewhat extrenme, | admt. Still,



entrepreneurs know what their innovation is neant to do. And if
sone other use for it appears, they tend to resent it. They may
not actually refuse to serve custoners they have not *“planned”

for, but they are likely to nake it clear that those customers are
not wel cone.

This is what happened with the conputer. The conpany that had
the first conputer, Univac, knew that its magnificent machi ne was
designed for scientific work. And so it did not even send a

sal esman out when a busi ness showed interest in it; surely, it
argued, these people could not possibly know what a conputer was
all about. I1BMwas equally convinced that the conputer was an
instrunment for scientific work: their own conputer had been

desi gned specifically for astronom cal cal cul ations. But |BM was
willing to take orders from busi nesses and to serve them Ten
years |ater, around 1960, Univac still had by far the nost
advanced and best nmachi ne. |1 BM had the conputer narket.

The textbook prescription for this problemis “market
research.” But it is the wong prescription.

One cannot do narket research for sonething genuinely new. One
cannot do nmarket research for sonething that is not yet on the
market. Simlarly, several conpanies who turned down the Xerox
patents did so on the basis of thorough market research, which
showed that printers had no use at all for a copier. Nobody had
any inkling that businesses, schools, universities, colleges, and
a host of private individuals would want to buy a copier.

The new venture therefore needs to start out with the

assunption that its product or service may find custoners in

mar kets no one thought of, for uses no one envi saged when the
product or service was designed, and that it will be bought by
custoners outside its field of vision and even unknown to the new
vent ure.

To build market focus into a new venture is not in fact
particularly difficult. But what is required runs counter to the
inclinations of the typical entrepreneur. It requires, first, that
the new venture systematically hunt out both the unexpected
success and the unexpected failure. Rather than dismss the
unexpected as an “exception,” as entrepreneurs are inclined to do,
they need to go out and look at it carefully and as a distinct
opportunity.



Shortly after World War 11, a small Indian engineering firm
bought the license to produce a European-desi gned bicycle with an
auxiliary light engine. It |ooked |ike an ideal product for India;
yet it never did well. The owner of this small firmnoticed,
however, that substantial orders cane in for the engines alone. At
first he wanted to turn down those orders; what coul d anyone
possibly do with such a snall engine? It was curiosity alone that
made himgo to the actual area the orders cane from There he
found farnmers who were taking the engines off the bicycles and
using themto power irrigation punps that hitherto had been

hand- operated. This manufacturer is now the world s | argest maker
of small irrigation punps, selling themby the mllions. H's punps
have revol utioni zed farm ng all over Southeast Asia.

It does not require a great deal of noney to find out whether

an unexpected interest froman unexpected market is an indication
of genuine potential or a fluke. It requires sensitivity and a
little systematic work.

Above all, the people who are running a new venture need to
spend tinme outside: in the nmarketplace, with custoners and with
their own sal espeople, | ooking and |istening. The new venture
needs to build in systematic practices to remnd itself that a
“product” or a “service” is defined by the custoner, not by the
producer. It needs to work continually on challenging itself in
respect to the utility and value that its products or services
contribute to customers.

The greatest danger for the new venture is to “know better”

than the customer what the product or service is or should be, how
it should be bought, and what it should be used for. Above all,

t he new venture needs willingness to see the unexpected success as
an opportunity rather than as an affront to its expertise. And it
needs to accept that elementary axi om of marketing: Businesses are
not paid to reformcustonmers. They are paid to satisfy custoners.

Fi nanci al Foresi ght

Lack of market focus is typically a disease of the “neonatal,”

the infant new venture. It is the nost serious affliction of the
new venture in its early stages—and one that can permanently stunt
even those that survive.

The | ack of adequate financial focus and of the right financial



policies is, by contrast, the greatest threat to the new venture
in the next stage of its growh. It is, above all, a threat to the
rapidly growi ng new venture. The nore successful a new venture is,
t he nore dangerous the |ack of financial foresight.

Suppose that a new venture has successfully launched its

product or service and is growmng fast. It reports “rapidly
increasing profits” and issues rosy forecasts. The stock market
then “di scovers” the new venture, especially if it is high-tech or
ina field otherwi se currently fashionable. Predictions abound
that the new venture's sales will reach a billion dollars within
five years. Eighteen nonths |later the new venture coll apses. It
may not go out of existence or go bankrupt. But it is suddenly
awash in red ink, lays off 180 of its 275 enpl oyees, fires the
president, or is sold at a bargain price to a big conpany. The
causes are always the sane: |lack of cash; inability to raise the
capi tal needed for expansion; and |oss of control, with expenses,
inventories, and receivables in disarray. These three financi al
afflictions often hit together at the same tine. Yet any one of
themis enough to endanger the health, if not the life, of the new
vent ure.

Once this financial crisis has erupted, it can be cured only
with great difficulty and considerable suffering. But it is
em nently preventabl e.

Entrepreneurs starting new ventures are rarely unm ndful of
nmoney; on the contrary, they tend to be greedy. They therefore
focus on profits. But this is the wong focus for a new venture,
or rather, it should conme last rather than first. Cash fl ow,
capital, and controls should be enphasized in the early stages.
Wthout them the profit figures are fiction—good for twelve to
ei ghteen nont hs, perhaps, after which they evaporate.

Gowh has to be fed. In financial terns this means that growth

in a new venture dermands addi ng financial resources rather than
taking themout. G owth needs nore cash and nore capital. If the
growi ng new venture shows a “profit,” it is a fiction: a
bookkeeping entry put in only to bal ance the accounts. And since
taxes are payable on this fiction in nbost countries, it creates a
liability and a cash drain rather than “surplus.” The healthier a
new venture and the faster it grows, the nore financial feeding it
requires. The new ventures that are the darlings of the newspapers
and the stock market newsletters, the new ventures that show rapid



profit growmh and “record profits,” are those nost likely to run
into desperate trouble a couple of years |later.

The new venture needs cash-fl ow anal ysis, cash-flow forecasts,
and cash managenent. The fact that Anerica s new ventures of the
| ast few years (with the significant exception of high-tech
conpani es) have been doing so nmuch better than new ventures used
to do is largely because the new entrepreneurs in the United

St ates have | earned that entrepreneurship denmands financi al
managenent .

Cash managenent is fairly easy if there are reliable cash-flow
forecasts, with “reliable,” meaning “worst case,” assunptions
rather than hopes. There is an old banker’s rule of thunb,
according to which in forecasting cash incone and cash outl ays one
assunes that bills will have to be paid sixty days earlier than
expected and receivables will cone in sixty days later. If the
forecast is overly conservative, the worst that can happen—t
rarely does in a grow ng new venture—+s a tenporary cash surpl us.

A growi ng new venture should know twel ve nont hs ahead of tine

how nmuch cash it will need, when, and for what purposes. Wth a
year’s lead tinme, it is alnost always possible to finance cash
needs. But even if a new venture is doing well, raising cash in a
hurry and in a “crisis” is never easy and al ways prohibitively
expensi ve. Above all, it always sidetracks the key people in the
conpany at the nost critical time. For several nonths they then
spend their tine and energy running fromone financial institution
to anot her and cranking out one set of questionable financial
projections after another. In the end, they usually have to
nortgage the long-range future of the business to get through a

ni nety-day cash bind. Wien they finally are able again to devote
time and thought to the business, they have irrevocably m ssed the
maj or opportunities. For the new venture, alnost by definition, is
under cash pressure when the opportunities are greatest.

The successful new venture will also outgrowits capital
structure. Arule of thunb with a good deal of enpirical evidence
to support it says that a new venture outgrows its capital base
with every increase in sales (or billings) of the order of 40 to
50 percent. After such growh, a new venture al so needs a new and
different capital structure, as a rule. As the venture grows,
private sources of funds, whether fromthe owners and their
famlies or fromoutsiders, becone inadequate. The conpany has to



find access to nuch | arger pools of noney by going “public,” by
finding a partner or partners anong established conpanies, or by
rai sing noney frominsurance conpani es and pension funds. A new
venture that had been financed by equity noney now needs to shift
to long-termdebt, or vice versa. As the venture grows, the

exi sting capital structure always becones the wong structure and
an obstacl e.

Finally, the new venture needs to plan the financial systemit
requires to manage grow h. Again and again, a growi ng new venture
starts off with an excellent product, excellent standing inits
mar ket, and excell ent growth prospects. Then suddenly everything
goes out of control: receivables, inventory, manufacturing costs,
adm ni strative costs, service, distribution, everything. Once one
area gets out of control, all of themdo. The enterprise has
outgrown its control structure. By the tine control has been
reestabl i shed, markets have been | ost, custoners have becone
disgruntled if not hostile, distributors have lost their
confidence in the conmpany. Wrst of all, enployees have | ost trust
i n managenent, and with good reason.

Fast grow h al ways makes obsol ete the existing controls. Again,
a growh of 40 to 50 percent in volune seens to be the critica
figure.

Once control has been lost, it is hard to recapture. Yet the

| oss of control can be prevented quite easily. Wiat is needed is
first to think through the critical areas in a given enterprise.
In one, it may be product quality; in another, service; in a
third, receivables and inventory; in a fourth, manufacturing
costs. Rarely are there nore than four or five critical areas in
any given enterprise. (Managerial and adm nistrative overhead
shoul d, however, always be included. A disproportionate and fast
increase in the percentage of revenues absorbed by nanagerial and
adm ni strative overhead, which nmeans that the enterprise hires
manageri al and adm nistrative people faster than it actually
grows, is usually the first sign that a business is getting out of
control, that its managenent structure and practices are no | onger
adequate to the task.)

To live up to its growth expectations, a new venture mnust
establish today the controls in these critical areas it wll need
three years hence. El aborate controls are not necessary nor does
it matter that the figures are only approximate. What matters is



that the managenent of the new venture is aware of these critica
areas, is being rem nded of them and can thus act fast if the
need arises. Disarray nornally does not appear if there is
adequate attention to the key areas. Then the new venture w ||
have the controls it needs when it needs them

Fi nanci al foresight does not require a great deal of tine. It
does require a good deal of thought, however. The technical tools
to do the job are easily available; they are spelled out in nost
texts on managerial accounting. But the work will have to be done
by the enterprise itself.

Bui |l ding a Top Managenent Team

The new venture has successfully established itself in the

right market and has then successfully found the financi al
structure and the financial systemit needs. Nonetheless, a few
years later it is still prone to run into a serious crisis. Just
when it appears to be on the threshold of becom ng an “adult”—a
successful, established, going concern—+t gets into trouble nobody
seens to understand. The products are first-rate, the prospects
are excellent, and yet the business sinply cannot grow. Neither
profitability nor quality, nor any of the other mmjor areas

per formns.

The reason is always the sane: a |ack of top managenent. The

busi ness has out grown bei ng nanaged by one person, or even two
people, and it now needs a nanagenent teamat the top. If it does
not have one already in place at the tine, it is very late—+n
fact, usually too |l ate. The best one can then hope is that the
busi ness will survive. But it is likely to be permanently crippled
or to suffer wounds that will bleed for many years to cone. Mrale
has been shattered and enpl oyees throughout the conpany are

di sillusioned and cynical. And the people who founded the business
and built it al nost always end up on the outside, enbittered and
di senchant ed.

The renedy is sinple: to build a top managenent team before the
venture reaches the point where it nust have one. Teans cannot be
formed overnight. They require |long periods before they can
function. Teans are based on nutual trust and nutual
understanding, and this takes years to build up. In ny experience,
three years is about the mninmm

But the snmall and grow ng new venture cannot afford a top



managenent team it cannot sustain half a dozen people with big
titles and corresponding salaries. In fact, in the small and
growi ng busi ness, a very small nunber of people do everything as
it cones along. How, then, can one square this circle?

Again, the renedy is relatively sinple. But it does require the
will on the part of the founders to build a teamrather than to
keep on running everything thenselves. If one or two people at the
top believe that they, and they al one, nust do everything, then a
managenent crisis a few nonths, or at the latest, a few years down
t he road becones inevitable.

Whenever the objective economic indicators of a new
vent ur e—nar ket surveys, for instance, or denographic

anal ysi s—+ndi cate that the business nay double within three or
five years, then it is the duty of the founder or founders to
buil d the managenent teamthe new venture will very soon require.
This is preventive nedicine, so to speak.

First of all, the founders, together with other key people in

the firm wll have to think through the key activities of their
busi ness. What are the specific areas upon which the survival and
success of this particul ar business depend? Mst of the areas w |
be on everyone's list. But if there are divergencies and

di ssents—and there should be on a question as inportant as

t hi s—they shoul d be taken seriously. Every activity that any
menber of the group thinks belongs there should go down on the
list.

The key activities are not to be found in books. They energe
fromanalysis of the specific enterprise. Two enterprises that to
an outsider appear to be in an identical |ine of business nmay well
end up defining their key activities quite differently. One, for

i nstance, may put production in the center; the other, custoner
service. Only two key activities are always present in any

organi zation: there is always the nmanagenent of people and there
is always the managenent of noney. The rest has to be determ ned
by the people within | ooking at the enterprise and at their own

j obs, val ues, and goal s.

The next step is, then, for each nenber of the group, beginning
with the founder, to ask: “Wat are the activities that |I am doing
wel | ? And what are the activities that each of ny key associ ates
inthis business is actually doing well?” Again, there is going to



be agreenent on nost of the people and on nost of their strengths.
But, again, any disagreenent should be taken seriously.

Next, one asks: “Wich of the key activities should each of us,
therefore, take on as his or her first and najor responsibility
because they fit the individual’'s strengths? Wich individual fits
whi ch key activity?”

Then the work on building a team can begin. The founder starts
to discipline hinmself (or herself) not to handl e people and their
problens, if this is not the key activity that fits him best.
Perhaps this individual’s key strength is new products and new
technol ogy. Perhaps this individual’s key activity is operations,
manuf acturi ng, physical distribution, service. O perhaps it is
nmoney and finance and someone el se had better handl e people. But
all key activities need to be covered by soneone who has proven
ability in performnce.

There is no rule that says, A chief executive has to be in

charge of this or that. O course, a chief executive is the court
of last resort and has ultinate accountability. And the chief
executive also has to make sure of getting the information
necessary to assune this ultinmte accountability. The chief
executive’'s owmn work, however, depends on what the enterprise
requires and on who the individual is. As long as the CEO s work
program consi sts of key activities, he or she does a CEO s job.
But the CEO also is responsible for making sure that all the other
key activities are adequately covered.

Finally, goals and objectives for each area need to be set.
Everyone who takes on the primary responsibility for a key
activity, whether product devel opnent or people, or noney, nust be
asked: “What can this enterprise expect of you? What should we
hol d you accountable for? What are you trying to acconplish and by
what tinme?” But this is elenentary nanagenent, of course.

It is prudent to establish the top managenent teaminformally

at first. There is no need to give people titles in a new and
growi ng venture, or to make announcenents, or even to pay extra.
Al'l this can wait a year or so, until it is clear that the new
setup works, and how. In the nmeantine, all the nenbers of the team
have much to learn: their job, how they work together, and what
they have to do to enable the CEO and their colleagues to do their
jobs. Two or three years |ater, when the grow ng venture needs a



top managenent team it has one.

However, should it fail to provide for a top managenent

structure before it actually needs one, it will |lose the capacity
to manage itself long before it actually needs to. The founder

wi || have becone so overl oaded that inportant tasks will not get
done. At that point the conpany can go one of two ways. The first
possibility is that the founder concentrates only on the one or
two areas that fit his or her abilities and interests. Although
those are key areas, they are not the only crucial ones, and no
one will be left to | ook after the business’s other vital areas.
Two years |later those will have been slighted and the business
will be in dire straits. The other, worse, possibility is that the
founder is in fact conscientious. He knows that people and noney
are key areas of concern and need to be taken care of. However,
his own abilities and interests, which actually built the

busi ness, are in the design and devel opnent of new products; but
bei ng conscientious, he forces hinself to focus on people and
finance. Since he is not very gifted in either area, he does
poorly in both. It also takes himforever to reach decisions or to
do any work in these areas, so that he is forced, by lack of tine,
to neglect what he is really good at and what the conpany depends
on himfor, the devel opnent of new technol ogy and new products.
Three years later the conpany will have becone an enpty shel

wi t hout the products it needs, but also w thout the nmanagenent of
peopl e and the managenent of noney it needs.

In the first exanple, it may be possible to save the conpany.

After all, it has the products. But the founder will inevitably be
removed by whoever cones in to salvage the conpany. In the second
case, the conpany usually cannot be saved at all and has to be
sol d or |iquidated.

Long before it has reached the point where it needs the bal ance
of a top managenent team the new venture has to create one. Long
before the tinme has cone at which managenent by one person no

| onger wor ks and becones m smanagenent, that one person al so has
to start learning howto work with coll eagues, has to learn to
trust people, yet also howto hold them accountabl e. The founder
has to |l earn to becone the | eader of a teamrather than a “star”
with “hel pers.”

“Where Can | Contri bute?”
Bui | ding a top nanagenent team may be the single nost inportant



step toward entrepreneurial managenent in the new venture. It is
only the first step, however, for the founders thensel ves, who
then have to think through what their own future is to be.

As a new venture devel ops and grows, the roles and

rel ati onshi ps of the original entrepreneurs inexorably change. If
the founders refuse to accept this, they will stunt the business
and nmay even destroy it.

Every founder-entrepreneur nods to this and says, “Amen.”

Everyone has horror stories of other founder-entrepreneurs who did
not change as the venture changed, and who then destroyed both the
busi ness and t hensel ves. But even anong the founders who can
accept that they thensel ves need to do sonething, few know how to
tackl e changing their own roles and relationships. They tend to
begin by asking, “Wat do | like to do?” O at best, “Were do |
fit in?” The right question to start with is, “Wiat wll the
venture need objectively by way of managenent from here on out?”
And in a growi ng new venture, the founder has to ask that question
whenever the business (or the public-service institution) grows
significantly or changes direction or character, that is, changes
its products, services, markets, or the kind of people it needs.

The next questions the founder nust ask are: “Wat am | good

at? What, of all these needs of the venture, could |I supply, and
supply with distinction?” Only after having thought through those
two questions should a founder then ask: “What do | really want to

do, and believe in doing? Wat am| willing to spend years on, if
not the rest of ny life? Is this something the venture really
needs? Is it a major, essential, indispensable contribution?”

But the questions of what a venture needs, what the strengths
of the founder-entrepreneur are, and what he or she wants to do
m ght be answered quite differently.

Edw n Land, for instance, the man who invented Pol aroi d gl ass

and the Pol aroid canera, ran the conpany during the first twelve
or fifteen years of its life, until the early 1950s. Then it began
to grow fast. Land thereupon designed a top managenent team and
put it in place. As for hinself, he decided that he was not the
right man for the top managenent job in the conmpany: what he and
he al one could contribute was scientific innovation. Accordingly,
Land built hinself a |aboratory and established hinself as the
conpany’s consulting director for basic research. The conpany



itself, in its day-to-day operations, was |left to others to run.

Ray Kroc, the man who conceived and built MDonal d’ s, reached a
sim lar conclusion. He renained president until he died well past
the age of eighty. But he put a top managenent teamin place to
run the conpany and appoi nted hinself the conpany’ s “marketing
conscience.” Until shortly before his death, he visited two or
three McDonal d’s restaurants each week, carefully checking their
food quality, the level of cleanliness and friendliness and so on.
Above all, he | ooked at the custoners, talked to them and
listened to them This enabled the conpany to make the necessary
changes to retain its |leadership in the fast-food industry.

These questions may not always | ead to such happy endi ngs. They
may even |ead to the decision to | eave the conpany.

In one of the nobst successful new financial services ventures
inthe United States, that is what the founder concluded. He did
establish a top managenent team He asked what the conpany needed.
He | ooked at hinself and his strengths, and he found no match

bet ween the needs of the conpany and his own abilities, |let alone
bet ween the needs of the conpany and the things he wanted to do.
“I trained my own successor for about eighteen nonths, then turned
t he conpany over to himand resigned,” he said. Since then he has
started three new busi nesses, not one of themin finance, has
devel oped t hem successfully to nedium size, and then quit again.
He wants to devel op new busi nesses but does not enjoy running
them He accepts that both the businesses and he are better off

di vorced from one anot her.

O her entrepreneurs in this same situation m ght reach

di fferent conclusions. The founder of a well-known nmedical clinic,
a leader inits particular field, faced a simlar dilenmma. The
needs of the institution were for an adm nistrator and
nmoney-raiser. H's own inclinations were to be a researcher and a
clinician. But he realized that he was good at raising noney and
capable of learning to be the chief executive officer of a fairly
| arge health-care organi zation. “And so,” he says, “I felt it ny
duty to the venture | had created, and to nmy associates in it, to
suppress nmy own desires and to take on the job of chief

adm ni strator and noney-raiser. But | would never have done so had
| not known that | had the abilities to do the job, and if ny

advi sers and ny board had not all assured nme that | had these
abilities.”



The question Where do | bel ong? needs to be faced up to and

t hought through by the founder-entrepreneur as soon as the venture
shows the first signs of success. But the question can be faced up
to much earlier. Indeed, it mght be best thought through before
the new venture is even started.

That is what Soichiro Honda, the founder and buil der of Honda

Mot or Conpany in Japan, did when he decided to open a snal

busi ness in the darkest days after Japan’s defeat in World War I1.
He did not start his venture until he had found the right man to
be his partner and to run adm nistration, finance, distribution,
mar ket i ng, sal es, and personnel. For Honda had decided fromthe
outset that he belonged in engineering and production and woul d
not run anything el se. That decision rmade the Honda Mot or Conpany.

There is an earlier and even nore instructive exanple, that of
Henry Ford. Wen Ford decided in 1903 to go into business for

hi nsel f, he did exactly what Honda did forty years |ater: before
starting, he found the right man to be his partner and to run the
areas where Ford knew he did not bel ong—adm nistration, finance,
di stribution, marketing, sales, and personnel. Like Honda, Henry
Ford knew that he bel onged in engineering and nmanufacturing and
was going to confine hinself to those two areas. The man he found,
James Couzens, contributed as nmuch as Ford to the success of the
conpany. Many of the best-known policies and practices of the Ford
Mot or Conpany for which Henry Ford is often given credit—the
famous five-dollar-a-day wage of 1913, or the pioneering

di stribution and service policies, for exanpl e—ere Couzens’s
ideas and at first resisted by Ford. So effective did Couzens
beconme that Ford grew increasingly jealous of himand forced him
out in 1917. The last straw was Couzens’s insistence that the
Model T was obsol escent and his proposal to use sone of the huge
profits of the conpany to start work on a successor.

The Ford Mdtor Conpany grew and prospered to the very day of
Couzens’s resignation. Wthin a few short nonths thereafter, as
soon as Henry Ford had taken every single top nmanagenent function
into his own hands, forgetting that he had known earlier where he
bel onged, the Ford Mdtor Conpany began its |ong decline. Henry
Ford clung to the Model T for a full ten years, until it had
becone literally unsal able. And the conmpany’s decline was not
reversed until thirty years after Couzens’s di sm ssal when, with
hi s grandfather dying, a very young Henry Ford Il took over the



practical ly bankrupt busi ness.

The Need for Qutside Advice

These | ast cases point up an inportant factor for the
entrepreneur in the new and growi ng venture, the need for
i ndependent, objective outside advice.

The grow ng new venture may not need a formal board of

directors. Morreover, the typical board of directors very often
does not provide the advice and counsel the founder needs. But the
f ounder does need people with whom he can di scuss basi c deci sions
and to whom he listens. Such people are rarely to be found within
the enterprise. Sonebody has to chall enge the founder’s apprai sal
of the needs of the venture, and of his own personal strengths.
Sonmeone who is not a part of the problem has to ask questions, to
revi ew deci sions, and above all, to push constantly to have the

| ong-term survival needs of the new venture satisfied by building
in the market focus, supplying financial foresight, and creating a
functioning top managenent team This is the final requirenent of
entrepreneurial managenent in the new venture.

The new venture that builds such entrepreneurial managenent
into its policies and practices will beconme a flourishing | arge
busi ness.

In so many new ventures, especially high-tech ventures, the

t echni ques discussed in this chapter are spurned and even

despi sed. The argunment is that they constitute “managenent” and
“We are entrepreneurs.” But this is not informality; it is
irresponsibility. It confuses manners and substance. It is old

wi sdomthat there is no freedom except under the |law. Freedom
without lawis |icense, which soon degenerates into anarchy, and
shortly thereafter into tyranny. It is precisely because the new
venture has to maintain and strengthen the entrepreneurial spirit
that it needs foresight and discipline. It needs to prepare itself
for the demands its own success will make of it. Above all, it
needs responsibility—and this, in the |last analysis, is what
entrepreneuri al nmanagenent supplies to the new venture.

12.

ENTREPRENEURI AL STRATEGQ ES

Just as entrepreneurship requires entrepreneurial nmanagenent,
that is, practices and policies within the enterprise, so it
requires practices and policies outside, in the marketplace. It



requires entrepreneurial strategies.

O late, “strategy in business” has becone the “in” word, with
any nunber of books witten about it. However, | have not cone
across any discussion of entrepreneurial strategies. Yet they are
inmportant; they are distinct; and they are different.

There are four specifically entrepreneurial strategies.
1. “Being fustest with the nostest”

2. “Htting themwhere they ain't”

3. Finding and occupying a specialized “ecol ogi cal niche”

4. Changi ng the econonic characteristics of a product, a
mar ket, or an industry

These four strategies are not nutually exclusive. One and the
sane entrepreneur often conbines elenents of two, sonetines even
three, in one strategy. They are al so not always sharply
differentiated; the sanme strategy might, for instance, be
classified as “hitting themwhere they ain't” or “finding and
occupying a specialized *ecological niche.”” Still, each of these
four has its prerequisites. Each fits certain kinds of innovation
and does not fit others. Each requires specific behavior on the
part of the entrepreneur. Finally, each has its own limtations
and carries its own risks.

“Being Fustest with the Mstest”

“Being fustest with the nostest” was how a Confederate cavalry
general in Anerica s CGvil War expl ained consistently winning his
battles. In this strategy the entrepreneur ains at |eadership, if
not at dom nance of a new market or a new industry. “Being fustest
with the nostest” does not necessarily aimat creating a big

busi ness right away, though often this is indeed the aim But it
ainms fromthe start at a permanent | eadership position.

“Being fustest with the nostest” is the approach that nany
peopl e consider the entrepreneurial strategy par excellence.

I ndeed, if one were to go by the popul ar books on entrepreneurs,
one woul d concl ude that “being fustest with the nostest” is the
only entrepreneurial strategy—and a good many entrepreneurs,
especially the high-tech ones, seemto be of the sane opinion.



They are wong, however. To be sure, a good nany entrepreneurs
have i ndeed chosen this strategy. Yet “being fustest with the
nostest” is not even the dom nant entrepreneurial strategy, |et
al one the one with the |l owest risk or the highest success ratio.
On the contrary, of all entrepreneurial strategies it is the
greatest ganble. And it is unforgiving, nmaking no allowances for
m st akes and permtting no second chance.

But if successful, “being fustest with the nostest” is highly
rewar di ng.

Here are sone exanples to show what this strategy consists of
and what it requires.

Hof f mann- LaRoche of Basel, Switzerland, has for nany years been
the world' s largest and in all probability its nost profitable
pharmaceutical conpany. But its origins were quite hunble: until

t he m d-1920s, Hof f mann-LaRoche was a small and struggling

manuf acturing chem st, making a few textile dyes. It was totally
overshadowed by the huge German dye-stuff makers and two or three
much bi gger chemical firnms in its own country. Then it ganbl ed on
the newly discovered vitanmins at a tine when the scientific world
still could not quite accept that such substances existed. It
acquired the vitam n patents—nobody el se wanted them It hired the
di scoverers away from Zurich University at several tines the

sal aries they could hope to get as professors, salaries even

i ndustry had never paid before. And it invested all the noney it
had and all it could borrow in manufacturing and marketing these
new subst ances.

Sixty years later, long after all vitam n patents have expired,
Hof f mann- LaRoche has nearly half the world s vitam n market, now
anounting to billions of dollars a year.

Du Pont followed the sane strategy. Wien it canme up with nyl on,
the first truly synthetic fiber, after fifteen years of hard,
frustrating research, Du Pont at once nounted nassive efforts,
built huge plants, went into nass advertisi ng—the conpany had
never before had consunmer products to adverti se—and created the
i ndustry we now call plastics.

Not every “being fustest with the nostest” strategy needs to
aimat creating a big business, though it nust always ai m at



creating a business that dom nates its market. The 3M Conpany in
St. Paul, Mnnesota, does not—as a matter of deliberate policy, it
seens—attenpt an innovation that mght result in a big business by
itself. Nor does Johnson & Johnson, the health-care and hygi ene
producer. Both conpanies are anong the nost fertile and nost
successful innovators. Both look for innovations that will lead to
medi um si zed rather than to giant enterprises, which are, however,
dom nant in their markets.

Per haps because “being fustest with the nostest” nust aim at
creating sonmething truly new, sonething truly different,
nonexperts and outsiders seemto do as well as the experts, in
fact, often better. Hoffmann-LaRoche, for instance, did not owe
its strategy to chem sts, but to a nusician who had narried the
gr anddaught er of the conpany’s founder and needed nore noney to
support his orchestra than the conmpany then provided through its
meager dividends. To this day the conpany has never been managed
by chem sts, but always by financial nmen who have nmade their
career in a mgjor Sw ss bank.

The strategy of “being fustest with the nostest” has to hit

right on target or it msses altogether. O, to vary the netaphor,
“being fustest with the nostest” is very nuch |like a noon shot: a
deviation of a fraction of a mnute of the arc and the mssile

di sappears into outer space. And once |aunched, the “being fustest
with the nostest” strategy is difficult to adjust or to correct.

To use this strategy, in other words, requires thought and
careful analysis. The “entrepreneur” who dom nates so nuch of the
popul ar literature or who is portrayed in Holl ywod novies, the
person who suddenly has a “brilliant idea” and rushes off to put
it into effect, is not going to succeed with it.

There has to be one clear-cut goal and all efforts have to be
focused on it. And when those efforts begin to produce results,
t he innovator has to be ready to nobilize resources nassively.

Then, after the innovation has becone a successful business,

the work really begins. Then the strategy of “being fustest with
the nostest” demands substantial and continuing efforts to retain
a | eadership position; otherwi se, all one has done is create a

mar ket for a conpetitor. The innovator has to run even harder now
that he has | eadership than he ran before and to continue his

i nnovative efforts on a very large scale. The research budget nust



be hi gher after the innovation has successfully been acconpli shed
than it was before. New uses have to be found; new custoners nust
be identified, and persuaded to try the new materials. Above all,
the entrepreneur who has succeeded in “being fustest with the
nostest” has to nake his product or his process obsolete before a
conpetitor can do it. Wrk on the successor to the successful
product or process has to start imediately, with the sane
concentration of effort and the sane investnent of resources that
led to the initial success.

Finally, the entrepreneur who has attained | eadership by "being
fustest with the nostest” has to be the one who systematically
cuts the price of his own product or process. To keep prices high
sinply holds an unbrella over potential conpetitors and encourages
t hem

The strategy of “being fustest with the nostest” is indeed so
risky that an entire major strategy is based on the assunption
that “being fustest with the nostest” wll fail far nore often
than it can possibly succeed. It will fail because the wll is
lacking. It will fail because efforts are inadequate. It will fail
because, despite successful innovation, not enough resources are
depl oyed, are available, or are being put to work to exploit
success, and so on. Wile the strategy is indeed highly rewarding
when successful, it is nmuch too risky and nuch too difficult to be
used for anything but major innovations.

In nost cases alternative strategies are avail able and

preferabl e—Aot primarily because they carry |l ess risk, but because
for nost innovations the opportunity is not great enough to
justify the cost, the effort, and the investnent of resources
required for the “being fustest with the nostest” strategy.

Creative Imtation

Two conpletely different entrepreneurial strategies were sumred
up by anot her battle-w nning Confederate general in Arerica' s
Cvil War, who said, “Ht themwhere they ain’t.” They m ght be
called creative imtation and entrepreneurial judo, respectively.

Creative imtation is clearly a contradiction in ternms. Wat is
creative must surely be original. And if there is one thing
imtation is not, it is “original.” Yet the termfits. It
describes a strategy that is “imtation” in its substance. Wat
the entrepreneur does is sonething sonebody el se has al ready done.



But it is “creative” because the entrepreneur applying the
strategy of “creative imtation” understands what the innovation
represents better than the people who nade it and who i nnovat ed.

The forenost practitioner of this strategy and the nost
brilliant one is IBM And the Japanese Hattori Conpany, whose
Sei ko wat ches have becone the world s | eader, also owes its
dom nation of the market to creative imtation

In the early 1930s, IBMbuilt a high-speed cal cul ati ng machi ne

to do calculations for the astrononers at New York’'s Col unbi a
University. A few years later it built a machine that was already
designed as a conputer—again, to do astronom cal cal cul ati ons,
this time at Harvard. And by the end of World War |1, |BM had
built a real computer—the first one, by the way, that had the
features of the true conputer: a “nmenory” and the capacity to be
“programmed.” And yet there are good reasons why the history books
pay scant attention to IBMas a conputer innovator. For as soon as
it had finished its advanced 1945 conputer—the first conputer to
be shown to a lay public in its showoomin mdtown New York,
where it drew i nmense crowds—+BM abandoned its own design and
switched to the design of its rival, the EN AC devel oped at the
Uni versity of Pennsylvania. The ENIAC was far better suited to
busi ness applications such as payroll, only its designers did not
see this. IBMstructured the ENIAC so that it could be
manuf act ured and serviced and could do nmundane “nunber crunching.”
Wien |BM s version of the ENI AC cane out in 1953, it at once set
the standard for conmercial, multipurpose, nainfrane conputers.

This is the strategy of “creative imtation.” It waits until
sonmebody el se has established the new, but only “approxinmtely.”
Then it goes to work. And within a short tinme it conmes out with
what the new really should be to satisfy the custoner, to do the
wor k customers want and pay for. The creative imtation has then
set the standard and takes over the nmarket.

When sem conductors becane avail abl e, everyone in the watch

i ndustry knew that they could be used to power a watch nuch nore
accurately, nmuch nore reliably, and nuch nore cheaply than
traditional watch novenents. The Swi ss soon brought out a
quartz-powered digital watch. But they had so much investnent in
traditional watchmaking that they deci ded on a gradual

i ntroduction of quartz-powered digital watches over a |ong period
of time, during which these new tinepieces would remai n expensive



| uxuri es.

Meanwhi |l e, the Hattori Conpany in Japan had | ong been maki ng
conventional watches for the Japanese narket. It saw the
opportunity and went in for creative imtation, devel oping the
gquartz-powered digital watch as the standard tinepiece. By the
time the Swiss had woken up, it was too |late. Sei ko watches had
becone the world’ s best sellers, with the Sw ss al nost pushed out
of the market.

Li ke “being fustest with the nostest,” creative imtationis a
strategy ainmed at market or industry |leadership, if not at market
or industry dom nance. But it is nmuch less risky. By the tinme the
creative imtator noves, the market has been established and the
new venture has been accepted. Indeed, there is usually nore
demand for it than the original innovator can easily supply. The
mar ket segnmentati ons are known or at |east knowable. By then, too,
mar ket research can find out what custoners buy, how they buy,
what constitutes value for them and so on.

O course, the original innovator may do it right the first

time, thus closing the door to creative imtation. There is the
risk of an innovator bringing out and doing the right job with

vi tam ns as Hof f mann- LaRoche did, or with nylon as did Du Pont.

But the nunber of entrepreneurs engaging in creative imtation,
and their substantial success, indicates that perhaps the risk of
the first innovator’s preenpting the market by getting it right is
not an overwhel m ng one.

The creative innovator exploits the success of others. Creative
imtation is not “innovation” in the sense in which the termis
nmost commonly understood. The creative imtator does not invent a
product or service; he perfects and positions it. In the formin
which it has been introduced, it |acks sonething. It may be
addi ti onal product features. It may be segnmentation of product or
services so that slightly different versions fit slightly
different markets. It m ght be proper positioning of the product
in the market. O creative imtation supplies sonething that is
still lacking.

The creative imtator |ooks at products or services fromthe

vi ewpoi nt of the custoner. Creative imtation starts out with

mar kets rather than with products, and with custoners rather than
with producers. It is both market-focused and market-driven. But



creative imtators do not succeed by taking away custoners from

t he pioneers who have first introduced a new product or service;
they serve markets the pioneers have created but do not adequately
service. Creative imtation satisfies a demand that already exists
rat her than creating one.

The strategy has its own risks, and they are consi derabl e.
Creative imtators are easily tenpted to splinter their efforts in
the attenpt to hedge their bets. Another danger is to misread the
trend and imtate creatively what then turns out not to be the

wi nni ng devel opnent in the marketpl ace.

IBM the world s forenpst creative imtator, exenplifies these
dangers. It has successfully imtated every nmajor devel opnent in
the office-automation field. As a result, it has the |eading
product in every single area. But because they originated in
imtation, the products are so diverse and so little conpatible
with one another that it is all but inpossible to build an

i ntegrated, automated office out of |IBM building blocks. It is
thus still doubtful that I1BM can maintain |eadership in the
automated office and provide the integrated systemfor it. Yet
this is where the main nmarket of the future is going to be in al
probability. And this risk, the risk of being too clever, is
inherent in the creative imtation strategy.

Creative imtation is likely to work nost effectively in

hi gh-tech areas for one sinple reason: high-tech innovators are

| east likely to be market-focused, and nost likely to be

t echnol ogy and product-focused. They therefore tend to

m sunderstand their own success and to fail to exploit and supply
t he demand they have creat ed.

Ent repreneurial Judo

In 1947, Bell Laboratories invented the transistor. It was at

once realized that the transistor was going to replace the vacuum
tube, especially in consumer electronics such as the radio and the
brand- new tel evi sion set. Everybody knew this; but nobody did

anyt hing about it. The | eading manufacturers—at that tinme they
were all Americans—began to study the transistor and to rmake pl ans
for conversion to the transistor “sonetinme around 1970.” Till

then, they proclainmed, the transistor “would not be ready.” Sony
was practically unknown outside of Japan and was not even in
consuner electronics at the tine. But Akio Mdrita, Sony’'s
president, read about the transistor in the newspapers. As a



result, he went to the United States and bought a license for the
new transistor fromBell Labs for a ridiculous sum all of
twenty-five thousand dollars. Two years |later Sony brought out the
first portable transistor radi o, which weighed | ess than one-fifth
of conparabl e vacuum tube radi os on the market, and cost |ess than
one-third of what they cost. Three years |ater Sony had the market
for cheap radios in the United States; and two years after that,

t he Japanese had captured the radio market all over the world.

O course, this is a classic case of the rejection of the
unexpect ed success. The Anericans rejected the transistor because
it was “not invented here,” that is, not invented by one of the
electrical and electronic |eaders, RCA and CE. It is a typical
exanpl e of pride in doing things the hard way. The Anericans were
so proud of the wonderful radios of those days, the great Super
Het er odyne sets that were such marvels of craftsmanshi p. Conpared
with them they thought transistors |Iowgrade, if not indeed
beneath their dignity.

But Sony’s success is not the real story. How do we explain

that the Japanese repeated this sane strategy again and again, and
al ways with success, always surprising the Americans? The
Japanese, in other words, have been successful again and again in
practicing “entrepreneurial judo” against the Anericans.

But so were MCI and Sprint successful when they used the Bel

Tel ephone Systemis (AT&T) own pricing to take away fromthe Bel
System a very |l arge part of the |ong-distance business. So was
RCOLM when it used Bell Systenmis policies against it to take away a
| arge part of the private branch exchange (PBX) market. And so was
Citi bank when it started a consuner bank in Germany, the
Fam | i enbank (Fam |y Bank), which within a few short years cane to
dom nate Gernman consumer finance.

The German banks knew that ordi nary consuners had obt ai ned

pur chasi ng power and had becone desirable clients. They went

t hrough the notions of offering consuners banking services. But
they really did not want them Consuners, they felt, were beneath
the dignity of a najor bank, with its business custoners and its
rich investnent clients. If consuners needed an account at all,
they should have it with the postal savings bank.

Al'l these newconers—the Japanese, MCI, ROLM Citibank—practiced
“entrepreneurial judo.” O the entrepreneurial strategies,



especially the strategi es ainmed at obtaining | eadership and
dom nance in an industry or a market, entrepreneurial judo is by
all odds the least risky and the nost likely to succeed.

Every policeman knows that a habitual crimnal wll always

commt his crine the sane way—whether it is cracking a safe or
entering a building he wants to | oot. He | eaves behind a
“signature,” which is as individual and as distinct as a
fingerprint. And he will not change that signature even though it
| eads to his being caught tinme and again.

But it is not only the crimnal who is set in his habits. Al

of us are. And so are businesses and industries. The habit wll be
persisted in even though it | eads again and again to | oss of

| eadership and | oss of market. The Anerican nmanufacturers
persisted in the habits that enabl ed the Japanese to take over
their market again and again.

If the crimnal is caught, he rarely accepts that his habit has
betrayed him On the contrary, he will find all kinds of
excuses—and continue the habitual behavior that led to his being
captured. Simlarly, businesses that are being betrayed by their
habits will not admt it and will find all kinds of excuses. The
American el ectronics manufacturers, for instance, attribute the
Japanese successes to “low | abor costs” in Japan. Yet the few
Ameri can manufacturers that have faced up to reality, for exanple,
RCA and Magnavox in television sets, are able to turn out in the
United States products at prices conpetitive with those of the
Japanese, and conpetitive also in quality, despite their paying
American wages and uni on benefits. The German banks uniformy

expl ain the success of Citibank’s Fam |ienbank by its taking risks
they thensel ves woul d not touch. But Fam | ienbank has | ower credit
| osses with consumer |oans than the German banks, and its | ending
requi renents are as strict as those of the Gernmans. The Gernan
banks know this, of course. Yet they keep on explaining away their
failure and Fam |ienbank’s success. This is typical. And it
expl ai ns why the sane strategy—the sane entrepreneurial judo—an
be used over and over again.

There are in particular five fairly common bad habits that
enabl e newconers to use entrepreneurial judo and to catapult
thensel ves into a | eadership position in an industry agai nst the
entrenched, established conpani es.



1. The first is what Anerican slang calls NIH (“not invented
here”), the arrogance that | eads a conpany or an industry to
bel i eve that somethi ng new cannot be any good unl ess they

t hensel ves thought of it. And so the new invention is spurned, as
was the transistor by the Anmerican el ectronics manufacturers.

2. The second is the tendency to “creantf a market, that is, to
get the high-profit part of it.

This is basically what Xerox did and what made it an easy

target for the Japanese imtators of its copying nmachi nes. Xerox
focused its strategy on the big users, the buyers of |arge nunbers
of machi nes or of expensive, high-performance machines. It did not
reject the others; but it did not go after them In particular, it
did not see fit to give themservice. In the end it was

di ssatisfaction with the service—er rather, with the | ack of

servi ce—Xerox provided for its smaller custonmers that nade them
receptive to conpetitors’ machines.

“Creaming” is a violation of elenentary nmanagerial and econom c
precepts. It is always punished by | oss of market.

3. Even nore debilitating is the third bad habit: the belief in
“quality.” “Quality” in a product or service is not what the
supplier puts in. It is what the custoner gets out and is willing
to pay for. A product is not “quality” because it is hard to nmake
and costs a |ot of noney, as manufacturers typically believe. That
i s inconpetence. Custoners pay only for what is of use to them and
gi ves them value. Nothing el se constitutes “quality.”

4. Closely related to both “cream ng” and “quality” is the
fourth bad habit, the illusion of the “premunt price. A “prem uni
price is always an invitation to the conpetitor.

What | ooks |ike higher profits for the established |leader is in
effect a subsidy to the newconer who, in a very few years, wll
unseat the | eader and claimthe throne for hinself. “Prem unt
prices, instead of being an occasion for joy—and a reason for a
hi gher stock price or a higher price/earnings nultiple—should
al ways be considered a threat and a dangerous vul nerability.

Yet the illusion of higher profits to be achi eved through
“premuni prices is alnost universal, even though it al ways opens
the door to entrepreneurial judo.



5. Finally, there is a fifth bad habit that is typical of
establ i shed busi nesses and | eads to their downfall. They maxi m ze
rather than optim ze. As the nmarket grows and devel ops, they try
to satisfy every single user through the sane product or service.
Xerox is a good exanple of a conpany with this habit.

Simlarly, when the Japanese cane onto the market with their
copiers in conpetition with Xerox, they desi gned nachi nes t hat
fitted specific groups of users—for exanple, the small office,
whet her that of the dentist, the doctor, or the school principal.
They did not try to match the features of which the Xerox people
were the proudest, such as the speed of the machine or the clarity
of the copy. They gave the snmall office what the small office
needed nost, a sinple nachine at a | ow cost. And once they had
established thenmselves in that market, they then noved in on the
ot her markets, each with a product designed to serve optimally a
speci fic market segment.

Sony simlarly first noved into the Iow end of the radio

mar ket, the market for cheap portables with [imted range. Once it
had established itself there, it noved in on the other market
segment s.

Entrepreneurial judo ains first at securing a beachhead, and

one that the established | eaders either do not defend at all or
defend only hal fheartedl y—+he way the Germans di d not
counterattack when G tibank established its Fam |ienbank. Once

t hat beachhead has been secured, that is, once the newconers have
an adequate market and an adequate revenue stream they then nove
on to the rest of the “beach” and finally to the whole “island.”
In each case, they repeat the strategy. They design a product or a
service that is specific to a given narket segment and optimal for
it. And the established | eaders hardly ever beat themat this
gane. Hardly ever do the established | eaders nanage to change
their own behavi or before the newconers have taken over the

| eadershi p and acquired dom nance.

Entrepreneurial judo requires some degree of genuine
innovation. It is, as a rule, not good enough to offer the sane
product or the sanme service at |ower cost. There has to be
sonet hing that distinguishes it fromwhat already exists.

It is not enough, in other words, for the newconer sinply to do



as good a job as the established | eader at a | ower cost or with
better service. The newconers have to make t hensel ves di stinct.

Li ke “being fustest with the nostest” and creative imtation,
entrepreneurial judo ains at obtaining | eadership position and
eventual | y dom nance. But it does not do so by conpeting with the
| eaders—oer at | east not where the | eaders are aware of conpetitive
chal l enge or worried about it. Entrepreneurial judo “hits them
where they ain't.”

The Tol | -Gate Strategy

The entrepreneurial strategi es discussed so far, “being fustest
with the nostest,” “hitting themwhere they ain't” or creative
imtation, and entrepreneurial judo, all aimat market or industry
| eadership, if not at dom nance. The “ecol ogi cal niche” strategy
ainms at control. The strategies discussed earlier aimat
positioning an enterprise in a |large market or a major industry.
The ecol ogi cal niche strategy ains at obtaining a practical
nmonopoly in a snmall area. The first three strategies are
conpetitive strategies. The ecol ogi cal niche strategy ains at

maki ng its successful practitioners imune to conpetition and
unlikely to be challenged. Successful practitioners of “being
fustest with the nostest,” creative imtation, and entrepreneuri al
judo becone big conpanies, highly visible if not household words.
Successful practitioners of the ecol ogical niche take the cash and
let the credit go. They revel in their anonymty. Indeed, in the
nost successful uses of the ecological niche strategy, the whole
point is to be so inconspicuous, despite the product’s being
essential to a process, that no one is likely to try to conpete.

There are three distinct versions of the ecol ogical niche
strategy, each with its own requirenents, its own limtations, and
its own risks.

Tol | -gate strategy

Specialty skill strategy

Speci alty market strategy

The Al con Conpany devel oped an enzyne to elimnate the one

feature of the standard surgical operation for senile cataracts
that went counter to the rhythmand the | ogic of the process. Once
this enzyne had been devel oped and patented, it had a “toll-gate”
position. No eye surgeon would do without it. No matter what Al con
charged for the teaspoonful of enzyne that was needed for each
cataract operation, the cost was insignificant in relation to the



total cost of the operation. | doubt that any eye surgeon or any
hospital ever even inquired what the stuff cost. The total market
for this particular preparation was so smal | —aaybe fifty mllion
dollars a year worldw de—that it clearly would not have been worth
anybody’s while to try to devel op a conpeting product. There would
not have been one additional cataract operation in the world just
because this particular enzynme had beconme cheaper. All that
potential conpetitors could possibly do, therefore, would have
been to knock down the price for everybody, w thout deriving much
benefit for thensel ves.

The toll-gate position is thus in many ways the nost desirable
position a conmpany can occupy. But it has stringent requirenents.
The product has to be essential to a process. The risk of not
using it—the risk of losing an eye—nust be infinitely greater than
the cost of the product. The market mnmust be so limted that
whoever occupies it first preenpts it. It nust be a true
“ecol ogi cal niche” that one species fills conpletely, and which at
the sane tine is small and di screet enough not to attract rivals.

Such toll-gate positions are not easily found. Normally they

occur only in an incongruity situation. The incongruity, as in the
case of Alcon’s enzyme, mght be an incongruity in the rhythm or
the Il ogic of a process.

The toll-gate position also has severe limtations and serious
risks. It is basically a static position. Once the ecol ogi cal

ni che has been occupied, there is unlikely to be nuch grow h.
There is nothing the conpany that occupies the toll-gate position
can do to increase its business or to control it. No matter how
good its product or how cheap, the demand is dependent upon the
demand for the process or product to which the toll-gate product
furni shes an ingredient.

Once the toll-gate strategy has attained its objective, the
conpany is “mature.” It can only grow as fast as its end users
grow. But it can go down fast. It can becone obsol ete al nost
overnight if sonmeone finds a different way of satisfying the sane
end use.

And the toll-gate strategi st nust never exploit his nonopoly.

He nmust not becone what the Germans call a Raubritter (the English
“robber baron” does not nean quite the sane thing), who robbed and
raped the hapless travelers as they passed through the nountain



defiles and river gorges atop of which perched his castle. He nust
not abuse his nonopoly to exploit, extort, or naltreat his
custoners. |If he does, the users will put another supplier into
busi ness, or they will switch to | ess effective substitutes that
they can then control.

The Specialty Skill Strategy

Everybody knows the mmjor autonpbile naneplates. But few people
know t he nanes of the conpanies that supply the electrical and
lighting systens for these cars, and yet there are far fewer such
systens than there are autonobile naneplates: in the United
States, the Delco group of GM in Germany, Robert Bosch; in Geat
Britain, Lucas; and so on.

But once these conpani es had attained their controlling

position in their specialty skill niche, they retained it. Unlike
the toll-gate conpanies, theirs is a fairly large niche, yet it is
still unique. It was obtained by devel oping high skill at a very
early tinme. An enterprising German attained such a hold on one
specialty skill niche that gui debooks for tourists are still

call ed by his nane, “Baedeker.”

As these cases show, timng is of the essence in establishing a
specialty skill niche. It has to be done at the very begi nning of
a new i ndustry, a new custom a new market, a new trend. Karl
Baedeker published his first guidebook in 1828, as soon as the
first steanshi ps on the Rhine opened tourist travel to the mddle
cl asses. He then had the field virtually to hinmself until Wrld
War | nade Gerrman books unacceptable in Western countri es.

To attain a specialty niche always requires sonething new,
sonet hi ng added, sonething that is genuine innovation. There were
gui debooks for travel ers before Baedeker, but they confined

t hensel ves to the cultural scene—hurches, sights, and so on. For
practical details—+the hotels, the fare of the horse-drawn cabs,

t he di stances, and the proper anobunt to tip—the traveling English
mlord relied on a professional, the courier. But the mddle class
had no courier, and that was Baedeker’s opportunity. Once he had

| earned what information the traveler needed, howto get at it and
to present it (the format he established is still the one many

gui debooks follow), it would not have paid anyone to duplicate
Baedeker’s investnment and build a conpeting organi zati on.

In the early stages of a major new devel opnent, the specialty



skill niche offers an exceptional opportunity. Exanples abound.
For many, many years there were only two conpanies in the United
States nmaking airplane propellers, for instance. Both had been
started before Wrld War |

A specialty skill niche is rarely found by accident. In every
case, it results froma systematic survey of innovative
opportunities. In every case, the entrepreneur |ooks for the place
where a specialty skill can be devel oped and can give a new
enterprise a unique controlling position.

Robert Bosch spent years studying the new autonotive field to
position his new conpany where it could i medi ately establish
itself as the |leader. Ham Iton Propeller, for nmany years the

| eadi ng airplane propeller manufacturer in the United States, was
the result of a systematic search by its founder in the early days
of powered flight. Baedeker made several attenpts to start a
service for the tourist before he decided on the gui debook that

t hen bore his name and made hi m f anous.

The first point, therefore, is that in the early stages of a
new i ndustry, a new narket, or a new major trend, there is the
opportunity to search systematically for the specialty skil
opportunity—and then there is usually time to devel op a unique
skill.

The second point is that the specialty skill niche does require

a skill that is both unique and different. The early autonobile

pi oneers were, w thout exception, nmechanics. They knew a great

deal about machi nery, about nmetals, and about engines. But
electricity was alien to them It required theoretical know edge
that they neither possessed nor knew how to acquire. There were

ot her publishers in Baedeker’s tinme, but a guidebook that required
on-t he-spot gathering of an enornous anount of detailed

i nformation, constant inspection, and a staff of traveling
auditors was not within their purview

The business that establishes itself in a specialty skill niche
is therefore unlikely to be threatened by its custoners or by its
suppliers. Neither of themreally wants to get into sonething that
is so alienin skill and in tenperanent.

Third, a business occupying a specialty skill niche nust
constantly work on inproving its own skill. It has to stay ahead.



I ndeed, it has to nmake itself constantly obsol ete. The autonobile
conpanies in the early days used to conplain that Delco in Dayton,
and Bosch in Stuttgart, were pushing them They turned out
lighting systens that were far ahead of the ordinary autonobile,
ahead of what the autonobile manufacturers of the tines thought

t he custonmer needed, wanted, or could pay for, ahead very often of
what the autonobile manufacturer knew how to assenbl e.

While the specialty skill niche has unique advantages, it al so
has severe limtations. One is that it inflicts tunnel vision on
its occupants. In order to nmaintain thenselves in their
controlling position, they have to learn to | ook neither right nor
left, but directly ahead at their narrow area, their specialized
field.

A second, serious limtation is that the occupant of a

specialty skill niche is usually dependent on sonebody else to
bring his product or service to market. It becomes a conponent.
The strength of the autonobile electrical firns is that the
custoner does not know that they exist. But this is of course also
t hei r weakness.

Finally, the greatest danger to the specialty skill niche
manufacturer is for the specialty to cease being a specialty and
to becone universal

The specialty skill niche, like all ecological niches, is
[imted—+n scope as well as in tinme. Species that occupy such a

ni che, biology teaches, do not easily adapt to even snmall changes
in the external environnent. And this is true, too, of the
entrepreneurial skill species. But wwthin these limtations, the
specialty skill niche is a highly advantageous position. In a
rapi dl y expandi ng new t echnol ogy, industry, or market, it is

per haps the nost advant ageous strategy. Very few of the autonobile

makers of 1920 are still around; every one of the electrical and
lighting systens makers is. Once attained and properly maintained,
the specialty skill niche protects agai nst conpetition, precisely

because no aut onobil e buyer knows or cares who makes the
headl i ghts or the brakes. No autonobile buyer is therefore likely
to shop around for either. Once the name “Baedeker” had becone
synonynmous with tourist gui debooks, there was little danger that
anybody el se would try to nuscle in, at least not until the market
changed drastically. In a new technol ogy, a new industry, or a new
market, the specialty skill strategy offers an optimal ratio of



opportunity to risk of failure.

The Specialty Market Strategy

The major difference between the specialty skill niche and the
specialty market niche is that the fornmer is built around a
product or service and the |latter around specialized know edge of
a market. OQtherw se, they are simlar.

Two nedi um si zed conpani es, one in northern England and one in
Denmar k, supply the great nmpjority of the autonated baki ng ovens
for cookies and crackers bought in the non-Comuni st world. For
many decades, two conpani es—the two earliest travel agents, Thomas
Cook in Europe and American Express in the United States—had a
practical nonopoly on traveler’s checks.

There is, | amtold, nothing very difficult or particularly
techni cal about baki ng ovens. There are literally dozens of
conpani es around that could make themjust as well as those two
firms in England and Denmark. But these two know the market: they
know every maj or baker, and every nmjor baker knows them The

mar ket is just not big enough or attractive enough to try to
conpete with these two, as long as they remain satisfactory.
Simlarly, traveler’s checks were a backwater business until the
post-World War |l period of mass travel. They were highly
profitable since the issuer, whether Cook or Anerican Express, had
the use of the noney and kept the interest earned on it until the
pur chaser cashed the check—sonetines nonths after the checks were
purchased. But the market was not |arge enough to tenpt anyone

el se. Furthernore, traveler’s checks required a worl dw de

organi zati on, which Cook and American Express had to maintain
anyhow to service their travel custoners, and which nobody else in
t hose days had any reason to build.

The specialty market is found by | ooking at a new devel opnent

wi th the question, What opportunities are there in this that would
gi ve us a uni que niche, and what do we have to do to fill it ahead
of everybody el se? The traveler’s check was no great “invention.”
It was basically nothing nore than a letter of credit, and that
had been around for hundreds of years. What was new was that

travel er’s checks were offered—at first to the custoners of Cook
and Anerican Express, and then to the general public—+n standard
denom nations. And they could be cashed wherever Cook or Anerican
Express had an office or an agent. That made them uni quely
attractive to the tourist who did not want to carry a great dea



of cash and did not have the established banking connections to
make themeligible for a letter of credit.

There was nothing particularly advanced in the early baking

ovens, nor is there any high technology in the baking ovens
installed today. Wiat the two leading firnms did was to realize
that the act of baking cookies and crackers was noving out of the
honme and into the factory. They then studi ed what comrerci al
bakers needed so that they could manufacture the product their own
custoners, grocers and supermarkets, could in turn sell and the
housewi f e woul d buy. The baki ng ovens were not based on

engi neering but on market research; the engineering would have
been avail abl e to anyone.

The specialty market niche has the sane requirenents as the

specialty skill niche: systematic analysis of a new trend,
i ndustry, or market; a specific innovative contribution, if only a
“twst” like the one that converted the traditional letter of

credit into the nodern traveler’s check; and continual work to
i nprove the product and especially the service, so that
| eadershi p, once obtained, will be retained.

And it has the sane limtations. The greatest threat to the
specialty market position is success. The greatest threat is when
the specialty market beconmes a mass nmarket.

Travel er’s checks have now become a commodity and highly
conpetitive because travel has beconme a nass narket.

So have perfunes. A French firm Coty, created the nodern

perfunme industry. It realized that Wrld War | had changed the
attitude toward cosnetics. Wiereas before the war only “fast
worren” used cosnetics—er dared admit to their use—osnetics had
beconme accepted and respectable. By the m d-1920s, Coty had
established itself in what was al nost a nonopoly position on both
sides of the Atlantic. Until 1929 the cosnetics market was a
“specialty market,” a market of the upper mddle class. But then
during the Great Depression it exploded into a genui ne nass
market. It also split into two segnents: a prestige segnent, with
hi gh prices, specialty packaging, and specialty distribution; and
popul ar-priced, nmass brands sold in every outlet including the
supermarket, the variety store, and the drugstore. Wthin a few
short years, the specialty market dom nated by Coty had

di sappeared. But Coty could not nmake up its mnd whether to try to



beconme one of the mass marketers in cosnetics or one of the |uxury
producers. It tried to stay in a market that no | onger existed,
and has been drifting ever since.

Creating Custoner Uility

In the entrepreneurial strategies discussed so far in this
chapter, the aimis to introduce an innovation. In the
entrepreneurial strategy discussed in this section, the strategy
itself is the innovation. The product or service it carries nmay
wel | have been around a long tine. But the strategy converts this
ol d, established product or service into sonething new. It changes
its utility, its value, its econom c characteristics. Wile
physically there is no change, economcally there i s sonething

di fferent and new.

Al'l the strategies discussed in this section have one thing in
common. They create a custoner—and that is the ultinate purpose of
a business, indeed, of economc activity. But they do so in four
di fferent ways:

Creating utility

Pricing

Adapt ation to the custoner’s social and economc reality

Del i vering what represents true value to the custoner

Price is usually alnost irrelevant in the strategy of creating
utility. The strategy works by enabling custoners to do what
serves their purpose. It works because it asks, Wiat is truly a
“service,” truly a “utility” to the custoner?

Every Anerican bride wants to get one set of “good china.” A
whol e set is, however, far too expensive a present, and the people
gi ving her a weddi ng present do not know what pattern the bride
wants or what pieces she already has. So they end up giving

sonmet hing el se. The demand was there, in other words, but the
utility was |acking. A nmediumsized di nnerware manufacturer, the
Lenox Chi na Conpany, saw this as an innovative opportunity. Lenox
adapted an old idea, the “bridal register,” so that it only

“regi sters” Lenox china. The bride-to-be then picks one nerchant
whom she tells what pattern of Lenox china she wants, and to whom
she refers potential donors of wedding gifts. The nerchant then
asks the donor, “How nuch do you want to spend?” and expl ai ns,
“That will get you two coffee cups with saucers.” O the nerchant
can say, “She already has all the coffee cups; what she needs now
is dessert plates.” The result is a happy bride, a happy



weddi ng-gi ft donor, and a very happy Lenox China Conpany.

Again, there is no high technol ogy here, nothing patentable,
not hi ng but a focus on the needs of the custoner. Yet the bridal
register, for all its sinplicity—er perhaps because of it—-has nade
Lenox the favorite “good china” manufacturer and one of the nost
rapidly grow ng of nmediumsized American manufacturing conpanies.

Pricing

For many years the best-known Anerican face in the world was

that of King Gllette, which graced the wapper of every Gllette
razor bl ade sold anyplace in the world. And mllions of nen al
over the world used a Gllette razor blade every norning.

King Gllette did not invent the safety razor; dozens of them
were patented in the closing decades of the nineteenth century.

Gllette' s safety razor was no better than many others, and it

was a good deal nore expensive to produce. But Gllette did not
“sell” the razor. He practically gave it away by pricing it at
fifty-five cents retail or twenty cents whol esal e, not nmuch nore
than one-fifth of its manufacturing cost. But he designed it so
that it could use only his patented bl ades. These cost him|less

t han one cent apiece to make: he sold themfor five cents. And
since the bl ades could be used six or seven tines, they delivered
a shave at |ess than one cent apiece—er at |ess than one-tenth the
cost of a visit to a barber.

VWat Gllette did was to price what the custoner buys, nanely,

t he shave, rather than what the manufacturer sells. In the end,
the captive Gllette custoner nmay have paid nore than he woul d
have paid had he bought a conpetitor’s safety razor for five
dol | ars, and then bought the conpetitor’s blades selling at one
cent or two. Gllette' s customers surely knew this; custonmers are
nore intelligent than either advertising agencies or Ral ph Nader
believe. But Gllette s pricing nmade sense to them They were
payi ng for what they bought, that is, for a shave, rather than for
a “thing.” And the shave they got fromthe Gllette razor and the
Gllette razor bl ade was nuch nore pl easant than any shave they
coul d have given thensel ves with that dangerous weapon, the

strai ght-edge razor, and far cheaper than they could have gotten
at the nei ghborhood barber’s.

One reason why the patents on a copyi ng machi ne ended up at a



smal |, obscure conpany in Rochester, New York, then known as the
Hal oi d Conpany, rather than at one of the big printing-mchine
manuf acturers, was that none of the | arge established
manuf act urers saw any possibility of selling a copying machi ne.
Their cal cul ati ons showed that such a machi ne woul d have to sel
for at |east $4,000. Nobody was going to pay such a sumfor a
copyi ng machi ne when carbon paper cost practically nothing. Also,
of course, to spend $4,000 on a nachi ne neant a

capi tal -appropriations request, which had to go all the way up to
t he board of directors acconpani ed by a cal cul ati on showi ng the
return on investnent, both of which seenmed uni magi nable for a
gadget to help the secretary. The Hal oi d Conpany—the present
Xerox—di d a good deal of technical work to design the final

machi ne. But its major contribution was in pricing. It did not
sell the machine; it sold what the machi ne produced, copies. At
five or ten cents a copy, there is no need for a

capital -appropriations request. This is “petty cash,” which the
secretary can di sburse without going upstairs. Pricing the Xerox
machi ne at five cents a copy was the true innovation.

Most suppliers, including public-service institutions, never

think of pricing as a strategy. Yet pricing enables the custoner
to pay for what he buys—a shave, a copy of a docunent—ather than
for what the supplier nmakes. Wat is being paid in the end is, of
course, the sane anobunt. But how it is being paid is structured to
the needs and the realities of the consuner. It is structured in
accordance with what the consunmer actually buys. And it charges
for what represents “value” to the customer rather than what
represents “cost” to the supplier.

The Custoner’s Reality

The worl dwi de | eadership of the Anerican General Electric

Conmpany (GE) in large steamturbines is based on GE' s having

t hought through, in the years before Wrld War |, what its
custonmers’ realities were. Steamturbines, unlike the

pi ston-driven steam engi nes, which they replaced in the generation
of electric power, are conplex, requiring a high degree of
engineering in their design, and skill in building and fitting
them This the individual electric power conpany sinply cannot
supply. It buys a nmmjor steamturbine naybe every five or ten
years when it builds a new power station. Yet the skill has to be
kept in readiness all the tinme. The manufacturer, therefore, has
to set up and nmintain a massive consulting organization.



But, as CGE soon found out, the custoner cannot pay for

consulting services. Under Anmerican law, the state public utility
comi ssions woul d have to allow such an expenditure. In the

opi nion of the comm ssions, however, the conpanies should have
been able to do this work thensel ves. CGE also found that it could
not add to the price of the steamturbine the cost of the
consulting services that its custoners needed. Again, the public
utility conm ssions would not have accepted it. But while a steam
turbine has a very long life, it needs a new set of blades fairly
often, maybe every five to seven years, and these bl ades have to
cone fromthe naker of the original turbine. GE built up the

worl d’s forenost consulting engineering organization on electric
power stations—though it was careful not to call this consulting
engi neering but “apparatus sales”—for which it did not charge. Its
steam turbi nes were no nore expensive than those of its
conpetitors. But it put the added cost of the consulting

organi zation plus a substantial profit into the price it charged
for replacement blades. Wthin ten years all the other

manuf acturers of steam turbines had caught on and switched to the
sane system But by then GE had world market |eadershinp.

Much earlier, during the 1840s, a simlar design of product and
process to fit custoner realities led to the invention of
instal |l ment buying. Cyrus McCorm ck was one of many Anericans who
built a harvesting machi ne—+he need was obvious. And he found, as
had the other inventors of simlar machines, that he could not
sell his product. The farner did not have the purchasing power.
That the machi ne woul d earn back what it cost within two or three
seasons, everybody knew and accepted, but there was no banker then
who woul d have | ent the Anmerican farnmer the noney to buy a

machi ne. McCorm ck offered installnments, to be paid out of the
savi ngs the harvester produced over the ensuing three years. The
farmer could now afford to buy the machi ne—and he did so.

Manuf acturers are wont to talk of the “irrational custoner” (as
do econom sts, psychol ogists, and noralists). But there are no
“irrational custoners.” As an old saying has it, There are only

| azy manufacturers. The custoner has to be assuned to be rational.
H s or her reality, however, is usually quite different fromthat
of the manufacturer.

Delivering Value to the Custoner
The | ast of these innovative strategies delivers what is
“value” to the custoner rather than what is “product” to the



manufacturer. It is actually only one step beyond the strategy of
accepting the custoner’s reality as part of the product and part
of what the custonmer buys and pays for.

A medi um si zed conpany in America s M dwest supplies nore than
hal f of all the special |ubricant needed for very |arge

eart h-nmovi ng and hauling machines: the bull dozers and draglines
used by contractors building highways; the heavy equi pnment used to
remove the overlay fromstrip mnes; the heavy trucks used to hau
coal out of coal mnes; and so on. This conmpany is in conpetition
with some of the |argest oil conpanies, which can nobilize whole
battalions of lubrication specialists. It conpetes by not selling
lubricating oil at all. Instead, it sells what is, in effect,

i nsurance. What is “value” to the contractor is not |ubrication:

it is operating the equipnent. Every hour the contractor |oses
because this or that piece of heavy equi pment cannot operate costs
himinfinitely nore than he spends on lubricants during an entire
year. In all its activities there is a heavy penalty for
contractors who mss their deadlines—and they can only get the
contract by calculating the deadline as finely as possible and
raci ng agai nst the clock. What the m dwestern |ubricant nmaker does
is to offer contractors an anal ysis of the maintenance needs of
their equipnment. Then it offers them a maintenance programw th an
annual subscription price, and guarantees the subscribers that
their heavy equi pnent will not be shut down for nore than a given
nunmber of hours per year because of |ubrication problens. Needl ess
to say, the program always prescribes the manufacturer’s

| ubricant. But that is not what contractors buy. They are buying
troubl e-free operations, which are extrenely valuable to them

These exanples are |likely to be considered obvious. Surely,
anybody applying a little intelligence would have cone up with
these and simlar strategies? But the father of systematic
econom cs, David Ricardo, is believed to have said once, “Profits
are not made by differential cleverness, but by differential
stupidity.” The strategies work, not because they are clever, but
because nost suppliers—ef goods as well as of services, businesses
as well as public-service institutions—do not think. They work
preci sely because they are so “obvious.” Wiy, then, are they so
rare? For, as these exanples show, anyone who asks the question,
What does the custonmer really buy? will win the race. In fact, it
isS not even a race since nobody else is running. \Wat explains
this?



One reason is the econom sts and their concept of “value.”

Every econom cs book points out that custoners do not buy a
“product,” but what the product does for them And then, every
econon cs book pronptly drops consideration of everything except
the “price” for the product, a “price” defined as what the
custoner pays to take possession or ownership of a thing or a
service. What the product does for the custoner is never nentioned
again. Unfortunately, suppliers, whether of products or of
services, tend to foll ow the econom sts.

It is neaningful to say that “product A costs X dollars.” It is
meani ngful to say that “we have to get Y dollars for the product
to cover our own costs of production and have enough |l eft over to
cover the cost of capital, and thereby to show an adequate
profit.” But it nakes no sense at all to conclude, “. . . and
therefore the custoner has to pay the lunp sumof Y dollars in
cash for each piece of product A he buys.” Rather, the argunent
should go as follows: “Wat the custoner pays for each piece of
the product has to work out as Y dollars for us. But how the
cust oner pays depends on what makes the nbst sense to him It
depends on what the product does for the customer. It depends on
what fits his reality. It depends on what the custonmer sees as
‘value.” ”

Price initself is not “pricing,” and it is not “value.”

But this is nothing but elenmentary narketing, nost readers wll
protest, and they are right. It is nothing but elenmentary

mar keting. To start out with the custoner’s utility, with what the
custonmer buys, with what the realities of the custonmer are and
what the custoner’s values are—this is what marketing is al

about. But why, after forty years of preaching marketing, teaching

mar ket i ng, professing narketing, so few suppliers are willing to
follow, I cannot explain. The fact remains that so far, anyone who
iswilling to use marketing as the basis for strategy is likely to

acquire leadership in an industry or a market fast and al nost
w t hout ri sk.

.

THE |1 NDI VI DUAL

13.

EFFECTI VENESS MUST

BE LEARNED

To be effective is the job of the know edge worker. Wether he



or she works in a business or in a hospital, in a governnent
agency or in a labor union, in a university or in the arny, the
knowl edge worker is, first of all, expected to get the right

t hi ngs done. And this nmeans sinply that the know edge worker is
expected to be effective.

Yet people of high effectiveness are conspicuous by their

absence in know edge jobs. High intelligence is conmobn enough
anong know edge workers. Imagination is far fromrare. The |evel
of know edge tends to be high. But there seens to be little
correlation between a man’s effectiveness and his intelligence,
hi s imagi nation, or his know edge. Brilliant nmen are often
strikingly ineffectual; they fail to realize that the brilliant
insight is not by itself achievenent. They never have | earned that
i nsi ghts becone effectiveness only through hard systenatic worKk.
Conversely, in every organization there are sonme highly effective
pl odders. While others rush around in the frenzy and busyness t hat
very bright people so often confuse with “creativity,” the pl odder
puts one foot in front of the other and gets there first, |like the
tortoise in the old fable.

Intelligence, inmagination, and know edge are essenti al
resources, but only effectiveness converts theminto results. By
t hensel ves, they only set limts to what can be attai ned.

Wiy W Need Effectiveness

Al this should be obvious. But why then has so little

attention been paid to effectiveness, in an age in which there are
nmount ai ns of books and articles on every other aspect of the
executive's tasks?

One reason for this neglect is that effectiveness is the

speci fic technol ogy of the know edge worker within an

organi zation. Until recently, there was no nore than a handful of
t hese around.

For manual work, we need only efficiency, that is, the ability

to do things right rather than the ability to get the right things
done. The manual worker can always be judged in terns of the
guantity and quality of a definable and discrete output, such as a
pair of shoes. W have | earned how to neasure efficiency and how
to define quality in manual work during the |last hundred years—to
t he poi nt where we have been able to nultiply the output of the

i ndi vi dual worker trenendously.



Fornmerly, the manual wor ker—whether nachi ne operator or

front-line soldier—predomnated in all organi zations. Few people
of effectiveness were needed: mainly those at the top who gave the
orders that others carried out. They were so small a fraction of
the total work popul ation that we could, rightly or wongly, take
their effectiveness for granted. W coul d depend on the supply of
“naturals,” the few people in any area of human endeavor who
sonmehow know what the rest of us have to learn the hard way.

In fact, only a small fraction of the know edge workers of
earlier days were part of an organi zation. Mst of them worked by
t hensel ves as professionals, at nost with an assistant. Their

ef fectiveness or |ack of effectiveness concerned only thensel ves
and affected only thensel ves.

Today, however, the |arge know edge organi zation is the central
reality. Modern society is a society of |arge organized
institutions. In every one of them including the arnmed services,
the center of gravity has shifted to the know edge worker, the man
who puts to work what he has between his ears rather than the
brawn of his muscles or the skill of his hands. Increasingly, the
maj ority of people who have been school ed to use know edge,

t heory, and concept rather than physical force or manual skill
work in an organization and are effective insofar as they can nmake
a contribution to the organi zation.

Now ef f ecti veness can no |onger be taken for granted. Now it
can no | onger be negl ect ed.

The i nposi ng system of neasurenents and tests that we have

devel oped for manual work—romindustrial engineering to quality
control —+s not applicable to knowl edge work. There are few things
| ess pleasing to the Lord, and | ess productive, than an

engi neering departnment that rapidly turns out beautiful blueprints
for the wong product. Wrking on the right things is what nmakes
knowl edge work effective. This is not capable of being nmeasured by
any of the yardsticks for manual work.

Know edge wor kers cannot be supervised closely or in detail.

They can only be hel ped. But they nust direct thenselves, and they
must do so toward performance and contribution, that is, toward

ef fectiveness.



A cartoon in The New Yorker nmagazi ne showed an office on the
door of which was the | egend: Chas. Smth, General Sal es Manager,
Aj ax Soap Conpany. The walls were bare except for a big sign
saying, think. The man in the office had his feet propped up on
his desk and was bl owi ng snoke rings at the ceiling. Qutside two
ol der men went by, one saying to the other: “But how can we be
sure that Smith thinks soap?”

One can indeed never be sure what the know edge worker
t hi nks—and yet thinking is his or her specific work; it is the
know edge worker’s “doing.”

The notivation of the know edge wor ker depends on his being
effective, on being able to achieve. If effectiveness is |acking
in his work, his commitnent to work and to contribution will soon
wi ther, and he will becone a tine-server going through the notions
fromnine to five

The know edge wor ker does not produce sonething that is

effective by itself. He does not produce a physical product-—-a
ditch, a pair of shoes, a machine part. He produces know edge,

i deas, information. By thensel ves these “products” are usel ess.
Sonmebody el se, anot her person of know edge, has to take them as
his input and convert theminto his output before they have any
reality. The greatest wi sdomnot applied to action and behavior is
meani ngl ess data. The know edge worker, therefore, nust do

sonmet hing that a manual worker need not do. He nust provide

ef fectiveness. He cannot depend on the utility his output carries
with it as does a well-made pair of shoes.

The know edge worker is the one “factor of production” through
whi ch the highly devel oped societies and econom es of today—the
United States, Western Europe, Japan, and also increasingly, the
Sovi et Uni on—becone and remai n conpetitive.

Wio |I's an Executive?

Every know edge worker in a nodern organization is an

“executive” if, by virtue of his position or know edge, he or she
is responsible for a contribution that materially affects the
capacity of the organization to performand to obtain results.
This may be the capacity of a business to bring out a new product
or to obtain a larger share of a given market. It may be the
capacity of a hospital to provide bedside care to its patients,
and so on. Such a man or worman nust make deci sions; he cannot just



carry out orders. He nust take responsibility for his
contribution. And he is supposed, by virtue of his know edge, to
be better equipped to nmake the right decision than anyone el se. He
may be overridden; he nay be denoted or fired. But so long as he
has the job, the goals, the standards, and the contribution are in
hi s keepi ng.

This fact is perhaps best illustrated by a recent newspaper
interview with a young Anerican infantry captain in the Vietnam

jungl e.

Asked by the reporter, “How in this confused situation can you

retain conmand?” the young captain said, “Around here, | amonly
the guy who is responsible. If these nen don’t know what to do
when they run into an eneny in the jungle, I’'mtoo far away to

tell them M job is to make sure they know. Wat they do depends
on the situation which only they can judge. The responsibility is
al ways mne, but the decision lies wth whoever is on the spot.”

In a guerrilla war, every person is an “executive.”

Know edge work is not defined by quantity. Neither is know edge
wor k defined by its costs. Know edge work is defined by its
results. And for these, the size of the group and the magnitude of
t he managerial job are not even synptons.

Havi ng many people working in market research nay endow t he
results with that increnent of insight, imagination, and quality
that gives a conpany the potential of rapid growh and success. If
so, two hundred people are cheap. But it is just as |ikely that

t he manager will be overwhelned by all the problens two hundred
people bring to their work and cause through their interactions.
He may be so busy “managi ng” as to have no tinme for market
research and for fundanental decisions. He may be so busy checking
figures that he never asks the question, Wat do we really nean
when we say “our market”? And as a result, he may fail to notice
significant changes in the market that eventually may cause the
downfal | of his conpany.

But the individual market researcher without a staff nay be
equal |y productive or unproductive. He may be the source of the
know edge and vi sion that make his conmpany prosper. O he may
spend so much of his tinme hunting down detail s—+the footnotes
academ ci ans so often m stake for research—as to see and hear



not hing and to think even |ess.

Thr oughout every one of our know edge organi zations, we have
peopl e who nmanage no one and yet are executives. Rarely indeed do
we find a situation such as that in the Vietnamjungle, where at
any nonment, any nenber of the entire group may be called upon to
make decisions with |ife-and-death inpact for the whole. But the
chem st in the research | aboratory who decides to follow one |ine
of inquiry rather than another one may nmake the entrepreneuri al
decision that determ nes the future of his conpany. He may be the
research director. But he also nay be—and often is—a chem st with
no managerial responsibilities, if not even a fairly junior

enpl oyee. Simlarly, the decision what to consider one “product”
in the account books may be nade by a senior vice president in the
conpany. It nmay also be made by a junior. And this holds true in
all areas of today’s |arge organi zati on.

| have called “executives” those know edge wor kers, managers,

or individual professionals who are expected by virtue of their
position or their know edge to nake decisions in the normal course
of their work that have inpact on the performance and results of

t he whole. What few yet realize, however, is how many people there
are even in the nost hundrum organi zati on of today, whether

busi ness or governnent agency, research |ab or hospital, who have
to make decisions. For the authority of know edge is surely as
legitimate as the authority of position. These deci sions,

nor eover, are of the sane kind as the decisions of top managenent.

The nost subordi nate, we now know, may do the sanme kind of work
as the president of the conpany or the adm nistrator of the
government agency, that is, plan, organize, integrate, notivate,
and neasure. H s conpass nay be quite limted, but wthin his
sphere, he is an executive.

Simlarly, every decision-maker does the sane kind of work as

t he conpany president or the admnistrator. H s scope may be quite
[imted. But he is an executive even if his function or his nane
appears neither on the organi zation chart nor in the internal

t el ephone directory.

And whet her chi ef executive or beginner, he needs to be
effective.

Executive Realities



The realities of the know edge workers’ situation both demand
effectiveness fromthem and nake effectiveness exceedi ngly
difficult to achieve. |Indeed, unless they work at beconi ng
effective, the realities of their situation will push theminto
futility.

In their situation there are four major realities over which
they essentially no control. Every one of themis built into the
organi zation and into the executives’ day and work. They have no
choice but to “cooperate with the inevitable.” But every one of
these realities exerts pressure toward nonresults and
nonper f or mance.

1. The executive' s tine tends to belong to everybody else. If
one attenpted to define an “executive” operationally (that is,
through his activities), one would have to define himas a captive
of the organi zation. Everybody can nove in on his tinme, and
everybody does. There seens to be very little any one executive
can do about it. He cannot, as a rule, |ike the physician, stick
hi s head out the door and say to the nurse, “I won't see anybody
for the next half hour.” Just at this nonment, the executive's

t el ephone rings, and he has to speak to the conpany’s best
custoner or to a high official in the city admnistration or to
his boss—and the next half hour is already gone.

2. Executives are forced to keep on “operating” unless they
take positive action to change the reality in which they live and
wor K.

But events rarely tell the executive anything, |et alone the
real problem For the doctor, the patient’s conplaint is centra
because it is central to the patient. The executive is concerned
with a much nore conpl ex universe. Wat events are inportant and
rel evant and what events are nerely distractions the events

t hensel ves do not indicate. They are not even synptons in the
sense in which the patient’s narrative is a clue for the
physi ci an.

| f the executive lets the flow of events determ ne what he

does, what he works on, and what he takes seriously, he wll
fritter hinself away “operating.” He may be an excell ent person.
But he is certain to waste his know edge and ability and to throw
away what little effectiveness he m ght have achi eved. Wat the
executive needs are criteria that enable himto work on the truly



inmportant, that is, on contributions and results, even though the
criteria are not found in the flow of events.

3. The third reality pushing the executive toward

ineffectiveness is that he is within an organi zation. This nmeans
that he is effective only if and when ot her peopl e nmake use of
what he contributes. Organization is a nmeans of multiplying the
strength of an individual. It takes his know edge and uses it as
the resource, the notivation, and the vision of other know edge
wor kers. Know edge workers are rarely in synch with each other,
preci sely because they are know edge workers. Each has his or her
own skill and concerns. One may be interested in tax accounting or
in bacteriology, or in training and devel oping tonorrow s key
admnistrators in the city governnent. But the worker next door is
interested in the finer points of cost accounting, in hospital
econonmics, or in the legalities of the city charter. Each has to
be able to use what the other produces.

Usual |y the people who are nost inportant to the effectiveness
of an executive are not people over whom he has direct control.
They are people in other areas, people who in terns of

organi zation, are “sideways.” Or they are his superiors. Unless
t he executive can reach those people, can nmake his contribution
effective for themand in their work, he has no effectiveness at
al | .

4. Finally, the executive is within an organi zation

Every executive, whether his organization is a business or a
research | aboratory, a governnment agency, a large university, or
the air force, sees the inside—the organizati on—as cl ose and
imediate reality. He sees the outside only through thick and
distorting lenses, if at all. \Wat goes on outside is usually not
even known firsthand. It is received through an organi zati onal
filter of reports, that is, in an already predigested and highly
abstract formthat inposes organizational criteria of relevance on
the outside reality.

Specifically, there are no results within the organi zation. Al
the results are on the outside. The only business results, for

i nstance, are produced by a custonmer who converts the costs and
efforts of the business into revenues and profits through his

wi | lingness to exchange his purchasing power for the products or
servi ces of the business.



What happens inside any organi zation is effort and cost. To

speak of “profit centers” in a business as we are wont to do is
polite euphemism There are only effort centers. The | ess an
organi zation has to do to produce results, the better it does its
job. That it takes one hundred thousand enpl oyees to produce the
aut onobil es or the steel the market wants is essentially a gross
engi neering i nperfection. The fewer people, the snaller, the | ess
activity inside, the nore nearly perfect is the organization in
terms of its only reason for existence: the service to the

envi ronment .

An organi zation is not, |ike an animal, an end in itself, and
successful by the nere act of perpetuating the species. An

organi zation is an organ of society and fulfills itself by the
contribution it nakes to the outside environment. And yet the

bi gger and apparently nore successful an organi zation gets to be,
the nore will inside events tend to engage the interests, the
energies, and the abilities of the executive to the exclusion of
his real tasks and his real effectiveness in the outside.

Thi s danger is being aggravated today by the advent of the
conput er and of the new information technol ogy. The conputer,
bei ng a nechani cal noron, can handle only quantifiable data. These
it can handle with speed, accuracy, and precision. It wll,
therefore, grind out hitherto unobtainable quantified information
in large volunme. One can, however, by and large quantify only what
goes on inside an organi zati on—€osts and production figures,
patient statistics in the hospital, or training reports. The

rel evant outside events are rarely available in quantifiable form
until it is much too late to do anythi ng about them

This is not because our information-gathering capacity in

respect to the outside events |ags behind the technical abilities
of the conmputer. If that was the only thing to worry about, we
woul d just have to increase statistical efforts—and the conputer
itself could greatly help us to overcone this mechanica
limtation. The problemis rather that the inportant and rel evant
outside events are often qualitative and not capabl e of
guantification. They are not yet “facts.” For a fact, after all,
is an event that sonebody has defined, has classified, and, above
all, has endowed with relevance. To be able to quantify, one has
to have a concept first. One first has to abstract fromthe
infinite welter of phenonena a specific aspect that one then can



nanme and finally count.

The truly inportant events on the outside are not the trends.

They are changes in the trends. These determine ultinmately success
or failure of an organization and its efforts. Such changes,
however, have to be perceived; they cannot be counted, defined, or
classified. The classifications still produce the expected
figures—as they did for the Edsel. But the figures no |onger
correspond to actual behavior.

The conputer is a logic machine, and that is its strength-—but

also its limtation. The inportant events on the outside cannot be
reported in the kind of forma conputer (or any other logic
systen) coul d possibly handl e. Man, however, while not
particularly logical is perceptive—and that is his strength.

The danger is that executives will becone contenptuous of
information and stinuli that cannot be reduced to conputer |ogic
and conputer |anguage. Executives may beconme blind to everything
that is perception (i.e., event) rather than fact (i.e., after the
event). The trenmendous anount of conputer infornmation nmay thus
shut out access to reality.

Eventual ly the conputer—potentially by far the nost useful
managenent t ool —shoul d make executives aware of their insulation
and free themfor nore tinme on the outside. In the short run,
however, there is danger of acute “conputeritis.” It is a serious
affliction.

The conputer only makes visible a condition that existed before
it. Executives of necessity live and work within an organizati on.
Unl ess they nake conscious efforts to perceive the outside, the
inside may blind themto the true reality.

These four realities the executive cannot change. They are
necessary conditions of his existence. But he must therefore
assunme that he will be ineffectual unless he nakes special efforts
to learn to be effective.

The Prom se of Effectiveness

I ncreasing effectiveness may well be the only area where we can
hope significantly to raise the level of the know edge worker’s
per formance, achi evenent, and satisfaction.



We certainly could use people of nuch greater abilities in many

pl aces. W coul d use peopl e of broader know edge. | submt,
however, that in these two areas, not too nuch can be expected
fromfurther efforts. W nmay be getting to the point where we are
already attenpting to do the inherently inpossible or at |east the
i nherently unprofitable. But we are not going to breed a new race
of supernen. W will have to run our organizations with nmen and
wonen as they are.

The books on manager devel opnent, for instance, envisage truly

a “man for all seasons” in their picture of “the nmanager of
tonmorrow.” A senior executive, we are told, should have
extraordinary abilities as an anal yst and as a deci si on-nmaker. He
or she should be good at working with people and at under st andi ng
organi zati on and power rel ations, be good at nmathematics, and have
artistic insights and creative i magi nati on. Wiat seens to be
wanted is universal genius, and universal genius has always been
in scarce supply. The experience of the human race indicates
strongly that the only person in abundant supply is the universal
i nconpetent. We will therefore have to staff our organizations

wi th people who at best excel in one of these abilities. And then
they are nore than likely to | ack any but the npbst nobdest
endowrent in the others.

W will have to learn to build organizations in such a manner

t hat anybody who has strength in one inportant area is capabl e of
putting it to work. But we cannot expect to get the perfornmance we
need by raising our standards for abilities, |et alone by hoping
for the universally gifted person. W will have to extend the
range of human bei ngs through the tools they have to work with

rat her than through a sudden quantum junp in human ability.

The sane, nore or |less, applies to know edge. However badly we

may need people of nore and better know edge, the effort needed to
make the nmajor inprovenent nay well be greater than any possible,

| et al one any probable, return.

When “operations research” first cane in, several of the

brilliant young practitioners published their prescription for the
operations researcher of tonorrow. They al ways cane out asking for
a polymat h know ng everything and capabl e of doing superior and
original work in every area of human know edge. According to one
of these studies, operations researchers need to have advanced
know edge in sixty-two or so major scientific and humanistic



di sciplines. If such a person could be found, he would, | am
afraid, be totally wasted on studies of inventory |levels or on the
programm ng of production schedul es.

Much | ess anbitious prograns for nanager devel opnent call for

hi gh know edge in such a host of divergent skills as accounting
and personnel, marketing, pricing and econom c analysis, the
behavi oral sciences such as psychol ogy, and the natural sciences
from physics to biology and geol ogy. And we surely need peopl e who
understand the dynam cs of nodern technol ogy, the conplexity of

t he nodern world econony, and the | abyrinth of nodern governmnent.

Every one of these is a big area, is indeed too big even for

t hose who work on nothing else. The scholars tend to specialize in
fairly small segnments of each of these fields and do not pretend
to have nore than a journeyman’s know edge of the field itself.

| am not saying that one need not try to understand the
fundanmental s of every one of these areas.

One of the weaknesses of young, highly educated peopl e

t oday—whet her in busi ness, nedicine, or government—s that they
are satisfied to be versed in one narrow specialty and affect a
contenpt for the other areas. One need not know in detail what to
do with “human rel ati ons” as an accountant, or how to pronote a
new branded product if an engineer. But one has a responsibility
to know at | east what these areas are about, why they are around,
and what they are trying to do. One need not know psychiatry to be
a good urol ogist. But one had better know what psychiatry is al
about. One need not be an international |lawer to do a good job in
the Departnent of Agriculture. But one had better know enough
about international politics not to do international danage

t hrough a parochial farm policy.

This, however, is sonething very different fromthe universa
expert, who is as unlikely to occur as is the universal genius.
Instead we will have to |learn how to nake better use of people who
are good in any one of these areas. But this neans increasing
effectiveness. |If one cannot increase the supply of a resource,
one nust increase its yield. And effectiveness is the one tool to
make the resources of ability and know edge yield nore and better
results.

Ef fecti veness thus deserves high priority because of the needs



of organi zation. It deserves even greater priority as the tool of
the executive and as his access to achi evenent and perfornmance.

Can Effectiveness Be Learned?

If effectiveness were a gift people were born with, the way

they are born with a gift for nusic or an eye for painting, we
woul d be in bad shape. For we know that only a small mnority is
born with great gifts in any one of these areas. W woul d
therefore be reduced to trying to spot people with high potential
of effectiveness early and to train themas best we know to
develop their talent. But we could hardly hope to find enough
people for the executive tasks of nodern society this way. |ndeed,
if effectiveness were a gift, our present civilization would be
hi ghly vul nerable, if not untenable. As a civilization of |arge
organi zations it is dependent on a |arge supply of people capable
of being executives with a nodi cum of effectiveness.

|f effectiveness can be | earned, however, the questions arise:

What does it consist in? Wiat does one have to learn? O what kind
is the learning? Is it a knowl edge—and know edge one learns in
systematic formand through concepts? Is it a skill that one

| earns as an apprentice? Or is it a practice that one |earns

t hrough doing the sane el enentary things over and over agai n?

| have been asking those questions for a good many years. As a
consultant, | work with executives in many organi zati ons.

Ef fectiveness is crucial to nme in tw ways. First, a consultant
who by definition has no authority other than that of know edge
must hinsel f be effective—er else he is nothing. Second, the nost
effective consultant depends on people within the client

organi zation to get anything done. Their effectiveness therefore
determ nes in the | ast analysis whether a consultant contri butes
and achi eves results, or whether he is pure “cost center” or at
best a court jester.

| soon learned that there is no “effective personality.” The
effective people | have seen differ widely in their tenperanents
and their abilities, in what they do and how they do it, in their
personalities, their know edge, their interests—+n fact in al nost
everyt hing that distinguishes hunman beings. Al they have in
common is the ability to get the right things done.

Among the effective people | have known and worked wth, there
are extroverts and aloof, retiring nen, sone even norbidly shy.



Sonme are eccentrics, others painfully correct conform sts. Sone
are fat and sone are |lean. Sone are worriers; sone are rel axed.
Some drink quite heavily; others are total abstainers. Sonme are
men of great charm and warnth; sone have no nore personality than
a frozen mackerel. There are a few nen anong t hem who woul d answer
to the popular conception of a “leader.” But equally there are
colorless men who would attract no attention in a crowd. Sone are
schol ars and serious students, others alnost unlettered. Sone have
broad interests; others know nothing except their own narrow area
and care for little else. Some of the nmen are self-centered, if
not indeed selfish. But there are al so some who are generous of
heart and m nd. There are nen who live only for their work and

ot hers whose main interests lie outside—+n comunity work, in
their church, in the study of Chinese poetry, or in nodern nusic.
Anmong the effective people | have net, there are people who use

| ogic and anal ysis and others who rely mainly on perception and
intuition. There are nmen who nake decisions easily and nen who
suffer agonies every tine they have to nove.

Ef fective people, in other words, differ as wdely as

physi ci ans, hi gh-school teachers, or violinists. They differ as
wi dely as do ineffectual ones, are indeed indistinguishable from
i neffectual people in type, personality, and tal ents.

What all these effective people have in common is the practices

t hat nake effective whatever they have and whatever they are. And
t hese practices are the sane, whether he or she works in a

busi ness or in a governnent agency, as hospital admnistrator, or
as university dean.

But whenever | have found one, no matter how great the
intelligence, the industry, the imagination, or the know edge, who
fails to observe these practices, | have al so found one deficient
in effectiveness.

Ef fectiveness, in other words, is a habit; that is, a conplex

of practices. And practices can always be | earned. Practices are
sinple, deceptively so; even a seven-year-old has no difficulty in
understanding a practice. But practices are always exceedingly
hard to do well. They have to be acquired, as we all learn the

mul tiplication table; that is, repeated ad nauseamuntil “6 ¥ 6 =
36" has becone unt hi nking, conditioned reflex, and firmy

i ngrai ned habit. Practices one |earns by practicing and practicing
and practicing again.



To every practice applies what ny old piano teacher said to ne

in exasperation when | was a small boy. “You will never play
Mozart the way Arthur Schnabel does, but there is no reason in the
wor |l d why you should not play your scales the way he does.” Wat

t he piano teacher forgot to add—probably because it was so obvi ous
to her—+s that even the great pianists could not play Myzart as
they do unless they practiced their scales and kept on practicing
t hem

There is, in other words, no reason why anyone w th normal
endownent shoul d not acquire conpetence in any practice. Mastery
m ght well elude him for that one m ght need special talents. But
what is needed in effectiveness is conpetence. What i s needed are
“the scal es.”

14.

FOCUS ON CONTRI BUTI ON

The effective person focuses on contribution. He | ooks up from
his work and outward toward goals. He asks, “What can | contribute
that will significantly affect the performance and the results of
the institution | serve?” H's stress is on responsibility.

The focus on contribution is the key to effectiveness: in one’s
own work (its content, its level, its standards, and its inpacts)
in one’'s relations with others (with superiors, associates,
subordinates), and in the use of the tools of the executive such
as neetings or reports.

The great mpjority of people tend to focus downward. They are
occupied with efforts rather than with results. They worry over
what the organization and their superiors “owe” them and should do
for them And they are conscious above all of the authority they
“should have.” As a result, they render thenselves ineffectual.

The head of one of the | arge managenent consulting firns al ways
starts an assignnent with a new client by spending a few days
visiting the senior executives of the client organi zati on one by
one. After he has chatted with them about the assignnent and the
client organization, its history and its people, he asks (though
rarely, of course, in these words), “And what do you do that
justifies your being on the payroll?” The great mgjority, he
reports, answer, “l run the accounting departnent,” or “I amin
charge of the sales force.” Indeed, not uncommonly the answer is,



“l have eight hundred and fifty people working under nme.” Only a
few say, “It’s ny job to give our nmanagers the information they
need to make the right decisions,” or “I amresponsible for
finding out what products the custonmer will want tonmorrow,” or “I
have to think through and prepare the decisions the president wll
have to face tonorrow. ”

The man who focuses on efforts and who stresses his downward
authority is a subordinate no matter how exalted his title and
rank. But the man who focuses on contribution and who takes
responsibility for results, no matter how junior, is in the nost
literal sense of the phrase, “top managenent.” He hol ds hinself
accountabl e for the performance of the whole.

Own Conmi t ment

The focus on contribution turns one’s attention away fromhis

own specialty, his own narrow skills, his own departnent, and
toward the performance of the whole. It turns his attention to the
outside, the only place where there are results. He is likely to
have to think through what relationships his skills, his
specialty, his function, or his departnent have to the entire
organi zation and its purpose. He therefore will also conme to think
in ternms of the custoner, the client, or the patient, who is the
ultimte reason for whatever the organization produces, whether it
be econom c goods, governnental policies, or health services. As a
result, what he does and how he does it will be materially
different.

A large scientific agency of the U S. governnent found this out

a few years ago. The old director of publications retired. He had
been with the agency since its inception in the 1930s and was
neither scientist nor trained witer. The publications that he
turned out were often criticized for |acking professional polish.
He was repl aced by an acconplished science witer. The
publications imediately took on a highly professional |ook. But
the scientific community for whomthese publications were intended
stopped reading them A highly respected university scientist, who
had for many years worked closely with the agency, finally told
the adm nistrator, “The former director was witing for us; your
new man wites at us.”

The old director had asked the question, “What can | contribute
to the results of this agency?” H's answer was, “l can interest
the young scientists on the outside in our work, can nake them



want to come to work for us.” He therefore stressed ngjor

probl ens, nmaj or decisions, and even nmgjor controversies inside the
agency. This had brought himnore than once into head-on collision
with the adm nistrator. But the old man had stood by his guns.
“The test of our publications is not whether we |ike them the
test is how many young scientists apply to us for jobs and how
good they are,” he said.

To ask, “What can | contribute?” is to | ook for the unused
potential in the job. And what is considered excellent performance
in a good many positions is often but a pale shadow of the job’s
full potential of contribution.

Knowl edge wor kers who do not ask thensel ves, “What can
contribute?” are not only likely to aimtoo low, they are |ikely
to aimat the wong things. Above all, they may define their
contribution too narrowy.

“Contribution” may nean different things. For every

organi zati on needs perfornmance in three najor areas: direct
results, building of values and their reaffirmtion, and buil ding
and devel opi ng people for tonmorrow. If deprived of performance in
any one of these areas, it will decay and die. Al three therefore
have to be built into the contribution of every know edge worker.
But their relative inportance varies greatly with the personality
and the position of the know edge worker as well as with the needs
of the organi zati on.

The direct results of an organi zation are clearly visible, as a
rule. In a business, they are economc results such as sal es and
profits; in a hospital, they are patient care; and so on. But
sonetinmes even direct results are not totally unanmbi guous. And
when there is confusion as to what they should be, there are no
results.

Direct results always cone first. In the care and feeding of an
organi zation, they play the role calories play in the nutrition of
t he human body. But any organi zation al so needs a coonmtnent to
val ues and their constant reaffirmation, as a human body needs
vitam ns and mnerals. There has to be sonething “this

organi zation stands for,” or else it degenerates into

di sorgani zati on, confusion, and paralysis. In a business, the

val ue comm tnment may be to technical |eadership or (as in Sears,
Roebuck) to finding the right goods and services for the Anmerican



famly and to procuring themat the |owest price and the best
quality.

Val ue conmitnents, |ike results, are not unanbi guous.

The U.S. Departnent of Agriculture has for many years been torn
bet ween two fundanentally inconpatible value conm t nents—ene to
agricultural productivity and one to the “famly farni as the
“backbone of the nation.” The former has been pushing the country
toward i ndustrial agriculture, highly mechanical, highly
industrialized, and essentially a | arge-scal e comerci al business.
The latter has called for nostal gia supporting a nonproduci ng
rural proletariat. But because farm policy—at |east until very
recentl y—has wavered between two different value commtnents, al
it has really succeeded in doing has been to spend prodigi ous
anount s of noney.

Finally, organizationis, to a large extent, a neans of

overcoming the limtations nortality sets to what any one person
can contribute. An organization that is not capabl e of
perpetuating itself has failed. An organization therefore has to
provi de today the nen and wonen who can run it tonorrow. It has to
renew its human capital. It should steadily upgrade its hunman
resources. The next generation should take for granted what the
hard work and dedication of this generation has acconplished. They
shoul d then, standing on the shoulders of their predecessors,
establish a new “high” as the baseline for the generation after

t hem

An organi zation that just perpetuates today's |evel of vision,
excel | ence, and acconplishnment has |ost the capacity to adapt. And
since the one and only thing certain in human affairs is change,

it will not be capable of survival in a changed tonorrow.

Focus on contribution by itself is a powerful force in

devel opi ng peopl e. People adjust to the |level of the demands nade
on them One who sets his sights on contribution raises the sights
and standards of everyone with whom he works.

A new hospital adm nistrator, holding his first staff neeting,

t hought that a rather difficult natter had been settled to
everyone’ s satisfaction when one of the participants suddenly
asked, “Wuld this have satisfied Nurse Bryan?” At once the
argunent started all over and did not subside until a new and nuch



nore anbitious solution to the problem had been hammered out.

Nurse Bryan, the admnistrator |earned, had been a | ong-serving
nurse at the hospital. She was not particularly distinguished, had
not in fact ever been a supervisor. But whenever a decision on a
patient’s care canme up on her floor, Nurse Bryan would ask, “Are
we doing the best we can do to help this patient?” Patients on
Nurse Bryan's floor did better and recovered faster. Gadually
over the years, the whol e hospital had | earned to adopt what cane
to be known as Nurse Bryan’s Rule; had |earned, in other words, to
ask, “Are we really making the best contribution to the purpose of
this hospital ?”

Though Nurse Bryan herself had retired al nbst ten years
earlier, the standards she had set still made demands on people
who in ternms of training and position were her superiors.

Conmitnent to contribution is commtnent to responsible
effectiveness. Wthout it, a person shortchanges hinsel f, deprives
hi s organi zation, and cheats the people he works wth.

The nost comon cause of failure is inability or unwillingness

to change with the denmands of a new position. The know edge worker
who keeps on doi ng what he has done successfully before he noved
is alnmost bound to fail. Not only do the results change to which
his contribution ought to direct itself. The relative inportance
anong the three di nensions of perfornmance changes. The know edge
wor ker who fails to understand this will suddenly do the wong

t hi ngs the wong way—even t hough he does exactly what in his old
job had been the right things done the right way.

Contribution of Know edges

For the know edge worker to focus on contribution is

particularly inportant. This alone can enable himto contribute at
all.

Know edge workers do not produce a “thing.” They produce ideas,

i nformation, concepts. The know edge worker, noreover, is usually
a specialist. In fact, he can, as a rule, be effective only if he
has | earned to do one thing very well, that is, if he has
specialized. By itself, however, a specialty is a fragnent and
sterile. Its output has to be put together with the output of

ot her specialists before it can produce results.



The task is not to breed generalists. It is to enable the
specialist to nake hinself and his specialty effective. This neans
that he nust think through who is to use his output and what the
user needs to know and to understand to be able to nake productive
the fragnent the specialist produces.

The person of knowl edge has al ways been expected to take
responsibility for being understood. It is barbarian arrogance to
assunme that the layman can or should make the effort to understand
the specialist, and that it is enough if the person of know edge
talks to a handful of fellow experts who are his peers. Even in
the university or in the research |aboratory, this attitude—al as,
only too common t oday—ondemms the expert to usel essness and
converts his know edge fromlearning into pedantry. If a person
wants to be an executive—that is, if he wants to be consi dered
responsi ble for his contribution—he has to concern hinself with
the usability of his “product”—that is, his know edge.

Ef fecti ve know edge workers know this. For they are al nost

i nperceptibly led by their upward orientation into finding out
what the other fell ow needs, what the other fell ow sees, and what
the other fellow understands. Effective people find thensel ves
aski ng other people in the organi zation, their superiors, their
subordi nates, but above all, their colleagues in other areas,
“What contribution fromne do you require to nake your
contribution to the organi zati on? Wien do you need this, how do
you need it, and in what fornP”

The person who takes responsibility for his contribution wll
relate his narrow area to a genui ne whole. He may never hinself be
able to integrate a nunber of know edge areas into one. But he
soon realizes that he has to | earn enough of the needs, the
directions, the limtations, and the perceptions of others to
enable themto use his own work. Even if this does not nake him
appreciate the richness and the excitenent of diversity, it wll
give himimunity agai nst the arrogance of the |earned—that
degenerative di sease that destroys know edge and deprives it of
beauty and effectiveness.

The Ri ght Human Rel ations

Know edge workers in an organi zati on do not have good human

rel ati ons because they have a “talent for people.” They have good
human rel ati ons because they focus on contribution in their own
work and in their relationships with others. As a result, their



rel ati onships are productive—and this is the only valid definition
of “good human relations.” Warm feelings and pl easant words are
nmeani ngl ess, are indeed a false front for wetched attitudes, if
there is no achievenent in what is, after all, a work-focused and
t ask-focused rel ati onship. On the other hand, an occasional rough
word will not disturb a relationship that produces results and
acconplishnents for all concerned.

The focus on contribution by itself supplies the four basic
requi renents of effective human rel ations:

Conmmuni cat i ons

Teamwor k

Sel f - devel opnent

Devel opnent of others

1. Comruni cations have been in the center of manageri al

attention these last twenty years or nore. In business, in public

adm nistration, in armed services, in hospitals, in other words in
all the major institutions of nodern society, there has been great
concern with comruni cati ons.

Results to date have been neager. Comruni cations are by and

| arge just as poor today as they were twenty or thirty years ago
when we first becane aware of the need for, and | ack of, adequate
comuni cations in the nodern organi zation. But we are beginning to
under stand why this massive comuni cations effort cannot produce
results.

We have been working at conmuni cati ons downward from managenent

to the enployees, fromthe superior to the subordi nate. But

communi cations are practically inpossible if they are based on the
downward rel ationship. This much we have | earned fromour work in
perception and comuni cations theory. The harder the superior
tries to say sonething to his subordinate, the nore likely is it
that the subordinate will mshear. He will hear what he expects to
hear rather than what is being said.

But know edge workers who take responsibility for contribution
intheir omm work will as a rule demand that their subordinates
take responsibility, too. They will tend to ask their

subordi nates: “What are the contributions for which this

organi zation and |, your superior, should hold you accountabl e?
What shoul d we expect of you? What is the best utilization of your
know edge and your ability?” And then conmuni cati on becones



possi bl e, becones indeed easy.

Once the subordi nate has t hought through what contribution

shoul d be expected of himor her, the superior has, of course,
both the right and the responsibility to judge the validity of the
proposed contribution. According to all our experience, the

obj ectives set by subordinates for thensel ves are al nost never
what the superior thought they should be. The subordi nates or
juniors, in other words, do see reality quite differently. And the
nore capable they are, the nore willing to take responsibility,
the nore will their perception of reality and of its objective
opportunities and needs differ fromthe view of their superior or
of the organi zation. But any discrepancy between their concl usions
and what their superior expected will stand out strongly.

Who is right in such a difference is not as a rule inportant.
For effective comrunication in neaningful terns has al ready been
est abl i shed.

2. The focus on contribution |eads to conmuni cations sideways
and t hereby nakes teammork possi bl e.

The question, “Wo has to use ny output for it to becone
effective?” immedi ately shows up the inportance of people who are
not in line of authority, either upward or downward, fromand to
the individual executive. It underlines what is the reality of a
know edge organi zation: the effective work is actually done in and
by teans of people of diverse know edges and skills. Those people
have to work together voluntarily and according to the |ogic of
the situation and the demands of the task, rather than according
to a formal jurisdictional structure.

In a hospital, for instance—perhaps the nost conplex of the
noder n know edge organi zati ons—Aurses, dieticians, physical

t herapi sts, nmedical and X-ray technici ans, pharmnacol ogi sts,

pat hol ogi sts, and a host of other health-service professionals
have to work on and with the sane patient, with a m ni num of
consci ous command or control by anyone. And yet they have to work
together for a common end and in line with a general plan of
action: the doctor’s prescription for treatnent. In terns of
organi zati onal structure, each of these health-service
professionals reports to his own chief. Each operates in terns of
his own highly specialized field of know edge; that is, as a
“professional.” But each has to keep all the others inforned



according to the specific situation, the condition, and the need
of an individual patient. Qtherwise, their efforts are nore likely
to do harm than good.

In a hospital in which the focus on contribution has becone

i ngrai ned habit, there is alnost no difficulty in achieving such
teamwrk. In other hospitals this sideways conmunication, this
spont aneous sel f-organization into the right task-focused teans,
does not occur despite frantic efforts to obtain conmunications
and coordination through all kinds of conmttees, staff
conferences, bulletins, sernons, and the |iKke.

3. Individual self-developnment in | arge nmeasure depends on the
focus on contributions.

The man who asks of hinmself, What is the nost inportant
contribution | can make to the performance of this organization?
asks in effect, Wat self-devel opnment do | need? Wat know edge
and skill do | have to acquire to nake the contribution I should
be maki ng? What strengths do | have to put to work? Wat standards
do | have to set nyself?

4. The executive who focuses on contribution also stimnulates
others to devel op thensel ves, whether they are subordinates,

col | eagues, or superiors. He sets standards that are not personal
but grounded in the requirenents of the task. At the sane tine,
they are demands for excellence. For they are denmands for high
aspiration, for anbitious goals, and for work of great inpact.

We know very little about self-devel opnent. But we do know one
thing: people in general, and know edge workers in particular,
grow according to the demands they nake on thensel ves. They grow
according to what they consider to be achi evenent and attai nnment.
If they demand little of thenselves, they will remain stunted. If
t hey demand a good deal of thenselves, they will grow to giant
stature—w thout any nore effort than is expended by the

nonachi evers.

15.

KNOW YOUR STRENGTHS

AND VALUES

More and nore people in the workforce—and nost know edge

wor kers—ai || have to manage thensel ves. They wll have to place
t hensel ves where they can nake the greatest contribution; they



wi Il have to learn to develop thenselves. They will have to |learn
to stay young and nentally alive during a fifty-year working life.
They will have to | earn how and when to change what they do, how

they do it, and when they do it.

Know edge workers are likely to outlive their enploying

organi zation. Even if know edge workers postpone entry into the

| abor force as long as possible—+f, for instance, they stay in
school till their late twenties to get a doctorate—they are
likely, with present |life expectancies in the devel oped countri es,
tolive into their eighties. And they are likely to have to keep
working, if only part-tinme, until they are around seventy-five or
ol der. The average working life, in other words, is likely to be
fifty years, especially for know edge workers. But the average
life expectancy of a successful business is only thirty years—and
in a period of great turbul ence such as the one we are living in,
it isunlikely to be even that long. Increasingly, therefore,

wor kers, and especially know edge workers, will outlive any one
enpl oyer, and will have to be prepared for nore than one job, nore
t han one assignnent, nore than one career.

VWhat Are My Strengths?

Most people think they know what they are good at. They are

usual ly wong. People know what they are not good at nore

of ten—and even there people are nore often wong than right. And
yet, one can only performwith one’s strengths. One cannot build
per f ormance on weaknesses, |et al one on sonething one cannot do at
all.

For the great majority of people, to know their strengths was
irrelevant only a few decades ago. One was born into a job and
into a line of work. The peasant’s son becane a peasant. If he was
not good at being a peasant, he failed. The artisan’s son was
simlarly going to be an artisan, and so on. But now peopl e have
choi ces. They therefore have to know their strengths so that they
can know where they bel ong.

There is only one way to find out: the feedback anal ysis.

Whenever one makes a key deci sion, and whenever one does a key
action, one wites down what one expects will happen. And nine
nonths or twelve nonths |later, one then feeds back fromresults to
expectations. | have been doing this for sone fifteen to twenty
years now. And every tinme | do it, | amsurprised. And so is every
one who has ever done this.



Wthin a fairly short period of time, naybe two or three years,
this sinple procedure will tell people first where their strengths
are—and this is probably the nost inportant thing to know about
oneself. It will show themwhat they do or fail to do that
deprives themof the full yield fromtheir strengths. It will show
them where they are not particularly conpetent. And finally it

w Il show them where they have no strengths and cannot perform

Several action conclusions follow fromthe feedback anal ysi s.

The first, and nost inportant, conclusion: Concentrate on your
strengths. Pl ace yourself where your strengths can produce
performance and results.

Second: Work on inproving your strengths. The feedback anal ysis
rapi dly shows where a person needs to inprove skills or has to
acquire new know edge. It will show where existing skills and
knowl edge are no | onger adequate and have to be updated. It wll
al so show the gaps in one’s know edge.

And one can usually acquire enough of any skill or know edge
not to be inconpetent in it.

O particular inportance is the third conclusion: Identify

where intell ectual arrogance causes disabling ignorance. The

f eedback anal ysis soon identifies these areas. Far too many

peopl e—and especially people with high know edge in one area-are
cont enpt uous of know edge in other areas or believe that being
“bright” is a substitute for knowi ng. And then the feedback

anal ysis soon shows that a main reason for poor performance is the
result of sinply not know ng enough, or the result of being

cont enpt uous of know edge outside one’s own specialty.

An equal ly inportant action conclusion is: Renedy your bad
habi t s—thi ngs you do or fail to do that inhibit your effectiveness
and performance. They quickly show up in the feedback anal ysis.

But the analysis may al so show that a person fails to obtain
results because he or she | acks manners. Bright peopl e—especially
bri ght young peopl e—eften do not understand that manners are the
“lubricating oil” of an organi zation.

The next action conclusion fromthe feedback anal ysis invol ves



what not to do.

Feedi ng back fromresults to expectations soon shows where a
person should not try to do anything at all. It shows the areas in
whi ch a person | acks the m ni mum endowrent needed—and there are

al ways many such areas for any person. Not enough peopl e have even
one first-rate skill or know edge area, but all of us have an
infinite nunber of areas in which we have no talent, no skill, and
little chance to becone even nediocre. And in these areas a

per son—and especially a knowl edge wor ker—shoul d not take on work,

j obs, assignnents.

The final action conclusion is: Waste as |little effort as

possi bl e on inproving areas of | ow conpetence. Concentration
shoul d be on areas of high conpetence and high skill. It takes far
nore energy and far nore work to inprove frominconpetence to | ow
medi ocrity than it takes to inprove fromfirst-rate perfornmance to
excel l ence. And yet nost people—and equally nost teachers and nost
organi zations—try to concentrate on nmaki ng an i nconpetent person
into a low nediocrity. The energy and resources—and ti me—shoul d
instead go into nmaking a conpetent person into a star perforner.

How Do | Perfornf
How do | perfornf? is as inportant a question—and especially for
know edge workers—as What are ny strengths?

In fact, it may be an even nore inportant question. Amazingly

f ew peopl e know how t hey get things done. Mdst of us do not even
know that different people work and performdifferently. They
therefore work in ways that are not their ways—and that al nost
guar ant ees nonper f or mance.

Li ke one’s strengths, how one performs is individual. It is
personality. Wether personality be “nature” or “nurture,” it
surely is fornmed | ong before the person goes to work. And how a
person perfornms is a “given,” just as what a person is good at or
not good at is a “given.” It can be nodified, but it is unlikely
to be changed. And just as people achieve results by doi ng what
they are good at, people also achieve results by perform ng how
t hey perform

The feedback analysis may indicate that there is sonething
am ss in how one perforns. But rarely does it identify the cause.
It is, however, normally not too difficult to find out. It takes a



few years of work experience. And then one can ask—and quickly
answer —how one perforns. For a few conmmon personality traits
usual | y determ ne how one achi eves results.

The first thing to know about how one perfornms i s whether one

is a reader or a listener. Yet very few people even know t hat
there are readers and there are listeners, and that very few
peopl e are both. Even fewer know which of the two they thensel ves
are. But few things are as damagi ng as not to know whet her one is
a reader or a listener.

The second thing to know about how one perforns is to know how
one learns. There things may be even worse than they are in
respect to readers and listeners. For schools everywhere are
organi zed on the totally erroneous assunption that there is one
right way to learn, and that it is the same way for everybody.

Here is an exanple of one of the different ways in which people
| earn.

Beet hoven | eft behind an enornmous nunber of notebooks. Yet he
hi nsel f said that he never |ooked at a notebook when he actually
wrote his conpositions. Wen asked, “Wiy then, do you keep a

not ebook?” he is reported to have answered, “If | don't wite it
down i mredi ately, | forget it right away. If | put it into a

not ebook, | never forget it, and I never have to look it up
again.”

There are probably half a dozen different ways to |learn. There

are people who |learn by taking copious notes—the way Beethoven
did. But Alfred Sloan never took a note in a neeting. There are
peopl e who | earn by hearing thensel ves talk. There are people who
learn by witing. There are people who learn by doing. And in an

i nformal survey | once took of professors in American universities
who successfully publish scholarly books of w de appeal, | was
told again and again, “To hear nyself talk is the reason why I
teach; because then | can wite.”

Actually, of all the inportant pieces of self-know edge, this

is one of the easiest to acquire. Wien | ask people, “How do you
| earn?” nost of themknow it. But when | then ask, “Do you act on
this knowl edge?” few reply that they do. And yet to act on this
knowl edge is the key to performance—er rather not to act on this
know edge is to condemn onesel f to nonperformance.



How do | perfornf? and How do | |earn? are the nost inportant

first questions to ask. But they are by no neans the only ones. To
manage onesel f, one has to ask, Do | work well with people, or am
| a loner? And if one finds out that one works well w th people,
one asks, In what relationship do | work well wth people?

Sonme people work best as team nenbers. Sonme people work
exceedingly well as coaches and nentors, and sone people are
sinply inconpetent to be nentors.

Anot her inmportant thing to know about how one perforns is

whet her one perforns well under stress, or whether one needs a

hi ghly structured and predictable environnent. Another trait: Does
one work best as a mnnow in a big organization, or as a big fish
in a small organi zati on? Few people work well in both ways. Again
and agai n peopl e who have been very successful in a |arge
organi zati on—+for exanple, the General Electric Conpany or

G ti bank—1 ounder m serably when they nove into a snmall

organi zati on. And again and agai n people who performbrilliantly
in a small organi zation flounder m serably when they take a job
with a big organization.

Anot her crucial question: Do | produce results as a

deci si on-meker or as an adviser? A great many peopl e perform best
as advi sers, but cannot take the burden and pressure of the

deci sion. A good many people, by contrast, need an adviser to
force thenselves to think, but then they can nake the decision and
act on it with speed, self-confidence, and courage.

This is a reason, by the way, why the nunber-two person in an
organi zation often fails when pronoted into the top spot. The top
spot requires a decision-naker. Strong decision-makers in the top
spot often put sonmebody whomthey trust into the nunber-two spot
as their adviser—and in that position that person is outstanding.
But when then pronoted into the nunber-one spot, the person fails.
He or she knows what the decision should be but cannot take

deci si on-maki ng responsibility.

The action conclusion: Again, do not try to change yoursel f—t
is unlikely to be successful. But work, and hard, to inprove the
way you perform And try not to do work of any kind in a way in
whi ch you do not perform or perform poorly.



VWhat Are My Val ues?
To be able to nanage oneself, one finally has to know, What are
nmy val ues?

Organi zati ons have to have values. But so do people. To be
effective in an organi zation, one’s own val ues nust be conpatible
with the organi zation’s values. They do not need to be the sane.
But they nust be cl ose enough so that they can coexist. Oherw se,
the person will be frustrated, but also the person will not
produce results.

There rarely is a conflict between a person’s strengths and the
way that person perforns. The two are conplenentary. But there is
sonetinmes a conflict between a person’s values and the sane
person’s strengths. Wat one does wel |l —even very wel | -and
successfully may not fit with one’s value system It may not
appear to that person as naking a contribution and as sonething to
which to devote one’'s life (or even a substantial portion

t hereof) .

If | may inject a personal note: | too, many years ago, had to
deci de between what | was doing well and successfully, and ny
values. | was doing extrenely well as a young investnent banker in

London in the md-1930s; it clearly fitted nmy strengths. Yet | did
not see nyself making a contribution as an asset manager of any

kind. People, | realized, were ny values. And | saw no point in
being the richest man in the cenetery. Those were the darkest days
of the Great Depression; | had no noney, no job, and no prospects.

But | quit—and it was the right thing.
Val ues, in other words, are and should be the ultinmate test.

Where Do | Bel ong?

The answers to the three questions, Wiat are ny strengths? How
do |I perfornf? and What are ny val ues? shoul d enabl e the

i ndi vidual, and especially the individual know edge worker, to
deci de where he or she bel ongs.

This is not a decision that nost people can or should nake at

t he begi nning of their careers. But nobst people, and especially
highly gifted people, do not really know where they belong til
they are well past their md-twenties. By that tinme, however, they
shoul d know where their strengths are. They shoul d know how t hey
perform And they should know what their val ues are.



And then they can and shoul d deci de where they belong. O

rat her, they should be able to deci de where they do not bel ong.
The person who has | earned that he or she does not really perform
in a big organi zation should have |l earned to say no when offered a
position in a big organi zation. The person who has | earned that he
or she is not a decision-nmaker should have | earned to say no when
of fered a deci si on- nmaki ng assi gnnent .

But al so knowi ng the answer to these three gquestions enabl es
people to say to an opportunity, to an offer, to an assignnent,
“Yes, I'll do that. But this is the way | should be doing it. This
is the way it should be structured. This is the way ny

rel ati onshi ps should be. These are the kinds of results you shoul d
expect fromne, and in this tinme frane, because this is who | am”

Successful careers are not “planned.” They are the careers of
peopl e who are prepared for the opportunity because they know
their strengths, the way they work, and their values. For know ng
wher e one bel ongs nmakes ordi nary peopl e—hardwor ki ng, conpetent,
but medi ocre ot herw se—+nto outstandi ng performners.

16.

KNOW YOUR TI ME

Most di scussions of the know edge worker’s task start with the
advice to plan one’s work. This sounds em nently plausible. The
only thing wong with it is that it rarely works. The plans al ways
remai n on paper, always remain good intentions. They seldomturn
into achi evenent .

Ef fective know edge workers, in ny observation, do not start

with their tasks. They start with their tine. And they do not
start out with planning. They start by finding out where their
time actually goes. Then they attenpt to nanage their tine and to
cut back unproductive demands on their tine. Finally they
consolidate their “discretionary” tine into the |argest possible
continuing units. This three-step process:

Recording tinme

Managi ng ti ne

Consol idating tine

is the foundati on of executive effectiveness.

Ef fective people know that tinme is the limting factor. The



output Iimts of any process are set by the scarcest resource. In
the process we call *“acconplishnent,” that resource is tine.

Time is also a uni que resource. One cannot rent, hire, buy, or
ot herwi se obtain nore tine.

The supply of time is totally inelastic. No matter how high the
demand, the supply will not increase. There is no price for it and
no marginal utility curve for it. Mreover, tinme is totally

peri shabl e and cannot be stored. Yesterday’'s tinme is gone forever
and will never conme back. Tinme is, therefore, always in

exceedi ngly short supply.

Tinme is totally irreplaceable. Wthin limts we can substitute
one resource for another, copper for alum num for instance. W
can substitute capital for human | abor. W can use nore know edge
or nore brawn. But there is no substitute for tine.

Everything requires time. It is the one truly universal

condition. Al work takes place in tine and uses up tinme. Yet nost
peopl e take for granted this unique, irreplaceable, and necessary
resource. Nothing el se, perhaps, distinguishes effective
executives as nuch as their tender |oving care of tine.

Man is ill-equipped to manage his tinme. Even in total darkness,
nmost people retain their sense of space. But even with the lights
on, a few hours in a seal ed roomrender nost people incapable of
estimati ng how nmuch time has el apsed. They are as likely to
underrate grossly the time spent in the roomas to overrate it
grossly.

If we rely on our nenory, therefore, we do not know how tine
has been spent.

| sonetines ask executives who pride thenselves on their nenory
to put down their guess as to how they spend their own tine. Then
| lock these guesses away for a few weeks or nonths. In the
meanti me, the executives run an actual tinme record on thensel ves.
There is never nuch resenbl ance between the way these people

t hought they used their tinme and their actual records.

One conpany chairman was absolutely certain that he divided his
time roughly into three parts. One third he thought he was
spending with his senior nen. One-third he thought he spent with



his inportant custoners. And one-third he thought was devoted to
comunity activities. The actual record of his activities over six
weeks brought out clearly that he spent alnost no tine in any of

t hese areas. These were the tasks on which he knew he shoul d spend
ti me—and therefore nenory, obliging as usual, told himthat they
were the tasks on which he actually had spent his tinme. The record
showed, however, that he spent nost of his hours as a kind of

di spatcher, keeping track of orders from custoners he personally
knew, and bothering the plant with tel ephone calls about them

Most of those orders were going through all right anyhow and his
intervention could only delay them But when his secretary first
came in with the tinme record, he did not believe her. It took two
or three nore tinme logs to convince himthat the record, rather
than his nenory, had to be trusted when it canme to the use of

time.

The effective person therefore knows that to nanage his tineg,
he first has to know where it actually goes.

The Ti ne Demands

There are constant pressures toward unproductive and wast ef ul

ti me-use. Any know edge worker, whether he is a nanager or not,
has to spend a great deal of his tine on things that do not
contribute at all. Miuch is inevitably wasted. The higher up in the
organi zation he is, the nore demands on his tinme will the

organi zati on neke.

The head of a |arge conpany once told nme that in two years as
chi ef executive officer he had eaten out every evening except on
Christmas Day and New Year’'s Day. Al the other dinners were
“official” functions, each of which wasted several hours. Yet he
saw no possible alternative. \Wether the dinner honored an

enpl oyee retiring after fifty years of service, or the governor of
one of the states in which the conpany did business, the chief
executive officer had to be there. Cerenony is one of his tasks.
My friend had no illusions that these dinners contributed anything
either to the conpany or to his own entertai nnent or

sel f-devel opnent. Yet he had to be there and di ne graciously.

Simlar time-wasters abound in the life of every know edge

wor ker. When a conpany’s best custoner calls up, the sal es nanager
cannot say, “lI ambusy.” He has to listen, even though all the
custonmer wants to tal k about may be a bridge gane the preceding
Saturday or the chances of his daughter’s getting into the right



coll ege. The hospital adm nistrator has to attend the neetings of
every one of his staff commttees, or else the physicians, the
nurses, the technicians, and other staff nmenbers will feel that
they are being slighted. The governnment adm nistrator had better
pay attention when a congressnman calls and wants sone information
he could, in less tine, get out of the tel ephone book or the Wrld
Al manac. And so it goes all day |ong.

Nonmanagers are no better off. They too are bonbarded with
dermands on their tinme that add little, if anything, to their
productivity, and yet cannot be disregarded.

In every job, a large part of the tinme nust therefore be wasted
on things that, though they apparently have to be done, contribute
nothing or little.

Yet nost of the tasks of the know edge worker require, for

m ni mum ef fecti veness, a fairly large quantumof tine. To spend in
one stretch less than this mnimumis sheer waste. One
acconpl i shes nothing and has to begin all over again.

To wite a report may, for instance, require six or eight

hours, at least for the first draft. It is pointless to give seven
hours to the task by spending fifteen mnutes twice a day for
three weeks. Al one has at the end is blank paper with sone
doodles on it. But if one can |ock the door, disconnect the

t el ephone, and sit down to westle with the report for five or six
hours wi thout interruption, one has a good chance to cone up with
what | call a “zero draft”—the one before the first draft. From
then on, one can indeed work in fairly small installnents, can
rewite, correct, and edit section by section, paragraph by

par agraph, sentence by sentence.

The sane goes for an experinment. One sinply has to have five to
twel ve hours in a single stretch to set up the apparatus and to do
at | east one conpleted run. O one has to start all over again
after an interruption.

To be effective, every know edge worker, and especially every
executive, therefore needs to be able to dispose of tine in fairly
| arge chunks. To have small dribs and drabs of tine at his

di sposal will not be sufficient even if the total is an inpressive
nunber of hours.



This is particularly true with respect to tinme spent working
with people, which is, of course, a central task in the work of
t he executive. People are tine-consunmers. And nost people are
ti me-wasters.

To spend a few minutes with people is sinply not productive. I|f
one wants to get anything across, one has to spend a fairly |large
m ni mum quantum of tinme. The know edge worker who thinks that he
can di scuss the plans, direction, and performance of one of his
subordinates in fifteen m nutes—and nany nmanagers believe this—+s
just deceiving hinself. If one wants to get to the point of having
an inpact, one needs probably at |east an hour and usually much
nore. And if one has to establish a human rel ati onshi p, one needs
infinitely nore tine.

Rel ations with other know edge workers are especially

ti me-consum ng. Whatever the reason—whether it is the absence of
the barrier of class and authority between superior and
subordinate in knowl edge work, or whether he sinply takes hinself
nore seriously—the know edge wor ker nmakes much greater tine
dermands than the manual worker on his superior as well as on his
associ ates. Mreover, because know edge work cannot be neasured

t he way manual work can, one cannot tell a know edge worker in a
few sinple words whether he is doing the right job and how well he
is doing it. One can say to a manual worker, “Qur work standard
calls for fifty pieces an hour, and you are only turning out
forty-two.” One has to sit down with a know edge worker and think
t hrough with hi mwhat should be done and why, before one can even
know whet her he is doing a satisfactory job or not. And that is
ti me-consum ng

Si nce the knowl edge worker directs hinself, he nust understand
what achi evenent is expected of himand why. He nust al so
understand the work of the people who have to use his know edge
output. For this, he needs a good deal of information, discussion,
instruction—all things that take tine. And contrary to common
belief, this time demand is made not only on his superior but
equal ly on his coll eagues.

The know edge wor ker nust be focused on the results and
performance goals of the entire organization to have any results
and performance at all. This neans that he has to set aside tine
to direct his vision fromhis work to results, and fromhis
specialty to the outside in which alone performance |ies.



Wher ever know edge workers performwell in |arge organizations,
seni or executives take tine out, on a regular schedule, to sit
dowmn with them sonetinmes all the way down to green juniors, and
ask, “What should we at the head of this organization know about
your work? What do you want to tell me regarding this

organi zati on? Where do you see opportunities we do not exploit?
Where do you see dangers to which we are still blind? And, al

t oget her, what do you want to know from nme about the

or gani zati on?”

This leisurely exchange is needed equally in a governnent

agency and in a business, in a research lab and in an arny staff.
Wthout it, the know edge people either |ose enthusiasm and becone
time-servers, or they direct their energies toward their specialty
and away fromthe opportunities and needs of the organi zation. But
such a session takes a great deal of tine, especially as it should
be unhurried and rel axed. People nust feel that “we have all the
time in the world.” This actually neans that one gets a great deal
done fast. But it neans also that one has to nmake avail able a good
deal of tine in one chunk and wi thout too much interruption.

M xi ng personal relations and work relations is time-consum ng.

If hurried, it turns into friction. Yet any organi zation rests on
this m xture. The nore people are together, the nore tinme wll
their sheer interaction take, the less tine will be available to
them for work, acconplishnment, and results.

The |l arger the organization, therefore, the less actual tine

wi Il the knowl edge worker have and the nore inportant it wll be
for himto know where his tine goes and to nmanage the little tine
at his disposal

The nore people there are in an organi zation, the nore often

does a deci sion on people arise. But fast personnel decisions are
likely to be wong decisions. The tinme quantum of the good
personnel decision is amazingly |large. What the decision involves
of ten becones clear only when one has gone around the sane track
several tines.

It is not the know edge workers in the industrial countries of

the world today who have a problem of spending their |eisure tine.
On the contrary, they are working everywhere | onger hours and have
greater denmands on their tinme to satisfy. And the tine scarcity is



bound to becone worse rather than better.

One inportant reason for this is that a high standard of 1iving
presupposes an econony of innovation and change. But innovation
and change make inordinate time denmands on the executive. Al one
can think and do in a short tinme is to think what one al ready
knows and to do as one has al ways done.

Ti me Di agnosi s

That one has to record tinme before one can know where it goes

and before, in turn, one can attenpt to manage it we have realized
for the best part of a century. That is, we have known this in
respect to manual work, skilled and unskilled, since Scientific
Managenent around 1900 began to record the tine it takes for a
specific piece of manual work to be done. Hardly any country is
today so far behind in industrial methods as not to tine
systematically the operations of manual workers.

We have applied this know edge to the work where tinme does not
greatly matter, that is, where the difference between tine-use and
time-waste is primarily efficiency and costs. But we have not
applied it to the work that matters increasingly, and that
particularly has to cope with tinme: the work of the know edge

wor ker and especially of the executive. Here the difference
between tinme-use and tine-waste is effectiveness and results.

The first step toward effectiveness is therefore to record

actual time-use. The specific nethod in which the record is put

t oget her need not concern us here. There are executives who keep
such a tinme |og thenselves. O hers, such as the conpany chairman
just nentioned, have their secretaries do it for them The
inportant thing is that it gets done, and that the record is nade
in “real” time, that is, at the tine of the event itself, rather
than later on from nenory.

A good many effective people keep such a |l og continually and

ook at it regularly every nonth. At a mninmum effective
executives have the log run on thenselves for three to four weeks
at a stretch twice a year or so, on a regular schedule. After each
such sanple, they rethink and rework their schedule. But six
months | ater they invariably find that they have “drifted” into
wasting their tinme on trivia.

Ti me-use does inprove with practice. But only constant efforts



at managing tinme can prevent drifting. Systematic tine nmanagenent
is therefore the next step. One has to find the nonproductive,
time-wasting activities and get rid of themif one possibly can.
Thi s requires asking oneself a nunber of diagnostic questions.

1. First one tries to identify and elimnate the things that

need not be done at all, the things that are purely waste of tine
W thout any results whatever. To find these tinme-wastes, one asks
of all activities in the tine records, What would happen if this

were not done at all? And if the answer is, Nothing would happen,
t hen obviously the conclusion is to stop doing it.

It is amazi ng how many things busy people are doing that never
wll be mssed. There are, for instance, the countl ess speeches,
di nners, committee neetings, and board neetings, which take an
unconsci onable toll of the tine of busy people, which are rarely
enj oyed by them or done well by them but which are endured, year
in and year out, as an Egyptian plague ordained from on high.
Actually, all one has to do is to learn to say no if an activity
contributes nothing to one’s own organi zation, to oneself, or to
the organization for which it is to be perforned.

The chi ef executive nentioned above who had to dine out every

ni ght found, when he anal yzed these dinners, that at |east
one-third woul d proceed just as well w thout anyone fromthe
conpany’s senior managenent. In fact, he found (sonmewhat to his
chagrin) that his acceptance of a good many of these invitations
was by no nmeans wel conme to his hosts. They had invited himas a
polite gesture. But they had fully expected to be turned down and
did not quite know what to do with hi mwhen he accept ed.

| have yet to see a know edge worker, regardl ess of rank or
station, who could not consign sonmething |ike a quarter of the
demands on his tinme to the wastepaper basket w thout anybody’s
noticing their di sappearance.

2. The next question is, Wich of the activities on ny time |og
coul d be done by sonebody else just as well, if not better?

The di nner-eating conpany chairman found that any senior
executive of the conpany would do for another third of the formnal
di nners—al |l the occasi on denmanded was t he conmpany’s nane on the
guest list.



But | have never seen a know edge worker confronted with his

time record who did not rapidly acquire the habit of pushing at

ot her peopl e everything that he need not do personally. The first
| ook at the tine record makes it abundantly clear that there just
is not tinme enough to do the things he hinself considers
inmportant, hinmself wants to do, and is hinself commtted to doing.
The only way he can get to the inportant things is by pushing on
ot hers anything at all that can be done by them

“Del egation,” as the termis customarily used, is a msnomer in
this situation. But getting rid of anything that can be done by
sonebody el se so that one does not have to del egate but can really
get to one’s own work—that is a major inprovenent in

ef fecti veness.

3. A common cause of tine-waste is largely under the
executive’'s control and can be elimnated by him That is the tine
of others he hinself wastes.

There is no one synptomfor this. But there is still a sinple
way to find out how and when it occurs. That is to ask other
peopl e. Effective people have |earned to ask systematically and
Wi t hout coyness, “What do | do that wastes your tine wthout
contributing to your effectiveness?” To ask such a question, and
to ask it without being afraid of the truth, is a mark of the
effective executive.

The manner in which an executive does productive work may stil
be a nmajor waste of sonebody’s else’s tine.

The senior financial executive of a |arge organization knew
perfectly well that the neetings in his office wasted a | ot of
time. This man asked all his direct subordinates to every neeting,
what ever the topic. As a result, the neetings were far too | arge.
And because every participant felt that he had to show interest,
everybody asked at | east one questi on—npst of themirrel evant—and
t he meetings stretched on endl essly. But the senior executive had
not known, until he asked, that his subordinates too consi dered
the neetings a waste of their tine. Aware of the great inportance
everyone in the organi zation placed on status and on being “in the
know,” he had feared that anyone not invited would feel slighted
and left out.

Now, however, he satisfies the status needs of his subordi nates



in a different manner. He sends out a printed formthat reads: “I
have asked [ Messrs. Smith, Jones, and Robinson] to neet with nme

[ Wednesday at 3] in [the fourth-floor conference rooni to discuss
[ next year’s capital -appropriations budget]. Please cone if you
think that you need the information or want to take part in the
di scussion. But you will in any event receive right away a ful
summary of the discussion and of any deci sions reached, together
with a request for your comments.”

Where fornmerly a dozen people cane and stayed all afternoon,
three nen and a secretary to take the mnutes now get the matter
over with in an hour or so. And no one feels left out.

Many know edge wor kers know all about these unproductive and
unnecessary tinme demands; yet they are afraid to prune them They
are afraid to cut out something inmportant by m stake. But such a
m stake, if made, can be speedily corrected. |If one prunes too
harshly, one usually finds out fast enough.

But the best proof that the danger of overpruning is a bugaboo
is the extraordinary effectiveness so often attai ned by severely
ill or severely handi capped peopl e.

A good exanpl e was Harry Hopkins, President Roosevelt’s
confidential adviser in Wrld War I1. A dying, indeed al nost a
dead man for whom every step was tornent, he could only work a few
hours every other day or so. This forced himto cut out everything
but truly vital matters. He did not |ose effectiveness thereby; on
the contrary, he becane, as Churchill called himonce, “Lord Heart
of the Matter” and acconplished nore than anyone else in wartine
Washi ngt on.

Pruni ng the Time-\Wasters

The three diagnostic questions deal w th unproductive and

ti me-consunming activities over which every know edge wor ker has
sone control. Every know edge worker should ask them Managers,
however, need to be equally concerned with tinme-loss that results
from poor managenent and deficient organization. Poor managenent
wast es everybody’ s time—but above all, it wastes the manager’s
time. Four major tine-wasters caused by managenent and

organi zati onal deficiency are discussed bel ow.

1. The first organizational tinme-wasters result fromlack of
system or foresight.



The synptomto look for is the recurrent “crisis,” the crisis
that comes back year after year. A crisis that recurs a second
time is a crisis that nmust not occur again.

The annual inventory crisis belongs here. That with the
conputer we now can neet it even nore “heroically” and at greater
expense than we could in the past is hardly a great inprovenent.

A recurrent crisis should always have been foreseen. It can
therefore either be prevented or reduced to a routine that clerks
can manage. The definition of a “routine” is that it nmakes
unskil |l ed peopl e w thout judgnent capable of doing what it took
near-genius to do before; for a routine puts down in systematic,
step-by-step formwhat a very able man | earned in surnounting
yesterday’ s crisis.

The recurrent crisis is not confined to the | ower |evels of an
organi zation. It afflicts everyone.

For years, a fairly large conpany ran into one of these crises
annual ly around the first of Decenber. In a highly seasonal
business, with the last quarter usually the year’s | ow,
fourth-quarter sales and profits were not easily predictable.
Every year, however, managenent made an earni ngs prediction when
it issued its interimreport at the end of the second quarter.
Three nonths later, in the fourth quarter, there was trenendous
scurrying and conpanyw de energency action to live up to top
managenent’ s forecast. For three to five weeks, nobody in the
managenent group got any work done. It took only one stroke of the
pen to solve this crisis; instead of predicting a definite
year-end figure, top managenent is now predicting results within a
range. That fully satisfies directors, stockhol ders, and the
financial community. And what used to be a crisis a few years ago,
now i s no longer even noticed in the conpany—yet fourth-quarter
results are quite a bit better than they used to be, since
executive tine is no | onger being wasted on nmeking results fit the
forecast.

Prior to Robert MNamara’s appoi ntnment as secretary of defense
in 1961, a simlar last-mnute crisis shook the entire Anmerican
def ense establishnment every spring, toward the end of the fisca
year on June 30. Every manager in the defense establishnent,
mlitary or civilian, tried desperately in May and June to find



expenditures for the noney appropriated by Congress for the fiscal
year. Otherw se, he was afraid he woul d have to give back the
nmoney. (This | ast-m nute spending spree has al so been a chronic

di sease in Russian planning.) And yet this crisis was totally
unnecessary, as M. MNamara i medi ately saw. The | aw had al ways
permtted the placing of unspent, but needed, sunms into an interim
account .

The recurrent crisis is sinply a synptom of slovenliness and
| azi ness.

Years ago when | first started out as a consultant, | had to
learn how to tell a well-managed industrial plant froma poorly
managed one—w t hout any pretense to production know edge. A

wel | - managed plant, | soon learned, is a quiet place. A factory
that is “dramatic,” a factory in which the “epic of industry” is
unfol ded before the visitor’s eyes, is poorly managed. A

wel | - managed factory is boring. Nothing exciting happens in it
because the crises have been anticipated and have been converted
into routine.

Simlarly a well-managed organization is a “dull” organi zation.
The “dramatic” things in such an organi zati on are basi c deci sions
that make the future, rather than heroics in nopping up

yest erday’ s m st akes.

2. Tinme-waste often results from overstaffing.

A wor kforce may, indeed, be too small for the task. And the

work then suffers, if it gets done at all. But this is not the
rule. Much nore common is the workforce that is too big for

effecti veness, the workforce that spends, therefore, an increasing
anount of its tinme “interacting” rather than worKking.

There is a fairly reliable synptom of overstaffing. If the

seni or people in the group—and of course the nmanager in

particul ar—spend nore than a small fraction of their tinme, maybe
one-tenth, on “problens of human rel ations,” on feuds and
frictions, on jurisdictional disputes and questions of

cooperation, and so on, then the workforce is al nost certainly too
| arge. People get into each other’s way. People have becone an

i npedi nent to performance, rather than the neans thereto. In a

| ean organi zati on people have roomto nove without colliding with
one anot her and can do their work wthout having to explain it al



the tine.

3. Another common tinme-waster is malorganization. Its synptom
is an excess of neetings.

Meetings are by definition a concession to deficient

organi zati on. For one either nmeets or one works. One cannot do
both at the sane tine. In an ideally designed structure (which in
a changing world is of course only a drean), there would be no
neeti ngs. Everybody woul d know what he needs to know to do his

j ob. Everyone woul d have the resources available to himto do his
j ob. W& neet because people holding different jobs have to
cooperate to get a specific task done.

But above all, neetings have to be the exception rather than

the rule. An organization in which everybody neets all the tine is
an organi zation in which no one gets anything done. \Werever a
time log shows the fatty degeneration of neeting—whenever, for

i nstance, people in an organization find thenselves in neetings a
quarter of their time or nore—there is tine-wasting

mal or gani zat i on.

As a rule, neetings should never be allowed to becone the main
demand on a know edge worker’s tinme. Too many neetings al ways
bespeak poor structure of jobs and the wong organi zati onal
conponents. Too many neetings signify that work that should be in
one job or in one conmponent is spread over several jobs or several
conponents. They signify that responsibility is diffused and that
information is not addressed to the people who need it.

4. The last major tinme-waster is malfunction in information.

The adm nistrator of a |large hospital was plagued for years by

t el ephone calls fromdoctors asking himto find a bed for one of
their patients who should be hospitalized. The adm ssions people
“knew’ that there was no enpty bed. Yet the adm nistrator al nost
invariably found a few. The adm ssions people sinply were not
informed i nmedi ately when a patient was di scharged. The fl oor
nurse knew, of course, and so did the people in the front office
who presented the bill to the departing patient. The adm ssions
peopl e, however, got a “bed count” nmade every norning at 5:00
a.m—while the great majority of patients were being sent hone in
m dnorning after the doctors had made the rounds. It did not take
genius to put this right; all it needed was an extra carbon copy



of the chit that goes fromthe floor nurse to the front office.

Ti me-wast i ng managenent defects such as overstaffing,

mal or gani zation, or nmalfunctioning information can sonetimes be
remedi ed fast. At other times, it takes |long, patient work to
correct them The results of such work are, however, great—and
especially in ternms of tine gained.

Consol idating “Discretionary Tine”

The executive who records and analyzes his tinme and then
attenpts to nanage it can determ ne how nmuch he has for his

i nportant tasks. How nmuch tinme is there that is “discretionary,”
that is, available for the big tasks that wll really nmake a
contribution?

It is not going to be a great deal, no nmatter how ruthlessly
t he know edge wor ker prunes tine-wasters.

The hi gher up a know edge worker, the larger will be the
proportion of tinme that is not under his control and yet not spent
on contribution. The larger the organization, the nore time wll
be needed just to keep the organization together and running,
rather than to make it function and produce.

The effective people therefore knows that he has to consolidate
his discretionary tinme. He knows that he needs |arge chunks of
time and that small driblets are no tinme at all. Even one-quarter
of the working day, if consolidated in large tine units, is

usual |y enough to get the inportant things done. But even
three-quarters of the working day are useless if it is only

avail able as fifteen m nutes here or half an hour there.

The final step in time nmanagenent is therefore to consolidate
the tine that record and anal ysis show as nornal |y avail abl e and
under the executive's control.

There are a good many ways of doing this. Sone people, usually
seni or managers, work at honme one day a week; this is a
particularly common nethod of time consolidation for editors or
research scientists.

O hers schedul e all the operating work—the neetings, reviews,
probl em sessi ons, and so on—for tw days a week, for exanple,
Monday and Friday, and set aside the nornings of the remaining



days for consistent, continuing work on maj or issues.

But the nmethod by which one consolidates one’s discretionary

time is far less inportant than the approach. Mst people tackle
the job by trying to push the secondary, the | ess productive
matters together, thus clearing, so to speak, a free space between
them This does not |ead very far, however. One still gives
priority in one’s mnd and in one’s schedule to the | ess inportant
things, the things that have to be done even though they
contribute little. As a result, any newtinme pressure is likely to
be satisfied at the expense of the discretionary tine and of the
work that should be done init. Wthin a few days or weeks, the
entire discretionary tine will then be gone again, nibbled away by
new crises, new i medi aci es, new trivia.

And all effective people work on their tine managenent
perpetually. They not only keep a continuing |og and analyze it
periodically; they set thenselves deadlines for the inportant
activities, based on their judgnment of their discretionary tine.

One highly effective man | know keeps two such |ists—ene of the
urgent and one of the unpleasant things that have to be done—each
with a deadline. Wien he finds his deadlines slipping, he knows
his tinme is again getting away from him

Time is the scarcest resource, and unless it is managed,

not hi ng el se can be nanaged. The anal ysis of one’s tine, noreover,
is the one easily accessible and yet systematic way to anal yze
one’s work and to think through what really matters in it.

“Know thyself,” the old prescription for wisdom is al nost

i npossibly difficult for nortal nmen. But everyone can follow the
injunction “Know thy tinme” if he or she wants to, and be well on
the road toward contribution and effectiveness.

17.

EFFECTI VE DECI SI ONS

Ef fective people do not nake a great many deci sions. They
concentrate on the inportant ones. They try to think through what
is strategic and generic, rather than “solve problens.” They try
to make the few i nportant decisions on the highest |evel of
conceptual understanding. They try to find the constants in a
situation. They are, therefore, not overly inpressed by speed in
deci si on-maki ng. Rat her, they consider virtuosity in manipul ating



a great many variables a synptom of sl oppy thinking. They want to
know what the decision is all about and what the underlying
realities are that it has to satisfy. They want inpact rather than
techni que; they want to be sound rather than clever.

Ef fective peopl e know when a decision has to be based on

principle and when it should be nmade on the nerits of the case and
pragmatically. They know that the trickiest decision is that
between the right and the wong conprom se and have | earned to
tell one fromthe other. They know that the nost time-consum ng
step in the process is not naking the decision but putting it into
effect. Unless a decision has “degenerated into work,” it is not a
decision; it is at best a good intention. This neans that, while
the effective decision itself is based on the highest |evel of
conceptual understanding, the action to carry it out should be as
cl ose as possible to the working |l evel and as sinple as possible.

The | east-known of the great Anerican business buil ders,

Theodore Vail, was perhaps the nost effective decision-nmaker in
U. S. business history. As president of the Bell Tel ephone System
fromjust before 1910 till the 1920s, Vail built the organization

into the largest private business in the world and into one of the
nost prosperous growt h conpani es.

Alfred P. Sloan Jr., who in General Mtors designed and built

the world s | argest nmanufacturing enterprise, took over as head of
a big business in 1922, when Vail’'s career was drawing to its
close. He was a very different man, as his was a very different
time. And yet the decision for which Sloan is best renenbered, the
decentral i zed organi zational structure of General Mtors, is of
the sane kind as the major decisions Theodore Vail had made
sonewhat earlier for the Bell Tel ephone System

As Sl oan has recounted in his book, My Years with General

Mot ors, the conpany he took over in 1922 was a | oose federation of
al nost i ndependent chieftains. Each of these nen ran a unit that a
few short years before had still been his own conpany—and each ran
it as if it were still his own conpany.

Sloan realized that this was not the peculiar and short-term
probl em of the conpany just created through nmerger, but a generic

probl em of bi g business.

The Deci si on Process



The truly inportant features of the decisions Vail and Sl oan
made are neither their novelty nor their controversial nature.
They are:

1. The clear realization that the problemwas generic and coul d
only be solved through a decision that established a rule, a
principle

2. The definition of the specifications that the answer to the
probl em had to satisfy, that is, of the “boundary conditions”

3. The thinking through what is “right,” that is, the solution
that will fully satisfy the specifications before attention is
given to the conprom ses, adaptations, and concessions needed to
nmake the deci sion acceptable

4. The building into the decision of the action to carry it out

5. The “feedback” that tests the validity and effectiveness of
t he deci sion agai nst the actual course of events

These are the elenents of the effective decision process.

Four Types of Qccurrences

1. The first questions the effective decision-maker asks are:
Is this a generic situation or an exception? Is this sonething
that underlies a great nany occurrences? Or is the occurrence a
uni que event that needs to be dealt with as such? The generic
al ways has to be answered through a rule, a principle. The
exceptional can only be handled as such and as it cones.

Strictly speaking, one mght distinguish anong four, rather
t han between two, different types of occurrences.

There is first the truly generic, of which the individual
occurrence is only a synptom

Most of the problens that come up in the course of the
executive’'s work are of this nature. Inventory decisions in a

busi ness, for instance, are not “decisions.” They are adaptations.
The problemis generic. This is even nore likely to be true of
events w thin production.

Typically, a product control and engineering group will handle



many hundreds of problens in the course of a nonth. Yet, whenever
these are anal yzed, the great majority prove to be just
synptonms—that is, manifestations of underlying basic conditions.
The individual process control engineer or production engi neer who
works in one part of the plant usually cannot see this. He m ght
have a few problens each nonth with the couplings in the pipes
that carry steamor hot liquids. But only when the total workl oad
of the group over several nonths is anal yzed does the generic
probl em appear. Then one sees that tenperatures or pressures have
beconme too great for the existing equipnment and that the
couplings, holding different Iines together, need to be redesigned
for greater loads. Until this is done, process control will spend
a trenmendous anmount of tinme fixing | eaks w thout ever getting
control of the situation

Then there is the problemthat, while a unique event for the
i ndi vidual institution, is actually generic.

The conpany that receives an offer to nerge from anot her,

| arger one will never receive such an offer again if it accepts.
This is a nonrecurrent situation as far as the individual conpany,
its board of directors, and its managenent are concerned. But it
is, of course, a generic situation that occurs all the time. To

t hi nk through whether to accept or to reject the offer requires
sone general rules. For these, however, one has to |l ook to the
experi ence of others.

Next there is the truly exceptional, the truly unique event.

The power failure that plunged into darkness the whol e of
northeastern North America fromthe St. Lawence River to

Washi ngton, D.C., in Novenber 1965 was, according to the first

expl anations, a truly exceptional situation. So was the
thalidom de tragedy that led to the birth of so many def orned
babies in the early 1960s. The probability of these events, we
were told, was one in ten mllion or one in a hundred mllion.
Such concatenation of malfunctions is as unlikely ever to recur as
it is unlikely, for instance, for the chair on which | sit to
disintegrate into its constituent atons.

Truly unique events are rare, however. \Wenever one appears,
one has to ask, Is this a true exception or only the first
mani festation of a new genus?



And this, the early manifestation of a new generic problem is
the fourth and | ast category of events with which the decision
process deal s.

We know now, for instance, that both the northeastern power
failure and the thalidom de tragedy were only the first
occurrences of what, under conditions of nodern power technol ogy
or of nodern pharnmacol ogy, are likely to becone fairly frequent
mal f uncti ons unl ess generic solutions are found.

Al'l events but the truly unique require a generic solution.

They require a rule, a policy, a principle. Once the right
principle has been devel oped, all manifestations of the sane
generic situation can be handl ed pragmatically, that is, by
adaptation of the rule to the concrete circunmstances of the case.
Truly uni que events, however, nust be treated individually. One
cannot devel op rules for the exceptional.

The effective decision-nmaker spends tinme to determne with

whi ch of these four situations he is dealing. He knows that he
will make the wong decision if he classifies the situation
wrongl y.

By far the nost common mistake is to treat a generic situation

as if it were a series of unique events, that is, to be pragmatic
when one | acks the generic understanding and principle. This
inevitably leads to frustration and futility.

Speci fications of Decision

2. The second major elenent in the decision process is clear
specifications as to what the decision has to acconplish. Wat are
the objectives the decision has to reach? Wat are the m ni num
goals it has to attain? What are the conditions it has to satisfy?
In science these are known as “boundary conditions.” A decision,
to be effective, needs to satisfy the boundary conditions. It
needs to be adequate to its purpose.

The nore concisely and clearly boundary conditions are stated,

the greater the likelihood that the decision will indeed be an
effective one and will acconplish what it set out to do.
Conversely, any serious shortfall in defining these boundary

conditions is alnbst certain to nake a decision ineffectual, no
matter how brilliant it nmay seem



What is the m nimum needed to resolve this problen? is the form
in which the boundary conditions are usually probed. Can our needs
be satisfied? Alfred P. Sl oan presumably asked hinsel f when he

t ook command of General Mdtors in 1922, by renoving the autonony
of the division heads. His answer was clearly in the negative. The
boundary conditions of his problem demanded strength and
responsibility in the chief operating positions. This was needed
as nuch as unity and control at the center. The boundary

condi tions demanded a solution to a problem of structure, rather

t han an accommodati on anong personalities. And this in turn nmade
his solution |ast.

The effective person knows that a decision that does not
sati sfy the boundary conditions is ineffectual and inappropriate.
It may be worse indeed than a decision that satisfies the wong

boundary conditions. Both will be wong, of course. But one can
sal vage the appropriate decision for the incorrect boundary
conditions. It is still an effective decision. One cannot get

anything but trouble fromthe decision that is inadequate to its
speci fications.

In fact, clear thinking about the boundary conditions is needed
so that one knows when a decision has to be abandoned.

But cl ear thinking about the boundary conditions is needed al so

to identify the nost dangerous of all possible decisions: the one
t hat m ght 4ust m ght—work if nothing whatever goes wong. These
deci sions al ways seemto nake sense. But when one thinks through
the specifications they have to satisfy, one always finds that
they are essentially inconpatible with each other. That such a
deci si on m ght succeed is not inpossible—+t is nerely grossly

i nprobable. The trouble with mracles is not, after all, that they
happen rarely; it is that one cannot rely on them

A perfect exanple was President Kennedy’'s Bay of Pigs decision

in 1961. One specification was clearly Castro’s overthrow. But at
the sane tine, there was another specification: not to make it
appear that U S. forces were intervening in one of the Anerican
republics. That the second specification was rather absurd, and
that no one in the whole world woul d have believed for one nonent
that the invasion was a spontaneous uprising of the Cubans, is
besi de the point. To the American policy-nmakers at the tinme, the
appearance of nonintervention seened a legitimte and i ndeed a
necessary condition. But these two specifications would have been



conpatible wwth each other only if an i medi ate islandw de
uprising against Castro would have conpletely paralyzed the Cuban
arnmy. And this, while not inpossible, was clearly not highly
probable in a police state. Either the whol e idea should have been
dropped or Anerican full-scale support should have been provided
to ensure success of the invasion.

It is not disrespect for President Kennedy to say that his

m st ake was not, as he explained, that he had “listened to the
experts.” The mistake was failure to think through clearly the
boundary conditions that the decision had to satisfy, and refusal
to face up to the unpleasant reality that a decision that has to
satisfy two different and at bottom i nconpatible specifications is
not a decision but a prayer for a mracle.

Yet, defining the specifications and setting the boundary
conditions cannot be done on the “facts” in any decision of
inmportance. It always has to be done on interpretation. It is
ri sk-taking judgnent.

Everyone can nake the wong decision—+n fact, everyone wll

soneti mes nmake a wong decision. But no one needs to nmake a
decision that, on its face, falls short of satisfying the boundary
condi ti ons.

What I's Right

3. One has to start out with what is right rather than what is
acceptable (let alone who is right) precisely because one al ways
has to conpronmise in the end. But if one does not know what is
right to satisfy the specifications and boundary conditions, one
cannot di stingui sh between the right conprom se and the w ong
conprom se—and will end up by nmaking the wong conprom se.

| was taught this when | started in 1944 on ny first big

consul ting assignnment, a study of the nmanagenent structure and
managenent policies of the General Mdtors Corporation. Alfred P
Sloan Jr., who was then chairman and chi ef executive officer of
the conpany, called ne to his office at the start of ny study and
said, “I shall not tell you what to study, what to wite, or what
conclusions to come to. This is your task. My only instruction to
you is to put down what you think is right as you see it. Don’t
you worry about our reaction. Don’t you worry about whether we
will like this or dislike that. And don’t you, above all, concern
yourself with the conprom ses that m ght be needed to make your



recommendat i ons acceptable. There is not one executive in this
conpany who does not know how to nmake every single conceivable
conprom se without any help fromyou. But he can’t make the right
conprom se unless you first tell himwhat ‘right’ is.” The
executive thinking through a decision mght put this in front of
hi nsel f in neon |ights.

For there are two different kinds of conpromse. One kind is
expressed in the old proverb, Half a loaf is better than no bread.
The other kind is expressed in the story of the judgnent of

Sol omon, which was clearly based on the realization that half a

baby is worse than no baby at all. In the first instance, the
boundary conditions are still being satisfied. The purpose of
bread is to provide food, and half a loaf is still food. Half a

baby, however, does not satisfy the boundary conditions. For half
a baby is not half of a living and growing child. It is a corpse
in two pieces.

It is fruitless and a waste of tinme to worry about what is
accept abl e and what one had better not say so as not to evoke

resi stance. The things one worries about never happen. And
objections and difficulties no one thought about suddenly turn out
to be al nost insurnountabl e obstacles. One gains nothing, in other
words, by starting out with the question, What is acceptabl e? And
in the process of answering it, one gives away the inportant
things, as a rule, and | oses any chance to conme up with an
effective, let alone with the right, answer.

Converting into Action

4. Converting the decision into action is the fourth major

el ement in the decision process. Wile thinking through the
boundary conditions is the nost difficult step in decision-nmaking,
converting the decision into effective action is usually the nost
ti me-consunmi ng one. Yet a decision will not becone effective

unl ess the action commtnments have been built into the decision
fromthe start.

In fact, no decision has been nade unless carrying it out in
speci fic steps has becone soneone’s work assignnent and
responsibility. Until then, there are only good intentions.

This is the trouble with so many policy statenments, especially
of business: they contain no action commtment. To carry them out
is no one’s specific work and responsibility. No wonder that the



people in the organization tend to view these statenents cynically
if not as declarations of what top managenent is really not going
to do.

Converting a decision into action requires answering sever al

di stinct questions: Wio has to know of this decision? Wat action
has to be taken? Wio is to take it? And what does the action have
to be so that the people who have to do it can do it? The first
and the | ast of these are too often overl ooked—waith dire results.

A story that has becone a | egend anong operations researchers
illustrates the inportance of the question, Wi has to know? A
maj or manufacturer of industrial equipnent decided several years
ago to discontinue one nodel. For years it had been standard

equi pnent on a line of nmachine tools, nmany of which were still in
use. It was decided, therefore, to sell the nodel to present
owners of the old equi pnent for another three years as a

repl acenent, and then to stop nmaking and selling it. Oders for
this particular nodel had been going down for a good many years.
But they shot up as former custoners reordered agai nst the day
when the nodel would no | onger be avail able. No one had, however,
asked, Who needs to know of this decision? Therefore, nobody
infornmed the clerk in the purchasing departnment who was in charge
of buying the parts fromwhich the nodel itself was being
assenbled. H's instructions were to buy parts in a given ratio to
current sales—and the instructions renmai ned unchanged. \Wen the
time came to discontinue further production of the nodel, the
conpany had in its warehouse enough parts for another eight to ten
years of production, parts that had to be witten off at a
consi der abl e | oss.

Feedback

5. Finally, a feedback has to be built into the decision to
provi de a continual testing, against actual events, of the
expectations that underlie the deci sion.

Deci sions are made by human beings who are fallible; at their
best their works do not last |long. Even the best decision has a
hi gh probability of being wong. Even the nost effective one
eventual | y beconmes obsol et e.

When Ceneral Ei senhower was el ected president, his predecessor,
Harry S. Truman, said, “Poor |ke; when he was a general, he gave
an order and it was carried out. Now he is going to sit in that



big office and he'll give an order and not a damm thing is going
to happen.”

The reason why “not a dam thing is going to happen” is,

however, not that generals have nore authority than presidents. It
is that mlitary organi zations |earned |long ago that futility is
the |l ot of nobst orders and organi zed the feedback to check on the
execution of the order. They |learned |ong ago that to go oneself
and look is the only reliable feedback. Reports—all a president is
normal ly able to nobilize—are not nmuch help. All mlitary services
have | ong ago | earned that the officer who has given an order goes
out and sees for hinself whether it has been carried out. At the

| east he sends one of his own ai des—he never relies on what he is
told by the subordinate to whomthe order was given. Not that he
di strusts the subordinate; he has | earned from experience to

di strust conmuni cati ons.

This is the reason why a battalion commander is expected to go

out and taste the food served his nen. He could, of course, read
the menus and order this or that itemto be brought in to him But
no; he is expected to go into the ness hall and take his sanple of
the food fromthe sane kettle that serves the enlisted nen.

Wth the comng of the conmputer this wll beconme even nore
inportant, for the decision-maker will, in all |ikelihood, be even
further renoved fromthe scene of action. Unless he accepts, as a
matter of course, that he had better go out and | ook at the scene
of action, he will be increasingly divorced fromreality. Al a
conput er can handl e are abstractions. And abstractions can be
relied on only if they are constantly checked agai nst the
concrete. Otherwi se, they are certain to mslead us.

To go and | ook for oneself is also the best, if not the only,

way to test whether the assunptions on which a decision has been
made are still valid or whether they are becom ng obsol ete and
need to be thought through again. And one al ways has to expect the
assunptions to becone obsol ete sooner or |later. Reality never
stands still very |ong.

One needs organized information for the feedback. One needs
reports and figures. But unless one builds one’ s feedback around
di rect exposure to reality—dnless one disciplines oneself to go
out and | ook—ene condems oneself to a sterile dogmatismand wth
it to ineffectiveness.



Opi ni ons Rat her Than Facts

A decision is a judgnent. It is a choice between alternatives.

It is rarely a choice between right and wong. It is at best a
choi ce between “al nost right” and “probably wong”—but much nore
often a choice between two courses of action neither of which is
provably nore nearly right than the other.

Most books on decision-making tell the reader: First find the
facts. But executives who nmake effective decisions know that one
does not start with facts. One starts with opinions. These are, of
course, nothing but untested hypot heses and, as such, worthless
unl ess tested against reality. To determ ne what is a fact
requires first a decision on the criteria of relevance, especially
on the appropriate neasurenent. This is the hinge of the effective
decision, and usually its nost controversial aspect.

Finally, the effective decision does not, as so many texts on
deci si on-meki ng proclaim flow froma consensus on the facts. The
under st andi ng that underlies the right decision grows out of the
clash and conflict of divergent opinions and out of the serious
consi deration of conpeting alternatives.

To get the facts first is inpossible. There are no facts unl ess
one has a criterion of relevance. Events by thensel ves are not
facts.

People inevitably start out with an opinion; to ask themto

search for the facts first is even undesirable. They will sinply
do what everyone is far too prone to do anyhow |ook for the facts
that fit the conclusion they have already reached. And no one has
ever failed to find the facts he is |looking for. The good
statistician knows this and distrusts all figures—he either knows
the fellow who found them or he does not know him in either case
he i s suspicious.

The only rigorous nmethod, the only one that enables us to test

an opinion against reality, is based on the clear recognition that
opinions cone first—and that this is the way it should be. Then no
one can fail to see that we start out with untested hypot heses—n
deci sion-meking as in science the only starting point. W know
what to do with hypot heses—ene does not argue them one tests
them One finds out which hypotheses are tenable, and therefore
wort hy of serious consideration, and which are elimnated by the



first test agai nst observabl e experience.

The effective person encourages opinions. But he insists that

t he peopl e who voice themal so think through what it is that the
“experinment”—that is, the testing of the opinion against
reality—woul d have to show. The effective person, therefore, asks,
What do we have to know to test the validity of this hypothesis?
What woul d the facts have to be to nake this opinion tenable? And
he makes it a habit—n hinmself and in the people with whom he

wor ks—to0 think through and spell out what needs to be | ooked at,
studied, and tested. He insists that people who voice an opinion
al so take responsibility for defining what factual findings can be
expected and shoul d be | ooked for.

Per haps the crucial question here is, Wit is the criterion of

rel evance? This, nore often than not, turns on the neasurenent
appropriate to the matter under discussion and to the decision to
be reached. \Whenever one anal yzes the way a truly effective, a
truly right, decision has been reached, one finds that a great
deal of work and thought went into finding the appropriate

nmeasur enent .

The effective decision-nmaker assunes that the traditional
measurenent is not the right neasurenent. Ot herw se, there would
generally be no need for a decision; a sinple adjustnment would do.
The traditional neasurenent reflects yesterday’s decision. That
there is need for a new one normally indicates that the
measurenent is no |onger rel evant.

The best way to find the appropriate neasurenent is again to go
out and | ook for the “feedback” discussed earlier—enly this is
“f eedback” before the deci sion.

I n nost personnel matters, for instance, events are neasured in
“averages,” such as the average nunber of lost-tine accidents per
hundred enpl oyees, the average percentage of absenteeismin the
whol e workforce, or the average illness rate per hundred. But the
executive who goes out and | ooks for hinself wll soon find that
he needs a different nmeasurenent. The averages serve the purposes
of the insurance conpany, but they are neaningless, indeed

m sl eadi ng, for personnel managenent deci sions.

The great majority of all accidents occur in one or two places
in the plant. The great bul k of absenteeismis in one departnent.



Even illness resulting in absence fromwork, we now know, is not
distributed as an average, but is concentrated in a very snal
part of the workforce, e.g., young unmarri ed wonen. The personnel
actions to which dependence on the averages will |ead—for

i nstance, the typical plantw de safety canpaign—w ||l not produce
the desired results, may indeed nmake things worse.

Finding the appropriate neasurenent is thus not a mathemati cal
exercise. It is a risk-taking judgnent.

Whenever one has to judge, one nust have alternatives anong

whi ch to choose. A judgnent in which one can only say yes or no is
no judgnent at all. Only if there are alternatives can one hope to
get insight into what is truly at stake.

Ef fective people therefore insist on alternatives of
nmeasur enent —so that they can choose the one appropriate one.

Devel op Di sagreenent
Unl ess one has considered alternatives, one has a closed m nd.

Thi s, above all, explains why effective decision-mnmakers

del i berately disregard the second naj or command of the textbooks
on deci si on-nmaki ng and create di ssension and di sagreenent, rather
t han consensus.

Deci sions of the kind the executive has to make are not nade

wel | by acclamation. They are nmade well only if based on the clash
of conflicting views, the dial ogue between different points of
view, the choice between different judgnents. The first rule in
deci sion-meking is that one does not make a decision unless there
i s di sagreenent.

Alfred P. Sloan is reported to have said at a neeting of one of

his top commttees, “Centlenen, | take it we are all in conplete
agreenment on the decision here.” Everyone around the table nodded
assent. “Then,” continued M. Sloan, “l propose we postpone

further discussion of this matter until our next neeting to give
ourselves tine to devel op di sagreenent and perhaps gain sone
under st andi ng of what the decision is all about.”

Sl oan was anything but an “intuitive” decision-nmaker. He al ways
enphasi zed the need to test opinions against facts and the need to
make absolutely sure that one did not start out wth the



conclusion and then | ook for the facts that would support it. But
he knew that the right decision demands adequate di sagreenent.

There are three nmin reasons for the insistence on
di sagr eenent.

It is, first, the only safeguard agai nst the decision-nmaker’s
becom ng the prisoner of the organi zati on. Everybody al ways wants
sormet hing fromthe deci sion-maker. Everybody is a special pleader,
trying—eften in perfectly good faith—+o obtain the decision he
favors. This is true whether the decision-maker is the president
of the United States or the nost junior engineer working on a
design nodification

The only way to break out of the prison of special pleading and
preconcei ved notions is to nake sure of argued, docunented,
t hought - t hr ough di sagr eenent s.

Second, disagreenent al one can provide alternatives to a

deci sion. And a decision without an alternative is a desperate
ganbler’s throw, no matter how carefully thought through it m ght
be. There is always a high possibility that the decision wll
prove wong—either because it was wong to begin with or because a
change in circunmstances nmakes it wong. If one has thought through
alternatives during the decision-nmaking process, one has sonething
to fall back on, sonething that has already been thought through,

t hat has been studied, that is understood. Wthout such an
alternative, one is likely to flounder dismally when reality
proves a decision to be inoperative.

Above all, disagreenent is needed to stinulate the inmagination.
One does not, to be sure, need imagination to find the right
solution to a problem But then this is of value only in

mat hematics. In all nmatters of true uncertainty such as the
executive deals with-whether his sphere is political, economc,
social, or mlitary—ene needs “creative” solutions that create a
new situation. And this nmeans that one needs inmaginati on—a new and
different way of perceiving and understandi ng.

| magi nation of the first order is, | admt, not in abundant
supply. But neither is it as scarce as is commonly believed.
| magi nati on needs to be chall enged and stinul ated, however, or
else it remains |atent and unused. D sagreenent, especially if
forced to be reasoned, thought through, docunented, is the npbst



effective stinmulus we know.

The effective decision-naker, therefore, organi zes

di sagreenent. This protects himagai nst being taken in by the

pl ausi bl e but false or inconplete. It gives himthe alternatives
so that he can choose and neke a decision, but also so that he is
not lost in the fog when his decision proves deficient or wong in
execution. And it forces the inmagi nati on—his own and that of his
associ ates. Disagreenent converts the plausible into the right and
the right into the good deci sion.

The effective decision-maker does not start out with the
assunption that one proposed course of action is right and that
all others nust be wong. Nor does he start out with the
assunption, | amright and he is wong. He starts out with the
commtment to find out why peopl e disagree.

Ef fective people know, of course, that there are fools around

and that there are m schief-mkers. But they do not assune that
the man who di sagrees with what they thensel ves see as cl ear and
obvious is, therefore, either a fool or a knave. They know t hat
unl ess proven otherw se, the dissenter has to be assuned to be
reasonably intelligent and reasonably fair-m nded. Therefore, it
has to be assuned that he has reached his so obviously wong
concl usi on because he sees a different reality and is concerned
with a different problem The effective person, therefore, always
asks, What does this fellow have to see if his position were,
after all, tenable, rational, intelligent? The effective person is
concerned first with understanding. Only then does he even think
about who is right and who is wong.

In a good | aw office, the beginner, fresh out of |aw school, is
first assigned to drafting the strongest possible case for the
other lawer’s client. This is not only the intelligent thing to
do before one sits down to work out the case for one’s own client.

(One has to assune, after all, that the opposition’ s | awer knows
his business, too.) It is also the right training for a young
lawer. It trains himnot to start out wth, “I know why ny case

is right,” but with thinking through what it is that the other

si de nust know, see, or take as probable to believe that it has a
case at all. It tells himto see the two cases as alternatives.
And only then is he likely to understand what his own case is al
about. Only then can he nmake out a strong case in court that his
alternative is to be preferred over that of the other side.



|s a Decision Really Necessary?

There is one final question the effective decision-nmaker asks:
s a decision really necessary? One alternative is always the
alternative of doing not hing.

Every decision is like surgery. It is an intervention into a
system and therefore carries with it the risk of shock. One does
not make unnecessary deci sions any nore than a good surgeon does
unnecessary surgery. Individual decision-makers, |ike individual
surgeons, differ in their styles. Sone are nore radical or nore
conservative than others. But by and | arge, they agree on the
rul es.

One has to make a decision when a condition is likely to
degenerate if nothing is done. This also applies with respect to
opportunity. If the opportunity is inportant and is likely to
vani sh unl ess one acts with dispatch, one acts—and one nmakes a
radi cal change.

At the opposite end there are those conditions in respect to

whi ch one can, w thout being unduly optimstic, expect that they
will take care of thenselves even if nothing is done. If the
answer to the question, What will happen if we do nothing? is It
will take care of itself, one does not interfere. Nor does one
interfere if the condition, while annoying, is of no inportance
and unlikely to nmake any difference anyhow.

It is a rare executive who understands this. The controller who
in a desperate financial crisis preaches cost reduction is seldom
capabl e of leaving alone m nor blem shes, elimnation of which

wi || achieve nothing. He may know, for instance, that the
significant costs that are out of control are in the sales

organi zation and in physical distribution. And he will work hard
and brilliantly at getting themunder control. But then he wll

di scredit hinself and the whole effort by meking a big fuss about
t he “unnecessary” enploynent of two or three old enployees in an

ot herwi se efficient and well-run plant. And he will dism ss as
i moral the argunent that elimnating these few sem pensioners
will not make any difference anyhow. “Q her people are naking

sacrifices,” he will argue “Wiy should the plant people get away
with inefficiency?”

Wien it is all over, the organization will forget fast that he



saved the business. They will renenber, though, his vendetta

agai nst the two or three poor devils in the plant—and rightly so.
De minims non curat praetor (The magi strate does not consider
trifles) said the Roman | aw al nost two thousand years ago—but many
deci si on-makers still need to learn it.

The great majority of decisions will |ie between these

extrenes. The problemis not going to take care of itself, but it
is unlikely to turn into degenerative nmalignancy either. The
opportunity is only for inprovenment rather than for real change
and innovation, but it is still quite considerable. If we do not
act, in other words, we will in all probability survive. But if we
do act, we may be better off.

In this situation the effective decision-naker conpares effort
and risk of action to risk of inaction. There is no fornula for
the right decision here. But the guidelines are so clear that
decision in the concrete case is rarely difficult. They are:

Act if on balance the benefits greatly outweigh cost and risk.

Act or do not act, but do not “hedge” or conprom se.

The surgeon who only takes out half the tonsils or half the
appendi x risks as much infection or shock as if he did the whole
job. And he has not cured the condition, has indeed nmade it worse.
He either operates or he doesn’t. Simlarly, the effective
deci si on-nmeker either acts or he doesn’'t act. He does not take

hal f-action. This is the one thing that is always wong, and the
one sure way not to satisfy the m ninum specifications, the

m ni mum boundary conditi ons.

The decision is now ready to be made. The specifications have
been thought through, the alternatives explored, the risks and
gai ns wei ghed. Everything is known. Indeed, it is always
reasonably cl ear by now what course of action nmust be taken. At
this point the decision does indeed al nost “make itself.”

And it is at this point that nost decisions are lost. It

becones suddenly quite obvious that the decision is not going to
be pleasant, is not going to be popular, is not going to be easy.
It beconmes clear that a decision requires courage as nuch as it
requires judgnment. There is no inherent reason why nedicines
shoul d taste horribl e—but effective ones usually do. Simlarly,
there is no inherent reason why decisions should be

di st ast ef ul -but nost effective ones are.



One thing the effective know edge worker will not do at this

point is give in to the cry, “Let’s make another study.” That is
the coward’s way—and all the coward achieves is to die a thousand
deat hs where the brave man di es but one. Wen confronted with the
demand for “another study,” the effective executive asks, Is there
any reason to believe that additional study will produce anything
new? And is there reason to believe that the newis likely to be
relevant? And if the answer is no—as it usually is—the effective
deci si on- maker does not pernmit another study. He does not waste
the tinme of good people to cover up his own indecision.

But at the sanme tinme he will not rush into a decision unless he

is sure he understands it. Like any reasonably experienced adult,
he has |l earned to pay attention to what Socrates called his
“daenon”: the inner voice, somewhere in the bowels, that whispers,
“Take care.” Just because sonething is difficult, disagreeable, or
frightening is no reason for not doing it if it is right. But one
hol ds back—+f only for a nonent—+f one finds oneself uneasy,
perturbed, bothered w thout quite knowi ng why. “I always stop when
t hi ngs seem out of focus,” is the way one of the best

deci si on-makers of ny acquai ntance puts it.

Nine tines out of ten the uneasiness turns out to be over sone
silly detail. But the tenth tinme one suddenly realizes that one
has overl ooked the nost inportant fact in the problem has nmade an
el enentary bl under, or has ni sjudged altogether. The tenth tine
one suddenly wakes up at night and realizes—as Sherl ock Hol mes did
in the fanbus story—that the “nost significant thing is that the
hound of Baskerville didn't bark.”

But the effective decision-naker does not wait | ong—a few days,
at the nost a few weeks. If the “daenon” has not spoken by then,
he acts with speed and energy whether he likes to or not.

Know edge workers are not paid for doing things they like to
do. They are paid for getting the right things done—nost of all in
their specific task, the making of effective decisions.

As a result, decision-making can no | onger be confined to the

very small group at the top. In one way or another al nost every
know edge worker in an organization wll either have to becone a
deci si on-maker hinself or wll at |east have to be able to play an
active, an intelligent, and an autononobus part in the



deci si on-maki ng process. Wat in the past had been a highly
speci ali zed function, discharged by a small and usually clearly
defined organ—with the rest adapting within a nold of custom and
usage—+s rapidly becoming a normal if not an everyday task of
every single unit in this new social institution, the |arge-scale
know edge organi zation. The ability to nake effective decisions
increasingly determines the ability of every know edge worker, at
| east of those in responsible positions, to be effective

al t oget her.

18.

FUNCTI ONI NG

COVVUNI CATI ONS

W have nore attenpts at comrunications today, that is, nore
attenpts to talk to others, and a surfeit of conmunications nedia,
uni magi nable to the nen who, around the tine of World War |
started to work on the problens of comrunicating in organizations.
Communi cations i n managenent has beconme a central concern to
students and practitioners in all institutions—business, the
mlitary, public adm nistration, hospital, university, and
research. In no other area have intelligent nmen and wonen wor ked
harder or with greater dedication than psychol ogi sts, human

rel ati ons experts, managers, and managenent students have worked
on i nproving comruni cations in our major institutions.

Yet communi cations has proven as elusive as the unicorn. The
noi se |l evel has gone up so fast that no one can really listen
anynore to all that babbl e about comunications. But there is

clearly less and | ess comuni cati ng.

W have | earned, nostly through doing the wong things, four
fundanental s of conmuni cati ons.

1. Comrunication is perception.
2. Communi cation is expectation.
3. Communi cati on nakes denands.

4. Communi cation and information are different and i ndeed
| argel y opposite—yet interdependent.

Communi cation |Is Perception, Expectation, and Demand
An old riddle posed by the nystics of many religi ons—+he Zen



Buddhi sts, the Sufis of Islam and the Rabbis of the Tal nud—asks,
Is there a sound in the forest if a tree crashes down and no one
is around to hear it? W now know that the right answer to this is
no. There are sound waves. But there is no sound unl ess soneone
perceives it. Sound is created by perception. Sound is

conmmuni cati on

This may seemtrite; after all, the nystics of old already knew
this, for they too always answered that there is no sound unl ess
soneone can hear it. Yet the inplications of this rather trite
statenent are great indeed.

First, it means that it is the recipient who communi cates. The
so-cal l ed communi cator, the person who emts the comrunication,
does not conmunicate. He utters. Unless there is soneone who
hears, there is no communication. There is only noi se.

In Plato’s Phaedo, which, anong other things, is also the

earliest extant treatise on rhetoric, Socrates points out that one
has to talk to people in terns of their own experience, that is,
that one has to use carpenters’ netaphors when talking to
carpenters, and so on. One can communicate only in the recipient’s
| anguage or in his terns. And the terns have to be
experience-based. It, therefore, does very little good to try to
explain ternms to people. They will not be able to receive themif
they are not terns of their own experience. They sinply exceed
their perception capacity.

I n comuni cating, whatever the nmedium the first question has
to be, Is this communication within the recipient’s range of
perception? Can he receive it?

One rarely realizes that there could be other dinensions, and

that something that is so obvious to us and so clearly validated
by our enotional experience has other dinensions, a “back” and
“sides,” which are entirely different and which, therefore, |ead
to entirely different perceptions. The popul ar story about the
blind men and the el ephant in which each one, encountering this
strange beast, feels one of the elephant’s parts, his leg, his
trunk, his hide, and reports an entirely different conclusion, and
holds to it tenaciously, is sinply a netaphor of the human
condition. There is no possibility of comunication until this is
understood and until he who has felt the hide of the el ephant goes
over to himwho has felt the leg and feels the leg hinself. There



is no possibility of communication, in other words, unless we
first know what the recipient, the true comruni cator, can see and
why.

We perceive, as a rule, what we expect to perceive. W see

| argely what we expect to see, and we hear |argely what we expect
to hear. That the unexpected may be resented is not the inportant
t hi ng—+hough nost of the work on conmunications in business and
government thinks it is. What is truly inportant is that the
unexpected is usually not received at all. It is not seen or
heard, but ignored. Or it is msunderstood, that is, m s-seen or
m s- heard as the expect ed.

The human mnd attenpts to fit inpressions and stinuli into a
frame of expectations. It resists vigorously any attenpts to nake
it “change its mnd,” that is, to perceive what it does not expect
to perceive or not to perceive what it expects to perceive. It is,
of course, possible to alert the human mind to the fact that what
it perceives is contrary to its expectations. But this first

requi res that we understand what it expects to perceive. It then
requires that there be an unm stakable signal —=this is different,”
that is, a shock that breaks continuity.

Bef ore we can communi cate, we nust, therefore, know what the
reci pient expects to see and hear. Only then can we know whet her
communi cation can utilize his expectations—and what they are—er
whet her there is need for the “shock of alienation,” for an
“awakeni ng” that breaks through the recipient’s expectations and
forces himto realize that the unexpected is happening.

A phenonmenon known to every newspaper editor is the amazingly
hi gh readership and retention of the “fillers,” the little three-
or five-line bits of irrelevant incidental information that are
used to “bal ance” a page. Wiy shoul d anybody want to read, |et

al one renenber, that it first becane fashionable to wear
different-col ored hose on each leg at the court of sone

| ong-forgotten duke? O, when and where baki ng powder was first
used? Yet there is no doubt that these little tidbits of

irrel evancy are read and, above all, that they are renenbered far
better than al nost anything else in the daily paper except the
screanm ng headl i nes of the catastrophes. The answer is that the
fillers make no demands. It is their total irrel evancy that
accounts for their being renenbered.



Communi cation, in other words, always nakes demands. It al ways
demands that the recipient becone sonebody, do sonething, believe
sonmething. It always appeals to notivation. If, in other words,
comuni cation fits in with the aspirations, the values, the

pur poses of the recipient, it is powerful. If it goes against his
aspirations, his values, his notivations, it is likely not to be
received at all or, at best, to be resisted.

O course, at its nost powerful, comunication brings about
“conversion,” that is, a change of personality, of val ues,

beliefs, aspirations. But this is the rare, existential event, and
one agai nst which the basic psychol ogical forces of every human
being are strongly organi zed. Even the Lord, the Bible reports,
first had to strike Saul blind before he could raise himup as
Paul . Communi cations aimng at conversion denmand surrender.

Conmuni cati on and I nformation

Where communi cation is perception, information is logic. As

such, information is purely formal and has no neaning. It is

i npersonal rather than interpersonal. The nore it can be freed of
t he human conponent, that is, of such things as enotions and

val ues, expectations and perceptions, the nore valid and reliable
does it becone. Indeed, it becomes increasingly informative.

I nf ormati on presupposes conmuni cation. Information is always
encoded. To be received, |let alone to be used, the code nust be
known and understood by the recipient. This requires prior
agreenent, that is, some conmunication.

Conmmuni cations, in other words, may not be dependent on
information. Indeed, the nost perfect conmunications nmay be purely
“shared experiences,” wthout any | ogic whatever. Perception has
pri macy rather than information.

Downwar d and Upwar d

What, then, can our know edge and our experience teach us about
communi cations in organi zations, about the reasons for our
failures, and about the prerequisites for success in the future?

For centuries we have attenpted comruni cation “downward.” This,
however, cannot work, no matter how hard and how intelligently we
try. It cannot work, first, because it focuses on what we want to
say. It assunes, in other words, that the utterer comrunicates.



Thi s does not nmean that managers should stop working on clarity

in what they say or wite. Far fromit. But it does nean that how
we say sonething cones only after we have | earned what to say. And
this cannot be found out by “talking to,” no matter how well it is
bei ng done.

But “listening” does not work either. The Human Rel ati ons

School of Elton Mayo, forty years ago, recognized the failure of
the traditional approach to conmunications. Its answer was to
enjoin listening. Instead of starting out with what “we,” that is,
t he executive, want to “get across,” the executive should begin by
finding out what subordi nates want to know, are interested in,

are, in other words, receptive to. To this day, the human
relations prescription, though rarely practiced, remains the

cl assic fornul a.

O course, listening is a prerequisite to comunication. But it

is not adequate, and it cannot, by itself, work. Listening assunes
that the superior will understand what he is being told. It
assunmes, in other words, that the subordinates can conmuni cate. It
is hard to see, however, why the subordinate should be able to do
what his superior cannot do. In fact, there is no reason for
assum ng he can.

This is not to say that listening is wong, any nore than the
futility of downward conmuni cations furni shes any argunent agai nst
attenpts to wite well, to say things clearly and sinply, and to
speak the | anguage of those whom one addresses rather than one’s
own jargon. Indeed, the realization that comruni cations have to be
upwar d—er rather that they have to start with the recipient rather
than the emtter, which underlies the concept of |istening—s
absolutely sound and vital. But listening is only the starting
poi nt .

More and better information does not solve the conmunications
probl em does not bridge the comunications gap. On the contrary,
the nore information, the greater is the need for functioning and
effective communication. The nore information, in other words, the
greater is the comrunications gap |ikely to be.

Managenent by Cbjectives
Can we then say anything constructive about conmuni cation? Can
we do anyt hi ng?



Managenment by objectives is a prerequisite for functioning
comuni cation. It requires the subordinate to think through and
present to the superior his own conclusions as to what nmjor
contribution to the organi zation—er to the unit within the

or gani zati on—he shoul d be expected to perform and should be held
accountabl e for.

What the subordinate cones up with is rarely what the superior
expects. Indeed, the first aimof the exercise is precisely to
bring out the divergence in perception between superior and
subordi nate. But the perception is focused, and focused on
sonething that is real to both parties. To realize that they see
the sane reality differently is in itself already commrunication

Managenent by objectives gives to the intended recipient of
comuni cati on—+n this case the subordi nat e—access to experience
that enables himto understand. He is given access to the reality
of deci sion-nmaking, the problens of priorities, the choice between
what one likes to do and what the situation demands, and above
all, the responsibility for a decision. He nay not see the
situation the sane way the superior does—+n fact, he rarely wll

or even should. But he may gain an understanding of the conplexity
of the superior’s situation and of the fact that the conplexity is
not of the superior’s making, but is inherent in the situation
itself.

The exanples given in this chapter perhaps illustrate the main
concl usion to which our experience with comuni cations—targely an
experience of failure—and all the work on | earning, nenory,
perception, and notivation point: comunication requires shared
experi ence.

There can be no communication if it is conceived as going from
the “1” to the “Thou.” Communi cation works only from one nmenber of
“us” to another. Commrunication in an organi zation—and this my be
the true |l esson of our comunication failure and the true neasure
of our conmmuni cation need—+s not a means of organization. It is

t he node of organization.

19.

LEADERSHI P AS WORK

Leadership is all the rage just now “W’d want you to run a

sem nar for us on how one acquires charism,” the human-resources
VP of a big bank said to ne on the tel ephone—+n dead earnest.



Books, articles, and conferences on | eadership and on the
“qualities” of the | eader abound. Every CEO it seens, has to be
made to | ook Iike a dashing Confederate cavalry general or a
boardroom El vis Presl ey.

Leadership does matter, of course. But, alas, it is sonething

different fromwhat is now touted under this label. It has little
to do with “l eadership qualities” and even less to do with
“charisma.” It is mundane, unromantic, and boring. Its essence is

per f or mance.

In the first place, |leadership is not by itself good or
desirable. Leadership is a neans. Leadership to what end is thus
t he crucial question.

Hi story knows no nore charismatic |eaders than this century’s
triad of Stalin, Htler, and Mao—+the m sl eaders who inflicted as
much evil and suffering on humanity as have ever been recorded.

But effective |eadership doesn’'t depend on charisma. Dw ght

Ei senhower, CGeorge Marshall, and Harry Truman were singularly
effective | eaders, yet none possessed any nore charisma than a
dead nmackerel. Nor did Konrad Adenauer, the chancellor who rebuilt

West Germany after World War 11. No | ess charismatic personality
coul d be imagi ned than Abe Lincoln of Illinois, the raw boned,
uncout h backwoodsman of 1860. And there was amazingly little
charisma to the bitter, defeated, alnost broken Churchill of the

interwar years; what mattered was that he turned out in the end to
have been right.

| ndeed, charisnma becones the undoing of |eaders. It nmakes them
i nfl exi ble, convinced of their own infallibility, unable to
change. This is what happened to Stalin, Htler, and Mao, and it
is a conmonpl ace in the study of ancient history that only

Al exander the Great’s early death saved himfrom becom ng an

i neffectual failure.

| ndeed, charisma does not by itself guarantee effectiveness as

a |l eader. John F. Kennedy may have been the npbst charismatic
person ever to occupy the Wite House. Yet few presidents got as
littl e done.

Nor are there any such things as “leadership qualities” or a



“| eadership personality.” Franklin D. Roosevelt, Wnston

Churchill, George Marshall, Dw ght Ei senhower, Bernard Montgonery,
and Dougl as MacArthur were all highly effective—and highly
vi si bl e—+eaders during World War I1. No two of them shared any

“personality traits” or any “qualities.”

Work, Responsibility, and Trust Earned

What then is leadership if it is not charisma and not a set of
personality traits? The first thing to say about it is that it is
wor k—somet hi ng stressed again and again by the nost charismatic

| eaders: Julius Caesar, for instance, or Ceneral MacArthur and
Field Marshal Montgonery, or, to use an exanple from business,

Al fred Sl oan, the man who built and | ed General Mtors from 1920
to 1955.

The foundation of effective | eadership is thinking through the
organi zation’s mssion, defining it, and establishing it, clearly
and visibly. The | eader sets the goals, sets the priorities, and
sets and mai ntains the standards. He makes conprom ses, of course;
i ndeed, effective |leaders are painfully aware that they are not in
control of the universe. (Only m sl eaders—+the Stalins, Htlers,
Maos—suffer fromthat delusion.) But before accepting a
conprom se, the effective |eader has thought through what is right
and desirable. The leader’s first task is to be the trunpet that
sounds a cl ear sound.

What di stinguishes the | eader fromthe m sl eader are his goals.
Whet her the conprom se he nmakes with the constraints of
reality-which may involve political, economc, financial, or

i nterpersonal problenms—are conpatible with his m ssion and goal s
or |ead away fromthem determ nes whether he is an effective

| eader. And whether he holds fast to a few basic standards
(exenmplifying themin his own conduct), or whether “standards” for
hi m are what he can get away with, determ nes whether the |eader
has followers or only hypocritical tine-servers.

The second requirement is that the | eader see | eadership as
responsibility rather than as rank and privilege. Effective

| eaders are rarely “perm ssive.” But when things go wong—and t hey
al ways do—they do not blane others. If Wnston Churchill is an
exanpl e of | eadership through clearly defining m ssion and goal s,
General Ceorge Marshall, America s chief of staff in Wrld War 11,
is an exanple of |eadership through responsibility. Harry Truman’s
fol ksy “The buck stops here” is still as good a definition as any.



But precisely because an effective | eader knows that he, and no
one else, is ultimtely responsible, he is not afraid of strength
in associ ates and subordi nates. M sl eaders are; they always go in
for purges. But an effective | eader wants strong associ ates; he
encourages them pushes them indeed glories in them Because he
hol ds hinself ultimtely responsible for the m stakes of his
associ ates and subordi nates, he also sees the triunphs of his
associ at es and subordi nates as his triunphs, rather than as
threats. A |leader may be personally vai n—as CGeneral MacArthur was
to an al nost pathol ogi cal degree. O he may be personally

hunbl e—bot h Li ncol n and Truman were so al nost to the point of
having inferiority conplexes. But all three wanted abl e,

i ndependent, self-assured people around them they encouraged
their associ ates and subordi nates, praising and pronoting them So
did a very different person: Dwi ght “lke” Ei senhower, when suprene
commander in Europe.

An effective | eader knows, of course, that there is a risk

abl e people tend to be anbitious. But he realizes that it is a
much smaller risk than to be served by nediocrity. He al so knows
that the gravest indictnent of a |leader is for the organization to
col | apse as soon as he | eaves or dies, as happened in Russia the
monment Stalin died and as happens all too often in conpanies. An
effective | eader knows that the ultimate task of |eadership is to
create human energi es and hunman vi sion.

The final requirenent of effective |leadership is to earn trust.

O herwi se, there won’t be any foll owers—and the only definition of
a | eader is someone who has followers. To trust a leader, it is
not necessary to like him Nor is it necessary to agree with him
Trust is the conviction that the | eader neans what he says. It is
a belief in sonething very old-fashioned, called “integrity.” A

| eader’s actions and a | eader’s professed beliefs nust be
congruent, or at |east conpatible. Effective | eadershi p—and again
this is very old wi sdom+s not based on being clever; it is based
primarily on being consistent.

After | had said these things on the tel ephone to the bank’s
human-resources VP, there was a long silence. Finally she said,
“But that’s no different at all fromwhat we have known for years
are the requirenents for being an effective manager.”

Preci sely.



20.

PRI NCI PLES OF | NNOVATI ON

Al'l experienced physicians have seen “mracle cures.” Patients
suffering fromtermnal illnesses recover suddenly—soneti nes
spont aneously, sonetines by going to faith healers, by sw tching
to sone absurd diet, or by sleeping during the day and being up
and about all night. Only a bigot denies that such cures happen
and dism sses themas “unscientific.” They are real enough. Yet no
physician is going to put mracle cures into a textbook or into a
course to be taught to nedical students. They cannot be
replicated, cannot be taught, cannot be | earned. They are al so
extrenely rare; the overwhelmng majority of term nal cases do
die, after all.

| nnovation as a Practice

Simlarly, there are innovations that do not proceed fromthe
sources of innovative opportunity, innovations that are not

devel oped in any organi zed, purposeful, systematic manner. There
are innovators who are “kissed by the Mises,” and whose

i nnovations are the result of a “flash of genius” rather than of
hard, organi zed, purposeful work. But such innovations cannot be
replicated. They cannot be taught and they cannot be | earned.
There is no known way to teach sonmeone how to be a geni us.

But al so, contrary to popular belief in the romance of

i nvention and innovation, “flashes of genius” are uncommonly rare.
What is worse, | know of not one such “flash of genius” that
turned into an innovation. They all remained brilliant ideas.

The purposeful innovation resulting fromanalysis, system and
hard work is all that can be di scussed and presented as the
practice of innovation. But this is all that need be presented
since it surely covers at |least 90 percent of all effective

i nnovations. And the extraordinary performer in innovation, as in
every other area, will be effective only if grounded in the

di scipline and master of it.

What, then, are the principles of innovation, representing the
hard core of the discipline? There are a nunber of “dos”—things
that have to be done. There are also a few “don’ts”—things that
had better not be done. And then there are what | would cal
“conditions.”



The Dos

1. Purposeful, systematic innovation begins with the anal ysis

of the opportunities. It begins with thinking through what | have
call ed the seven sources of innovative opportunity. In different
areas, different sources will have different inportance at
different tines.

The organi zati on’s own unexpected successes and unexpect ed
failures, but also the unexpected successes and unexpected
failures of the organization’s conpetitors

I ncongruities, especially incongruities in the process, whether
of production or distribution, or incongruities in customner
behavi or

Process needs

Changes in industry and market structures

Changes i n denographics

Changes i n nmeani ng and perception

New know edge

Al'l the sources of innovative opportunity should be
systematically anal yzed and systematically studied. It is not
enough to be alerted to them The search has to be organi zed, and
must be done on a regular, systematic basis.

2. Innovation is both conceptual and perceptual. The second

i nperative of innovation is therefore to go out to |ook, to ask,
to listen. This cannot be stressed too often. Successful

i nnovators use both the right side and the left side of their
brains. They | ook at figures, and they | ook at people. They work
out analytically what the innovation has to be to satisfy an
opportunity. And then they go out and | ook at the customers, the
users, to see what are their expectations, their values, and their
needs.

Receptivity can be perceived, as can values. One can perceive
that this or that approach will not fit in with the expectations
or the habits of the people who have to use it. And then one can
ask, What does this innovation have to reflect so that the people
who have to use it will want to use it, and see in it their
opportunity? Ot herw se, one runs the risk of having the right

i nnovation in the wong form

3. An innovation, to be effective, has to be sinple and it has
to be focused. It should do only one thing; otherw se, it
confuses. If it is not sinple, it won't work. Everything new runs



into trouble; if conplicated, it cannot be repaired or fixed. A
ef fective innovations are breathtakingly sinple. Indeed, the
greatest praise an innovation can receive is for people to say,
“This is obvious. Wiy didn’t | think of it?”

Even the innovation that creates new uses and new markets

shoul d be directed toward a specific, clear, designed application.
It should be focused on a specific need that it satisfies, on a
specific end result that it produces.

4. Effective innovations start small. They are not grandi ose.

They try to do one specific thing. It may be to enable a noving
vehicle to draw el ectric power while it runs along rails—the

i nnovation that nade possible the electric streetcar. O it may be
as elenmentary as putting the same nunber of matches into a

mat chbox (it used to be fifty), which nade possible the autonmatic
filling of matchboxes and gave the Swedi sh originators of the idea
a world nonopoly on matches for alnost half a century. G andi ose

i deas, plans that aimat “revolutionizing an industry,” are

unli kely to work.

| nnovati ons had better be capable of being started snall,
requiring at first little noney, few people, and only a snmall and
limted market. Qtherwi se, there is not enough tine to make the
adj ustments and changes that are al nost al ways needed for an

i nnovation to succeed. Initially innovations rarely are nore than
“alnost right.” The necessary changes can be nade only if the
scale is small and the requirenents for people and noney fairly
nodest .

5. But—and this is the final “do”—a successful innovation ains

at |l eadership. It does not aimnecessarily at becom ng eventual ly
a “big business”; in fact, no one can foretell whether a given
innovation will end up as a big business or a nodest achi evenent.
But if an innovation does not aimat |eadership fromthe
beginning, it is unlikely to be innovative enough, and therefore
unlikely to be capable of establishing itself. Strategies vary
greatly, fromthose that aimat dom nance in an industry or a

mar ket to those that aimat finding and occupyi ng a snal

“ecol ogical niche” in a process or market. But all entrepreneuri al
strategies, that is, all strategies ainmed at exploiting an

i nnovation, nust achieve | eadership within a given environnent.

O herw se, they will sinply create an opportunity for the
conpetition.



The Don’ts
And now the few inportant “don’ts.”

1. The first is sinply not to try to be clever. Innovations
have to be handl ed by ordinary human beings, and if they are to
attain any size and inportance at all, by norons or near-norons.
| nconpetence, after all, is the only thing in abundant and
never-failing supply. Anything too clever, whether in design or
execution, is alnost bound to fail.

2. Don't diversify; don't splinter; don't try to do too many
things at once. This is, of course, the corollary to the “do”: be
focused! Innovations that stray froma core are likely to becone
di ffuse. They renmin ideas and do not becone innovations. The core
does not have to be technol ogy or know edge. In fact, narket

know edge supplies a better core of unity in any enterprise,

whet her busi ness or public-service institution, than know edge or
technol ogy does. But there has to be a core of unity to innovative
efforts or they are likely to fly apart. An innovation needs the
concentrated energy of a unified effort behind it. It also
requires that the people who put it into effect understand each
other, and this, too, requires a unity, a common core. This, too,
is inperiled by diversity and splintering.

3. Finally, don’'t try to innovate for the future. Innovate for
the present! An innovation may have | ong-range inpact; it nay not
reach its full maturity until twenty years |ater.

But it is not good enough to be able to say, “In twenty-five
years there will be so many very old people that they will need
this.” One has to be able to say, “There are enough ol d people
around today for this to nake a difference to them O course,
time is with us—+n twenty-five years there will be many nore.” But
unl ess there is an inmmedi ate application in the present, an
innovation is like the drawings in Leonardo da Vinci’s notebook—a
“brilliant idea.” Very few of us have Leonardo’s genius and can
expect that our notebooks alone will assure immortality.

The first innovator who fully understood this third caveat was
probably Thomas Edi son. Every other electrical inventor of the
time began to work around 1860 or 1865 on what eventual ly becane
the light bulb. Edison waited for ten years until the know edge
becane available; up to that point, work on the light bulb was “of



the future.” But when the know edge becane avail abl e-when, in
other words, a light bulb could becone “the present”—Edi son
organi zed his trenmendous energi es and an extraordinarily capabl e
staff and concentrated for a couple of years on that one

i nnovative opportunity.

| nnovati ve opportunities sonetinmes have long lead tines. In

phar maceuti cal research, ten years of research and devel opnent
work are by no neans uncommon or particularly long. And yet no
pharmaceuti cal conmpany woul d dream of starting a research project
for sonething that does not, if successful, have inmediate
application as a drug for health-care needs that already exist.

Three Conditions for a Successful |nnovation

Finally, there are three conditions that nust be net for an

i nnovation to be successful. Al three are obvious but often are
di sregar ded.

1. Innovation is work. It requires know edge. It often requires
great ingenuity. There are clearly people who are nore tal ented
i nnovators than the rest of us. Also, innovators rarely work in
nore than one area. For all his trenmendous innovative capacity,
Edi son worked only in the electrical field. And an innovator in
financial areas, Citibank in New York, for instance, is unlikely
to enbark on innovations in retailing or health care. In

i nnovation as in any other work there is talent, there is
ingenuity, and there is predisposition. But when all is said and
done, innovation becones hard, focused, purposeful work nmaking
very great denmands on diligence, on persistence, and on
commitnment. If these are |acking, no anbunt of talent, ingenuity,
or know edge w Il avail.

2. To succeed, innovators must build on their strengths.
Successful innovators | ook at opportunities over a wi de range. But
then they ask, Wiich of these opportunities fits me, fits this
conpany, puts to work what we (or |I) are good at and have shown
capacity for in performance? In this respect, of course,
innovation is no different fromother work. But it may be nore
inmportant in innovation to build on one’s strengths because of the
ri sks of innovation and the resulting prem umon know edge and
performance capacity. And in innovation, as in any other venture,
there nust also be a tenperanental “fit.” Businesses do not do
well in something they do not really respect. No pharmaceutica
conpany—+un as it has to be by scientifically m nded peopl e who



see thensel ves as “serious”—has done well in anything so
“frivolous” as lipsticks or perfunmes. Innovators simlarly need to
be tenperanentally attuned to the innovative opportunity. It rmust
be inmportant to them and nake sense to them Oherw se they wll
not be willing to put in the persistent, hard, frustrating work

t hat successful innovation always requires.

3. And finally, innovation is an effect in econony and society,

a change in the behavior of customers, of teachers, of farners, of
eye surgeons—ef people in general. O it is a change in a
process—that is, in how people work and produce sonet hi ng.

| nnovation therefore always has to be close to the market, focused
on the market, indeed market-driven.

The Conservative | nnovat or

A year or two ago | attended a university synposium on
entrepreneurship at which a nunber of psychol ogi sts spoke.
Al t hough their papers disagreed on everything el se, they al
tal ked of an “entrepreneurial personality,” which was
characterized by a “propensity for risk-taking.”

A wel | -known and successful innovator and entrepreneur who had
built a process-based innovation into a substantial worldw de
busi ness in the space of twenty-five years was then asked to

comment. He said: “I find nyself baffled by your papers. | think
know as many successful innovators and entrepreneurs as anyone,
begi nning with nyself. | have never cone across an

‘“entrepreneurial personality.’” The successful ones | know all

have, however, one thing—and only one thing—n common: they are
not ‘risk-takers.’” They try to define the risks they have to take
and to mnimze themas nuch as possible. O herw se none of us
coul d have succeeded. As for nyself, if |I had wanted to be a

ri sk-taker, | would have gone into real estate or comodity
trading, or | would have becone the professional painter ny nother
wanted nme to be.”

This jibes with my own experience. |, too, know a good many
successful innovators and entrepreneurs. Not one of them has a
“propensity for risk-taking.”

The popul ar picture of innovators—half pop-psychol ogy, half

Hol | ywood—akes them | ook |i ke a cross between Supernman and the
Kni ghts of the Round Table. Alas, nost of themin real life are
unromantic figures, and much nore likely to spend hours on a



cash-flow projection than to dash off | ooking for “risks.”

O course innovation is risky. But so is stepping into the car
to drive to the supernmarket for a | oaf of bread. Al econonic
activity is by definition “high-risk.” And defending
yesterday—that is, not innovating—+s far nore risky than making
tonmorrow. The innovators | know are successful to the extent to
whi ch they define risks and confine them They are successful to
the extent to which they systematically anal yze the sources of

i nnovative opportunity, then pinpoint the opportunity and exploit
i t—whether an opportunity of small and clearly definable risk,
such as exploiting the unexpected or a process need, or an
opportunity of nuch greater but still definable risk, as in
know edge- based i nnovati on.

Successful innovators are conservative. They have to be. They
are not “risk-focused”; they are “opportunity-focused.”

21.
THE SECOND HALF
OF YOUR LI FE

For the first time in human history, individuals can expect to
outlive organizations. This creates a totally new chal |l enge: What
to do with the second half of one's life?

One can no | onger expect that the organization for which one

works at age thirty will still be around when one reaches age
sixty. But also, forty or fifty years in the sane kind of work is
much too | ong for nost people. They deteriorate, get bored, |ose
all joy in their work, “retire on the job,” and becone a burden to
t hensel ves and to everyone around them

This is not necessarily true of the very top achievers such as
very great artists. C aude Monet (1840-1926), the greatest

| mpressionist painter, was still painting masterpieces in his

ei ghties, and working twelve hours a day, even though he had | ost
al nost all his eyesight. Pablo Picasso (1881-1973), perhaps the
greatest Postinpressionist painter, simlarly painted till he died
in his nineties—and in his seventies invented a new style. The
greatest musical instrunentalist of this century, the Spanish
cellist Pablo Casals (1876-1973), planned to performa new piece
of nmusic and practiced it on the very day on which he died at age
ni nety-seven. But these are the rarest of exceptions even anong
very great achievers. Neither Max Pl anck (1858-1947) nor Al bert



Ei nstein (1879-1955), the two giants of nodern physics, did

i nportant scientific work after their forties. Planck had two nore
careers. After 1918-aged si xty—he reorgani zed Gernan sci ence.

After being forced into retirenent by the Nazis in 1933, he, in
1945, alnost ninety, started once nore to rebuild Gernman science
after Hitler’'s fall. But Einstein retired in his forties to becone
a “fanmous man.”

There is a great deal of talk today about the “mdlife crisis”

of the executive. It is nostly boredom At age forty-five nobst
executives have reached the peak of their business career and know
it. After twenty years of doing very much the same kind of work,
they are good at their jobs. But few are |earning anything
anynore, few are contributing anything anynore, and few expect the
job again to becone a challenge and a satisfaction.

Manual workers who have been working for forty years—+n the

steel mll for instance, or in the cab of a | oconotive—are
physically and nentally tired | ong before they reach the end of
their normal |ife expectancy, that is, well before they reach even
traditional retirement age. They are “finished.” If they
survive—and their |ife expectancy too has gone up to an average of
seventy-five years or so—they are quite happy spending ten or
fifteen years doing nothing, playing golf, going fishing, engaging
in some mnor hobby, and so on. But know edge workers are not
“finished.” They are perfectly capable of functioning despite al

ki nds of minor conplaints. And yet the original work that was so
chal | engi ng when the know edge worker was thirty has becone a
deadly bore when the know edge worker is fifty—and still he or she
is likely to face another fifteen if not another twenty years of
wor K.

To manage onesel f, therefore, will increasingly require
preparing oneself for the second half of one’ s life.

Three Answers for the Second Half of Life
There are three answers.

The first is actually to start a second and different career
(as Max Planck did). Oten this nmeans only noving from one kind of
organi zati on to anot her.

Typical are the m ddl e-1evel American business executives who
in substantial nunbers nove to a hospital, a university, or sone



ot her nonprofit organi zation, around age forty-five or
forty-eight, when the children are grown and the retirenent
pension is vested. In nmany cases they stay in the same kind of
wor k. The divisional controller in the big corporation becones,
for instance, controller in a nediumsized hospital. But there are
al so a growi ng nunber of people who actually nove into a different
Iine of work.

In the United States there are a fairly substantial nunber of

m ddl e- aged wonen who have worked for twenty years, in business or
in local government, have risen to a junior nmanagenent position,
and now, at age forty-five and with the children grown, enter |aw
school. Three or four years later they then establish thensel ves
as small-tine lawers in their | ocal communities.

W will see many nore such second-career people who have
achieved fair success in their first job. Those peopl e have
substantial skills, for exanple, the divisional controller who
noves into the local conmmunity hospital. They know how to work.
They need a conmunity—and the house is enpty with the children
gone. They need the inconme, too. But above all, they need the
chal | enge.

The second answer to the question of what to do with the second
half of one’s life is to develop a parallel career

A large and rapidly grow ng nunber of peopl e—especially people

who are very successful in their first careers—stay in the work

t hey have been doing for twenty or twenty-five years. Many keep on
working forty or fifty hours a week in their main and paid job.
Some nove from being busy full-tinme to being part-tinme enpl oyees
or becone consultants. But then they create for thenselves a
paral l el job—dsually in a nonprofit organizati on—and one that
often takes another ten hours of work a week.

And then, finally—the third answer—there are the “soci al
entrepreneurs.” These are usually people who have been very
successful in their first profession, as businesspeople, as
physi ci ans, as consultants, as university professors. They |ove
their work, but it no longer challenges them In many cases they
keep on doing what they have been doing all along, though they
spend |l ess and less of their tinme on it. But they start another,
and usually a nonprofit, activity.



Peopl e who manage the “second half” may al ways be a mnority.
The majority may keep doing what they are doing now, that is,
retire on the job, continue being bored, keeping on with their
routine, and counting the years until retirenent. But it is this
mnority, the people who see the | ong working-life expectancy as
an opportunity both for thenselves and for society, who wll

i ncreasingly becone the | eaders and the nodels. They,
increasingly, will be the “success stories.”

There is one requirenent for managi ng the second half of one’s
life: to begin creating it long before one enters it.

When it first becane clear thirty years ago that working-life
expectanci es were | engthening very fast, many observers (including
nmysel f) believed that retired people would increasingly becone

vol unteers for American nonprofit institutions. This has not
happened. |If one does not begin to volunteer before one is forty
or so, one will not volunteer when past sixty.

Simlarly, all the social entrepreneurs |I know began to work in
their chosen second enterprise |long before they reached their peak
in their original business. One highly successful |awer, for
exanpl e, began to do volunteer | egal work for the schools in his
state when he was around thirty-five. He got hinself elected to a
school board at age forty. Wien he reached fifty, and had amassed
a substantial fortune, he then started his own enterprise to build
and run nodel schools. He is, however, still working nearly
full-time as the | ead counsel in the very big conpany that, as a
very young | awyer, he had hel ped found.

There is anot her reason that managi ng yourself wl|
i ncreasingly nean that the know edge wor ker devel ops a second
maj or interest, and develops it early.

No one can expect to live very |long w thout experiencing a
serious setback in one’s |ife or in one’s work. There is the
conpet ent engi neer who at age forty-two i s being passed over for
pronotion in the conpany. There is the conpetent coll ege professor
who at age forty-two realizes that she will stay forever in the
small college in which she got her first appointnment and wl |
never get the professorship at the big university—even though she
may be fully qualified for it. There are tragedies in one’s
personal famly |life—+the breakup of one’'s marriage, the loss of a
chi |l d.



And then a second nmgjor interest—and not just another hobby—ay
make all the difference. The conpetent engi neer passed over for
pronoti on now knows that he has not been very successful in his
job. But in his outside activity—for exanple, as treasurer in his
| ocal church—he has achi eved success and continues to have
success. One’s own famly may break up, but in that outside
activity there is still a community.

This will be increasingly inmportant in a society in which
success has becone inportant.

Hi storically, there was no such thing. The overwhel m ng
majority of people did not expect anything but to stay in their
“proper station,” as an old English prayer has it. The only
mobility there was downward nobility. Success was practically
unknown.

In a know edge society we expect everyone to be a "“success.”

But this is clearly an inpossibility. For a great many people
there is, at best, absence of failure. For where there is success,
there has to be failure. And then it is vitally inportant for the
i ndi vi dual —but equally for the individual’'s fam|y—that there be
an area in which the individual contributes, nmakes a difference,
and is sonebody. That neans having a second area, whether a second
career, a parallel career, a social venture, a serious outside
interest, anything offering an opportunity for being a | eader, for
bei ng respected, for being a success.

Revol ution for the Individuals

The changes and chal | enges of nmanagi ng oneself nmay seem
obvious, if not elenentary. And the answers may seemto be
sel f-evident to the point of appearing naive.

Managi ng onesel f, however, is a revolution in human affairs. It
requi res new and unprecedented things fromthe individual, and
especially fromthe know edge worker. For in effect, it demands

t hat each know edge worker think and behave as a chief executive
officer. It also requires an al nost 180-degree change in the

knowl edge worker’s thoughts and actions from what nost of us—even
of the younger generation-still take for granted as the way to
think and the way to act. Knowl edge workers, after all, first cane
into being in any substantial nunbers a generation ago. (I coined
the term “know edge worker” years ago.)



But also the shift from nmanual workers who do as they are being
told—either by the task or by the boss—+to know edge workers who
have to manage t hensel ves profoundly chall enges social structure.
For every existing society, even the nost “individualist” one,
takes two things for granted, if only subconsciously:

organi zations outlive workers, and nost people stay put. Mnagi ng
oneself is based two very opposite realities: workers are likely
to outlive organi zations, and the knowl edge worker has nobility.

In the United States, nobility is accepted. But even in the

United States, workers outliving organizations—and with it the
need to be prepared for a different second half of one’'s life—+s a
revolution for which practically no one is prepared. Nor is any
existing institution, for exanple, the present retirement system
In the rest of the devel oped world, however, immbility is
expected and accepted. It is “stability.”

In Germany, for instance, nobility—ntil very recently—ane to

an end with the individual’s reaching age ten or, at the |atest,
age sixteen. If a child did not enter Gymasium at age ten, he or
she had | ost any chance ever to go to the university. And the
apprenticeship that the great magjority who did not go to the
Gymmasi um entered at age fifteen or sixteen as a nechanic, a bank
clerk, a cook—+rrevocably and irreversibly—deci ded what work the
person was going to do the rest of his or her life. Myving from

t he occupation of one’s apprenticeship into another occupati on was
sinply not done even when not actually forbidden.

Transformation of Every Society

The devel oped society that faces the greatest chall enge and

w Il have to make the nost difficult changes is the society that
has been nobst successful in the last fifty years: Japan. Japan’s
success—and there is no precedent for it in history—very largely
rested on organi zed i mmbility—the inmobility of “lifetine
enploynment.” In lifetinme enploynent it is the organization that
manages the individual. And it does so, of course, on the
assunption that the individual has no choice. The individual is
bei ng managed.

| very nmuch hope that Japan will find a solution that preserves
the social stability, the community—and the social harnony—hat
lifetime enpl oynment provided, and yet creates the nobility that
know edge work and know edge workers nust have. Far nore is at



stake than Japan’s own society and civic harnony. A Japanese

sol ution would provide a nodel —+or in every country a functioning
soci ety does require cohesion. Still, a successful Japan will be a
very different Japan.

But so will be every other devel oped country. The energence of
t he know edge wor ker who both can and nust manage hi nsel f or
herself is transform ng every society.

22.
THE EDUCATED PERSON
Know edge is not inpersonal, |ike noney. Know edge does not

reside in a book, a databank, a software program they contain
only information. Know edge is always enbodied in a person;
carried by a person; created, augnmented, or inproved by a person;
applied by a person; taught and passed on by a person; used or

m sused by a person. The shift to the know edge society therefore
puts the person in the center. In so doing, it raises new
chal | enges, new i ssues, new and quite unprecedented questions
about the know edge society’'s representative, the educated person.

In all earlier societies, the educated person was an ornanent.

He or she enbodied Kultur—the German termthat with its m xture of
awe and derision is untranslatable into English (even “highbrow
does not cone close). But in the knowl edge society, the educated
person is society’ s enblem society s synbol; society’s

st andar d- bearer. The educated person is the social “archetype’”—to
use the sociologist’s term He or she defines society’s
performance capacity. But he or she al so enbodies society’s

val ues, beliefs, commtnents. If the feudal knight was the

cl earest enbodi nent of society in the early Mddle Ages, and the
“bourgeois” in the Age of Capitalism the educated person wll
represent society in the postcapitalist world in which know edge
has become the central resource.

Thi s must change the very neaning of “educated person.” It nust
change the very neaning of what it nmeans to be educated. It wll
thus predictably nake the definition of an “educated person” a
crucial issue. Wth know edge becom ng the key resource, the
educat ed person faces new demands, new chal | enges, new

responsi bilities. The educated person now natters.

For the last ten or fifteen years a vigorous—eften
shrill —debate has been raging in Anerican academ a over the



educat ed person. Should there be one? Could there be one? And what
shoul d be considered “education” anyway?

A notl ey crew of post-Mrxists, radical fem nists, and other
“antis” argues that there can be no such thing as an educated
person—the position of those new nihilists, the
“deconstructionists.” Ohers in this group assert that there can
be only educated persons with each sex, each ethnic group, each
race, each “mnority” requiring its own separate culture and a
separ at e—+ndeed, an i sol ati oni st—educat ed person. Since these
people are mainly concerned with the “humanities,” there are few
echoes as yet of Hitler’'s “Aryan physics,” Stalin' s “Marxi st
genetics,” or Mao' s “Conmmuni st psychol ogy.” But the argunents of
these antitraditionalists recall those of the totalitarians. And
their target is the sanme: the universalismthat is at the very
core of the concept of an educated person, whatever it may be
call ed (“educated person” in the West, or “bunjin” in China and
Japan).

The opposing canp—we mght call themthe *“hunmani sts”—al so

scorns the present system But it does so because it fails to
produce a universally educated person. The humani st critics denand
a return to the nineteenth century, to the “liberal arts,” the
“classics,” the German Gebil dete Mensch. They do not, so far,
repeat the assertion made by Robert Hutchins and Mrtinmer Adler
fifty years ago at the University of Chicago that know edge in its
entirety consists of a hundred “great books.” But they are in
direct line of descent fromthe Hutchins-Adler “return to
prenodernity.”

Bot h sides, alas, are wong.

At the Core of the Know edge Society

The know edge society nust have at its core the concept of the
educated person. It will have to be a universal concept, precisely
because the know edge society is a society of know edges and
because it is global—+n its noney, its economcs, its careers, its
technology, its central issues, and above all, in its information.
Postcapitalist society requires a unifying force. It requires a

| eadershi p group, which can focus local, particular, separate
traditions onto a conmmon and shared conmtnent to val ues, a conmon
concept of excellence, and on nutual respect.

The postcapitalist society—+the know edge soci et y—thus needs



exactly the opposite of what deconstructionists, radical
femnists, or anti-Wsterners propose. It needs the very thing
they totally reject: a universally educated person.

Yet the know edge society needs a kind of educated person
different fromthe ideal for which the humanists are fighting.
They rightly stress the folly of their opponents’ demand to
repudi ate the G eat Tradition and the wi sdom beauty, and

knowl edge that are the heritage of mankind. But a bridge to the
past is not enough—and that is all the humanists offer. The
educat ed person needs to be able to bring his or her know edge to
bear on the present, not to nention to have a role in nolding the
future. There is no provision for such ability in the proposals of
t he humani sts, indeed, no concern for it. But without it, the
Great Tradition renmains dusty antiquariani sm

In his 1943 novel Das d asperlenspiel (The G ass Bead Gane),

Her mann Hesse anticipated the sort of world the humani sts want —and
its failure. The book depicts a brotherhood of intellectuals,
artists, and humani sts who live a life of splendid isolation,
dedicated to the G eat Tradition, its wisdomand its beauty. But
the hero, the nost acconplished Master of the Brotherhood, decides
inthe end to return to the polluted, vulgar, turbulent,
strife-torn, noney-grubbing reality—for his values are only fool’s
gol d unl ess they have rel evance to the world.

What Hesse foresaw nore than fifty years ago is now in fact
happeni ng. “Liberal education” and “All genei ne Bil dung” (“general
education”) are in crisis today because they have becone a

G asperl enspiel, which the brightest desert for crass, vulgar,
noney-grubbing reality. The abl est students appreciate the |iberal
arts. They enjoy themfully as much as did their

great - grandparents, who graduated before World War 1. For that
earlier generation, liberal arts and Al lgenei ne Bil dung renai ned
meani ngf ul throughout their lives, and defined their identity.
They still remained neani ngful for many nmenbers of my generation,
whi ch graduated before Wrld War |1 —even though we inmediately
forgot our Latin and G eek. But all over the world today’s
students, a few years after they have graduated, conplain that
“what | have | earned so eagerly has no neaning; it has no

rel evance to anything | aminterested in or want to becone.” They
still want a liberal arts curriculumfor their own

chil dren—Princeton or Carleton; Oxbridge; Tokyo University; the

| ycée; the Gymmasi umthough mainly for social status and access to



good jobs. But in their own lives they repudi ate such val ues. They
repudi ate the educated person of the humanists. Their |iberal
education, in other wrds, does not enable themto understand
reality, let alone to nmaster it.

Both sides in the present debate are largely irrel evant.
Postcapitalist society needs the educated person even nore than
any earlier society did, and access to the great heritage of the
past will have to be an essential elenment. But this heritage wl|l
enbrace a good deal nore than the civilization that is still

mai nly Western, the Judeo-Christian tradition, for which the
humani sts are fighting. The educated person we need wll have to
be able to appreciate other cultures and traditions: for exanple,
the great heritage of Chinese, Japanese, and Korean paintings and
ceram cs; the philosophers and religions of the Orient; and Islam
both as a religion and as a culture. The educated person also w |
have to be far | ess exclusively “bookish” than the product of the
| i beral education of the humanists. He or she will need trained
perception fully as nuch as anal ysi s.

The Western tradition will, however, still have to be at the
core, if only to enable the educated person to cone to grips with
the present, let alone the future. The future may be
“post-Western”; it may be “anti-Wstern.” It cannot be
“non-Western.” Its material civilization and its know edges al
rest on Western foundations: Western science; tools and

t echnol ogy; production; econom cs; Wstern-style finance and
banki ng. None of these can work unl ess grounded in an
under st andi ng and acceptance of Wstern ideas and of the entire
Western tradition.

The nost profoundly “anti-Wstern” novenent today is not
fundanmentalist Islam It is the revolt of the “Shining Path” in
Peru—the desperate attenpt of the descendants of the Incas to undo
t he Spani sh Conquest, to go back to the Indians’ ancient tongues
of Quechua and Ayrmara, and to drive the hated Europeans and their
cul ture back into the ocean. But this anti-Wstern rebellion
finances itself by grow ng coca for the drug addicts of New York
and Los Angeles. Its favorite weapon is not the Incas’ slingshot;
it is the car bonb.

Tonmorrow s educated person will have to be prepared for life in
a global world. It wll be a “Wsternized” world, but also
increasingly a tribalized world. He or she nust becone a “citizen



of the world”—n vision, horizon, information. But he or she wll
al so have to draw nourishnent fromtheir |local roots and, in turn,
enrich and nourish their own | ocal culture.

Know edge Society and Society of Organizations

Postcapitalist society is both a know edge society and a

soci ety of organizations, each dependent on the other and yet each
very different in its concepts, views, and values. Mst, if not

all, educated persons will practice their know edge as nenbers of
an organi zation. The educated person will therefore have to be
prepared to |live and work sinultaneously in tw cul tures—that of
the “intellectual,” who focuses on words and ideas, and that of

t he “manager,” who focuses on people and work.

Intellectuals see the organization as a tool; it enables them

to practice their techné, their specialized know edge. Managers
see know edge as a neans to the end of organizational
performances. Both are right. They are opposites; but they relate
to each other as poles rather than as contradictions. They surely
need each other: the research scientist needs the research manager
just as much as the research nmanager needs the research scientist.
| f one overbal ances the other, there is only nonperformance and
all-around frustration. The intellectual’s world, unless
count er bal anced by the nmanager, becones one in which everybody
“does his own thing” but nobody achi eves anythi ng. The manager’s
wor | d, unl ess count erbal anced by the intell ectual, becones the
stultifying bureaucracy of the “organization nman.” But if the two
bal ance each other, there can be creativity and order, fulfillnent
and m ssion.

A good many people in the postcapitalist society wll actually
live and work in these two cultures at the sanme tinme. And nmany
nore shoul d be exposed to working experience in both cultures, by
rotation early in their careers—froma specialist’s job to a
manageri al one, for instance, rotating the young conputer
technician into project manager and team | eader, or by asking the
young col |l ege professor to work part-time for two years in
university admnistration. And again, working as “unpaid staff” in
an agency of the social sector will give the individual the
perspective and the bal ance to respect both worlds, that of the
intellectual and that of the nanager.

Al'l educated persons in the postcapitalist society will have to
be prepared to understand both cul tures.



Technés and the Educated Person

For the educated person in the nineteenth century, technés were
not know edge. They were already taught in the university and had
beconme “disciplines.” Their practitioners were “professionals,”
rather than “tradesnen” or “artisans.” But they were not part of
the liberal arts or the Al geneine Bildung, and thus not part of
know edge.

Uni versity degrees in technés go back a | ong way: in Europe,

with both the | aw degree and the nedical degree, as far as the
thirteenth century. And on the Continent and in America—though not
i n Engl and—the new engi neering degree (first awarded in Napol eon’s
France a year or two before 1800) soon becane socially accepted.
Most peopl e who were considered “educated” made their |iving
practicing a techné—whether as | awers, physicians, engineers,
geol ogi sts, or, increasingly, in business (only in England was
there esteem for the “gentleman” w thout occupation). But their
job or their profession was seen as a “living,” not a “life.”

Qutside their offices, the techné practitioners did not talk
about their work or even about their disciplines. That was “shop
talk”; the Germans sneered at it as Fachsinpeln. It was even nore
derided in France: anyone who indulged in shop talk there was
considered a boor and a bore, and pronptly taken off the
invitation lists of polite society.

But now that the technés have becone know edges in the plural,
they have to be integrated into know edge. The technés have to
becone part of what it neans to be an educated person. The fact
that the liberal arts curriculumthey enjoyed so much in their
col l ege years refuses to attenpt this is the reason why today’s
students repudiate it a few years later. They feel |et down, even
betrayed. They have good reason to feel that way. Liberal arts and
Al l genei ne Bildung that do not integrate the know edges into a
“uni verse of know edge” are neither “liberal” nor “Bildung.” They
fall down on their first task: to create nutual understanding,
that “universe of discourse” wthout which there can be no
civilization. Instead of uniting, such disciplines only fragment.

We neither need nor will get “polymaths,” who are at hone in

many know edges; in fact, we will probably beconme even nore
speci ali zed. But what we do need—and what w || define the educated
person in the know edge society—+s the ability to understand the



vari ous know edges. What is each one about? What is it trying to
do? What are its central concerns and theories? What nmajor new
insights has it produced? Wiat are its inportant areas of

i gnorance, its problens, its challenges?

To Make Know edges the Path to Know edge

Wt hout such understandi ng, the know edges thensel ves w ||

becone sterile, wll indeed cease to be “know edges.” They w ||
becone intellectually arrogant and unproductive. For the mgjor new
insights in every one of the specialized know edges ari se out of
anot her, separate specialty, out of another one of the know edges.

Bot h econom cs and neteorol ogy are being transfornmed at present

by the new mat hematics of chaos theory. Geology is being

prof oundly changed by the physics of matter, archaeol ogy by the
genetics of DNA typing; history by psychol ogical, statistical, and
t echnol ogi cal anal yses and techni ques. An Anerican, Janes M
Buchanan (b. 1919), received the 1986 Nobel Prize in Economcs for
appl ying recent economc theory to the political process and

t hereby standing on their heads the assunptions and theories on
which political scientists had based their work for over a
century.

The specialists have to take responsibility for maki ng both

t hensel ves and their specialty understood. The nmedi a, whet her
magazi nes, novies, or television, have a crucial role to play. But
t hey cannot do the job by thensel ves. Nor can any other kind of
popul ari zati on. Specialties nust be understood for what they are:
serious, rigorous, demandi ng disciplines. This requires that the

| eaders in each of the know edges, beginning with the |eading
scholars in each field, nust take on the hard work of defining
what it is they do.

There is no “queen of the know edges” in the know edge society.
Al'l know edges are equally val uable; all know edges, in the words
of the great nedieval philosopher Saint Bonaventura, |ead equally
to the truth. But to nake thempaths to truth, paths to know edge,
has to be the responsibility of the nen and wonmen who own t hese
know edges. Coll ectively, they hold know edge in trust.

Capitalismhad been dom nant for over a century when Karl MarXx
in the first volunme of Das Kapital identified it (in 1867) as a
di stinct social order. The term“capitalisnf was not coined until
thirty years later, well after Marx’s death. It would therefore



not only be presunptuous in the extrenme to attenpt to wite The
Know edge today; it would be ludicrously premature. Al that can
be attenpted is to describe society and polity as we begin the
transition fromthe age of capitalism (also, of course, the age of
soci alism

But we can hope that a hundred years hence a book of this kind,

if not one entitled The Know edge, can be witten. That woul d nean
that we have successfully weathered the transition upon which we
have only just enbarked. It would be as foolish to predict the
know edge society as it would have been foolish to predict in
1776—the year of the American Revolution, of Adam Smth' s Walth
of Nations, and of James Watt’'s steam engi ne—the society of which
Marx wote a hundred years later. And it was as foolish of Marx to
try to predict in md-Victorian capitalismand with “scientific
infallibility”—+he society in which we |live now.

But one thing we can predict: the greatest change will be the
change in know edge—+n its formand content; in its neaning; in
its responsibility; and in what it neans to be an educated person.

L1l
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23.

A CENTURY OF SOCI AL

TRANSFORVATI ON-EMERGENCE

OF KNOALEDGE SOCI ETY

No century in human hi story has experienced so many soci al
transformati ons and such radi cal ones as the twentieth century.
They, | submt, will turn out to be the nost significant events of
this century, and its lasting | egacy. In the devel oped free-narket
countries—enly one-fifth of the earth’s popul ation, but the nodel
for the rest—work and workforce, society and polity, are all, in
the | ast decade of this century, qualitatively and quantitatively
different both fromthose of the first years of this century and
from anyt hi ng ever experienced before in human history: different
in their configuration, in their processes, in their problens, and
in their structures.

Far smaller and far slower social changes in earlier periods
triggered violent intellectual and spiritual crises, rebellions,
and civil wars. The extrene social transformations of this century
have hardly caused any stir. They proceeded with a m ni num of
friction, wwth a m ni mum of upheavals, and indeed with altogether



a mnimmof attention fromscholars, politicians, the press, and
the public.

To be sure, this century of ours may well have been the
cruel est and nost violent in human history, with its world wars
and civil wars, its mass tortures, ethnic cleansings, and

genocides. But all these killings, all these horrors inflicted on
the human race by this century’ s Wl tbegl icker—+those who establish
paradi se on earthby killing off nonconformsts, dissidents,

resisters, and innocent bystanders, whether Jews, the bourgeoisie,
kul aks, or intellectual s—hindsight clearly shows, were just that:
sensel ess killings, senseless horrors. Hitler, Stalin, and Mo,
the three evil geniuses of this century, destroyed. But they
creat ed not hi ng.

I ndeed, if this century proves anything, it is the futility of
politics. Even the nost dognmatic believer in historical
determ ni smwoul d have a hard tine explaining the soci al
transformations of this century as caused by the headline-nmaking
political events, or explaining the headline-nmaking political
events as caused by the social transformations. But it is the
social transformations, running |li ke ocean currents deep bel ow t he
hurricane-tornented surface of the sea, that have had the |asting,
i ndeed the permanent, effect. They—+ather than all the violence of
the political surface—have transfornmed the society and the
econony, the community, the polity we live in.

Farmers and Donestic Servants
Before World War |, the largest single group in every country
were farmers.

Ei ghty years ago, on the eve of that war, it was consi dered

axi omati c that devel oped countries—North America being the only
excepti on—woul d i ncreasingly becone unable to feed thensel ves and
woul d increasingly have to rely on food inports from

noni ndustrial, nondevel oped areas.

Today, only Japan, anong major, devel oped, free-market

countries, is a heavy inporter of food. (Unnecessarily so—ts
weakness as a food producer is largely the result of an obsolete
ri ce-subsidy policy that prevents the country from devel oping a
nodern, productive agriculture.) Al other devel oped free-nmarket
countries have becone surplus food producers despite burgeoning

ur ban popul ations. In all these countries food production is today



many tinmes what it was eighty years ago—+n the United States,
eight to ten tinmes as nuch.

But in all devel oped free-narket countries—ncl uding
Japan—farners today are, at nost, 5 percent of population and
wor kforce, that is, one-tenth of what they were eighty years ago.

The second-| argest group in popul ation and workforce in every
devel oped country around 1900 were live-in servants. They were
considered as much a “law of nature” as farmers were. The British
census of 1910 defined “lower mddle class” as a househol d

enpl oying fewer than three servants. And while farners as a
proportion of popul ation and workforce had been steadily shrinking
t hroughout the nineteenth century, the nunbers of donestic
servants, both absolutely and as a percentage, were steadily
growing right up to Wrld War |. Eighty years later, live-in
donestic servants in devel oped countries have becone practically
extinct. Few people born since Wrld VWar 11, that is, few people
under fifty, have even seen any except on the stage or in old
films.

Farmers and donestic servants were not only the | argest social
groups, they were the ol dest social groups, too. Together they
were, through the ages, the foundation of econony and society, the
foundati on altogether of “civilization.”

The Rise and Fall of the Blue-collar Wrker

One reason, indeed the nain reason, why the transfornmation
caused so little stir was that by 1900 a new cl ass, the

bl ue-col l ar worker in manufacturing industry (Marx’s
“proletarian”), had becone socially dom nant.
Early-twentieth-century society was obsessed with bl ue-collar
wor kers, fixated on them bew tched by them

The bl ue-col |l ar worker becane the “social question” of 1900
because he was the first “lower class” in history that could be
organi zed and stay organi zed.

No class in history has ever risen faster than the blue-collar
worker. And no class in history has ever fallen faster.

In 1883, the year of Marx's death, “proletarians” were still a
mnority of industrial workers. The majority were then skilled
wor kers enployed in small craft shops each containing twenty or



thirty workers at nost.

By 1900, the term “industrial worker” had becone synonynous

wi th “machi ne operator” in a factory enployi ng hundreds, if not
t housands, of people. These factory workers were i ndeed Marx’s
prol etarians, w thout social position, wthout political power,
Wi t hout econom c or purchasi ng power.

The workers of 1900—and even of 1913-kad no pension; no paid
vacation; no overtine pay; no extra pay for Sunday or night work;
no health insurance (except in Germany); no unenpl oynent
conpensation; no job security whatever. One of the earliest |aws
tolimt working hours for adult mal es—enacted in Austria in
1884—set the working day at el even hours, six days a week.

| ndustrial workers, in 1913, everywhere worked a m ni mum of three
t housand hours a year. Their unions were still officially

proscri bed or, at best, barely tolerated. But the workers had
shown their capacity to be organi zed. They had shown their
capacity to act as a “class.”

In the 1950s industrial blue-collar workers had becone the

| argest single group in every devel oped country, including the
Communi st ones, though they were an actual majority only during
wartinme. They had becone eminently respectable. In all devel oped
free-market countries they had econom cally becone “m ddle class.”
They had extensive job security; pensions; |long, paid vacations;
conpr ehensi ve unenpl oynment insurance or “lifetine enpl oynent.”
Above all, they had achieved political power. It was not only in
Britain that the | abor unions were considered to be the “real
governnent,” with greater power than the prinme mnister and
Par | i ament .

In 1990, however, both the blue-collar worker and his union

were in total and irreversible retreat. They had becone margi nal

i n nunbers. \Wiereas blue-collar workers who nade or noved things
had accounted for two-fifths of the American workforce in the
1950s, they accounted for less than one-fifth of the workforce in
the early 1990s—+that is, for no nore than they had accounted for
in 1900, when their neteoric rise had begun. In the other

devel oped free-market countries the decline was slower at first;
but after 1980 it began to accel erate everywhere. By the year 2000
or 2010, in every devel oped free-market country, blue-collar

i ndustrial workers will account for no nore than one-tenth or, at
nmost, one-eighth of the workforce. Union power has been goi ng down



equally fast. Were in the 1950s and 1960s the National Union of

M newor kers in the United Kingdom broke prinme mnisters as if they
were mat chsticks, Margaret Thatcher in the 1980s won el ection
after election by being openly contenptuous of organi zed | abor and
by whittling down its political power and its privileges. The

bl ue-col l ar worker in manufacturing industry and his union are
going the way of the farner.

Hi s place is already being taken by a “technologist,” that is,

by peopl e who work both with their hands and their theoretical
know edge. (Exanpl es are conputer technicians or paranedi cal
techni ci ans such as X-ray technicians, physical therapists,
medi cal -1 ab techni ci ans, pul nonary technicians, and so on, who
have been the fastest-growing group in the United States workforce
since 1980.)

And instead of a “class,” that is, a coherent, recognizable,
defined, and self-conscious group, the blue-collar worker in
manuf acturing i ndustry may soon be just another “pressure group.”

In contrast with Marxist and syndicalist predictions, the rise
of the industrial worker did not destabilize society. On the
contrary, it energed as the century’s nost stabilizing social
devel opnment. It expl ains why the di sappearance of farnmer and
donestic servant produced no social crises.

For farnmer and donestic servant, industrial work was an
opportunity. It was in fact the first opportunity in social
history to better oneself substantially w thout having to

em grate. In the devel oped, free-market countries, every
generation in the last 100 or 150 years coul d expect to do
substantially better than the generation preceding it. The main
reason was that farmers and donestic servants could and did becone
i ndustrial workers.

Because industrial workers were concentrated in groups, that

is, because they worked in a large factory rather than in a smal
shop or in their hones, there could be a systematic focus on their
productivity. Beginning in 1881—+wo years before Marx’'s deat h—the
systematic study of work, of both tasks and tools, has raised the
productivity of manual work (the making and noving of things) by 3
to 4 percent, conmpounded each year, for a total fiftyfold increase
in output per worker over a hundred years. On this rest all the
econom ¢ and soci al gains of the past century. And contrary to



what “everybody knew' in the nineteenth century—not only Marx but
all the “conservatives” as well, such as J. P. Mrgan, Bisnarck,
and Disraeli—practically all these gains have accrued to the

bl ue-col l ar worker, half of the gains in the formof sharply
reduced working hours (with the cuts ranging from40 percent in
Japan to 50 percent in Germany), half of themin the formof a
twenty-fivefold increase in the real wages of blue-collar workers
maki ng or novi ng things.

There were thus very good reasons why the rise of blue-collar
wor kers was peaceful rather than violent, |et alone
“revolutionary.” But what explains that the fall of the

bl ue-col I ar worker has been equally peaceful and al nbst entirely
free of social protest, of upheaval, of serious dislocation, at
least in the United States?

The Rise of the Know edge Wbrker

The rise of the “class” succeeding the industrial blue-collar
worker is not an opportunity to him It is a challenge. The newy
ener gi ng dom nant group are “know edge workers.” Know edge workers
amount to a third or nore of the workforce in the United States,
that is, to as large a proportion as industrial blue-collar

wor kers ever were, except in wartinme. The majority of know edge
workers are paid at |east as well as blue-collar workers ever
were, or better. And the new jobs offer much greater opportunities
to the individual

But—and it is a big but—the new jobs require, in the great
majority, qualifications the blue-collar worker does not possess
and is poorly equipped to acquire. The new jobs require a good
deal of formal education and the ability to acquire and to apply
theoretical and anal ytical know edge. They require a different
approach to work and a different mnd-set. Above all, they require
a habit of continual |earning.

Di spl aced industrial workers thus cannot sinply nove into
knowl edge work or services work the way displaced farners and
di spl aced donestic workers noved into industrial work.

Even in communities that were totally dependent on one or two
mass- production plants that have gone out of business or have cut
enpl oynent by two-thirds—steel cities in western Pennsylvania or
eastern Chio, for instance, or car cities like Flint,

M chi gan—dnenpl oynent rates for adult, nonblack nen and wonen fel



within a few short years to levels barely higher than the U S
average. And that neans to levels barely higher than the U S
“full-enmpl oynent” rate. And there has been no radicalization of
Anerica s blue-collar workers.

The only explanation is that for the nonblack, blue-collar
community the devel opnent canme as no surprise, however unwel cone,
pai nful, and threatening to individual worker and individual
famly. Psychol ogically—+n terns of val ues perhaps, rather than in
terns of enotions—Anmerica’ s industrial blue-collar workers nust
have been prepared to accept as right and proper the shift to jobs
that require formal education and that pay for know edge rather
than for manual work, whether skilled or unskill ed.

One possible factor may have been the G Bill of R ghts after
Wrld War 11, which by offering a coll ege education to every
returning Anerican veteran established advanced education as the
“norni and everything |l ess as “substandard.” Another factor may
have been the draft the United States introduced in Wrld War |
and mai ntained for thirty-five years afterward, as a result of
which the great majority of American nale adults born between 1920
and 1950—and that nmeans the majority of Anmerican adults alive
today-served in the mlitary for several years where they were
forced to acquire a high-school education if they did not already
have one. But whatever the explanation, in the United States the
shift to know edge work from bl ue-collar manual work nmaki ng and
nmovi ng things has | argely been accepted (except in the black
comunity) as appropriate or, at |least, as inevitable.

In the United States the shift, by 1990 or so, had largely been
acconplished. But so far only in the United States. In the other
devel oped free-market countries, in western and northern Europe,
and in Japan, it was just beginning in the 1990s. It is, however,
certain to proceed rapidly in these countries fromnow on, and
perhaps to proceed there faster than it originally did in the

United States. WII it then also proceed, as it did by and | arge
in the United States, with a m nimum of social upheaval, of social
di sl ocation, of social unrest? O wll the Anerican devel opnent

turn out to be another exanple of “American exceptionalisni (as
has so nuch of Anmerican social history and especially of American
| abor history)? In Japan, the superiority of formal education and
of the formally educated person is generally accepted so that the
fall of the industrial worker—still a fairly recent class in Japan
and out nunbering farners and donestic servants only since well



after World War Il —+may well be accepted as appropriate as it has
been in the United States, and perhaps even nore so. But what
about industrialized Europe—+the United Kingdom GCermany, France,
Bel gium northern Italy, and so on—where there has been a

“wor ki ng-class culture” and a “self-respecting working class” for
wel | over a century, and where, despite all evidence to the
contrary, the belief is still deeply ingrained that industrial,

bl ue-col l ar work, rather than know edge, is the creator of al
weal t h? WI| Europe react the way the Anerican bl ack has reacted?
This surely is a key question, the answer to which will largely
determ ne the social as well as the econom c future of the

devel oped free-market countries of Europe. And the answer will be
given within the next decade or so.

The Emer gi ng Know edge Soci ety

Know edge workers will not be the majority in the know edge
society. But in many countries, if not nost devel oped countries,
they will be the largest single group in the popul ation and the
wor kf orce. And even if outnunbered by other groups, know edge
workers will be the group that gives the energing know edge
society its character, its |eadership, its social profile. They
may not be the ruling class of the know edge society, but they
already are its leading class. And in their characteristics, their
social position, their values, and their expectations, they differ
fundanmentally fromany group in history that has ever occupied the
| eadi ng, let alone the dom nant, position.

In the first place, the know edge worker gains access to work,
job, and social position through formal educati on.

The first inplication of this is that education will becone the
center of the know edge society, and schooling its key
institution. What know edge is required for everybody? Wiat m x of
know edges is required for everybody? Wat is “quality” in

| earni ng and teaching? Al these will, of necessity, becone
central concerns of the know edge society, and central political
issues. In fact, it may not be too fanciful to anticipate that the
acquisition and distribution of formal know edge will cone to
occupy the place in the politics of the know edge society that
acqui sition and distribution of property and i ncone have occupi ed
in the two or three centuries that we have cone to call the Age of
Capitalism

We can al so predict with high probability that we will redefine



what it means to be an “educated person.”

The know edge society will inevitably beconme far nore

conpetitive than any society we have yet known—for the sinple
reason that wi th know edge being universally accessible, there are
no excuses for nonperformance. There will be no “poor” countries.
There will only be ignorant countries. And the sane will be true
for individual conpanies, individual industries, and individual
organi zations of any kind. It will be true for the individual,

too. In fact, devel oped societies have already becone infinitely
nore conpetitive for the individual than were the societies of the
early twentieth century—tet alone earlier societies, those of the
ni neteenth or eighteenth centuries. Then, nost people had no
opportunity to rise out of the “class” into which they were born,
with nost individuals following their fathers in their work and in
their station in life.

But knowl edge workers, whether their knowl edge is primtive or
advanced, whether they possess a little of it or a great deal,
wll, by definition, be specialized. Know edge in application is
effective only when it is specialized. Indeed, it is nore
effective, the nore highly specialized it is.

Equal ly inportant is the second inplication of the fact that

knowl edge workers are, of necessity, specialists: the need for
themto work as nenbers of an organization. It is only the

organi zation that can provide the basic continuity that know edge
wor kers need to be effective. It is only the organization that can
convert the specialized know edge of the know edge worker into

per f or mance.

By itself, specialized know edge yi el ds no performance. The
surgeon is not effective unless there is a diagnosis, which, by
and large, is not the surgeon’s task and not even within the
surgeon’s conpetence. Market researchers, by thensel ves, produce
only data. To convert the data into information, |et alone to nake
them effective in know edge action, requires marketing people,
producti on people, service people. As a loner in his or her own
research and witing, the historian can be very effective. But to
produce the education of students, a great many ot her specialists
have to contri but e—peopl e whose speciality may be literature, or
mat hematics, or other areas of history. And this requires that the
speci al i st have access to an organi zati on.



This access may be as a consultant. It nmay be as a provider of
speci ali zed services. But for a | arge nunber of know edge workers,
it will be as enpl oyees of an organi zati on—full-time or

part-ti ne—whet her a governnment agency, a hospital, a university, a
busi ness, a | abor union, or any of hundreds of others. In the

know edge society, it is not the individual who perforns. The
individual is a cost center rather than a performance center. It
is the organization that perforns.

The Enpl oyee Soci ety

The know edge society is an enpl oyee society. Traditional

society, that is, society before the rise of the manufacturing
enterprise and the blue-collar manufacturing worker, was not a
soci ety of independents. Thonmas Jefferson’s society of independent
smal| farmers, each being the owner of his owmn famly farm and
farmng it without any help except for that of his wife and his
chil dren, was never much nore than fantasy. Mbst people in history
wer e dependents. But they did not work for an organization. They
were working for an owner, as slaves, as serfs, as hired hands on
the farm as journeynen and apprentices in the craftsman’s shop;
as shop assistants and sal espeople for a nmerchant; as donestic
servants, free or unfree; and so on. They worked for a “naster.”
When bl ue-collar work in manufacturing first arose, they stil

wor ked for a “master.”

In Charles Dickens's great 1854 novel Hard Tines, the workers

work for an “owner.” They do not work for the “factory.” Only late
in the nineteenth century did the factory rather than the owner
beconme the enployer. And only in the twentieth century did the
corporation, rather than the factory, then beconme the enpl oyer.
Only in this century has the “master” been replaced by a “boss,”
who, hinself, ninety-nine tinmes out of a hundred, is an enpl oyee
and has a boss hinsel f.

Know edge workers will be both “enpl oyees” who have a “boss”
and “bosses” who have “enpl oyees.”

Organi zati ons were not known to yesterday’s social science, and
are, by and | arge, not yet known to today’s social science.

The first “organi zation” in the nodern sense, the first that

was seen as being prototypical rather than exceptional, was surely
t he nodern business enterprise as it enmerged after 1870—which is
why, to this day, nost people think of “managenent,” as being



“busi ness managenent.”

Wth the energence of the know edge society, we have becone a
soci ety of organizations. Mst of us work in and for an

organi zati on, are dependent for our effectiveness and equally for
our living on access to an organization, whether as an

organi zation’s enpl oyee or as a provider of services to an
organi zati on—as a |lawer, for instance, or a freight forwarder.
And nore and nore of these supporting services to organi zations
are, thenselves, organized as organi zations. The first law firm
was organized in the United States a |little over a century
ago—until then lawers had practiced as individuals. In Europe
there were no law firns to speak of until after World Var 11.
Today, the practice of lawis increasingly done in |arger and

| arger partnerships. But that is also true, especially in the
United States, of the practice of nedicine. The know edge society
is a society of organizations in which practically every soci al
task is being perfornmed in and through an organi zati on.

Most knowl edge workers will spend nost if not all of their
working life as “enpl oyees.” But the neaning of the termis
different fromwhat it has been traditionally—and not only in
English but in German, Spanish, and Japanese as wel|.

I ndi vi dual 'y, know edge workers are dependent on the job. They
receive a wage or salary. They are being hired and can be fired.
Legal ly, each is an “enployee.” But collectively, they are the
only “capitalists”; increasingly, through their pension funds and
t hrough their other savings (e.g., in the United States through
nmut ual funds), the enployees own the nmeans of production. In
traditional econom cs (and by no neans only in Marxist econom cs),
there is a sharp distinction between the “wage fund”—all of which
went into consunption—and the “capital fund.” And nost soci al
theory of industrial society is based, one way or another, on the
relati onship between the two, whether in conflict or in necessary
and beneficial cooperation and bal ance. In the know edge society,
the two nerge. The pension fund is “deferred wage” and, as such, a
wage fund. But it is also increasingly the main source of capital,
if not the only source of capital, for the know edge society.

Equal ly inportant, and perhaps nore inportant, is that in the
know edge society the enployees, that is, know edge workers, again
own the tools of production. Marx's great insight was the
realization that the factory worker does not and cannot own the



tools of production and, therefore, has to be “alienated.” There
was no way, Marx pointed out, for workers to own the steam engi ne
and to be able to take the steam engine with them when noving from
one job to another. The capitalist had to own the steam engi ne and
had to control it. Increasingly, the true investnment in the

know edge society is not in nmachines and tools. It is in the

know edge worker. Wthout it, the machines, no matter how advanced
and sophi sticated, are unproducti ve.

The industrial worker needed the capitalist infinitely nore

than the capitalist needed the industrial worker—the basis for
Marx’ s assertion that there would al ways be a surplus of

i ndustrial workers, and an “industrial reserve arny” that would
make sure that wages could not possibly rise above the subsistence
| evel (probably Marx’'s nost egregious error). In the know edge
soci ety the nost probable assunpti on—and certainly the assunption
on which all organi zati ons have to conduct their affairs—s that

t hey need the knowl edge worker far nore than the know edge worker
needs them It is up to the organization to market its know edge
jobs so as to obtain know edge workers in adequate quantity and
superior quality. The relationship increasingly is one of

i nt erdependence with the know edge worker having to | earn what the
organi zati on needs, but with the organization also having to |earn
what the know edge wor ker needs, requires, and expects.

One additional conclusion: because the know edge society
perforce has to be a society of organizations, its central and
distinctive organ i s nanagenent.

When we first began to tal k of managenent, the term neant

“busi ness managenent” —si nce | arge-scal e busi ness was the first of
t he new organi zations to becone visible. But we have |learned this
| ast hal f-century that managenent is the distinctive organ of al
organi zations. Al of themrequire managenment —whet her they use the
termor not. Al nanagers do the sanme things whatever the business
of their organization. Al of them have to bring peopl e—each of

t hem possessing a different know edge—together for joint
performance. All of them have to nmake hunman strengths productive
in performance and human weaknesses irrelevant. Al of them have
to think through what are “results” in the organi zati on—and have
then to define objectives. All of themare responsible to think

t hrough what | call the “theory of the business,” that is, the
assunptions on which the organi zati on bases its perfornmance and
actions, and equally, the assunptions that organizations nmake to



deci de what things not to do. Al of themrequire an organ that

t hi nks through strategies, that is, the neans through which the
goal s of the organi zati on becone performance. Al of them have to
define the values of the organization, its systemof rewards and
puni shnments, and with it its spirit and its culture. In all of

t hem nanagers need both the know edge of managenent as work and
di sci pline and the know edge and understandi ng of the organization
itself, its purposes, its values, its environnent and markets, its
core competenci es.

Managenment as a practice is very old. The nobst successfu

executive in all history was surely that Egyptian who, forty-seven
hundred years or nore ago, first conceived the pyram d—wi t hout any
precedent —and designed and built it, and did so in record tine.
Wth a durability unlike that of any other human work, that first

pyram d still stands. But as a discipline, managenent is barely
fifty years old. It was first dinmly perceived around the tine of
Wrld War 1. It did not energe until Wrld War Il and then

primarily in the United States. Since then, it has been the
fastest-grow ng new busi ness function, and its study the

fast est-growi ng new acaden c discipline. No function in history
has enmerged as fast as managenent and managers have in the | ast
fifty to sixty years, and surely none has had such worl| dw de sweep
in such a short period.

Managenent, in nost business schools, is still taught as a
bundl e of techni ques, such as the techni que of budgeting. To be
sure, managenent, |ike any other work, has its own tools and its

own techni ques. But just as the essence of nedicine is not the
urinalysis, inportant though it is, the essence of nanagenent is
not techni ques and procedures. The essence of managenent is to
make know edge productive. Managenent, in other words, is a social
function. And in its practice, managenent is truly a “liberal
art.”

The Soci al Sect or

The old communities—famly, village, parish, and so on—have al

but di sappeared in the know edge society. Their place has |argely
been taken by the new unit of social integration: the

organi zati on. Where comunity nenbership was seen as fate,

organi zati on nenbership is voluntary. Wiere comunity clained the
entire person, organization is a neans to a person’s end, a tool.
For two hundred years a hot debate has been raging, especially in
the West: are communities “organic” or are they sinply extensions



of the person? Nobody would claimthat the new organi zation is
“organic.” It is clearly an artifact, a human creation, a soci al
t echnol ogy.

But who, then, does the social tasks? Two hundred years ago

soci al tasks were being done in all societies by the |ocal
comunity—primarily, of course, by the famly. Very few, if any,
of those tasks are now being done by the old conmunities. Nor
woul d t hey be capabl e of doing them People no | onger stay where
they were born, either in ternms of geography or in terns of social
position and status. By definition, a know edge society is a
society of nobility. And all the social functions of the old
comunities, whether perforned well or poorly (and nost were
performed very poorly, indeed), presupposed that the individual
and the famly would stay put. Family is where they have to take
you in, said a nineteenth-century adage; and conmunity, to repeat,
was fate. To | eave the comunity neant becom ng an outcast,

per haps even an outlaw. But the essence of a know edge society is
mobility in terns of where one lives, nmobility in terns of what
one does, nobility in terns of one’s affiliation.

This very nobility neans that in the know edge society, social
chal | enges and social tasks multiply. People no |onger have
“roots.” People no |onger have a “nei ghborhood” that controls
where they live, what they do, and indeed, what their “problens”
are allowed to be. The knowl edge society, by definition, is a
conpetitive society; with know edge accessible to everyone,
everyone is expected to place hinself or herself, to inprove

hi nsel f or herself, and to have aspirations. It is a society in
whi ch many nore people than ever before can be successful. But it
is therefore, by definition, also a society in which many nore
peopl e than ever before can fail, or at |east can cone in second.
And if only because the application of know edge to work has nade
devel oped societies so nuch richer than any earlier society could
even dream of becom ng, the failures, whether poverty or

al coholism battered wonen or juvenile delinquents, are seen as
failures of society. In traditional society they were taken for
granted. In the know edge society they are an affront, not just to
the sense of justice but equally to the conpetence of society and
its self-respect.

Who, then, in the know edge society takes care of the social
tasks? W can no |longer ignore them But traditional comunity is
i ncapabl e of tackling them



Two answers have energed in this century—a majority answer and
a dissenting opinion. Both have been proven to be the wong
answers.

The majority answer goes back nore than a hundred years, to the
1880s, when Bismarck’s Germany took the first faltering steps
toward the welfare state. The answer: the problens of the social
sector can, should, and rnust be solved by governnment. It is stil
probably the answer that nobst people accept, especially in the
devel oped countries of the West—even though nost people probably
no longer fully believe it. But it has been totally disproven.
Moder n governnent, especially since Wrld War 11, has becone a
huge wel fare bureaucracy everywhere. And the bul k of the budget in
every devel oped country today is devoted to “entitlenents,” that
is, to paynment for all kinds of social services. And yet, in every
devel oped country, society is becom ng sicker rather than
heal t hi er, and social problens are nultiplying. Governnment has a
big role to play in social tasks—+the role of policy-maker, of
standard setter, and, to a substantial extent, the role of
paymaster. But as the agency to run social services, it has proven
itself alnobst totally inconpetent—and we now know why.

The second di ssenting opinion was first fornulated by me in ny
1942 book The Future of Industrial Man. | argued then that the new
organi zati on—and fifty years ago that neant the |arge busi ness
enterpri se—woul d have to be the conmmunity in which the individua
woul d find status and function, with the plant comunity becon ng
the place in and through which the social tasks would be

organi zed. In Japan (though quite independently and w thout any
debt to ne) the | arge enpl oyer—governnent agency or busi ness—has

i ndeed increasingly attenpted to becone a “comunity” for its

enpl oyees. “Lifetinme enploynent” is only one affirmation of this.
Conmpany housi ng, conpany heal th plans, conpany vacations, and so
on, all enphasize for the Japanese enpl oyee that the enployer, and
especially the big corporation, is the community and the successor
to yesterday’'s village and to yesterday’s famly. But this, too,
has not worked.

There is a need indeed, especially in the West, to bring the

enpl oyee increasingly into the governnment of the plan conmunity.
What is now called “enpowernment” is very simlar to the things I
tal ked about nore than fifty years ago. But it does not create a
comunity. And it does not create the structure through which the



soci al tasks of the know edge society can be tackled. In fact,
practically all those tasks, whether providing education or health
care; addressing the anomalies and di seases of a devel oped and,
especially, of a rich society, such as al cohol and drug abuse; or
tackling the problens of inconpetence and irresponsibility such as
those of the “underclass” in the Arerican city—all lie outside the
enpl oying institution.

The enploying institutionis, and will remain, an

“organi zation.” The relationship between it and the individual is
not that of “menbership” in a “conmunity,” that is, an

unbr eakabl e, two-way bond.

To survive, it needs enploynent flexibility. But increasingly

al so, know edge workers, and especially people of advanced

knowl edge, see the organization as the tool for the acconplishnent
of their own purposes and, therefore, resent—ncreasingly even in
Japan—any attenpt to subject themto the organization as a
community, that is, to the control of the organization; to the
demand of the organization that they commt thenselves to |ifetine
nmenber ship; and to the demand that they subordinate their own
aspirations to the goals and val ues of the organization. This is

i nevi tabl e because the possessor of know edge, as said earlier,
owns his or her “tools of production” and has the freedomto nove
to wherever opportunities for effectiveness, for acconplishnment,
and for advancenent seem greatest.

The right answer to the question, Wi takes care of the social
chal I enges of the know edge society? is thus neither the
governnent nor the enploying organization. It is a separate and
new soci al sector.

I ncreasingly, these organi zations of the social sector serve a
second and equal ly inportant purpose. They create citizenship.
Modern soci ety and nodern polity have becone so big and conpl ex
that citizenship, that is, responsible participation, is no |onger
possible. All we can do as citizens is to vote once every few
years and to pay taxes all the tine.

As a volunteer in the social sector institution, the individual
can again nake a difference.

Not hi ng has been di sproved faster than the concept of the
“organi zation man,” which was al nost universally accepted forty



years ago. In fact, the nore satisfying one’s know edge work is,
the nore one needs a separate sphere of community activity.

The New Pluralism

The emergence of the society of organi zations chall enges the
function of government. Al social tasks in the society of

organi zati ons are increasingly being done by individual
organi zati ons, each created for one, and only one, social task,
whet her education, health care, or street cleaning. Society,
therefore, is rapidly becom ng pluralist. Yet our social and
political theories still assune a society in which there are no
power centers except governnment. To destroy or at |east to render
i npotent all other power centers was, in fact, the thrust of
Western history and Western politics for five hundred years, from
the fourteenth century on. It culmnated in the eighteenth and

ni neteenth centuries when (except in the United States) such
original institutions as still survived—for exanple, the
universities or the established churches—all becane organs of the
state, with their functionaries becom ng civil servants. But then,
i mredi ately beginning in the md-nineteenth century, new centers
arose—the first one, the nodern business enterprise, energed
around 1870. And since then one new organi zati on after another has
conme into being.

In the pluralismof yesterday, the feudalismof Europe’s Mddle
Ages, or of Edo Japan in the seventeenth and ei ghteenth centuries,
all pluralist organi zations, whether a feudal baron in the Engl and
of the War of the Roses or the dainyo—+the |ocal |ord—+n Edo Japan,
tried to be in control of whatever went on in their conunity. At

| east they tried to prevent anybody el se from having control of
any community concern or conmunity institution within their

domai n.

But in the society of organizations, each of the new
institutions is concerned only with its own purpose and m ssion.
It does not claimpower over anything else. But it also does not
assune responsibility for anything el se. Wio then is concerned
with the common good?

This has always been a central problemof pluralism No earlier
pluralismsolved it. The problemis com ng back now, but in a
different guise. So far it has been seen as inposing limts on
these institutions, that is, forbidding themto do things in the
pursuit of their own mssion, function, and interest that encroach



upon the public domain or violate public policy. The | aws agai nst
di scrim nati on—by race, sex, age, education, health, and so
on—that have proliferated in the United States in the last forty
years all forbid socially undesirable behavior. But we are
increasingly raising the question of the “social responsibility”
of these institutions: What do these institutions have to do—+n
addition to discharging their own functions—+o advance the public
good? This, however—+though nobody seens to realize it—+s a demand
to return to the old pluralism the pluralismof feudalism It is
a demand for “private hands to assume public power.”

That this could seriously threaten the functioning of the new
organi zations the exanple of the school in the United States makes
abundantly cl ear.

The new pluralismhas the old problem of pluralismwho takes

care of the conmon good when the dom nant institutions of society
are single-purpose institutions? But it also has a new problem
how to maintain the performance capacity of the new institutions
and yet maintain the cohesion of society? This nakes doubly

i nportant the emergence of a strong and functioni ng social sector.
It is an additional reason why the social sector will increasingly
be crucial to the performance, if not to the cohesion, of the
know edge soci ety.

As soon as know edge becane the key econom c resource, the
integration of the interests—and with it the integration of the
pluralismof a nodern polity—began to fall apart. |ncreasingly,
noneconom c interests are becom ng the new pluralism the “special
interests,” the “single-cause” organi zations, and so on.

I ncreasingly, politics is not about “who gets what, when, how but
about val ues, each of them considered to be an absolute. Politics
is about “the right to live” of the enbryo in the wonb as agai nst
the right of a woman to control her own body and to abort an
enbryo. It is about the environment. It is about gaining equality
for groups alleged to be oppressed and di scri m nated agai nst. None
of these issues is economic. Al are fundanmentally noral.

Econom c interests can be conprom sed, which is the great

strength of basing politics on economic interests. “Half a loaf is
still bread” is a meaningful saying. But “half a baby,” in the

bi blical story of the judgnment of Solonon, is not half a child.
Hal f a baby is a corpse and a chunk of nmeat. There is no
conprom se possi ble. To an environnentalist, “half an endangered



species” is an extinct species.

This greatly aggravates the crisis of nodern governnent.
Newspapers and commentators still tend to report in econonmic terns
what goes on in Washington, in London, in Bonn, or in Tokyo. But
nore and nore of the |obbyists who determ ne governnental |aws and
governnental actions are no |onger |obbyists for economc
interests. They | obby for and agai nst neasures they—and their
paynmast ers—see as noral, spiritual, cultural. And each of these
new noral concerns, each represented by a new organi zation, clains
to stand for an absolute. Dividing their |oaf is not conprom sing.
It is treason.

There is thus in the society of organizations no single
integrating force that pulls individual organizations in society
and community into coalition. The traditional parties—perhaps the
nost successful political creations of the nineteenth century—o

| onger can integrate divergent groups and divergent points of view
into a conmmon pursuit of power. Rather, they becone battlefields
for these groups, each of themfighting for absolute victory and
not content with anything but total surrender of the eneny.

This rai ses the question of how governnment can be nade to

function again. In countries with a tradition of a strong

i ndependent bureaucracy, notably Japan, Germany, and France, the
civil service still tries to hold governnent together. But even in
t hese countries the cohesion of government is increasingly being
weakened by the special interests and, above all, by the
noneconom ¢, the noral, special interests.

Since Machi avelli, alnost five hundred years ago, political
science has primarily concerned itself with power. Machiavelli—-and
political scientists and politicians since himtook it for granted
t hat governnment can function once it has power. Now, increasingly,
the questions to be tackled are: What are the functions that
government and only governnent can di scharge and that governnent
nmust di scharge? and How can governnent be organi zed so that it can
di scharge those functions in a society of organizations?

The twenty-first century will surely be one of continuing

soci al, economc, and political turnmoil and challenge, at least in
its early decades. The Age of Social Transformations is not over
yet. And the chall enges | oom ng ahead nmay be nore serious and nore
daunting still than those posed by the social transformations of



the twentieth century that have al ready happened.

Yet we will not even have a chance to resolve these new and

| oom ng problens of tonorrow unless we first address the
chal | enges posed by the devel opnents that are already acconplished
facts. If the twentieth century was one of social transformations,
the twenty-first century needs to be one of social and political

i nnovati ons.

24.

THE COM NG OF

ENTREPRENEURI AL SOCI ETY

Every generation needs a new revolution,” was Thonas
Jefferson’s conclusion toward the end of his long life. H's
contenporary, Goethe, the great German poet, though an
archconservative, voiced the sanme sentinment when he sang in his
ol d age: “Vernunft wird Unsinn/Whltat, Plage.” (Reason becones
nonsense/ Boons afflictions.)

Both Jefferson and Goethe were expressing their generation’s

di senchantnent with the | egacy of Enlightennent and French

Revol ution. But they m ght just as well have reflected on our
present -day | egacy, 150 years later, of that great shining

prom se, the welfare state, begun in Inperial Germany for the
truly indigent and di sabl ed, which has now becone “everybody’s
entitlenment” and an increasing burden on those who produce.
Institutions, systens, policies, eventually outlive thenselves, as
do products, processes, and services. They do it when they
acconplish their objectives and they do it when they fail to
acconplish their objectives. The nmechanisns may still tick. But

t he assunptions on which they were designed have becone

i nval i d—as, for exanple, have the denographi c assunptions on which
heal t h-care plans and retirenent schenes were designed in al

devel oped countries over the last hundred years. Then, i ndeed,
reason becones nonsense and boons afflictions.

Yet “revolutions,” as we have | earned since Jefferson’ s days,

are not the renedy. They cannot be predicted, directed, or
controlled. They bring to power the wong people. Wrst of all,
their results—predictably—are the exact opposite of their

prom ses. Only a few years after Jefferson’s death in 1826, that
great anatom st of governnent and politics, Al exis de Tocqueville,
poi nted out that revolutions do not denolish the prisons of the
old regine; they enlarge them The nost |asting | egacy of the



French Revol ution, Tocqueville proved, was the tightening of the
very fetters of pre-Revolutionary France: the subjection of the
whol e country to an uncontrolled and uncontrol | abl e bureaucracy,
and the centralization in Paris of all political, intellectual,
artistic, and economc |life. The main consequences of the Russian
Revol ution were new serfdomfor the tillers of the land, an

ommi potent secret police, and a rigid, corrupt, stifling
bureaucracy—the very features of the czarist regi ne agai nst which
Russian liberals and revol utionaries had protested nost |oudly and
with nost justification. And the sane nust be said of Mao’s
macabre “Great Cultural Revolution.”

| ndeed, we now know that “revolution” is a delusion, the
pervasi ve delusion of the nineteenth century, but today perhaps
the nost discredited of its nyths. W now know t hat “revol ution”
is not achievenent and the new dawn. It results from senile decay,
fromthe bankruptcy of ideas and institutions, fromfailure of

sel f-renewal

And yet we al so know that theories, values, and all the
artifacts of human m nds and human hands do age and rigidify,
becom ng obsol ete, becomng “afflictions.”

| nnovation and entrepreneurship are thus needed in society as
much as in the econony, in public-service institutions as nuch as
in businesses. It is precisely because innovation and
entrepreneurship are not “root and branch” but “one step at a
time,” a product here, a policy there, a public service yonder;
because they are not planned but focused on this opportunity and
t hat need; because they are tentative and will disappear if they
do not produce the expected and needed results; because, in other
words, they are pragmatic rather than dogmati c and nodest rather
t han grandi ose—that they prom se to keep any society, econony,

i ndustry, public service, or business flexible and sel f-renew ng.
They achi eve what Jefferson hoped to achi eve through revolution in
every generation, and they do so w thout bl oodshed, civil war, or
concentration canps, w thout econom c catastrophe, but with
purpose, with direction, and under control.

What we need is an entrepreneurial society in which innovation
and entrepreneurship are normal, steady, and continual. Just as
managenent has becone the specific organ of all contenporary
institutions, and the integrating organ of our society of
organi zati ons, so innovation and entrepreneurship have to becone



an integral life-sustaining activity in our organizations, our
econony, our society.

This requires of executives in all institutions that they nake
i nnovati on and entrepreneurship a normal, ongoi ng, everyday
activity, a practice in their owmm work and in that of their

or gani zat i on.

Pl anni ng Does Not Work

The first priority in talking about the public policies and
government al neasures needed in the entrepreneurial society is to
define what will not work—especially as the policies that will not
work are so popul ar today.

“Planning” as the termis commonly understood is actually

i nconpatible with an entrepreneurial society and econony.

| nnovati on does indeed need to be purposeful and entrepreneurship
has to be managed. But innovation, alnost by definition, has to be
decentralized, ad hoc, autononous, specific, and m croeconomc. It
had better start small, tentative, flexible. |Indeed, the
opportunities for innovation are found, on the whole, only way
down and close to events. They are not to be found in the nassive
aggregates with which the planner deals of necessity, but in the
devi ations therefrom-+n the unexpected, in the incongruity, in the
di fference between “the glass half full” and “the glass half
enpty,” in the weak link in a process. By the tinme the deviation
beconmes “statistically significant” and thereby visible to the

pl anner, it is too late. Innovative opportunities do not come with
the tenpest but with the rustling of the breeze.

Systemati ¢ Abandonnent

One of the fundanental changes in worldview and perception of

the last twenty years—a truly nonunental turn—+s the realization
t hat governnmental policies and agencies are of human rather than
of divine origin, and that therefore the one thing certain about
themis that they will beconme obsolete fairly fast. Yet politics
is still based on the age-old assunption that whatever governnent
does is grounded in the nature of human society and therefore
“forever.” As a result no political nechanismhas so far arisen to
sl ough of f the old, the outworn, the no-Ilonger-productive in
gover nnent .

O rather, what we have is not working yet. In the United
States there has lately been a rash of “sunset |aws,” which



prescri be that a governnental agency or a public |aw | apse after a
certain period of tine unless specifically reenacted. These | aws
have not worked, however—n part because there are no objective
criteria to determ ne when an agency or a | aw becones
dysfunctional, in part because there is so far no organi zed
process of abandonnent, but perhaps nostly because we have not yet
| earned to devel op new or alternative nmethods for achieving what
an ineffectual |aw or agency was originally supposed to achieve.
To devel op both the principles and the process for making “sunset
| aws” mneani ngful and effective is one of the inportant soci al

i nnovati ons ahead of us—and one that needs to be nmade soon. CQur
societies are ready for it.

A Chall enge for the Individuals

In an entrepreneurial society individuals face a trenendous
chal l enge, a challenge they need to exploit as an opportunity: the
need for continual |earning and rel earning.

In traditional society it could be assuned—and was assuned—t hat

| earning canme to an end with adol escence or, at the latest, with
adul t hood. What one had not |earned by age twenty-one or so, one
woul d never | earn. But al so what one had | earned by age twenty-one
or so one would apply, unchanged, the rest of one’s life. On these
assunptions was based traditional apprenticeship, traditional
crafts, traditional professions, but also the traditional systens
of education and the schools. Crafts, professions, systens of
education, and schools are still, by and | arge, based on these
assunptions. There were, of course, always exceptions, Some groups
that practiced continual |earning and rel earning: the great
artists and the great scholars, Zen nonks, nystics, the Jesuits.
But these exceptions were so few that they could safely be

i gnor ed.

In an entrepreneurial society, however, these “exceptions”

becone the exenplars. The correct assunption in an entrepreneuri al
society is that individuals will have to | earn new things well
after they have becone adul ts—and maybe nore than once. The
correct assunption is that what individuals have | earned by age
twenty-one will begin to beconme obsolete five to ten years |ater
and will have to be replaced—er at |east refurbi shed—by new

| earni ng, new skills, new know edge.

One inplication of this is that individuals will increasingly
have to take responsibility for their own continual |earning and



rel earning, for their own self-devel opnment and for their own
careers. They can no | onger assune that what they have | earned as
chil dren and youngsters will be the “foundation” for the rest of
their lives. It will be the “launching pad”—the place to take off
fromrather than the place to build on and to rest on. They can no
| onger assune that they “enter upon a career” that then proceeds
al ong a predeterm ned, well-mapped, and well-lighted “career path”
to a known destinati on—what the Anmerican mlitary calls
“progressing in grade.” The assunption fromnow on has to be that

i ndividuals on their owmn will have to find, determ ne, and devel op
a nunber of “careers” during their working lives.

And the nore highly school ed the individuals, the nore
entrepreneurial their careers and the nore demandi ng their

| earni ng chal |l enges. The carpenter can still assune, perhaps, that
the skills he acquired as apprentice and journeynman will serve him
forty years |l ater. Physicians, engineers, netallurgists, chem sts,
accountants, |lawers, teachers, nmanagers, had better assune that
the skills, know edges, and tools they will have to master and
apply fifteen years hence are going to be different and new.

| ndeed, they better assune that fifteen years hence they will be
doing new and quite different things, will have new and different
goal s and, indeed, in many cases, different “careers.” And only

t hey thensel ves can take responsibility for the necessary |earning
and relearning, and for directing thenselves. Tradition,
convention, and “corporate policy” wll be a hindrance rather than
a hel p.

This al so neans that an entrepreneurial society chall enges
habits and assunptions of schooling and | earning. The educati onal
systens the world over are in the main extensions of what Europe
devel oped in the seventeenth century. There have been substanti al
addi tions and nodifications. But the basic architectural plan on
whi ch our schools and universities are built goes back three
hundred years and nore. Now new, in some cases radically new,

t hi nki ng and new, in sonme cases radically new, approaches are
required, and on all |evels.

Usi ng conmputers in preschool may turn out to be a passing fad.
But four-year-ol ds exposed to television expect, denand, and
respond to very different pedagogy than four-year-olds did fifty
years ago.

Young peopl e headed for a “profession”—that is, four-fifths of



today’s coll ege students—do need a “liberal education.” But that
clearly neans sonething quite different fromthe

ni net eent h-century version of the seventeenth-century curricul um
that passed for a “liberal education” in the English-speaking
world or for “All geneine Bildung” in Germany. If this challenge is
not faced up to, we risk losing the fundanental concept of a
“liberal education” altogether and will descend into the purely
vocational, purely specialized, which would endanger the
educational foundation of the conmunity and, in the end, community
itself. But also educators will have to accept that schooling is
not for the young only and that the greatest chall enge—but al so
the greatest opportunity—for the school is the continuing

rel earning of already highly school ed adults.

So far we have no educational theory for these tasks.

So far we have no one who does what, in the seventeenth
century, the great Czech educational reformer Johann Conenius did
or what the Jesuit educators did when they devel oped what to this
day is the “nodern” school and the “nodern” university.

But in the United States, at |east, practice is far ahead of
theory. To nme the nost positive devel opnent in the |last twenty
years, and the nost encouraging one, is the fernment of educational
experinmentation in the United States—a happy by-product of the
absence of a “Mnistry of Education”—n respect to the continuing
| earning and rel earning of adults, and especially of highly
school ed professionals. Wthout a “master plan,” wthout
“educational philosophy,” and, indeed, w thout nmuch support from
t he educati onal establishment, the continuing education and

pr of essi onal devel opnent of already highly educated and highly
achi eving adults has becone the true “growth industry” in the
United States in the |last twenty years.

The emergence of the entrepreneurial society nmay be a nmjor
turning point in history.

A hundred years ago the worl dw de panic of 1873 term nated the
century of laissez-faire that had begun with the publication of
Adam Smith’s Wealth of Nations in 1776. In the panic of 1873 the
nodern wel fare state was born. A hundred years later it had run
its course, alnost everyone now knows. It nmay survive despite the
denogr aphi ¢ chal | enges of an agi ng popul ati on and a shri nki ng
birthrate. But it will survive only if the entrepreneurial econony



succeeds in greatly raising productivities. W may even still nmake
a few mnor additions to the welfare edifice, put on a room here
or a new benefit there. But the welfare state is past rather than
future—as even the old liberals now know.

WIIl its successor be the entrepreneurial society?

25.

Cl TI ZENSHI P THROUGH

THE SOCI AL SECTOR

Soci al needs will growin tw areas. They will grow, first, in
what has traditionally been considered charity: hel ping the poor,
t he di sabl ed, the helpless, the victins. And they will grow,
perhaps even faster, in respect to services that aimat changi ng
the community and at changi ng peopl e.

In a transition period, the nunber of people in need al ways
grows. There are the huge masses of refugees all over the gl obe,
victinms of war and social upheaval, of racial, ethnic, political,
and religious persecution, of governnment inconpetence and of
government cruelty. Even in the nost settled and stable societies
people will be left behind in the shift to know edge work. It
takes a generation or two before a society and its popul ation
catch up with radical changes in the conposition of the workforce
and in the demands for skills and know edge. It takes sone

ti me—the best part of a generation, judging by historical

experi ence—before the productivity of service workers can be

rai sed sufficiently to provide themwi th a “m ddl e-class” standard
of living.

The needs will grow equal | y—perhaps even faster—+n the second
area of social services, services that do not dispense charity but
attenpt to make a difference in the community and to change
peopl e. Such services were practically unknown in earlier tines,
whereas charity has been with us for mllennia. But they have
mushrooned in the |ast hundred years, especially in the United

St at es.

These services will be needed even nore urgently in the next
decades. One reason is the rapid increase in the nunber of elderly
people in all devel oped countries, many of whomlive al one and
want to live alone. A second reason is the grow ng sophistication
of health care and nedical care, calling for health-care research
heal t h-care education, and for nore and nore nedi cal and hospital



facilities. Then there is the growi ng need for continuing
education of adults, and the need created by the grow ng nunber of
one-parent famlies. The conmmunity-service sector is likely to be
one of the true “growmh sectors” of devel oped econon es, whereas
we can hope that the need for charity will eventually subside

agai n.

A “Third Sector”

None of the U. S. programs of the last forty years in which we
tried to tackle a social problemthrough governnent action has
produced significant results. But independent nonprofit agencies
have had inpressive results. Public schools in inner cities—for
exanpl e, New York, Detroit, and Chi cago—have been goi ng downhil |l

at an alarmng rate. Church-run schools (especially schools of the
Roman Cat hol i ¢ di oceses) have had startling successes—+n the sane
comunities, and with children fromsimlarly broken famlies and
of simlar racial and ethnic groups. The only successes in
fighting al coholismand drug abuse (very substantial ones) have
been achi eved by such i ndependent organizations as Al coholics
Anonynous, the Salvation Arny, and the Samaritans. The only
successes in getting “wel fare not hers”—single nothers, often black
or Hispanic—eff welfare and back into paid work and a stable
famly life have been achi eved by aut ononous, nonprofit

organi zati ons such as the Judson Center in Royal QOak, M chigan.

| mprovenents in major health-care areas such as the prevention and
treatnent of cardiac di sease and of nental illness have |argely
been the work of independent nonprofit organizations. The American
Heart Association and the American Mental Health Association, for

i nstance, have sponsored the necessary research and taken the | ead
in educating both the nmedical community and the public in
prevention and treatnent.

To foster autononmous conmunity organi zations in the social
sector is therefore an inportant step in turning governnment around
and making it perform again.

But the greatest contribution that the autononous comunity
organi zati on nakes is as a new center of neaningful citizenshinp.
The negastate has all but destroyed citizenship. To restore it,
the postcapitalist polity needs a “third sector,” in addition to
the two generally recogni zed ones, the “private sector” of

busi ness and the “public sector” of government. It needs an

aut ononous soci al sector.



In the negastate, political citizenship can no |onger function.
Even if the country is small, the affairs of governnent are so far
away that individuals cannot nmake a difference.

I ndi vi dual s can vote—and we have | earned the hard way these

| ast decades how inportant the right to vote is. Individuals can
pay taxes—and again we have | earned the hard way these | ast
decades that this is a neaningful obligation.

The individual s cannot take responsibility, cannot take action
to make a difference. Wthout citizenship, however, the polity is
enpty. There can be nationalism but without citizenship, it is
likely to degenerate frompatriotisminto chauvinism Wthout
citizenship, there cannot be that responsible comm tnent that
creates the citizen and that in the | ast anal ysis hol ds together
t he body politic. Nor can there be the sense of satisfaction and
pride that comes fromnmaking a difference. Wthout citizenship,
the political unit, whether called “state” or “enpire,” can only
be a power. Power is then the only thing that holds it together.
In order to be able to act in a rapidly changi ng and danger ous
worl d, the postcapitalist polity nust re-create citizenship.

The Need for Comrunity

Equal ly, there is a need to restore comunity. Traditional

communi ties no | onger have nuch integrating power; they cannot
survive the nobility that know edge confers on the individual.
Traditional communities, we have now | earned, were held together
far |l ess by what their nmenbers had in common than by necessity, if
not by coercion and fear.

The traditional famly was a necessity. In nineteenth-century
fiction nost famlies were what we woul d now call *“broken
famlies.” But they had to stay together, no natter how great
their hatred, their loathing, their fear of each other. Famly is
where they have to take you in, was a nineteenth-century saying.
Fam |y before this century provided practically all the soci al
services avail abl e.

To cling to fam|ly was a necessity; to be repudiated by it, a
catastrophe. A stock figure of Anerican plays and novies as late
as the 1920s was the cruel father who threw out his daughter when
she canme home with an illegitimate child. She then had only two
choices: to conmt suicide or to becone a prostitute.



Today, famly is actually becom ng nore inportant to nost

people. But it is becomng so as a voluntary bond, as a bond of
affection, of attachment, of mutual respect, rather than one of
necessity. Today’ s young people, once they have grown out of

adol escent rebellion, feel a nmuch greater need than ny generation
did to be close to their parents and to their siblings.

Still, famly no | onger nmakes up the community. But people do
need a conmunity. They need it particularly in the sprawing huge
cities and suburbs in which nore and nore of us live. One can no
| onger count—as one could in the rural village—en nei ghbors who
share the sane interests, the sane occupations, the sane

i gnorance, and who live together in the same world. Even if the
bond is close, one cannot count on famly. Geographic and
occupational nobility mean that people no |onger stay in the

pl ace, class, or culture where they were born, where their parents
live, where their siblings and their cousins live. The comunity
that is needed in postcapitalist society—and needed especially by
t he know edge wor ker—has to be based on comm tnent and conpassi on
rat her than being inposed by proximty and isol ation.

Forty years ago, | thought that this conmmunity would cone into
being at the place of work. In The Future of Industrial Mn
(1942), The New Society (1949), and The Practice of Managenent
(1954), | talked of the plant community as the place that would
grant the individual status and function, as well as the

responsi bility of self-governnent. But even in Japan, the plant
comunity is not going to work much longer. It is becom ng

i ncreasingly clear that the Japanese plant community is based far
| ess on a sense of belonging than on fear. A worker in a |large
Japanese conpany with its seniority wage systemwho | oses his job
past age thirty has becone virtually unenpl oyable for the rest of
his life.

In the West, the plant community never took root. | stil

strongly maintain that the enployee has to be given the maxi num
responsibility and self-control —+he idea that underlay ny advocacy
of the plant comunity. The know edge-based organi zation has to
becone a responsibility-based organi zation.

But individuals, and especially know edge workers, need an

addi tional sphere of social life, of personal relationships, and
of contribution outside and beyond the job, outside and beyond the
organi zati on, indeed, outside and beyond their own specialized



know edge ar ea.

The Volunteer as Citizen

The one area in which this need can be satisfied is the social
sector. There, individuals can contribute. They can have
responsibility. They can nmake a difference. They can be

“vol unteers.”

This is already happening in the United States.

The denom national diversity of American churches; the strong
enphasi s on | ocal autonony of states, counties, cities; and the
community tradition of isolated frontier settlenents all slowed
down the politicization and centralization of social activities in
the United States. As a result, America now has alnbost one mllion
nonprofit organi zations active in the social sector. They
represent as much as one-tenth of the gross national

product —ene-quarter of that sumraised by donations fromthe
public, another quarter paid by governnent for specific work
(e.g., to adm nister health-care reinbursenent prograns), the rest
fees for services rendered (e.g., tuition paid by students
attending private universities or noney nmade by the art stores to
be found now in every Anmerican nuseum.

The nonprofits have beconme Anerica’s biggest enployer. Every

other Anmerican adult (90 mlIlion people all told) works at |east
three hours a week as “unpaid staff,” that is, as a volunteer for
a nonprofit organization, for churches and hospitals; for
heal t h-care agencies, for community services |like Red Cross, Boy
Scouts, and Grl Scouts; for rehabilitation services |ike

Sal vation Arnmy and Al coholics Anonynous; for shelters for battered
w ves; and for tutoring services in inner-city schools. By the
year 2000 or 2010, the nunmber of such unpaid staff people should
have risen to 120 mllion, and their average hours of work to five
per week.

These volunteers are no | onger “hel pers”; they have becone
“partners.” Nonprofit organizations in the United States
increasingly have a full-tine paid executive, but the rest of the
managenent team are volunteers. Increasingly, they run the

or gani zat i on.

The greatest change has taken place in the American Catholic
Church. In one major diocese, |lay wonen now actually run all the



pari shes as “parish admnistrators.” The priests say mass and

di spense the sacranents. Everything else, including all the social
and community work of the parishes, is done by “unpaid staff,” |ed
by the parish adm ni strator.

The main reason for this upsurge of volunteer participation in

the United States is not an increase in need. The main reason is
the search on the part of the volunteers for conmmunity, for
commtment, for contribution. The great bul k of the new vol unteers
are not retired people; they are husbands and w ves in the

prof essional, two-earner famly, people in their thirties and
forties, well educated, affluent, busy. They enjoy their jobs. But
they feel the need to do sonething where “we can nake a
difference,” to use the phrase one hears agai n and agai n—whet her
that means running a Bible class in the |Iocal church; teaching

di sadvant aged children the nultiplication tables; or visiting old
peopl e back hone froma long stay in the hospital and hel ping them
with their rehabilitation exercises.

What the U S. nonprofits do for their volunteers may well be
just as inportant as what they do for the recipients of their
servi ces.

The Grl Scouts of Anerica is one of the few Anerican

organi zations that has becone racially integrated. In their
troops, girls regardless of color or national origin work together
and play together. But the greatest contribution of the
integration drive that the Grl Scouts began in the 1970s is that
it recruited a | arge nunber of nothers-Bl ack, Asian, H spanic—+nto
| eadership positions as volunteers in integrated comunity work.

Citizenship in and through the social sector is not a panacea

for the ills of postcapitalist society and postcapitalist polity,
but it nay be a prerequisite for tackling these ills. It restores
the civic responsibility that is the mark of citizenship, and the
civic pride that is the mark of conmmunity.

The need is greatest where conmunity and comunity
organi zati ons—and citi zenshi p al toget her—have been so thoroughly
damaged as to have been alnost totally destroyed: in the

ex- Conmuni st countries. Governnent in these countries has not only
been totally discredited; it has becone totally inpotent. It may
take years before the successor governnments to the Comuni sts—n
Czechosl ovaki a and Kazakhstan, in Russia, Poland, and Ukrai ne—an



conpetently carry out the tasks that only governnent can do:
managi ng noney and taxes; running the mlitary and the courts;
conducting foreign relations. In the nmeantine, only autononous,
| ocal nonprofits—ergani zati ons of the social sector based on
vol unteers and rel easing the spiritual energies of people—€an
provi de both the social services that the society needs and the
| eadershi p devel opnent that the polity needs.

Different societies and different countries will surely

structure the social sector very differently. But every devel oped
country needs an autononous, self-governing social sector of
comunity organi zati ons—+o0 provide the requisite community
services, but above all to restore the bonds of community and a
sense of active citizenship. Historically, community was fate. In
the postcapitalist society and polity, conmmunity has to becone
conmmi t nent .

26.

FROM ANALYSI S TO

PERCEPTI ON—THE NEW

WORLDVI EW

Around 1680 a French physicist, Denis Papin, then working in
Germany—as a Protestant he had been forced to | eave his native
country—+nvented the steam engi ne. Whether he actually built one
we do not know, but he designed one, and he actually put together
the first safety valve. A generation later, in 1712, Thonas
Newcormen then put the first working steamengine into an Engli sh
coal mne. This nade it possible for coal to be mned—ntil then
groundwat er had al ways fl ooded English mnes. Wth Newconen’s
engi ne, the Age of Steam was on. Thereafter, for 250 years, the
nodel of technol ogy was nmechanical. Fossil fuels rapidly becane
the main source of energy. And the ultimte source of notive power
was what happens inside a star, that is, the sun. In 1945, atomc
fission and, a few years later, fusion replicated what occurs in
the sun. There is no going beyond this. In 1945, the era in which
t he nechani cal universe was the nodel cane to an end. Just a year
later, in 1946, the first conputer, the ENIAC, cane on stream And
wth it began an age in which information will be the organi zing
principle for work. Information, however, is the basic principle
of biological rather than of mechani cal processes.

Very few events have as much inpact on civilization as a change
in the basic principle for organizing work. Up until a.d. 800 or
900, China was far ahead of any Western country in technology, in



science, and in culture and civilization generally. Then the
Benedi cti ne nonks in northern Europe found new sources of energy.
Until that point the main source of energy, if not the only one,
had been a two-1egged animal called man. It was the peasant’s wife
who pulled the plow. The horse collar for the first tinme nmade it
possible to replace the farner’'s wife with animal power. And the
Benedi cti nes al so converted what in antiquity were toys,

wat erwheel and windmlIl, into the first machines. Wthin two
hundred years technol ogi cal | eadership shifted fromChina to the
Cccident. Seven hundred years | ater Papin’s steam engine created a
new t echnol ogy and with it a new worl dvi ew—+he nechani cal

uni ver se.

In 1946, with the advent of the conputer, infornmation becane
the organi zing principle of production. Wth this, a new basic
civilization came into being.

The Social Inpacts of Information

A great deal these days (alnost too nuch) is being said and
written about the inpact of the information technol ogies on the
material civilization, on goods, services, and busi nesses. The
soci al inpacts are, however, as inportant; indeed, they nay be
nore inportant. One of the inpacts is widely noticed: any such
change triggers an explosion of entrepreneurship. In fact, the
entrepreneurial surge that began in the United States in the late
1970s, and which within ten years had spread to all non- Comruni st
devel oped countries, is the fourth such surge since Denis Papin’s
time three hundred years ago. The first one ran fromthe m ddl e of
the seventeenth century through the early years of the eighteenth
century; it was triggered by the “Conmercial Revolution,” the

t remendous expansi on of trade follow ng the devel opnent of the
first oceangoing freighter that could actually carry heavy

payl oads over | arge di stances. The second entrepreneuri al
surge—beginning in the mddle of the eighteenth century and
running to the mddle of the nineteenth—was what we commonly cal
the Industrial Revolution. Then, around 1870, the third
entrepreneurial surge was triggered by the new industries—the
first ones that did not just apply different notive power but
actually turned out products that had never been nade before or
only in mnute quantities: electricity, tel ephone, electronics,
steel, chem cals and pharnaceutical s, autonobiles and airpl anes.

We are now in a fourth surge, triggered by information and
bi ol ogy. Like the earlier entrepreneurial surges, the present one



is not confined to “high tech”; it enbraces equally “m ddle tech,”
“low tech,” and “no tech.” Like the earlier ones, it is not
confined to new or small enterprises, but is carried by existing
and big ones as well—and often with the greatest inpact and
effectiveness. And, like the earlier surges, it is not confined to
“inventions,” that is, to technology. Social innovations are
equally “entrepreneurial” and equally inportant. Sone of the
soci al innovations of the Industrial Revol ution—+he nodern arny,
the civil service, the postal service, the comercial bank—have
surely had as nuch inpact as railroad or steanship. Simlarly, the
present age of entrepreneurship will be as inportant for its
soci al innovati ons—and especially for innovations in politics,
government, education, and econom cs—as for any new technol ogy or
mat eri al product.

Anot her inportant social inpact of information is also visible
and wi dely discussed: the inpact on the national state and,
particularly, on that twentieth-century hypertrophy of the
national state, the totalitarian reginme. Itself a creature of the
nmodern nedi a, newspapers, novies, and radio, it can exist only if
it has total control of information. But with everyone being able
to receive information directly froma satellite in the home—and
on “dishes” already so small that no secret police can hope to
find them—<ontrol of information by governnent is no |onger
possi bl e. Indeed, information is now transnational; |ike noney,
information has no “fatherland.”

Since informati on knows no national boundaries, it will also
formnew “transnati onal” comunities of people who, nmaybe w t hout
ever seeing each other in the flesh, are in conmuni on because they
are in comunication. The world econony, especially the “synbol
econony” of noney and credit, is already one of the nonnational,
transnati onal comunities.

O her social inpacts are just as inportant but rarely seen or

di scussed. One of themis the likely transformation of the
twentieth-century city. Today's city was created by the great

br eakt hrough of the nineteenth century: the ability to nove people
to work by nmeans of train and streetcar, bicycle and autonobil e.

It will be transforned by the great twentieth-century

br eakt hrough: the ability to nove work to people by noving ideas
and information. In fact, the city—eentral Tokyo, central New
York, central Los Angeles, central London, central Paris, central
Bonbay—has al ready outlived its useful ness. W no | onger can nove



people into and out of it, as witness the two-hour trips in packed
railroad cars to reach the Tokyo or New York office building, the
chaos in London’s Piccadilly Crcus, or the two-hour traffic jans
on the Los Angel es freeways every norning and evening. W are

al ready beginning to nove the information to where the people
are—outside the cities—+n such work as the handling of credit
cards, of engineering designs, of insurance policies and insurance
clains, or of nedical records. Increasingly, people will work in
their hones or, as nmany nore are likely to do, in small “office
satellites” outside the crowded central city. The facsimle

machi ne, the tel ephone, the two-way video screen, the telex, the
tel econference, are taking over fromrailroad, autonobile, and
fromairplane as well. The real-estate boomin all the big cities
in the 1970s and ‘80s, and the attendant skyscraper explosion, are
not signs of health. They signal the beginning of the end of the
central city. The decline may be slow, but we no | onger need that
great achievenent, the central city, at least not in its present
form

The city m ght becone an information center rather than a

center for work—the place fromwhich information (news, data,
music) radiates. It mght resenble the nedieval cathedral where

t he peasants fromthe surroundi ng countrysi de congregated once or
twice a year at the great feast days; in between, it stood enpty
except for its learned clerics and its cathedral school. And wll
tonorrow s university be a “know edge center” that transmts
information, rather than a place that students actually attend?

Where work is done determines in |large neasure also howit is
done. It strongly affects what work is being done. That there wl|
be great changes we can be certai n—but how and when so far we
cannot even guess.

Form and Functi on

The question of the right size for a given task or a given

organi zation will beconme a central challenge. G eater performance
in a nechanical systemis obtained by scaling up. Geater power
means greater output: bigger is better. But this does not hold for
bi ol ogi cal systens. There size follows function.

It would surely be counterproductive for the cockroach to be

bi g, and equally counterproductive for the el ephant to be small
As biologists are fond of saying, The rat knows everything it
needs to be successful as a rat. Whether the rat is nore



intelligent than the human being is a stupid question; in what it
takes to be successful as a rat, the rat is way ahead of any ot her
animal, including the human being. In an informtion-based

soci ety, bigness becones a “function” and a dependent, rather than
an i ndependent, variable. In fact, the characteristics of
information inply that the smallest effective size will be best.
“Bigger” will be “better” only if the task cannot be done

ot herw se.

For communi cation to be effective, there has to be both

i nformati on and neani ng. And neani ng requires comunion. |If
sonebody whose | anguage | do not speak calls ne on the tel ephone,
it doesn't help ne at all that the connection is crystal clear.
There is no “nmeani ng” unless | understand the | anguage—+he nessage
t he neteorol ogi st understands perfectly is gibberish to a chem st.
Communi on, however, does not work well if the group is very |arge.
It requires constant reaffirmation. It requires the ability to
interpret. It requires a comunity. “I know what this nmessage
means because | know how our people think in Tokyo, or in London,
or in Beijing.” | knowis the catalyst that converts “information”
into “comuni cations.”

For fifty years, fromthe early days of the G eat Depression to
the 1970s, the trend ran toward centralization and bi gness. Prior
to 1929, doctors did not put their paying patients into hospitals
except for surgery. Very few babies before the 1920s were born in
hospitals; the magjority were born at home. The dynam cs of higher
education in the United States as late as the 1930s were in the
smal | and nediumsize liberal arts colleges. After World War I1,
they shifted increasingly to the big university and to the even
bi gger “research university.” The sane thing happened in
governnent. And after World War |1, bigness becane an obsession in
busi ness. Every firmhad to be a “billion-dollar corporation.”

In the 1970s the tide turned. No longer is it the mark of good
governnent to be bigger. In health care we now assert that

what ever can be done outside the hospital better be done

el sewhere. Before the 1970s, even mldly sick nental patients in
the United States were considered to be best off in a nental
hospital. Since then, nental patients who are no threat to others
have been pushed out of the hospital (not always w th good
results). We have noved away fromthe worship of size that
characterized the first three quarters of the century and
especially the imedi ate post-Wrld War Il period. W are rapidly



restructuring and “divesting” big business. W are, especially in
the United States, pushing governnental tasks away fromthe center
and toward | ocal governnent in the country. W are “privati zing”
and farm ng out governnmental tasks, especially in the |ocal
comunity, to small outside contractors.

I ncreasingly, therefore, the question of the right size for a

task will becone a central one. Is this task best done by a bee, a
hunm ngbird, a nouse, a deer, or an elephant? Al of themare
needed, but each for a different task and in a different ecol ogy.
The right size will increasingly be whatever handl es nost
effectively the informati on needed for task and function. Were
the traditional organization was held together by command and
control, the “skeleton” of the information-based organization wl|l
be the optinmal information system

From Anal ysis to Perception

Technol ogy is not nature, but humanity. It is not about tools;

it is about how people work. It is equally about how they |ive and
how they think. There is a saying of Alfred Russel \Wall ace, the
co-di scoverer—with Charles Darwi n—ef the theory of evolution: “Mn
is the only ani mal capabl e of directed and purposeful evol ution;
he makes tools.” But precisely because technology is an extension
of human bei ngs, basic technol ogi cal change al ways both expresses
our worldview and, in turn, changes it.

The conputer is in one way the ultimte expression of the

anal ytical, the conceptual worldview of a mechani cal universe that
arose in Denis Papin’s tine, the |ate seventeenth century. It
rests, in the last analysis, on the discovery of Papin’'s
contenporary and friend, the phil osopher-nmathematician Gottfried
Lei bniz, that all nunbers can be expressed “digitally,” that is,
by 1 and 0. It becane possi bl e because of the extension of this
anal ysi s beyond nunbers to logic in Bertrand Russell and Alfred N
Wi tehead’ s Principia Mathematica (published from 1910 through
1913), which showed that any concept can be expressed by 1 and O

i f made unanbi guous and into “data.”

But while it is the triunph of the analytical and concept ual

nodel that goes back to Papin’s own naster, René Descartes, the
conputer also forces us to transcend that nodel. “Information”
itself is indeed anal ytical and conceptual. But information is the
organi zing principle of every biological process. Life, nodern

bi ol ogy teaches, is enbodied in a “genetic code,” that is, in



programed i nformation. Indeed, the sole definition of that

mysterious reality “life” that does not invoke the supernatural is
that it is matter organi zed by information. And bi ol ogi cal process
is not analytical. In a mechanical phenonenon the whole is equal

to the sumof its parts and therefore capable of being understood
by anal ysis. Biological phenonena are, however, “wholes.” They are
different fromthe sumof their parts. Information is indeed
conceptual. But neaning is not; it is perception.

In the worldview of the mat hematici ans and phil osophers, which
Deni s Papin and his contenporaries formul ated, perception was
“intuition” and either spurious or nystical, elusive, nysterious.
Sci ence did not deny its existence (though a good many scientists
did). It denied its validity. “Intuition,” the anal ysts asserted,
can neither be taught nor trained. Perception, the nechani cal

wor | dvi ew asserts, is not “serious” but is relegated to the “finer
things of |ife,” the things we can do without. W teach “art
appreciation” in our schools as indul gence in pleasure. W do not
teach art as the rigorous, demanding discipline it is for the
artist.

In the biological universe, however, perception is at the

center. And it can—+ndeed it nust—be trai ned and devel oped. W do
not hear “C “A" “T"; we hear “cat.” “C “A" “T" are "bits,” to
use the nodern idiom they are analysis. |Indeed, the conputer
cannot do anything that requires neaning unless it goes beyond
bits. That is what “expert systens” are about; they attenpt to put
into the logic of the conmputer, into an anal ytical process, the
perception of experience that conmes from understandi ng the whol e
of a task or subject matter.

In fact, we had begun to shift toward perception well before

the conputer. Alnpst a century ago, in the 1890s, configuration
(Gestalt) psychology first realized that we hear “cat” and not “C
“A” “T.” It first realized that we perceive. Since then al nost al
psychol ogy—ahet her devel opnental, behavioral, or clinical —-has
shifted fromanalysis to perception. Even post-Freudi an
“psychoanal ysis” i s becom ng “psychoperception” and attenpts to
understand the person rather than his or her nechanisns, the
“drives.” In governnental and business planning, we increasingly
talk of “scenarios” in which a perception is the starting point.
And, of course, any “ecology” is perception rather than analysis.
In an ecol ogy, the “whole” has to be seen and understood, and the
“parts” exist only in contenplation of the whole.



When sone fifty years ago the first American col | ege—Benni ngton

i n Vernont —began to teach the doing of art—painting, sculpture,
ceram cs, playing an instrunent—as integral parts of a liberal
arts education, it was a brazen, heretical innovation that defied
all respectabl e academ c conventions. Today, every Anerican

coll ege does this. Forty years ago the public universally rejected
nonobj ective nodern painting. Now the nmuseuns and gal l eries
showi ng the works of nodern painters are crowded and their works
fetch record prices. Wiat is “nodern” about nodern painting is
that it attenpts to present what the painter sees rather than what
the viewer sees. It is nmeaning rather than description.

Three hundred years ago, Descartes said, “lI think therefore |

am” We will now have to say also, “lI see therefore | am” Since
Descartes, the accent has been on the conceptual. Increasingly, we
wi | | bal ance the conceptual and the perceptual. |Indeed, the new
realities are configurations and as such call for perception as
much as for analysis: the dynam c disequilibriumof the new
pluralisms, for instance; the multitiered transnati onal econony
and the transnational ecol ogy; the new archetype of the "educated
person” that is so badly needed. And The New Realities attenpts as
much to make us see as it attenpts to nake us think.

It took nore than a hundred years after Descartes and his
contenporary, Galileo, had laid the foundations for the science of
t he nechani cal universe, until |nmanuel Kant produced the

nmet aphysi cs that codified the new worldview. His Kritik der reinen
Vernunft (Critique of Pure Reason, 1781) then dom nated Western
phil osophy for nore than a century. It defined the neaningful
guestions even for Kant’s adversaries, such as Friedrich

Ni et zsche. I ndeed, Kant still defined “know edge” even for Ludw g
Wttgenstein in the first half of the twentieth century. But

cont enporary phil osophers no | onger focus on Kant’s concerns. They
deal with configurations—aith signs and synbols, with patterns,
with nyth, wth |anguage. They deal with perception. Thus the
shift fromthe nechanical to the biological universe wll
eventual ly require a new phil osophi cal synthesis. Kant m ght have
called it Einsicht, or a Critique of Pure Perception.

AFTERWORD:

THE CHALLENGE AHEAD

We cannot yet tell with certainty what the next society and the
next econony will look like. We are still in the throes of a



transition period. Contrary to what nost everybody believes,
however, this transition period is remarkably simlar to the two
transition periods that preceded it during the nineteenth century:
the one in the 1830s and 1840s, follow ng the invention of

rail roads, postal services, telegraph, photography,
[imted-liability business, and investnent banking; and the second
one, in the 1870s and 1880s, followi ng the invention of steel

maki ng; electric light and electric power; synthetic organic

chenmi cal s, sewi ng nachi nes and washi ng machi nes; central heating;

t he subway; the elevator and with it apartnment and office
bui | di ngs and skyscrapers; the tel ephone and typewiter and with
them the nodern office; the business corporation and comerci al
banki ng. Both periods were characterized by the paradox of rapidly
expandi ng econony and grow ng i ncone inequality—+the paradox that
bedevils us now. And so, while we cannot yet say what the future
will be like, we can with very high probability, discernits nmain
and nost inportant features, and some of its main and nost

i nportant chal |l enges.

The first thing to say nay well be that—again contrary to what
nost everybody believes—+t will not be a future of expanding, free
mar kets as we have understood free markets, that is, as markets
for the exchange of goods and services. On the contrary, those

mar kets may well shrink, if only because the growh sectors of
tonmorrow s society are surely going to be two know edge areas,
heal th care and education, neither of which has ever been, or wll
ever be, a truly free market. “Free nmarket” tonorrow neans fl ow of
information rather than trade. And in that respect, tonorrow wl |

i ndeed be a worl dwi de free market. This has serious inplications
for all institutions, and not only for business. It neans, for

i nstance, that every organi zati on everywhere (and not only

busi nesses), will have to be globally conpetitive.

It also neans that the center of gravity, and the center of

power, will be the customer. In the last thirty years, the center
of power has shifted fromthe supplier, the manufacturer, to the
distributor. In the next thirty years, it will certainly shift to
the custonmer—for the sinple reason that the custoner now has ful
access to information worl dw de.

We can also anticipate, with very high probability, that the
decline in the terns of trade (that is, the purchasing power) of
manufacturing, wll continue and probably at an accel erated pace.
Begi nning after World War |, if not in the late nineteenth



century, the purchasing power of primary products, especially of
farm products in relation to manufactured goods, began to go down
sharply. In the twentieth century, it went down at the rate of 1
percent a year conpound, which neans that by the year 2000
agricultural products bought only one-third of the manufactured
goods they had bought in 1900. Begi nning in 1960, manufactured
goods began to decline in ternms of relative purchasing power, that
is, in terns of trade, against know edge goods. Between 1960 and
2000, prices of manufactured goods, adjusted for inflation, fell
by al nost three-fifths, that is, by 60 percent. At the sane tineg,
the prices of the two main know edge products, health care and
education, went up three tines as fast as inflation. Manufactured
goods by the year 2000 had therefore only about one-fifth of the
pur chasi ng power relative to know edge goods that they had had
only forty years earlier.

But the nost inportant certainty is that the next society and
econony will have a totally different social conplexion. It wll
be a know edge society with know edge workers, the |argest single
and by far the nost expensive part of the workforce. In fact, this
has al ready happened in all devel oped countri es.

And finally, we can say with near-certainty, the challenges we
will face in the next econony are managenent challenges that wll
have to be tackled by individuals. Governnments will be able to
hel p or hinder. But the tasks thensel ves are not tasks governnents
can perform They can only be perforned through individual

or gani zati ons—bot h busi ness enterpri ses and nongover nnent al
nonprofit organi zati ons—and by individuals. Governnment wll not
becone | ess pervasive, |less powerful, |let alone | ess expensive. It
wi ||, however, increasingly depend for its effectiveness on what
managers and professionals are doing in and with their own
nongover nnental organi zation, and in and with their own |ives.

| hope that The Essential Drucker will give the nanagers,
executives, and professionals of tonmorrow the understandi ng of
both the society and econony they inherit, and the tools to
performthe tasks with which the next society and the next econony
will confront them

—Peter F. Drucker
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