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Introducing the AIM Initiative

‘The extraordinary complexity of management:

Getting the right people in place

Creating structures and lines of reporting

Correcting and adapting when things go wrong

Applying common sense.’

Hamish McRae, Independent, 6 July 2005

The central dilemma in researching management is the extent to which

the core elements of effective management are relatively easy to describe

in words, yet ‘extraordinarily complex’ when it comes to putting them

into practice.

This book—the first synthesis of our joint work on the issue of manage-

ment and UK competitiveness within the AIM research initiative—is

(we believe) a ground-breaking attempt to address this central dilemma of

relating research to a practical, in this case national, management agenda.

Jointly funded by Economic and Social Research Council (ESRC) and the

Engineering and Physical Sciences Research Council (EPSRC), the Ad-

vanced Institute of Management research initiative was established in

November 2002 as a novel and ambitious initiative designed to address

academic concerns within the framework of real economic needs. On the

academic front, it had the parallel aims of boosting the UK’s output of

international-quality social science research inmanagement and strength-

ening the capacity of the higher-education sector to sustain that quality

and quantity in the future. These academic objectives were set in the

context of a concern about the international competitiveness of UK in-

dustry and the role of management within it: how far was the latter a

determining factor and to what extent could it benefit from evidence-led

improvement?

One of the key developments within the overall initiative was the

appointment of sixteen competitiveness fellows, each of whom made a

three-year commitment to a role combining individual research with

collective effort. These leading academics and researchers have together

crafted, written, and produced the book that you have in your hands.

A critical part was a sustained and challenging attempt to develop an

overall perspective that was both multidisciplinary and closely engaged

with management practice.



This book, centred on the concept of ‘the exceptional manager’, repre-

sents the start of this journey. It would be wrong (as well as diminishing of

the effort and ambition involved) to imply that even at this stage the

journey has not been challenging and sometimes controversial. It has

had its saddening aspects, too, most obviously the early loss of Sumantra

Ghoshal. As those who knew him would have expected, Sumantra had

already proved to be one of the most stimulating and forceful participants

in the venture; he was also one of the most committed to its ambitious

aims. We should also note the debt we owe to the groundwork carried out

by AIM’s founding director, Professor Anne Huff, in appointing and knit-

ting together the fellows as a functioning and effective team.

Our Basic Schematic Model

The task for the fellows was how in research and theory terms we should

link the general issue of management, that is, broadly speaking what goes

on inside the ‘black box’ of the organization itself, to productivity and the

overall competitiveness of the UK economy. Why do UK firms appear to

perform poorly in terms of productivity, and in what ways can and does

this influence the international competitiveness of the UK economy as a

whole?

We developed an initial schema within which we could articulate

our differing perspectives on and understandings of these issues. It is

important to make explicit here the implications of this schema for

our subsequent work—in particular, as illustrated in the latter parts of

the book, the way in which it enables us to focus more clearly on our

central question but also inevitably marginalizes certain other broader

issues.

Initially, we decided to build the work on three pillars or themes, rather

than just the single strand of productivity. Bearing in mind the essential

process of innovation and imitation in the competitive evolution of firms,

we introduced the twin notions of innovation itself and then the transfer

of best practice between organizations. The basic model is circular. Innov-

ation that delivers improved performance and productivity at the firm or

sub-firm level is taken up as a promising practice and imitated by other

parts of the firm and by competitors. The cycle continues with further

innovation. This is much like the process of choice described by JimMarch

as ‘exploitation’ versus ‘exploration’.1 What remains unclear is how far we

can expect a single organization to engage in both aspects simultaneously,
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or see this as a balance which is achieved over time by a system of firms in

both competition and collaboration.2

In linking these three themes to the competitiveness of the national

economy, we need to find a way of relating what goes on within a firm

with what happens between firms. Again, we adopt a somewhat simplistic

three-way distinction between workers, managers, and firms. We might

suggest that worker performance is a function of skills and work organiza-

tion, manager performance is a function of both the older (strategy, struc-

ture, and systems) and the newer (people, purpose, and process)

capabilities,3 and firm performance links to the economy through market

growth, regulation, and mergers and acquisitions, as well as the overall

market-based processes of innovation, imitation, and, of course, selection.4

We also recognize that management itself, as an activity or set of activ-

ities, can be seen from very different perspectives.We are interested in how

these relate to each other and the extent to which competence in any or all

of them is reflected in managerial performance as a whole. The three

aspects that we focus on are:

. decision-making and the forms of analysis and the nature of the processes

that managers undertake before and after the decisions themselves;
. action-taking and the ways in which managers use sequences of actions

to resolve uncertainties and ensure direction and intent;
. sense-making and learning and the role of stories and narrative in pro-

viding not only a useful synopsis of the past but guidance in terms of

change and the future.

Although these can be regarded, as above, as a linear sequence from

decision to action to learning, we believe it is more appropriate to picture

them in a relationship where each can bemapped independently from the

chronological perspective.5 We should add that many actions in the cor-

porate and competitive market domain must be seen as incorporating

substantial elements of both intention in terms of desired future states

and anticipation in terms of the future actions of others.6

Finally, we see two underlying foundation concepts: one related to

individual initiative, the other to collective action. We associate the for-

mer with entrepreneurship (although we recognize that in practice much

so-called entrepreneurial action is at least as much if not more collective

than individual), and the latter with cooperative behaviour. Of course, the

balance between these two motivations is a subject of wide debate and

discussion. We only enter into this from a rather limited perspective, in

the context and nature of the managerial activities that we are studying.
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Our focus on the role of management in understanding the nature and

detail of UK competitiveness inevitably means that this book leaves out a

number of broader questions which can and should be addressed by social-

science research.

First and most obvious, we have not addressed the wider question of

other explanations for the UK’s competitive shortcomings. We have there-

fore not added significantly to the wide body of previous work which has

adduced causes as varied as the long-term impact of the British class

system to the the lack of specific skills in the UK workforce. While we

believe there is a strong prior case that management comprises a signifi-

cant component in the explanation,7 we would in no way wish to claim

that it is the sole and exclusive factor.

Second, our central bias towards management clearly influences the

perspective we take on a range of specific phenomena. For instance, our

general method of aggregating from work organization to managerial

direction to firm performance means that questions of both the distribu-

tion of economic rewards and the broader sociological nature of manage-

ment and managers as a potential privileged class are not subjected to

critical scrutiny. Further, questions of the institutional relationship be-

tween business schools, consultancies, and industry itself are generally

absent from the specific analyses and therefore again we do not directly

address some of the critical commentaries in this area.8 We unashamedly

focus on management, and even more so managers, as the locus of our

interest; the book stands as a summary of our collective understanding, at

this stage of our research, of the ways in which the active manager can

make a difference to the performance of the firm.

As we noted above, AIM was set up with a clear objective to focus multi-

disciplinary management research on a critical and long-established pol-

icy question. As a representation of our work, therefore, this book reflects a

rather unusual collective endeavour. While the lead authors had the job of

pulling together the contributions, the book as a whole represents the

collective effort of all the competitiveness fellows. All contributed in terms

of both individual research expertise and many discussions about other

related work in small groups and the whole fellowship.

We trust you, our readers, will find the subsequent chapters interesting,

challenging, and well informed. Ever more we hope this book can play a

small part in the route to overall improvement in the UK economy, the

benefits of which would be very real.

Robin Wensley,

Director of the AIM Initiative.
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Setting the Scene
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1
Making a Difference

In the 1970s, the UKwas known as the ‘sickman of Europe’. It had an ailing

economy, a troubled workforce, and, it was generally accepted, below-

average managerial capability. During the next decade, it went through

something of an economic and business revolution. Many people applaud

this time; others abhor it. Yet few would argue that it did not make a

difference. It affected the structure of the country’s economic and finan-

cial institutions, the nature of society, the role managers play within it,

and their relationship with organized labour. By the year 2000 the UK was

hailed as one of the more successful economies in Europe, if not in the

world. Yet there remained major challenges for the managers of the new

millennium. This book is about those challenges and what managers

might do to address them.

Like many of the world’s mature economies, the UK faces a strategic

problem. The shedding of the post-war malaise was partly the result of

some major structural and institutional changes, but another important

element was the emphasis placed on greater efficiency, the reduction of

costs in often sloppily managed businesses, and the construction of an

economic infrastructure that, at least on the face of it, should provide the

basis of a successful economy. We develop this theme in more detail in

Chapter 2.
However, in time the focus on greater efficiency and lower cost set up a

new challenge of its own. It is impossible to build a successful economy for

the future on the basis of competing on cost alone. For the UK to be

successful, the economy needs to be based on international competitive-

ness built on added value, achieved through innovatory products and

services. The reason is straightforward. Mature economies such as the UK

have a fixed cost base—wages, taxes, the cost of materials and utilities, and



so on—which is much higher that that of competitors located in, for

example, eastern Europe, the Indian subcontinent, and the Far East.

While UK firms may be more efficient, any productivity advantages that

they enjoy are liable to be short-lived. They are unlikely to prove signifi-

cant enough to allow them to remain competitive on price alone in the

longer term.

The problems posed for the UK are twofold. Indigenous firms find it

increasingly difficult to survive against international competition; and the

UK itself is becoming a less attractive site for foreign direct investment

(FDI) in operations founded on low cost. Take the example of FDI in

manufacturing. During the 1980s, the Conservative government priori-

tized the attraction of FDI over support for UK firms, and major invest-

ments, particularly from Japan, were heralded with great fanfare as the

source of economic regeneration in areas such as the north-east of England

and southWales, where traditional domestic industry was in decline. Such

investment was welcome and provided much-needed employment for a

period, but its roots were shallow and could not sustain long-term

economic regeneration. Over the last few years, Japanese consumer-

electronics firms have shifted production to eastern Europe as the region

has become a viable location from which to supply the western European

market. Global car assemblers such as Nissan and Toyota are outstanding

examples of manufacturing efficiency and make major contributions to

the economy; but increasingly they are seeking cost reductions and sour-

cing components and systems (generally at least 70 per cent of the total

value of the vehicle) from outside the UK.

This shift confronts the UK with the challenge of fundamental strategic

change. An economy that has earned its success through becoming more

efficient needs to metamorphose into one that retains the efficiency but

does much more besides: an economy which develops greater capabilities

for adding value and creating and developing innovation. These are not

new challenges; the state of, and prospects for, the UK economy have been

the focus for numerous studies, not least by economists who make similar

points. Our focus, however, is particular and novel: the role of manage-

ment in the raising of UK competitiveness. Here studies are much less

exact. They suggest that managers should surely make a difference, but are

less than precise about how. The issues raised by this book are all linked to

this question. Just what are the challenges that managers face both in their

own roles and in contributing to the wider economic wealth of the UK?

Where is the evidence as to how they might do this, both strategically and

in terms of their managerial roles? And what does this mean in terms of
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their behaviour as managers? The argument we develop is that, indeed,

managers do matter and can make a difference—but that the ways in

which they do so are not always straightforward or self-evident.

The New Managerialism

At the dawn of the newmillennium,management seemed to have become

the career aspiration of the UK working population. By 2004 it had become

the single most popular course for undergraduate students, and the four

MBA courses on offer in the early 1970s had grown to more than seventy.

The role of the ‘manager’ and the significance of management had both

grown enormously in the contemporary economies of mature nations.

Official figures for the UK showed that in late 2003 18 per cent of all men

and 10 per cent of all womenweremanagers, senior officials, professionals,

or associated professional or technical staff.1

In terms of aspirations, this was perhaps understandable. Apart from the

undoubted high earning potential of top managers, managerial success

surely meant making a real difference to something. Judging by the popu-

lar business press, the success—or failure—of firms is down to corporate

heroes like Steve Jobs, Jack Welch, or Richard Branson. They are not just

the subject of press attention; they write books themselves or have books

written about them and about how their experiences can help other

managers. They have become both business gurus and social icons.

According to a 1996 survey, 95 per cent of UK consumers were able to

name Richard Branson as the founder of Virgin, and in the 1997 ‘Think

Different’ advertisements for Apple computers, Branson was featured

together with Einstein and Gandhi as a ‘shaper of the 20th century’. A

survey of students in 2000 found that Branson was their number-one role

model. We appear to be in an age of aspirational managerialism.

The implication is that managers matter; that they make a real differ-

ence to the fortunes of organizations. We begin this book by asking how

and to what extent this is so. At first sight that seems an odd question. Of

course, getting things done, managing efficiency, ensuring continuity,

and the like ‘matter’ in the sense that organizations cannot do without

them. But this kind of routine management is not enough to give a

business competitive advantage. In chapters that follow, we consider this

challenge in relation to management practice in general. In this chapter,

however, we begin with an acid test: whether managers matter andmake a

difference strategically. In this context we are certainly concerned with top
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management, but also with any manager who has an influence on the

strategy of his or her organization; who heads a division, runs a major

project, or heads a team that has an impact on company performance. As

we shall see, we are also concerned with people in organizations—

managers or not—who can hinder strategic development. The conclusion

we come to is that managers can indeedmake a difference—but those who

do so strategically are the exception rather than the rule.

We believe that, if the challenges outlined above are to be met, we need

more managers who can make a strategic impact. In this chapter we seek

to pin down the challenge more specifically by explaining why it is so

difficult to make a difference, why ‘difference-makers’ are the exception,

and behind that what being ‘exceptional’ actually entails. We also offer

views on what managers need to focus on to make a strategic difference

and invite readers to consider how the lessons drawn in the chapters that

follow might also help develop ‘exceptional’ managers.

Of Course Management Matters

The starting point is that businesses can and do make impressive improve-

ments in strategic and financial performance. In 1992 BP, at that time the

UK’s largest industrial enterprise, was in trouble. A combination of rising

debts and unit costs, falling oil prices, and bitter internal strife was

reflected in seriously deteriorating results. In response, the board slashed

the dividend and sacked the then CEO Bob Horton. Fast-forward ten years

and the situation could hardly have been more different. Consistently

among Europe’s most admired companies, over the intervening decade

BP had successfully acquired and integrated its rivals Amoco, Arco, and

Castrol. It had jumped from second-tier to ‘super-major’ status in the oil

industry, boasting the lowest unit costs and the highest return on capital

employed among comparable firms. It was delivering after-tax profits at

the rate of $1 billion a month.

As BP was confronting meltdown in London, a small Scottish bank in

Edinburgh was wrestling with big problems of bad debt and poor profit-

ability. Costs amounted to 63 per cent of income. By 2002 the same bank

had become the fifth largest in the world by market capitalization, ahead

of such familiar names as Merrill Lynch, Goldman Sachs, and UBS. As with

BP, a proportion of the Royal Bank of Scotland’s remarkable growth

derived from acquisitions, including NatWest in the UK and Citizens

Financial Group in the US. But during the same period, when RBS’s growth
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was the best of all significant banks in Europe, its cost–income ratio, down

from 63 per cent to 45 per cent, was one of the lowest among comparable

companies. This performance was crucial to all its stakeholders. Over the

five-year period from 1997 to 2002, RBS was the world’s best-performing

bank in terms of total shareholder return.

Much of the popular management literature concentrates on ‘explain-

ing’ corporate success stories like these. Inmost books on topmanagement,

leadership, or strategy, success is ascribed to either careful or insightful

strategic planning, or gifted or charismatic leaders, or a peculiarly dynamic

top team. Less often, but perhaps as important, it may be recognized that it

is not only top management that makes a difference. After the delayering

of the 1980s, middle managers can be seen to play a vital role, too,2 a role

that goes beyond the implementation and control of strategies set at the

top. Middle managers also act as a crucial bridge between senior manage-

ment and people at lower levels in the organization, reinterpreting and

adjusting strategic responses as events unfold on the ground in terms of

relationships with customers, suppliers, the workforce, and the commu-

nity. And theymake a difference through the advice they feed upwards, for

example on likely organizational blockages and requirements for change.

So of course managers make a difference, and therefore matter a great

deal.

Well, Really?

For every success story like BP or RBS, there are at least as many examples

of failure. For decades Marks & Spencer was one of the best-performing

companies in the UK. Long considered the benchmark for retailers, it was

as much admired as BP later became. It was therefore with real shock that

M&S’s management and industry observers watched its plummeting

fortunes in the 1990s. Yet, with hindsight, was it so surprising? This was

the retailer that until the early 1990s had no changing rooms for clothes

buyers, accepted no credit cards other than its own, and was regularly

caught out of stock of its main selling lines. This was themanagement that

failed to recognize that competitors were not only catching up with its

product offering, but were undermining its strategic advantage by creating

new ways to compete. With hindsight, it seems remarkable that such

highly regarded management failed to see what was coming. Even when

it did in the late 1990s, there was no rapid resolution, but rather a pro-

tracted bout of infighting among the board.
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Or take the decline of Marconi, of which one journalist observed: ‘[Its]

transition from UK corporate colossus to overindebted pigmy must count

as one of the swiftest-ever exercises in value destruction. It is also one of

the great corporate governance fiascos of all time.’3 This is the story of a

once-great company that in pursuit of a strategic decision to become one

of the world’s leading telecommunications businesses—arguably a

defensible aspiration in itself—sold off what by that definition were

peripheral businesses to invest as fast as possible in a string of acquisitions

in areas that the management did not fully understand. To compound

the errors, managers failed to anticipate the impending bursting of the

telecom bubble. Indeed, the view of the then finance director, later to

become deputy chief executive, was that Marconi’s real mistake was in

failing to sell the business at the height of the telecom boom. In short,

reputable managers of a long-established and previously successful UK

company took a wildly over-optimistic view of the market and the indus-

try, failed to understand the basis of long-term value creation for share-

holders, moved into businesses they did not understand, and excused

themselves for it afterwards. The picture overall, then, is that managers

may indeed make a difference—but for ill just as much as for good.

Indeed, looking at the broader picture, the evidence is that the success

of most businesses is short-lived. Consider, for example, the fate of the

UK’s largest businesses since the 1980s. Of the 100 companies comprising

the FTSE 100 in 1984, twenty years later, just twenty-three remained. Some

had gone out of business. Others had been acquired. There is little to

suggest that a history of success is a guarantee of future success. Indeed, as

we shall see, it could be that a record of success is inherently part of the

problem.

How do we account for this bigger picture?

Patterns of Strategy Development and the Propensity for Strategic
Drift

Historical studies reveal a pattern in the life and death of businesses in

which long periods of relative strategic continuity characterized by little

or incremental change alternate with periods of flux where strategies

change but in no clear direction. These are punctuated by infrequent

bouts of transformational change, in which strategic direction is funda-

mentally modified.4 This pattern has become known as ‘punctuated equi-

librium’,5 and is illustrated in Fig. 1.1.6
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There are a number of important points to be made about this pattern.

Most often companies do not die because of dramatic changes in their

environment. Instead, they succumb to a gradual ‘strategic drift’ from the

realities of the business environment.7 With hindsight, retail observers

could see signs of drift in the M&S of the late 1980s—the arrogance of

assuming that consumers would adapt to M&S assumptions about shop-

ping behaviour rather than vice versa, for example. The problem is that

the drift may be imperceptible at the time, not only to managers but to

other stakeholders too, not least because there is a lagged effect on per-

formance: M&S may have begun to drift in the 1980s, but the conse-

quences for performance became evident only a decade later.

Even the most successful companies may be subject to strategic drift.

Indeed, Danny Miller formulated what he calls the ‘Icarus paradox’ to

suggest the tendency of businesses to become victims of their own past

success.8 Entrapped by the formula that has delivered good results in the

past, they are unable to look beyond it in the present.

Transformational change tends to occur when performance has fallen

off significantly, that is, at times of crisis. This is an important point,

because it is transformational change that is often the source of the most

trumpetedmanagement success stories: transformation is wheremanagers

most visibly make a difference. Yet ironically, from the point of view of
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MAKING A DIFFERENCE 9



market position, shareholder wealth, and jobs, this is too late. The time

to ‘make a difference’—when management really matters most—is in

phase 2 in Fig. 1.1, the moment when the organization begins its drift,

before performance suffers—and, very likely, before most people inside

and outside the organization have spotted that there is a problem at all. In

this perspective, the exceptional manager might be defined as the one

who can see what others cannot and can persuade them to do something

about it.

Why Managers Might Not Make a Difference9

There are long-standing explanations of how this propensity for incre-

mental change and strategic drift occurs.

Strategy Development

Consider how organizational strategies come about. You might think

that strategy involves major decisions about the future taken at an iden-

tifiable point in time at the top of the organization resulting in significant

one-off changes to direction or structure. Think again. Research suggests

that more typically strategies develop in an adaptive fashion, changing

gradually as they build on the existing strategic direction. An apparently

coherent strategy may in fact develop stepwise from a series of

strategic moves, each of which makes sense in terms of previous steps.

A product launch or significant investment decision establishes a de facto

strategic direction, which itself guides decisions on the next strategic

move—an acquisition or further product line extension, say. This in

turn helps to consolidate the strategic direction, and so on. Over time,

this can lead to quite significant strategic shifts, but incrementally.

In many respects, gradual change makes sense. No organization can func-

tion effectively if it is constantly chopping and changing strategy;

and while change occurs in the environment, this too is likely to be

gradual. In a positive sense, therefore, incremental change looks like

sensible adaptation to the opportunities arising from a continually chan-

ging environment.

The problem, however, is that all too easily ‘good decisions’ as seen by

managers become those that are consistent with past decisions and cur-

rent strategy rather than those most appropriate for the current and future

situation of the organization.
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The Nature of Managerial Decisions

Incrementalism also results from the very challenge of decision-making in

complex and unpredictable circumstances. A prescriptive rational deci-

sion-making model might suggest that managers clarify objectives, make

an exhaustive search for alternatives, carry out a full evaluation of the

various options, and then select the optimal course against desired out-

comes. In practice, this is often unrealistic. Organizational objectives are

themselves often the subject of political disagreement and compromise.

Moreover, the ‘problem’ is frequently defined in terms of past actions and

current strategy rather than a wider assessment of the organization’s

position. A further limiting factor is that identifying and evaluating all

the alternatives may require more than the available time and resources.

This is why organizational theorists talk of ‘bounded rationality’,10 or of

‘trial-and-error’ decision-making models when trying to capture what

actually happens in organizations. Bounded rationality recognizes that

in the face of resource constraints search processes are necessarily less

than exhaustive. Managers search until they find a satisfactory solution

to a particular problem. So the outcome of decision-making processes in

complex situations is generally ‘satisficing’ rather than optimizing; find-

ing a decision that is ‘good enough’—and this is likely to be good enough

in terms of what is practical or expected in relation to what has worked in

the past. The result, again, is incremental change on the basis of what has

gone before.

Experience and Bias

When taking decisions, managers are expected to bring their experience to

bear. Human beings are able to function effectively because they have the

cognitive capability to make sense of the problems or issues that confront

them. They recognize and articulate these on the basis of past experience

and what they come to believe to be true about the world. More formally,

individual experience can be explained in terms of the mental (or cogni-

tive) models people build over time to helpmake sense of their situation.11

Managers are no exception. When they face a problem, they make sense

of it in terms of the mental models that are the basis of their experience.

This has major advantages: it means they are able to relate such problems

to prior events and therefore have comparisons to draw on; it means they

can interpret one issue in the light of another, giving them bases for

making decisions founded on experience. If they did not have suchmental
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models, they could not function effectively; they would meet each situ-

ation as if they were experiencing it for the first time.

There are, however, downsides, too. The same mental models, the same

experience, can lead to bias. People make sense of new issues in the

context of past issues; they are likely to address a problem in much the

same way as they dealt with a previous similar one. Moreover, they are

likely to search for evidence that supports those inclinations. So some data

will be seen as more important than other data, and some may not be

taken on board at all. The important points are:

. The interpretation of events and issues in terms of prior experience is

inevitable. The idea that managers approach strategic problems and

issues entirely dispassionately and objectively is unrealistic.
. Such interpretation and bias arise from experience of the past, not least

with regard towhat is seen to haveworked or given rise to problems. So

the future is likely to be made sense of in terms of the past.

Collective Experience and Organizational Culture

As with individuals, so also with groups. Managers do not operate purely

as individuals; they work and interact with others, and at the collective

level, too, there are reasons to expect experience to count. This is reflected

in the taken-for-granted assumptions and ingrained organizational

routines that are collectively referred to as ‘organizational culture’. Such

taken-for-granted assumptions and routines can be especially important as

an influence on the development of organizational strategy.12 For a group

or organization to operate effectively, there has to be such a generally

accepted set of assumptions; in effect, it represents the collective experi-

ence without which people would have to ‘reinvent their world’ for dif-

ferent circumstances. As with individual experience, this shared

understanding allows the collective experience gathered over years to be

brought to bear to make sense of a given situation, to inform a likely

course of action, and to gauge the likelihood of the latter’s success.

Obvious as this may seem, it has significant implications. The important

point is precisely that the underlying assumptions are taken for granted;

they are unlikely to be considered as problematic. But suppose the organ-

ization needs or expects to undergo significant change. Core assumptions

and routines are difficult to change just because they are taken for granted;

and managers may therefore find themselves unable to adjust to such

pressures.
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Suppose newspapers find their revenue coming mainly from advertising

rather than newsstand sales. Suppose the government expects the police

to concentrate more on preventing crime than on ‘catching criminals’. In

terms of what is taken for granted, newspapers are about news and the

police are about catching criminals. Even if editors and police chiefs accept

intellectually the need for their assumptions to change, they do not

readily do so. The notion that reasoned argument necessarily changes

deeply embedded assumptions rooted in collective experience is not

borne out by events in the real world. Readers need only think of the

difficulty of persuading others to rethink political, religious, or even sport-

ing allegiances to realize how far from reality it is.

Institutional Norms and Resource Dependence

Such collective thinking typically stretches even beyond the organization.

Managers may assume that they can manage the environment, but the

evidence is that the environment largely determines managerial action.

Institutional theorists point to the striking similarities in assumptions and

practices, including strategy, among organizations in the same industry.13

Accountancy firms resemble each other, likewise firms in engineering or

firms in publishing. It is often not difference but similarity of strategies

that defines competitors. Accountancy firms offer similar services and seek

to enhance those services and build relationships with clients in similar

ways. Long-haul airlines or car manufacturers tend to follow similar strat-

egies and imitate each other’s innovations. Successful strategies tend to be

copied, especially where organizations face uncertainty and ambiguity.

Why? There are several reasons.

First,whereoneorganizationhasachievedsuccess,othersobviouslyhope

todothesame.Secondly,over timepeople incompetingcompaniesbeginto

think alike in terms of organization and the environment they operate in,

including the nature of customers, suppliers, and competitors. Hence the

phenomenon of ‘organizational fields’14—networks of related organiza-

tions in which common assumptions, values, and ways of doing things

become so institutionalized that it is hard for people to question or change

them. Thirdly, organizational fields often developnorms andpractices that

confer ‘legitimacy’ and to which powerful stakeholders such as govern-

ment, professional bodies, and customers expect organizations to conform.

There is, moreover, evidence that such conformity and mimicry may

make sense in performance terms.15 In the long term, organizations

conforming to the strategic norms of the organizational field tend to
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stand more chance of survival than those that choose to differentiate

themselves. A few differentiators may outperform rivals, but for others

being different will be their undoing. So imitation and conformity may be

a safe bet. In turn, suppliers, financiers, and potential employees may

privilege the safe bets, giving them further benefits. Arguably, this is a

lesson learned by the banks, for example. There may be some winners

from doing things very differently, but on the whole there is more simi-

larity than difference in their strategies.

As well as being subject to institutional pressures to conform, organiza-

tions are dependent on the source of the resources they need to operate—

raw materials, components, expertise, technology, and finance, for

example. This ‘resource dependence’ creates further constraints on man-

agerial action,16 particularly where resources are important and scarce. So

the broad picture that emerges is one of managers captured by their own

experience and constrained by reliance on others. The assumptions and

routines of their organizational culture, in turn embedded within a wider

institutional framework, tend to encourage conformity. There are also

forces for conformity in the activities that managers prioritize.

Management Control

Managers are charged with ensuring efficiency, meeting objectives and

deadlines, reporting honestly and transparently to shareholders, and

setting out procedures to ensure that others do the same. In other words,

they perceive the need to exert control. Unfortunately, high degrees of

control and the associated hierarchical structures are more likely to foster

conformity than the variety that gives rise to new ideas. So innovation is

less likely the more extensive and elaborate the control.17 Indeed, some

complexity theorists argue that innovation and creativity emerge at ‘the

edge of chaos’,18 where there is just enough order to make things happen

but not so much that it stifles the errors and experiments that generate

fresh thinking. This ‘edge of chaos’ is an uncomfortable space to inhabit; it

cannot be readily controlled—at least in conventional terms—from the

top. So the natural tendency is tighter rather than looser control, the

consequent loss of innovation, and bias to conformity.

The Exception Rather than the Rule

Perhaps surprisingly, therefore, far from being a matter of ‘of course they

do’, making a difference is a major challenge for managers. Unless they are
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exceptional, or in exceptional circumstances such as a crisis, the norm is

that they do not make a great deal of difference. Of course, managing

efficiently and delivering good customer service are important—but man-

aging continuity is not the same as making a difference. And it is change,

notcontinuity, that isneeded.Thepointofdeparture for thisbook is that for

theUKeconomyto compete successfully over the long term, firmswill need

to addmore value andoperate at thehigher endofmarkets. TheUK ishome

toanumberof companies that appearon theworld stage—BP,RBS,Cadbury

Schweppes, GlaxoSmithKline, Smith & Nephew, Tesco, Vodafone—but

they are exceptions. Our argument is that the currently ‘exceptional’ levels

of innovativeness and value added achieved by these firms need to become

the norm, and that the role of management in making it happen is abso-

lutely crucial, at all levels of the organization.ManyUK firms seem content

to aim for survival, operating in the most cost-sensitive sectors of the

market, without sufficient commitment or aspiration to innovation and

improvement inbusinessperformance.The fear is that themajorityof these

firms are doomed to fail. To avoid that fate, UKmanagers must take up the

challenge of making the exceptional commonplace.

What does it take to be exceptional? There are unlikely to be ready, off-

the-shelf answers, and indeedmanagers should be sceptical of any that are

offered. While first articulating the challenge, this book is also an attempt

to provide some insights into how managers might respond to it, drawing

on different fields of research in business and management and consider-

ing what lessons can be learned from them.

The book consists of three parts. The first part sets the scene. Chapter 1
puts forward the need for the exceptional manager, while Chapter 2
develops the theme for the need for the UK economy to migrate to

higher-added-value activities. The evidence on competitiveness in prod-

uctivity and innovation is that many UK firms are not only a long way

from achieving this qualitative shift; they may not even be aware of the

necessity. The chapter argues that after two decades of market-

orientated policy and institutional reform, policies now need to be revised

to build economic and political institutions that encourage businesses to

innovate their way upmarket. It also discusses the importance of manage-

ment in making the shift happen.

The second part of the book provides same building blocks by unpack-

ing what managing for high value added entails. It examines the chal-

lenges within organizations and draws out the implications for key areas

of management: the management of organizational strategy, the manage-

ment of employee relations, the management of innovation, and the
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measurement of performance. All these are areas of management where

inappropriate or ineffective practice can undercut legitimate ambitions to

shift the firm’s trajectory to a higher level of performance.

The third part of the book considers in more detail the notion of the

‘reflective practitioner’. How can managers make the best of the ‘promis-

ing practices’ that become available to them while avoiding the traps of

faddism? How should they think about their role in creating organizations

capable of learning and reflection, and the implications of learning both

for organizational systems and for human behaviour? In turn, we consider

the insights from cognitive science that might inform management deci-

sion-making. Then we look at the need to manage across conventional

boundaries and develop the skills of reflective conversation. And finally,

we consider how managers might achieve the space and time to do these

things in the context of their everyday behaviour.
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2
Building on the National Context

It could be argued that UKmanagement has never had it so good. Over the

last twenty years the economic landscape of the UK has been transformed

beyond recognition. Huge swathes of industry have been stripped out of

the public sector and privatized. Trade union power andmembership have

significantly diminished, particularly in the private sector. Trade and regu-

latory protection of preferred industries and firms is a thing of the past.

Politicians like to boast that Britain has turned itself into one of the most

market-orientated and business-friendly economies in the world, in com-

parison with more stolid, slower-growing countries such as France

and Germany.

But despite the political drum-beating, the changes leave something of a

puzzle. Business-friendly and market-orientated the environment may be,

but judged overall the economic results are less impressive than might

have been expected. With some exceptions, companies do not seem to

have made up competitive ground on their foreign counterparts. National

productivity and prosperity have improved absolutely, but still obstinately

lag those of direct rivals. The feeling persists that the UK is a weaker

performer than it should be relative to less market-orientated economies.

Why is this the case? Is it management’s fault? And where do we go

from here?

This chapter argues that the widespread market reforms have suc-

ceeded in creating a powerful institutional framework that encourages

managers and workers to operate efficiently and effectively. But that we

now face new challenges, to build new institutions that help focus atten-

tion on developing skills and promoting innovation.

The world has moved on since the reforms of the 1980s, and so has the

management agenda. As Michael Porter reported to the Secretary of State

for Trade and Industry in 2003:



There is a growing need for the UK to move to a new competitiveness agenda.

This should be seen as a necessary transition to the next stage of economic

development, not a failure of past strategy. The role of management, prominent

in recent discussions of competitiveness, cannot be separated from the overall

competitiveness issues facing the country.1

What exactly is new in this competitiveness agenda? In our view, it is

the greater role cast formanagement in evolving UK competitiveness. This

is not just management in its familiar role of improving corporate

performance—although even that is less straightforward than often sup-

posed, as the previous chapter has argued. Equally critical in today’s

conditions, however, is managers’ ability to influence events on a less

obvious dimension: creating the institutions for cooperation and coord-

ination with policy-makers that will serve as guide-rails as they climb the

value added ladder—responding more quickly to market opportunities,

becoming more innovative, and creating higher-value-added products

and services.

Although this particular management perspective is informed by the

contemporary context, a brief account of the UK’s legacy of economic

underachievement is enough to show that today’s competitive concerns

include similarities with, as well as differences from, the past. High on the

agenda for reform of the Thatcher era weremacro economic instability as a

cause of inflation and unemployment, and the notion that powerful trade

unions were holding back productivity through restrictive practices and

industrial disputes. These are no longermajor preoccupations. At the same

time, the shortfall of well-educated managers in business (as opposed to

finance) and the lack of workers with intermediate skills are continuing

worries, despite policy reforms. These two-speed outcomes are clear

evidence that performance results—‘competitiveness’—are more than a

matter of pulling a single lever. Rather, they emerge from the interplay of a

number of factors: government policy, management action, and under-

lying socio-economic changes in labour markets and technology. Al-

though this book is largely about management for managers, a theme of

this chapter is the importance of understanding the wider context and

how these elements interact.

To set the scene, we begin by tracking the key policy interventions that

have transformed the market-orientation and business-friendliness of the

UK’s institutional framework. In the second section, we show that, despite

the reforms, the UK overall economic performance has been unimpressive

compared with that of other advanced countries, although the average
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hides a wide range of performance within sectors and regions. Given this

chequered experience, what are the challenges now facing managers and

policy-makers? In subsequent chapters, we look more closely at the

demands the new agenda makes of traditional performance factors that

are directly under managers’ own control—the challenges of creating a

sustainable, high-value-adding enterprise, and the qualities that that re-

quires of managers themselves. First, however, we open up the less familiar

challenges involved in moving UK business as a whole to a different

performance level: the need to craft instruments of cooperation with

policy-makers that will help arrest and reverse the vicious circles in low

skills, underinvestment in infrastructure, and lagging innovation that

currently discourage companies from moving upmarket.

The Institutional Framework

Government policies have a major impact on the way national institu-

tions function through legislation and by altering the economic incen-

tives that managers, workers, and consumers respond to. Whitehall and

Brussels have subjected British and European institutional structures to

major overhauls over the past two decades. As a result, the UK, along with

the US and New Zealand, is now conventionally speaking one of the most

market-orientated and business-friendly economies in the world.

Coordinated versus Market Economies

Ideas about the optimal institutional framework for promoting national

competitiveness have varied substantially over time and from place to

place. In the early part of the twentieth century many countries, including

the UK, nationalized large chunks of industry in the belief that central

planning and government ownership could produce fuller employment

and greater economies of scale than the unregulated private sector. In

France, 1960s indicative planning spawned ‘national champions’ as a half-

way house between centralized public ownership and decentralized mar-

ket control (an idea that has recently made something of a comeback in

French, and German thinking). Oil-shock-induced stagflation in the 1970s,
and the UK’s later entry into the ERM, the precursor of the euro, prompted

some policy-makers to propose a variation on Scandinavian-style corpor-

atism—a tripartite forum of employers, trade unions, and government—as

a remedy for the UK’s continuing competitiveness issues. With the rise of
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Germany and Japan as competitive powerhouses in the 1980s, economic

and business-school theorists, includingMichael Porter, bemoaned Anglo-

Saxon short-termism as manifested in the City of London and on Wall

Street and talked up the virtues of Japanese and German institutional

arrangements. More recently, people have been casting envious glances

at the entrepreneurial dynamism and quick-fire innovation which have

flourished in the institutional framework of the US, which seems to many

a perfect fit with the opportunities thrown up by the rapid technological

advances of the new economy.

We can contrast the ‘ideals’ of a coordinated economy with a deregu-

lated market economy. The idea is not so much that one set of institutions

is bad and the others good; rather that there is more than one engine of

growth, and that different settings require different institutions.2 In less

advanced economies growth relies heavily on ‘factor accumulation’—

investments in physical capital, labour, and human capital or educa-

tion—and on imitating and adapting technologies from more advanced

countries. Both factor accumulation and imitation can flourish in econ-

omies when competition is limited and the birth rate of new firms low—

that is, under regulated regimes.3 However, in advanced knowledge-based

economies, where the growth potential of factor accumulation and imita-

tion has been exhausted, innovation at the technological frontier becomes

the main source of growth. To the extent that leading-edge innovation is

spurred by vigorous competition among many firms in a free market, as

suggested by the USmodel, countries shouldmove from a less competitive

to a more competitive regime to sustain high growth rates as they evolve.

But competition is not the only feature of the economic environment that

affects how companies perform. Workers need the right skills, and firms

must be able to access the ideas emanating from the science base.

In a liberal market economy the key economic role of the government is

to ensure that markets function efficiently, while in a coordinated market

model the government’s task is promoting and safeguarding institutions of

coordination and long-term relationships—professional and industry

bodies, public–private collaborations, industry–education links, and so

on. Trade theory of comparative advantage tells us that a nation specializes

in goods that use the nation’s relatively abundant resource. By analogy, it is

easy to see that a nation can exploit ‘comparative institutional advantage’

by specializing in industries thatmake best use of the existing institutions.4

So a liberal market economy such as the US specializes in high-technology

sectors that compete on radical innovation and/or low cost—a specializa-

tion made possible by flexible financial and labour markets (plentiful
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venture capital and active stock markets, a mobile and entrepreneurial

workforce) that enable managers to acquire and dispose of resources with

low switching costs. By contrast, a coordinated market economy like

Germany specializes in sectors such as precision engineering that compete

on incremental innovation, requiring more cumulative adaptation and

learning. However, institutions can change, and a key objective of UK and

EU reformhas been tomove away from the old institutions favouring imita-

tion, towards those favouring innovation—in other words, towards a more

market-based economy.5What have the big institutional changes been?

Privatization

Since the 1980s, successive UK governments have consistently pursued

policies designed to push UK institutions towards the liberal market end

of the spectrum. One of the most enduring legacies of the 1980s was the

programme of privatizations set in train by the Thatcher government.

Privatization took various forms. Some state-owned enterprises such as

Unipart, the component division of BL, were bought by their employees;

others, such as British Telecom, were sold to the public at large in an

attempt to turn Britain into a ‘share-owning democracy’. Some public

services were contracted out to the private sector, while others were hived

off as independent agencies. As a result of these programmes the share of

the public sector in GDP fell from around 12 per cent in 1979 to 2 per cent in
1997. Even the PostOffice, spared privatization byMrs Thatcher because the

Queen’s head appears on postage stamps, is being opened up to competi-

tion, bringing to an end 300 years of monopoly. More recently, the govern-

ment has introduced commercial incentives into the public sector through

the Private Finance Initiative (PFI) and the creation of NHS trusts. Private

firms have also gained a foothold in schools and prison management.6

Labour Markets

Governments have worked to loosen up the functioning of labour mar-

kets. Interventions have included curbing trade union power, abolishing

minimum wages (and reintroducing them at comparatively low levels),

and dismantling tripartite arrangements for skills training. Perhaps the

most obvious headline change was in relations with the trade unions. One

of the Thatcher government’s first actions on taking office was to end

direct consultation with the trade unions—so-called ‘beer and sandwiches

at Number 10’. This abruptly curtailed relationship was reflected more
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subtly in the abolition of the tripartite Manpower Services Commission

(MSC) and the creation of an employer-led network of Training and

Enterprise Councils (TECs) in its stead. Starting with the 1980 Employment

Act, Parliament passed a series of measures drastically reducing trade

union power vis-à-vis both the general public and their own members,

restricting picketing, tightening the use of pre-strike ballots, making trade

unions susceptible to legal action, and empowering employers to resist

industrial action. Wage Councils that set sector-specific minimum wages

were abolished in 1993.7

The results of these legal and institutional changes were dramatic. The

proportion of employees belonging to a trade union fell from a peak of

around 56 per cent in 1979 to 29 per cent in 2003. Unionmembership is now

a mainly public-sector phenomenon, with membership in the private

sector estimated at 18 per cent compared to the public sector’s 59 per

cent. Meanwhile, the proportion of employees whose pay was set through

collective bargaining fell from 75 per cent in 1980 to 40 per cent in 1998.
Levels of strike activity fell evenmore sharply; the number of strikes in the

period 1997–2002 was about one-tenth that of 1975–9, while numbers of

days lost were a mere one-twentieth. Strikes in the private sector are now

extremely rare.8

More recently, the Labour government has launched a large number of

welfare-to-work schemes designed to get low-income individuals into

work and introduced a national minimum wage. There have also been a

number of efforts to reform education and training via a national curricu-

lum and greatly increased spending on schools. However, while the

proportion of school-leavers going on to higher education has risen

sharply from 19 per cent in 1990/1 to 35 per cent in 2001/2, basic skills levels
remain low.9 In a comprehensive international literacy audit measuring

adult proficiency in handling prose, documents, and numbers, the UK

ranked respectively 13, 16, and 17 out of 22 developed economies.10

In parallel with these reforms, the nature of the labour market has

changed substantially. In 1980 8 per cent of UK employees were self-

employed. By 2001 this had increased to 11 per cent, while 24 per cent

worked part-time (four-fifths of them women). Moreover, around 3
million people were working mainly at or from home. Only 35 per cent

of employees now work ‘standard’ nine-to-five, Monday-to-Friday

hours.11 At the same time, income inequality rose considerably over the

1980s and 1990s, generating significant levels of poverty.12 Further discus-

sion of these developments and their implications for the management of

employees are the subject of Chapter 4.
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Competition Policy and Macro-stabilization

European competition policy has historically beenweak, with decisions by

competition authorities subject to ministerial approval, andmany sectors,

in particular professional services, exempt from competition law. More

recently policy in the UK and EU has been tightened up. The EU’s Single

Market Programme has dramatically lowered barriers to the movement of

goods and services and labour and financial capital.13 In the UK the

Enterprise Act 2000 gave full review powers to the Competition Commis-

sion, taking politicians out of the regulatory process, and stronger, inde-

pendent regulators were recruited to oversee regulated industries.14

When Labour came to power in 1997, one of its first acts was to set the

Bank of England a 2.5 per cent inflation target and make it independent,

thus freeing economic policy-making from the influence of the political

cycle. Self-imposed fiscal rules—the ‘golden rule’, whichmeans borrowing

only to invest over the cycle, and the sustainable investment rule, requir-

ing net debt to be kept below 40 per cent of GDP—further emphasized

stability, largely successfully: since 1997 there has been a period of uninter-

rupted, low-inflation growth.

The Conservatives had already deregulated the financial services indus-

try, allowing commercial banks to compete in the market for housing

loans in the retail sector, and abolishing capital controls. In the securities

market, the ‘Big Bang’ did away with previous restrictions on firms acting

as both brokers and jobbers. The process of financial liberalization was

speeded up by increased demand for home loans as council houses were

sold off and by mass-privatizations of many publicly owned companies.

Infrastructure

Lastly, as the Table 2.1 shows, public investment was low for the last

quarter of the twentieth century, falling sharply from the mid-1970s
and only recently staging a partial recovery. One response to this has

been to involve the private sector in public investment projects via

the PFI. So far the PFI has funded £15 billion of investment in roads,

prisons, hospitals, schools, and railways—about 20 per cent of the govern-

ment’s capital spending over the period—the results of which are judged

to be mixed.15

The science base is an important part of any innovation infrastructure.

The UK looks rather poor on many measures of innovation, both com-

panies and government, for example, being unenthusiastic spenders
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on R&D compared with other G5 countries.16 On other measures, the

UK performs better, for instance scoring quite well in its share of cited

papers and world papers (although the figures may be skewed by the

fact that English is the international scientific language). Nonetheless,

inability to convert the science base into national wealth is an enduring

problem.

The Overall Picture

These reforms have undoubtedly been substantial, but what do they

add up to and how do they compare with other advanced economies?

Table 2.1. UK net public investment as % of GDP

Apr.–Mar. financial years % GDP

1963–76 5.9
1976–80 3.2
1980–5 1.7
1985–90 0.9
1990–7 1.3
1997–2001 0.6
2001–7 1.6 (planned)

Note: After 1985 numbers fall in part due to movement of utilities out of the public sector into

the private sector.

Source: HM Treasury, quoted in, Nickells. ‘The Assessment: The Economic Record of the Labour

Government since 1997’, Oxford Review of Economic Policy, 18/2 (2002), 1–107.

Table 2.2. Bibliometric analysis of share in the science base

Country % world papers % world citations

United States 34.2 47.9
United Kingdom 8.2 9.2
Japan 7.8 5.8
Germany 7.4 6.2
France 5.5 4.7
Canada 4.5 4.6
Italy 3.0 2.3

Source: Office of Science and Technology, Investing in Innovation: A Strategy for

Science, Engineering and Technology, www.hm-treasury.gov.uk/spending_review/spend_sro1

spend_sr02_science.cfm.
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The OECD has recently attempted to measure product- and labour-

market regulation across countries, and the results are shown in

Figure 2.1. It demonstrates that the UK has the least regulated product

markets and one of the most liberalized labour markets in the developed

world.

The picture was very different two decades ago. Figure 2.2, produced by

the Fraser Institute and the World Economic Forum and based on a num-

ber of indicators (regulatory burden, product and labour market flexibil-

ity) for France, Germany, the UK, and the US, shows that by 2000 UK

institutions were among the most market orientated in the world.17

Evident too is the faster pace of institutional change in the UK than in

other major economies.

These macro economic institutional reforms are important because they

set the system conditions within which firms and managers can operate—

but they are not in themselves enough to ensure economic growth. The

behaviour of managers and workers in innovating and adopting new
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technologies is also a key ingredient. National institutions matter to man-

agers to the extent that they affect the cost and benefit of pursuing certain

strategies. Some of the reforms have opened up new business opportun-

ities. For example, lower barriers to entry have been seized on by new

European ‘no-frills’ airlines such as Ryanair and easyJet—which have also

benefited from a flexible, non-unionized workforce whose pay is set in

deregulated labour markets.18

Overall, it can be argued that the reforms have left the UK with

both strengths and weaknesses. On the credit side, firms benefit from

markets that are open to international trade and investment, an unregu-

lated economy, and sophisticated equity markets. On the other hand,

they are held back by a fragile and deteriorating physical infrastructure,

a shortfall in skills and education, limited access to debt finance, and

low levels of R&D and innovation, in particular feeble commercial

exploitation of the strong science base. In short, where the UK

framework falls down is in institutions for collaboration—for example,

effective industry associations or research consortia—and in encour-

aging management to adopt new and promising practices. The challenge
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of new practice adoption is further considered in Chapter 7. As Porter

observes:

The government effort to create a network of industry forums is believed to have

had some success in the automotive cluster, but little impact on other clusters.

There are large numbers of organizations concerned with improving general

management quality, but their impact in terms of the uptake of modern man-

agement techniques appears to be low.19

So how are these strengths and weaknesses reflected in measures of UK

national competitiveness and productivity?

How Competitive is the UK?

What is National Competitiveness?

National competitiveness is about the effective functioning of the

economic system and its ability to generate wealth. A key aspect of com-

petitiveness is productivity—the value of goods and services produced per

unit of human and capital inputs. Productivity embraces firm perform-

ance but is broader than that; other contributors, for example, are the

degree to which workers are matched to the most appropriate jobs and

have the skills to perform them, levels of investment in physical and

human capital, and innovation.

The key is not so much which goods and services we produce, but how

well we produce them. The idea of comparative advantage is that, in a

world where nations trade in goods and services, we are all better off if

economies specialize in activities that they are good at. Comparative

advantage can be driven by differences in the relative abundance of factors

of production—labour, capital, rawmaterials, and so on. However, it is not

only the cost of the inputs but also their quality that matters. Cheap

labour is no advantage if the labour force is unproductive—firms just

have to hire more workers to get the same job done. Put the other way

round, despite much higher wage levels, a UK firm can still compete with

an Indian or Chinese firm so long as its productivity is correspondingly

higher. In other words, it is unit labour costs rather than wage levels as

such that are important. Of course, countries cannot do much directly

about the size of the workforce or their endowment of raw materials—but

they can choose to invest in workers’ skills through education and train-

ing, and they can choose to adopt institutions that favour investment or

entrepreneurship.
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The key insight of comparative advantage is that while no country can

be the best at everything, there are still gains from specializing and trad-

ing. What matters is that a country is good at some things. It is the

argument of this chapter that UK managers have become used to special-

izing in, and competing on the basis of, low-cost labour and other inputs.

As we have suggested in Chapter 1, whether or not that was sensible at the

time, it is no longer a viable specialization for an advanced economy. The

factor advantages of India, China, and some parts of eastern Europe, for

example, are so great that competing with them for low-cost, price-sensi-

tive commodity product markets is likely to be a losing game. For the UK

to compete head-to-head in these markets, as the productivity of firms in

less advanced countries improves, so UK wage levels would have to fall.

This is not a winning strategy. Where the UK can compete with China and

India is in higher-added-value, knowledge-intensive products where smar-

ter manufacturing and greater management know-how can compensate

for the raw factor disadvantages. This is where the institutional framework

comes in. Moving up the value-added ladder depends not only on the

ambition and ‘animal spirits’ of individual entrepreneurs and firms, im-

portant though those are, but also on, for example, available skills, access

to good ideas (R&D, university departments, the science base), alert and

demanding customers, and sophisticated long-term investors—in other

words, flexible and responsive institutions.

It is time to see how the present institutional framework stacks up in

terms of UK competitiveness over a longer period.

The Competitiveness of the UK as a Whole

The wealth of an economy is usually measured by the value of goods and

services it produces (GDP). To compare this across countries, we need to

look at GDP per citizen. GDP per worker, or per hour worked, is a measure

of labour productivity. Figure 2.3 shows GDP per hour worked and per

worker in France, Germany, the UK, and the US, with the UK indexed to

100. From it we can see that, with the exception of German output per

worker, on both measures the UK substantially lags its rivals.

Why should British workers produce 20–40 per cent less than those in

the three other countries? There are three possible factors. One is differ-

ences in investment in, and use of, capital machinery, or capital intensity.

A second could be differences in the skills of the labour force. Third—

which is where management comes in—is Total Factor Productivity (TFP),
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which comprises the rest of the variation in output levels that is not

accounted for by the first two.20 The two most important components of

TFP are generally thought to be innovation and differences in technology,

and the organizational efforts and skills of managers.21

Research by Mahoney and de Boer shows that the productivity differ-

ences between the UK and Germany are due in roughly equal measure to

each of these three factors, with Germany using more capital, having

higher-skilled workers, and employing more advanced technology. In

France, capital intensity is more important. Comparison with the US

suggests that US employees are backed by more capital, but the big differ-

ence is that they have access to substantially better technology and/or

are better organized and managed. In addition, UK workers on average

have lower education and skill levels than workers in France, Germany,

and the US.22

As a matter of arithmetic, GDP per person changes along with GDP per

person working and the participation rate—the proportion of people in

work. Over the long term, changes in GDP per person are the most

important. Is there a trade-off between the two—so that countries with

higher participation rates tend to have lower productivity, perhaps be-

cause they employ a larger proportion of less productive workers? Leaving

aside the US for a moment, Figure 2.4 suggests that in some circumstances

this may be the case: the corollary being that if a trade-off exists, countries

should be able to choose what balance between participation and

productivity to strike. There is a notable exception, however. The US has

managed to combine high productivity with high participation, which

means that the rule is not necessarily hard and fast.23
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Figure 2.3. Output per worker and per hour worked in 2002

Source: ONS, http://www.statistics.gov.uk/articles/nojournal/Feb_ICP.pdf.
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The Competitiveness of Sectors within the UK

The picture above gave an impression of the whole economy, but there is

great diversity between industries (and between firms within industries).

Some industries in the UK are world leaders, while others lag well behind.

And while on average business in the US is more productive than in the

UK, the top UK firms are up there with the best in the world.

Figure 2.5 shows value added per worker in the US relative to the UK. As

is clearly visible, the UK is less productive than the US in every sector

except mining and quarrying, and electricity, gas, and water. The size of

the productivity gap varies considerably across sectors. The gap is largest in

machinery and equipment, where the US ismore than twice as productive.

Next largest are the gaps in hotels and restaurants, and financial inter-

mediation.

The Competitiveness of UK plc

The data above show that on average the UK is lagging. But when we look

across establishments operating within the geographic boundaries of the

UK, the essential fact about productivity that emerges is its huge variation.

Table 2.3 shows differences in plant-level productivity (measured as

value added per worker) for all UKmanufacturing plants. It is a remarkable

picture. Stripping out possibly misleading extremes and comparing the

productivity of the plant at the 90th and 10th percentiles of the ranking
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Source: HMT, http://www.hm-treasury.gov.uk/media/B3A/4C/pbr03chap3_197.pdf.
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(i.e. the plant producing more per worker than 90 per cent of the others

and the plant producing more than only the worst 10 per cent), the first

row of the table indicates that in 1980 of 13,024 manufacturing plants the

plant at the 90th percentile was four times as productive as that at the 10th
percentile. The second row shows that by 2000 the number of plants had

fallen by one-third and the value of output per head had quadrupled—but

the difference between the 10th and 90th percentile was still the same. So

overall the differentials had not narrowed.

These data are for all manufacturing plants, covering an enormous

range of industries which have very different intrinsic productivity levels.

US value added per worker, UK=100
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Figure 2.5. US productivity advantage over the UK in 2000

Source: R. Griffith, R. Harrison, J. Hastel, and M. Safo, ‘The UK Productivity Gap and the

Importance of the Service sector’, AIM Briefing Note, London, 2003, www.aimresearch.org/

publication/rabrief.pdf./

Table 2.3. The productivity spread

Number Mean plan productivitya 90/10 ratiob

Plants in 1980 13,024 8.6 4.0
Plants in 2000 8,119 32.3 4.2
Plants in 2000, vehicles 336 31.5 3.4
TFP 20 4.2 1.5

a Measured as value added per worker.
b Ratio of 90th percentile to 10th percentile.

Source: Calculations from the ARD dataset.
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Row 3 recalculates the differentials for a single industry, vehicles (compris-

ing motor vehicles, trailers, and semi-trailers). There are 336 plants in this

industry, and, as the table shows, they display similar average productivity

to the picture overall. However, despite narrowing the range of plants

included,there are still enormous differentials with the top (90th percent-

ile) plant still producing over three times as much as the bottom (10th
percentile) plant.

Now let us look at inputs, concentrating just on data from the twenty

plants making vehicle bodies. Row 4 of the table shows the differential in

terms of TFP (output per unit of capital and labour), which is 1.5 for the

vehicle body plants that we have data for. This is clearly less than the

productivity difference, which is partly due to differences in capital. But

row 4 still demonstrates a very important fact. Walk round these plants in

the same region, in the same industry, and allow for different capital: you

will still find that the top plants are 50 per cent more productive than the

bottom ones.24

There is one other comparison to make. Consider foreign-owned manu-

facturing firms operating in the UK with the same infrastructure, the same

pool of workers, and the same regulations as domestic companies. Oper-

ating in the same environment, foreign-owned plants do better, with US

firms particularly productive. However, care is needed with these compar-

isons. Foreign firms are, by definition, multinational enterprises (MNEs),

while only a small subset of domestic plants are owned by MNEs. Thus the

comparison of foreign firms with all UK firms is not a like-with-like com-

parison. It would be more informative to compare foreign MNEs with UK

MNEs, not with all UK firms. This produces a very different picture, as set

out in Figure 2.6.
Two points stand out. First, UK MNEs are much better performers than

UK domestics on both productivity measures. Secondly, when one com-

pares UKMNEs with other MNEs, the UK disadvantage does not look quite

so great. What are the causes for these productivity differentials? They are

complex and vary according to the industries and types of firms involved.

Ongoing research is looking at a number of explanations but, as we have

indicated above, poor infrastructure, a lack of appropriate basic skills,

limited levels of investment in R&D, and a failure to commercialize

basic science are all likely to play a part.25 But, in combination, what the

figures presented here also affirm is that the organizational efforts and

skills of management play a significant role in the UK’s performance

deficit.
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The Challenge

Successful implementation of market-based reforms through privatiza-

tion, deregulation, and competition policy has shifted the UK economy

out of its pre-1980 trajectory of economic stagnation on to a new track.

Compared tomany European economies, the UK is now a notably market-

orientated and ‘business-friendly’ location, as demonstrated by both

measures of the national institutional framework and macroeconomic

indicators showing the gains from the changes in terms of growth, low

inflation, and relatively full employment.

But, as we have seen, ‘business-friendliness’ is not everything—other-

wise UK productivity would by now have overtaken that of apparently less

friendly locations such as France and Germany. The difficulty is that

competitiveness is a moving target. The terrain on which businesses oper-

ate is constantly shifting. UK companies now have to compete with rivals

from low-cost nations such as China, India, central and eastern Europe,

and other emerging economies which enjoy substantial factor advantages.

In the face of this competition, the gains from the past two decades of UK

reform—reform that created market institutions best suited to the exploit-

ation of low costs as a source of competitive advantage—are running out.

Technology and adaptability (with a strong management component) are

becoming increasingly important.26 To stay competitive, the UK needs a

new approach that reflects today’s imperatives: to move upmarket, to

create higher-value products and services, to be more innovative, to

come up with unique strategies and ways of competing.27
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Figure 2.6. Value added per worker, UK manufacturing plants, 2000
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working paper (2004), www.ceriba.org.uk.
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These changes provide challenges to both policy-makers and managers.

The competitiveness agenda facing UK leaders in business and govern-

ment is couched in terms of developing new institutions that reflect the

interrelated nature of the two and can keep pace with the changing

economic environment. This requires a fundamental shift inmanagement

attitudes, in particular managers’ views on how their business operations

relate to the government, other businesses, and institutions such as uni-

versities. Figure 2.7 is an aid to thinking about these issues.

The focus of this book is on the role of managers.We can draw two broad

conclusions from the review presented in this chapter. The first is that

adjusting corporate strategy to existing institutions is necessary but not

sufficient for firms to remain competitive. Recall that the Porter report

identified three key UK management weaknesses:

. investment: failure to invest enough in capital assets and innovation;

Liberal market model Coordinated market
model

Government

Business
environment
(national
institutions)

Companies
(strategy,
capabilities)

• Guardian of
institutions of
collaboration
•  State delegates to
private institutions the
power to regulate and
enforce

Promotion of various
associations and
institutions of
collaboration:
• University−industry
   collaboration
• Regional clusters
• Supply chains
• Trade unions

• Guardian of
efficient markets
• Regulator and law
enforcer

Promotion of efficient
markets through:
• Privatization
• Deregulation
• Strong competition
   policy

• Companies compete
on low costs or on
radical innovation

• Companies compete on
incremental innovation

Figure 2.7. Business operations in relation to government, other businesses, and

institutions
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. strategic positioning: choosing to compete with products that rely on

low input cost rather than high value or innovation;
. management: reluctance compared with rivals to adopt modern man-

agement techniques.

In the context of the deregulated markets created by UK policy

reforms, these characteristics are unsurprising. Policies to cut down red

tape and lower labour and other costs of doing business encouraged

companies to centre their competitive position on low input costs;

reluctance to invest in R&D and new management techniques can be

explained in the same way. The two downward arrows connecting the

three boxes in Figure 2.7 describes this mindset, in which managers see

the government setting policies that create an institutional framework

that in turn is taken as given: ‘this is the environment in which we

have to do business’. Implicit in this mindset is that managers can do

little to create new institutions for innovation and higher added value;

it is for the government to take the initiative and for managers to respond.

The response may well include voting with their feet—locating out

of the UK where the institutions are more favourable. Outsourcing to

India is a good example of companies continuing to play the low-cost

input card.

The second conclusion is that policies and management practices are

complementary, so getting out of a competitiveness problem requires

proactive working to create new policies and practices together. Des-

pite—or perhaps because of—the government’s policy record on market

liberalization, the World Economic Forum’s Global Competitiveness

Report (2003) also points to UK weaknesses in relatively low levels of

public investment in infrastructure, public R&D, and education. These

features of public policy are related to and complement national manage-

ment characteristics. For instance, corporate emphasis on low input

cost creates less demand for well-educated and highly skilled workers,

while the limited supply from the education system makes it harder

to alter the strategy. Similarly, low levels of public-sector R&D are

reflected in weak R&D spending and a low innovation count in the private

sector.

How do we get out of this vicious circle—a self-reinforcing spiral linking

public policy and corporate strategy? The government may attempt to

create financial and other incentives to increase the supply of highly

educated workers. But what of the role that might be played by managers

seeking to make a difference? A shift in corporate strategy to one that
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puts more reliance on skills will in itself create effective demand for

workers who possess them. In addition, managers can create or support

educational initiatives to improve the quality of both managers and work-

ers, or strengthen company links to universities through collaborative

R&D. Managers can transform relations with competitors, customers,

and suppliers, through the creation of new industry clusters and associ-

ations. In other words, UK management has a constructive and proactive

role to play in altering the character of the national institutions to

reflect the need for innovation and risk-taking. Figure 2.7’s two upward

arrows, connecting companies to institutions and the government, illus-

trate this mindset.

In the past two decades, UK companies have done quite well to adjust to

the business environment they have found themselves in—an environ-

ment created by a government which has seen its role above all as

promoting efficient markets, dismantling institutional obstructions to

their working, and strengthening its position as regulator and enforcer

of strict competition policy. Now, however, the challenge lies in making

the leap to the next stage, by enhancing investment in technology and

skills, and making companies more competitive through innovation and

high-value-added operations. How, and whether, this goal is achieved

depends in part on the ability of the UK government to evolve from

being a guardian of efficient markets to a promoter of institutions of

collaboration working in partnership with companies. In transition, man-

agers can either wait and see (or lobby for) what the governmentmight do;

or they can proactively work to transform their business environment by

creating new institutions, for instance collaborative linkages in research,

training, certification, and marketing. As discussed in Chapter 1, for man-

agers to make a real difference even within companies is more of a chal-

lenge than often assumed. The implication of this chapter is that working

to improve external conditions and incentives such that the UK institu-

tional context fits with the goals of higher-value-added businesses may

turn out to be as critical to evolving competitiveness as the more familiar

managerial role of performance improvement.

Notes

1. Michael E. Porter and Christian H. M. Ketels, UK Competitieness: Moving to the

Next Stage, DTI Economics Paper 3 (2003).
2. For recent academic work on this see EU Sapir Report, ‘An agenda for a growing

Europe: Making the EU economic system deliver’, report of an independent

BUILDING ON THE NATIONAL CONTEXT 37



high-level study group (2003), http://europa.eu.int/comm/lisbon_strategy/pdf/

sapir_report_en.pdf.

3. This relates to the well-known infant-industry argument; see e.g. P. Krugman

and M. Obstfeld, International Economics, Theory and Policy (Reading, MA Addi-

son Wesley, 2003).
4. P. Hall and D. Soskice (eds.), Varieties of Capitalism: The Institutional Foundations

of Comparative Advantage (Oxford: Oxford University Press, 2001).
5. EU Lisbon agreement documents and Sapir Report, An Agenda for a Trawing

Europe (Oxford: Oxford University Press, 2004).
6. There is a substantial literature on privatization and performance. Most agree

that productivity is boosted by market liberalization and by pre-privatization

restructuring; see e.g. W. L. Megginson and J. M. Netter, ‘From the State to the

Market: A Survey of Empirical Studies on Privatization’, Journal of Economic

Literature, 39 (2001), 321–89. For data across countries; and the UK, R. Green

and J. Haskel, ‘Seeking a Premier Economy: The Role of Privatization’, in R.

Blundell, D. Card, and R. Freeman (eds.), Seeking a Premier Economy (Chicago:

University of Chicago Press for NBER, 2004.
7. Low Pay Commission, First Report, appendix 5, http://www.dti.gov.uk/er/low-

pay/.

8. See P. Blyton and P. Turnbull, The Dynamics of Employee Relations (Basingstoke:

Palgrave, 2004).
9. See C. Crouch, D. Finegold, and M. Sako, Are Skills the Answer? (Oxford: Oxford

University Press, 2000).
10. Quoted in ‘Full And Fulfilling Employment: Creating the Labour Market of the

Future’, DTI report, http://www.dti.gov.uk/er/emar/fullemp.pdf.

11. Labour Force Survey, reported in http://www.dti.gov.uk/er/emar/fullemp.pdf.

12. The Gini coefficient, a measure of inequality, rose from around 0.25 in 1979 to

0.38 in the late 1990s (T. Clark et al., ‘Taxes and Transfers 1997–2001’, Oxford
Review of Economic Policy, 18/2 (2003), figure 7).

13. The Single Market Programme consisted of around 300 measures in six main

areas of action, namely (1) unified markets in goods and services, (2) unified
factor market, (3) promotion of competition, (4) monetary integration, (5)
social protection, and (6) united response to external challenges.

14. For a discussion of the literature on the impact of competition on managerial

incentives, innovation, and performance, see P. Aghion and R. Griffith, Com-

petition and Innovation (Cambridge, MA: MIT Press, 2005).
15. See P. Grout, ‘The Economics of the Private Finance Initiative’, Oxford Review of

Economic Policy, 13/4 (1997), 53–66; M. Pollitt, ‘The Declining Role of the State in

Infrastructure Investments in the UK’, in M. Tsuji, S. V. Berg, and M. G. Pollitt

(eds.), Private Initiatives in Infrastructure: Priorities, Incentives and Performance

(Tokyo: Institute of Developing Economies, Japan External Trade Organization,

2000).
16. For recent evidence see R. Griffith and R. Harrison, ‘Understanding the UK’s

Poor Technological Performance’, IFS Briefing Note 37 (2003). The UK’s R&D

performance over the period 1981–2000 was poor relative to the USA and other

38 BUILDING ON THE NATIONAL CONTEXT

http://www.dti.gov.uk/er/lowpay/
http://www.dti.gov.uk/er/lowpay/
http://www.dti.gov.uk/er/emar/fullemp.pdf
http://www.dti.gov.uk/er/emar/fullemp.pdf
http://europa.eu.int/comm/lisbon_strategy/pdf/sapir_report_en.pdf
http://europa.eu.int/comm/lisbon_strategy/pdf/sapir_report_en.pdf


G5 countries. Over the 1980s, reductions in government-funded R&D account

for three-quarters of the UK’s poor R&D performance relative to the USA.

Roughly two-thirds of these reductions are associated with cuts in defence

spending. Weak growth in R&D funded and conducted by business accounts

for only one-sixth of the UK’s poor performance relative to the USA over the

1980s, but accounts for all of the UK’s poor performance over the 1990s. The UK’s

poor business R&D performance relative to the USA was due to weak within-

sector growth in R&D rather than a shift in output towards low-R&D sectors.

The relative decline in within-sector R&D intensity was particularly extreme

during the mid-1990s. The UK’s within-sector decline in R&D intensity relative

to the USA was in both the manufacturing and the non-manufacturing sectors.

During the mid-1990s, it was largely concentrated in the manufacturing sector.

However, towards the end of the 1990s, the USA experienced a large increase in

non-manufacturing R&D intensity that was not seen in any of the other G5
countries. The relative decline in R&D intensity within the UK manufacturing

sector was concentrated in a few industries, particularly those related to

machinery, equipment, and transportation. In contrast, pharmaceuticals were

responsible for a large positive contribution to growth in R&D intensity com-

pared with the USA.

17. Other indicators reveal a similar picture, e.g. the data cited in the Sapir Report,

An Agenda for a Growing Europe: The Sapir Report (Oxford: Oxford University

Press, 2004).
18. There is a union recognition agreement for only the pilots union (BALPA) at

easyJet since 2001.
19. Porter and Ketels, UK Competitiveness.

20. Blundell, Card, and Freeman explore this question in depth: David E. Card and

Richard B. Freeman, ‘What Have Two Decades of British Economic Reform

Delivered?’, in R. Blundell, D. Card, and R. Freeman (eds.), Seeking a Premier

Economy: The Economic Effects of British Economic Reforms, 1980–2000 (Chicago:

University of Chicago Press for NBER, 2004).
21. We focus on private-sector productivity here. Although the public sector

is a significant part of the UK economy—government output accounts

for 20 per cent of GDP—measuring productivity is difficult. The United

Nations System of National Accounts (SNA), to which the UK subscribes, sug-

gests that government output should be measured in terms of the outputs

produced (for example, the number of healthcare treatments) rather than the

inputs consumed (the number of doctors). Changes in its quality should be

reflected in the output measure. The Atkinson Review is currently looking at

this issue.

22. Porter and Ketels, UK Competitiveness.

23. There is a difficult measurement problem here: if one is measuring output per

person without adjusting for the skills of those persons, then it is likely to fall as

the less skilled enter work. But it might be argued that it would be more

appropriate to measure output per person controlling for skills.

BUILDING ON THE NATIONAL CONTEXT 39



24. See J. Haskel and R. Martin, ‘The UK Manufacturing Productivity Spread’,

Centre for Research into Business Activity Paper, 2002, available at http://

www.ceriba.org.uk.which maps the productivity progress of all plants between

1980 and 1990. This shows that 31.5% of employment in plants that were in the

top quintile of productivity in 1980 were still in the top quintile a decade later;

that 12.9% of plants in the top quintile in 1980 were in the second quintile in

1990. Only 4.6% of plants descended into the third quintile. That 49.8% of

plants from the top quintile in fact exited. That the fraction of plants in the

bottom quintile in 1980 making it to the top quintile in 1990 was very small,

0.4%. That 21.5%of plants in the bottom quintile in 1980were still there in 1990.
Of plants in the bottom quintile in 1980, 70.8% exited by 1990. The fraction of

plants in the top quintile in 1990 who entered at some point over the decade

was 58.7%. Interestingly, the fractions are rather evenly spread with plants that

enter spread over the productivity distribution.

25. There is large literature looking at differences in performance between multi-

nationals and domestic firms. See R. Martin and C. Criscuolo (http://www.cer-

iba.org.uk/) and R. Griffith and H. Simpson, ‘Characteristics of Foreign-Owned

Firms on UK Manufacturing Productivity’, in R. Blundell, D. Card, and R.

Freeman (eds.), Seeking a Premier Economy (Chicago: University of Chicago

Press for NBER, 2004).
26. The Sapir Report.

27. Professor Michael Porter of Harvard Business School, quoted in ‘Why Costing

on Past Gains will Leave us Washed up’, Financial Times, 23 January 2003.

40 BUILDING ON THE NATIONAL CONTEXT

http://www.ceriba.org.uk
http://www.ceriba.org.uk
http://www.ceriba.org.uk/
http://www.ceriba.org.uk/


Part II
The Building Blocks



This page intentionally left blank 



3
Transforming Strategy

How did British Airways go from ‘Bloody Awful’ in the 1970s, to ‘Bloody

Awesome’ and ‘the world’s favourite airline’ in the 1980s, then back into

the doldrums by the turn of the millennium? Why is Marks & Spencer,

historically one of Britain’s most successful and admired companies, now

regularly held up as a model of corporate failure? How has easyJet been so

successful in the late 1990s and early 2000s? The answer lies in the man-

agement of corporate and business strategy.

In the first two chapters, we looked at the need for UK companies to

move up the value chain and, within that context, at the challenge for

managers in ‘making a difference’ strategically. Now it is time to give closer

consideration to strategy itself. What is strategy? There is surprisingly little

agreement.1 An underlying theme, however, is that strategy is the means

for achieving sustainable competitive advantage resulting in superior

returns to shareholders (and the achievement of other stakeholder object-

ives). In this chapter we review some classic strategy approaches and

conclude that almost all of them suffer from being overly static. Static

strategies are better viewed as ‘business models’. We argue that, if man-

aging strategy is really about the long-term creation of value, then funda-

mental to strategic management is the need to change business

models. Sustaining higher added value than competitors, almost by def-

inition, means changing strategies over time. UK firms face many

sources of market and other changes that require corresponding strategy

changes: accelerating globalization, increasing European integration, fur-

ther deregulation of protected sectors, abrupt technological change

such as the Internet and other information technologies, and the

continuing influx of foreign firms, many with highly effective manage-

ment methods and talent.



This chapter argues, then, that if businesses are to be successful in the

long term, it is the management of strategic transformation that is the

prime challenge. Strategies have to be dynamic, not static. Simple

rules of thumb, such as ‘stick to the knitting’, can lead to a dead end—

particularly at a moment when managers are seeking to develop higher-

order sources of advantage rather than low input costs. Finland’s Nokia

did not become internationally successful as a producer of rubber

boots (its original business), but as the world’s leading producer of mobile

telephones. Furthermore, the reflective manager needs to beware of

simplistic strategy formulas and rules. Successful new strategies and

business models require creative insights to break away from conventional

approaches.

Put Strategy before Financial Performance

Many companies make financial performance, especially enhancement

of shareholder value, their primary focus. This may be correct—but

only so long as companies do not neglect the strategies that actually

drive superior financial performance. Getting the strategy right is the

first requirement. Financial performance will follow—as such, it is

an essential measure of just how good the strategy is. To paraphrase

former US President Bill Clinton’s election guide in 1992, ‘It’s the strategy,

stupid’. A simple way to think about the link from strategy to financial

performance is that a successful strategy allows a firm to do at least

three things:

. extract financial returns from its activities that are greater than its cost

of capital—otherwise shareholders and other investors will withdraw

their funds;
. achieve financial returns that are greater than those of its competi-

tors—otherwise competitors will be able to reinvest more, thereby

tilting the balance of competitive advantage in their direction;
. achieve superior financial returns that are sustainable in the long

run—financial markets price a firm’s shares on the basis of expected

long-term returns, even if individual owners hold shares for relatively

short periods.

How then does a firm achieve the nirvana of a successful strategy?
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The Classic Answers to Strategic Success

Forty years of research by management academics and consultants have

generated many ideas about what constitutes strategic success. These

prescriptions can be grouped under the following headings:

. deploy strategic planning;

. choose an ‘attractive’ industry or the right ‘position’ or ‘strategic

group’ in an industry;
. employ generic strategies (such as differentiation or low cost) or a

focused strategy;
. think of strategy as resources and competencies;
. outsmart the competition by making fast strategy changes;
. diversify.

What do we know about how these ideas about strategy relate to per-

formance?

Make Use of Strategic Planning

One school of thought has stressed the process of developing strategy

rather than the strategies themselves. In particular, strategic planning

and its predecessor, long-range planning, held sway from the 1960s
through the 1980s, until increased turbulence in markets and other

aspects of the environment made formal planning less popular. There

is increasing evidence that where formal planning systems exist, they

are more about the coordination and control of strategies that have

developed in other ways.2 Indeed, when executives describe what

they mean by ‘strategic planning’ nowadays, they often talk about ‘away

days’, strategy workshops, ‘think tanks’, and the like, rather than

formal planning processes. Also, it has been almost impossible to demon-

strate that companies that do plan strategically achieve any better

results than those that do not—which is perhaps not surprising, given

that such studies do not take account of the content of the strategies

themselves.3 Moreover, it was often the already well-managed and super-

ior performing companies that made the most use of formal strategic

planning.

Our view is that companies do need some way to deal with the com-

plexity of strategy-making. But how they do this—more or less formally—

depends on the nature of the business, the context it operates in, and the
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expertise and nature of managers.4 To sum up: all companies need some

form of strategic planning, but it is reflective and questioning strategic

thinking that underpins the management of strategy.

Choose an Attractive Industry

Industries differ in the level of company performance they permit over

time. Research suggests that this ‘industry effect’ arises from industry

conditions, especially the level of competition.5 Take US airlines, for

example. The industry allowed most of its participants to enjoy superior

performance for three decades from the late 1940s until the late 1970s.
Then came deregulation in 1978, which allowed an influx of new entrants,

in turn provoking a profitability collapse for many carriers. A similar

pattern is emerging in Europe.

However, it turns out that within nearly every industry some firms do

much better (or worse) than the average. Even in a ‘bad’ industry it is still

possible to be a winner. In airlines a few discounters, such as Ireland’s

Ryanair, easyJet in the UK, and Southwest Airlines in the US, all perform

very well indeed. Conversely, a company can also be a loser in a ‘good’

industry. SSL International, formed from the 1999 merger of Seton Scholl

Healthcare and London International, formerly London Rubber Group, is

one of the UK’s major healthcare companies. Because of its haphazard

corporate-level strategy, SSL has greatly underperformed relative to its

industry—between the merger date and mid-2004 its share price

halved—and it has done even worse compared to the healthcare-sector

index. This poor performance is particularly surprising given the com-

pany’s participation in highly attractive segments of the healthcare

market, including footcare, surgical products, and condoms, where

Durex is the world’s market leader.

Much recent academic research now questions the contribution to firm

performance of industry effects as opposed to company or business-unit

effects (which in theory are under management’s control).6 The reality

seems to be that the average company shares the fate of its industry, but

companies at the extreme can under- or overperform.7

Conceptually, a neater prescription seems to be to position a company

within the ‘right’ strategic group within an industry. For example, no-frills

airlines constitute a strategic group within the airline industry, and their

performance is currently far better than that of their full-fare, full-service

competitors. So the key may be to get into the attractive part of an

industry, with a business model that works for that segment or strategic
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group. In many ways, the strategic group argument is a sub-case of the

industry argument, both of them being about selecting the right arena for

competition. But the evidence for the effect of strategic group member-

ship on performance is even thinner than that for industry membership.8

So while it certainly helps to be in a good industry and the right strategic

group, managers still need to work at developing advantages relative to

competitors.

Use Generic Strategies

For a while, it was popular to think that there were a few simple ‘generic’

strategies that would result in superior performance. One combination

was the ‘low-cost’, ‘differentiation’, or ‘focus’ set of options, and avoiding

being ‘stuck in the middle’.9 But there has been a great deal of confusion

over just what these generic strategies mean.

. Low cost is not a basis for competitive advantage if everyone is striving

for it. Indeed, the idea of ‘low cost’ as a strategy is dangerous, precisely

because firms fail to see that low cost is usually a threshold require-

ment in an industry. As we saw in Chapter 2, this is particularly

relevant to the UK. Everyone is searching for low cost—it is a necessary

requirement to be an effective player in the game. It is not, however, a

basis for competitive advantage. It would only be an advantage if it

were lowest cost, such that competitors knew they could not compete

effectively against it; and that is extremely hard to achieve without

extraordinary scale or market-share advantages or unique factor–cost

benefits—for example, access to some uniquely beneficial resource.
. Low price is often confused with low cost. A business following a low-

price strategy is often referred to as following a ‘low-cost’ strategy. But

clearly cost and price are not the same. And businesses following a

low-price strategy need to learn the lesson described above: success is

likely to depend on lowest, not low, cost.
. Until recently, the notion of differentiation was not even conceptually

clarified. It was translated as ‘being different’, which in itself is of no

benefit. It is only of benefit if the difference is both valuable to buyers

and capable of being sustained against competitors. For instance, in

the 1990s Sainsbury’s promoted itself as being ‘different’, using its old

slogan, ‘good food costs less at Sainsbury’s’. It argued that price

competition was unnecessary, since customers would pay for superior

quality. By the 1990s, however, ‘good food’ had become a basic cus-

tomer expectation. Incapable of providing buyers with a difference
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that was valuable in terms of either quality or price, and confronted

with the emergence of higher-performing competitors such as Tesco,

Sainsbury’s supermarket business model found itself facing serious

questions by the end of the 1990s.

Not surprisingly, research which has sought to make a link between

ill-defined generic strategies and performance has been doomed for these

and other reasons.10 In any case, it is not differences but similarity of

strategies which tends to describes competitors.11

In Chapter 1 we noted that accountants, long-haul airlines, and car

manufacturers tend to resemble each other strategically and imitate each

other’s innovations. Indeed, the whole idea of strategic groups builds on

the idea of strategic similarity among directly competing firms. We also

saw that successful strategies are often copied, as less successful rivals

climb on a better bandwagon and industry norms and practices assert

themselves.12 There is a logic to this: reproducing successful industry

strategy may not only be a ‘safer bet’ than differentiation in itself, it may

also be perceived as such, gaining the mainstream a privileged position

with suppliers, investors, and potential employees, for example.

Some commentators have argued that a ‘strategic balance’ between

differentiation and similarity may be a sensible approach; and there is

some evidence that balance does result in higher levels of return than

more extreme differentiation or imitation.13 Some of the most successful

UK companies seem to pursue a strategic balance. BA usually outperforms

full-service rivals Lufthansa and Air France through a strategy of being first

with a continuing stream of minor points of difference, such as beds in

business class or dinner in the business-class lounge before a flight.

So there may be good reasons for following the industry conventional

wisdom unless a company can find a superior and defensible strategy. The

fact that mainstream UK banks share very similar business models did not

prevent most of them from posting record profits in 2004. The danger is

that, in time, an existing industry player, or more likely a new one, decides

to defy industry norms and practices and thereby changes the rules of the

game. (We describe the case of the no-frills carriers in the airline industry

later in the chapter.) So even though adopting standard industry practice

may be sensible in the short term, it is unlikely to provide for long-term

success. Deciding when to change and how to do it becomes the challenge.

Focus on a generic strategy can thus work for a time, but it may cause

managers to become strategically blinkered as industry conditions change.
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Strategy as Resources and Competencies

A dominant influence on the strategy debate is the idea that it should be

based on a thorough understanding of the organization’s resources and

competencies—its strategic capabilities. In the ‘resource-based view’ of

strategy,14 businesses gain competitive advantage by developing products

or services, or selecting markets, that allow them to capitalize on the

things they are good at, especially where these qualities are difficult to

imitate and can therefore be expected to last. At the most obvious level,

resources might be the technology of BAE Systems, the branch network of

HSBC, or Unilever’s brands. Competencies might be Ryanair’s operational

capabilities or Tesco’s logistics systems. This approach, however, is not as

straightforward as it might appear.

One problem is that it is circular. Saying that an organization is success-

ful because it has capabilities that are superior to those of another is

unenlightening and close to tautology.15 Moreover, how can a firm

know in advance which resources and competencies are required for

success? Even if it does know—from observing competitors, say—it

might find them difficult if not impossible to imitate.16

The difficulty is that competencies responsible for the strategic success

of the organization are likely to reside not so much in physical assets as in

a myriad of routine behaviours and activities that have built up over time.

The chances of being able to imitate the entire business system of a rival

are slim indeed.17 Indeed, advantage may dwell in competencies embed-

ded in organizational systems of whichmanagers are not even fully aware.

This raises the uncomfortable question of just how readily managers of

firms can deliberately engineer such embedded competencies. As two

academics have put it with some understatement: ‘It is likely to be quite

difficult for practitioners to effectively manipulate that which is inher-

ently unknowable.’18

Further, strategies based on embedded competencies may outlive their

usefulness, ending up damaging performance rather than supporting it. As

we noted in Chapter 1, past success is no guarantee for the future: core

competencies can easily become core rigidities.19 With hindsight, it is

possible to see that the demise of many organizations was rooted in their

very success.20

We can conclude, therefore, that resources and competencies can be

significant bases of competitive advantages—but only so long as they do

not become core rigidities and lead to strategic inertia.
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Outsmart your Competitors or Make Fast Strategy Changes

An emerging school of thought is less concerned with long-term sustain-

able bases of strategy and competitive advantage, focusing instead on

‘hyper-competition’ or ‘hyper-competitive strategy’.21 Here the argument

is that the search for lasting competitive advantage is vain, because com-

petitors can more rapidly imitate or circumvent strategies than ever

before. In other words, advantage lies in agility or speed of thought. The

most obvious example is high-tech businesses where innovations have

shorter and shorter shelf-lives. But even in relatively steady-state indus-

tries, such as accounting, advantages tend to be short-lived and easily

replicated. In such circumstances, how should strategists behave?

Richard D’Aveni argues that, having created a basis of competitive

advantage, managers must change it again before it is imitated: ‘eat your

own lunch before someone else eats it for you’. But here again, the

assumption is that change occurs within the existing business model.

Nike launches a successful new trainer, but before competitors can imitate

it, it brings out another model. Arguably, the orientation is again the short

term. In our terms, unless hyper-competitive strategies build on lasting

competencies of innovation and creativity that can serve as the bases of

building and rebuilding competitive advantage over time, this is tactics,

not strategy.22 There is little evidence to suggest that firms are able to

achieve sustained higher performance in this way over time.

Making fast competitive changes may help. But competitive advantage

built this way requires rare strategic capabilities of speed, creativity, and

innovation, which are in short supply in the UK. It will also be difficult to

sustain. More fundamental strategic changes may sometimes still be

needed.

Diversify

The strategies we have discussed so far all concern a single business or

business model. In fact many, perhaps most, businesses seek to extend or

stretch their businessmodel, believing that they can thereby build on their

existing competencies. They launch new products, seek new markets, or

acquire new businesses in the belief that those moves will fit with their

current businessmodel; that they are somehow ‘related’. Studies of diversi-

fication have focused a good deal on the extent to which ‘related’ or ‘unre-

lated’ diversification makes more or less sense.23 The main lesson from

these studies: while moderate levels of diversification appear to have
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positive results, stretching the business too far into a multitude of related

business activities does not work. One dilemma is that companies do not

recognize the ‘diversification too far’ until it is done. The UK brewing

companies of the 1980s argued themselves frombrewing and pubs, through

hotels, into holiday camps and eventually gambling—all in the name of

relatedness. And Saatchi & Saatchi, having become the world’s largest ad-

vertising agency, overstretched itself with a foray into management

consulting and a failed lunge at banking. By contrast, WPP, set up by

Saatchi’s previous finance director, Martin Sorrell, has prospered with a

muchmore focusedseriesofdiversifications into relatedmarketing services.

A second problem, however, is the difficulty of being clear about just

what ‘moderate’ levels of diversification, ‘related’, or ‘focused’ diversifica-

tion mean in practice. Related to what? Focused on what? Here research is

rather less helpful. We can, however, generalize to the extent that prob-

lems arise when the conglomeration of businesses becomes too complex

to manage. Putting it another way, competencies can be stretched only so

far. Trying to build businesses that are unrelated suffers from similar

problems. Having diversified ‘far enough’, the organization is faced with

the need tomanage the business model it has evolved or developed to that

point.

In summary, the right kind of diversification strategy can work well. The

trick is to avoid overdiversifying.

The Need for Dynamic Strategies

The previous section suggests that managing strategy is a constant balan-

cing and rebalancing act, complicated by the need for managers to make

long-term commitments while walking the tightrope of competition.

Successful strategic formulas in the form of business models are constantly

challenged by changes in the environment: customers, competitors, mar-

kets, technology, and the economy in general. It is tempting to believe

that success is about exploiting the current business model—and so it is to

a point. The dilemma is deciding when to change. Poker is a good analogy.

A poker hand is good or bad only relative to what other players hold.

A flush beats a straight but loses to a full house. Marks & Spencer had a

winning hand until speciality retailers came along. Like rash poker play-

ers, many companies attempt near-impossible strategies: the odds against

‘drawing to an inside straight’ are 10 to 1. The decision ‘when to hold and

when to fold’ also applies in business.
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The biggest criticism of the classic strategies is that most of them are

static, while sustaining competitive advantage requires a dynamic

approach. One way to reconcile this contradiction is to think of the

distinction between routine and transformational approaches to man-

aging strategy. Pursuing competitive advantage by exploiting the existing

business model is a routine approach. Changing the business model to

achieve long-term value creation and survival—the challenge now facing

many UK companies—is transformational. Based in the UK’s very open

economy, British firms face stiff challenges from foreign competitors. At

one extreme is the low-cost threat from countries such as China and India,

at the other, competition from US companies enjoying the scale advan-

tages of a much bigger domestic economy. Competition is also intensify-

ing from European companies that are modernizing themselves under the

spur of EU integration. Even in sectors where foreign competition is

limited, such as retail, UK firms are up against many strategic chal-

lenges—witness the tribulations of Marks & Spencer and Sainsbury’s.

Systematic, professional, and aggressive management has become the

norm for UK industry leaders. Laggards must improve or die.

Business Model versus Strategy

We noted that although strategy is one of the most important fields of

business enquiry, there has been little agreement on what it really is.24 By

introducing the term ‘business model’, the Internet boommay have inad-

vertently helped to clear up the confusion. In essence, we can say that

companies use transformational strategies to change their business models

and routine strategies to change their market positions. Companies employ

routine strategies, such as a marketing strategy to increase market share,

all the time. But they have recourse to transformational strategies only

rarely—usually when changes in the environment make their current

business model untenable. Few firms voluntarily choose to embrace a

new business model.

The root cause and rarity of transformational strategies explain their low

rate of success. First, replacing a business model is a giant step that is

inherently risky. Secondly, most companies and executives have little

experience of devising and implementing transformational strategies.

After all, many business models work successfully for decades. For

example, IBM’s mainframe computer business model functioned effect-

ively from the mid-1960s to the PC revolution of the mid-1980s. Marks &

Spencer’s business model was finely honed from its early development at
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the end of the nineteenth century through decades of success until the

late 1990s.
In a few rare cases, companies seek to change their business model from

a position of strength (although typically facing incipient environmental

challenges and threats). Portfolio management is one way of doing this. In

the late 1980s Whitbread was a successful UK brewing company with

developing interests in restaurants and hotels. By 2004 it was no longer a

brewing business at all. It did not even own any pubs, having moved

decisively into leisure with the purchase of health clubs, coffee shops,

and hotels.

Change may also come through diversification. Up to the mid-1980s,
Smith & Nephew was an inconspicuous UK supplier of unrelated, low-

margin medical products. Over the next two decades, the company trans-

formed itself into the leading provider of high-margin technological prod-

ucts in the US ‘wound management’ market.

Companies can sometimes achieve a switch of business model organic-

ally, as shown by Tesco’s successful move away from its original ‘pile it

high and sell it cheap’ formula of the 1970s. By centralizing its distribution

system and through a transformational strategy based on low-cost probes

in technological, service, and foreign market areas, Tesco has built a

reputation as a highly innovative company with a focused international

strategy.

Finally, a company can craft a mix of approaches to achieve the same

end: through a combination of organic development, experimental acqui-

sitions, and joint ventures; for example, the Royal Bank of Scotland has

transformed itself in less than two decades from a provincial niche

player—a holding company for two regional banks—into a diversified

global financial services provider.

It must be emphasized, however, that the ability to change business

models is the exception rather than the rule. All transformational strat-

egies are inherently risky, since they involve moving from equilibrium,

through disequilibrium, to another position of balance.

Strategy always involves managing change to some degree, whether to a

market, a business’s position in a market, or a business model. In the case

of routine or incremental strategies, nearly every business seeks to

improve its position incrementally. A company usually wants to improve

itsmarket share, cost andqualityposition, andprofitability, andcommonly

all of them, generally bymeans of routine strategies that do not change the

underlying business model. For example, by boosting advertising, intro-

ducing new products, enhancing customer satisfaction, and the like, a
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companymight hope to increase itsmarket share by 10 or 15 per cent.More

lofty ambitions—doubling or tripling market share—on the other hand

may require a fundamental change in the business model, such as target-

ing entirely new customer groups by changing the nature of the value

proposition, altering the scope of the business significantly, and so on.

To change the business model, a radical strategy is needed. A business

model can be broadly defined as comprising the following elements:

. value proposition;

. nature of inputs;

. how to transform inputs (including technology);

. nature of outputs;

. vertical scope;

. horizontal scope;

. geographic scope;

. nature of customers;

. how to organize.25

Moreover, there is evidence that the most successful forms of what we

call radical strategy involve multiple rather than singular changes to

elements of the business model.26 As we have noted, it is no easy matter

to change a business model—which explains why it is often new entrants

to industries rather than incumbents that innovate in this way. The airline

industry, where easyJet and Ryanair have done what the traditional

carriers could not—or would not—do, is a good example. Indeed, even

when the latter have tried to imitate the low-cost model, they have failed.

EasyGroup’s Business Model

EasyJet is the UK’s Internet-based version of Southwest Airlines in the

US. Founded in 1995 by a young Greek-Cypriot entrepreneur, Stelios

Haji-Ioannou, the firm grew very rapidly. Initial success in airlines has

allowed the parent company, easyGroup, to expand geographically

and horizontally all over Europe and in the US, into car rental (easyCar)

and Internet cafés (easyInternet). EasyJet’s 2000 initial public offering

in London was ten times oversubscribed. Its business model abandoned

virtually all the elements of the traditional airline model. It has these

key features:

. A clear value proposition. The ‘easy’ concept brings cheap and effi-

cient services to the mass market.
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. Very simple inputs. Like Southwest Airlines, easyJet operates only one

type of aircraft, the Boeing 737, while the easyCar fleet has just two or

three car models.
. A common, pervasive technology, the Internet. Most customers book

online. The easyGroup companies pursue constant and common goals

of cutting unnecessary costs, bolting on the efficiencies of new tech-

nologies, maintaining very high customer satisfaction, and creating

strong brand awareness.
. Simple outputs. All easyGroup companies offer no-frills, stripped-

down service.
. Horizontal scope based on commonalities in low-cost, efficient

service to mass-market customers, where Internet technology and

the ‘easy’ brand provide more relatedness than the actual services

themselves: easyGroup diversified in 2002 into financial services with

easyMoney, undercutting margins on credit card and unsecured loans.
. A geographical scope that increases in opportunistic fashion: wherever

established players with overpriced operations dominate markets,

easyGroup sees a niche. Originally established in London, easyInter-

net cafés now operate throughout Europe and in the US.
. A common type of customer. Most easyGroup customers are young,

urban, and hip (or think of themselves that way), withmore time than

money.
. Focused and lean organization under the charismatic, hands-on lead-

ership of Stelios Haji-Ioannou, a tireless marketer of the company’s

brands. The company achieves the winning combination of low costs

with high quality by putting people at the top. With a low-cost model,

there is very little left except people. The company has developed a

learning and culture-building process that emphasizes learning,

innovation, and speaking up.

The easyGroup story illustrates the truth that most companies do not

have strategies other than routine ones. Rather, they hit on or deliberately

develop a successful business model that they try tomaintain for as long as

possible, as the full-service carriers in the airline industry did.

However, it should be noted that easyGroup’s expansion from airlines

into car rental, Internet cafés, and financial services represents incremen-

tal rather than radical change to its own core business model, different as

that is. Interestingly, easyGroup’s first possible stumble, easyCinema,

launched in 2003, departs from its core business model. By contrast with

the self-sufficiency of its other businesses, easyCinema depends on
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cooperation from film distributors. Distribution companies are mostly

owned by film producers, who balk at undercutting the high prices on

which their own business model depends.

Successful as it has been overall, there remain some unanswered ques-

tion marks over easyGroup’s business model. First, can it survive head-to-

head competition with rivals following the same formula? Initially

easyJet found pickings easy against the fatter business model of the full-

fare airlines. As for other discounters, easyJet hoped that its low prices

would deter competition, and until 2004 that was the case. By 2004,
however, easyJet was coming up against other low-cost competitors

and traditional carriers which were beginning to imitate its methods.

As the discount sector becomes more crowded with direct competitors,

does easyJet have a business model that will allow it to survive and

prosper? The second question is whether easyGroup’s one business

model is transferable to other markets. Not all the group’s businesses

have been equally successful. Will it, too, face the challenge of strategic

transformation?

Conclusion: The Challenge of Strategic Transformation

If the real business of managing strategy is to achieve long-term success

and create long-term value, managers cannot assume that their business

model will endure indefinitely. In the end, either themodel will run out of

steam, or extending it will become too complex, or intensifying competi-

tion will mean that it can only provide the basis for tactical variants and

temporary advantage. The challenge for strategists, therefore, is trans-

formational: changing business models rather than strategy in the trad-

itional sense; deciding when to do it, how to do it, and what ways business

models may change.27

Researchers studying the subject have begun to recognize the new con-

figuration. A growing number of explanations of strategy development

assume the redundancy of business models—ormore precisely they accept

that business models have finite life, and that managing strategy means

simultaneously managing continuity of the existing business model and

looking for a new one. So, for example, ‘real options’,28 or the idea of low-

cost strategic probes,29 suggest ways in which organizations can search for

quite different approaches or business models, while still maintaining the

current one. RBS attributesmuch of its success to its experience of strategic

probes. Its alliance with Spain’s Bank of Santander, for example, allowed it
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to learn about European banking and European scope with little initial

commitment or capital outlay. What caused it to act was not so much a

grand vision of the bank as it is now, as an awareness that it needed to be

fundamentally different from what it was then. The alliance set in train

options that had the potential to galvanize or facilitate fundamental

change.

This chapter has advanced a critical view of what we know about strat-

egy and performance. It argues that managers should recognize the limits

of the strategic recipes commonly advocated, to the extent that:

. they tend to be about managing existing business models rather than

about changing them;
. their relationship to organizational performance is equivocal at best

and rather limited;
. case studies tend to be short- or medium-term in scope—there are few

that have looked at organizational performance linked to strategy over

the long term.

Strategic transformation provides a different and promising perspective

through which to view a firm’s viability and value-adding capacity over

time.30 In the perspective of strategic transformation, managers operate a

business model within a strategic position. These positions are inherited

from previous managers. This means that managers have two jobs. One is

to operate the current system as efficiently and profitably as possible. They

may well see this as not rocking the boat. The second job, however, is to

adopt a new business model when needed—as we noted in Chapter 1,
before the company drifts into decline. As we have seen, such consider-

ations are especially relevant for UK companies, whose traditional modes

of competing are coming under ever greater pressure from a variety of

different business models. The real UK strategic challenge is therefore not

singular but double: to develop the ability to manage both routine and

transformational strategic change. This is indeed a challenge for the

exceptional manager.
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4
Managing Employment Relations

Successful organizations maximize ‘employee contribution and commit-

ment’.1 UK managers overwhelmingly take the point: when asked about

factors influencing competitive advantage, more than half the respond-

ents to the CBI’s 2003 employment trends survey stressed ‘effective people

management’ against 14 per cent mentioning R&D and 7 per cent new

capital investment.2 But achieving effective people management is

particularly tricky. In the words of the US management scholar David

Norton, ‘the asset that is the most important is the least understood’.3

This chapter has three goals. The first is to explain why ‘human capital’

is hard to understand and why improving understanding is key to an

organization’s performance. The core issue is that managers have multiple

goals in managing employees, while employees also have their own

objectives, which are expressed in ways that may or may not be exact or

clear. As with any other input, managers want to minimize the cost of

labour. Yet they also need the active enthusiasm and commitment of

workers—the willingness to ‘go the extra mile’—which is all too easily

undermined by cost-cutting. Employees seek interest in their jobs and

expect a degree of respect and consideration, expectations that the busy

manager (see Chapter 11) may lack the time to address. These issues be-

come even more complex where, as is increasingly common, employees

interact with customers. Research shows that they gain satisfaction from

the relationship, but that attending to customer wishes can run counter to

cost-effectiveness.4

Such tensions have to be managed. The issues being messy and often

hard to resolve, it is not surprising that understanding sometimes gets lost.

Obtaining ‘contribution and commitment’ is therefore a matter of balan-

cing necessary tensions between different things that firms ask of workers,

recognizing and engaging with employee expectations, and being alive to



the external pressures that may undermine even well-intentioned efforts

to focus on commitment.

The second purpose is to review some key current people-management

practices. In line with subsequent chapters on innovation, decision-

making, and promising practices in general, we identify the promise but

also the limitations of apparently appealing approaches, particularly the

increasingly popular High Performance Work (HPW) systems model. As

with many other promising management practices, the twin dangers of

the HPW model are that managers treat it as a ready-made solution, or

conversely as an unattainable benchmark about which nothing much can

be done. In reality, however, there are clear policies that firms can adopt,

some of them covering basics that still tend to be neglected.

Thirdly, the chapter addresses the opportunities for developing coopera-

tive relationships with employees. Other chapters deal with the principles

of cooperation within management teams (Chapter 10) and the import-

ance of trust in such fields as innovation (Chapter 5). Here we look at

applying such ideas to relations with employees and suggest that there are

significant opportunities for development as well as constraints.

Note that we use the term ‘employment relations’ to make an important

point. Terms such as ‘human capital’ or ‘human resource management’

can imply that employees are simply a resource to be managed at will. An

employment-relations perspective stresses that employees have their own

expectations, which may or may not coincide with those of senior man-

agers. In managing these expectations, moreover, institutions are import-

ant, whether in the shape of formal bodies such as consultation

committees or informal ones, notably the norms and understandings

that any group of people develops over time. The management of employ-

ees is thus a two-way process in which individual expectations but also

collective rules and understandings are central.5

Note also that we focus on people in conventional jobs in long-estab-

lished sectors such as manufacturing and banking, retail, and other large-

scale services. We do not apologize for this. These sectors continue to

dominate employment, and while there has been much publicity about

the growth of flexible forms of work, distinctively new working patterns

are in practice rare. Four of every five employees are still in ‘permanent

jobs’. Even in leading-edge organizations, where one might expect the

most dramatic changes, a recent study finds little use of practices such as

portfolio careers.6 And some forms of flexible work, notably part-time

employment, which is its largest component, are long-established.7

There has been major change in how employment relations are handled,
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but this has entailed changing the form of the relationship and not

abandoning hierarchy or formal organization. It is of course true that

creating commitment and trust is as important for small firms and those

in less formal, more fluid sectors like the media and design industries as it

is inmore traditional businesses, but the processes for doing so are likely to

be informal and personal, and they involve rather different issues from

those addressed below.8

The chapter has five parts. First, we reprise Chapter 2’s discussion of the

changing institutional context in relation to employment relations. Then

we examine the main constraints to change. In the third and fourth

sections, we outline some basic improvements in practice that make

sense in the light of these constraints and develop them further. Finally,

we assess the promise and potential of more advanced High Performance

Work systems.

The Emergence of New Models

As we noted in Chapter 2, British employment relations have traditionally

been characterized as ‘adversarial’. What this meant in practice, however,

is often misunderstood. Since references to the past remain important

justifications for present attitudes and policies, some comment is in

order. The ‘winter of discontent’ remains engraved in the language as a

folk memory of the strikes of 1978 and 1979, suggesting a past of militant

and intransigent trade unions, to be contrasted with a present where

management has ‘freedom to manage’ for the common good.

Yet starting with the car and engineering industries that most closely fit

the stereotype, a series of studies has shown that shop-floor militancy was

not universal. Some firms, even in militant cities, remained oases of calm

because they achieved a balance of fairness—a real balance, very different

from ‘buying industrial peace’. These firms, for example the one-time

world-leading machine-tool maker Alfred Herbert, could still collapse in

spectacular fashion, but this was not because of poor labour relations.

Again, work practices that managers came to define as ‘restrictive’ were

often established on managerial initiative, reliance on trade unions for

recruitment purposes being one example. Thirdly, such practices were

generally defensive, seen as necessary to counter autocratic management.

In contrast to their US counterparts, many UK firms had no developed

employment policies at all, relying on authority and assertiveness when

they could, and engaging grudgingly with trade unions when they had to.9
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Engineering, moreover, was far from typical. Other manufacturing sec-

tors such as chemicals and food and drink were much more peaceful. This

did not mean, however, that they had carefully developed employment-

relations policies. Personnel management was a lowly and poorly

resourced function. Payment systems and job evaluation arrangements

were rudimentary at best, while issues such as equal opportunities did

not arise at all. ‘Adversarialism’ meant a reliance on settling issues at the

level of the workplace, and a distrust of formal arrangements. Under

certain conditions, this could develop into overt antagonism between

managers and workers. Many firms neglected employment relations, and

found that when concrete issues arose they were unprepared to cope,

falling back on traditional rights and often making matters worse as

a result.

In such a context, much debate turned on the impact of trade unions

on productivity. Some research found that union presence was linked

to low productivity, but generally only in a few sectors where unions

were particularly strong and where other conditions applied—notably a

product market that allowed firms to charge high prices and share the

returns with employees. Any benefits of reducing union influence were

limited to these special cases. They were also, in the words of one expert,

‘unrepeatable’, one-off changes; sustainable growth depends on ‘greater

investment in physical and human capital or a change in the rules of the

game away from adversarial towards cooperative industrial relations’.10

Other scholars question the directness of any link. They note that trade

unions have rarely had a formal policy of opposing technical change and

that in many heavily unionized industries, such as steel and the railways,

major technological changes were introduced from the 1950s onwards

with the agreement and sometimes active cooperation of the unions.

Finally, being heavily concentrated in a few sectors of the economy, strikes

cannot explain generic productivity issues.11

Unions may also have been used as a convenient excuse for companies’

failure to innovate. ‘How is it’, ask two scholars, ‘that isolated, decentral-

ized, plant-based work groups can impede the advance of management

[and] technology?’ The evidence was that ‘all too often management did

not try to innovate’.12 A striking feature of the Japanese firms arriving in

the UK in the 1970s was their focus on the technical organization of

production and the structures of management, not worker opposition to

change. As a former editor of the Financial Times concluded, what

appeared to be ‘restrictive’ practices were often introduced by employers

for rational reasons and allowed to continue by employer acquiescence as
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much as union insistence, an acquiescence underpinned by ‘easy mar-

kets’: it was the ‘labour-relations system’ rather than unions as such that

was the problem.13 It has further been convincingly argued that bad

production organization tended to cause bad industrial relations rather

than the other way round. For example, poor scheduling of work-flow led

to shortages of components and stoppages that encouraged workers to

bargain about payment. The more general effect was to encourage distrust

in management.14

The broadest andmost persuasive argument is that the real issue was not

overt conflict but managerial style. British managers treated workers at

arm’s length, a general neglect of human-resource issues being punctuated

by periodic attempts to crack down on perceived problems, followed by a

retreat to the previous indifference. Up to the 1960s, rights that are now

taken for granted were absent, for example protection against unfair

dismissal and compensation for redundancy; around 90 per cent of firms

had no formal grievance or disciplinary systems. During the 1970s, reform
of industrial relations was the watchword, but in practice change was

patchy and piecemeal, and in the context of generally worsening eco-

nomic conditions achieved little in the way of positive progress. Crucially,

companies saw employment relations in terms of managing a relatively

free-standing set of issues around pay and conditions, and not as a means

of integrating employees into the positive pursuit of performance.15

A central feature was that the search for improved productivity was

almost wholly top-down: managers came up with new schemes that

they attempted to force through often with little or no consultation. Not

surprisingly, workers were sceptical, not least because they could recall

a long history of botched attempts at change. Trust was an inevitable

casualty.

Labour-market reforms of the 1980s and 1990s dismantled the existing

labour-relations system. Trade-union membership and influence fell, and

the proportion of employees whose pay was set by collective bargaining

between unions and employers also declined rapidly. The structures of the

adversarial system were weakened, but they were not replaced with new

institutional arrangements. Two contradictory trends were set in train.

First, employers made widespread use of new technology. Employee

surveys report that levels of skill have been rising consistently and that

workers have considerable autonomy over they way they work. In the

words of one study, there has been a ‘very extensive upskilling of the

workforce’ combined with a ‘significant devolution of responsibilities for

more immediate decisions about the work task’.16
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More recent surveys report continuing upward trends in skills. Accord-

ing to one, 84 per cent of employees felt that their employer provided

them with ‘sufficient opportunities for training and development’.17 Over

half of respondents said that their firms made a ‘serious attempt to make

jobs of people like you as interesting and varied as possible’, while

approaching half reported the presence of a programme for employee

involvement. Moreover, the more of these practices a worker reported,

the more likely she was to report a high level of job satisfaction and

motivation.

Secondly, however, there were the trends noted in Chapter 2 of increas-
ing work intensity and falling employee satisfaction. Researchers have put

these patterns together. Rising work effort could reflect more satisfying

jobs and hence a willingness to work harder. On the other hand, since

workers report less satisfaction with their jobs, a more promising explan-

ation may lie in declining job security and growing pressures to step up

work effort. Other researchers have shown that the growth in performance

measurement is reflected in declining commitment.18 Working harder

and working smarter are not necessarily opposed, but under a work-

intensification regime workers are likely to lack the time and energy to

develop new skills. As we have argued in Chapter 1, and as one key review

concluded, ‘intensification of effort is hardly viable as a long-term strategy

for sustainable growth’. The ‘limits’, it went on, had been reached in

Britain by the late 1990s.19

Managers were, in short, developing work practices that called for new

skills. But these also created new pressures. The idea of a high-performance

model aimed to do two things: link the scattered practices into systems or

bundles on the lines discussed in Chapter 7; and resolve or at least min-

imize the tensions between commitment and autonomy on the one hand

and insecurity and work pressures on the other.

Continuing Constraints

There are three main constraints on moves by UK firms towards the

high-performance model. The first is long-standing, the second and

third more recent.

The long-standing influence is a lack of strategic focus on employment

relations. In the US most large firms (both unionized and non-unionized)

developed clear and detailed employment policies, supported institution-

ally by professional human-resource departments. In most of Europe,
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collective bargaining arrangements at national or industry level, backed

up by detailed legal rules, took many employment issues away from the

individual firm. In the UK arrangements were never so systematized. This

has the benefit of flexibility, but this flexibility tended to mean ignoring

issues unless they arose in the shape of a concrete problem or asserting

management’s right to manage.

In 1992 only 30 per cent of large companies in the UK (i.e. with 1,000 or

more UK employees) had an executive member of the main board with

full-time responsibility for personnel issues.20 In 1998 the proportion of

workplaces (as distinct from companies) with a personnel specialist was

also 30 per cent, while supervisors had low levels of training in personnel

responsibilities—in almost one-third of workplaces, none at all.21

This links to the second constraint on high performance, the growing

pressures over recent years of reorganization, downsizing, and delayering.

What do these pressures mean for managers managing employees? One

argument was that managers demotivated by uncertainties and insecurity

would undermine HPW innovations and other reforms, whether by active

resistance or passive indifference. In fact, the issue is amoremundane one.

Most managers do not oppose HPW ideas on principle. But delayering

means that they have no time to spend on these things, while new

responsibilities being heaped on them further limit their ability to put

the ideas into practice. Performance-measurement systems tighten the

screw. Numerous studies have shown that employee-involvement initia-

tives have failed not because of specific opposition but because other

demands have come first.22

This leads directly to the third constraint. Downsizing pressures reflect

competitive demands and a growing imperative to create shareholder

value. The UK is a liberal market economy in which the pressures for

shareholder returns and the threat of takeover are particularly strong.

These institutional pressures are familiar in many organizations.

One study found its respondents well aware of them, with competition

and shareholder demands being highlighted in the private sector and

funding cuts having similar consequences in the public sector.23 As

another review puts it, the fact that firms are struggling with these pres-

sures makes it very hard for them to keep their promises of employee

involvement and skill development. This is not, it goes on, ‘a question of

mendacious exploiters and obstructive middle management’, but rather

the result of ‘shareholder-driven, deregulated and globalizing markets’.24

A summary of changing employment strategies is that firms have shifted

from ‘retain and reinvest’ to a policy of ‘downsize and distribute’.25
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Ways Forward: The Basics

While these pressures certainly make the task of managing employees

coherently more difficult, in particular by focusing managers’ attention

on other things, they do not make it impossible. Indeed, managers have

many options for fostering employee commitment.

Some basic features of good relations with employees sound obvious.

You might take it for granted that any employees who are dismissed

should have an explanation of the reasons and the chance to put their

case. Yet in more than one-third of cases reaching Employment Tribunals

no form of meeting or discussion takes place, despite more than thirty

years’ experience of unfair dismissal legislation.26

Another example is monitoring attendance. Absence from work is

widely seen as a large yet controllable cost. But studies repeatedly find

that many firms do not measure the costs, that control systems are rudi-

mentary, and that the approach is often one of cracking down on a

problem once it has arisen rather than designing arrangements to flag up

the issues before they get out of hand.27

Or consider the following extract from the field notes of a researcher

working in a factory:

Pat told me that she was ‘taken upstairs’ recently and told off about her

poor attendance. . . . She said it was the first time in over 30 years at work that

she had been told off about this and that it was unfair because people with a

much worse record than hers had got away with it. She claimed that she had

been ill for one and a half days and also had taken two days off for a bereave-

ment. What’s more she had come to work when she was not completely better

because she had a week’s holiday booked over Easter and she did not want

management to think she was skiving. In the five years she had been at

[the firm], Pat said every previous attendance grading had been a grade A [the

top grade].28

Perhaps surprisingly, this was not a small back-street operation but a

Japanese-owned firm that paid scrupulous attention to its production

systems but that nonetheless treated its employees in ways that they

found arbitrary, unfair, and autocratic.

The point of this example is not that the managers were particularly

aggressive. Rather, they were under intense pressure to meet delivery and

quality targets, and there was little in their experience to lead them to

think differently. It was not so much that employee expectations and

needs were in principle deemed ‘secondary’, but that there was no way
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they could find meaningful expression. Significantly, an employee

consultation committee had atrophied because neither managers nor

workers could see that it had any point.

Modernizing Employment Relations at ‘Truckko’

‘Truckko’ produces customized commercial vehicles.29 It is non-

union and employs about 150 workers. It had been built on the

basis of the abrasive paternalism of the founder, Rob. He loathed

challenges to his authority, and was described by workers as ‘auto-

cratic’ and a ‘friendly dictator’. Yet pay was higher than the going

rate, and bonuses could be substantial, albeit wholly at Rob’s discre-

tion. As a worker saw it, the approach was, ‘keep your head down,

follow orders and don’t think for yourself . . . but at least you knew

they’d take care of you’.

This world began to change as competition from other companies

threatened the niche that Truckko had established for itself. Rob

recruited Colin from a major company as managing director. Colin

set about modernizing Truckko through three linked activities:

standardization of the design of the trucks, redesign of the work

process, and training and participative systems. He called in two

external consultancies to help. Importantly, they adopted a prag-

matic, down-to-earth approach that was understood and welcomed

by workers.

A key event concerned one of the managers, Aidan, whose ap-

proach was increasingly at odds with Colin’s participative style. As

a production supervisor said, ‘It’s hard to believe in what Colin says

when [Aidan] does the opposite.’ Matters eventually came to a head,

and Aidan was ‘persuaded to leave’. ‘Colin meant business, and

everyone knew it,’ said one worker. Colin also cut the number of

team leaders from fifteen to four, demoting those he felt were unable

to act as coaches rather than instructors.

A production supervisor, asked how his relationship with Colin

differed from that with Rob, commented that ‘Colin asks you what

you think, and it’s hard to get used to’. As another manager reveal-

ingly put it, ‘It’s only now that I can see what being a good manager

really means’.
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Consider next the example of ‘Truckko’ in the box. The key points here

are that an assertive, indeed autocratic style does not preclude ‘fairness’,

so long as workers respect the style and see what it delivers. Improving

employment relations goes along with and helps to reinforce a change of

business strategy, and it can be achieved using basic ideas. Sensitivity to

the context and what employees expect is key; think in particular of the

lessons that shopfloor workers drew from how ‘Colin’ acted.

The basics of employment relations are fair and consistent behaviour in

such core areas as recruitment, pay, and discipline. ‘Fair’ need not mean

achieving exceptional standards. It means fairness in the context of the

firm’s situation. Addressing these basics is likely to help keep a business

performing, and to reduce costly behaviour such as quitting.

Payment systems are a good example. Pay is obviously central to any

employment relationship, but individual rewards are particularly

salient in countries like the UK where salary is not a matter of national or

industry agreements, as inmanyother countries, andwhere the structureof

jobswithin the firm is less formal.With these institutions andnormsmuch

weaker, individual pay becomes a key mark of achievement. Does it follow

that performance-related pay is the answer? Although the idea of paying

according to performance sounds obvious, inmany organizations there are

major problemswith definingwhat constitutes performance,measuring it,

and deciding how to link it to pay. Just how much more should you pay

someone for high rather than moderate achievement, and how do you

evaluate one kind of contribution against another? The more people take

on multiple roles, the harder the calculation gets. The challenges of per-

formancemeasurement generally are further addressed in Chapter 6.
One substantial review concludes that pay systems can encourage

valued behaviour, but only under certain conditions.30 Individual bonuses

may work where workers’ own efforts can be identified, where they can

attain high performance through their own efforts, and where there are

few resource constraints. Sales staff working largely independently would

be an example. But where team cooperation is needed or where workers

cannot directly influence performance on their own, caution is in order.

‘Careful firms’, these authors observe, ‘ensure that full consultation with

the workers and managers concerned is undertaken in any new form of

pay system design.’

A manager who is addressing these issues may find it helpful to do so in

two ways. First, large parts of a company’s policy on recruitment, pay,

discipline, and other conditions will be outside the individual manager’s

control. But this does not mean that they are beyond influence.

MANAGING EMPLOYMENT RELATIONS 71



One part of the influence of managers concerns how policies are put

into effect. The aphorism that strategy ‘implementation, rather than strat-

egy content, differentiates successful from unsuccessful firms’, has

particular relevance here.31 Schemes to involve employees in decision-

making often break down for reasons to do with implementation, notably

around time and commitment, rather than principled opposition.32 How

an overall policy is put into effect and how far it respects existing em-

ployee expectations will be crucial to the message that employees receive.

Is an appraisal scheme, for example, working as intended and does it clash

with other parts of the firm’s policy?

The other aspect is feedback to policy-makers. Is there a mechanism

through which the effectiveness of a policy is evaluated, and can line

managers help to shape the formulation of policy? If the elements of the

HPW model such as training are being pursued, do they work in practice,

and what can be done to help them work better?

Secondly, there is the question of the manager’s own practice. A busy

manager can easily put off dealing with employee issues in the press of

immediate customer needs. And well-intended actions such as resolving

an attendance issue can have unintended effects. A key lesson is simply to

think through the consequences of one’s actions and to be sensitive to the

expectations of employees.

Ways Forward: Time at Last for Participation?

To move beyond the basic, but fundamental, themes just discussed turns

on the concrete mechanisms that firms have in place to permit meaning-

ful employee involvement, whether in communications exercises, team

briefings, or other forms of engagement in the work process. The evidence

suggests that these are increasingly common. In a 2001 survey, two-thirds

of a random sample of UK employees agreed that ‘management hold

meetings in which you can express your views about what is happening

in the organization’, a small rise on 1992.33 Firms might ask themselves

whether they have such arrangements in place and how effective they are.

Information and Consultation

Involvement increasingly refers to ‘consultation’ with or the ‘participa-

tion’ of employees through the formal means of elected committees.

These concepts have never had a very clear meaning in the UK, which
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lacks a tradition of formally recognized, and often legally defined, works

councils that operate in many other countries. This situation may now be

changing.

Until relatively recently, many large firms used the trade union as their

predominant conduit for engagement with employees. Both managers

and unions preferred to keep each other at arm’s length, distrusting insti-

tutionalized relationships that went beyond bargaining about pay and

conditions. But with the waning of their membership and influence,

many trade unions have slowly come to embrace ideas of ‘partnership’

with employers, becoming much readier to engage with agendas around

the performance of firms.34

At the same time, companies may be taking on board the argument that

short-term performance-management approaches square poorly with the

long-term development of resources. For example, the HPW debate has

consistently highlighted the potential, and necessity, for employee

involvement. Acceptance of the broad idea of formal structures for par-

ticipation has been growing. A good illustration is a joint report by the CBI

and the Trades Union Congress (TUC) in 2001, which concluded that

‘optimal results are achieved where there is a mix of direct employee

involvement and indirect participation . . . through a trade union or

works council’.35 The CBI’s 2003 employment trends survey reported

that almost half its respondents had in place permanent mechanisms for

informing and consulting employees, compared to 35 per cent in 2002.
Finally, firms may have little choice. Since 2005 the EU National Infor-

mation and Consultation Directive has required firms with at least 150
employees to agree mechanisms for informing employees about business

and employment trends, and consulting them ‘with a view to reaching

agreement’ on changes in work organization, including redundancies and

business transfers. These requirements are being extended to smaller

firms. Legislation requiring companies to consult employees first appeared

in the 1970s, initially on redundancies but later on other issues. The

novelty of the latest legislation is its general character: instead of being

required to consult about specific issues, firms must have a continuing

system, provided that 10 per cent of employees request it.36

Companies have been used to consulting on specific issues such as

redundancy for some time. Early fears of restrictions onmanagers’ freedom

to take business decisions have evaporated. Most consultation is about

handling the process rather than about the principle. In practice, such

discussioncanactuallymakechangeeasier toaccept.Dialogue itself reduces

the negative, demotivating impact of job losses; and on the positive side
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employee representatives sometimes make new and constructive sugges-

tions.37Moreover,wewould argue that stronger constraints on the freedom

to hire and fire may be a stimulus to increasing productivity and moving

firms up the value chain, preventing managers from falling back on easy

options and pressing them to use their workforcemore constructively.38

Several firms see benefits in formal arrangements of information and

consultation. Two examples—particularly interesting in being non-union

firms—are B&Q and BP Exploration, described below.39 Overall conclu-

sions are twofold. Formal representative arrangements can make con-

structive contributions to decision-making. Representatives can also

develop a taste for and skill in involvement—but it follows that firms

need to be prepared to allow the time and space for this taste to grow.

B&Q TheB&QDIY chain employsmore than 33,000people in theUK, and

also has stores in Taiwan and China. In 1998 it merged with the French firm

Castorama to become the largest DIY retailer in Europe. Its ‘Grass Roots’

consultation framework was introduced in 1998, operating through

quarterly meetings at store, regional, divisional, and national levels. Store-

level representatives are elected. The company cites a number of benefits,

for example the speedy resolution of employee concerns about the safety of

a type of delivery trolley, and generally better-quality decisions and easier

introduction of changes in procedures. Employee representatives see the

formal election of representatives as enhancing the effectiveness and

credibility of the system—although they also feel that they could be used

more fully on key questions such as work organization and store security.

BP Exploration The company, part of the BP group, conducts oil and gas

exploration and field development and production in the North Sea.

In January 2004 it employed about 2,100 workers. In 1999 Employee

Communications and Consultation Forums were set up in each of

thirteen business units, with a further division-wide forum. Each

forum has representatives elected by the employees, together with

management nominees. The network has dealt with difficult issues,

notably redundancies arising from major restructuring exercises.

Representatives influenced the redundancy process, for example in

defining the criteria to assess people who wish to leave the company.

Managers believe trust improved as a result. On the other hand, some

employee representatives wanted involvement in key issues such as a

new bonus scheme, where they felt there was communication, but not

consultation.
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Partnership

Partnership arrangements take the principles of involvement a step

beyond information and consultation. Although partnership is funda-

mentally about achieving shared goals, the concept implies that employ-

ees are independent partners rather than simply being consulted about

arrangements which managers decide. Partnership deals generally involve

employee commitments to flexibility in return for managerial efforts to

maximize job security and to promote consultation and involvement.

Arrangements labelled ‘partnership’ are very common, running at 700 in

one year alone. But there may be only between fifty and eighty more

exactly defined deals in the UK, and themain body promoting partnership

lists forty-eight cases that meet its ‘full’ definition. Yet these are often seen

as prototypes of new forms of managing employees.40

Little research has systematically compared partnership deals with

comparable firms. One study that did concluded that ‘partnership’ can

really mean employer dominance: in six out of twenty-two cases, partner-

ship came about when the firm threatened to derecognize the trade

union, and in a further three the firm was actively considering the

same thing. This matters, since forcing through change is unlikely

to promote long-term commitment and hence productivity and innov-

ation, though firms can and do make short-term gains. The study also

found that in declining industries partnership firms shed jobs more

quickly than average, while in growing sectors they put on more jobs

than average.41

Another study of three partnership deals offered complementary

conclusions. First, it was not the structures and systems that were import-

ant but the ways in which arrangements were developed in practice.

The deal with the least articulated systems worked the most effectively.

Secondly, partnership improved trust and commitment, but this applied

most to those immediately involved, with other workers and managers

remaining distant. Thirdly, the findings chimed with long-standing

evidence on the benefits of information sharing and collaborative ap-

proaches.42

Partnership is thus the current term for practices with a long history.

Those practices have often tended to fade away over time, and managers

have found it hard to generalize their impact from the small circle of those

directly involved to the organization as a whole. In the present context,

the fundamental lesson lies not in the structures or systems themselves,

but in how they were made to work.
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High Performance Work Systems

Despite this mixed history, many commentators argue that it is possible to

go further by integrating the broad ideas of partnership into a fuller

system. Current thinking is illustrated by the joint CBI–TUC document

cited above. Addressing many of the themes of this book, including

investment and best practices, it argued that innovation calls for a ‘climate

of mutual trust’ between firms and employees. ‘The research evidence’, it

went on,

suggests that new forms of work organization, effective management leadership,

a culture that encourages innovation, employee involvement and employee

development tailored to organizational needs are all necessary conditions for

adaptable, high performance workplaces. . . .Management leadership and em-

ployee involvement are complementary features of the high performance/high

commitment model.43

Yet if this is the case, as two scholars put it, ‘the real cause for surprise

today is not the message but that so little has been done to put it into

effect’.44 How can we explain this puzzle?

The HPW model is endorsed in many quarters. In addition to the CBI

and TUC, leading employers’ bodies including the Engineering Employ-

ers’ Federation and the Chartered Institute of Personnel and Development

have presented case study and survey evidence of its benefits.45 On the

basis of thirty case studies, including four in the UK, the European Com-

mission identified a ‘revolution’ in the way in which work is organized

and discerned a set of ‘best practices’ which entailed strong leadership,

clear vision, continuous communication with employees, regular consult-

ation with employees and their representatives, and incremental but con-

tinuous change.46

The core principles of the HPWmodel are conceptually simple. Employ-

ees need both to be able to contribute to productive improvement, and to

have the opportunity and incentives to do so. These principles have been

linked to concrete practices as follows:

. the ability of employees to contribute is underpinned by skills and

training;
. opportunities to participate in decisions are promoted by autonomy

and membership of self-directed teams;
. incentives to participate include a perception of employment security,

promotion opportunities, and a sense that pay is fair.47
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We summarize checklists generated by the CBI and TUC and the European

Commission in the box.48 The present argument is not that such models

are wrong. The key point is that employment relations practices need to be

connected to organizations’ wider strategic goals. And there is a linkage

between such high-level ambition and concrete practice. Indeed, a recur-

ring theme of this book is the challenge of linking strategic vision with

organizational practice.

But managers should also be aware that employment-relations models

are controversial. There is no settled evidence as to how they work. And

the great danger is that they will be seen as all-or-nothing solutions.

The first controversial issue is the extent of take-up of the new practices.

At first sight, moves towards a HPW model are impressive. For example,

the most reliable UK survey, the Workplace Employment Relations Survey

(WERS) of 1998, reported that 61 per cent of workplaces used team brief-

ings, and in 38 per cent of workplaces non-managerial employees partici-

pated in problem-solving groups.

There are a couple of cautions, however. Notably, individual practices

are rarely combined into integrated packages, one of the tenets of HPW.

WERS found that, of a list of sixteen ‘new’ practices, only 2 per cent of

workplaces used more than ten. Moreover, the presence of a practice does

not indicate its depth. The most sophisticated survey of depth studied

‘organizational participation’ across ten European countries, measuring

the range of tasks on which employees had discretion and also how

much say they had over them. It concluded that the HPW model in its

High Commitment and Involvement Practices

. Fair recruitment and selection

. A performance management system with objective-setting, feed-

back, and appraisal
. Teamwork wherever relevant
. Direct employee involvement
. Collective voice to develop commitment and trust
. Individual training plans; investment in education and training
. Maximum individual and team autonomy; less hierarchical

working methods
. Financial participation/gainsharing and new reward systems

MANAGING EMPLOYMENT RELATIONS 77



fully developed form probably existed in no more than 2 per cent

of workplaces.49

Reasons for this low take-up reflect the constraints discussed earlier in

this chapter. Many firms are not organized to think about the design of

work and skills development. As one study based on interviews with CEOs

concluded, traditional command-and-control assumptions are wide-

spread; although a ‘gradual take-up of more individualized practices

such as selection and performance management’ might be expected,

wider adoption of ‘high-performance human-resource management prac-

tices’ was less likely.50 Again, the HPW model may not be appropriate in

low-skill and routine jobs, which remain remarkably common in the UK;

many companies have operated on what is termed the ‘low road’ of cost

minimization with reliance on a low-wage and casual workforce. As we

have argued in Chapter 2, the long-term viability of UK firms competing

on low cost is increasingly doubtful.

Other issues arise within the HPWmodel itself. There is now a wealth of

research studies reporting links between high-performance practices and

various performance outcomes. Yet the nature of causation in such links is

extremely unclear—what is cause and what effect? This makes it hard to

define precisely what a firm should actually do. Some difficulties thrown

up by the research are:51

. The components of the model differ in different cases. Training seems

to be key in some cases and reward systems in others.
. Although the practices may bring benefits, there are also costs of

implementation, notably redesigning work systems and improving

training. In addition, benefits take time to emerge, so that promising

ideas are sometimes dropped before their value is apparent. This is

particularly important given the pressures for short-term results noted

in Chapter 2: adopting HPW systems brings parallel changes in ways of

operating, improvements in training, and sustained and linked

change. Such things do not happen overnight.
. Some of the influences may run the other way: some studies have

concluded that it is the successful firms that can afford the practices,

rather than the practices leading to success.
. Some sets of practices are not specific to an individual firm. For

example, flexible production systems in the clothing industry require

changes in ordering and delivery systems across manufacturers, sup-

pliers, and retailers. Benefits emerge only when there is a switch in

methods throughout the supply chain, not just in individual firms.
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. The reasons why the systems work are not always clear. The general

expectation is that they promote employee trust and commitment,

which in turn lead to improved motivation and flexibility. But some

studies have failed to find these links. For example, teamwork has no

overall connection to measures of commitment. The reason for this

appears to be that HPW models depend on other conditions for them

to work. ‘Teams’ come in many varieties, and overall they seem to

have little effect on employee commitment. Only in certain circum-

stances do they have more positive impact. These circumstances

include a reasonable level of job security for workers and a teamwork

design that fits existing practice and expectations. If teams are im-

posed with little reference to previous experiments or to workers’ own

views, they tend to fail; where they are consistent with such views and

have clear managerial support, on the other hand, they are more likely

to succeed.52

As explored at length in Chapter 7, the assessment and implementation

of management practices is not straightforward. Firms looking at these

results on the HPWmodel may not be able to tell which practices or sets of

practices will work for them. Nor will they know whether the practices

work only when certain other underpinning conditions exist. And the

system may work not because of its own characteristics but because it

acts as a symbol or a signal. In the last situation, the HPW elements may

be saying to employees that firms now care about them, in which case

other mechanisms may be just as effective.

Does this mean that the influential bodies cited above are wrong? No.

As they recognize, the HPW model is best seen as a checklist or a bench-

mark rather than a set of practices that will necessarily deliver returns

in all circumstances. They also stress that the specific practices that

firms pursue are highly variable. As one review concludes, much of

the HPW model is to do with traditional ‘good management’, which

embraces information-sharing, worker discretion, and employment secur-

ity.53 The HPW model is a very useful means of encouraging firms to raise

their sights, and it has stimulated innovations that might not otherwise

have been tried. But it is indeed a framework or stimulus rather than a

ready-made solution, and its core aspects apply only under certain,

relatively unusual, conditions.
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Conclusions

These results illustrate a fundamental theme of this chapter. Much of

employment relations is about getting the basics right and responding to

what employees expect. Ignoring these needs can create distrust, which is

in turn likely to interfere with long-term productive development. In the

short run, productive improvement can be attained through the route of

work intensification, but this is unlikely to be sustainable. Nor is it desir-

able for UK companies that need to move away from the low road to high-

road strategies favouring innovation and higher-value activities. The HPW

approach offers some tools appropriate for a longer-term solution, with

the caveat that they need to be applied in a way that is mindful of the

specific organizational context.

It used to be said that ‘managements get the shop stewards they

deserve’, meaning that firms managing by arbitrary authority encouraged

worker representatives to be equally uncompromising, with trench war-

fare the result. We can now broaden this statement: managements get the

employment relations arrangements they choose or allow to come into

existence. The British system is remarkably unprescriptive about the

arrangements that firms put in place. There is, of course, a floor of em-

ployee rights, but there is no legal requirement as to how these are put into

effect; there is no system (such as exists in several countries) for the terms

of collective agreements to be extended to all firms within a given sector;

and trade unions are rarely strong enough to drive forward their own view

of good employment relations. Managements have the power to shape

employment relations systems largely as they wish.

In the past many UK firms have assumed that these matters would

look after themselves. This option ‘worked’ for some time, but it is unlikely

to be useful in a context of diminishing employee commitment and

widespread arguments about the growing importance of skills and know-

ledge. Firms now have the incentive as well as the opportunity to

create employment-relations systems that contribute to their economic

performance. In moving towards higher-value-added activities, employ-

ment-relations systems will need to contribute to an organizational con-

text that encourages information sharing and collaboration, and supports

worker discretion and organizational learning. Such notions provide

the foundations for much of what will bring competitive advantage to

organizations.

The key constraint is that participative systems rely on trust, which is in

turn dependent on a degree of employment security. Firms consciously
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building employment-relations systems need to be aware of these condi-

tions, and do two things: maximize employment opportunities, and

explain clearly why promises can never be certain. But there is also a

third issue: working to create active understanding of the economics of

the business among employees, rather than explaining at a distance and

from on high. ‘Trust’, one advocate of consultation argues, ‘depends on

the legitimacy of decisions, and consultation is one of the most tangible

ways of expressing legitimacy’. The alternative is giving the impression of

having something to hide and obtaining only compliance rather than

active commitment in return.54

Key overall lessons for companies therefore are:

. No employment-relations systemwill in itself improve productivity. It

needs to be consistent with a firm’s strategic direction. And it is

unlikely, given the number of other variables and the speed of change,

that a clear linkage from an HPW system to productivity will ever be

established. The HPW model is undoubtedly promising, but how it

delivers its results depends on the context of each individual firm, not

on applying a ready-made package.
. Poor employment relations certainly interfere with productivity.

Mixed messages, a lack of attention to employee expectations, and

poor communications have undermined many well-intentioned

efforts. Managers need to recognize that trends towards tighter control

of performance may have harmed employee commitment. These

things often go in cycles, and loosening the corset of performance

measures may now be a sensible means of reversing this damage.
. A good employment-relations system is often built bottom–up,

with attention to the basics of how workers are treated. A joint

approach, developed by resolving issues as they arise, can give reality

and meaning to the language of participation, autonomy, and even

empowerment. More strategic approaches can be built on this foun-

dation.
. Time is a key resource. New systems take time to bed down, and have

to be given the chance to work.
. Line managers are crucial. They are the people who convey the prac-

tical messages about real priorities. Downsizing has put pressure on

this group, and the popular policy of devolving responsibility

increases the pressure. A key test of a firm is whether its line managers

have the space and the training to carry through an increasingly broad

employment-relations agenda.
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Issues for individual managers to contemplate include the following:

. Think about the problems of acting consistently and fairly; no one is

deliberately inconsistent or unfair, but decisions taken in haste are

often inconsistent, and what you think is fair may not be fair to others.

This leads to:
. Recognize and work with employees’ ‘collective memory’, that is, the

expectations that they have developed as a group in the light of

history.
. Middle and line managers interpret company policy: filter it down-

wards in the light of employee expectations, and be prepared to feed

issues upwards. (One test of a firm’s HR sensitivity is its openness to

feedback.)

Finally, there are issues above the level of the individual company. This

chapter began by stressing institutions, and it has looked mainly at those

within the firm. But in addition, as Chapter 2 showed, collaborative struc-

tures between firms can aid the productivity of all national firms. UK

employment-relations institutions have always been centred in the firm,

with limited collective bargaining at higher levels and weak coordination.

International comparative research shows that countries with coordinated

arrangements for collective bargaining (generally the Coordinated Market

Economic countries identified in Chapter 2) have outperformed others on

a range of criteria.55 There is also growing pressure arising from European

integration, which has led to ‘multi-level governance’ at European, na-

tional, and company levels.56 The challenge for public policy is to find

ways to make these institutions work, as opposed to the common assump-

tion, of Labour as much as Conservative governments, that minimizing

institutional influence is the solution to labour market issues. This pre-

sents a challenge to UK firms, since they have little or no experience of

multi-level collaboration in employment relations. However, as we have

suggested in the context of the UK institutional framework as a whole,

managers actively engaging with such developments will have the oppor-

tunity to contribute substantially to the shaping of their employment-

relations framework—a critical consideration for the future.
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5
Innovating Beyond the Steady State

A central component of the shift towards higher-value-added activities is

innovation. Innovations take many forms, from new products and pro-

cesses to new lines of business, and they vary enormously in how radical

they are vis-à-vis existing offerings. A recurring theme in the book is that

organizations will face challenges that require radical or transformational

change. In this chapter we focus our attention on discontinuous innov-

ation—that is, the radical end of the innovation spectrum. The reason for

doing this is that incremental or ‘steady-state innovation’ practices are by

now relatively well understood in UK firms. The real test for companies

that aspire to leading-edge practice, and to stake a place at the forefront of

world competition, is to master the much harder challenge of radical

innovation.

Innovation is a key driver of corporate transformation. As noted in

Chapter 3, traditional strategies based on distinct market positioning or

access to unique resources are no longer sufficient for long-term competi-

tive advantage. Instead, the challenge for today’s companies is strategic

transformation, which in large part is about identifying and delivering on

new sources of customer value.

We saw in Chapter 2 that the UK has a poor record in terms of both

investment in, and exploitation of, R&D. Yet innovation is central to most

contemporary thinking on national competitiveness. A high and rising

standard of living cannot be supported solely by investing in traditional

factors of production or creating an attractive business climate: it requires

individuals and firms to create new sources of value. In its 2004 Innovation
Review, the Department of Trade and Industry (DTI) noted that develop-

ments in trade liberalization, falling transport and communication costs,

and increasing scientific and technological progress are ‘occurring at a



speed and on a scale never seen before. In the past many UK-based busi-

nesses have prospered even when selling in low value markets, but today

British industry faces a new challenge: how to raise its rate of innovation.’1

However, while few would question the importance of innovation,

there are many sceptics who see the process of developing new products,

services, or processes as intrinsically random. Many well-known innov-

ations—from Louis Pasteur’s development of the pasteurization process to

Pfizer’s Viagra—involved a significant element of serendipity and, as any

venture capitalist knows, the odds of even a highly impressive business

plan delivering its promised growth goals is no more than ten to one.

Our position, basedonboth research andobservation, is that steady-state

innovation can be effectively managed, even if the outcomes are not en-

tirely predictable.2 There are some well-established management practices

that substantially increase the chances of innovation success. In product

development, these include such things as developing close understanding

of user needs, strategic portfolio management, early involvement of mul-

tiple functions, and systematic riskmanagement and review via some form

of ‘stage-gate’ system. Similarly, successful process innovation requires

cross-functional and early involvement of users, policy deployment of

key strategic objectives around which continuous improvement can be

focused, and emphasis on learning and capture of tacit knowledge. While

such practices are not always straightforward to implement and do not

guarantee success, they vastly improve the odds that new products and

processes will indeed emerge. There will always be an element of chance in

innovation, but with good planning firms can make their own luck:

fortune, as Pasteur noted, ‘favours the prepared mind’.

Yet the ability to manage the innovation process better is not the whole

story. The snag is that by getting better at certain approaches to innov-

ation, the firm potentially shuts itself off to others. Thus, Nestlé and Kraft

General Foods became so focused on innovating in supermarket coffee

that they completely missed out on the upmarket coffee shop concept

popularized by Starbucks and Costa.

Why the apparent paradox? The answer lies in the process of learning

that develops in firms (particularly large ones). Through a pattern of trial

and error, firms develop ways of managing product and process change

which work for them and which they refine and elaborate over time,

building on what does work and discarding what doesn’t. In this way,

they develop their own ‘routines’ of behaviour for managing the elements

of the innovation process—and these firm-specific patterns of behaviour

give rise to particular structures and procedures for dealing with the
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challenge. For example, GlaxoSmithKline has built up a highly sophisti-

cated development pipeline for screening candidate drugs and pushing

them through the phases of clinical trial. Virgin, in contrast, invests in

new businesses with a far less structured process, but nonetheless with a

clear set of criteria and strong biases built up frommany years of successful

and failed ventures. In both cases, behavioural routines have emerged that

guide the firm down a particular trajectory of innovation.3

So asmanagers learn, and develop patterns of response born of trial-and-

error, they inadvertently create constraints on employees’ ability to con-

tinue to be innovative outside activities that can be predicted and planned

for. Typically, they become better and better at managing incremental or

steady-state innovations along a particular trajectory, and worse at explor-

ing opportunities beyond that trajectory—which we refer to as radical or

discontinuous innovations.

In this chapter we explore the challenge of managing radical innov-

ation.4 We first examine the difference between steady-state and radical

innovation, and the reasons why the latter is so much harder to manage.

Then we describe a set of approaches that increase the chances of man-

aging radical innovation effectively.5 While the principles for managing

steady-state innovation have been developed over time, thinking on dis-

continuous innovation is still in its infancy. But there are some examples

of successful practice, and rather more cases of poor practice, both of

which offer opportunities for learning.

Steady-state Innovation vs. Radical Innovation

There are many ways of characterizing the different forms of business

innovation. One approach is to focus on the different ways innovation

can take place. The relevant categories here are product innovation (the

actual product or service being produced), process innovation (how the

product or service is produced), position innovation (the context in which

it is offered), and paradigm or business innovation (which rethinks the

underlying mental models within which the product is being offered).

This typology, and its variants, has been widely used for many years.6

A second approach, increasingly popular in recent years, is to consider

the nature of the innovation activity in the light of the existing set of

competencies and networks of the firm. As noted earlier, firms tend to

follow certain trajectories of development that are reinforced through

their existing competencies and through their networks of relationships
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with other firms. Such firms often continue to be highly innovative along

their existing paths of development (steady-state innovation). However,

when the opportunities for product, process, or position innovation are

inconsistent with the firm’s existing competencies and networks, the

managerial challenge in sensing and responding to them is enormous

(radical innovation).7

Consider a couple of examples to illustrate this distinction. A steady-

state product innovation would be the gradual improvement of the Bic

ballpoint, which was originally developed in 1950 but remains a strong

product today, with daily sales of 14 million. Although the implement is

superficially the same shape, close inspection reveals a host of incremental

changes that have taken place in materials, inks, ball technology, and

safety features. A discontinuous product innovation, in contrast, might

be the solid-state white-light-emitting diode technology patented by

Nichia Chemical. This product threatens to make the traditional heated-

filament light bulb originally developed in the late nineteenth century by

Edison and Swan obsolete. It is 85 per cent more energy-efficient, has

sixteen times the life of a conventional bulb, is brighter, more flexible in

application, and is likely to be subject to the scale economies associated

with electronic component production. A similar distinction can be made

in process innovation. An example of steady-state process innovation is

the widespread adoption of industry standards such as ISO quality stand-

ards, which yield efficiency improvements within an existing set of

parameters and capabilities.8 Discontinuous process innovation, in con-

trast, is an enabling technology that makes the traditional technologies

obsolete—for example the Bessemer process for steel-making replaced

conventional charcoal smelting, and the Pilkington float-glass process

replaced grinding and polishing.

There are, in sum, two important attributes to our definition of radical

innovation. First, it involves the development of competencies and net-

work linkages with other firms that take a company out of its existing

trajectory of development—‘out of its depth’ or ‘beyond its comfort zone’

in those respects. Second, radical innovation assumes some form of abrupt

change that makes it necessary or possible for the firm to break out of its

existing development path. Such changes are often a combination of

technological, social, political, and economic factors.

This distinction between steady-state and radical innovation should

make it clear that while they are different, both are necessary elements

of a firm’s overall innovation strategy. It is important to invest in

steady-state innovation, and many new products, from Intel’s Pentium 4
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processor to Coca-Cola’s Lemon Coke, are clearly of this type. The trouble

is that such innovations are simply not enough to sustain long-term

success; the level of technological, social, and economic change in most

industries means that sooner or later an existing trajectory of innovation

will run out of steam. For example, McDonald’s has dominated the fast-

food burger market for forty years, but by 2004 was facing pressure from

consumer groups and NGOs, changing diets, and new competitors. If

McDonald’s is to look forward to another forty years of growth, it will

have to get to grips with radical innovation.

Not only is radical innovation a strategic necessity in some industries, it

also offers an attractive side-benefit: it takes firms out of the zero-sum

game that characterizes many industry battlegrounds. If Lemon Coke

succeeds, it is because it is taking market share away from other fizzy

drinks, including possibly Coke itself. But if Egg, the online bank,

succeeds, it does so at the expense of the big retail banks rather than

Prudential’s traditional insurance competitors. And Starbucks’ reinven-

tion of the coffee shop—a classic example of radical innovation—did not

just create value for itself, it generated growth in the entire sector. Firms

seeking true competitive advantage are looking for growth levels that are

significantly larger than the natural growth of the industry, and radical

innovation represents one important way of doing this.9

Why is Radical Innovation so Difficult?

Unfortunately, radical innovation is hard to do. By definition, it is an

unnatural and uncomfortable activity for most firms, taking them out of

their comfort zone into areas that they do not fully understand. It also

involves a much higher level of creativity and ‘out-of-the-box’ thinking

than typically goes on in large companies. It should be no surprise that

start-ups and new entrants are behind most successful cases of radical

innovation—think of Starbucks, Ryanair, Prêt à Manger, Palm, the Smart

car, and Innocent fruit juices. This is by no means a new pattern. When

disruption occurs, existing industry incumbents tend to do badly andmay

not survive the transitions involved; the advantage almost invariably

passes to the dynamic new entrants.

Why does this happen? And what are the dynamics which cause even

well-managed firms to fall down in managing radical innovation? It is
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clearly not simply a case of firms slowing down and becoming reluctant to

look at new things as they age. We know from Chapter 1 that there are

many reasons why such inertia occurs. The individual and collective

experience of people in organizations tends to privilege certain bases of

success and the salience that they attach to signals about particular new

developments. The ‘not-invented-here’ syndrome is not necessarily the

response of a stupid firm, but rather that of one which does not—or

chooses not to—see the significance and relevance of a new idea

being offered to it. It is very difficult for individuals to escape the con-

straints of past history, industry and organizational norms, and the

politics of decision-making, as they must when trying to do things differ-

ently.

Equally, managers who do decide to explore radical new directions often

find themselves having to manage contradictions and challenges to their

existing innovation processes. Portfolio-management and resource-

allocation techniques that have enabled them to achieve good fit with

the strategic directions and competencies of the firm may be less well

suited for reviewing apparently wild and unexpected ideas leading in

completely new directions. Likewise, risk-management systems operating

with stage-gate reviews over the development life of a new projectmay not

deal well with apparently high-risk projects with raised levels of market

and technological uncertainty. Thus the established organizational order

constrains the opportunities for change.

The problem is compounded by the networks of relationships the

firm has with other firms. Typically, much of the basis for innovation

lies at a system level, involving networks of suppliers and partners config-

uring knowledge and other resources to create a new offering. Radical

innovation is often problematic because it involves building and

working with a significantly different set of partners than those the firm

is used to working with. Whereas ‘strong ties’—close and consistent

relationships with regular partners in a network—may be important

in enabling a steady stream of continuous improvement innovations,

evidence suggests that where firms are seeking to do something different

they need to exploit much weaker ties across a very different population

to gain access to new ideas and different sources of knowledge and

expertise.10

In sum,managing radical innovation creates managerial challenges that

even the most successful firms struggle with. So what should they do, and

who can they learn from?
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Managing Radical Innovation: Emerging Challenges

There are no clear guidelines for managing the process of radical innov-

ation. Sources of discontinuity vary and involve shifts in technology,

market, political, and social conditions in the environments in which

firms operate. Not surprisingly, these conditions tend to favour new

entrants that can adapt to and exploit the new ‘rules of the game’. By

contrast, pressures inside and outside the established firm act to reinforce

existing development, something that it takes a great deal of energy and

imagination to counteract. To put it bluntly, established firms need to find

ways of reproducing the entrepreneurial agility of new entrants if they are

to cope with discontinuous conditions. There are no easy recipes for doing

this; but there are some emerging practices that appear to help, and in the

remainder of this chapter we briefly describe some of them.

These practices fall into three categories, according to three principal

challenges that the firm faces:

. the cognitive challenge—becoming aware of opportunities and ideas

that lie beyond the firm’s comfort zone;
. the political challenge—generating support for radical new ideas

inside an established and risk-averse organization; and
. the technical challenge—developing the necessary skills and capabil-

ities to commercialize the new innovations.

The Cognitive Challenge

There is an underlying paradox in managing radical innovation. We know

that the stimuli we need to respond to lie beyond our ingrained mindset;

but that mindset is often so strong that we don’t even recognize its

boundaries. (This is a subject we return to in more detail in Chapter 9.)
The cognitive challenge for would-be innovators, then, is first to recognize

that our view of the world is inevitably blinkered and subject to bias and

blind spots, and secondly consciously to develop ways of peeling back

those barriers to sight.

A good example of the cognitive challenge is Lego’s delayed reaction to

the emergence of electronic games in the 1990s. When Sega and Nintendo

first came on the scene, Lego’s executives saw them as an irrelevance—

they were selling expensive electronic games to teenagers. But as prices

came down, and the target market became younger boys, Lego began to

realize that electronic gaming was a serious threat to its core business. By
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the mid-1990s, Lego was investing heavily in its own electronic games, but

in retrospect it was far too late, and the company hit financial difficulties

as a result. What could Lego have done differently in the late 1980s to

prepare itself for the rise of electronic gaming? We can identify five broad

and mutually supportive approaches.

Manage the Idea-generation Process

Innovation needs ideas to fuel the process, whether they come from new

technological developments or signals about changes in the marketplace.

Combining these ‘push’ and ‘pull’ stimuli triggers the process of change.

Such stimuli typically emerge in a fairly haphazard way, so managers must

be mindful of the organizational conditions that promote such creative

and spontaneous activity. Often, top-down management can stifle the

bottom-up creativity and risk-taking so vital to meeting the challenge of

discontinuity. Nevertheless, it is possible to manage idea generation as a

process in a way that enables firms to analyse and evaluate ideas system-

atically.11 For example, Diageo’s new venture division developed a novel

form of brainstorming, in which it would bring together groups of twenty

people for half-day sessions to generate new drinks concepts. By using

particular sequences of prompts and stimuli, they were able to get partici-

pants thinking outside their usual constraints, and over the course of a

year they generated several hundred ideas for new products. Strategos, the

consulting firm, has developed a more sophisticated methodology, using

computer technology to integrate insights into market discontinuities,

industry orthodoxies, and firm competencies to generate hundreds of

possible ideas for subsequent evaluation and prioritization.

Develop an External Scanning Capability

It is widely considered good practice to listen to customers and respond to

their feedback. The problem is that customers are often stuck in the same

cognitive prison as the supplier: they can see ways of improving on the

features of existing products but they cannot imagine an entirely different

solution to their needs. In the famous example, no one would have

guessed that they would find a Walkman useful before Sony invented it.

So an external scanning capability has to take the firm beyond its estab-

lished relationships with its normal partners. Unilever, for example, has

created an externally focused group whose role is to gain access to emer-

ging technologies and to make minority investments in start-up
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companies with promising ideas. But this approach raises big questions of

its own—about which sources to deal with and how to manage the ‘tar-

geted hunting’ process, for instance.12

One important group to watch is the precocious adopters in emerging

markets which typically set the tone and pace for others;13 another is

technology labs and science institutes far away from the core expertise of

the firm. Consider an example from the motor-sport industry, where

leading race-car makers, continually in search of innovation to improve

performance, pluck ideas, materials, technology, or products from very

different sectors. Indeed, some have people (called ‘technological anten-

nae’) whose sole responsibility is to search for promising new technolo-

gies. For instance, recent developments in the use of titanium components

in Formula 1 engines have been significantly advanced by lessons learned

about the moulding process from a company producing golf clubs.

Firms develop an external scanning capability in different ways. For

some, it is about building closer links on early-stage projects running at

universities and research institutes. For others, as in the Shell example in

Chapter 9, it is about exploring alternative futures and looking for the

fresh combinations which might signal significant opportunities or

threats. Others try to make sense of markets which don’t yet exist,

attempting to pick up weak signals about emerging trends—for example,

in the school playground or among the chat-rooms of the Internet.

Tune into Weak Signals Inside the Firm

For many large companies, the challenge is not so much getting hold of

information from the external marketplace; it is about making better use

of that which already exists inside the organization. Senior executives in a

large multinational are typically buffered from the marketplace and the

cutting edge of technology by three or four layers of hierarchy. And the

channels of information to them are often far from perfect—in fact, they

are often filtered in such a way that the only information that gets through

is what subordinates think their bosses want to hear. For example, in the

months before Marconi’s collapse in 2001, it was clear to salespeople and

manufacturing employees that the company was nowhere near meeting

its sales targets, but this information was withheld from top executives

until several months later, at which point they were forced to issue an

embarrassing and highly damaging profit warning.

How can senior decision-makers tune into the ‘weak signals’ that exist

inside the firm? The answer is partly cultural—individuals at the firm’s
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periphery have to be able tomake their voice heard at the top.14 One of the

reasons Marconi’s top executives failed to get the message was that the

domineering culture they had created discouraged dissent. There is also a

need to put in place mechanisms that actively seek out new approaches

and points of view. For example, Nokia set up an ‘insight and foresight’

group whose role was to look for changes in the marketplace three to five

years out.

Typically, it is the peripheral parts of the firm that are the most innova-

tive, because they are least encumbered by rules and traditions. They are

also nearest the marketplace. So a good place to look for new ideas is

distant foreign subsidiaries, smaller business units, and even affiliated

companies that the firm does not wholly own. For example, Diageo’s

highly successful Smirnoff Ice originated in Australia as a local product,

Stolichnya Lemon Russki, before it was picked up by the corporate

marketing department as a product with global potential.

Promote a Culture that Tolerates Uncertainty and New Ideas

Unfortunately, most large companies do a good job of killing off the

entrepreneurial spirit of employees by a combination of short-term think-

ing, risk-aversion, and top-down decision-making. But there are a few

exceptions. The best-known is 3M, but Virgin, WPP, and Vodafone are

also companies that do a decent job of creating a stimulating environment

for individual initiative, while still capturing the benefits of size and scope.

Can managers create an innovative culture? Not easily, since it involves

systematically influencing the way people behave on a day-to-day basis,

and that is driven by a complex set of stimuli—obvious ones such as

reward and incentive schemes, as well as subtle ones such as the level of

trust and support provided by senior managers.15 While the evidence on

managers ‘managing cultural change’ is not particularly promising, there

is scope for managers to promote behaviours and attitudes that will sup-

port innovation.

Innovative cultures are rarely ‘strong’ cultures that demand conformity

to a company way, because innovation relies on diversity, variety, and

productive tension. Such norms cannot be dictated nor demanded. How-

ever, the evidence does suggest that clear and consistent messages from

the top, symbolic promotion, and reward of appropriate behaviour and

role-modelling by key managers can help influence and promote certain

norms. Yet innovative cultures are inherently fragile—they take years to

build, but they can be destroyed very quickly.16
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Despite its size, Virgin has managed to sustain a highly innovative

culture over the years. To some extent, this culture is a reflection of the

personality of its founder, Richard Branson, who continues to risk his

firm’s and his own health in the pursuit of novelty. But Virgin also has a

raft of institutionalized systems designed to reinforce its innovative spirit.

Similarly, 3M’s ability to keep an ‘intrapreneurial’ spirit alive across a large

corporation is not accidental, deriving instead from the interplay of lead-

ership, structures, reward and recognition systems, operating processes,

and a climate in which individuals are given ‘permission’ to explore and

challenge.17

Foster Divergent Thinking

If the cognitive challenge is about breaking free from the narrowmindsets

gained over years of working for the same firm, then one very useful

approach is to bring in more outsiders. As chairman, Sir Christopher

Bland succeeded in cutting through BT’s tangled financial problems

in the late 1990s at least in part because as a newcomer to the telecoms

business he was able to ask the awkward questions that insiders

were oblivious to. Likewise, whenWellington, a Canadian insurance com-

pany, embarked on a radical transformation of its business in 1990, the
entire management team was brought in from other sectors. The result

was a much more daring—and ultimately successful—transformation

than would in all probability have been contemplated by industry

stalwarts.

The Political Challenge

Even if the firm is successful at opening itself up to new ideas, it faces

another formidable difficulty in mobilizing support for those ideas in the

corridors of power. The issue here is not whether the ideas are commer-

cially or technically feasible—it is whether the political process can be

handled skilfully enough to defuse the critics and the sceptics.

Bear in mind that traditionalists who take a sceptical view of new ideas

often have good cause. The fact is that many proposals put forward by

mavericks and entrepreneurs are not worth investing in, and the standard

evaluation processes do a good job of filtering them out. The risk is that

these processes become so effective that they also reject the occasional

good idea emanating from an unlikely source. The issue, then, is building
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some flexibility into the system. Again, there are no simple solutions to

this problem, but a number of approaches are worth considering.

Build Pluralism into Decision-making Processes

Decision-making is by nature a highly politicized activity, and it is not

uncommon to see an outcomemanipulated by the dedicated efforts of one

individual. However, steps can be taken to make it more pluralistic (by

which we mean open to alternative points of view—an issue we delve into

in more detail in Chapter 9).
For example, Intel is well known for having institutionalized a process it

calls ‘constructive confrontation’—essentially a legitimization of dis-

sent.18 In many firms, the boss’s judgement is effectively unchallengeable;

at Intel argument is positively encouraged, because the firm recognizes

that many of the critical insights come from those closest to the action

and have nothing to do with seniority. As a result, meetings at Intel are

often ugly, no-holds-barred arguments, but they are deemedmore likely to

get to the underlying facts than a more sedate traditional gathering.

We have also seen other experiments in decision-making that are worth

considering. Some firms use the analogy of the court of law: every motion

has to have an advocate and a detractor, and it is the job of the detractor to

be a strong devil’s advocate. This process ensures that all relevant infor-

mation is brought to light before the decision is made, rather than only

the information that supports the motion.

Another approach is to create a ‘market for judgement’. Gary Hamel

has observed that the orange juice futures market provides a better-

quality weather forecast than the official one from Florida’s Met Office.19

In other words, the collective point of view of thousands of informed

individuals who are each putting their own money on the line is

superior to the official judgement of a few experts. This principle can

readily be extended into firm decision-making by opening up important

investment decisions to large numbers of employees. A number of firms,

including Roche, Shell, and Whirlpool, have experimented with such

processes.

Decentralize Seed Funding for New Projects

Another way of overcoming political resistance to new ideas is to decen-

tralize the seed-funding process to lower levels in the firm. This serves two

purposes—it acts as a clear signal that the firm is keen to promote
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innovation, and it gives the individuals working on the new idea add-

itional time to work it through before presenting it to senior executives.20

For example, in the early 1990s the UK subsidiary of a major German

pharmaceutical company developed a new technology for administering

therapies transdermally (i.e. through the skin). Initial attempts by the

head of UK marketing to convince corporate R&D to take up the project

failed, falling foul (he believed) of a ‘not invented here’ mentality. Instead

of giving up, he sounded out marketing managers in other European

countries, all of whom were keen on the project, and he ultimately

persuaded the European marketing board to come up with the necessary

£10 million investment. The project was a success, and the new technol-

ogy was rolled out across Europe during the late 1990s.
It often happens that an idea seeded by a business unit, having grown

into a viable business, is eventually abandoned because it doesn’t fit with

the rest of the group. Corporate-sponsored development projects therefore

provide an important alternative to business-unit-level investments. Con-

sider the case of ABB, the global engineering and technology firm.21 In the

mid-1990s, when it was one of the leading players in its sector, it provided

both seed money at the subsidiary level and corporate funding for new

ideas that crossed the boundaries of existing business units. In ABB’s

twelve corporate research centres, located around the world, employees

were encouraged to propose ‘high-impact’ projects—meaning those with

broad, cross-business-unit applications—which were then funded from a

corporate budget. One such project led to the creation of a state-of-the-art

electrical-transformer factory in Athens, Georgia. Dubbed the ‘factory of

the future’, the test factory was fully automated, from ordering through

production to the delivery of the finished product.

Build Dual Structures

The third, and most common, approach is to build a ‘dual structure’ that

separates out the new and innovative projects from the existing business.

Dual structures exist in many different guises—from the special-project

team reporting directly to the chairman; through the incubator, new-

venture division or corporate venture unit that has formal responsibility

for working with new projects; to the ‘skunkworks’ which has no formal

status. In recent years corporate-venturing units have been particularly

popular, with such firms as Diageo, Royal Sun Alliance, Marks & Spencer,

Nokia, Intel, and British Airways all creating a venturing arm (and most

subsequently closing it down).22
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The dual-structure approach has one primary advantage—it protects the

newandoftenunpopularnewideas fromthemainstreamorganizationuntil

they have achieved a measure of commercial viability. The problem is that

venture units and incubators are very hard to manage effectively. Experi-

ence suggests that they work best when they have CEO-level support, clear

objectives, and their own separate pot of money. They fail horribly when

parent-company managers meddle in evaluating and choosing projects,

andwhen they are expected to supportmultiple (and changing) objectives.

Our belief is that even when they are effective, venture units and incu-

bators are best viewed as temporary vehicles for stimulating change. New

ventures can be nicely protected in a specialized venture unit, but most

belong in the mainstream businesses. Astute venture managers therefore

see their job as far more than just creating some new businesses—they are

also a stimulus for change and a source of innovation expertise fromwhich

others can learn. Marks & Spencer’s venture unit, for example, had a ‘brief

butmerry life’, according to its former head, but it ‘gave a sense of change at

a difficult time in the company, it developed a capability of acting quickly,

and it created better links into changes in the outside world’.

The Technical Challenge

The third piece of the innovation puzzle is the skills and capabilities of the

firm and its network ties. Are these what are needed to make a success of

radical innovation? To return to the Lego example, the company belatedly

recognized the need tomove into electronic games andmobilized political

support among senior managers to fund the new business activities.

But ultimately it struggled in the electronic gaming market, because

the skill-sets of employees were more suited to developing plastic

bricks than software; and its connections were with toyshops, not gaming

communities.

The technical challenge has three components—the skills of individual

employees, the capabilities of the firm, and the relationships with other

firms. In each case, the challenge is to find ways of building, acquiring, or

co-investing to gain access to what is missing.

Build Employees’ Entrepreneurial Skills

In Lego’s case, it was clear what skill-sets its employees were missing, at

least once the company had realized the importance of electronic gaming.
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The solution was equally clear—recruit new employees with a background

in electronic games and software development, and train existing employ-

ees in these new areas.

The bigger problem in skills development is that most employees in

large firms have never attempted to act entrepreneurially. They have been

accustomed to working within traditional boundaries, rather than chal-

lenging them; and they have typically developed highly specialized skills

around one particular activity, rather than the broader skill-set that is

needed to follow through on a new business idea.

Some firms have directly addressed this skill deficiency by putting hun-

dreds, sometimes thousands, of employees through innovation pro-

grammes. For example, in 1999 the Swiss pharmaceuticals giant Roche

instituted what it called a ‘strategic vision process’ which generated liter-

ally thousands of ideas for new products, markets, or businesses. It formed

teams of people around the most promising sets of ideas, put them

through ‘action labs’ to give them the skills to develop business plans,

and then after sixty days held an ‘idea fair’ at which the teams presented

their projects to top management. The most promising won seed money

to progress to prototype stage, and those that made the next cut were set

up as businesses in their own right. While there is a clear expectation that

new businesses will emerge from the process, the broader purpose behind

the initiative is to get employees across the organization thinking in terms

of new ideas and business models. So far, 500 people have been engaged in

the programme over four years.

Develop New Technical Capabilities in the Firm

Over and above the skills of employees, firms also have higher-level com-

petencies or capabilities. For example, Lego’s capabilities were tradition-

ally in the design and marketing of brick sets, while Diageo won its

position in the upmarket drinks sector with well-honed capabilities in

global marketing and logistics.

By definition, radical innovation involves a shift away from the firm’s

traditional areas of strength and a move into domains that require new

capabilities. The challenge then is securing the capabilities on which

success in the new domain depends. Three generic options exist, each

with its own pros and cons. Acquisition involves buying up an entire

firm or a team of people with the necessary capabilities. Acquisition is

quick, but also risky, because integrating the acquired capabilities is rarely

seamless, and people acquired in the deal are apt to leave. For example,
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Ericsson bought California-based Raynet in the early 1990s for its network-

ing capabilities, but it managed the acquisition so clumsily that soon

almost none of the existing staff was left.

Partnering is a hybrid approach that consists of learning the necessary

capabilities from a joint-venture partner. Again, this is a high-risk

approach. Research has shown that joint ventures rarely deliver the an-

ticipated learning benefits, and many partnerships end in acrimony be-

cause the objectives of the two parties diverge. Lego tried various forms of

partnering, including working with a New York software company on its

first CD-ROM, Lego Island, and a distribution arrangement with Elec-

tronic Arts. But it is not clear how much the company actually learned

from these relationships.

Finally, it is always possible to build new capabilities organically. How-

ever, the process can take many years—often longer than the firm will

tolerate before pulling the plug. In sum (and regardless of the approach

taken), the development of new capabilities for managing radical innov-

ation is hazardous. Firms that are successful typically do not stray too far

from their core: they leverage certain existing capabilities and build or

acquire the few additional ones they are lacking.

Develop New Partner Networks

These days innovation is often a multi-player game. Firms increasingly

work in partnerships or through outsourcing arrangements, rather than

do everything in-house. So in addition to its own internal capabilities, a

vital characteristic of an innovating firm is the quality of its relationships

with partner networks. An automotive systems supplier like Robert Bosch,

for example, operates within a tight web of relationships with branded car

companies like Ford, and to its own tiered suppliers.

These networks are absolutely central to the distinction between

steady-state and radical innovation. Maintaining a healthy flow of

improvement (steady-state) innovations depends on a rich network

of close and mature relationships—but the very strength of these relation-

ships can become a hindrance when the firm tries to branch out into

something different. Radical innovation requires the firm to develop

new relationships—and typically to break off some of the old ones at the

same time. While the close ties of tight networks promote the smooth

transfer of resources, they limit exposure to alternative resources and new

ideas. This suggests that firms should maintain ‘hybrid networks’

which consist of a combination of both close long-term partnerships and
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a large number of looser connections that they can develop as resource

needs arise.23

Conclusions

In itself, radical innovation is nothing new—major upheavals in technol-

ogy or markets have occurred throughout history, sometimes (as in the

case of the Industrial Revolution) bringing with them massive change

across whole societies. For managers, however, discontinuities represent

a growing problem because the events that trigger them are on the

increase—rapid technological advance, fragmenting markets, and increas-

ing political instability to name but three. Their growing frequency puts a

premium on the ability of managers to learn how to deal with it pro-

actively.

One of the key lessons of experience is that when faced with discon-

tinuous shifts, incumbents do badly and new entrepreneurial entrants

take up the running. They lead until the next discontinuity, when the

process is repeated. This pattern might suggest that the only solution is to

keep spinning off or setting up new firms. However, there is no law that

prohibits an existing competitor from learning to reinvent itself so that it

retains the advantages of experience and accumulated competencies while

deploying them more entrepreneurially. As we have demonstrated in this

chapter, there are steps that managers can take to deal with the issues

across cognitive, political, and operational dimensions. They may not

always be able to ‘manage’ in the sense of controlling and coordinating

known elements, but they can shape a context in which new ideas can

emerge and be taken forward. As with other areas of management, there is

no one size that fits all. But while the themes we have raised need to be

considered within the context of each individual situation, the overall

message is positive: although hard, radical innovation is not impossible,

and there are ways in which reflective managers can turn it to advantage.
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6
Measuring Performance in Innovative Firms

In Chapter 5 we explored some of the challenges of managing innovation,

and particularly discontinuous innovation. This chapter investigates the

issue of how these challenges can be addressed in a world that appears

obsessed with measurement and control.

There is, at least in appearance, a tension here. The core premise of this

book is that greater innovation is key to the future competitive success of

UK firms. Innovation involves doing things differently—changing prod-

ucts, processes, position, and/or paradigm. Innovation is about explor-

ation. It relies on experimentation, change, and serendipity. Many

innovations only see the light of day because of rule-bending or even

mistakes, 3M’s Post-it notes being the classic example.

By contrast, measurement systems have developed as a form of control,

designed to impose structure and order.1 Measurement systems allow

managers to track whether activities and processes are working as planned.

They are designed to drive out inefficiency andminimize deviation. Meas-

urement is about exploitation. In that sense, it can be seen as the enemy of

innovation. As firms impose tighter measures, and measure more things,

they drive out variation and reduce the scope for exploration.

On the one hand, an organization that constantly adopts new technolo-

gies and processes can never settle down into a patterned routine, jeop-

ardizing efficiency. On the other, an organization so grooved and

measured that it never adopts new processes and technologies will die.

What is therefore needed is a balance between exploration and exploit-

ation—an attribute known in the strategic management literature as ‘or-

ganizational ambidexterity’.2 Yet while it is relatively easy to see how

measurement systems can support exploitation through their control



function, it is much less immediately obvious how they can further the

more ambiguous and fuzzy processes of exploration.

We argue that one answer is to broaden our conception of performance

measurement. Managers should think ofmeasurement as a learning rather

than a control system. Collected and analysed suitably, measurement data

can provide managers with sharp insight into what is and what is not

working around them. This insight can be used to stimulate learning,

leading in turn to a search for new and better ways of working. In short,

using measurement as a learning tool can help the reflective manager to

square the circle, supporting rather than hindering innovation at the same

time as yielding a more supple, less constricting form of control.

The Rise of Performance Measurement

In both public and private sectors, performance measurement has become

pervasive. In the five years to 2000, around half of all companies attempted

to transform their performancemeasurement systems,3while 85per cent of
organizations had performance measurement initiatives under way in

2004.4 What goes for organizations also goes for individuals. By 1998, work-

ers were subject to formal performance appraisals in 79 per cent of British

workplaces.5 Formany, the individual performancemanagement process is

a key indicator of the way organizations establish employees’ obligations,

andhenceofhow life inorganizations is experienced. Agraphic illustration

of the spread of these ideas comes from a study of a Norwegian hospital,

where even the pastor had performance measures that included not only

calls made in and out of work hours, but also the number of last rites he

performed.6 Why is this? Why has performance measurement, at both the

individual and the organizational level, become so all-embracing? What

are the forces—internal and external—that are driving the spread of per-

formance measurement? And even more important for our purposes, how

does the tendency tomeasure everything that walks andmoves impact the

performance of firms in the area of innovation?

Today’s performance obsession is the result of a combination of factors,

broadly categorized here as external and internal drivers.

External Drivers

The Rise of the Market for Corporate Control To an increasing degree,

today’s firms are judged on their ability to meet externally imposed
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objectives. Some of these objectives are specified by investors, regulators,

and legislators. For investors, the goals are generally financial, with great

emphasis placed on the firm’s ability to generate cash both now and in the

future.7 The penalty for firms that fail to deliver is being taken over, a fate

which befell a sharply increasing number of companies throughout

the 1990s.
Regulatory and/or legislative objectives are broader in nature, being

designed to influence the way companies behave. For the UK water indus-

try, for example, the regulator has defined a suite of performance indica-

tors (effectively a minimum service standard for consumers) embracing

assessed service, interrupted supply, leakage, and resource position, that

water companies are expected to deliver on pain of sanctions—in the

shape of forced price cuts—if they do not.8

There are also significant implications for performance measurement in

recent legislation, notably the Company Law Review that requires all UK

listed companies to supplement their annual report with an Operating

and Financial Review (OFR) from April 2006. Under the OFR, directors

have to set out a forward-looking analysis of their business, including an

array of key performance indicators to help investors assess the quality

of the organization’s strategies over time. This legislation effectively

obliges more than 1,200 listed companies in the UK to alter their

reporting and external disclosure practices, unless they have already

done so pre-emptively.9

The Changing Nature of Work It is not just the demands of shareholders,

regulators, and legislators that have moved measurement up the

management agenda. Broader societal and organizational trends have

also had an impact. Of particular significance is the shift towards the

‘knowledge economy’. As Peter Drucker wrote in 1999:

The most important, and indeed the truly unique, contribution of management

in the 20th century was the 50-fold increase in the productivity of the manual

worker in manufacturing. The most important contribution management needs

tomake in the 21st century is to increase the productivity of knowledge work and

of the knowledge worker. The most valuable assets of the 20th-century company

are its production equipment. The most valuable asset of a 21st-century institu-

tion, whether business or nonbusiness, will be its knowledge workers and their

productivity . . . [But] work on the productivity of the knowledge worker has

barely begun. In terms of actual work on knowledge worker productivity we are,

in the year 2000, roughly where we were in the year 1900, a century ago, in terms

of productivity of the manual worker.10
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Implicit in Drucker’s observation is the question of how knowledge

workers can be managed. Consider, for example, the highly skilled and

specialized research scientists who work in GlaxoSmithKline’s pharma-

ceutical labs. They operate in an inherently unstructured and uncertain

environment in which no one can be sure who is working on the next

blockbuster drug, or if indeed any of them is. It may be that the next best-

selling drug originates outside the organization. As each development

project comes to an end, researchers move to a new one which may or

may not bear a close resemblance to the previous project, but in any event

is unlikely to follow the same development path. How in these circum-

stance can controls be established and performance be measured? How

can progress be tracked and communicated? Paradoxically, even the

planned end result—a compound delivered on time and within budget—

is irrelevant if the drug becomes a blockbuster, as then profits will out-

weigh normal concerns about budget and time overruns.

The Changing Basis of Value A further contributor to the obsession with

performance management is the changing basis of value. The investment

community needs to be able to value firms to assess whether its

investments are paying dividends appropriate to the risk it is exposed to.

But how can firms be valued whenmost of their assets are intangible? This

is becoming an ever more important issue.11

A study called ‘Measures that Matter’ by Ernst & Young found that US

investors increasingly take non-financial measures into account in their

valuations. E&Y has calculated that on average 35 per cent of an invest-

ment decision is driven by non-financial criteria, the most important

being strategy execution, management credibility, quality of strategy,

innovation, ability to attract talent, market share, management experi-

ence, quality of executive compensation, quality of major processes, and

research leadership. When E&Y replicated this study in the UK three years

later, it generated an almost identical list of the ten most important non-

financial measures, albeit in a slightly different order of priority.12

Internal Drivers

Evolving Organizational Forms A number of internal organizational factors

have also helped to push measurement up management’s priority list.

Many of today’s accounting measures were devised around 1900, when

industrial structures were fundamentally different. In economic terms,

there was much more focus on manufacturing, direct labour generally
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constituted the highest proportion of product costs, and the past was a

reasonable guide to the future.13 By the mid-1980s, none of these things

was true, and influential voices began to question whether traditional

measurement systems had outlived their usefulness. For example, in the

early part of the twentieth century, it made sense to allocate overhead on

the basis of direct-labour costs. By the 1980s, when the latter had shrunk to

1–10 per cent of total product costs, continuing to allocate overhead on

this basis was giving rise to significant errors in product costings.14

In addition, managers were starting to realize that narrowly defined

accounting definitions of performance were driving some highly undesir-

able behaviours. In an article provocatively entitled ‘Managing ourWay to

Economic Decline’, StevenWheelwright argued that one of the reasons for

the apparently terminal decline of US manufacturing industry was the

obsession of senior managers with short-term performance gains at

the expense of long-term investments in superior customer service and

competitiveness.15 Why, he wondered, would managers sanction invest-

ment in long-term, high-risk product-development projects when they

could sweat the assets for a couple of years, deliver superior short-term

performance, and move on to another job before the long-term conse-

quences of underinvestment emerged for all to see.

Novel Methods of Work Another reason for the growing practitioner

interest in measurement is the larger process of organizational

improvement and renewal. What programmes such as Total Quality

Management, Lean Production, World Class Manufacturing, the Deming

Plan–Do–Check–Act cycle, and more recently Six Sigma have in common

is that they rely on performance data. This is hardly surprising: before any

organization can determine what it needs to improve, it has to establish

where and why its current performance falls short. Hence the need for

performance measures.

The widespread business interest in benchmarking has been another

important driver. The rapid emergence of benchmarking clubs and a

number of high-profile research studies have also heightened industrial

interest.16 In essence, benchmarking studies—especially those which

compare performance rather than practice—are effectively structured ap-

plications of business-performance measurement. Such studies are valu-

able precisely to the extent that they provide rich performance insights.

Technological Developments The final driver of performance measurement

is IT, which has enabled the capture and analysis of vast quantities of data
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both within firms and across entire supply chains. Throughout the late

1990s, companies were replacing their existing information systems with

so-called ‘enterprise-wide solutions’, most of which contained

performance-measurement modules offering an integrated view of

performance across the firm. Firms that did not adopt enterprise-wide

systems could always buy stand-alone executive information systems as

an alternative—in 2004 there were sixty vendors selling IT reporting

systems for the balanced scorecard, for example.17

A major selling feature of these systems is their capability to drill

down into performance details. Emblematic is the sales pitch of one

major software vendor featuring a mythical chief executive of a shoe

retailer who discovers that his chain is losing orders because of stock

shortfalls. In the demonstration, he delves down through layers of data,

identifies the culprits, and demands that they sort out the problem

before the end of the day. Although this kind of management by

remote control was discredited years ago, software vendors today are

still trying—and appear still able—to sell it to senior managers

desperate to retain an impression of control over their disparate em-

pires.18 This is a stark example of how measurement systems backed by

sophisticated information technologies can be grossly misused. Sadly,

potential abuses of power are not the only challenge that measurement

systems offer.

The Enduring Challenges of Performance Measurement

Measurement has figured as a challenge in the academic and practitioner

literatures for at least 100 years. Initially, debates centred primarily on

financial measures and practical questions such as how to develop accur-

ate product costs or allocate capital investment. As we shall see, these

issues remain pertinent today, particularly in the context of innovation.

The particularity of innovation is that it is impossible to know in advance

which initiatives will come to fruition and generate significant returns,

and which will fail. But all the costs of R&D still have to be borne. To

whom or to which budgets should the costs of failed innovations be

booked, and who will be held accountable? Over-rigid frameworks of

allocation and accountability can simply stifle innovation, encouraging

managers to avoid risk, and instead favour safe bets with more predictable

returns.
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Practical Challenges of Measurement

By the mid-1950s, as organizations grew in size, scale, and complexity,

attention in the academic literature shifted to non-financial as well as

financial measures. Writing in the first issue of Administrative Science Quar-

terly, Ridgway bemoaned the ‘strong tendency to state numerically as

many as possible of the variables with which management must deal’.

Ridgway rehearsed debates that still rage today. Harvard’s Michael Jensen

and Robert Kaplan, for example, have a long-running disagreement over

the relative merits of single versus multiple objectives. Ridgway pre-

empted this debate by pointing out that single measures of performance

could easily result in optimizing the wrong variable. Multiple

measures present problems of prioritization and focus, while composite

measures, which are inherently difficult to understand and interpret, can

simply result in confusion, employee stress, and conflict.19

Now roll forward to today’s economic environment. As we have seen,

organizations are increasingly subject to multiple and sometimes conflict-

ing measures of performance. Investors wish to understand current and

predicted cashflows. Managers want to track efficiency and effectiveness.

Regulatory and legislative concern about corporate accountability has

grown rapidly in the wake of corporate-governance scandals and high-

profile company collapses. At a more detailed level, in the much more

technical literature on organizational performance measurement, authors

debate practical issues such as choosing the right measures, accessing

appropriate data, and setting meaningful targets. Throughout the 1980s
and 1990s, the research community paid significant attention to the tech-

nical issues of designing and deploying performance-measurement sys-

tems.20 The challenge was to identify processes that could be used to select

from among the myriad possible measures available. These processes not

only had to be coherent, they also needed to recognize the plurality of

organizations and provide scope for the engagement of individuals in

what was inevitably a political process.21

Once companies had chosen what to measure, the next challenge was to

decide how. A manager might decide that she wanted to measure the

effectiveness of the new-product development (NPD) process—but what

does effectiveness in NPD mean in practice? Is it completion on time and

within budget? What about a product that is completed on time

and within budget but subsequently misses its sales targets? Or the con-

verse, already mentioned: the product that runs over time and budget but

becomes a blockbuster. Has the NPD process still been effective?
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The Problems of Multiple Measures

Answering questions such as these is fundamental. If there is no clarity

about definitions, organizations end up measuring the same thing in

different ways. It is not unusual to find managers heatedly arguing

over some performance dimension only to discover later that the root

cause of disagreement was the imprecise definition of a measure. Often

this fuzziness results in paralysis. This is what happened at Sanford

Berol, a leading European manufacturers of pens and markers, where a

review uncovered two different reports on current work-in-progress.

Both documents had the same date, but in one the WIP figure was 25
per cent higher than in the other. When asked why, the management

team was perplexed—the immediate response was, ‘We never noticed

that before’. To find out the cause of the discrepancy, Sanford Berol had

to return to the original computer code and look up the basis of the

inventory calculation. It emerged that the value in both reports was

correct—the organization had more than one way of defining work-in-

progress.

The Data Overload Problem

A consequence of failing to be precise about measurement is that man-

agers end up drowning in data. Modern information systems capture

vast amounts of data in the blink of an eye. For example, by linking

purchase data captured by electronic point of sale (EPOS) systems, retail

managers can analyse the shopping habits of individuals and house-

holds. A sudden purchase of nappies suggests that a new baby has

arrived or is about to arrive, and hence gives clues on potential future

purchases. The opportunities for analysis are endless—and therein lies

the problem. Most managers receive too many performance reports

containing too much data. Indeed, the author recently witnessed the

production manager of a small manufacturing business toss a freshly

delivered 200-page performance report into the wastepaper basket with-

out a glance. He explained: ‘All it contains is last week’s absenteeism

figures. I need up-to-date information to manage production, not spuri-

ous figures from the accounting department.’ He recounted that the

company had had a problem with absenteeism in the past, which was

why the measures had been introduced. But that had long ago been

dealt with. He concluded, ‘I don’t need weekly figures any more. I only
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need that report on a by-exception basis. On a weekly basis it is useless

to me.’

Work grounded in the accounting, operations-management, and

organizational-behaviour schools of thought further expose the poten-

tially dysfunctional nature of performance management.22 These litera-

tures suggest that performance measures can:

. lack strategic focus and fail to provide data on quality, responsiveness,

and flexibility;23

. encourage local optimization, for example ‘manufacturing’ inventory

to keep people and machines busy;24

. encourage managers to minimize variances from standard rather than

seek to improve continually;25

. fail to provide information on what customers want and how com-

petitors are performing.26

Another reproach is that the measures are historically focused. Sales

turnover simply reports what happened last week, last month, or last

year, whereas most managers want predictive measures that indicate

what will happen next week, next month, or next year.27 As this litera-

ture consistently demonstrates, each of these seemingly simple activities

results in nested and knotty challenges of performance measurement

that are political as well as practical.

Political Challenges: The Perverse Incentives Problem

The well-known adage, ‘You get what you inspect, not what you expect’,

lies at the heart of the problem of perverse incentives, especially when

performance measures are linked to recognition and reward systems.28

In many organizations, the measures used to judge success define the

rules of the game that people play. Responding to the measures, in

the worst case people act to make the measures look good even at

the expense of the wider interests of the firm. Take a widely used

measure of innovation—annual spend on R&D. It is easy to make

this measure look good—just spend more: pay R&D staff higher wages;

spend more on projects, even if they are known to be blind alleys. In

itself, none of these benefits the firm, but any of them makes the figures

look better. This is a simple example, but perverse incentives are ex-

tremely common.
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Focusing on Measurement in Innovative Firms

We have seen why measurement has become so pervasive and discussed

the political and practical challenges traditionally associated with it. It is

now time to step back from the broad debate and turn to the context of

innovation. As noted elsewhere, innovative organizations can be expected

Measuring Profit, Destroying Value

WF Electrical, a leading UK electrical components wholesaler, grew

at 30 per cent a year throughout the 1990s. By 2000 it had a network

of more than 140 branches across the UK. The board strategy empha-

sized national coverage and consistent service. The intention was

that customers should be able to walk into any branch and receive

the same high-quality service. The measure of success was branch

profitability: each branch was a profit centre, and the branch man-

ager’s bonus depended on the profits it generated.

The behavioural consequences were fascinating to behold. Branch

managers regularly competed for orders. Aware that the manager

who booked the sale earned the profit generated on the order, cus-

tomers would phone three different branches and provoke a bidding

war. As well as undercutting each other on price, branch managers

pursued even more extreme tactics to retain orders. Electricians are

mobile entrepreneurs, often working the length and breadth of the

country. A Newcastle electrician, for example, might have a job to do

in central London. However, he would still order components from

his local branch, typically phoning to request delivery to site the

next day. In turn the Newcastle manager would order the compon-

ents by overnight express delivery from the central distribution

warehouse, which happened to be in north London, and promptly

load them in a van for transport back to central London.

Clearly the 600-mile round trip not only adds no value, it actively

destroys it. Yet it was common practice at WF, because people’s

bonuses depended on it. The measurement and incentive schemes

encouraged perverse behaviour. This is a simple but by no means

extreme example. Even in organizations that think themselves to be

rational and sophisticated, the rules of the game often provoke

significantly counterproductive behaviour.
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to display a high degree of creativity, an open and inclusive culture, and a

desire for exploration as well as exploitation.29 Larger organizations are

increasingly moving to a paradigm of open innovation, seeking to acquire

knowledge and ideas frommany different sources across the globe.30 They

are also adopting loosely-coupled control structures, with distributed lead-

ership.31 How does measurement sit within such an environment?

We need to start by considering how the measurement drivers we have

already identified apply to innovative organizations. For both internal and

external reasons, the move to more innovative organizational forms is

likely to increase rather than reduce the demand for measurement. As

organizations rely more and more on innovation to compete, they move

to a world that requiresmore knowledge work, and where intangible assets

are increasingly important. To assess future rates of innovative output,

investors will demand more information about the firm’s investment in

intangible assets. Clearly, this issue poses a major research challenge, since

by definition intangible assets are hard to identify, let alone measure and

value. Addressing this question is a major concern for the investment

and accounting communities globally.

Similar arguments apply to the internal factors. As organizations move

to open innovation models, with increasing reliance on networks and

geographically dispersed teams, the requirement for new forms of coord-

ination and measurement will increase. Co-location makes it far easier to

understand what others are doing and how they are performing. As or-

ganizations shift to dispersed and/or networked forms, the centre will seek

to imposemechanisms for coordination, if not control. Whatever the level

of autonomy permitted, it will require information to flow from local

units and teams to those who are ultimately accountable for the invest-

ment being made in them. Thus, as organizations adopt more innovative

forms, the pressures to measure are likely to grow rather than shrink. It is

highly unlikely that they will abandonmeasurement, even if it is difficult.

What, then, are the dilemmas and challenges that they will need to

understand and overcome to make measurement a friend of innovation

rather than a foe?

The Dilemmas of Measurement in Innovative Environments

At the heart of innovation is the need to experiment, to vary the approach,

and to take advantage of emergent opportunities. Take 3M, a company

that prides itself on its capacities for innovation. It was established by five
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businessmen who set out to mine a mineral deposit for grinding-wheel

abrasives in 1902. It soon transpired that although the mineral deposits

were worth little, the sand produced in the mining process could be used

to make sandpaper. Today 3M encourages all employees to spend up to 15
per cent of their time working on personal and potentially innovative

projects. Richard Branson launched the Virgin empire in 1968 by publish-

ing a student magazine. He then moved on to making and selling records

by mail order and retail, before diversifying into air and rail travel, mobile

phones, and several other areas. SimonWoodroffe, founder of the Yo Sushi

chain, explains how the idea arose from a conversation with a Japanese

acquaintance, who suggested that he open a Japanese sushi conveyor-belt

restaurant populated by young women wearing black PVC mini-skirts.

James Dyson, the UK entrepreneur, tells how he made 5,127 prototypes of

his revolutionary bagless vacuum cleaner over five years before it was

ready to be launched on the market.

Eachof theseexamples illustrates the role thatuncertainty, creativity, and

chance play in the innovation process, elements that formal measurement

systemsstruggle tomakesenseof.Conventionally speaking, theoriginal 3M
investmentwasamistake; inefficiencyterms, the 15percentofpeople’s time

spent on personal projects is waste; the development of 5,127 prototypes is
hopelessly inefficient, while the nature of the inspiration for Yo Sushi and

Virgin is simplyunquantifiable. As these examples show, it is hard to reduce

innovation to numbers, and this gives rise to a number of dilemmas.

Process-related Dilemmas of Innovation Measurement

The first set of dilemmas relate to the nature of the measurement and

innovation processes. Innovation is inherently uncontrollable. Ideas

emerge through chance conversations. Failed activities give rise to new

opportunities. Measurement systems have difficulty coping with such

conditions. If the organization is constantly in flux, the basis of measure-

ment has to change with it. But this means that it is impossible to compare

progress over time, and hence to establish any means of control. As we

have seen, control systems work best with structured, repetitive processes,

where history and previous experience provide a reasonable basis on

which to form views of the future. The less structured and repetitive the

process, the more difficult it becomes to establish systematic controls.

Hence the first dilemma—measurement systems seek to provide control,

but innovative environments may be inherently uncontrollable.
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A second dilemma results from the nature of the innovations them-

selves. Frequently these are unquantifiable and intangible. For example,

how can the idea that resulted in the Dyson bagless vacuum cleaner be

quantified? How can the idea that resulted in a product and/or service

being developed be pinned down? Was it a single idea delivered by an

individual—Woodroffe’s chance conversation—or one that was built cu-

mulatively through a process of trial and error, as in Dyson’s prototypes?

The intangible nature of innovation gives rise to dilemma number two—

measurement systems require quantifiable and tangible constructs, yet

innovations are typically unquantifiable and intangible.

The third dilemma derives from the first two—measurement systems

require targets, but innovative environments make these difficult to spe-

cify. Without targets, control systems founder. It becomes impossible to

ascertain whether performance is acceptable and hence whether correct-

ive action needs to be taken. Yet how can acceptable performance be

defined in an environment that is inherently uncontrollable and revolves

around the unquantifiable and intangible?

The Challenge of Measuring Inspiration

Implicit in the previously discussed dilemmas is that it is important to

think about the source of inspiration for an innovation. Where do ideas

that lead to innovation come from? Companies are increasingly acknow-

ledging their need for open search processes that span functional, or-

ganizational, and geographic boundaries. Within the firm, the

philosophy of kaizen or continuous improvement, for example, recog-

nizes that employees at all levels are liable to have excellent ideas for

product or process improvement and that a key role of management is

to encourage people to share them.32 In a broader context, there

is growing awareness of the need for open and global innovation, and

more specifically of the importance of clusters and national systems of

innovation. The point is that the source of inspiration for new ideas is

rarely an individual. Instead, innovations usually arise from interactions

between different groups of people. Yet, as the case of WF Electrical

illustrates, ill-adapted measurement systems often constrain opportun-

ities for such interactions by encouraging groups to compete rather than

collaborate, giving rise to the fourth dilemma: measurement systems can

hinder cooperation and result in suboptimization (through internal

competition), yet innovative environments require knowledge-sharing

and cooperation.
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As we have noted, an increasing number of organizations are searching

outside their traditional boundaries for new ideas, whether for products,

services,orwaysofworking.33Yetmostmeasurement systemsare internally

orientated. This is dilemma number five: measurement systems tend to be

internally orientated and focused, whereas innovative environments re-

quire anorganization to lookoutwards for ideasbeyond itsownboundaries.

Creating an Innovative Environment

The environment within which innovations occur also needs to be con-

sidered. If freedom and the ability to take controlled risks inspire creativity

in organizations, as is often proposed, how does that freedom sit in rela-

tion to control? If control constrains freedom and creativity and promotes

risk aversion rather than risk-taking, then what role does control play in

innovative environments? Hence the sixth dilemma—measurement sys-

tems can constrain creativity and increase risk aversion, yet innovative

environments require managed risk and creativity.

Behind the invocation of freedom as an aid to innovation is the need to

loosen traditional efficiency controls to allow for experimentation and

exploration as well as exploitation—the concept of ambidextrousness

mentioned earlier. But it is often hard to reconcile the two sides of the

equation. Experimentation and exploration are anathema to a control

system that focuses on efficiency and optimization—the most efficient

means of delivery. Hence the seventh dilemma: measurement systems are

orientated towards efficiency and productivity (the best/most effective

route to a solution), yet innovative environments need to embrace search,

exploration, experimentation, and iteration.

Measuring Innovative Outputs

A further set of dilemmas concern the output—the results of innovation.

Innovation often goes together with adaptability. Organizations that have

learnedtocopewith innovationtendtobehighly fluid,able toadapt rapidly

in response to new and emerging opportunities.34 But measurement sys-

tems can lock organizations into rigid structures and forms, as in the case of

the Western manufacturers that were held back from adopting Japanese

just-in-time manufacturing models by outdated accounting measurement

methods.35 This observation leads to the eighth dilemma: measurement

systems can lock organizations into particular structures and processes, yet

innovation requires rapid response to emerging opportunities.
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Measurement gives rise to an even more extreme dilemma in the face of

market innovation. Market innovation occurs when an organization

introduces an innovation that fundamentally changes the market—for

example, the low-cost airline model originated by Southwest and

extended by easyJet and Ryanair; online bookselling (Amazon.com); Star-

bucks’ reinvention of the coffee house. Innovation requires organizations

to break or at least reframe conventional industry rules, while measure-

ment systems require companies to remain within them. Hence the ninth

dilemma: measurement systems encourage repetition and structure, yet

innovative environments require idea generation. Measurement systems

provide a framework for people to operate in. Innovation requires com-

panies to devise a new framework.

The final dilemma again relates to innovation output, but this time in

terms of time horizon. Measurement systems are invariably concerned

with the relatively short term (this month, next month, this year). Innov-

ations, however, can involve much longer periods, depending on the

clock-speed of the industry concerned.36 For example, developing a new

drug can take ten years or more. Measurement systems that concentrate

on the short term often fail to take into account the potential future

value of such long-term investments, and this is the tenth dilemma—

measurement systems are focused on the short term, while innovation

can provide a long-term payback.

The Fundamental Dilemma: Measurement is Inevitable, yet
Measurement is Flawed

The preceding analyses raise a fundamental issue. Measurement is fraught

with practical and political challenges in all environments. It poses par-

ticular challenges in innovative environments, where we have identified a

series of dilemmas. Yet at the same time, measurement is unavoidable. The

internal and external pressures on managers to measure and report are

growing and will continue to do so. So managers, particularly those sys-

tematically attempting to innovate, are faced with a situation in which

measurement is inevitable, yet measurement is flawed. How then is the

reflective manager to react? Given its inevitability, how can measurement

be made more useful in such contexts?

Much of the preceding analysis reflects the traditional assumption,

derived from the engineering-control school of thought, that a measure-

ment system is a means of control. Managers set a target, monitor
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performance, observe deviation from the desired outcome, and take cor-

rective action. Using measurement systems in this way is one of the

reasons why organizations encounter the practical and political problems

that they do. Measurement systems used as controls set up gaming and

manipulation, as the measures become the de facto purpose. Individuals

worry about how to deliver predetermined performance levels, particu-

larly when they cannot influence the system in which they operate. The

result is endless negotiations about the validity of the measures, the ‘right’

targets, and the quality of the data. Junior managers try to negotiate

targets down, senior managers to put them up. Information and even

pots of resources are hidden from the rest of the organization to serve

‘for a rainy day’. Inevitably, the process becomes politicized, and

those who can’t do so any other way manage the system by ‘cheating’—

delivering the numbers at the expense of the broader interests of

the organization.

In the context of innovative organizations, it is the notion of control

that underlies many of the dilemmas identified previously:

. the desire to control the inherently uncontrollable (dilemma 1);

. the need to quantify the unquantifiable (dilemma 2);

. therequirementof tangible targets for intangibleprocesses (dilemma3);

. the need for knowledge sharing and cooperation, not competition

driven by the desire to optimize locally (dilemma 4);
. the need to search for ideas outside the organization’s boundaries

hindered by the internal focus of control (dilemma 5);
. the need for managed risk and creativity stifled by the fear of failing to

deliver (dilemma 6);
. the need for search, exploration, experimentation, and iteration, not a

continual focus on efficiency and optimization (dilemma 7);
. the need to break the rules, not simply conform to them (dilemma 9).

An alternative conceptualization is to think of measurement not as a

control but as a learning system. Innovative organizations require

exploitation—they have to deliver current products and services

efficiently and effectively—and for this they require controls. But innova-

tive organizations also have to explore—they have to search for new

products and services, and identify more efficient and effective ways of

delivering them. Exploration requires learning. It requires managers to

legitimize processes of experimentation and reflection. Measurement sys-

tems can facilitate these processes in several ways.
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What to Measure and What Not to Measure; and Where?

As this chapter has shown, there is a natural tendency of managers to

wish to control; and, in controlling, to measure. What this chapter has

also demonstrated is that that may not always be for the good, especially

where innovation is a prime concern. Measurement may actually get in

the way of helping create a context for innovation. However, it is just

not practical, or desirable, to give up on measurement. Managers do

need to know what is going on. So a key question is: what do managers

at different levels really need to measure, and what do they not need to

measure? It is much easier to err on the side of measuring more

rather than less. This is always a problem, but even more so where

innovation matters.

In innovative contexts, two challenges become really crucial. First, to

understand what needs measuring and what does not. Second, to manage

effectively without complex and extensive measurement systems. This is

not easy, and research done so far provides glimpses of solutions rather

than prescriptions. But these glimpses are useful.

Top managers need to keep it simple

In her work on the management of fast-moving hi-tech industries, Kathy

Eisenhardt found that in the most successful organizations the top man-

agement excelled at discerning what the critical measures needed to be,

but they did not crowd the measurement arena.37 Typically they focused

on some key but essential ‘simple rules’. The argument of Eisenhardt and

her colleagues is not that these are the correct ones, but that managers

need to focus on deciding which are the most appropriate ones given the

circumstances. They then ensure that these yardsticks are absolute. After

that they allow latitude to front-line managers. In effect, they are saying,

you get on and manage, especially you get on and innovate, but ensure

you deliver against these absolutes. At one and the same time that deter-

mines: (1) the focus of front-line managers; (2) the focus of top manage-

ment on what they need to be primarily concerned about; and (3) what

they need to measure. The difficulty, of course, is precisely in distinguish-

ing between what really does and does not matter. This focuses the issue,

in turn, on the strategy of the organization to achieve the sort of innov-

ation required. It also focuses attention on what top management can

expect to be able to control and what it cannot.
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The Implications for Strategic Management of Innovative Organizations

We have already established that top managers are not well placed to

manage the front line of innovation. That must be left to those closest

to the markets or to the technologies. But if they are to become experts in

devising the ‘simple rules’ discussed above, what is their role in managing

the process of innovation? The feedback they will get will be against the

key measures that they have established. Their responsibility is, then, to

allocate resources at their disposal to ensure that these key objectives are

met. Eisenhardt has collaborated with other researchers to try to under-

stand how top management administers its available portfolio of re-

sources.38 Their conclusion is that in allocating and reallocating

resources strategically amongst the portfolio of businesses, or business

activities, at their disposal, top managers need to be able to discern

which parts—or modules—of their organization are most likely to be

able to take advantage of opportunities that arise.

If they are to focus the activities of business units on a particular market

or technological area of innovation, they also need to be aware that, across

their portfolio, they need to balance such resources in such a way that they

can retain organizational units at an optimum size and dynamism to take

advantage of the competences they have. While they should avoid be-

coming over-involved in themanagement and control of those units, they

need to understand them well enough to spot where resources for new

innovative opportunities can be allocated. Their job is not the day-to-day

control of these units, but the strategic allocation of resources.

So here we come back full-circle to the need for simple rules. How is it

likely that they can decide on which resources match which modular

opportunities? It is not likely to be on the basis of detailed reporting

criteria. It is much more likely to be on the basis of understanding just

what matters most in ensuring the firm can take advantage of the oppor-

tunities afforded by the matching of the changes in their dynamic envir-

onment and the competencies of each business unit. The upshot of this

logic is that in innovative organizations, organizing for innovation may

mean establishing a modular organization where resources can be moved

around rapidly to take advantage of the opportunities. And to do so, top

management needs to be critically aware of the relatively few keymeasures

that matter to gauge this.

However, measurement for innovation does not just take place at the

top level. It also needs to take place at the front line of management. And

here, maybe, some other lessons need to be learned.
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Reconceptualizing Measurement as a Learning System

Anymeasurement process has two separate phases—designing the system,

and operating it. The design phase offers an opportunity to debate and

identify what matters most to people in the organization. Recognizing the

plurality of organizations, and encouraging those who do the work to help

decide what should be measured, and how, is an important means of

developing shared understanding of organizational priorities. That it con-

stitutes a valuable learning process in itself is well recognized; many

practitioners comment that the process of devising a measurement system

is at least as valuable as the system that results.39

A fundamental aspect of design is identifying measures that encourage

appropriate behaviour—effectively reversing the problem of perverse in-

centives. In all but the exceptional firms managers tend to revert to the

easy to measure—as Ansoff put it, ‘Corporate managers start off trying to

manage what they want, and finish up wanting what they canmeasure.’ A

classic measure for innovation is the percentage of revenue deriving from

new products. At first sight this seems a sensible indicator of innovative-

ness, at least in terms of product innovation. New product revenues

appear easy to measure. However, this is where the doubts set in. In

practice, firms often struggle to define a new product. Should variants of

existing products be classified as new? Should old products in new pack-

aging count? Are old products sold in new markets innovations? For how

long should products be classified as new? The problem does not end

there, for ‘simple’ counts such as new product revenues ignore other

important dimensions of innovation performance such as process and

organizational innovation.

An alternative is to measure factor inputs. This is the basis of the DTI’s

R&D scoreboard,40 which measures percentage of revenue invested in

research and development. As we have seen, however, as a measure this

has the disadvantage of ignoring qualitative aspects. It simply assumes

that more is better.

This is not to say that measuring new-product revenues or R&D spend-

ing as a percentage of revenue is necessarily wrong. The essential point is

that measures are context-specific, and in devising themmanagers need to

bear in mind both the context and the nature of the signals they wish

to send to the organization. If their perception is that people are not

bringing forward enough risky projects, they may want to measure the

percentage of projects that fail, thus legitimizing project failure, at least to

some extent. Conversely, if the aim is to stimulate more collaboration
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with suppliers, a measure of the proportion of projects co-developed with

suppliers might be more appropriate. Suitably chosen and designed per-

formance measures can encourage and legitimize desired behaviours, just

as bad measures generate unwanted ones. If the right people are

involved in selecting and designing the measures, the shared learning

can be significant.

Managing through Measurement

For many managers, someone else will handle the design phase of the

measurement process. Once decisions have been made and measures put

in place, however, managers will receive reports on a host of different

performance dimensions—profitability, budgets, revenues, costs, cus-

tomer and employee satisfaction, operational efficiency, health and safety,

environmental performance, quality levels, supplier service, market share,

lead times—for both NPD and manufacturing. Potentially, the list is end-

less. The problem is that many of these reports contain data that do not

readily facilitate learning. How can they be converted into insight that

does?

By Thinking in Terms of Performance Planning, not Performance Review In

most organizations, measurement forms the basis of performance reviews,

which are historic or backward-looking and—either implicitly or

explicitly—designed to put people on the defensive. Often, performance

reviews involve people justifying why performance is as it is rather than

how it can be improved. This is even embedded in the language: a ‘review’

explores the reasons why something is as it is.

It is more productive to think in terms of planning sessions to explore

how performance might be improved. Take the example of a health and

safety manager at an oil major who had prepared an update on health

and safety for the board. Having been allotted a thirty-minute slot on the

agenda, he had put together twenty slides showing there were no out-

standing problems. Taking an exception-reporting stance, he could have

delivered his steady-as-she-goes message in three minutes rather than

thirty and freed up valuable time. Why didn’t he? The manager replied

that he couldn’t make a statement like that without providing the back-

ground data. His superiors would demand the information anyway, so he

might as well present it at the start.
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Why should this be the case? Why do organizations appoint people

to positions of responsibility and then expect them to provide data to

justify statements that clearly fall within their area of competence? Of

course, data are important to form views and opinions about issues, but

as Power notes in his work on the ‘audit society’,41 there is a related

issue of trust. In this case senior executives were apparently unwilling

to trust the manager without seeing the underlying data. The compul-

sion to use data to micro-manage from on high is strong in many

organizations, often with extremely damaging consequences. If the

approach emanates from the board, there is a real danger that it will

colour the working of the entire organization.

By Asking for Answers, not Data Why do people get sucked into

performance reviews rather than performance-planning sessions? Very

often, because that is how the meetings are structured. Rather than

information, most performance reports consist of large amounts of raw

data that executives are expected to analyse during meetings. Today’s

sophisticated information infrastructures only compound the problem.

While it is easy, and tempting, to develop new performance reports

drawing on the copious data amassed in a data warehouse, they are often

as short on analysis as they are long on numbers.

By Building the Capability of Performance Analysts Many companies are

appointing performance analysts, increasingly not just to manipulate

performance data but also to interpret and present the numbers in a way

that engages and provides insight to others. A useful analogy in this

context is journalism. When presenting a story, the journalist carefully

identifies the ‘hook’ or headline that will capture the reader’s attention

and then flushes out the detail in the small print. So with performance

reports: being clear about the headline—the main message behind

the story—makes them much more valuable to readers. To continue the

analogy, as in journalism, the individual analyst will need to work within

clear ‘editorial guidelines’ set by the board.

By Thinking in Terms of Systems Recent literature on measurement

frameworks such as the balanced scorecard and the performance prism

highlights the importance of thinking in terms of systems.42 Systems

thinking in management is not new, but these frameworks put
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fresh emphasis on the links between the measures of performance that

companies use in different functions and departments. Clearly, functions

rely on each another. Marketing relies on operations, operations on

human resources, HR on finance, and so on. Yet when it comes to

measurement, these interdependencies are often ignored. Each function

concentrates on its own data. But this functionalization ofmeasurement is

a mistake. Everyone intuitively understands that a downturn in employee

satisfaction is likely to affect customer service, or that an operational blip

will damage financial results. Making the most of measurement data

requires recognizing these interactions. Rather than operating in

functional silos, managers need to use measurement data to understand

the big picture. Thinking in terms of systems is an essential guide to

understanding this complexity.

Solving the Performance Puzzle: Numerical Crosswords

Data overload, said David Coles, former managing director of DHL

UK, is like ‘numerical crosswords’. He described how his board

spent a significant part of its meetings trying to solve the clues by

linking up data contained in separate performance reports. Direct-

ors would search for meaning in the data and then suggest rela-

tionships between, say, new service introductions and subsequent

sales volumes.

Uncomfortably aware that these were too often personal opinions

rather than systematic analysis, however, the board decided that a

more productive way of running its meetings was to focus on review-

ing answers to questions central to the welfare of the business in-

stead of raw performance data. Directors drew up a list of a dozen

questions that they agreed they needed answers to by the end of each

meeting—are we going to meet our financial targets, how are our

customers feeling, how are our people feeling, are we building suffi-

cient capacity today to ensure we can operate tomorrow? Once the

questions were formulated, performance analysts were tasked with

recasting DHL’s performance data as answers to the questions rather

than raw data. The board’s role then became one of critiquing the

quality of the analysis and debating its implications for the business.

This approach enabled directors to move away from using measures

as controls and instead stimulate shared learning between them

about the challenges and issues facing the business.
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Conclusion

Innovation is essential to the long-term competitive success of both firms

and the UK as a whole.

Yet it also poses important challenges. Insofar as the processes of innov-

ation differ largely from the processes of optimizing present efficiencies,

managing innovation through traditional measurement approaches is

problematic if not counterproductive. As Chapter 5 illustrates, innovation
is difficult to control, andmany of its determinants are unquantifiable. Yet

measurement systems are expressly designed to control and quantify.

Innovation requires search and cooperation. Yet poorly designedmeasure-

ment systems often result in dysfunctional behaviour that promotes

competition and destroys cooperation. Innovation requires experimenta-

tion and the legitimization of failure to encourage learning. Yet measure-

ment seeks to reduce variation, maximize efficiency, and (in essence) to

punish failure.

On the other hand, abandoning measurement is not an option. The

necessity to measure is not going to go away. If anything, internal and

external pressures on organizations to measure and report are growing,

not least in the light of recent regulation and legislation. The challenge for

managers therefore is to find a way of squaring the circle. At the heart of

this chapter is the suggestion that we need to reconceptualize measure-

ment as a learning rather than a control system. Four simple principles—

think in terms of performance planning, not reviews; ask for answers, not

for data; build the capability of performance analysts; and think in terms

of systems—go a long way towards resolving the innovation dilemmas.

Measurement data used and analysed in this way can provide valuable

insights into what is and what is not working, thereby provoking the

search for new and better ways of operating. Appropriately designed and

deployed measurement systems can thus facilitate and support innov-

ation rather than stifle it.
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7
Adopting Promising Practices

In Chapter 4 we discussed the potential importance of high-performance

work systems and questioned why organizations so often fail to exploit

such apparently successful practices. In this chapter, we argue that identi-

fying and choosing practices to adopt is deceptively unstraightforward.

For managers to be successful, they must be both reflective about the

issues of applying management practices in general, and mindful of

the key elements of the particular practice. They must also understand

the specific local organizational context and how it affects processes of

adoption and implementation.

Many of the insights about ‘best practice’ may at first sight appear

obvious. However, we have found that in reality there are many pitfalls

in the path of managers seeking to import advanced new practices into

their business—witness the high proportion of change initiatives that are

ultimately judged disappointing. Potential pitfalls in the successful inte-

gration of promising practices include:

. adopting practices simply because everyone else is doing so (the dan-

ger of following fads);
. adopting only the easy elements of practices rather than the difficult

and crucial core (the danger of ‘picking only the low-hanging fruit’);
. the tendency constantly to introduce new practices without success-

fully following through on implementation (the danger of becoming a

‘flavour-of-the-month’ organization).

Furthermore, many initially successful initiatives run out of steam as

people slide back into old habits before change has been fully integrated

into the routines and systems of the organization and become part of the

taken-for-granted norms.



Still, while there are numerous challenges and dilemmas in adopting

new practices, there are also dangers in failing to recognize the need for

change. In an earlier chapter, we noted that although the UK possesses

some excellent firms and managers, there are too many poor performers,

while national levels of productivity and innovation lag those of compar-

able national economies. One potential cause of this underperformance is

complacency. Senior managers’ perception of their organizational capabil-

ity is often strikingly at odds with what a visitor sees on a tour of the shop

floor. It is not uncommon to be told that an organization is approaching

best in class, and then to find standard good practices missing or incom-

pletely deployed, and the resulting performance well off the competitive

pace. The problem may be particularly acute in the UK. Compared with

their actual competitive performance, UK managers are far more likely to

overestimate their capabilities than counterparts in the US or Germany.1

Moreover, managers seeking to make a difference to the performance of

their organization cannot allow the difficulties of practice adoption to

stifle needed improvement.

Our purpose in this chapter is to articulate a series of questions that the

thoughtful manager needs to reflect on when confronted with the need or

opportunity for change. Among the fundamental challenges surfaced are:

. initial identification of promising practices for attention;

. evaluation of potentially significant practices for their core character-

istics;
. the need proactively to review organizational requirements and con-

front complacency;
. difficulties in assessing the prospects for putting the practice into

operation;
. the fundamental issue of sustaining and embedding new practices so

that they become part of the organization’s day-to-day routines.

In most organizations, new ideas are constantly bubbling to the surface.

Confronted with all the possibilities, managers can all too easily feel either

paranoid about the need to jump on the latest bandwagon or inadequate

for having missed it. Managers are faced with ideas with important-

sounding abbreviations or acronyms (MBO, CRM, BPR, IJVs, TQM, 6s,
JIT, MRP, MRPII, ERP, HPW, CSR, and 360o to name a few from recent

years) or in the shape of specially constructed ‘-ing’ words (downsizing,

offshoring, outsourcing, benchmarking, decentralizing, partnering, and

organizational learning)—labels that say little about the real content of

the practice or its effectiveness in the context of their business.
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Research on the how management practices are adopted suggests that

new ideas tend to go through a period of enthusiasm and glorification

before falling from grace and being relegated to the status of ‘management

fad’, to be replaced by the next ‘big thing’. ‘Fads’ become common cur-

rency for a while, but then lose their potency as perceived ‘best’ practice

and fall out of fashion.2 The impression given is that the idea is based on

weak underlying logic and so has little lasting value.

However, the fact that a practice label ceases to be used does not neces-

sarily mean that the ideas were, or are, worthless.3 When practices that

work effectively become embedded in organizations, they become part of

the day-to-day routines and the style and culture of management. The

branding or labelling of the practice becomes less important, to the point

where it often disappears. A case in point is Business Process Re-

engineering (BPR), which was taken up by many organizations in the

1990s. Today, few companies are explicitly re-engineering their processes.

Over time, organizations have drawn on the initial ideas of BPR, adapted

them, learned what parts of it are relevant to their day-to-day business,

and incorporated them into ‘the waywework around here’.While some of

these practices have brought longer-term value, others have failed to live

up to their initial promise. So how does amanager go about distinguishing

between the two?

We believe that while the rationale behind some practices is weak,

others do have the potential to make a positive difference. Studies have

found a broadly positive relationship between the use of some practices

and operating and business performance.4 Practices that have led to major

benefits when properly implemented include high-performance work

practices, scenario planning, collaborative practices, lean manufacture,

service recovery, and six sigma, to name a few.

We argue that by identifying and developing promising practices, and

once developed and adopted, by embedding, sustaining, and renewing

them, companies can gain significant advantage. One of the best (and

best-known) examples has been the transformation of Toyota through

lean production. After the Second World War, Toyota set out to transform

itself through a journey that is still continuing. It built on practices devel-

oped elsewhere. For example, managers studied American production

methods, in particular Ford’s mass-production systems, and the statistical

quality control practices of Ishikawa, W. Edwards Deming, and Joseph

Juran. The attention to operations was complemented by equal care

for how work was organized and managed. Over a period of twenty

years, managers developed and continually refined a complex web of
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new practices, tools, and techniques that became known as the Toyota

Production System (TPS). Toyota’s interlocking management practices

have provided a significant advantage to the company in areas such as

product quality, production efficiencies, and bringing new models to

market.

The principles of TPS have been generalized under the label ‘lean pro-

duction’. Companies all over the world, initially in manufacturing and

more recently in services, have adopted lean-production practices. How-

ever, this does not mean that Toyota has lost its substantial advantage over

competitors—far from it. First, the company continues to hone its prac-

tices through continuous improvement. Secondly, it has aggressively

deployed TPS, not just in its own plants worldwide, but across its entire

supply chain.5

Toyota illustrates powerfully not only how one company can gain lead-

ership by developing new practice, but also how it can sustain its position

by deploying and embedding them across the extended organization, and

by continuous development.

That’s the good news. The less good news is that there are no short cuts

or off-the-shelf formulas for practice adoption—after all, Toyota has been

developing lean production for forty years. The essence of introducing and

managing new practices, therefore, is a highly reflective and mindful

approach. In the next section, we examine what this means.

Reflective and Mindful Management

The complexity of identifying and developing promising practices is well

illustrated by the area of collaboration, one that is highly relevant to UK

competitive performance. Collaborative relationships (alliances, partner-

ships, joint ventures, and networks) have become increasingly common

over the last decade and a half as managers seek new ways of accessing

resources or expertise, promoting learning, or gaining strategic advantage

over rivals: high-profile examples include airline alliances such as One-

world and the Star Alliance. Governments and institutions such as the

European Union have also seen the advantage of collaboration, sometimes

promoting partnerships by making membership a condition of funding

schemes and contracts, or sponsoring regional and industry-specific net-

works: the Scotland-wide Creative Entrepreneurs Club for very small busi-

nesses in the creative industries, and the North West (England)

Automotive Alliance are two examples. However, by no means all
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collaborative relationships live up to expectations. According to follow-

up studies, it is often the context of the companies that prevents collab-

oration from paying off. Contextual issues include differences between

partners in terms of goals, cultures, decision-making structures, and

power, as well as logistical complications and internal changes among

partners.6

Not surprisingly, both managers and policy-makers have been eager to

establish the nature of good practice in alliance and network manage-

ment, with a view to developing practical guidance on ‘how to do it’. A

typical government approach has been to support research to identify and

document successful partnerships. There are also many ‘how to’ guides

published by government agencies and consultants. However, studies

show that while best-practice descriptions are useful in generating ideas,

managers are frustrated by their lack of direct applicability to the com-

plexity of their own situation. This complexity leads to difficulties in

understanding what really makes for good management practice. What

success means can differ between partners—a good outcome for one may

be disappointing for another. Pinpointing the reasons for success and

establishing whether they can be replicated are also problematic. The

conclusion is that the passive sharing of stories and use of simple practice

guides are unlikely to lead to significant steps forward in developing

practices for collaboration.

The challenges organizations face in the complex process of identifying,

assessing, choosing, and implementing promising practices can lead to

ambiguity, uncertainty, and apparent internal contradiction.7 To make

matters worse, managers have to address these ambiguities in an organ-

izational context in which strategic shifts can happen imperceptibly, and

limited resource, bias, collective culture, and pressures to conform inevit-

ably militate against reaching fully rational decisions.

Making progress in these circumstances brings into play two themes

that form a central thread of this book. The first is what it means to be

an exceptional manager, that is, one that makes a difference; the sec-

ond is being mindful in considering new ideas rather than just

following the crowd. ‘Making a difference’ in this context means ac-

tively managing and making judgements based on thoughtful, reflective

practice. In turn, reflective management is a three-pronged exercise in

understanding and reflecting on the general issues involved

in applying management practices; considering management practices

in their specific local context; and taking action based on considered

managerial judgement.
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Reflecting on the general issues and considering the local context are

essentially ways of rehearsing what happens when a practice is put into

operation.8 It is possible to rehearse at various levels of depth depending

on the situation, ranging from very detailed formal analyses in cases where

heavy investment is needed at one extreme, to cultivating a general

awareness of issues at the other. As we shall see in Chapter 9, managers

need to approach the decision-making process with a combination of

intuition and insight, judgement, and rationality, and there are various

techniques to support this end.

The idea of ‘mindfulness’ throws light on what reflective management

might achieve.9 Mindfulness is a state of awareness characterized by

openness to new information and an appreciation of multiple perspec-

tives. Mindfulness requires resistance to oversimplification, resilience

(bouncing back from failure), and open-minded enquiry about new

practices, including the proactive search for alternative views. Mindful

managers are able to make a distinction between the practices

themselves and the situation in which they are applied. A healthy

scepticism about simplistic solutions and conclusions is essential, since,

as we shall see, even the most clearly defined technical practice cannot

normally be considered in isolation. On the other hand, the ability to

simplify temporarily is also necessary in order to make particular issues

manageable.

In the remainder of the chapter we highlight a set of issues that man-

agers need to consider as they evaluate emerging ideas and practices.

Key Issues in Adopting Practices

Understanding Practices as Bundles

Even the simplest practice rarely stands in isolation from others. Usually,

there is strong complementarity between several practices that combine in

a practice ‘bundle’. For example, as we saw in Chapter 4, the high-

performance work (HPW) model includes a bundle of human-resource

management (HRM) practices that are in turn composed of a number of

individual activities. In operations management, lean production can be

seen as four broad bundles—just-in-time (JIT), total quality management

(TQM), total productive maintenance (TPM), and HRM—each of which

itself comprises many practices and tools. Bundles tend to be made up not

only of hard, measurable practices, but also of the less measurable values

and philosophy that underpin them. Practices within and between such
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bundles often support each other, so the benefits of each are realized only

when all, or a significant set of them, are in place.

The challenge here is to go further than simply ‘picking the low-hanging

fruit’—the easiest elements to adopt. Picking and choosing among parts of

the set may well do more harm than good, incurring costs without bene-

fits. For example, to be successful many new-technology practices require

parallel changes in human-resource and work practices. JIT demands

changes in work organization and practice alongside concurrent imple-

mentation of operations and logistical techniques. Thus, smoothed pro-

duction requires process quality management and small batch sizes; and

the latter in turn requires progressive reduction in set-up times.

A growing body of experience suggests that certain ‘foundation prac-

tices’ must be in place before other parts of a bundle can take effect.

Typically, these are associated with quality and people management:

hence the emphasis in Chapter 4 on the crucial importance of an organ-

ization’s employment-relations context. For example, in adopting the

complex bundle of practices that make up lean production, the willing-

ness of employees to embrace change and the quality and stability of

processes are essential foundations. Without them, changes in both phys-

ical and organizational practice may fail, and companies may have to

abandon their programmes or start them all over again from the begin-

ning. A key challenge for managers is thus to understand how practices

work together so that they can put in place the full set in the right

sequence.

In broad areas of management such as innovation, organizational

learning, or strategic transformation, however, managers may sometimes

need to take the opposite approach. Where initiatives cover a multitude

of different and often hidden activities, incorporating tools and tech-

niques such as innovation programmes, company-based courses, or scen-

ario planning, it is important to understand how to unpack the bundle.

One way to do this is to think of an area of management concern as a

combination of overlapping sub-practices or themes;10 each of these

may be complex and challenging in its own right, but is more manage-

able both conceptually and practically than the whole. So, to return to

the earlier example of building collaboration, managers might break up

the process into the overlapping sub-practices of choosing a partner,

forming goals, building trust, and so on. Of course, being a means to a

larger end, none of these can be operationalized in isolation, but in

implementation planning it may prove helpful temporarily to consider

them separately.11
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It is important to understand the systemic implications of the bundles,

and to explore from both the bottom up (building up the bundle) and the

top down (unpacking the bundle). There are complex interactions among

even seemingly well-defined technical practices, and breaking down broad

areas of managerial practice into simpler and more manageable chunks

can help here. Where practices are interconnected and interdependent,

managers should beware the pitfalls of partial or selective implementation

of the bundle, and in particular of neglecting the parallel changes needed

in organization and work practices. In particular, many bundles are built

on foundation practices that are a prerequisite for the successful adoption

of the rest of the set.

Identifying Practices

In the field of medicine, identifying promising new practices is a well-

defined exercise. For many conditions, a clinical need gives rise to research

in an industry or university setting, which eventually yields a product or

technique that can be developed, tested, and if successful widely adopted.

Alternatively, when a piece of fundamental research is recognized as hold-

ing potential for practical development, the process starts from the other

end. In the field ofmanagement, practices frequently result from processes

of emergence and gradual recognition, which are generally much harder

to see. Often discoveries are serendipitous rather than deliberate. Practice

frequently precedes theory, rather than the other way around, so organ-

izations seeking innovative practices need to search in a variety of differ-

ent places.

New practices often develop inside organizations. However, their emer-

gent property sometimes means that even managers already using them

fail to recognize them for what they are until they are obliged formally to

articulate the process for external consumption. This was the case for

executives at Robert Wiseman’s Dairies and Scottish & Newcastle Brewer-

ies when their companies were shortlisted for a corporate citizenship

award. Senior managers from both companies interviewed during the

assessment process remarked that they had only become fully aware of

what practices and howmuch of their company’s activity could be viewed

as corporate citizenship as a result of preparing for the interview.

Most companies will have good and promising practices within their

organization. Recognizing them provides the opportunity for developing

them further, and to formalize and make effective ones more explicit.

In the above example, senior managers became aware opportunistically
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of their good practice in corporate citizenship. Even better is active scan-

ning for internal good practice with the potential for development and

wider deployment. Isolating promising practices within the firm is a first

step to evaluating, developing, codifying, and finally deploying them

across the organization.

Promising new practices may also emerge directly from consultancies or

academia. Many new approaches to operations management have derived

from innovative attempts by companies to solve particular problems,

sometimes relying on third parties such as academics or consultants to

‘codify’ and disseminate them. For example, the first major codification of

lean production was an academic study of a Japanese motorcycle factory

in the US.12 As with lean production, once practices are articulated and

codified, they can be experimented with and developed further. As they

become established, knowledge about them is often readily available from

a variety of sources, ranging from consultants to industry associations.

Looking to the future, an interesting example of an emerging practice

may be ‘social capital’. In Chapter 10 we describe the way in which Nokia

created strong relationship ties across its internal boundaries in order to

foster the flow of knowledge around the company. These ties are a form of

social capital. As yet the concept has not been widely understood or

adopted by managers, but it is increasingly attracting research attention.

If it can be adequately formulated and generalized for operational use,

social capital management may come to be an important practice for the

future.

Identifying new and promising practices is a key challenge. It requires

active internal and external search for good practices, readiness to spot

opportunities in a company’s operational issues, wide but critical reading,

and competitive intelligence.

Recognizing Promise

Knowing whether a practice has promise means being able to identify

what aspects of practices make the difference, understanding what it has

achieved in different settings in the past and what an organization wants

it to achieve in a new setting.

Understanding the causality between managerial action and practical

outcomes, as discussed in Chapter 1, is central to singling out the practices

and the aspects of practices that havemade—or have potential to make—a

difference. In some areas of management practice, models of cause and

effect are well established and accepted. For example, in service
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management the ‘service profit chain’ (see Figure 7.1) is often used as a

model. Although simple, in many organizations this model has served as a

basis for exploring and evaluating the practices and their impact on out-

comes.13 In particular, some organizations have used the model as a basis

for collecting data to enable them to assess the practices they have put in

place and their deployment across the organization.

However, even with established models and tangible practices, what causes

successful outcomes is not always obvious.14 For instance, are successful out-

comes from high-performance work practices the result of the practice itself,

or the particular circumstances of its implementation (see Chapter 4)? Re-

search has still not been able to clarify whether it is HPW practices that cause

good performance or the other way round—high-performing companies have

the resources and willingness to implement advanced HR practices.

An interesting example concerns ISO 9000 quality certification and its

relationship to total quality management. Research shows that adopting

ISO 9000 seems to be associated with improved quality outcomes. How-

ever, it is usually implemented alongside TQM. When this is so, the

quality improvements seem to be almost entirely linked to TQM, with

ISO 9000 having little extra impact.15 The distinctive benefits of ISO 9000
may be more to do with the market benefits of certification than quality.

What the ISO 9000 and TQM experience tells us is that it is important to

identify the real impact of individual practices.

As we have seen in an earlier chapter, however, measuring performance

is itself often problematic. In most areas of practice, success is a decep-

tively slippery concept. For example, success can be measured in terms of

the substantive outcomes as in Figure 7.1, whether the practice is adopted

and whether it works, or a combination of both. While performance

measures are fairly well established for some of the more mature practices,

there is little agreement about evaluation methodologies for many others.

Judgements about success may also be subject to qualifications. It is im-

portant to look for unintended negative outcomes as well as the expected

positive ones. In addition, outcomes may differ from stakeholder to stake-

holder. Thus, collaboration practices may have different impacts for dif-

ferent parties; many have intended and unintended outcomes for the

Internal
service
quality

Employee
satisfaction

Employee
loyalty

External
service
quality

Customer
satisfaction

Customer
loyalty

Revenue
growth &
profit

Figure 7.1. The service–profit chain
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workforce and organization. Different yardsticks for evaluation may be

required. The Kwik-Fit example (see box) highlights how a dilemma can

arise when the benefits, while positive, turn out to be different from those

expected.

As this case illustrates, apparently successful practices can have unex-

pected negative consequences, objectives can change with circumstances,

and short-term success does not automatically continue into the long

term. In such cases, it is important to ask whether ‘success’ is aligned

with the company’s objectives and contributes to overall competitiveness.

As with offshoring, for many practices ‘promise’ is hard to evaluate in

any clear-cut fashion; to understand the potentially complex benefits of

practices, managers need to ‘triangulate’ data from a variety of sources. As

we have seen, success depends crucially on perspective. Another caveat is

that people often report what they sense others want to hear—or what

they want them to hear—quietly suppressing the bad news or overempha-

sizing short-term gains. In addition, it is important to determine whether

short-term success is a reliable indicator of long-term promise, and to be

sensitive to unintended outcomes. Having a model of the intended cause

and effect (or underlying logic) of practices can help in evaluation. Finally,

managers must establish whether operational success is worth the effort—

that is, it is aligned with the organization’s overall business aims.

Kwik-Fit Financial Services

In 2003 Kwik-Fit Financial Services offshored part of its call-centre

operations to a company in India. Although cost savings were part of

the rationale, Kwik-Fit’s main aim was to ‘dip a toe in the water’ of

the offshoring market, following many of its competitors. A success-

ful pilot would also allow it to pursue other business goals, such as

removing the need for unsociable shifts. After a three-month pilot,

managers found that offshoring had indeed cut costs, but much less

than expected. Nevertheless, they judged the initiative worth pursu-

ing because it had delivered other benefits—for example, releasing

space at its Glasgow premises that could be put to good alternative

use. A year later, however, Kwik-Fit cancelled the deal, managers

deciding that demonstrable success on a number of dimensions

was more than outweighed by the sheer managerial energy needed

to keep it going.
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Fit, Adaptation, and a Firm Foundation

Having decided to introduce a new practice, managers need to consider

the related issues of organizational fit and adaptation. One influential

view is that, particularly for well-established practices, this requires a

two-stage approach. The first stage is to choose the appropriate best fit or

configuration of the practice for the particular context. For example, it has

been found that the best fit or configuration of an enterprise resource

planning (ERP) system will depend on a number of factors, including the

complexity of the business and the stability or otherwise of its environ-

ment.16 Another example is TQM, where some people practices have been

found to fit well across a wide set of manufacturing contexts, while others

such as zero defects or in-process feedback are more appropriate to con-

texts of high product variety and customization, and relatively low prod-

uct volumes.17 In addition, small firms will find some aspects of large-

company practice quite inappropriate. For new and emergent practices,

finding ‘best fit’ may be difficult, for, as we have noted, it is not always easy

to isolate the aspects of practice—or the combinations of practices—that

make the difference.

The second stage is adapting practices to the company circumstances.

Here there is a strong contrast between new and mature practices. Not

surprisingly, when a new practice is emerging, organizations may adjust

them extensively as they go along. In this case, adaptation is as much a

process of learning about, and improving, the practice as of fitting it to its

environment. How far a practice can be adjusted while still remaining the

same practice, and how far it can be adapted before the characteristics that

made it look promising in the first place are lost, is often a matter of fine

judgement.

Withmature practices, it is tempting to start by adapting the practices to

the organization’s context. However, there are number of dangers here.

The first is overconfidence—trying to run before you can walk. In add-

ition, adapting too quickly can mean that core elements of the practices

are changed or dropped, endangering overall success. The final danger, as

noted above, is picking only the low-hanging fruit, ignoringmore difficult

elements that are vital to success. This is what happened to early UK

adopters of just-in-time (JIT) processes, who learned the hard way that

because of the systemic nature of the activities, applying them partially

yielded insignificant or even negative results.18 Thus, it may be better to

begin by adopting the practices in full and only adapt them later in the

light of experience.
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In implementing as in evaluating complex bundles of practices, it is

often necessary to identify ‘foundation practices’. At any one time, a

company only has the resource to address so many new practices. The

expression ‘death by a thousand initiatives’ well describes what happens

when organizations dissipate their energies trying to do too many things

at once. There is a trade-off between the need to implement a complete

bundle of practices and the inability to get to grips with all of them at the

same time. Managers therefore need to consider the sequence in which to

put them into practice. Foundation practices are those that need to be in

place before others are tackled. These are often associated with gaining

process stability and workforce involvement. Identifying these is a critical

part of the process adoption and adaptation.

Addressing fit—what elements of the bundles of practices should we use

in this context—and adaptation—how much should we adapt individual

practices to match the organization—is vital. On the one hand, one size

does not always fit all. Since each organization is unique, practices may

have to be adapted to fit the organization’s context. On the other hand,

too much or impulsive adaptation may put the core of the practice at risk.

Moreover, adaptation needs to be handled differently between new and

emergent practices and mature well-defined ones.

Harnessing Wisdom

A theme of this book is that there are few short cuts to successful manage-

ment. Sensitivity to context, learning, and imagination are central to the

exercise of critical judgement that is its essence. Nowhere is this truer than

in adopting and adapting promising new practices. Some knowledge is

both difficult and expensive to transfer.19 In other areas the choice is huge.

Take for example lean production, a bundle of practices, tools, and

behaviours that is increasingly well defined, with readily available and

effective supporting material. Yet companies still find it difficult to adopt

and implement. Part of the reason is lack of knowledge of what is best fit

and the tacit knowledge needed for implementation. Companies use a

wide range of knowledge-transfer mechanisms to get over this hurdle.

One important source of knowledge is visits to exemplar organizations,

often in Japan. Visits provide validation and a valuable source of ideas.

They do not, however, equip managers with enough knowledge for im-

plementation. Diagnostic benchmarking has played a role both in high-

lighting weaknesses that might be addressed by lean production and in

pinpointing the core practices.
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Another widespread source of knowledge is industry groups, in which

companies share knowledge and experience of practice in operation. The

UK government has promoted industry forums to spread manufacturing

good practice across a range of industries. In some cases, companies at the

top of the supply chain introduce suppliers to the techniques and coach

them in their application. Continuous improvement (an important elem-

ent of lean practice) can then operate across company boundaries—

sometimes to great effect, as the Toyota example shows. As we shall see

in Chapter 8, networks uniting practitioners across one or several organ-

izations have been successfully used to build on experience and develop

the body of knowledge of a practice.20 In an influential early documenta-

tion of the operation of communities of practice, managers found that

repair technicians working on complex IT equipment had better results

when they had the opportunity tomeet and informally discuss issues than

when they operated individually, with recourse only to the official repair

manual. When managers tried to ban the meetings around the water

cooler in the name of efficiency, the results fell off, since the technicians

were unable to tap into the collective experience of dealing with complex

problems that were not codified in the manuals. More formal communi-

ties of learning can be a way of systematizing knowledge and improve-

ments that often remain tacit. They work best, as in the above case, where

the focus is fairly tight and, crucially, where the incentives to share know-

ledge are strong.

The complexity and degree of tacit knowledge required to introduce

new practices has led organizations to make use of experts in a number of

ways. One is as a direct source of support and help, as with consultants or

experts from within similar industries. For example, the Society of Motor

Manufacturers and Traders invited Japanese ‘guest engineers’ to the UK to

support the transfer of knowledge within the industry. Another is using

them to challenge the company and act as stimulators for further adop-

tion and implementation. The process is iterative, practices being con-

stantly refined and new ones added. For example, total productive

maintenance has increasingly become associated with lean production

in recent years. With necessary adaptations, lean practices are being pro-

gressively extended to service organizations.

However, while knowledge about best practice can be transferred in a

number ofways, success is not a foregone conclusion. According to a recent

study,21 learning can be derailed by, for example, uncooperative sources

(guardians of an existing practice refusing to help others), strained per-

sonal relationships between experts and managers, competition between
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source and receiver, overemphasis on innovation (‘not invented here’),

and inadequate copiers, where the managers charged with implementing

a best practice are temperamentally unsuited to absorbing new knowledge,

afraid to change, or excessively focused on preserving their own status.

An organization can’t necessarily control all these factors, but being

aware of them and finding ways to respond may make the difference

between being able to access the buried wisdom or not. Moreover, these

barriers affect not only transfers of knowledge between organizations, but

also within them—an area where management can have a direct influence.

The challenge is to recognize that paper understanding and even tech-

nical knowledge are rarely enough on their own to equip managers for

effective adoption and adaptation of new practices. There is no avoiding

the need to draw on the wisdom and knowledge of others. Learning is a

key element of adoption of promising practices. Being able to demonstrate

that they work is vital for winning buy-in; the knowledge of how the

practice can be made to work in context is a vital part of learning, and

being challenged drives good implementation.

Making it Happen—from Promising Practice to ‘the Way we Work’

The crucial significance of practices is how they impact the way the

organization actually works. When looking to make things happen, it is

important to address the issues of deployment, embeddedness, and sus-

tainability.

Deployment

Companies often pilot new practices in one part of the organization before

rolling out more widely. However, too often they fail to complete the

process. Yet deployment is an essential step on the way to long-term

success. Once new practices have been identified, piloted, and suitably

adapted, a step that is often missed is codification. Codifying practices

makes it easier make sure they are adopted throughout the organization. It

also facilitates the equally important step of embedding.

Embedding

To be effective, a practice needs to mutate from something externally

imposed to an ingrained part of routines and culture. Otherwise it risks

being diluted or rejected. Codification and incorporation in everyday
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routines and processes is one part of embedding; more difficult is integrat-

ing into it the values and culture of the organization. Embeddedness is the

combined result of involvement, communication, training, commitment,

and leading by example. As practices are embedded, they become part of

the ‘way we work’. Indeed, as noted earlier, good practices often seem to

disappear in name as they are absorbed into the fabric of the organiza-

tion—paradoxically, disappearance is thus a sign of embeddedness rather

than the opposite. Embedding is a function of leadership. The signature

practices at RBS described in an earlier chapter are a good example of

practices that have been fully embedded in the organization.

Sustaining

A practice once in place is not static but dynamic. As new people join the

firm and priorities change, managers need to subject practices to renewal,

reinforcement, and review. Some practices evolve and are refined and

developed. Others, for example quality circles, have a life-cycle, so man-

agers need to spot when a practice has served its useful life and how it may

ormay not bemodified or replaced. It is important, too, not to lose sight of

the practices’ original purpose. A cautionary tale is the US aerospace

industry’s botched adoption of strategic sourcing. A central plank of stra-

tegic sourcing is the opportunity to benefit from close working relation-

ships and trust. But during implementation, managers at the top of the

supply chain forgot the longer-term objectives and reverted to the previ-

ous focus on short-term cost reduction. The result was that much of the

benefit from strategic sourcing never materialized. Worse, disgruntled

smaller suppliers started bypassing the large manufacturers and selling

spare parts direct to airline end users, disrupting the supply chain and

depriving the aerospace giants of their lucrative aftermarket.22

Conclusion

Adopting and refining good business practice is a key management re-

sponsibility. But, as we have seen, it is less straightforward than it might

first appear. Interrelating issues of complementarity, fit, context, causality,

implementation, and indeed what constitutes success all help to explain

why even well-established practices often yield disappointing results on

the ground. Success in harnessing all these elements puts a premium on

reflective, mindful management. Reflective management is not a passive

activity. On the contrary, it is purposeful: as indicated earlier, taking action
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is a critical—indeed the most critical—aspect of it. Mindfulness is particu-

larly important in the processes of identifying and evaluating new prac-

tices, in resisting the temptation to follow the herd, and in challenging

complacency.

Notes
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8
Learning in Organizations

The capacity of exceptional managers to learn rapidly is crucial to their

ability to deal with the many challenges we have considered in this

book. Yet, while individual learning is indeed a key building block of

organizational effectiveness, it is not sufficient. Over the last fifty

years, we have built a deeper understanding of how the dynamics of

groups and the structures of organizations can create a context in which

learning may flourish, or indeed where it may decline. In this chapter

we take a closer look at what we know about these contexts for

learning, and at how organizations succeed or fail to use learning

and knowledge as key resources for innovation, productivity, and

ultimately competitiveness.

From the outset, we must critically consider the widely held assumption

that alignment between individual and collective development is a key to

competitiveness. Experience shows that alignment is hard to achieve in

practice: personal agendas and organizational contexts constrain the abil-

ity and willingness of individuals to show and share what they know. The

methods and techniques designed to capture the knowledge and experi-

ence of individuals often fail because they do not resolve the tension

between the organizational need for control (and systematization) and

the basic unmanageability of learning processes. Firms are often incapable

of responding to radical changes in the business environment because the

political agendas that underpin learning and knowing are such that the

insights and experiences of managers and other employees are not fully

engaged and benefited from. An acknowledgement of the political nature

of organizational knowledge is crucial if managers are successfully to

manage these processes.



Our central premise is that learning is an important bridging concept

which links the firm with its external environment; the strategic with

operational levels of the organization; and past experience with current

practice. Yet to realize the potential of learning, it is necessary to decide

whose knowledge is most important, how individual knowledge can best

be translated into organizational knowledge (and vice versa), whether the

most useful forms of knowledge can be managed in systematized ways,

and what weightings should be given to knowledge derived from the top

or bottom of the organization. These are essentially political issues, and

the theories and examples put forward in this chapter are intended to help

managers to recognize and resolve the challenges arising from them.

We believe that a critical way for managers to make a difference is to

maximize the potential of individual and organizational knowledge. To

see how this can be done, we examine three concepts that have

gained currency since 1990—organizational learning, knowledge

management, and the development of dynamic capabilities. In each

case, we look briefly at the underlying principles, give examples of how

the practice has developed, and summarize the lessons that can be learned

from them.

There are close links between this chapter and several other parts of the

book. It draws on the need for organizations to adjust to external compe-

tition, often involving major strategic change (Chapter 3); it looks at some

of the sources and implications of innovation (Chapter 5); it challenges
managers to be discerning about apparently ‘promising practices’ (Chap-

ter 7); and it flags issues of both horizontal and vertical communication

which are developed further in Chapter 10.

Organizational Learning

In the early 1960s the idea first surfaced that organizations might learn in

ways that were similar to, yet independent of, individual learning. Re-

searchers noted that organizations adopted routines and operating pro-

cedures that evolved over time in response to cumulative experience and

crises, and that these could embody both history and complexity which

were beyond the awareness, or intentionality, of any individual.1 Other

academics began a debate about whether the most valuable learning

comes from incremental improvements or as radical response to major
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crises, a debate that is still reflected in the literature on corporate strategy

and innovation (see Chapters 3 and 5).
The next major contribution came from the work of Chris Argyris and

Donald Schön in the late 1970s.2 They, too, highlighted the difference

between incremental and radical forms of learning, arguing that organiza-

tions needed to develop greater capacity for the latter. They called this

‘double-loop’ learning, involving the detection and correction of error

resulting in modification of an organization’s underlying norms, policies,

and objectives.3 They suggested that organizations generally fail to grasp

the challenge of ‘double-loop’ learning because managers are unwilling to

acknowledge the nature and consequences of bad news, poor perform-

ance, or organizational shortcomings. Instead, they set up ‘defensive rou-

tines’ to protect themselves, resulting in a gap between their espoused

views and what they actually do in practice. For example, senior managers

may espouse radical and critical thinking, but then punish subordinates

whose suggestions are too radical or critical of current practice.

Although well-known, the theories of Argyris and Schön are often criti-

cized for being naive and impractical because they neglect the impact of

wider organizational systems. These issues were tackled a decade later in

Peter Senge’s 1990 book, The Fifth Discipline, which popularizd the idea of

the ‘learning organization’. Senge argued that learning had to be organ-

ization-wide and not just based around the behaviour of enlightened top

managers. His model included five elements:

. personal mastery—all employees need to develop their own skills

through training and education;
. mental models—following Argyris and Schön, managers must exam-

ine their own assumptions for potential discrepancies between theory

and practice;
. team learning, stressing greater awareness of how teams and groups

work and the behaviours that can support or undermine collective

learning;
. shared vision—encouraging creative ideas that can inspire the organ-

ization and its members;
. ‘the fifth discipline’, or systems thinking, which says that all the above

elements need to be present, because the different parts reciprocally

reinforce each other.

Senge was not the first person to use the term ‘learning organization’,4

but his work had a major impact for several reasons: his ideas were neatly

packaged; he explicitly built on the work of Argyris and Schön, and on the
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systems-dynamics arguments of Jay Forrester; his book was packed with

practical examples from US companies; and he was supported by a net-

work of consultants and companies, many of which were mentioned in

the book. In the next few years, many companies followed the trail of the

‘learning organization’, although some seemed to be more interested in

using the label for public-relations purposes. Below are three examples

from the 1990s showing what can go right or wrong under the name of the

learning organization.

Individual Learning without Organizational Learning at Rover

Rover has been the subject of many case studies showing how its decline

and final downfall was a product of poor strategy, decision-making, indus-

trial relations, and so on.5 But part of its reputation that has survived is of

being one of the UK’s pioneer learning organizations. In 1990, Rover

established an independent company called the Rover Learning Business,

with the aim of spreading learning principles across the group. A highly

visible feature of this business was the provision of learning opportunities

for all 35,000 employees through personal development plans (affection-

ately referred to as ‘pizza boxes’ because of the shape and size of the

containers), supported by an allocation of £100 to spend on any aspect

of personal development.

By 1994 seniormanagers were claiming significant benefits. According to

one manager:

Every year we spend over £30 million on learning and development. Many

competitors ask why? The answer is obvious when our business gains are exam-

ined: if we look at shareholder value, profitability and revenue per car sold—all

have shown a dramatic improvement; the same is also true of revenue per

employee, breakeven levels and vehicle pipeline stocks. Of course the judgment

of our business success lies with satisfying our customers. This is demonstrated

by our sales growth and customer satisfaction levels.6

At the time of the group’s sale to BMW in 1994, it was estimated that

people-development initiatives had improved shareholder value overall

by some £650million. Rover had also won a Global Learning Organization

Award for ‘being a global leader in the development of learning organiza-

tions, and [its] commitment to continuous learning’. The subsequent

trajectory of Rover is well documented: sold to BMW for £800 million, it

failed to prosper and in 2000 was bought by the Phoenix consortium,

headed by the previous chief executive, John Towers, for £10. Ultimately,

this deal failed too.
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Rover’s reputation as a learning organization survived the company’s

demise. In an interview, consultant Ian Rose described what Rover did as ‘a

beacon for all aspiring learning organizations’. But a new study7 shows

that much of the reputation was based on rhetoric. The research found no

systematic calculations of the financial benefits of the initiative, most of

the figures appearing in the press apparently being based on a ‘back of the

envelope’ calculation by a senior manager on his way to a conference

where he was giving a presentation. Also, the focus was on employees,

and certainly did not reach as high as the board. When Towers was asked

what the ‘learning organization’ meant for senior managers, he admitted

that he had ‘a group of board directors who were all working in the same

old way’.

On the positive side, the initiative provided substantial benefits for

individuals, and many remained highly enthusiastic throughout. Even

employees who left in subsequent downsizings were still very enthusias-

tic about the learning initiatives to which they were exposed. However,

it had very little impact on the company as a whole, for two main

reasons. First, it did not get beyond the first of Senge’s five principles

to address the systemic aspects of the organization. Secondly, it was

used by senior managers mainly as a PR story, and was not actively

supported by their own behaviour. In short, learning served as a tool to

enhance company reputation without fundamentally transforming any-

thing.

The Success of Organizational Learning at Chaparral Steel in the 1990s

The US firm Chaparral Steel applied the principles of the learning or-

ganization more comprehensively than Rover, and its reputation stands

up to greater examination. The differences are marked, both in terms of

the way learning was integrated and institutionalized, and by the com-

pany’s sustained profitability during a difficult period when it beat US

and Japanese records for productivity and quality. Chaparral’s

method emphasized the quality of collective learning and information

on four dimensions: gathering information about the environment;

disseminating it widely around the company; establishing procedures

to make collective sense of it; and encouraging members to take action

and conduct experiments on the basis of the information thus gathered

(see Figure 8.1)
Examples of the initiatives employed for each of these four phases at

Chaparral are:
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. Generation of information

" operatives sent on regular visits to suppliers and competitors;

" supervisors encouraged to take (paid) sabbaticals;

" new process experiments conducted on the line, not in the labs.
. Integration of information into organization

" regular shift rotation;

" new process teams dispersed around the factory as processes intro-

duced;

" all staff multi-skilled.
. Collective interpretation of information

" building designed to encourage informal interaction;

" no more than 1000 employees per plant;

" egalitarian culture.
. Authority to take responsible action

" supervisors given a budget with which to conduct experiments;

" mistakes expected as the basis for learning;

" bonus and reward system dependent primarily on group perform-

ance.

Chaparral appears to have benefited from its implementation of

‘learning-organization’ principles, continuing to be one of the most

Integrate
information into
organization

Collectively
interpret

information

Give authority to
take responsible

action

Widespread
generation of
information

Figure 8.1. Four phases of the learning models adopted at Chaparral Steel
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profitable steel producers.8 According to vice president of administration

Dennis E. Beach, ‘Whenyou’re looking at a learningorganization, youhave

to take a holistic approach.’ This is a critical point, clearly differentiating

Chaparral from Rover, and reflecting how learning as a bridging concept

canmake theconnections supplying theholistic approach thatBeach refers

to. Such approaches are not apolitical. The phases of the learning model

adopted at Chaparral Steel allow for personal development and responsi-

bility, encourage informal interaction anddiscussion, establishprocesses of

collaborative activity, and reward on the basis of collective performance.

Managing in a politically astutemanner is central to the business. It creates

consistency and clarity in the communication processes, thus encouraging

a cultural identity that guides action-taking at all levels.

. . . and in BP in the New Millennium

The previous examples were drawn from the 1990s, when the idea of the

learning organization was most in vogue. The same principles are still

being applied in the first decade of the twenty-first century, although

without the original packaging. As Lord Browne, the chief executive of

BP, strikingly puts it: ‘A company has to learn better than its competitors

and apply that knowledge throughout its business faster than they do.’ BP

has taken a number of steps to introduce learning principles and mech-

anisms across the company (we discuss some of them further in Chapter

10). They parallel the elements of Senge’s model and are strongly sup-

ported by the words and action of top managers.9 All five of Senge’s

elements are evident in the structures and processes employed:

. Personal learning and development: strong emphasis on building

human capital by means of intranet-based training and career devel-

opment, with development programmes, mentoring, and shadowing

schemes for high flyers.
. Mental models: a tradition among the top team of challenging each

other’s assumptions. Deputy CEO Rodney Chase says: ‘We are a deeply

questioning team; we constantly inspect what we do to find out

whether it is in fact the exercise of laziness or prejudice.’ This intellec-

tual rigour runs through the company.
. Team learning: following the example of top management, teams are

encouraged to combine openness to ideas with rigorous challenge.

According to a senior manager, ‘We are experimenting with a new

learning model based on reflection . . . meetings [can involve] deep,

meaningful dialogue.’
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. Shared vision: employees at all levels are encouraged to help develop

the corporate vision. This is reinforced by the performance-manage-

ment system, which requires people to link their personal goals to

corporate objectives.
. Systems approach: a concerted approach to generate learning through

training, IT, personal communication, teamwork, and experience.

Horizontal communications are encouraged through reward systems

that reinforce cooperative behaviour and the ‘Peer Assist’ framework

where managers are expected to ask for, and provide, help right across

the company.

The management team that introduced these learning systems led the

successful turnaround of the company from the mid-1990s on. Obviously,

BP’s continuing success is not solely the product of a strong learning

culture, but those close to the company are convinced that organizational

learning gives an underlying coherence to other factors (good strategic

decisions, effective structures and systems, even luck) that have also

played a part.

From these three examples, we can see two important patterns that

distinguish the more from the less successful cases:

First, companies like BP and Chaparral, that seriously seek to become

learning organizations, introduce a wide range of initiatives to encourage

learning. Fundamentally, however, they seek to integrate these initiatives

so that the message remains clear and consistent. In contrast, at Rover the

single initiative (successful so far as it went) focused solely on individual

development and was not supported at a wider level by performance-

management and reward systems.

Secondly, there is a difference between BP and Rover in the role of senior

managers. At BP the chief executive and his immediate team were directly

involved in leading the learning initiatives—some of them were products

of the high-flyer system. Conversely, in Rover the initiative was, in effect,

outsourced to a separate business, whichmeant that senior managers were

neither seen to be in the lead nor likely to be affected personally.

To some extent the lessons from these cases are obvious: organizational

learning only ‘works’ if it involves a comprehensive range of learning and

development mechanisms (formal and informal) which support each

other, and it needs to be actively driven by organizational systems and

the example of top management. Both patterns highlight the significance

of sensitivity to the political agendas that underpin learning in organiza-

tions. People do not learn in a vacuum. They learn in response to the
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signals the organization sends about what it values. Failing to integrate

individual learning into organizational systems suggests such initiatives

will be of limited significance. Senior managers play a key role in provid-

ing political support for learning processes, and this includes being willing

to accept personal feedback, to match their own behaviour to the rhetoric,

and to resist the temptation to use the ‘learning-organization’ label for PR

purposes or to gain compliance from employees.10 Exceptional managers

will be prepared to listen and learn from their employees, to debate

objectives and practices, and to build collaborative commitment to the

success of the organization.

One of the main lessons is that efforts to support and ‘manage’ learning

in companies involve challenge and risk. It appears that the more man-

agers seek to control learning to maximize organizational performance,

the greater the risk of damaging it by limiting learning to a form of

political games-playing. Supporting collective learning therefore calls for

a delicate balancing act between formal and informal learning modes. If

they rely solely on formal modes, organizations limit the body of know-

ledge to current operational priorities and fail to develop the learning

capability to respond to unexpected challenges. For learning to become

the connecting force between strategic intent and operational reality, it

must be part of the business bloodstream. Similar issues apply in the efforts

to support learning through knowledgemanagement, as wewill see below.

Knowledge Creation and Management

The next idea to attract strong attention was that it might be possible to

‘manage’ knowledge. For some time, economists had been suggesting that

knowledge was a crucial determinant of competitiveness.11 But two other

factors came together in themid-1990s. The first was developments in ITand

the Internet. For example, the International Knowledge Management Net-

work (IKMN) started in Europe in 1989, went online in 1994, and was soon

joined by the US-based Knowledge Management Forum and related groups

and publications. At the same time, international consulting firms such as

Arthur Andersen and Booz-Allen & Hamilton began to realize that

knowledge-management systemsmight offer a desirable alternative towhat

were increasinglybeing seenas failedTQMandbusiness-process re-engineer-

ing initiatives. The result was that knowledge, and itsmanagement, became

big business. The second key influence was the publication of a prominent

book byNonaka and Takeuchi calledThe Knowledge-Creating Company.
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In essence, Nonaka argues that organizational knowledge is created by

the direct experience of individuals and then needs to be spread by various

means across the organization. His model includes four main processes:

. ‘Socialization’: individuals learning through direct experience, within

organizational contexts;
. ‘Externalization’: making this personal knowledge public so that

others can understand it;
. ‘Combination’: linking this knowledge to other formal knowledge to

create innovations;
. ‘Internalization’: absorbing the knowledge into the normal operating

procedures of individuals and teams.12

Nonaka also suggests that knowledge can be converted from tacit to

explicit and from individual to collective levels, and vice versa. This is

illustrated in the book by examples of product innovations such as Mat-

sushita’s domestic bread-making machine and Honda’s ‘Tall Boy’ car

which captured the imagination of many readers and seemed to substan-

tiate their explanatory model. From there it was a short step to the idea

that knowledge could be ‘managed’ by converting what people know and

learn into codified organizational knowledge, and again to the use of

technical tools able to cope with large volumes of data.

Consequently, the knowledge-management systems developed by con-

sultants generally rely on IT implementations such as intranets, data

warehousing, collaborative software, ‘Yellow Pages’ of internal expertise,

and virtual knowledge-worker networks. Some are highly automated. For

example, Ernst & Young’s consultancy arm used IT to standardize solu-

tions for typical small-business problems. Its Center for Business Know-

ledge employs more than 200 people to collate the experiences of

consultants handling typical problems and codifying them into ‘know-

ledge objects’. This process of externalization, in Nonaka’s terms, is valu-

able to a business looking to solve many similar (technical) problems at

high speed. Computer manufacturer Dell uses a similar highly centralized

and codified system to link the supply chain elements, from order to

delivery, in such a way that buyers can customize their orders in more

than 40,000 different configurations.

Despite these successes, it is now widely recognized that IT cannot

deliver ‘knowledge management’ on its own.13 Useful though formalized

systems were in some circumstances, they had difficulty handling com-

plex processes. Companies specializing in complex problems or unique

processes increasingly turned to more interactive and informal modes of
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managing knowledge. Consultancies such as Bain and McKinsey, which

specialize in strategic problems, use IT as a means of supporting human

networks. Informal modes of interaction supported by formal means of

knowledge exchange assume that knowledge is created and transferred

through discussions and brainstorming sessions between individuals.

And client projects often require the lead consultant to assemble a

virtual team, which draws on different experience and expertise from

within the firm. Similarly, computer maker Hewlett-Packard, which

builds its competitive advantage around the development of innovative

products, makes much less use of IT support for knowledge management

because it regards knowledge as too complex to be codified. It concen-

trates on knowledge transfer through personal exchanges, travel, face-

to-face meetings, and conferences.

The basic issue is whether to rely on IT or people processes to transfer

knowledge around organizations.14 The former concentrates on explicit

knowledge, while the latter is better suited to tacit knowledge. The ex-

amples above suggest that at the basic level the choice depends on

whether the primary task can be standardized, or whether each instance

is unique, as summarized in Figure 8.2.
That knowledge-management procedures can contribute significantly

to the bottom line has been documented at companies such as Dow

Chemical and Xerox.15 But they also throw up a number of problems. At

their heart is the politics of organizational knowledge. Knowledge-

management systems are often charged with naivety for assuming that

people will willingly share information in the general interests of the

company. But studies have shown that knowledge is more likely to flow

between people if reciprocal relationships exist, and if there are incen-

tives to do so. For example, a study of knowledge exchange between

scientists showed that they used different criteria for seeking or offering

knowledge: they would offer knowledge only to those they trusted, but

they would seek information from people whose scientific expertise they

respected.16

This point highlights a less discussed aspect of knowledge manage-

ment: the responsibility that knowing entails. There is a powerful con-

nection between knowledge and what people do with it. To be

knowledgeable is not so much to have information as it is to know

how to use it in action and interaction with others. In short, knowledge

reflects the way individuals and groups balance the inherent conflicts

embedded in what is expected of them, what they expect, and conse-

quently what they do in the context of the communities of which they
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are members.17 The social and collective nature of knowledge has be-

come a primary focus for recent research.

Researchers have shown how practical knowledge is often developed

and disseminated within ‘communities of practice’—naturally occurring

groups of people tackling similar issues, whose task-based bond is often

supplemented by social ties. This informally based knowledge is often

quite different from the formal systems and manuals that provide instruc-

tions on, for example, how to repair complex machinery or how to navi-

gate an aircraft carrier.18

In the case of field technicians servicing Xerox photocopiers, managers

noticed that the technicians usually ignored the detailed official manual.

In practice, ‘identical’ models could have very different operating charac-

teristics, depending on how the machines were being used and by whom.

To keep the machines running, the technicians needed to find out about

the people who used them, and they would regularly gather for lunch to

swap stories and information about clients and operatives. In this way,

they built up a stock of local knowledge and shared experience which was

quite outside the purview of the technical manuals, but which was essen-

tial for solving their practical problems in the field.

A similar story concerns a bakery company where senior managers hired

an external market-research company to help it anticipate changing
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task

context 

Diversified
task
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Figure 8.2. Knowledge-management strategies and context
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consumer tastes. Ironically, all the necessary knowledge already existed

inside the company—among distribution drivers who talked daily to

shopkeepers about what was selling or not and shared the information

informally among themselves. But the information failed to trickle up-

stairs, because the drivers were of low status and peripheral to decision-

making.19

These two stories well illustrate how organizations tend to undervalue

the knowledge and expertise of junior and less powerful staff. Senior

managers have the power to determine which kinds of knowledge are

significant, and this is essentially a political process. But some of the

most significant knowledge is local, built up in social interaction between

employees who are in daily contact with customers, far from the gaze and

direct control of managers.

As the importance of the social and local dimensions of knowledge have

become clearer, consultants and practitioners have been quick to seize on

the ideas to remedy the weaknesses of IT-based forms of knowledge man-

agement. By the end of the 1990s, a wide range of companies, including BP,

Microsoft, Monsanto, and DaimlerChrysler, were trying to leverage local

knowledge by fostering communities of practice among groups of profes-

sionals and scientists, often distributed across the world, to share insights

and problems.20 Peer Assist, described more fully in Chapter 10, has evi-

dently created a highly effective lateral community of scientists and man-

agers for BP.

On the face of it, the lesson is that informal interaction between indi-

viduals can be more significant than formal systems for capturing know-

ledge, a finding that builds on the lessons of organizational learning. But

although communities of practice overcome some of the limitations of IT-

based knowledgemanagement, they have also been criticized for failing to

take sufficient account of the political, systemic, and structural aspects of

organizations. In practice, communities can be even more coercive than

formal organizations, and enormous pressure can be placed on individuals

to conform to the group mindset. Such homogeneity can severely reduce

the creativity and openness to ideas that are supposed to be the virtue of

natural communities.

The foregoing underlines the need for exceptional managers to create

contexts in which the social and technical dimensions of knowledge

management can coexist. It also bridges into the next section of this

chapter, which focuses on the importance of greater integration between

knowledge, learning systems, and structural changes in developing dy-

namic capabilities to underpin the organization’s competitiveness.
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Dynamic Capabilities

In response to the ongoing challenge of sustaining competitiveness in

unpredictable markets, the resource-based view (RBV) of the firm high-

lighted the importance of routines, systems, and procedures that not only

distinguish them from competitors, but which are also hard for competi-

tors to imitate.21 By extension of that argument, as markets and technolo-

gies evolve, internal routines need to evolve with them; and it is the ability

to change internal routines and procedures regularly which constitutes a

dynamic capability.22 However, the term ‘dynamic capabilities’ has come

to be used in different ways. For example, within this book it is used with

reference to the ability to change strategic capabilities (Chapter 3), and
also the ability to innovate and learn (Chapter 5).

One reason for these differences is that the term has been adopted by

researchers who use different methods to examine different phenomena.

Evolutionary economists seek to understand the performance of organiza-

tions in terms of linear, cause-and-effect relationships, and therefore focus

on organizational-level processes and routines that can be observed or

identified across large samples of companies. One strand of this research

examines how strategic routines can be established andmodified to main-

tain competitive advantage within strategic alliances and through take-

overs.23 Interestingly, the research shows that past experience in

managing alliances does not transfer well to new ones, unless the partners

haveworked together before. This suggests that the quality of relationships

between partners affects their ability to adapt individual routines appropri-

ately, and this can have a direct bearing on subsequent economic success.

But to understand how and why such relationships work, it is necessary

to examine the inner workings of organizations, and this has led to a

different research tradition based on detailed case studies, for example

comparing highly innovative with less innovative firms. One researcher

looks at the structuring of everyday work in product-development teams

through shared responsibility, valuing knowledge and expertise, and en-

couraging people to search for, and exploit, the unexpected.24 The insights

from such research highlight the importance of institutionalizing close

links with customers, the need to create space and time within which

innovation can flourish, the need to provide flexibility in organizational

structure and roles, and the importance of nurturing attitudes that en-

courage teamwork and creativity.

A similar list of principles emerges from a case study of the innovative

Danish hearing-aid firm, Oticon. The company had been a global leader in
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hearing aids until the late 1980s, when its market share fell from 14 per cent

to 9 per cent in the space of eighteen months. This triggered a major

restructuring, which involved abolishing departments, positions, titles,

and job descriptions, and replacing the previous functional structure

with a project-based organization. During the next few years, Oticon

doubled its innovation rate,25 and forged ahead of rivals with a series of

new products combining technical advances with new market appeal, for

example using colours and designs aimed at hard-of-hearing children.

Oticon’s innovation programme was supported by many measures, in-

cluding a panel of 950 users with whom the R&D department maintained

close links, the introduction of cross-functional project teams in charge of

single development projects, and the establishment of a senior group with

sufficient political clout to ensure that knowledge was shared between

projects. As a result, the company was able simultaneously to create,

absorb, and integrate knowledge—an attribute that is critical to dynamic

capability in a business that relies on technical innovation.26

Exceptional cases such as Oticon are usefully for flagging underlying

principles, but, as we noted in Chapter 7, good practice is context-specific:

what works in one context can’t necessarily be transferred to another.

Several unique organizational characteristics combine to create promising

practices that support the ongoing renewal of organizations through their

dynamic capabilities. Our own research concentrates on ‘live’ case studies

of organizations in the process of transformation. Early findings already

show great diversity within companies: some parts of the firm are highly

dynamic, others much less so, meaning that it is unwise to generalize to

whole companies. Also, there is an important time dimension, because the

success of companies and projects can vary greatly over time. This is

shown by the examples below, which further add to our current under-

standing of the complexity of dynamic capabilities.

Ciba Speciality Chemicals, a global leader in industrial chemicals, like

many multinationals has restructured around market segments instead of

the previous product divisions. Over the years, it had built up a large body

of proprietary technical know-how, which had been carefully guarded as

the source of the company’s competitive advantage. But a new strategic

focus on customers has led Ciba radically to rethink of the role of know-

ledge, which Ciba has now decided to sell to its erstwhile rivals in the form

of consultancy services. Drawing on this expertise and its experience of

supporting customer industries, Ciba has started to offer knowledge-based

services to other chemical companies on a global basis. The creation of this

new business, although relatively small in relation to the whole company,
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is significant because the establishment of new marketing routines and

customer relationships demonstrates dynamic capability. It also high-

lights a trend, first identified by Gary Hamel and colleagues, of simultan-

eous collaboration and competition between modern firms.27

Although conceived at a strategic level, the decision to develop the

expert services business hadmajor implications for the company’s existing

skills and competency base. Employees who had previously relied on

technical and scientific innovation within their own communities of

practice suddenly needed additional customer-relations skills, leading to

a major training programme for existing staff, and changed recruitment

criteria for new hires. The change was not universally welcomed: some

scientists resented being obliged to move outside their natural compe-

tency range, and other observers had wider misgivings about the principle

of selling core expertise to competitors. Nevertheless, the initiative went

ahead and is still evolving at the time of writing. Following the research

model, the case demonstrates how a fresh strategic routine (switching

from selling products to selling services) has to interface with a range of

new operational routines (organizational structure, training, recruitment).

Change at both levels is necessary for dynamic capability. The integration

of strategic and operational practices is at the core of connecting know-

ledge and learning with action. Dynamic capability emerges from the

connections created as learning redefines new practices and expands the

current body of knowledge through new insights and modes of working,

and in a complex network of interacting players within and outside the

organization. These networks provide a platform for rethinking core com-

petencies and constantly updating them through an agile and flexible

approach to managing. This point is in evidence in our second example,

set in a much smaller company, which focuses on innovation driven by

internal processes linking strategic and operational processes.

Business Serve, founded in 1998, delivers Internet services to

businesses—it is an ISP, optimizes web services, and provides enhanced

connectivity. It has prospered during the post-dotcom IT downturn,

maintaining rapid growth and remaining substantially profitable. In

early 2003 the company developed a new product called Netsuite,

which combined its three core services into one package. The bundled

product was conceived by middle managers and offered as a service to

new customers. But initial sales were disappointing, and managers wor-

ried whether they would make the sales target of twenty packages in the

first month. Meanwhile, a manager dealing with existing accounts heard

about the product and realized that it exactly matched the needs of an
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existing customer. That afternoon he took orders for six packages.

Quickly alerted, senior managers overhauled the initial strategy and

authorized sales to existing customers, selling 1,400 packages in two

months as a result. The unanticipated alteration naturally triggered a

cascade of further changes through the organization—to structure and

departmental boundaries, training and development programmes, re-

ward systems, and recruitment, particularly in the area of web design.

The initial sales plan was completely overturned as a new strategy

emerged for selling the product.

The Business Serve case highlights some important aspects of dynamic

capabilities—first, the need for flexible strategy to match fast-changing

markets (i.e. strategic changes can be driven by operational concerns);

secondly, a key principle, that employees can find opportunities in unex-

pected areas; and thirdly, the crucial role played by senior management in

appreciating and then legitimizing knowledge originating from an em-

ployee who was effectively operating on the firm’s periphery.

The lesson is that dynamic capabilities require and comprise flexibility

at individual, collective, and organizational levels, and in the interface

with the environment. Individual flexibility is helped by the development

of learning capability such that a broad skill base is maintained. Moreover,

valuing and involving individuals in shaping strategic and operational

practices is vital as a means of encouraging identities and careers which

do not depend on maintaining the status quo. Collective flexibility can be

supported by development processes that enable teams to form quickly

and disband when no longer needed. Tolerating and even encouraging

internal diversity is key, coupled with the proactive support of top man-

agement to drive and steer the collaborative activities and actively con-

nect strategic and operational routines. Organizational flexibility can be

supported by paring down structures and hierarchies, by generating pro-

cesses and information systems that support flexibility elsewhere, and that

can themselves be reconfigured easily. Flexibility in relation to the envir-

onment demands close contact with customers and alliance partners, and

anticipating the moves of competitors.

Clearly, the idea of dynamic capabilities, as we have developed it here,

builds on the insights of organizational learning and knowledge manage-

ment. In particular, it draws on the need for systematic support for, and

integration of, learning, and the key role of senior managers. Overall, it

emphasizes the importance of the interaction between and within organ-

izational structures, systems, and human behaviour. In our view, dynamic

capability has considerable potential as an idea. On the other hand, its
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relative newness means that it is not well understood and still so far

experimental in application.

Conclusion

Learning and knowledge are key underpinnings for the dynamics of or-

ganizational competitiveness, not just as organizational resources but also

as central practices and routines. As a means of connecting individual and

organizational development, learning is a critical process for supporting

flexibility and renewal, a bridge between operational and strategic prior-

ities, present and future, known and unknown.

But, as we have seen from our examples, knowledge management and

learning are not easy to manage, or at least not easy to manage in ways

that produce lasting results. For example, it is clear that at Rover the

‘learning organization’ label was a misnomer, the changes being cosmetic

rather than transformational and failing to include those with the formal

power at the top of the organization.

This example underlines another important lesson: the social and polit-

ical natureof learning andknowing. Theyarenot tangible assets that canbe

measured and controlled. Instead, as intangible assets, the power of learn-

ing and knowledge is based on the way they are employed in flexible but

systematic ways to build formal and informal mechanisms for connecting

the internal and external environment. The alignment of individual and

organizational goals in relation to development remains a key challenge.

The exceptional manager as a leader, therefore, needs to be politically

astute, particularly in recognizing and deploying power coupled with

responsibility and accountability to support organization learning and

capability development. The exceptional manager is the one who has

sufficient political skill and awareness to configure both formal and infor-

mal power in support of organization learning and renewal.

The key messages for managers therefore are:

. For learning tomake a serious contribution to corporate development,

managers need to be sensitive to the politics that underpin learning

and knowledge, mindful of both the positive and negative implica-

tions of politically driven learning agendas.
. Fostering learning and knowing from both external and internal

sources, and providing consistency between operational and strategic

practices, are critical. Formal and informal systems and structures

must facilitate rather than hinder the flow of ideas and information.
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. To support collective learning, managers need to pay special attention

to legitimizing the ideas and experiences that come from the oper-

ational levels, which again requires an awareness of organizational

power and politics. These ideas may be vital in gaining or maintaining

competitive edge.
. Learning from both successes and failures is essential. Success is often

seized on, and winning formulae regularly repeated. Failure is a better

teacher, but since no one wants to be associated with it, its learning

potential is mostly lost—until it turns into catastrophe.28 A learning

culture needs to combine aggressive, and rigorous, search for new

ideas with encouragement to learn from and make sense of failure.

This is where the exceptional manager can really make a difference.
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9
Making Intelligent Decisions

Throughout this book we have argued that exceptional managers need

both self-awareness and the capacity to reflect. They need intuition and

insight about their values and experiences, and the capacity to work with

the complex information with which they are daily presented. In this

chapter, we focus on rational decision-making models and their potential

value to the exceptional manager. We show how they may promote clear

thinking and intelligent decision-making on the basis of systematically

acquired and ordered information—what we call cognitive competence.

We explore this topic by considering the way in which individuals and

groups make sense of their world, the mental processes used to process

information and acquire knowledge. What does it take to be more ‘cogni-

tively competent’, and how can this competence be fostered?

In an increasingly complex, ambiguous, and shifting environment, the

art and science of decision-making is crucial as managers at every level

need both to make sense of, and to communicate, a bewildering flow of

information. Few would doubt that the premium placed on managers’

ability to process information and extract and use knowledge is greater

than ever before—whether in terms of managing strategic transformation

(Chapter 3), the management of employee relations (Chapter 4), coping
with discontinuous innovation (Chapter 5), identifying and adopting

promising practices more generally (Chapter 7), or in processes of organ-

izational learning (Chapter 8). In practice, this means being responsive to

the environment and capable of picking up those (weak) signals that may

indicate the need for change. Managers must first detect these signals, and

then filter, store, recall, and interpret them in a fashion that enables the

organization to respond appropriately.1

Two seemingly unconnected events, the explosion of the space shuttle

Challenger in January 1986 and Shell’s survival of the world oil crisis in the



early 1970s, dramatically illustrate how the quality of decision-making can

lead to very different organizational outcomes. The explosion of Challen-

ger has been widely attributed to the poor decision-making capabilities of

NASA. Conversely, Shell weathered the 1973 oil crisis and associated reces-

sion much better than most rivals as a result of far-sighted decision pro-

cedures that enabled its managers to respond promptly and with foresight

as events unfolded.2

In both cases, we see managers faced with enormously complex infor-

mation and called on to make far-reaching decisions. As we show later,

NASA illustrates a number of critical human limitations associated with

decision-making. Perhaps most fundamentally, there are limits to the

amount of information individual managers (and others) can process.

Because of these limitations, they rarely reach optimal solutions. More-

over, research has shown that groups, too, often make less than optimal

decisions. Fortunately, however, as this chapter lays out, there are a num-

ber of remedies that managers can deploy to counteract these shortcom-

ings, including decision aids to help individuals overcome personal biases

and other constraints, and strategies to help groups arrive at more rigor-

ously derived conclusions.

Organizational Decision-making in Practice

As every manager knows, organizational decisions are rarely taken by

individuals in isolation. On the contrary, they are inherently social and

political in nature. This means that fundamental differences in under-

standing and belief must somehow be reconciled, either through explicit

negotiation or through a tacit process. By better understanding the nature

of the key assumptions that individuals bring to the wider organizational

arena, we can begin to aid the decision-making process, fostering negoti-

ation among differing stakeholders and stakeholder groups.

Our starting point is the natural limit to managers’ abilities to process

information. In familiar situations, faced with large quantities of complex

information from disparate sources, individuals almost inevitably fall back

on rules of thumb (known as ‘heuristics’) and develop simplified internal

representations (known as ‘mental models’) of the problem they are trying

to address. One such rule of thumb, known as the ‘availability heuristic’,

implies that events and outcomes will be judged more frequent or prob-

able to the extent that past examples can be easily recalled. So a retail

manager would be more likely to judge that a major competitor will fail in
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the next year if similar failures have recently been covered in the press.

According to the ‘representativeness heuristic’, an employee who looks

and acts like a ‘high-flyer’ (e.g. smartly dressed and quick to offer forth-

right opinions in meetings) will be judged and treated as such irrespective

of his or her true abilities. These tendencies have an enabling effect on

decision-making in the sense that they allow quicker conclusions. The

other side of the coin is that they can also damage it by introducing biases

that can become blind spots, leading in turn to poor judgements and

choices.

The finite information-processing capacity of the human brain has

forced us to revise the classical or ‘rational choice’ view of decision-

making, which historically has underpinned much economic and man-

agement theory.3 It is now generally accepted that individual managers

think about decision problems and evaluate possible responses using two

complementary processes:

. a largely automatic, pre-conscious process which involves developing

and using rules of thumb/heuristics; and
. a deeper, more effortful process of detailed analysis.

In Table 9.1 we illustrate how using heuristics can lead to a variety of

biased judgements. These include a tendency to overestimate the predict-

ability of past events (‘hindsight bias’), a failure accurately to recall how

past events unfolded (‘logical reconstruction’), overestimation of the

chances of desirable outcomes (‘wishful thinking’), the tendency to over-

estimate the ability to influence outcomes (‘illusion of control’), and

distortions of judgement arising from the availability heuristic, as men-

tioned earlier. In turn, these biases can lead decision-makers to construct

inadequate mental models of the problems they are dealing with, the net

effect of which is that their decisions are poor ones.4

However, while rules of thumb thus have evident disadvantages, man-

agers who rely solely on detailed analysis are not necessarily better off.

Here the danger is of being overcome by sheer quantity of information, or

‘paralysis-by-analysis’. To make up for these twin disadvantages, the ex-

ceptional manager needs to be able to switch back and forth between rules

of thumb, or ‘habits-of-the-mind’, and ‘active thinking’, a process referred

to as ‘switching cognitive gears’.5

Yet the ability to switch gears in this way is difficult. Individuals differ

markedly in the way they acquire and organize information and know-

ledge—in effect, they have varying ‘cognitive styles’. Two aspects of cog-

nitive style, roughly corresponding to the rule-of-thumb and analytic
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Table 9.1. How selected heuristics and biases affect strategic decision-making

Heuristic/bias Effects

1. Availability Judgements of the probability of easily recalled events are distorted

2. Selective perception Expectations may bias observations of variables relevant to strategy

3. Illusory correlation Encourages the belief that unrelated variables are correlated

4. Conservatism Failure to revise sufficiently forecasts based on new information

5. Law of small numbers Overestimation of the degree to which small samples are representative of populations

6. Regression bias Failure to allow for regression to the mean

7. Wishful thinking Probability of desired outcomes judged to be inappropriately high

8. Illusion of control Overestimation of personal control over outcomes

9. Logical reconstruction ‘Logical’ reconstruction of events which cannot be accurately recalled

10. Hindsight bias Overestimation of predictability of past events

Source: C. R. Schwenk, ‘The Cognitive Perspective on Strategic Decision-Making’, Management Studies, 25 (1988), 41–55. Reproduced by kind permission

of the publisher. �Blackwell Publishers Ltd.



approaches discussed above, have come in for considerable attention from

researchers: intuition (‘immediate judgement based on feeling and the

adoption of a global perspective’) and analysis (‘judgement based on

mental reasoning and a focus on detail’). Researchers disagree whether

managers can combine analytic and intuitive approaches at the same

time, or whether the two are mutually exclusive. If indeed individuals

are capable of switching, then it should be possible to train those with a

marked preference for one approach to recognize when it makes sense to

switch to the other. To the extent that people are unable to combine styles,

however, teams will need to be carefully chosen with a view to forming a

mix in which individuals complement each another and thereby compen-

sate for their respective weaknesses.6 This is an issue to which we shall

return.

While we can understand the basis of these natural weaknesses, or-

ganizations struggle to take account of them in decision-making. What

we now know from a considerable volume of research is that that the

various biases tend to predominate at different stages of the decision-

making process. Consider, for example, a manager faced with the ques-

tion of whether or not significantly to expand the business. Early in the

decision-making process, when they are identifying the nature of the

problem, people typically look for information that confirms their initial

beliefs. As noted earlier, the effectiveness of the initial judgement de-

pends on the representativeness of the analogies people draw with other

similar situations, leading them to prefer some alternatives from the

outset and treat others in more negative terms. It is then easy to justify

favoured alternatives on the grounds that they do not involve complex

trade-offs. From the outset our manager is likely to favour either a

growth or consolidation strategy, which means that he or she will tend

to focus attention on information that supports the basic preference for,

say, growth. As they generate alternatives, individuals use their initial

beliefs to anchor or restrain their judgements. Thus, faced with, for

example, a newspaper article suggesting that a major competitor would

make an ideal target for acquisition on account of its current financial

performance, our manager is unlikely to revise his or her estimates

concerning future revenue streams in the light of additional historical

data (acquired through subsequent library research), depicting a more

pessimistic outlook over time. In the final evaluation stage, decision-

makers use analogies to justify their point of view, potentially leading

them to overestimate the relevance of past experiences, give only partial

descriptions of strategic alternatives, and devalue or dismiss vitally im-
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portant information. Relying on intuition can also lead managers to put

too much confidence in their decisions, fostering a misdirected search

for certainty and a consequent ‘illusion of control’. Convinced as to the

‘correctness’ of the decision, our manager is thus most unlikely to depart

from his or her initial preference.7

As we shall see, these problems are often compounded by a process

known as ‘group polarization’, in which in an attempt to diffuse feelings

of personal responsibility groups come to favour overly cautious or overly

risky alternatives. Too much cohesion within the group can also result in

the phenomenon known as ‘group-think’—a strong convergence of beliefs

that are dramatically out of step with objective reality.8

Unfortunately, the cumulative result of these processes is the all-too-

familiar ‘good money after bad’ syndrome, or ‘non-rational escalation of

commitment to a failing course of action’, in which instead of dumping

misconceived initiatives, managers go to ever greater lengths to try to

make them work. The Millennium Dome project is one good example;

another is Prudential’s refusal to cut the losses of its ill-fated estate

agency chain until they had reached £300 million. In both cases, if

senior managers had had the courage to terminate the projects as soon

as the problems came to light, they would have released the resources to

invest in alternative, potentially more successful ventures. Unfortu-

nately, it is often only with the benefit of hindsight that managers

become aware of the true nature of the underlying problems, trapped

by the limitations of their individual and collective psychological

make-up, the inbuilt unwillingness or inability to jettison existing

strategies being reinforced by group processes working to boost joint

commitment.9

These key issues generate a number of dilemmas for managers as

decision-makers, which research is only just beginning to address.

What, for example, is the right mix of individuals for effective team-

level decision-making? To what extent and in what ways do decision-

making teams with similar characteristics and attributes perform better

or worse than more diverse ones? How can managers develop mental

models that are both sufficiently stable to enable them to act under

conditions of risk and uncertainly (that is, using heuristics and mental

models), and yet flexible enough to allow for timely updating in the

light of changing circumstances? Finally, how do managers avoid

becoming paralysed by information overload without succumbing to

myopia or being tricked by blind spots? It is to these questions we

now turn.
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What Can we Do to Improve Individual Judgement and Decision-
making?

We have highlighted some of the constraints that influence individuals

and groups as decision-making units. How can managers use this know-

ledge to improve the quality of their decision-making? First, we illustrate

techniques that can be used by individual managers to sensitize them-

selves to their own particular biases. We then go on to consider ways in

which groups can overcome some of themore general problems associated

with individual-level decision-making.

The Framing Bias

Consider the choices offered in panel A of Table 9.2 and note which option

you prefer. Now do the same thing for panel B. If, like most people, you

chose A and D respectively, you have selected two diametrically opposed

options and fallen foul of the phenomenon known as ‘framing bias’. The

reason for this ‘preference reversal’ is that, disconcertingly, the decision-

making of most individuals is not neutral but directly affected by the way

in which alternatives are presented or ‘framed’. Faced with positively

framed alternatives (where gains are emphasized relative to losses, as in

panel A), people almost always choose the safer option (plan A). However,

when exactly the same information is negatively framed (i.e. losses are

emphasized relative to gains, as in panel B), they go for the riskier alter-

native (plan D). In fact, the riskiness of plans A and C is identical, and

likewise plans B and D are formally identical. What happens is that a

change in the way the problem is framed alters the reference point of the

viewer. In panel A, the effect of the positive frame is to emphasize the

potential gains and make decision-makers averse to taking risks that

would damage them. Conversely, the negatively framed version of the

problem focuses attention on losses, which encourages a riskier strategy.10

How can managers minimize the risk of falling foul of such biases? We

consider the relative merits of two alternative approaches: the ‘frame

analysis worksheet’ and ‘causal cognitive mapping’.

The Frame Analysis Worksheet

Several tools and techniques can help the reflective manager fruitfully

reconsider the ways in which they and their colleagues make decisions.

The ‘frame analysis worksheet’ developed by Russo and Schoemaker is a
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Table 9.2. Illustration of the framing bias

Panel A

A large car manufacturer has recently been hit with a number of economic difficulties, and it appears as if three plants need to be closed

and 6,000 employees laid off. The vice-president of production has been exploring alternative ways to avoid this crisis. She has developed

two plans:

Plan A: This plan will save one of the three plants and 2,000 jobs

Plan B: This plan has a one-third probability of saving all three plants and all 6,000 jobs, but has a two-thirds probability of saving no plants

and no jobs

Which plan would you select?

Panel B

Plan C: This plan will result in the loss of two of the three plants and 4,000 jobs.

Plan D: This plan has a two-thirds probability of resulting in the loss of all three plants and all 6,000 jobs, but has a one-third probability of

losing no plants and no jobs.

Which plan would you select?

Source: M. H. Bazerman, ‘The Relevance of Kahneman and Tversky’s Concept of Framing to Organizational Behavior’, Journal of Management, 10 (1984), 333–43.

Reproduced by kind permission of the publisher. �Blackwell Publishers Ltd.



The issue of issues the frame addresses (in a few words):

. where to relocate a fast print and photocopying business

What boundaries do I (we) (they) put on the question? In other words,

what aspects of the situation do I (we) (they) leave out of consideration?

. the relocation is to be within 8 miles of the town center

. buying not considered

. won’t consider another town/country

What yardsticks do I (we) (they) use to measure success?

. profitability and good working conditions

What reference points do I (we) (they) use to measure success?

. the profitability of my business in its current location

What metaphors — if any — do I (we) (they) use in thinking about this

issue?

. you’ve got to be where the customers are

What does the frame emphasize?

. attracting new small customers

. continuing as before

. keeping costs low

What does it minimize?

. change of business/market segment

Do other people in the fast print and photocopy industry (fill in your own

field) think about this question differently from the way I (we) (they) do?

. some would try and get a space in a big department store

. somewould focus on building relationships with largish organizations

such that the exact location of the business itself was immaterial to

high turnover

Can I (we) (they) summarize my (our) (their) frame in a slogan?

. I am being forced to relocate and want to carry on my business in the

same town

Figure 9.1. Example of a frame-analysis worksheet

Source: P. Goodwin and G.Wright,Decision Analysis for Management Judgment (Chichester: John

Wiley, 1998), 350. Reproduced by kind permission of the publisher. � John Wiley & Sons Ltd.
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form of formalized ‘devil’s advocacy’, designed to encourage managers to

consider their framing of issues by challenging them to give explicit

answers to the following questions:

. Which aspects of the situation might you have left out of your delib-

erations?
. What particular features of the problem does your frame emphasize?
. How might other people think about the problem and what issues

might they highlight?

Figure 9.1 shows an example of the frame analysis worksheet in action.

The example, taken from Decision Analysis for Management Judgment by

Paul Goodwin and George Wright, concerns a small printing and photo-

copying business that needs to relocate its office because the existing site is

to be redeveloped. The owner has decided to rent alternative accommo-

dation and is actively considering seven possibilities. Clearly, the owner’s

primary reference point is ‘the good profitability of my business in its

current location’. As Goodwin andWright point out, the perceived attract-

iveness of the various options will be likely to vary depending on whether

the profitability of the present office is well above or below the overall

company average. If the profitability of the office in its current location is

high, the owner might look at the alternative locations in a negative light

(fearing they will undermine current performance), and eschew risks as a

result. If on the other hand profitability is low, the proprietor may see the

alternatives as boosting current performance and be prepared to counten-

ance riskier options. What this technique does is to foster multiple frame

awareness, sensitizing managers to different ways of looking at

decisions.11

Causal Cognitive Mapping

Earlierwenoted that oneof thewayspeople copewith informationoverload

is by formulating simplified representations of reality, or ‘mental models’.

‘Cognitivemapping’ isameansofrevealingthestructureandcontentofthese

models. Over the years, a wide range of procedures has been devised for this

purpose, and they are being applied to an increasingly broad spectrum of

strategicmanagement problems. Here we shall confine our attention to one

particular formof cognitivemapping technique, causalmapping, as anaid to

strategic decision-making, focusing again on framing bias.
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The purpose of causal-mapping techniques is to capture the ways in

which individuals and groups understand patterns of influence,

causality, and system dynamics. These patterns can be represented

most conveniently in diagrammatic form, hence the term ‘causal map-

ping’, but more complex maps are often best depicted in mathematical

form, using matrix algebra. By way of illustration, consider the cause

map shown in Figure 9.2. This diagram represents the beliefs of one of

the participants in a recent study investigating the potential of causal

mapping for overcoming framing bias in strategic investment decisions.

In this study, faced with decision scenarios similar in form to the plant-

closure problem outlined earlier, a control group was subject to statistic-

ally significant framing effects that did not occur in a comparable group

which undertook a causal-mapping exercise before making their de-

cisions. These findings, based on a sample of advanced-level undergradu-

ate business and management students, were replicated in a follow-up

study working with middle and senior managers on a ‘live’ issue in a real

business setting.

(5)
Need to sustain or
increase past profit

levels

(3)
Technology and
product less well
known overseas

(4)
Inexperience in

overseas market (14)
Growing innovations in
alternative technologies
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−1

−3

−1

−1
−2
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+3
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(13)
Network of overseas
distribution agents

required

(1)
RENEW MARKETING

EFFORT IN THE
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(8)
Long-term future
success of ES
Paint Systems

Figure 9.2. Example of a causal cognitive map elicited from a participant in study

1 of the framing experiments conducted by Hodgkinson and colleagues, 1999

Source: G. P. Hodgkinson and A. J. Maule, ‘The Individual in the Strategy Process: Insights from

Behavioural Decision Research and Cognitive Mapping’, in A. S. Huff and M. Jenkins (eds.),

Mapping Strategic Knowledge (London: Sage, 2002), 211; reproduced by kind permission of the

publisher. � Sage Publications Ltd.
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In both studies, participants played the role of board directors making

strategic investment choices. They had access to detailed background

information on the history of the company and the decision dilemma.

As expected, in both studies participants exposed to negatively framed

versions of a problem showed a marked preference for riskier alternatives

than their positively framed counterparts. Conversely, participants ex-

posed to positively framed versions becamemore risk averse. Interestingly,

however, the participants who drew up a causal map before making their

decisions showed no evidence of framing effects. This suggests that causal

mapping can usefully help strategists to confront their mental models and

strip out biases arising from framing.12

In sum, both the frame-analysis worksheet and the causal-mapping

process oblige the decision-maker to think and reflect on decision prob-

lems at a deeper level than he or she would otherwise do. In so doing, the

decision-maker is obliged to confront problems from multiple frames or

perspectives, thereby attenuating, if not eliminating, framing bias.

How Can we Improve Group Decision-making?

Using the frame-analysis worksheet and the causal-mapping process, re-

flective managers have the opportunity to think more profoundly about

the way in which they make decisions. But for most complex decisions in

organizations, it is groups rather than individuals who are the prime

movers. The old adage ‘two heads are better than one’ suggests that groups

are likely be more reflective and better decision-makers, the implication

being that in a group idiosyncrasies and biases of individuals are ironed

out. Unfortunately, this is often not the case. Consider the NASA case

referred to at the beginning of this chapter.

A detailed analysis of the verbal interchanges that occurred at NASA

during the ill-fated Challenger mission illustrates the powerful effects that

dysfunctional group dynamics can exert on decision-making. There is

strong evidence to suggest that ‘group-think’ lay at the heart of the prob-

lem. As mentioned earlier, group-think is the tendency of decision-

making groups to become overly cohesive to the extent that collective

decision-making loses touch with ‘reality’. At NASA, although key staff

were aware of technical problems with the notorious ‘O’-ring seals in the

fuel tanks, the launch went ahead. It seems that as the countdown started,

senior staff (Level II management) felt increasing pressure to achieve

the launch on time. In turn, this brought pressure to bear on the
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engineers who wanted to delay the flight. While acknowledging the en-

gineers’ concerns, the Level III team failed to pass on vital new

information to Level II managers to ensure the launchwent off as planned.

Had this information come to light, the launch might well have been

abandoned. In essence, what happened in the Challenger case was that

constructive ‘dissent’ was effectively suppressed, with the tragic conse-

quences that were all too visible.13

Fortunately, as with individuals, there are a number of tools and tech-

niques that can be used to enhance the quality of group decision-making.

While there are no panaceas, we briefly highlight four structured ways of

improving decisions made by groups: (a) strategies for attaining the opti-

mum team mix, (b) Delphi methods, (c) group decision support systems,

and (d) scenario planning.

Team Mix

One obvious way of improving the decision-making capabilities of groups

is to make sure that they contain an appropriate mix of cognitive styles,

knowledge, experience, and personality characteristics conducive to high-

quality debate and functional (as opposed to dysfunctional) interpersonal

relationships.

There is some evidence that decision-making teams with a diversity of

backgrounds (age, job tenure, education, functional position, and so on)

are better placed to make innovative decisions than relatively homoge-

neous teams, by virtue of the greater variety of cognitive resources they

have at their disposal. Assuming it is possible to identify an optimum

combination of individuals, this is potentially a very effective strategy

for improving decision-making capacity. There are two aspects that need

to be considered in this respect: the knowledge and decision-making

capabilities of individual team members, and the interpersonal aware-

ness/understanding of basic group dynamics within the team. While it is

clear that the best mix of knowledge and thinking styles will vary depend-

ing on the nature of the problem and time-scales involved, in our experi-

ence having one or two group members who are interpersonally sensitive

to the process of the group and the way that it functions can make an

enormous difference to decision-making quality.

To achieve a good teammix for decision-making, then, companies need

to select individuals for their specialist task knowledge/skills and/or inter-

personal savvy, or they need to train and develop them in those qualities,

or a combination of both.14
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Delphi Methods

The second set of approaches, Delphi methods, involves expert panellists

predicting future events and their effects by means of an anonymous

questionnaire. The results of the inquiry stage are fed back to the same

experts in the form of probabilistic data, accompanied by any relevant

supplementary information, such as trade press or government reports,

allowing them to reconsider their views in the light of the collective

information. The aim is to reach group consensus in a way that encourages

reflection and learning, while minimizing the possibilities of defensive-

ness and distortion that can arise from face-to-face interaction, through

polarization, group-think, and other potentially dysfunctional group

processes.

Amajor strength of Delphi is the anonymous nature of the information-

gathering process. Having individuals make initial judgements in

isolation gets round a number of potentially problematic group dynamics,

not least the tendency for overly forceful individuals to dominate

proceedings. However, although Delphi methods continue to be used for

forecasting and aggregating expert opinion more than fifty years after

their invention, the research evidence of their effectiveness is equivocal.15

In sum, Delphi methods may be appropriate where managers believe

that some group members are motivated to manipulate others, or where

the wider group dynamics encourage polarization, group-think, or other

dysfunctional effects.

Group Decision Support Systems

The third approach comprises a combination of methods, collectively

termed Group Decision Support Systems (GDSS), that are used by a facili-

tator to support negotiation towards a decision. In a typical GDSS, between

ten and fifteen computer terminals are networked and controlled via a

master workstation. Using the master workstation, the facilitator has sole

access to the inputs of participants and determines which aspects of the

information are displayed to the wider group. The facilitator is thus able to

screen out or ‘sanitize’ the inputs of individual participants, in such a way

that information is shared at a deeper level than would typically occur

using Delphi methods, while ensuring that potentially dysfunctional

group dynamics of the sort discussed above are kept to a minimum. A

common feature of many GDSS is the use of visual display techniques

for summarizing the various inputs of group members. Increasingly, for
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example, causal-mapping techniques, such as those described earlier as a

basis for improving individual decision-making, form an integral compon-

ent of GDSS.16

Scenario Planning

A fourth approach to improving the quality of group decision-making is

scenario planning. A key danger for individuals and groups alike is that

they can become too dependent on themental models that represent their

understanding of their organization and its environment. Once formed,

these simplified representations of reality become the reality for individ-

uals and groups, shaping their day-to-day actions. There is growing evi-

dence that these mental models remain relatively static even in turbulent

environments, where their filtering action all too often prevents managers

noticing changes in business conditions until they are obvious. Unfortu-

nately, by that time it may be too late to take remedial action—as in the

cases of ‘strategic drift’ discussed in Chapter 2.
Highly participative in nature, scenario-planning methods oblige

decision-makers explicitly to consider changes in the world and what

they mean for their businesses. Rather than attempting to predict the

future, scenario-based methods use speculation and judgement to gain

fresh insights and ‘bound’ future uncertainties.17 Consider the case of

Royal Dutch/Shell, which we highlighted in the introduction to this

chapter. According to Pierre Wack, it was through the pioneering work of

a number of leading exponents of scenario techniques at Shell that the

company was able to weather the financial crisis caused by soaring crude

oil prices in 1973. Considered use of scenario-based techniques throughout

the previous decade to ponder medium- to long-term developments in

economic, social, technological, and political fields enabled the organiza-

tion to detect the start of the crisis earlier than rivals and quickly roll out

contingency plans.18

By way of a second illustration, take the case of Knight-Ridder’s Phila-

delphia Newspapers, which in the early 1990s upgraded its printing presses

at a cost of $300 million. Soon after making the investment, the company

began to realize the potentially devastating impact the Internet could one

day have on its business, and managers turned to scenario planning to

explore the potential effects. Facilitators began by developing a master list

of seventy-four fundamental drivers (social, political, technological, and

economic forces) that would probably determine the longer-term shape of

the newspaper industry. These key drivers were rated by seniormanagers in
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terms of their relative importance in terms of shaping the future and classi-

fied into ‘trends’ (i.e. forces reckoned to be predictable in direction and

impact within the given time-frame) and ‘key uncertainties’ (i.e. forces

deemedtobeunpredictable).Fromthismaterial,seniormanagersdeveloped

a series of scenarios, or stylized portraits depicting a range of plausible fu-

tures.Theyuseda2�2 ‘scenarioframework’ (traditionalversusnewbusiness

modelononeaxis,minor versusmajor changes in theuseof informationby

consumers on the other) to generate fourmajor ‘scenario blueprints’: ‘Busi-

ness asusual . . . witha twist’; ‘Unbundlingof informationandadvertising’;

‘Consumers in control’; and ‘Cybermedia’. The scenarioswerewritten from

the perspective of a historian in the year 2007. Through these scenarios,

PhiladelphiaNewspaperspickedupvaluable early signals of futuredevelop-

ments, and when in 1999 Xerox announced a breakthrough in electronic

delivery enablingnewspapers tobeprintedcheaply in remote locations, the

companywas able quickly to take thenecessary corrective action.19

Key Messages and Conclusions

Clear thinking and intelligent decision-making on the basis of systemat-

ically acquired and ordered information—cognitive competence—is a pre-

requisite of exceptional managerial performance in all domains. But, as we

have seen, this is not as straightforward as it sounds. Human rationality is

‘bounded’, and even the most reflective manager is prone to biases as a

result of incomplete understanding. Heuristics, or rules of thumb, enable

individuals to assimilate rapidly complex information, much of which is

incomplete. But the same heuristics have the corresponding disadvantage

of oversimplification and dangers of poor judgement and choice. We have

also illustrated the potentially powerful dysfunctional effects of framing.

At the group level, the individual problems we have identified can be

greatly compounded through processes such as group-think, which was

at the heart of the Challenger disaster.

Fortunately, as we have shown, there are a number of strategies, tools,

and techniques that can greatly improve the quality of individual and

group decision processes. However, it is important to note that the tech-

niques discussed above are highly dependent on context—especially the

degree to which the culture of the organization, together with its wider

external political, legal, economic and social environment, are conducive

to their use. Returning full circle, the importance of context—and the lack

of panaceas—are well illustrated by recent events at NASA. Unfortunately,

the tragic events with which we began this chapter are not the end of the
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story. On 1 February 2003 there was a second catastrophic failure when the

space shuttle Columbia exploded on re-entry into the earth’s atmosphere,

once again killing the entire crew. As we saw in Chapter 8, organizations do
not always manage to overcome their past mistakes. The Columbia Acci-

dent Investigation Board (CAIB) concluded after a thorough investigation

that, as with the previous Challenger disaster, NASA’s history and culture

had contributed as much to the second tragedy as technical failure.20 As a

result, NASA embarked on an urgent action plan to change the safety

climate and culture across the whole agency.21

This chapter has demonstrated that managers need help in acquiring

and using information to think through alternative options and come to

effective individual and group decisions. As observed in Chapter 3, to excel

in strategy-making, managers must be able to translate their understand-

ing of the organization’s unique resources and competitive position into

focused and purposive action, thereby avoiding the danger of falling

victim to the unquestioned assumptions and industry norms that all too

often misdirect the behaviour of individuals and wider organizations.

Rational models may not always be possible or practicable, but where

attainable, they offer clear guidance to the reflective manager. Striving

for rationality is a vital prerequisite for ensuring the continuous improve-

ment of organizational decision processes and, ultimately, the long-term

survival of the company.
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10
Cooperating across Boundaries

Companies are becoming increasingly joined-up places. There may have

been a time when high-performing individuals, or even high-performing

teams, could make a real and lasting difference on their own. Now, much

of the value creation in companies takes place as a consequence of the

relationships between people, often people in different functions, busi-

nesses, geographies, and countries. The impact is felt in many different

ways. The value from mergers and acquisitions is rarely realized unless

groups and individuals in both companies are able to work closely with

each other. The increasingly sophisticated needs of consumers cannot be

met unless employees from sales and marketing, research, and production

are able to pool their joint ideas and resources to come up with innovative

products and services. The needs of global supply chains and global buyers

are fulfilled only if a company can join up its product or service offering by

integrating employees from across the globe.

As Chapter 5 shows, innovations, particularly those that are

discontinuous, involve multi-functional teams working together to

bring new insights into products and service. Yet managing across

boundaries is by no means unique to those trying to handle radical

innovation. Chapter 7 demonstrates that productivity improvements

and the sharing of promising practice take place across the boundaries

of business units and the company. Increasingly, innovation, the sharing

of leading practices, and productivity improvements are the result of what

people do and communicate across boundaries, whether between teams,

functions, businesses, or indeed between the company and its customers

and partners.1

At the same time, the extent and typography of these boundaries are

becoming ever more complex. Teammemberships morph and reconfigure



as talent rapidly moves around the company; functions are renamed,

realigned, and reconstituted; and business units change their name and

their shape with alarming regularity. Value is now created as much outside

a company as within, as suppliers, partners, and outsourcers all become

part of an ever more complex value chain.2 Managers always had to

manage across boundaries, but now the borderlines are porous rather

than impervious, and fluid and dynamic rather than static.

How does the exceptional manager cope with what GE’s previous CEO

Jack Welch termed ‘boundarylessness’? As part of an ongoing study, we

framed this question to the executives in a number of high-performing

firms where managing across boundaries was a central part of their suc-

cess, and where those boundaries were becoming increasingly complex.

What were the issues they faced, and how they had gone about solving

them?3 Here we focus on four companies:

. BP, the oil super-major. Among comparable firms, BP has the

lowest unit costs and the highest return on capital employed, and in

2003 delivered after-tax profits of over $1 billion a month on

annual revenues of $130 billion. The challenge for BP CEO Lord John

Browne and his executive team is to manage across the boundaries of

120 independent, autonomous business units scattered across the

globe.
. Nokia, the mobile phone and network equipment company, which in

2004 had a 28 per cent share of the mobile-phone business and a

market value that had increased sevenfold in five years. At Nokia,

CEO Jorma Ollila and his senior executives have the task of managing

across the boundaries of an organization currently based on global IT

and service platforms and a modular organizational structure which is

constantly being re-formed and reconfigured.
. OgilvyOne, the world’s largest direct-marketing agency, part of

WPP. To deliver global service to its multinational customers, the

executive team led by CEO Reimer Theddens must develop skills and

configure processes across a physically fragmented, talent-rich organ-

ization.
. The Royal Bank of Scotland (RBS), the fifth largest retail bank in

the world by market capitalization. In managing the steady ascent

of RBS in both size and efficiency, the boundaries CEO Fred

Goodwin and his team have mastered are the cultural and organiza-

tional ones that separated the original RBS and new acquisitions such

as NatWest.
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The Journey of Corporate Renewal

As reflective practitioners, the executives we interviewed described the

kinds of dilemma that they continually run up against. One of the most

important was managing the tension between the autonomy of separate

business units, partners, or functions, and the need to combine resources

across boundaries.4 As executive teams, they were well aware that, given

toomuch autonomy, functions, business units, or partners drift away from

each other, limiting the value that can be created through knowledge

sharing. At the same time, they realized that too much integration and

control was also counterproductive, the dead hand of bureaucracy stifling

entrepreneurship and the sharing of ideas and insights alike.

Yet these executives were aware that managing these two tensions,

shown as the two axes of performance quality in Figure 10.1, was by no

means straightforward. Consider the journey their companies had made

over the previous decade. For most of them, it was a journey of corporate

renewal. In this journey, the initial goal was to build performance in the

operating businesses or functions. In the mid-1990s, for example, Browne

and the executive team of BP found themselves in the bottom left-hand

corner of the performance quadrant. BP had neither high-performing

business units, nor integration and synergy between them. In previous

decades, likemany companies, BP had grown rapidly, adding businesses to

meet specific market needs. By the 1980s it contained a rag-bag of busi-

nesses, of which some were performing well, but many others were not.

Moreover, because they had grown as separate units, the businesses had

little holding them together. Integration across the group was weak.

During the 1990s BP’s strategy was to clean up and rationalize its port-

folio, moving business units from the lower-left to the lower-right-hand

side of the model. Where units failed to improve, the company either

closed them or sold them on. The focus on performance enabled each

business to identify and unleash its entrepreneurial talent as it was liber-

ated from centralized bureaucracy and control. By the 1990s the focus of

executive attention had changed. As Browne put it:

The organization that we evolved from 1995 onwards was founded on several

simple concepts. [Premise] number one was our observation that people worked

better in small units, because the closer you can identify people with objectives

and targets, the better things happen. So we started off with what we came to call

the ‘atomistic structure’, so that the big, longer-term targets of the company

could be divided and deployed into smaller units that could take full ownership

of these targets.
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As a group, BP was moving from bottom-left to bottom-right quadrant

of the model in its journey of revitalization. It had gone from the point of

bankruptcy to world class by focusing firmly on smashing the monolith

and creating a strong performance culture in the business units. But the

very process of creating autonomy and freedom had generated tensions of

its own. Browne’s adviser Nick Butler noted:

BP was a collection of fiefdoms. These fiefdoms were extremely separate: they

lived in separate buildings, had separate management systems and different

philosophies. The fiefdoms did not mix, and the people barely came together

at the top.

Executives at other companies were reflecting on similar issues. Butler’s

words were echoed by OgilvyOne CEO Reimer Theddens:

Historically, Ogilvy had been a fragmented organization of talented people.

Before 1997, having entrepreneurial units was better—it was absolutely right in

those days. It allowed us to bring different people with different skills to grow

the company. But over time, what had begun as a means to enable the

different divisions in the company to grow and develop, turned into factions

that would not work together to benefit the whole, but engaged in backbiting

and individualism.

high

Quality of
integration

across units

low
low highQuality of performance of

each unit

Rationalization

Revitalization

Renewal

Figure 10.1. The journey of corporate renewal
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The Drivers of Integration

By the first years of the new century, the challenge for the executive teams

at BP and OgilvyOne was no longer boosting the performance of the

autonomous operating units, pushing accountability down to individual

managers, and promoting entrepreneurship. The new challenge was to

integrate the diverse units—to begin to manage across boundaries.5 As

Browne put it:

[BP’s] second premise was contradictory to the first, and this was our observation

that any organization of scale could create proprietary knowledge through

learning . . . So the question was now could you get independent atomistic

units to work together to share information, to learn, and to retain learning.

Among Browne and his colleagues, the conviction was growing that

creating a learning organization was about people working across

boundaries. The lack of integration between business units and func-

tions was becoming an increasingly obvious handicap in a joined-up

world. At OgilvyOne, the message was forcibly brought home to Thed-

dens in 1996 by a Henley Forecasting Centre report on the company’s

clients. It included remarks such as, ‘the creative guy was brilliant, but

did not seem to integrate with the rest’. Customers wanted a ‘single

face’ wherever they bought the company’s services, yet they increas-

ingly saw OgilvyOne as fragmented and poorly set up to deliver global

capability. The challenge was encapsulated by a major project from

American Express: to roll out the American Express Blue credit card

worldwide across multiple media in six months. How could the com-

pany make such a project work across its dispersed geographies and

structures? For Theddens and his team, this was a problem that entailed

hard creative thinking.

For OgilvyOne, the principal driver of integration was the service de-

mands of global customers. In other companies, the momentum came

from within. Take Nokia, where the executive team had come to the

conclusion that central to the company’s innovative capacity—on which

it depended to keep ahead of the pack—would be its ability to support

cooperative working within and across development teams.

Backtracking a little, after overcoming the crises of 1988 and 1995,
Nokia had forged ahead of Motorola, until then the undisputed leader

in mobile phones. By 2000 it had achieved spectacular growth and in

2001 was able to weather the telecoms storm through its well-honed
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ability to bring a stream of new products to the market. A key element

in the company’s strategy was to master the nascent ‘mobile multi-

media’ market. In October 2003, for example, it launched N-Gage, ‘a

gaming device that happens to have a mobile phone in it’. Operational

capabilities in areas such as logistics, manufacturing, vendor manage-

ment, and marketing clearly played a part in Nokia’s superior perform-

ance. However, managers believed that the core was the company’s

ability to use the vehicle of new-product development to evolve seam-

lessly alongside changing technologies and markets. In a world of

digital convergence, this pitched Nokia against a wide variety of com-

panies including giants such as Microsoft and Motorola on the one

hand and eager new contenders for the application space such as

Sony, Canon, and Nintendo on the other. The team concluded that to

compete against such rivals required the meeting of minds and ideas

from across the whole company, and indeed from its many partners. In

other words, integration was key to the speed and accuracy of product

development.

Managing cooperatively across company boundaries was also key for

RBS. In 1995 RBS acquired NatWest in the largest takeover in British bank-

ing history. The management challenge was of corresponding size. The

biggest IT integration of its kind ever in the financial sector, it entailed

migrating NatWest’s 466 IT systems to RBS’s much smaller one, at the same

time as handling 18 million customer accounts worth £158 billion and

their huge attendant transaction volumes without missing a beat. So

critical a transition could only take place on the basis of strong and

implicit trust between the executives of both companies.

To sum up, in their various ways all our companies faced the need to

integrate across organizational boundaries as the next stage of

renewal. For BP, it was a question of capitalizing on the group’s experi-

ence and learning. For OgilvyOne, the drivers of integration were pri-

marily external, as large customers demanded a ‘single face’ across the

globe. For RBS, growing primarily through merger and acquisition,

integration of new competencies and talents was at a premium. At

Nokia, meanwhile, the imperative for new products and services could

only be satisfied by deep sharing of knowledge and insights from across

the divisions and businesses of the company, and by teams of people

being prepared and able to share their own unique ideas and inspir-

ations. For all of these companies, then, if they were to move on

working across boundaries, then cooperation had to become the

norm. It was not an option.
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The Changing Nature of Integration

At one level, there is nothing new here. The need to manage across

boundaries to counterbalance internal divisions is an old chestnut. But

today’s circumstances create some new possibilities and render some his-

torical ones less important.

The most important new integrator is the Internet.6 At BP, for example,

much of the information shared across the business units is web-based.

And use of the web is not limited to young hires. Deputy chairman Rodney

Chase, a thirty-year BP veteran, checked the message board daily and was

an active user of the intranet. At OgilvyOne the intranet likewise provided

the vehicle for rapid integration of the worldwide offices and business

streams. The technologymay have been new, but the sentiments date back

to founder David Ogilvy. ‘I prefer the discipline of knowledge to the

anarchy of ignorance. We pursue knowledge the way a pig pursues truf-

fles,’ wrote David Ogilvy. In this case, ‘truffles’ was the living product of

years of documentation designed to capture the knowledge of the com-

pany. All employees have access to the database via the intranet, and sixty

knowledge officers across the offices oversee its use and development. At

Nokia, the global integrated IT platform enabled business groups to share

information moment by moment. And similarly at RBS, the global plat-

forms created a common set of processes and practices. Information-

sharing has always been at the heart of managing across boundaries, but

now technology allows organizations to respond to the need for integra-

tion in ways that would have been unthinkable even five years ago.

Meanwhile, some formerly important integration tools have become

less significant: staff relocation and structured career paths, for example.

In the past, in companies as diverse as Unilever, Matsushita, and Hewlett-

Packard, managers who had worked in different functions, businesses, or

geographic locations turned their collective personal networks into the

glue that held the company together.7 Although such networks are a

powerful tool for socializing people and building organizational cohesion,

they are now less common—in part because lifetime careers and on-

demand mobility of employees can no longer be assumed.8

Then, the drastic pruning of middle managers that many companies

undertook in the 1990s deprived them of an important but unrecognized

source of organizational integration. The mid-level managers who once

played boundary-spanning and coordination roles are gone.9

But perhaps the most important change has been in management phil-

osophy and individual attitudes to authority. In the past, themanagement
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of boundaries was primarily managed through vertical processes and roles.

The way to encourage different businesses, functions, or geographical

units to share resources and coordinate their activities was to bring them

under a common boss and a common planning and control system.10

Managers now see such structures as overly cumbersome and bureaucratic.

At the same time, the attitudes of employees towards authority have

shifted perceptibly over the last decade.11 In many hierarchical com-

panies, the wishes of senior managers were read as a symbol of authority

and power. Managers did as they were told. Now employees, particularly

younger employees, aremore questioning of authority and less susceptible

to the use of power and coercion in the managerial dynamics. As ‘volun-

teer investors’, they are less likely to bow to authority.12 Their aspirations

are to become more self-determining, more autonomous, and more ques-

tioning. In building organizational purpose and cohesion, leaders are

increasingly finding that the developmental needs of employees are as

crucial to success as the operationalization of strategy.

Althoughmanagershavealways recognized the relevanceofmechanisms

for horizontal integration, in practice they have seen them as secondary

reinforcements to the primary vertical processes. In a significant change,

companies are now moving away from the traditional mechanisms of

hierarchy and formal systems to manage across borders, relying instead

on horizontal processes that overlay integration on sub-unit autonomy

and empowerment. The secondary has now become primary.13

In each of the companies we studied, the executive team had a clear

agenda for integration between units, often based on a set of management

tools and processes designed to pull the organization back together again.

Explaining the importance of these processes in RBS’s integration of Nat-

West, CEO Goodwin noted:

We are taking the integration concept and model and making ourselves more

efficient . . .We have to prioritize across the group how we are going to coopera-

tively develop systems and processes that are world-class and efficient and that

will have an impact on the bottom line . . . Each business has its initiatives that

are either income-generating or cost-reducing.

We believe that these integration systems, practices, and processes are

key to managing across boundaries; without them, companies remain

fragmented and atomistic. But while hard bonds of integration through

tools and techniques are crucial, they are underpinned by what we might

call soft bonds. We heard the concept from OgilvyOne’s Theddens, who

observed that ‘in a more complex market, you need ‘‘soft bonds’’ between

people—people who like to work together’.
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The Challenge for the Exceptional Manager

For the exceptional manager, we believe that managing across all kinds of

boundaries requires the active building of both hard and soft bonds.14 In

the journey of corporate renewal shown in Figure 10.1, many companies

now find themselves in the bottom-right quadrant. When we asked ex-

ecutives from these firms how they bridged the boundaries, we found both

hard and soft bonds of integration. Perhaps surprisingly, they believed

that the softer bonds had most impact on their capacity to manage across

boundaries. Inmanaging these soft bonds, they believed three elements to

be crucial:

. First, they championed the practices and processes that supported

networks of cooperative relationships between different groups of

people both within and outside the company. They had an under-

standing of what was needed to maintain the knowledge within the

firm, and also what was needed to create innovation. While their role

in supporting these norms of cooperation was complex, they believed

their personal behaviour with their peers and their attitudes to co-

operation made a significant difference.
. Next, they believed that the reflective conversations that took place

across the boundaries were crucial. They described how in their own

behaviours they acted as role models for making possible creative

dialogues and conversations.
. Finally, they understood that their personal attitudes to others, their

‘theory of the firm’, profoundly influenced the way they crafted the

practices and processes of the firm. They understood that a culture of

cooperation required a mindset of cooperation.

Supporting a Network of Cooperative Relationships

We found that in these companies the complex structure of hierarchical

and formalized roles was supplemented by a vast network of friendships

and social ties that criss-crossed the organization.15 Executives believed

that these cooperative relationships were crucial to the way in which

boundaries were bridged and knowledge shared.

They described a time when these cooperative relationships between

people from different functions or businesses would have grown

over decades through job rotation, shared development, and training
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experiences. While some of these processes still had a role to play, execu-

tives in our companies had augmented them with a new set of practices

and processes that accelerated social integration and supported the build-

ing of these complex networks of relationships.

They also understood that the benefits of networks of cooperative rela-

tionships come from balancing strong friendships (or what have been

termed strong network ties) with weaker ties based on looser acquaint-

ance. Strong ties typically occur between people who spend time with

each other, sharing their views and developing reciprocal understanding.

In such relationships, knowledge which is difficult to describe or to teach

another person (i.e. tacit knowledge), is developed and exchanged. The

network ties that occur between people in different parts of the company,

or with those outside the company, are typically weak ties, since they are

likely to meet less often and know each other less well. However, these

multiple, weak network ties that criss-cross a company can bring real

benefits. It is often these relationships across boundaries that shape fresh

insights and perspectives, and that lead to the creation of new ideas and

ultimately innovative products and services. Much individual and organ-

izational learning occurs through the vehicle of these weak company-

spanning ties.16

It was no surprise to find that these companies had many practices and

processes for supporting cooperation in common. So, for example, the

development of cooperative relationships through the use of executive

training programmes or team building was relatively common. However,

beyond these general ‘leading-practice’ processes, there were also what we

termed ‘signature processes’ to denote the unique way in which the senior

executives supported cooperative working.17

AtNokia, for example, thecomplexnetworksof both strongandweak ties

within groups and between groups of people were crucial to the regular

updating of the Nokia portfolio. We saw how the Nokia team was adept at

supporting strong network ties both within and across team boundaries.

Within the modular product teams, for example, the software developers

had built strong ties over years of close collaboration. They socialized fre-

quently, knew each other well, and were able to develop and share a high

degree of complex tacit knowledge. The senior executives at Nokia were at

great pains to keep the teams intact even through the company’s frequent

reorganizations. Mikko Kosonen, who heads strategy, described it thus:

One of the distinctive characteristics of Nokia is the organizational architecture.

It is avant garde. It fits with the turbulence and an opportunity-rich environ-
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ment. Reconfigurable, modular, reusable capabilities . . . reusability depends on

standardization, working with existing repositories.

Creating both strong and weak relationship ties across Nokia’s

internal boundaries was also deemed crucial. The organizational architec-

ture that Kosonen referred to, as well as a whole portfolio of practices

and processes, made this possible. Through these structures, practices, and

processes, employees had an opportunity to bring their ideas and insights

to other groups within the company. For Nokia this ensured that know-

ledge flowed across the company, a concept which managers believed was

essential in the company’s complex, ever-changing environment.

Faced with the need to build both strong relationship ties capable of

retaining deep tacit knowledge and weak relationship ties to bring insight,

the executive team had developed a unique structural architecture that

they constantly reconfigured to align the competencies of the company

with the changes in the environment. These structural reconfigurations

were typically carried out at speed. For example, in 2003Nokia Mobile was

restructured from two business units to nine, with two horizontal pro-

cesses, in a matter of months. This near-instant reorganization was pos-

sible because it involved moving modular teams of people with shared

competencies bodily from one part of the business to another. Teams

could be as small as six people, or as large as hundreds, and the reconfig-

urations typically took place around nodal points at which the technolo-

gies become entangled. As Mikko went on to say, ‘We use reorganizations

as a means to shuffle the pack. People learn new jobs, they are stretched.

The modularity ensures that the relationships stay—it is the job change

that breaks the old way of working.’

At BP a ‘signature process’ was the concept of ‘peer assist’ and ‘peer

challenge’. As described earlier, in the journey of corporate renewal, BP

had broken itself up into 150 autonomous business units. The resulting

focus on performance had enabled business units to identify and unleash

their entrepreneurial talent. On the other hand, on the path to integration

the challenge for CEO Browne was ‘how could you get independent atom-

istic units to work together to share information, to learn and to retain

learning’. The answer in part came from a highly innovative organiza-

tional structure termed ‘peer groups’. These consisted of clusters of up to

thirteen business units from across the globe, grouped together roughly by

market, whose business heads were tasked to develop not only their own

capability and performance, but also those of the other business units

within the group.
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‘Peer assist’ had been developed to encourage groups of managers from

similar businesses to drive learning and share knowledge across the com-

pany. Subsequently, ‘peer challenge’ broadened the approach to embrace

the traditional vertical performance-management and resource-allocation

processes.18

In the past, BP business-unit managers agreed an annual performance

contract with top management which it was then up to them to meet

however they liked. ‘Peer challenge’ added the condition that before

finalizing the contract with Browne and his colleagues, managers must

have their plans approved by their peers, too. ‘The peers must be satisfied

that you are carrying your fair share of the heavy water buckets,’ said

deputy chief executive Chase. ‘The old issue of sandbagging management

is gone. The challenge now comes from peers, not from management.’

Polly Flinn, a senior manager, put it this way: ‘peer challenge is about

convincing people in similar positions to support your investment pro-

posal knowing that they could invest the same capital elsewhere, and

going eyeball to eyeball with them, and then having to reaffirm whether

you have made it or not over the coming months or quarters’. In an added

twist, BP has extended the peer process even further. The three top-

performing business units in a peer group have been made responsible

for improving the performance of the bottom three. ‘We had ‘‘not

invented here’’ raised to an art form’, said Chase. With ‘peer assist’ and

‘peer challenge’, on the other hand, ‘What we have raised to an art form is

that if you have a good idea, my first responsibility is to share it with my

peers, and if I am performing poorly, I will get the peer group to help me.’

The executives in these four firms understand that cooperative

relationships are the soft bonds that hold their fragmented companies

together. These relationship ties will form naturally, developing on the

basis of proximity (‘whom I sit next to’) and similarity (‘who is like

me’). But while natural ties are important, there is a danger that they

simply reinforce the old silos and divisions of the company. In our

integrated companies, we saw that executives were heedful about con-

sidering the practices and processes that build, shape, and protect the

network of relationships that can potentially form a bridge between

functions, businesses, and geographies. In doing so, they made three

crucial contributions.

. They understood the importance of good, positive cooperative rela-

tionships across an integrated company. They took great pains to

ensure that they were personally seen to create and maintain relation-
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ships with people throughout the firm. By doing so, they set the

expectation that networks of relationships were key to success.
. They were conscious of the need to build strong cooperative relation-

ships both within teams and across businesses and functions. As a

consequence, they worked hard to develop and support practices

and processes that created the context for people to meet. In a sense,

they ‘engineered’ proximity.
. They were aware of the many barriers to cooperative working—typic-

ally the promotion system, remuneration and bonus processes, and

job structure—and worked hard to ensure they were eliminated and

replaced by processes and practices that encouraged cooperative net-

works of relationships.

Supporting with Reflective Conversations

Networks of relationships across invisible organizational boundaries play a

crucial role in creating the soft bonds of integration. But while the spread

of these networks is the structure of integration, they are simply conduits;

avenues through which ideas and knowledge, insights, and theories flow.

The speed and extent of new-product development at Nokia, for example,

did indeed depend on the extent to which people with different mindsets

and knowledge were able to meet each other in structures and processes

such as the modular architecture. But meeting was not sufficient at Nokia.

The extensive product portfolio was the result of the content of these

relationships: in other words, what was actually said, how it was heard,

and the commitments that were made as a result of these conversations.

Pursuing the goal of ‘knowledge management’, as we noted in Chapter 7,
many companies have installed IT-based systems that are essentially data-

bases for sharing information across the organization. However, our ex-

ecutives acknowledged that these systems were only the first step in

establishing a truly shared repository of company knowledge. They de-

scribed how the heart of working cooperatively across the company was

not simply the result of an IT system or knowledge-management technol-

ogy. Rather it was the result of reflective, purposeful conversations. It is

through these reflective, purposeful conversations that companies develop

new ideas, share knowledge and experiences, and enhance individual and

collective learning.19

In all four companies, managers participated in rich, reflective

conversations that were characterized by both analytical rationality and
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emotional authenticity. At OgilvyOne managers believed that the deep

conversations between Theddens and the executive team about the com-

pany’s future were crucial to success. At BP people like Polly Flinn shared

many thoughtful conversations with peers on how to meet their daily

challenges. At RBS Goodwin used his daily morning meetings with his

executive team to create a flow of reflective conversation which is credited

with creating much of the energy that went into the integration of the

NatWest acquisition.

It is our observation that conversations in many companies are dehy-

drated and ritualized, having neither analytical rigour nor emotional

authenticity. Essentially ‘set pieces’ in which participants go through the

motions, they take place within a framework of tightly defined agendas

that constrain the opportunities for exploration or discovery. Some of

these conversations are a proxy for downward hierarchical communica-

tion, often of information of which the junior is already aware.

Reflective executives believe that purposeful conversations are crucial to

cooperative working across the boundaries of a company. Those in our

companies used a portfolio of conversational styles (see Figure 10.2). On

some occasions they focused on disciplined debate. With its roots in So-

cratic thought, these disciplined conversations are essentially hypothesis-

testing. Conversants ask questions like: ‘What are the assumptions

behind this proposal?’; ‘What data or evidence do we need to prove these
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Figure 10.2. A typology of conversations
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assumptions to be false?’; ‘What do we believe to be true that is actually

untrue?’

This was the kind of disciplined conversation we heard at BP. Chase

commented: ‘We are a deeply questioning team. We constantly inspect

what we do in order to find out if in fact it is the exercise of laziness or

prejudice.’ The focus on intellectual rigour is a reflection of Browne’s

deeply held convictions. ‘Unless you can lay out rational arguments as

the foundation of what you do, nothing much happens’, is his constant

refrain. We found the same focus on disciplined debate at RBS. This is how

Goodwin described the morning meetings, the locus for many critical

conversations:

My direct reports and I meet at 9.30 every day for about one hour. . . the pre-

sumption is that anything that has happened the day before or something is

happening in your diary for the coming day, you will share it with your collea-

gues . . .Generally you are not allowed to take papers to the morning meeting, so

you have to know what you are talking about.

Disciplined debate is crucial to the ‘soft bonds’ that hold companies

together. But to be effective, it needs to have both a ‘Socrates’ to pose the

questions, and information to underpin it. At BP Browne embodies

the belief in rigour and rationality: ‘Rigour implies that you understand

theassumptions youhavemade—assumptions about the state of theworld,

of what you can do, and how your competitors will interact with it.’ The

second requirement for disciplined debate is relevant conversation. ‘There

is no point in just changing a process,’ explained David Watson, a group

vice president at BP. ‘It has to start with changing the fabric—the informa-

tion. If it is the same information, wewill get the same conversations. Sowe

have to provide different information for different conversations.’

Executives in these high-performing companies believe that rationality

and analytical rigour are crucial. But they also understand that the soft

bonds that bridge boundaries with empathy, mutual understanding, and

trust need something else. Intimate exchanges are the foundation for

building such deep, trusting relationships. This is particularly crucial

when the relationship is being built across the company boundaries. At

OgilvyOne, for example, we heard two people carrying on a series of

deepening exchanges over five weeks before deciding to merge their com-

panies. Over this period Nigel Howlett, chairman of the London office,

met Tim Carrigan to discuss the acquisition of Tim’s company, NoHo

Digital. Howlett and Carrigan met for at least a half-day a week to talk —

about their families and children, their personal hopes for the future, their
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fears and apprehensions, the way they liked to work, and their philosophy

of leadership. Amazingly absent from these conversation was anymention

of commercial issues. Those were dealt with separately, through the more

rational and disciplined conversations between the finance professionals

of both companies. What Howlett and Carrigan had was deep, intimate

conversation about themselves and their relationship. Howlett reflected:

‘We invested a lot of time before we even signed the letter of intent.’ Only

after themanagement teamswere on board did the two of themproceed to

the full-scale acquisition.

As senior executives of the two companies, their conversational

role-modelling had a profound effect on creative dialogue. Increasingly,

employees of the two groups began to meet informally. NoHo employees

were rapidly integrated into OgilvyOne’s Friday morning breakfast meet-

ing in the London office, where up to ninety people met to talk

about topics of mutual interest. As OgilvyOne creative director Rory

Sutherland commented: ‘The most important role of the manager at

OgilvyOne is to create friendships.’ As a consequence, once the acquisi-

tion of NoHo had been given the go-ahead, the integration of skills and

competencies was rapid and successful, and by October 1999 Adweek de-

scribed the company as ‘one of the premier models of how a traditional

ad agency can operate successfully in the non-traditional world of

cyberspace’.

One of the essential features of vertical, bureaucratic role-based

relationships is depersonalization. When horizontal boundary-bridging

relationships become the norm, the first requirement is to repersonalize

the workplace: to recognize that employees are real people, that they have

feelings and emotions that affect their work, and to legitimize the role of

these feelings and emotions in the day-to-day functioning of the com-

pany. Beyond legitimizing emotions, it is also necessary to create space

and time for conversation to occur. To give expression to this need, the

OgilvyOne off-site meetings are typically held in the chateau that

belonged to David Ogilvy in France. More than the beauty of the place,

the location personalizes Ogilvy’s larger-than-life figure—his creative pas-

sion, his legendary curiosity, his capacity for friendship and love, his

personal generosity—and it generates a very different level of authenticity

in conversations than is possible in the company’s boardroom. Over time,

these conversations have matured into intense, often very personal cre-

ative dialogues between Theddens and the members of the executive

board about the purpose of the company, the nature of creativity, and

the meaning of brands.
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In creating a context for good conversation, these exceptional managers

described what they believed to be crucial:

. They consistently made time to have conversations with those around

them. In some cases they played the ‘Socrates’ role of questioning and

analysing. This was the style adopted by Goodwin at RBS. Others took

a more emotional, involving tone, like Howlett at OgilvyOne. Their

conversational style reflected their own personal style. Yet while their

styles were different, each was fundamentally committed to the im-

portance of reflective conversation and creative dialogue.
. They gave time and attention to these conversations. The notion of

the ‘busy manager’ endlessly involved in activity is anathema to real

conversation (a topic we return to in Chapter 11). They were prepared,

like OgilvyOne’s Howlett, to set aside time for regular talk that carried

on from one occasion to the next.
. In these conversations, we found that exceptional managers were

prepared and able to be authentic, to ‘be themselves’. Their authenti-

city was crucial to the depth and richness of the conversation, particu-

larly to intimate exchanges. But it also served a role in creating the

foundation of trust and respect that lubricated the networks of rela-

tionships so crucial to managing cooperatively across boundaries.

Values and Assumptions

In our four high-performing companies, the structure of the relationship

networks criss-crossing theorganization created a vehicle for the soft bonds

to form. Rich, deep, thoughtful debates and conversations provided the

forum for ideas to be exchanged and assumptions to be tested. But beneath

each of these there is one more challenge that the exceptional manager

faces in working across boundaries. Network structures are primarily a

challenge of process and practices. Conversational protocols are a chal-

lenge of time and space. The third challenge is of an altogether different

nature and scale. It is a challenge of themind, of the fundamental assump-

tions that executives have about the motives and intentions of others.

The network structures may be in place, the conversations happening,

but are people actually cooperating with each other across the boundaries

of the company? And if so why are they cooperating? We discovered that

in the four companies many of the senior executive team members held

clear views on the subject. Fundamentally, they believed that people were

capable, willing, and able to cooperate.
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Such an assumption is important, for it flies in the face of dominant

attitudes in many of today’s companies—and of much management

theory. For most economic institutions, the underlying assumption

(often unarticulated) is that people work with each other out of self-inter-

est. In this view, individuals (and therefore employees) seek to maximize

their own personal gain, rationally choosing the best means to serve their

goals. In extreme form, the assumption is that individuals are not only

motivated to satisfy their own desires, they are also essentially indifferent

to how their actions affect others. The role of society, the company, or

indeed an executive then becomes one of controlling selfish self-interest

through the rules of morality or the procedures of justice and fairness.

Our starting assumptions about the intention of others creates a self-

fulfilling cycle. In Figure 10.3 the development of this self-fulfilling cycle is

illustrated. For example, an executive whose assumption about human

behaviour is that people are basically selfish will attempt to check their

selfishness through practices and processes designed for surveillance and

control. These practices and processes themselves begin to shape the

norms of behaviour, and ultimately what becomes legitimized behaviour,

and what is delegitimized. In this way selfishness breeds selfishness (just as

the converse is true: trust breeds trust). The language and metaphors

Design of organization,
practices and processes

Assumptions about
human nature

Legitimization of
desired behaviours

Desired
behaviour

Organizational
language

Shaping social
norms

Deligitimization
of behaviours

Figure 10.3. The self-fulfilling prophecy
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managers use unconsciously serves to reinforce the tendency. For ex-

ample, many performance-management practices and processes pit

people against each other and discourage cooperation (for more on the

pitfalls of performance management, see Chapter 6). The language of the

battlefield and competition is not the language of cooperation.

The Self-fulfilling Prophecy

In these companies we saw many ways in which cooperative rather than

selfish behaviour was encouraged. Talking with a group of executives at

London Business School, BP’s Chase explained it this way:

In our personal lives—as fathers, mothers, brothers, or sisters—we know how

much we would like to help someone close to us succeed. Why didn’t we believe

that the same can happen in our business lives? That is the breakthrough, and

you get there when people take enormous pride in helping their colleagues to

succeed.

For Chase, the reality was that people could behave cooperatively with

each other. The issue for him was not so much what companies can do to

support cooperation, but rather what they often inadvertently do to kill it.

The challenge for exceptional managers is then how to stop killing

cooperation: how to build the company into an arena for evolutionary,

spontaneous cooperation. To do so they have to have to come head to

head with the cooperation killers—the structural, process, and cultural

impediments. The horizontal processes at Nokia and BP, for example, are

intended to lay a solid foundation for cooperation. When coupled with

rich and reflective conversations, the basis has been laid for a cooperative

mindset based on assumptions of trustworthiness and authenticity.

While this is crucial, we also saw executives playing a fundamental role

in supporting cooperative relationships through their language and be-

haviour, based on their assumptions about human nature. For example,

they were prepared to bring into conversation the notion of personal

values. They did this both with regard to the company, and in the descrip-

tion of their own beliefs and behaviours.

We heard a striking example at BP. In 1997 Amnesty International ac-

cused BP of funding private armies in Colombia, alleging that these secur-

ity forces had been responsible for widespread extrajudicial executions,

torture, and disappearances of civilians. At that time the question, ‘What

is your personal Colombia?’ echoed in the minds of all BP executives.
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Memories of the incident affected every decisionmade subsequently by an

executive and shaped a new outlook regarding BP’s role as a business. As a

business-unit leader explained:

When we talked to the outside world the oil industry was seen as big and

powerful, dirty and secretive and grey—and we did not want that. We didn’t

want to be an unknown player in a big sector not known for goodness or as a

force of goodness.

This was the starting point for a set of values and beliefs which were

called ‘a force for good’. Four actions underpinned the sentiment: a real

focus on safety; environmental care; freedom from discrimination; and

investment in the community from which people come. Tangible actions

included Browne’s speech on climate change at Stanford University and

BP’s withdrawal from the Global Climate Coalition, a Washington-based

lobbying and public relations organization that opposed government

intervention on climate change. Being a force for good was about having

‘goals that are worth pursuing for everyone; that have to do with making

society better as a result of participation than if we had not been there,’ as

Chase remarked.

The executive team at Nokia also had a strong collective view about

their values and assumptions. Over its 140-year history, a set of societal

values had deeply embedded themselves within Nokia. As Olli-Pekka

Kallasvuo, executive vice president for mobile phones, observed: ‘To

some extent culture is not created. It happens . . . In addition the top

seven or twelve people follow the Nokia values in practice. They make

reference to the values, they talk about them. There is a lot of informal

communication.’

‘Respect’ was seen as particularly central to the leadership values of

Nokia. It was apparent in the ways in which partnerships with suppliers

were created and sustained. It was also apparent in the day-to-day behav-

iour of managers. Management encouraged every kind of discussion, but

not disrespect or behaviour behind people’s back. As J. T. Bergqvist, head

of IP mobility, explained: ‘If someone says, ‘‘I think that X is not perform-

ing,’’ we would encourage him or her to talk directly to the person. We

encourage respectful peer relationships.’ The capability to behave in a

respectful manner was a crucial selection criterion for people entering

the company. As a consequence, managers spent what seemed a dispro-

portionate amount of time exploring the personal values of candidates

during the interview process. As the organization globalized, however, the

emphasis on values emerged as a real benefit. Olli-Pekka summed it up:
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Despite the ‘me-me-me’ era, I believe people want to be part of something

meaningful, something they can be proud of, where they can contribute . . . That’s

why values are so important. Nokia is an emotional journey. People join us

because it’s a bit special.

In building the cooperative mindset, these exceptional managers were

prepared to question their own assumptions and to live by a set of personal

values:

. They had a ‘point of view’ about their personal assumptions of human

nature. For those best able tomanage across boundaries, these assump-

tions were based on the belief in the basic goodness of man and the

role that cooperative relationships play in the natural order. They

understood that people were capable of behaving in a cooperative

manner without the transactional element at its core.
. They lived on a daily basis a set of values and virtues that had respect

for others at the core. This was apparent in what they said, but more

importantly, in how they behaved. They understood that a purpose

such as ‘increasing profits by 12 per cent’ was not compelling for

employees. They realized that most people come to work in a positive

spirit; concepts such as ‘a force for good’ provide a frame of values and

assumptions in which cooperation and the positive spirit more gener-

ally can flourish.

Many executives are faced with the legacy of the ‘silo mentality’: busi-

ness units competing with each other, executives failing to trust others,

individual employees seeking to maximize their own self-interest. Yet in

this complex, ever-changing world, where innovation is key, they are

called on to move to the top-right corner of the renewal matrix. In this

quadrant, innovation, the sharing of promising practices, and the push for

productivity will more and more be the result of the collective rather than

individual endeavour. Increasingly, value will be created in the relation-

ships between people.

As we have seen in this study of high-performing companies, many

have come from a heritage of fiefdoms and competition between units.

And yet the executive team of each firm has had the will and commitment

to take positive action to move from a company of baronies to a more

cooperative way of working. In this journey, they have understood

that the ‘hard bonds’ of reporting relationships can play a role. But more

important are the ‘soft bonds’ of the many practices and processes that

bring people together—‘peer assist’ at BP that encourages and supports

cooperative relationships between people in disparate parts of the
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company, or the modular architecture of Nokia that keeps important

teams intact over long periods of time. Executives in these firms have

seen the company less in terms of the ‘hard bonds’ of power and

responsibility, and more in terms of the ‘soft bonds’ of friendships

and relationships. They have also understood that in shaping the practices

and processes that support cooperation, bringing promising practices

from outside the company can be important. But more important still is

their capacity to craft and shape practices and processes based on

their own values and assumptions, to support and champion ‘signature

processes’.

But beyond the crafting of practices and processes, these executives

fundamentally believed that cooperative relationships could only flourish

in their companies if they themselves behaved cooperatively.
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11
Overcoming Busyness

The lack of energetic and focused action-taking by managers is a pervasive

problem in companies. Research shows that only about 10 per cent of

managers take persistent and purposive action to achieve their goals. It is

not that the other 90 per cent do not know what to do: most have clearly

defined projects and goals and possess all the knowledge and resources

they need for taking action. The problem is that, even though they know

what to do, they simply do not carry it out.

Over the last five years, we have researched action-taking bymanagers in

several related projects. Beyond a longitudinal study of 130 managers in a

global airline that was the focus of an article inHarvard Business Review,1 we

have carried out an empirical survey covering 250 managers in a large oil

company in the US and have written detailed case studies on action-taking

in the context of specific large projects in twelve major companies.2 More

recently,we shadowed twentymanagers fromtendifferentorganizations as

they went about their daily work. In each of these studies, we came across

instances of both purposeful action-taking and what we have come to call

‘active non-action’, that is, busyness that has no productive outcome. Our

analysishas revealed threemajor traps that lockmanagers intonon-action.3

The first is the trap of overwhelming demands. Manymanagers get caught

in webs of expectations that completely overwhelm them. The demands

of their day-to-day work leave no time for reflection or prioritization and,

as a result, they lose sight of what really matters. They spin their wheels

and achieve little of significance.4

The second is the trap of unbearable constraints. Many managers feel

squeezed in narrow corsets of rules and regulations and come to believe

that they have too little space for autonomous action. Focusing on the

factors that limit their ability to act, they pay little attention to what they

actually can do. They become reactive and lose the capacity to create and

pursue worthwhile goals under their own steam.



The third trap of non-action is unexplored choices. Being focused on the

demands and constraints of their jobs, a majority of managers develop

tunnel vision. With their attention entirely focused on immediate needs

and requirements, they fail to perceive and exploit their freedom to make

choices and to seize opportunities to take the initiative.

From this research, we have identified specific ways in which managers

can avoid or overcome all three traps of non-action (see Table 11.1). We

shall describe these ways in the remainder of this chapter, but we must

make one point clear at this stage: while in most cases managers can

overcome the traps within the framework of their existing employ-

ment—either by modifying the work context or by changing their own

perceptions of their work—there are some situations in which the only

way to break out of the bind is to change jobs.

We describe the experiences of Thomas Sattelberger, former operations

director of Lufthansa, the German airline, in more detail later. One of

Germany’s highest-profile HR managers, Sattelberger had high hopes of

creating the country’s first corporate university. He pursued the dream

initially at Daimler-Chrysler, but in the end concluded that the gap be-

tween his vision and the priorities of top management was too wide. So he

moved to Lufthansa, where the atmosphere was more receptive and he

could finally achieve his goal.

Without denying the relevance and significance of the situations

that render people powerless to take purposeful action, in this chapter

Table 11.1. Overcoming the traps of non-action

The trap of

overwhelming demands

The trap of unbearable

constraints

The trap of unexplored

choices

. Develop an explicit

personal agenda

. Mapping relevant

constraints

. Being aware of choices

. Slow management:

reducing, prioritizing,

and organizing

demands

. Accepting trade-offs . Involving key players

to expand choices

. Structuring contact

time

. Selectively breaking

rules

. Building personal

knowledge and

competencies
. Shaping demands:

managing

expectations

. Tolerating conflicts

and ambiguity

. Enjoying the freedom

to act
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we focus onwhat they can actually do within their existing jobs. In the last

analysis, truly impossible situations are relatively rare. In most cases,

thoughtful and determined managers can manage the demands, con-

straints, and choices of their existing jobs to carve out space for purposive

action.

Overcoming the Trap of Overwhelming Demands

In most instances, managers who find themselves caught in the trap of

overwhelming demands do so not because of their work situation per se,

but because of the way they deal with expectations.5

Typically, they take demands for granted without asking whether they

make sense, whether they can be influenced, and what can be done to

reshape them. Consumed by demands and constantly under pressure,

these managers do not make the time to ask themselves the most funda-

mental question: ‘Am I busy on the right things?’

The simple fact is that it is easier to be busy than not. A highly fragmen-

ted day is often also a very lazy day. It is easier to respond to each new

request, to chase the latest query, and to complain about overwhelming

demands than to set an order of priorities and stick to it.

Most managers can overcome habitual fire-fighting.6 To do so, however,

they must first overcome what is probably the most difficult hurdle: the

desire to be indispensable. Most often, managers who complain that they

have too little time actually thrive on the sense of importance they derive

from their busyness. They enjoy being at the centre of frantic activity. The

last thing they want to have is more time—time to reflect on what they are

doing.

An Oxford graduate with an MBA from London Business School, Jessica

Spungin found herself caught in this trap when she was promoted to

associate principal (AP) at consultancy McKinsey’s London office in

2000.7 As an AP, consultants are expected to take on more responsibilities

of the partnership group, juggle multiple projects, serve as ‘inspirational

team leaders’, and play an active role in office life. Already handling two

major client projects, after her promotion Spungin was also asked to co-

lead McKinsey’s recruitment programme at UK universities and business

schools, participate in an internal research initiative, serve as a senior

coach for six business analysts, run an office party for 750 people, get

involved in internal training, and help out on a new project for a health-

care company. This is how she described a nightmare week:
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I flew to the US on a Sunday night to be there for an 8.30 meeting the next

morning on the research project, did a full day in New York on Monday, includ-

ing some work on my banking client, got on a plane the same night to the

Middle East, getting there on Tuesday afternoon, did a meeting and a dinner

with my other client that night, worked in Tel Aviv through Thursday, and took

the midnight flight back to the US, arriving at 5 a.m. Friday morning for a full

day ofmeetings. I was supposed to go back to the hotel on Friday night to pick up

my bags and head home to London, but I arrived at the hotel, crashed on the bed

and didn’t wake up until the next morning.

Soon Spungin hit the wall. In her first round of upward feedback from

the three project teams she had worked with as an AP, she was rated second

from bottom among her peers. One comment read: ‘Jessica is really effect-

ive when she sits down with us, but she hardly ever does it.’

Spungin began to see that part of the problem was her own lack of

confidence with her new position and her own success. She reflected:

‘I never said ‘‘no’’ to people asking me to help out on stuff in case they

thought I couldn’t cope; I never said ‘‘no’’ to a client who wantedme to be

there for a meeting, regardless of the flying involved. I drew the boundar-

ies based in what I thought was expected of me, not on the basis of what

I was good at, what was important, or what I could physically do.’

Spungin is one of the managers we studied who was able to overcome

the trap of overwhelming demands. How she did so illustrates the ways in

which managers can actively shape and influence the demands they

confront in their jobs.

Developing an Explicit Personal Agenda

The first requirement for loosening the constraint of overwhelming de-

mands is to develop a clear personal agenda.8 As opposed to those who are

vague about their objectives, effective action-takers build a precise idea of

what they want to achieve in their jobs. They transform general aims such

as growth, profit, providing the best service to customers, or personal

career success into clear long-term goals—a vivid mental picture of the

desired end-state, including a concrete understanding of how to get there.

The starting point for Spungin’s recovery was the recognition of what

she really wanted to achieve: she wanted to be a partner at McKinsey. It

was a difficult agenda to commit to; as she remarked, ‘Saying ‘‘I want to be

a partner’’ is a bit like saying to someone ‘‘I love you’’—it always makes

you vulnerable. The chances are that you won’t make it, and you want to

avoid the heartbreak.’
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Once she developed clarity about what she really wanted, the consult-

ant could begin to visualize her life as a partner. One of themost important

outcomes of this visualization was that she started to think in longer time

blocks: instead of thinking only about the next three to six months, as she

had done before, she started thinking in terms of one to five years. ‘When

you think you will be out in a year, you don’t plan for the next horizon,’

she noted. ‘When you start thinking in terms of five years, you can

prioritize.’

Having changed hermode of thinking, Spungin started to take proactive

steps to assert control over her own development and task portfolio. As an

expert in corporate banking thanks to an earlier stint at Citibank, she had

slipped into the routine of accepting one banking project after the other,

even though she realized she was not enthusiastic about the sector. In the

context of longer-term job and career development, it became very clear to

her that banking was not where she wanted to be. Instead, she decided to

focus on the organizational practice, which dovetailed well with continu-

ing work with her industrial client, a project that she really enjoyed. This

focus on the functional and client side of her work then allowed her to

bring a similar focus to other areas.

While reacting to demands distracts managers and makes it hard for

them to see the big picture, a personal agenda has precisely the opposite

effect. It allows them to integrate the diverse and loosely related goals they

have for their short-, medium-, and long-term responsibilities into one

broader master plan. As a result, personal agendas allowmanagers to relate

immediate priorities to their own longer-term aspirations. A personal

agenda is much more motivating and exciting then merely responding

to everyday demands. It is, therefore, the first and most essential require-

ment for freeing oneself from the trap of overwhelming demands.

Slow Management: Reducing, Prioritizing, and Organizing Demands

With her new focus, Spungin went on to reorganize the work of her

personal assistant. In the past, given her frantic schedule, her assistant

would often take decisions for her—telling teammembers seeking a meet-

ing that she was busy, for instance. Now she got her assistant to provide

daily updates on meetings and discussions, so that she herself could make

the call about what to participate in. In her mind, clients and the teams

associated with them came first. Behind them she prioritized recruiting,

the research initiative, and the coaching role. As it turned out, the non-

client work mostly peaking at different times of the year, she could see
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how she could manage it alongside client work as long as she set aside half

a day a week for ‘other things’.

Many of the demands that managers accept as given are actually discre-

tionary in nature. They see more demands than there really are because

they fail to recognize that some of the things they do are actually choices

rather than requirements. Those who take purposeful action, by contrast,

check thoroughly what is actually a demand and what they can chose to

do or not do. Thereby they not only reduce demands on their time, they

also systematically streamline their routine work. They create space for

tasks that are important for their own agenda instead of doing what they

like, are familiar with, or find easiest to do; and they resist the temptation

to jump impulsively from one thing to another.9 As Spungin learned, ‘in

order to achieve speed in the work that matters, one must practise slow

management.’

Structuring Contact Time

Managerial work is interactive and interdependent by nature. Managers

rarely work on their own. The problem is that interacting with people is

not only time-consuming but exhausting; it is the chief source of the

multiple interruptions about which managers often complain.10 A typical

trap of non-action is getting caught up in intensive interactions with

many different people.

Most managers spend much more time with their direct reports than is

really necessary or even desirable. Younger managers, in particular, often

fall victim to the fallacy of wanting to be seen as a ‘good boss’ and caring

about subordinates by being unrestrictedly available.11 This, in part, was

the source of Spungin’s problems—in trying to look accessible, she had in

fact become highly inaccessible to those who really needed her time, and

at those points of time when they needed it most.

Slowly she brought more structure to her contact time. Depending

on the state of play in each project, either the team with her industrial

client or the team with her healthcare client would come to the

forefront. She became very explicit with each team about what she

was going to do, spending more time on one team and less on the

other, and then switching. By choosing priorities, phasing projects, and

refocusing, she was able to devote more time to mentoring and

coaching her teams. As a result, her 2002 feedback review—exactly one

year after she was rated second from bottom in her peer group—rated her

second from top.
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Shaping Demands: Managing Expectations

Many managers constantly worry about whether they are meeting the

expectations of others. Trying to please everyone, they tend to be absorbed

in speculation about what others expect, the best strategy for meeting

those expectations, and the consequences of not meeting them. They

constantly monitor comments, feedback, and even the looks of others to

interpret whether they are indeed living up to what they think others

want. Ultimately, they fail, not only because they find little time to pursue

their own agenda, but also because in trying to please everyone they

typically end up pleasing no one.

What Spungin learned at McKinsey was that wanting to make some-

thing happen inevitably meant that she could not meet everybody’s ex-

pectations. Initially, she discussed her options with several senior

colleagues, but most of their suggestions only reflected what they needed

most from her. Then she took a different tack: ‘It made a big difference

when I stopped and thought about what I wanted, rather than focusing on

pleasing mymentors—of which there were many. They were important to

me, but if I was going to succeed, I had to do it by being me, not many bits

of lots of them.’

Having stopped trying to please everyone, she could then also work

actively to both shape and respond to the demands she chose to meet.

With clarity of her own objectives, she could become more proactive—

presenting her own goals and ideas in advance, so that they would influ-

ence what others expected of her. Also, having chosen to focus on a few of

the demands, she could go beyond trying tomeet them and do everything

she could to exceed them.

In June 2003 Jessica Spungin was made a partner in McKinsey.

Overcoming the Trap of Unbearable Constraints

Onemanager in a large telecommunications company we studied epitom-

ized the trap of unbearable constraints: ‘Already doing my day-to-day job

often drives me and my people to our limits. No one is willing to give us

more resources—people, money, and equipment. For a long time I have

been wanting to introduce a quality-control system. That would really

help us reduce errors and complaints and save us more time. And I would

if I could get the resources. But given the situation, I do not see how I could

do that—I do not see how I could do anything else or more than what I am

currently doing.’
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Contrast this with the experience of Sattelberger. Recall that Sattelberger

had left Daimler-Chrysler for Lufthansa because he was unable to achieve

his goal of creating a corporate university at the former; he fully antici-

pated doing so at the latter. His vision was to build corporate Germany’s

most progressive human-resource management capability, which he visu-

alized as a temple with three pillars—one for each stream of organization

and people-development measures that he wanted to build, while the roof

was the university that would tie the pillars together and give the HR and

organization-development work robustness and visibility. He anticipated

that Lufthansa would already have the foundation of effective operational

HR processes on which he could immediately start building this temple.

What he discovered instead, however, was a complete mess. The oper-

ational HR processes were in disastrous disarray.

Without effective processes, it was futile to think of creating a corporate

university. But Sattelberger did not give up. It took him two years of

exhausting work to ‘clean up the pigsty’, but during that period he built

the network and credibility he needed to erect his temple, once the

foundation was in place. And so he did. The first corporate university in

Germany—the Lufthansa School of Business—came into existence in 1999.
The way Sattelberger went about relaxing the initial constraints illus-

trates some of the key strategies managers can adopt to overcome the trap

of unbearable constraints.

Mapping the Constraints

The first strategy is to develop a clear map of the constraints as a prelim-

inary to thinking through systematically how they can be overcome.

Instead of lamenting limitations in general, purposeful managers identify

with some precision the specific constraints that hinder their ability to

achieve their goals.With the aid of suchmapping, they often discover that

some of the constraints they presumed to be critical do not actually matter

very much. They can then concentrate their energy on overcoming those

constraints that are indeed killers for their cause.

Sattelberger identified two constraints as critical for his ambition to

build the HR-OD ‘temple’. The first was a general lack of understanding

among the airline’s technically orientated senior managers of the strategic

role that HR could play in achieving the company’s vision and purpose. To

overcome this constraint, he chose what he described as an ‘emergent

strategy’. He never spoke about his vision as a whole; that would have

frightened off most of his stakeholders. Instead, he created commitment
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for specific initiatives, projects, and programmes that were the building

blocks of his temple. By delivering tangible results, slowly and incremen-

tally he created trust and belief in his case that HR development (and

eventually the university) could play a vital role in supporting corporate

strategy and stimulating organizational development and change. Over

time, he noted, ‘they started seeing the whole picture’.

Shortage of resources was the other critical constraint. Lufthansa was in

the middle of a strategic cost-saving programme that required every area

to reduce total costs by 4 per cent a year for the next five years.12 From

Sattelberger’s point of view, ‘This meant that investing in anything other

than the absolute essentials was not on the agenda at all.’

Sattelberger urgently needed half a million dollars to proceed with a

company-wide initiative that he saw as central to his vision. To generate

some income, Sattelberger came to an agreement to rent out Lufthansa’s

existing training facilities. But that was not enough, and the controller

was adamant that official policy was sacrosanct. Seeing that his vision was

in danger of foundering, Sattelberger took the matter to Lufthansa CEO

Jürgen Weber. Sattelberger said: ‘I explained to Weber that the initiative

was vital for the company’s future and to the development of business-

driven HR in the company, and that the dogma on cost reduction would

kill both. We had several conversations. Finally, Weber said, ‘‘For God’s

sake, do it, but do it right and stick to your budget’’.’

Sattelberger had to work hard, but his was not a unique case. Just as they

shape demands, purposeful managers also systematically loosen con-

straints and broaden their freedom to act. Their strategies depend on the

nature of the constraints in question. Some try to generate resources by

winning one top-level sponsor. Others build a broader network of relation-

ships to access neededmaterial and non-material resources such asmoney,

information, advice, and competencies.What they all have in common is a

critical awareness of the pinch-points for their project and the ability to

work systematically and strategically to overcome or work round them.

Accepting Trade-offs

Not all constraints can be overcome, however, no matter how hard or

persistent the effort. When they run up against immovable barriers, most

managers respond in one of two equally ineffective ways.13 Some just give

up, feeling hurt and frustrated in the process. Others bang their heads

against the wall. They try again and again, essentially repeating the same

arguments over and over, ultimately frustrating everyone else.14
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Purposeful managers, too, do not always get what they want and need

for their projects. However, they deal with constraints muchmore flexibly.

While never losing sight of their overall ends, they tend to be far more

willing to accept trade-offs. For every intention, there are ‘must-haves’ and

‘nice-to haves’. Purposeful managers develop a great deal of clarity on the

distinction between the two and accept compromises on the ‘nice-to-

haves’ much more readily than their strong-headed colleagues. At the

same time, they fight much harder on the ‘must-have’ elements.

Sattelberger coped with many setbacks, accepting significant delays and

even cancellations of different parts of his initiative. He put aside his

vision for the first two years to ‘clean out the pigsty’; he worked to increase

earnings to relax resource constraints; and he started with much less than

he expected—but he never allowed his vision to wither.

Selective Rule-breaking

Most managers just obey rules, procedures, and directions. They accept

formal regulations as given and define their activities around them. Pur-

poseful managers take a more active stance towards both the formal rules

of the organization and its informal norms. Not only do they question

standing rules that they believe to be outdated or inappropriate, but they

also break the rules or find a way around them when it is absolutely

necessary for achieving their goals.

There is a subtle but profound difference, however, between wholesale

and selective rule-breaking. Mavericks who flout all rules can rarely

achieve the centrality within the network of relationships among key

organizational members that they need for pursuing significant initia-

tives. The challenge is to conform to some rules in order to earn the

legitimacy and credibility to break others. In Sattelberger’s words, ‘You

have to be loyal to the company and not get into guerrilla warfare. But at

the same time you must remember that nobody thanks you for following

the rules. But they do thank you for doing a fantastic job.’

In most organizations, it is often the informal, unwritten norms and

regulations that are greater barriers to purposeful action than the formal

rulebook.15 Being explicit and limited to specific areas, formal rules are

paradoxically often less restrictive than informal ones developed through

cultural norms, habits, and shared expectations that tend to blanket all

aspects of behaviour. Further, not being explicit, they also often become

undiscussable. As a result, they tend to be much more pervasive and

pernicious in shaping and constraining individual action.
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The cultures of most companies inhibit purposeful action-taking on the

part of their managers. The culture of frenzy—of celebrating busyness—

that characterizes some young high-technology companies is as much a

hindrance to the reflective and persistent pursuit of goals as the bureau-

cratic cultures of some old and established corporations.16 Similarly, while

a culture of strict top-down command and control certainly limits the

scope of individual initiative, so does an extreme consensus-orientated

team culture.

More than by breaking formal rules, purposeful managers succeed by

challenging the web of informal restrictions arising out of unspoken

cultural norms. Typically, they break the code of silent adherence by

making these rules explicit and exposing them to debate. Entrenched

dogmas survive only as long as they remain unquestioned. Purposeful

managers unshackle themselves by making these restrictions visible and,

therefore, untenable.

Tolerating Conflicts and Ambiguity

Mostmanagers try to avoid conflict and in case of disagreement attempt to

avert confrontation by changing their opinion or diplomatically not

speaking their mind. As a result, they spend a lot of time figuring out

strategies for navigating around potential conflicts and confrontations.

The cost of this superficial harmony is that they lack positive freedom to

act and are constrained by their own insecurity. Purposeful managers, by

contrast, do not shy away from conflict. The best of them follow the

dictum ‘disagree, but do not become disagreeable’; but all prefer the

authenticity of open debate to the conspiracy of silent disharmony.

Sattelberger had several serious arguments with Lufthansa’s controllers

and senior management. He believed that their focus on cost reduction

was necessary, but risked becoming counterproductive if taken to ex-

tremes. Although concerned to build good, stable relationships with

colleagues, he had no compunction about engaging in direct confronta-

tion when his vision seemed in danger of stalling. On occasion, he

deliberately provoked conflicts in order to win attention for his agenda

at top-management level. As he put it: ‘You have to fight for new stand-

ards. You can’t do that if you are never willing to engage in direct and

difficult conversations.’

Willingness to engage in conflict to shield and nurture an important

goal requires a well-developed capacity for living with ambiguity. In

organizations of any size and complexity, conflicts—particularly on
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important issues—rarely find instant resolutions. Typically, there is a pro-

cess of escalation and a period of uncertainty, and purposeful managers

need stamina to sustain their commitment through these difficult times.

As Sattelberger observed, ‘There is a limit to how far and how fast you can

push. Eagerness beyond this limit is counterproductive. People get pissed

off. You have to grit your teeth and carry on. You cannot allow this tension

to drain your energy. You have to learn to live with this uncertainty if you

want to start something new.’

Overcoming the Trap of Unexplored Choices

Managerial jobs are indeed subject to both demands and constraints. At

the same time, they are also essentially discretionary in nature.17 All

managers have some degree of choice with regard to both the goals they

can pursue and the means for pursuing them. Often managers do not

recognize this freedom because they have fallen victim to the trap of

unexplored choices. First, they do not recognize their choices. Secondly,

even when they can perceive alternatives, they do not exploit their ability

to explore them. Purposeful action-takers, on the other hand, avoid this

trap by being aware of their choices, by expanding their opportunities and

freedom to act on those choices, by developing personal competencies

that both create choice and enhance their ability to make things happen,

and by learning to enjoy the freedom and responsibility that choice brings

with it.

To illustrate how managers can overcome the trap of unexplored

choices, consider the example of Dan Andersson, a mid-level manager in

ConocoPhillips. In 1992 Andersson was part of a Conoco team that was

exploring the possibility of entering the Finnish market, a move that

would require breaking a monopoly that had reigned since 1947. Budgeted
at $1million, it was considered a capital-light project. The first task was to

set up storage facilities that would allow Conoco to import its own petrol.

After several months of intense search, the team eventually found an exist-

ing tank terminal that Shell had abandoned decades ago. While rusty

outside, the tanks, built in the 1920s, appeared to be clean and usable inside.

After months of intensive work with the city authorities, the team won

approval for leasing the facility. Success seemed close, and the team was

jubilant. Then came what seemed to be a fatal phone call from Conoco’s

laboratory: there was too much carbon in the steel for the tanks to qualify

for storing petrol.
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The first reaction of every member of the team to this hammer blow was

to give up. There was no other facility in Finland that Conoco could buy,

and without its own storage facility it could not break into the market.

There appeared to be no alternative but to abandon the whole idea.

Andersson, on the other hand, came up with a seemingly absurd idea:

building a new storage terminal from the ground up. He told us: ‘One

simply does not build new tank terminals any more. Nobody would even

consider such a proposal. However, I did not see any other way to break

themonopoly. This was the only way we could import our own petrol. So I

started exploring this option.’

Eventually, Andersson managed to convince Conoco’s management to

build the new tanks, even though it meant making an investment of six

times the original budget. When the first Conoco ship arrived at the

harbour, city representatives, hundreds of spectators, Finnish TV, and

Conoco top management were there to celebrate. ‘This big event when

the first load of imported petrol arrived was the emotional success,’

Andersson recalled. ‘The economic success followed.’

Being Aware of Choices

Why did Andersson think of building new storage as an option while most

of his team did not? In fact, the option to build was only one of several

alternative plans Andersson had up his sleeve. As he put it: ‘Even when the

whole team, including me, was totally excited about the idea of upgrading

the old Shell tanks and everything appeared to be going smoothly, I had

thought about three alternatives. Plan B was to build a new facility. Plan C

was to create a joint venture with a competitor, and plan D was to find an

investor for the tanks. Yes, we had a single official option—but inmymind

we had the other three possibilities, too.’

Intellectually, there was nothing unique or particularly special

about any of these alternatives. Yet, in the given context, others did not

even see them. They were outside the team’s mandate. Everyone else’s

vision was limited to the boundaries of the official mandate; Andersson’s

was not.

This kind of blindness is not unusual; it often prevents managers from

taking purposeful action.18 As we have seen in other chapters, managers

develop a level of loyalty to and identification with their companies,

strategies, and assigned tasks that leads them to take the givens as

unalterable. As a result, they perceive few choices—and indeed little

need for choices in the first place.
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Crucially, Andersson’s commitment was to the underlying purpose of

the project—breaking the state-owned monopoly. So instead of starting

from the budget as given, he started from breaking themonopoly as given.

He constantly scanned the environment for possible obstacles and for

strategies that would help him to overcome them. His different framing

allowed him to see more choices.

Involving Key Players to Expand Choices

Purposeful managers are not only more aware of their choices; they also

consciously create choice by generating opportunities and expanding

their space for taking autonomous action.

One of the ways of expanding freedom to act is by generating

ideas through conversations and interactions with others.19 Managers

without a strategic agenda of their own carry out their tasks and

limit their conversations to their day-to-day work problems. With their

goals in the forefront of their minds, purposeful managers constantly

explore the perspectives of others and generate new choices by involving

others.

This is what Andersson did to overcome a potentially fatal flaw in his

proposal: the only land available to site the new terminal was severely

contaminated. By involving local officials, the landowner, and a variety of

other people in his agenda, he was able to find an ingenious way for

Conoco to take over the land without assuming historical liability. It was

only with the participation of external stakeholders that such a creative

solution could have been arrived at. No one in Conoco could have gener-

ated it unaided.

Within the organization, managers can expand their opportunities for

autonomous action-taking by co-opting their superiors into their agenda.

Many managers avoid open and honest discussions with their bosses

about their own freedom because they do not want to be seen as too

pushy. Often they feel insecure about their performance and lack the

self-confidence to ask such questions.

By contrast, purposeful managers engage their bosses in candid discus-

sions about the scope of their jobs and roles. In most instances, such

discussions expand their opportunities and space for action. Typically,

bosses tend to see a job as bigger, and as providing more opportunities

for innovation, than do the job-holding managers themselves. Often the

boss is able to take a more detached view of the job than the junior
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manager, and thereby open up more freedom, choices, and opportunity

for purposeful action.

In this case, Andersson created a series of interactions with his bosses

that helped him both to develop his alternative plan and to secure their

commitment to it. With the support of the local authorities, he persuaded

the company’s senior team to visit Finland for face-to-face discussion of

the problems and opportunities. ‘Once my boss got involved with the

touch and the feel, once he saw the land, met the people, and got a

sense of what the battle was like, he started sharing our feelings,’ Anders-

son recalled. He added: ‘We did not discuss the budget. Instead we ex-

plored possibilities and created commitment to the solution. The budget

discussion came much later.’

Building Personal Knowledge and Competencies

For purposeful managers, another means of expanding the domain of

choice is learning—building specific knowledge and competencies.20 The

most effective of these managers invest in developing two different kinds

of competencies: a set of general skills and deep, expert knowledge in one

specific area. This combination helps them generate and exploit choices in

three different ways.

Greater knowledge and competence help them to identify choices more

effectively.21 A deep understanding of the company and its businesses, for

example, is often a prerequisite for perceiving opportunities for self-

generated and autonomous action. Especially important is the under-

standing of the invisibles—decision-making processes, informal rules

and norms, interpersonal relationships, and historically developed social

dynamics—that influence how ideas are received and acted on.22 With a

rich and deep understanding of these invisibles, a manager can intuitively

sense the right way to present a proposal and the extent to which it can be

pushed at a particular point in time.

An intimate understanding of the company is also necessary for under-

standing different perspectives and positions, including those of key

stakeholders in any particular initiative. Managers narrowly focused only

on their own jobs often do not understand the concerns and biases of

others and are therefore unable either to empathize with them or to

present their ideas in a form that would chime with the perspectives of

key influencers.
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Managers known for their knowledge and competence enlarge their

freedom of action by virtue of their credibility within the organization.

Compared with colleagues who lack a field of expertise, managers who

are experts in particular topics or functions develop more opportunities

simply because they are more sought after for advice and for joint work. At

the same time, their ideas and opinions carry more weight.

How did Andersson manage to persuade top management to invest six

times more than originally planned in the Finnish venture? One reason

was the solid base of credibility he had established thanks to in-depth

research and expertise about the Finnishmarket. ‘I was the only one with a

deep understanding of the political and economic structures of the region.

I knew everything about all the earlier efforts of our competitors to enter

the market, and about why they failed. It was that deep knowledge that

allowed me to develop a convincing business case. I could show that the

investment would be paid off within five years.’

As Andersson’s experience demonstrates, an additional benefit of com-

petencies lies in competent managers’ enhanced confidence in actually

exploiting their own ability to choose. Manymanagers hesitate to exercise

choice, evenwhen they are aware it exists.Without the confidence born of

competence, they can be overwhelmed with anxiety by the responsibility

and risk that inevitably go with autonomous action. Often they fail to take

the initiative because they are insecure in their decisions, do not trust their

own judgement, and feel that they need direction or backing for their

choices. In contrast, managers who believe that they have the necessary

knowledge and competence feel more confident of being able to deal with

unforeseen incidents or difficult tasks and find it easier to take decisions.

A Bias for Action

Ultimately, perhaps the attribute that most decisively differentiates execu-

tives who actively manage their work contexts from those who fall victim

to the three traps is their general attitude towards choice and the respon-

sibility that it implies. Purposeful managers have a bias for action simply

because they enjoy choice and the freedom to act.

This difference between those who enjoy freedom of choice and those

who are haunted by it becomes particularly salient during phases of major

change. In companies undergoing change, managers have to work in

relatively turbulent and unstructured environments. It was under these

conditions that we could see the differences in attitude most sharply.
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Facing exactly the same circumstances, those who enjoyed freedom pushed

out the scope of their jobs, expanded their area of choice, and pursued

highly ambitious goals. Those who did not enjoy the freedom reacted to

the perceived lack of structure by becoming disoriented, then paralysed.

Managers who are ill at ease with the freedom to act need constraints

and clearly defined demands. Unstructured, chaotic environments

make them feel intensely uncomfortable. One manager in a company

undergoing radical restructuring told us: ‘Somehow the entire process

was diffuse, and there was no transparency. . . . So I had very limited pos-

sibility to make any plans. Long-term goals were clearly inappropriate,

and even in the short term I felt unable to influence anything.’ The lack

of predictability and structure, together with insecurity about require-

ments and roles, made him feel much more constrained than in the pre-

transformation phase of bureaucratic controls. The ambiguity of choice

made him feel anxious, stressed, and threatened. Like several similar

colleagues, he reacted to the lack of structure by feeling paralysed and

powerless.

A bias for action is not the special gift of a few; most managers can

develop it as a capacity.23 Spungin’s story demonstrates what a difference a

personal agenda can make. Andersson did not always enjoy freedom of

choice. His experience and newly developed competencies changed his

view and gave him the energy and willpower to explore his choices. This is

precisely the sentiment he shared with us in his analysis of why and how

he pursued his idea so relentlessly. ‘After I started to develop an active

stance, I learned to like it,’ he explained. ‘Now I actually search for situ-

ations that go beyondmy scope and enjoy catching the opportunity of the

moment. Having a vision and making decisions is fantastic and exciting.

Somehow this gives me a kick.’

It is a bias for action that distinguishes managers who make important

things happen—exceptional managers—from those who succumb to the

traps of non-action. Purposeful action has less to do with the working

context and more to do with a way of seeing and dealing with those

contexts. This is the profound insight of Joseph Schumpeter, the Austrian

economist who gave us the theory of creative destruction. What differen-

tiates the entrepreneur from others?

Most people go about their normal, daily business and have sufficient to do

thereby. . . A minority, with a sharper intelligence and a suppler imagination, see

numerous new combinations. . . . It is a still smaller minority that acts . . . The

new combinations will always be there; the truly indispensable and decisive will

always be the deed and the energy of the entrepreneur.24
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12
Taking the First Steps

Executives across the developed world are faced with a dilemma. Do they

stay on the familiar low road, concentrating on cutting costs and compet-

ing on price, or do they strike out on the road less taken, the high road,

competing on innovation, value added, and speed? In this book, we have

argued that in reality theyhavenochoice. For firms in thedevelopedworld,

only the high road leads to sustainable long-term prosperity. The steady

globalization of manufacturing and services means that there will always

be someone, in some corner of the world, capable of delivering at lower

cost. In mature economies the high fixed cost base makes it impossible to

compete on the basis of cost alone. Moreover, if the citizens of developed

countrieswant tomaintain their lifestyles and economic growth rates, they

must be employed in companies that are innovative and commercially

successful, and thus able to generate profits and pay good wages.

Recognizing the value, indeed the necessity, of going beyond ‘business

as usual’ is a major hurdle in its own right. Most people are more comfort-

able with what they already know and understand, and managers are no

exception. But our starting premise is that managers cannot stay in their

comfort zone if that is not providing innovative, high-value-added prod-

ucts and services. To do so, we need a fresh approach to moving upmarket,

to creating higher-value products and services, to being more innovative,

and to coming up with unique strategies and ways of competing. As we

have seen, for some companies, innovation has always been the key to

their competitive strategy. But for many, this has not been the case. As we

have noted, UK companies have a poor record in both investment in, and

exploitation of, R&D and executives are now summoned radically and

fundamentally to change their approach.

We believe that at the heart of the new approach—the levers that switch

the trajectory of the company from low road to the high road—are the

beliefs and actions of the exceptional manager. We make this call for the



exceptional manager with care. We have noted that the economic land-

scape of the UK has been transformed beyond recognition over the last

two decades as Britain has turned itself into one of the most market-

orientated and business-friendly economies in the world. Yet, in terms of

average firm productivity, the UK still lags the performance of other

mature economies such as the US, France, and Germany. We in the AIM

Fellowship are clear that the organizational efforts and skills of managers

play a significant role in performance; an element in any performance gap

will therefore come down to the expertise and abilities of management. By

this we mean not only senior executives in major corporations. At all

levels of organizations of all sizes, people are engaged in roles and activ-

ities which impact on efficiency and innovativeness. In this book, we have

considered what it will take for firms to enjoy sustainable success in terms

not only of strategic orientation but also of organizational routines and

processes, and indeed, the roles and behaviours of individual managers.

Organizational success or failure can derive frommany different sources

beyond the actions of senior executives. In the early part of this book, we

considered the classic answers to achieving strategic success—use strategic

planning, choose an attractive industry, use generic strategies, think of

resources and competencies, make fast strategic changes, diversify—and

came to the conclusion that while these may be of some use, they do not

of themselves guarantee success. However, although the challenges man-

agers face are profound, and without doubt there are no simple formulae

for success, we should not be pessimistic about the role of management.

The first challenge is to accept that change is normal, and transform-

ational change sometimes necessary.

So what are the positive actions managers can take? As scholars well

versed in the evidence, we distrust catch-all, instant solutions. We make

no apology for this, even if some of our conclusions will disappoint those

intent on quick fixes. We believe that profound changes are needed if

companies are successfully to move to the next level of competitiveness.

Among the key challenges are:

A Call to the Exceptional Manager . . .

Our first, and perhaps overriding, conclusion is that what is demanded is

exceptional management. Why exceptional? Simply put, it is our belief

that ‘business as usual’ will inevitably create a downward spiral in the

relative performance and comparative position of companies in the devel-

244 TAKING THE FIRST STEPS



oped world. We have described the fundamental and often unrecognized

traps of inertia that constrain the manager operating with the ‘business as

usual’ mindset. To break out of the cage of their own assumptions, man-

agersmust becomemore self-critical, more prepared to question what they

and others take for granted, more ready to challenge ‘the way things are

done around here’. In this sense, being an exceptional manager is about

focusing as much attention on the exception as on the rule. A major

challenge, then; but it does not mean that exceptional managers need to

remain a rarity.

. . . to Address the Challenge of Discontinuous Change

The rate of change that organizations experience is likely to accelerate as

their context becomes increasingly dynamic: technology continues to

advance, markets fragment, and global competition grows. Such uncer-

tainty puts a premium on the ability of managers to learn to deal pro-

actively with discontinuous change. However, it is not possible to

‘manage’ these changes in the classic sense of controlling and coordinat-

ing. In responding to their context, managers cannot assume the indefin-

ite life of a current business model, however successful it has been in the

past. Ultimately any business model, however innovative, will run out of

steam. Under these circumstances, managers are called on to transform

the business model, and thus to manage innovation beyond small incre-

ments of change—beyond the steady state. It is this combination of man-

aging the routine while understanding and investing in transformational

strategic change that we believe is crucial. In other words, it is discontinu-

ous innovation that poses the greatest challenge.

As we have seen, discontinuous innovation is much easier for new

entrants to an industry starting from scratch than for incumbents with

their accumulated baggage of ingrainedmodels and routines. Somanagers

are challenged to find ways of reproducing the entrepreneurial agility of

the mould-breakers. We see this as encompassing a cognitive challenge

(of awareness), a political challenge (of support), and a technical challenge

(of resource development). We believe these challenges can be met, and

have described some of the means of doing so. However, as upheavals

increase in frequency and amplitude, so does the premium on the ability

of managers to learn to deal proactively with change. As we have noted,

traditional responses of command and control will not do here. Rather,

the task of the exceptional manager is developing and managing the
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context within the organization from which new ideas can emerge and be

carried forward. It is a vitally important one.

. . . to Emphasize Participation

One of ourmost important conclusions is that the high road of innovation

and value creation demands an employee workforce that is both skilled

and actively engaged with and participating in the business of the com-

pany. By this we mean engaged in a pluralistic decision-making process,

engaged in contributing to both continuous and discontinuous improve-

ment, and engaged in building relational networks within and outside the

firm. Exceptional managers are therefore called on to promote direct

employee involvement and indirect participation and actively to cham-

pion working systems intended to develop and support reciprocal com-

mitment between employers and employees. This requires that employee

contributions are underpinned by skills development and training, that

employees have opportunities to participate in decision-making and in-

centives to contribute through their perceptions of employment security,

promotion opportunities, and remuneration that is fair. There is a tension

to be negotiated between the turbulence and uncertainty of the world

outside the organization and the appropriate level of employee security,

engagement, and reward within. To strike the right balance, the excep-

tional manager needs to think systematically about the design of work and

the development of skills. Again, however, this is not a matter of following

a simple checklist. Rather, it is a matter of operating proactively within a

flexible, dynamic framework to create a context that is unique and appro-

priate to their particular circumstances.

. . . to Shape the Organizational Context

One of the essential ways in which exceptional managers respond to the

challenges of discontinuous innovation is in their shaping of the context

within which people work. They do this through their stewardship of

the practices, processes, and structures of the organization, both those

that deal with the management of people and the operating systems of

the organization. As we have noted, British employment relations have

been traditionally characterized as ‘adversarial’. Moreover, there has been

a tendency for British managers to treat employees at arm’s length and a
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general neglect of human-resource issues. We call on the exceptional

manager to make more and better use of high-performance work systems.

It is our strong belief that by putting some basics in place companies could

make real inroads in the productivity gap that consistently separates UK

firms from those of the US, France, and Germany. By the basics we mean

not only the working practices themselves: recruitment, performance

feedback, pay, training, etc. Also important is the way they are carried

out. Only by being consistent, just, and fair will they work to create the

employee commitment that is key to firms’ ability to take the high road to

innovation and value creation.

But employee commitment and business performance are determined

by a wider range of features than just those concerned with employment

relations. The way in which performance is measured is also critical. We

have singled out performance measurement because it is a resource-hun-

gry activity that impacts both directly and indirectly on the capacity of

individuals and teams to innovate. In the changing circumstances in

which managers now increasingly find themselves, it needs to change its

function. Exploring the role performance management can play in the

ambiguous and fuzzy process of exploration for new ideas and knowledge,

we conclude that exceptional managers must learn to see performance

measurement less as a control system, more as a vehicle for learning.

Treating performance management as learning requires them to be more

discerning as to what is measured and what is not, to balance the focus on

financial measures of value with non-financial measures, to broaden the

measurement methodology to embrace value creation as well as profit,

and to learn how to manage innovative performance. We see this as a

particular challenge since at the heart of innovation is the need to experi-

ment, to do things differently, and to take advantage of emergent oppor-

tunities. The management and measurement of innovative environments

is a complex business. However, by seeing performance as a planning

rather than a review process, we believe it is possible for the exceptional

manager to use performance management as a help rather than a hin-

drance on the high road to innovation and value creation.

While we have singled out performance management as a key practice

affecting innovation, we acknowledge that in reality practices such as

these come in ‘bundles’ of routines, systems, and procedures. A critical

issue for organizations is the orientation to, and ability successfully to

achieve, change. The dynamic capabilities bundles of practices create are

key to the innovative capacity of the company. Dynamic capabilities are

shaped by the executive team, but also by employees who carry strategic
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and operational practices forward. As we have seen, adopting new prac-

tices is less straightforward than it might seem; facilitating information

flows will be key, as will the capacity of employees to learn from their

success and failures.

Organizational innovation means new processes as well as products and

services. Historically, UK managers have had a poor record of introducing

new ideas on how to organize and manage their businesses. We have

emphasized the importance of the role of exceptional managers in ensur-

ing that promising practices are brought into the organization. For ex-

ample, we would expect the exceptional manager actively to seek out how

other companies are addressing the challenges of performance manage-

ment. However, we have also noted the potential pitfall of following fads

and cautionedmanagers to ensure that promising practices are first under-

stood and evaluated and then shaped to meet the specific context of the

organization. Managers must also avoid the trap of being content with

‘picking the low-hanging fruit’, that is, simply introducing the easy-to-do

aspects of a practice, and be sure to adopt the central elements that impact

performance. Success in this regard will mean an ongoing learning process

for individuals and the organization as a whole.

. . . to Champion a Learning Environment

The high road to innovation and value creation is built on an organization

and managers that are capable of meeting the cognitive challenge of

radical innovation. This requires them to tune into weak signals inside

the firm, to tolerate uncertainty and new ideas, to foster divergent think-

ing, and to create an organization in which the parts are integrated and

capable of learning from each other. The capacity of members of a com-

pany to learn quickly and effectively will be crucial to their ability to deal

with the many challenges that taking the high road involves.

To build learning capacity, we would encourage the exceptional

manager to think systemically about a range of learning initiatives and

actively to participate in and champion the learning processes of the

company. In particular, we draw attention to the priceless knowledge

that is present inside every firm, some of it tacit informal and among

ordinary members of the organization, but nevertheless potentially a

wellspring of innovation. Without a participative management

approach to employees, this tacit knowledge and innovation potential

will be lost.
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In considering managers’ own activities within a learning environment,

we pay particular attention to the way the exceptional manager makes

decisions. In a complex, ambiguous, and shifting world the manager’s

capacity to make sense of the context, process information, and acquire

knowledge is crucial. Here, it is the combination of the striving for ration-

ality together with the ability to see the significance and potential of the

informal aspects of organizations that can be the source of significant new

ideas. There are natural limits to any managers’ ability to process complex

information and also to be aware of and mediate their own biases. We do

not argue that managers should rely on detailed forms of analysis that can

overwhelm them in data. Instead, we have drawn attention to a number of

techniques that can sensitize them to their built-in biases and improve the

quality of group decision-making. However, as we have repeatedly empha-

sized throughout this book, the effectiveness of these techniques and tools

is highly dependent on context, especially on the degree to which the

internal political environment and culture of the organization is condu-

cive to their use. This is why we actively encourage managers to engage in

open debate between themselves and with employees about what should

be done and how it should be achieved. Openness and a willingness to

debate, listen, and reflect are among the key qualities of the exceptional

manager.

In any organization, much of the knowledge that forms the rawmaterial

of innovation lies between people, in the intricate networks of friendships

and social ties that criss-cross the company. The exceptional manager has

a key role to play here in developing an organizational structure and

fostering networks that enable diverse people to come together to ex-

change ideas. The exceptional manager does not dismiss or ignore these

more informal aspects of organization but seeks to understand, nurture,

and gain benefit from them.

. . . to Act as a Role Model to Others

In much of this book, we have called on the exceptional manager to be the

architect of what goes on around her; specifically to be actively involved in

designing and implementing innovative practices and processes. How-

ever, beyond the role of organizational architect, we have described a

crucial part for managers to play in nurturing and promoting through

their behaviour the way that others engage in innovative endeavour. We

have highlighted a number of behaviours as being particularly crucial to
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fostering an innovative climate. One is the way in whichmanagers engage

in reflective conversation with others. Our emphasis here is in balancing

the rational, analytical data described earlier, with emotional authenticity

and empathy. It is within these creative dialogues that new ideas and

knowledge are created. Another key behaviour is the skill with which the

exceptional manager navigates action-taking. Most managers are faced

with overwhelming demands and, at times, unbearable constraints. The

way that they navigate through these potential traps sends out clear and

unambiguous messages to others about how they should behave. Our

message to managers is to mediate the overwhelming demands by devel-

oping an explicit personal agenda, slowing down by reducing and organ-

izing demands, so as to find the space to challenge themselves and to

manage the expectations of those around them so that they do the same.

Our call in this book is for managers to strive to be exceptional. By this

we mean exceptional in their capacity to build and support a unique

context capable of innovation, but also exceptional in their personal

knowledge and competencies, and in the values and attitudes they bring

to their work. It is about stepping out of the comfort zone of ‘business as

usual’ and displaying the qualities of commitment and trust that they will

expect of others. Fundamentally important here is the general attitude

towards choice and the responsibility that it implies. As we have seen, this

bias for action is not a special gift of a few;mostmanagers can develop it. It

is, however, the bias for action that distinguishes managers who make

important things happen—exceptional managers—from those that suc-

cumb to the traps of non-action and imprisonment in existing routines. It

is the exceptional manager who has developed a way of seeing and ad-

dressing the context of innovation that helps the company journey on the

high road. In the exceptional manager, we have seen that beneath the

action orientation lie fundamental assumptions about the capacity, will-

ingness, and ability of others to grow and to cooperate. It is these assump-

tions that fuel the emphasis on participative management and form the

basis for creative dialogue. In taking the high road to innovation, the

exceptional manager is called on to build on these assumptions and values

and to nourish the relationships that will be key to the future success of

organizations operating in the high-value-added, high-innovation sectors

that offer the UK the prospect of long-term sustainable growth.
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