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Foreword
by W. Edwards Deming

We have reached the limits of the capability of our current phi-
losophy and resulting methods of management. American In-
dustry, our services, our government, and our education are to-
day in an invisible prison. The walls of the prison are the basic
assumptions that are made today about economics and human
behavior. They are outmoded in the global economy of this day.
We can emerge from this prison only through knowledge that is
not a part of the present system. This knowledge may be de-
scribed as Profound Knowledge. The result of adoption and ap-
plication of Profound Knowledge is transformation of the indi-
vidual. The individual, transformed, has a basis for his own life
and decisions, and a basis for judgment and suggestions for
other people’s actions.

A key element of Profound Knowledge is the concept and ap-
plication of the theory of a system. A system is a network of in-
terdependent components that work together to accomplish the
aim of the system. A business is a complex system. All of the com-
ponents—research and development, salés, manufacturing,
etc.—are interdependent and must work together to produce
products and services that accomplish the aim of the system.
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Optimization for accomplishment of the aim of a system re-
quires cooperation between the components of the system. Left to
themselves in the Western world, components become selfish,
competitive, independent profit centers. An organization must
accordingly be managed.

The cost of mistrust is one of the losses to business and to soci-
ety in the Western world that can not be measured. There is the
unmeasurable psychological cost of anxiety, and of layers of in-
spection to test conformance to agreement.

The most important losses can not be measured, yet these are
the losses that for survival we must manage (a principle stated
years ago by Lloyd S. Nelson).

Trust is mandatory for optimization of a system. Without trust,
there can not be cooperation between people, teams, depart-
ments, divisions. Without trust, each component will protect its
own immediate interests to its own long-term detriment, and to
the detriment of the entire system. Transformation is required.
This means adoption and integration of new principles.

Transformation begins with the individual. The job of a leader
is to create an environment of trust so that everyone may confi-
dently examine himself.

Professor Whitney brings home, in concrete fashion, the tremen-
dous costs of the prevailing system of management. He helps.us
examine our current systems to see how lack of trust adversely af-
fects today every aspect of our business. He helps us to look
through the lens of Profound Knowledge so that we may begin to
manage our organizations in a spirit of cooperation, win-win.

Mistrust is the basic reason for procedures drawn up in great
detail, often 30 or 40 or more pages, for any agreement or trans-
action in business, whether it be simple or complex.

In contrast, two Japanese companies would draw up an agree-
ment in one or two pages, with phrases such as “details to be
worked out later, if need arise.” It is understood without comment
that the basis for working out the details later would be win-win,
neither party to be a loser. We could learn a lot from Japan.

W.E. D.
May 1993
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Hardcover Edition

For the past 20 years, I have been involved with business
turnarounds. Fourteen of those years, I was a CEO, COO, or
chairman. The past seven years, I have been a professor of man-
agement, teaching the corporate turnarounds course at Columbia
Business School. And, for the past three years, I have also served
as director of the W. Edwards Deming Center for Quality
Management at Columbia. One might naturally ask, “What do
turnarounds, trust, and Dr. Deming have in common?” In a word,
everything. A sustainable business turnaround is more than fir-
ing people, divesting companies, or practicing financial engi-
neering. If the recovering company cannot soon stand toe-to-toe
with world-class competitors, its agony will have been all for
naught. Many of its competitors will have been influenced by the
theories of Dr. Deming, who, as most people know, was an archi-
tect of history’s most astonishing economic turnaround—Japan
after World War Il and until the late 1980s. Although Japan is hav-
ing serious economic difficulties in the 1990s, few analysts be-
lieve these difficulties are the result of the operating management
methods introduced by Dr. Deming,.

As for trust, Kenneth Arrow, the Nobel laureate, has said that it
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is the lubricant of society.! In business turnarounds as well as
leading-edge companies, trust is not only the lubricant that helps
get things done, it is also the glue that holds the organization to-
gether.

Trust might seem to be an unusual organizational attribute. But
it is well known to those who have led successful operational
turnarounds. After the agonizing period of downsizing and di-
vestiture is complete, the turnaround leader quickly assembles a
group of people whom he or she trusts. The leader works with
them to establish appropriate goals, then turns them loose with
no red tape and a minimum of control. Furthermore, the leader
sees to it that an aura of trust radiates from the core group
through the entire organization. The troubled company cannot
afford mistrust. It cannot afford to sap people’s energies by re-
quiring them to constantly outwit a tar pit bureaucracy. It cannot
afford a towering organization structure and stove-pipe func-
tions with the attendant excesses of inspection, supervision,
checks, balances, reports, and controls. If it does not unburden it-
self of this baggage, it will provide full employment for the next
decade’s crop of turnaround specialists.

This warning is not idle speculation. It is the result of my study
of hundreds of businesses, large and small, troubled and
presently untroubled. My conclusions are based on the following
premises: .

If the function of business is to profitably design, build, and sell
a product or service, then about half of its activities are unneces-
sary. Put another way: Costs are about double the optimum.
Moreover, wasted activities and unnecessary complexity sap the
creative energy and the motivation of the people doing the work,
a cost that is not measurable. If these premises seem extreme, con-
sider your answers to the following—either for your organization
or for business in general.

1. Are administrative costs increasing faster than revenue
growth?

2. Are selling and marketing costs increasing faster than
revenue growth?

3. Is time-to-market competitive?
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4. Are new products or services meeting or exceeding customer
expectations?

5. Is the entire organization focused on the customer, or is it
generally focused inward on relationships among its own
members?

Current business performance suggests that answers to these
questions would be unsatisfactory. Many business giants are in
decline. Economies of scale and scope seem now to be diseconomies.
Small organizations appear with great promise, soar for a while,
then too many gradually decline or, worse, crash and burn. The
premise holds true even for businesses that have downsized.
If they have not removed unnecessary activities and unleashed
the creative potential of the people who remain, these businesses
find that they must downsize again and again—sometimes into
oblivion.

Nothing is really new here. Disasters like these are reported
daily in the business press. But if the problems are well known,
the real causes apparently are not. Quite often the blame is laid on
external forces: technological, regulatory, or environmental
changes, and competitive activities. These are reasons, not ex-
cuses. External factors apply to everyone. Companies with low
cost structures that retain the ability to move quickly with lead-
ing-edge products and services welcome change in the external
environment. But for companies whose costs are too high and
whose competitive edge is dulled and whose response is slow,
change is frightening; existence for them is difficult, even in a be-
nign environment.

My earlier assertion that 50 percent of our activities are wasted
might be conservative. George Stalk and Tom Hout, the pundits of
time-based management, report: “Most products and many ser-
vices are actually receiving value for only .05 to 5 percent of the
time that they are in the value delivery system of their compa-
nies.”? Mike Hammer, the guru of reengineering, reported his
now-legendary example of the 80 percent reduction in the ac-
counts payable work force at Ford Motor Company.® Tim Fuller,
who studies complexity in business organizations, reported
work-sampling observations of an assembly operation in which
43 percent of the activities were real work. The rest was unneces-
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sary complexity. Tom Peters in Liberation Management reports on
the famed Asea Brown Boveri firm, which believes the headquar-
ters staff of most activities can be reduced by 90 percent in the
first year. ABB runs a company which in 1991 had $28.9 billion in
revenues, with only three layers of management. Peters reports
similar results in the Titeflex Company.” My experience as a
work-out consultant at the appliance division of General Electric
confirms these observations. GE is probably the best-led large
company in the world, but its administrative activities, effective
as they are, still are too burdensome.

Many companies address administrative waste by applying
techniques like process mapping, flow charting, town meetings,
and thinking “outside the box.” Others bulldoze waste and com-
plexity out of the enterprise. All these streamlining activities are
necessary and commendable. Some will endure because they are
directly or indirectly addressing causes as well as symptoms. But
others will have their brief moments in the sun, then fade away,
because they have treated symptoms only. Processes that have
been reengineered will be replaced by processes that look like the
ones that have existed before the reengineering consultant ar-
rived. Time and complexity will creep back into those processes
and those systems. Managers and employees will burn out, be-
come disillusioned, or leave the enterprise.

Mistrust is the cause that must be addressed if these process im-
provements are to endure. We do not usually trust the compe-
tence and motives of others. Sometimes we do not trust their in-
tegrity. We do not trust information—especially the financial and
accounting reports. To protect ourselves, we build fortresses: ex-
tra measurements and controls, reviews, meetings, memos, and
documentation. We break jobs into smaller pieces, then we add
layers of supervision. We add inspectors. We tinker with incen-
tive and reward systems. We centralize, then decentralize. We al-
ternate between delegation, abdication, and micromanagement.
When all else fails, we transfer or terminate management and em-
ployees. Defensive measures like these will not support enduring
improvement.

Perhaps analytical business people are reluctant to address
trust and mistrust because these concepts seem too soft. “Give us



Preface to the Hardcover Edition xi

something hard and substantive, not something fuzzy like trust.”
Their reluctance is vindicated also by the realization that much
mistrust is well placed. People are often incompetent. Their mo-
tives often clash with ours and with the firm’s. Sometimes they
lie, cheat, and steal. The financial information they provide is of-
ten late, wrong, or irrelevant.

Reluctance to address trust might be eased, however, if we
were to acknowledge that trust in business is not like Portia’s
mercy, which “droppeth as the gentle rain from heaven.” On the
contrary, in order to trust we must first mistrust. Enduring trust
must be earned—up, down, and across the organization. How it
is earned, preserved, and used to reduce waste and eliminate un-
necessary complexity, how it is used to improve the vitality of the
firm and its products and services, is the subject of our enquiry.

John O. Whitney
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This book was originally published under the title The Trust
Factor, which was thought to be more broadly descriptive than its
working title, The Economics of Trust. Subsequent to the book’s
publication in 1994, I have addressed several thousand business
men and women. Their feedback confirmed that organizational
trust and mistrust are indeed economic issues; hence the name
change.

Mistrust escalates what economists call transaction costs, a sub-
ject which has been studied extensively'in the context of organi-
zations and the marketplace, but which has received less empha-
sis in the context of internal transactions. In a macro sense,
Ludwig von Mises corroborated the economic underpinnings of
trust in the eloquent essay on cooperation from his 1949 work,
Human Action. Without cooperation, we would be living in caves
and hunting with spears for our daily subsistence. Without coop-
eration, Adam Smith’s famous pin factory could not exist and all
the social and economic rewards of civilization would be denied.
Of course, cooperation does exist where trust is absent—but at
what cost? As I indicated earlier, Kenneth Arrow, a Nobel laure-
ate in economics, said it best: “Trust is the lubricant of society.”
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The Economics of Trusts presents the case that trust is not only the
lubricant of organizations, but also the glue that holds them to-
. gether.

Although the major premises of the book have been corrobo-
rated by feedback from my audiences, I believe now that I too
much took for granted the integrity and ethical issues related to
trust. I had assumed that these had received sufficient attention
in other venues. But the dozens of stories about dissimulations
(all right, let’s call them lies) and misleading signals dramatize
the tremendous obstacles that must be overcome before we can
reap the economic rewards that accrue when bosses trust work-
ers, when workers trust bosses, when workers trust each other,
and when bosses trust bosses.

The concept of the competent organization, introduced in
Chapter 11, also needed more emphasis. The competent organi-
zation is defined as one with “a permeable organization struc-
ture, using interactive processes in an open, trusting environ-
ment.” The interactivity fostered by openness and trust is a great
enabler—saves time, reduces waste, and complexity. Moreover, it
speaks to the inordinate amount of secrecy in some organiza-
tions. The concept of “need to know” is intuitively sound but is
misused in practice. Companies pay enormous penalties when
workers and managers are denied the information that will let
them know better what it is they are supposed to do and, more
importantly, why they are doing it. Leaders and managers who
understand this and the other aspects of trust within organiza-
tions will shed a heavy burden and will enjoy the exciting races
that lie ahead.

John O. Whitney
June, 1995
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Trust and
the Bottom Line

Sounds crass, doesn’t it? Equating trust—a moral, ethical con-
cept—so directly with profit and loss. Virtue is supposed to be
its own reward—agreed. But virtue and profits are not mutually
exclusive. Consider the following questions:

If everyone in your organization knew what to do; when,
how, where to do it—and, most important, why he was doing
it—what would the organization chart look like?

If everyone desired to do his job correctly, on time, and could
be trusted to act with integrity in support of the firm’'s aims
and goals, what would your organizational process and con-
trol systems be like?

The answers are straightforward. The organization structure
would be flatter, supervisors fewer; numbing sign-off, control,
and measurement systems that require armies of line and sup-
port personnel would disappear. Profits would soar.

In seminars for senior executives, I often begin with the con-
tentious statement: “Half the work going on in your company
today is wasted, and half of your workforce may be unneces-
sary, even if you have recently reorganized or downsized.” By
noon, their low growls have turned to muted murmurs and by
5 p.m. those murmurs have turned to genuine enquiry. During
the day, the executives will have pondered the following.
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Management
Anachronisms

“How long does it take to make a simple change in a manufac-
turing process?” One company learned that if the approvals,
sign-offs, cross-checks, and other controls were followed pre-
cisely, a simple screw change would take 7 months. Happily,
the company’s managers and employees had the good sense to
break the rules and shorten the process considerably.

“How much executive time is spent in budgeting, rebudget-
ing, forecasting, reforecasting, justifying, defending—then
assigning blame?” What starts this chain reaction? Substandard
performance or unrealistic projections driven by fear of the con-
sequences of sticking with an honest appraisal? For example, if
the initial budget projections seem too low, are they papered
over with optimistic sales forecasts and prayerful cost reduction
targets? How much better if the weeks and months wasted in
torturing the numbers into an acceptable outcome were spent
on fixing the problems. Admittedly, budgets are usually sup-
ported by an action plan which demonstrates how the objectives
will be achieved. But in the hurly-burly, these problems are
pushed aside, typically until midway through the third quarter.
It is usually at this point that managers wish they could recap-
ture the time they had spent on budgeting so they could have
started corrective actions earlier. Instead, they fall back on typi-
cal fourth-quarter crisis management. Advertising, mainte-
nance, training, travel are curtailed; Christmas layoffs and other
morale builders are announced in part because trust has taken a
holiday.

“How many management layers in your accounts payable
department?” One embarrassed controller answered “four.”
When pressed, he agreed that the function of his middle man-
agers was not to train, integrate, and coordinate but to control.
These managers were inspectors—police—giving clear signals
that lowly clerks could not be trusted to make decisions. This
controller then studied a self-supervised payables' group that
had been provided the training and tools that gave them the
knowledge that enabled them to decide and then act. The group
that he studied had only one management layer. It was achiev-
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ing 40 percent greater output with one-half the head count of
the firm'’s traditional department.

“How much time is wasted because insecure managers dis-
courage or forbid subordinates from talking directly to their
counterparts in other functions?” They insist on knowing, in
detail, everything that happens—insisting that all communica-
tion travel up and down the chain of command. I have seen
sales and marketing executives in a war so fierce that subordi-
nates were told to communicate only by memos, which first had
to be cleared by supervisors. In another instance, a senior
research scientist recounted that he almost lost his job because
he communicated directly with a production engineer, not to
change a process but merely to ask for information! These are
extreme examples, but the knowing looks exchanged by man-
agers when I recite these examples indicate that they are not
entirely farfetched.

“How much time is wasted managing multiple sourcing rela- |
tionships when the situation calls for one or two value-added
suppliers?” Think of the time lost managing the bidding
process! Think of the extra time-to-market and potential quality
loss when one fails to use the special knowledge of a trusted
supplier for design or tooling help or in solving a tough manu-
facturing problem.

The consultants that were helping a large retail firm to reduce
its costs stumbled onto a remote division’s boot-legged IBM
System 38 which ran its own reports because the division did
not trust the pricing and cost information generated at head-
quarters. Think of the direct costs of this redundant activity.
More important, think of the indirect costs.

Here are others: Does your company require approval of exec-
utive expense accounts? How many signatures? One? Two?
More? When did you last turn one down?

Expense account approvals might be necessary in some envi-
ronments, but as a turnaround manager I have found that when
people understand the financial situation and the basic guide-
lines, they will control their expenses much more effectively
than rigid rules and a zealous controller. o7E

How many signatures required on time cards? Travel
requests? Purchase orders?
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Are you sometimes required to sign off on something because
of your management position? Do you really know what you
are signing? Has the work ever been dela%ed because yoy were
busy or out of town? Did you try to cal ikt the ¢ st f the
delay—in out-of-pocket costs or in loss of market position?

People Are No Damn
Good—a Flawed Premise

Earher I Stated‘é}'n"él% ust is s%mes well-pl ce‘d and that
trust must be ese sta ts may seem to conflict
with my view here that people basically wish to cooperate, to
contribute, to feel that they belo W joeconomic system
(macro and micro) that serves ma % earlier cautionary
admonitions are jus “&)wause of the exceptlons There are
those who would ch cut our t’hr ats. In addition, there
are those who would like to cooperate uf do npt k z»/ oW
Furthermore, there are ma g%‘excellent iftentions
whose oa{w s may be 1ncongr ours or with those of the
enterprise. As for the first group, those whose intentions are
malevolent, the effort to bring them around usually is neither
effective nor efficient. A good offense or a strong defense may
be more salutary. The danger, however, is that we generalize
from these exceptions into a deep distrust of those who wish to
cooperate but don’t know how and those whose intentions are
good but whose goals may be incongruent.

The flawed premise that lumps all three of these together trig-
gers costly and enduring protective mechanisms and masks the
opportunity to remove root causes. It blinds us to the realization
that most people have an intrinsic pride in work and accom-
plishment which, when tapped, can reduce the need for cum-
bersome, often demeaning, control systems.

Three caricatures of managers’ views of human nature illus-
trate the difficulties that we face in arriving at an acceptable the-
ory about humans in the workplace. Harry Levinson’s book, The
Great Jackass Fallacy, satirizes the carrot-and-stick school of man-
agement where a carrot is tied to the end of a long stick which is
then secured to a donkey’s back so the carrot dangles tantaliz-
ingly in front of its nose.! Combining this primitive view with a



Trust and the Bottom Line 7

more moderate one, some wag has developed “Theory Y-Prime”
which states, “Beat the workers with a big carrot.” Finally, the
old maxim from the U.S. Army World War II leadership school,
“You can expect what you inspect.” In short, people are greedy,
apathetic, unambitious, childish, selfish, dumb, and lazy. They
grudgingly do what they are told—no more, sometimes less.
When they finish their work they wouldn’t think of helping
someone else. They don’t care about the company. All they want
is more coffee breaks, more sick days, longer vacations, shorter
workweeks, and more money. Overblown? Certainly! No twenti-
eth-century managers in their right minds really believe that the
foregoing accurately characterizes human nature—but their
management methods, practices, and policies sometimes belie it.
The command and control concept, perhaps necessary to goad a
sullen army into the fray, has influenced our organizational
design and our management to the extent that trust has been
trampled. Another wag has said, “If you're looking for trust, you
can find it in the dictionary—somewhere between trauma and
truth.” Another frustrated manager put it, “Yes, I trust every-
one—to look out for his or l-@{?gawn self-interest.” R0 AT fit by oo,
- The late and otherwise & ered Dr. Kaoru Ishikawa was ekco-
riated for his staﬁe%e%rit, “The basic %ggchings of Christianity
appear to say that man is, by nature, €vil.”? Even his translator’
disassociated himself from the staten¥t. Dr. Ishikawa support-
ed his thesis with the example that 15 percent of U.S. factory
workers—compared to 1 percent of Japanese workers—are
inspectors. (Subsequent studies have shown an even higher cost.
for inspection.) Ishika ent on to say that this suggested ¢

people cannot be tAistéd."He characterized our attitudé§ with
the statement “Therefore, [in the West] the divisiori“of inspec-.

tion and quality control must be independent and given even
. . u%% . s

greater power. Without thl; power {2 Qbs€fve and inspett there

. lt‘tl

can be no quality a ‘This attitude is clearly a manifesta~
tion of a theory that man is, by nature, evil.” Farfetched?
Possibly. Ishikawa but@‘fgggéd 1S ‘aFgument with other exam-
ples, but whether one ag%g é""‘eﬁ%’ﬁéi‘éigrees with the diagnosis, it
ISNQ mgerous to ignore the symptoms.

" Perhaps the words are wrong, but the tune is familiar. We do
not trust people to submit honest expense accounts. We have
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time clocks to ensure that employees report hours correctly. We
treat most insurance claims as if they are fabricated. We are
reluctant to give praise for fear that the recipient will demand a
favor. Our retailing establishments have elaborate bureaucracies
to control inventory shrinkage. One food store manager directed
that all store doors be locked while the night restockers were
working. Doors were reopened in the morning by a security
officer. It may have been cheaper, albeit unacceptable, to let
each worker filch a case of salmon rather than to cause the
morale problems and attendant productivity loss the locked
door environment would engender

As I said earlier, the foregomg is not to suggest | that we sud-
denly act as if everyone’s heart was pure, intentions honorable,
and honesty unimpeachable. Some employees and customers
do steal from stores. Some managers do cheat on expense
accounts. Some suppliers have gouged their customers through
substandard quality, fraudulent billing, and delivery promises
that were broken before they were made. Employees often
“put in their time” looking for every opportunity to shirk.
In extreme cases they are malicious, sabotaging both the
output and the process. Moreover, these attributes differ geo- -
graphically. In our inner cities, some businesses are run as
virtual police states by desperate owners and managers trying
to cope. Society has dealt the cards, and businesses play the
hands as best they can. Others use the harsh environment as
an excuse to cheat customers not wily or strong enough to
protect themselves. '

Ben Franklin did not exude faith in human nature when he
said, “If we got what we deserved, we would all hang.” Perhaps
businesses have been getting the trust they deserve. For
instance, managers destroy trust when they establish unachiev-
able quotas to goad people to increase output. Sure, the goods
may get to the shipping door but quality goes out the window—
and the workers know it. What about other games that are
played—which employees and managers know are being
played—in order to meet the numbers? Borrowing sales from
next quarter. Slowing down this quarter because we have made
quota. Shipping an order we know will be returned. Sharpening
up the silver pencil, capitalizing instead of expensing, failing to
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take timely write-downs and reserves, switching from LIFO to
FIFO and vice versa, not to reduce taxes but to influence report-
ed earnings. Not only do managers distrust employees, but
employees distrust managers, and both distrust the information
~that they are getting.

What's to be done? Tighten the screws? Pass more laws?
Produce more reports? Make unions more militant? Hire more
police and inspectors? These purported solutions run counter to
the theory of holes: If you want to get out, stop digging!

Pride in Work

The time has come for management practices to reflect more
. WAL R p O LANO LK p 1t d s
productive abéamptions ebqut humah nature. In addition to the

. O] AL T . M“glw PP
questions about B&E?gnc and trust which were pdsed at the
X Friper? ,

B
. . Bk 22 § Aol
begmnmg, éoﬁsﬁer S rather strange que”r’fn

If pride in work or accomplishment, rither than profit maxi-
mization, were the driving motivation of the firm, would your
profits be more or less?

People spend most of their working lives pertorming or thin%;
ing about their work. Given half a chance, they want to ‘pleo p'?lc?;
ductive. They want to produce high-q)gqlggzproducts or provide
excellent s%zxig%ﬁThey want to be proud of their companies,
bosses, and aégoéiates—and most of all, themselves. Of courge,
pride alone will not produce profits. There must also be fhAc-
tional Ebgﬁ({f)gfém'é, reasonable systems of administration, and a
sense of mission that pulls people in the same direction. But
many executives who have pondered the question respond, “If
we produced products and services of which we were all justifi-
ably proud, our sales would be higher. And if we could elimi-
nate bureaucratic systems and procedures which not only waste
time but also rob people of their dignity and discourage their
creativity, costs would be lower.” A pretty good equation for
higher profits!

- The power of pride and accomplishment was brought home to
me when I led a large supermarket chain whose employees had

organized a league of 92 softball teams—a daunting task of plan-
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ning, logistics, and scheduling. I marvelled at the enthusiasm that
they brought to the task and was astounded at their efficiency.

They spent a few hours a week of their own time to manage the
project. The company provided the equipment and got out of the
way. I then pondered long and hard over the question, “What if
we got out of their way in our distribution centers and our
stores?” Answering that question helped me to eliminate a lot of
nonsense which had passed for control and reporting procedures.

Pride in work is not reserved for hobbies and intramural
activities. Nor is it reserved for those with the prestigious jobs
and the best education. I have seen managers and workers in so-
called urban ghetto stores in New York’s Bronx outperform
their counterparts in more genteel areas. And I have seen them
do it with enthusiasm and pride. They were successful in part
because they trusted their manager and he trusted them. I have
seen the manager storm into headquarters protesting an asinine
central directive that would unfairly affect his people, and I
have seen his employees rally around him when times got
tough. The store outperformed all its counterparts in productiv-
ity and profitability—in large measure because the people
respected each other: They reinforced that respect with their
management methods and work ethic—and, most of all, they
had pride in their work. They eagerly awaited visits from head-
quarters because they and their stores were “standing tall.”
These employees believed that they were integral to the busi-
ness, not just human resource inputs.

Stories like these exist throughout corporate America in enter-
prises large and small. They are the exception, not the rule.
They usually occur because a group of heroes have transcended
outmoded management methods and theories of human behav-
ior. Stories like these should no longer be grist for books on
“excellence.” They should be commonplace. When they become
commonplace, we will have marched into a world of economic
plenty and, more importantly, a world where the creative
potential of workers and managers will be fully realized. On a
more commercial note we will be in a world where pride in
work will be an analog for profits and growth.

Utopian? Certainly. The millennium will not be realized in
my lifetime, nor my son’s and daughter’s, but we can begin.
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External Costs of
Mistrust

The examples above demonstrate excessive internal costs. To
dramatize the importance of trust in all business relationships,
let us look briefly at well-known examples of excessive external
costs among firms or between the firm and its customer.

When customers lose faith, selling costs soar, and sales
curves plunge. Consider the announcement by Salomon
Brothers that its most senior officers had resigned because they
had not disclosed violations of bond-trading rules in a timely
manner. Following that announcement, management was
focused on damage control. Instantly, this great money
machine had been thrown into reverse. Long-term projects,
new products and services, sales efforts to new important
customers halted. But operating costs went on and legal
costs skyrocketed.

During Drexel Lambert’s last month before filing for Chapter
11, money hemorrhaged while the company’s officers fought to
restore credibility. In the spring of 1984, people lost confidence
in Continental Bank of Chicago. Money poured out. Very little
new money came in. The bank had to be rescued. The savings
and loan crisis wiped out the FSLIC. The epidemic of bank fail-
ures has almost wiped out the FDIC. Now we must put our
trust in Congress. Small comfort there.

Scandals in fiduciary institutions dramatize the economics of
trust. Establishing, maintaining, and restoring trust for any firm—
bank or not—is a crucial and costly task. An important consulting
firm had its jousts with trust in the executive office, resulting in the
resignation of the founder and other senior executives. Precious
few new consulting projects were acquired, and many of America’s
best and brightest left the firm voluntarily and involuntarily.
Billable hours of the survivors were difficult to come by, as some of
the finest minds in the world focused their efforts not on growing
but on surviving. The firm is now successful and growing again,
but it lost two long years and hundreds of quarts of blood.

U.S. automobile companies have in the past few years made
great strides toward gaining consumer confidence but are still
paying dearly as the companies try to restore the trust they lost
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in the 1970s and 1980s. Automobile size and fuel economy con-
tributed to their problems, but lack of reliability was also impor-
tant. Too many things went wrong with cars. Foreign competi-
tors made a car that could be trusted to get there and back.
Today, most U.S. cars are quite reliable, and styling is improv-
ing. But the overall loss in momentum has cost billions.

Time was that we could pick up the telephone with complete
confidence that we would complete our call. We can still com-
plete calls with an incredibly high degree of confidence, but the
two or three serious and well-publicized system failures in 1990
and 1991 shook that confidence, opened the doors to competi-
tive attacks, and made AT&T’s sales job much more difficult.

Publicity about Medicaid and Medicare fraud and other
billing excesses has labeled physicians as money-grubbers, not
the caring souls characterized by the Hippocratic oath.
Thousands of thoughtful, caring physicians have paid a dear
price for those who have broken the trust.

Nor has higher education escaped. Dr. John A. White, former
assistant director of the National Science Foundation, and now
dean of the College of Engineering at Georgia Tech, told a con-
ference of academics and senior corporate executives that the
education crisis may loom as large as the savings and loan cri-
sis.> We academics have lost the confidence of many of our
important constituencies, one of which is the U.S. corporation.
Many of our corporate supporters believe that our teaching has
deteriorated, our curricula are outdated, and our research large-
ly irrelevant. As usual, there is merit on both sides. To the con-
sternation of some of my academic friends, I believe that the
weight of the argument is now on business’s side. But what I or
my colleagues think makes very little difference in terms of the
trust relationship. If we are wrong, we must change. If we are
right, we must be more effective in communicating our position.
If, however, we can jump neither of these hurdles, we richly
deserve the consequences, even if our students do not. The
point is that when trust is diminished, supporters are less eager
to hire our graduates, build our buildings, underwrite our
research, or support our curriculum and teaching.

There are instances where loss of trust is clearly undeserved.
The bogus alar scare nearly ruined the apple industry. Back in
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the 1960s, the cranberry scare had disastrous effects on the cran-
berry industry. These days there’s an ironic twist to these
events. Some consumers have become weary of the annual food
scare and are impugning the motives of professional environ-
mentalists, some of whom seem to have more interest in a politi~
cal than a consumerist agenda. They too might learn that trust is
ephemeral: hard to get but easy to lose.

Adversarial Activity or
Advocacy?

Whether mistrust is external to the firm or inside the firm, it
usually generates adversarial activities. These activities might
sharpen the mind, but they rarely put bread on the table. Inside
the firm, they spawn a hierarchy of managers whose job it is to
inspect and control. In the external world, they spawn a crip-
pling maze of laws and regulations. Whether these artifacts of
mistrust spring from assumptions about human nature that
were mentioned earlier, whether they are imposed by flawed
assumptions about truth-seeking, or whether they persist
because of our management methods, policies, and procedures
is unclear to me; but the adversarial activity is such an impor-
tant cause of economic waste that it deserves a closer look.

Earlier, I aimed a barb at Congress. Is politician-baiting a cruel
sport or deserved retribution? Only rarely do we trust our political
leaders, even when they are truly dedicated public servants. The
reasons are complex, but one of the leading causes is the trampling
of trust by adversarial proceedings, in which most politicians are
well schooled. Consider the traditional political debate. One side
makes the strongest possible case for its point, offering only evi-
dence that supports that position. The other side uses the same
strategy—offering only the evidence that supports its case.?
Adversary theory holds that the truth should emerge from the
argument. The inescapable conclusion, however, is that both
debaters are liars. How could it be otherwise? Neither has told the
truth. A truth may slip out from time to time, but the truths remain
hidden in the polemic. One or the other may win according to the
rules of debate, but neither wins the trust of the constituents.
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Here a distinction should be drawn between adversarial activ-
ity and advocacy. Effective advocates can help to ensure that
issues on both sides of an argument are identified and carefully
considered. Effective advocacy can also ensure against compro-
mise that so muddles an issue or course of action that neither
side nor the cause is well served. The difference between adver-
sarial activity and advocacy that I propose turns on whether the
objective is aggrandizement of self-interest or enhancement of
the enterprise.

Politicians are not alone in contributing to lost confidence.
Business, to its detriment, has sometimes failed to make the
distinction. It has, perhaps unwittingly, fostered self-interested
adversarial tenets rather than advocacy through the presump-
tion that its activities are zero-sum—for every winner, there
must be a loser. Thus the executive who wins the resource allo-
cation argument is lionized. The loser is punished—not overtly,
but in loss of stature and influence. But if the decision is benefi-
cial to the enterprise, the notion of winners and losers is spuri-
ous. Both executives should be winners. Yet some unwitting
perversity seems to drive us to the zero-sum paradigm that
prescribes competition rather than cooperation. Perhaps the
most perverse effect of the paradigm is the practice of forced
ranking of employees or the annual merit review mandate that
no more than 20 percent of the people can be rated as outstand-
ing. Not only does this foster adversarial behavior, but it is
foolish. I have seen instances in which none of the employees
was truly competent. I have seen other instances in which all
were competent; moreover, they functioned as an effective
team. Rating 20 percent of them as outstanding and another 20
percent as unsatisfactory would have destroyed their effective-
ness. It would have created waste and complexity and would
have diverted the energy of the firm to unproductive work.
Senior managers should therefore be alert to the occasions
when subordinates are engaged in political or seemingly ideo-
logical struggles with each other; then, rather than ascribe that
behavior to “human nature,” managers should seek out and
remove the causes. An enterprise that is at war with itself will
not have the strength or the focus to survive and thrive in
today’s competitive environment.



Trust and
Mistrust

The trust most needed by organizations is trust that is earned,
then cherished. In some respects, it is akin to trust among
Marines or any battle unit that has trained together and has met
and conquered adversity on the training field or battleground. It
is the trust that if one of their number is wounded, none will
rest until he is rescued; if someone is killed, his body will be
recovered so it can be buried with dignity. Carried to excess,
however, this construction of trust can be chauvinistic, exclu-
sionary, and dangerously arrogant. It is most suited for crises. It
runs the risk of blinding one to opportunities where the goals
are more complex than immediate survival. Nonetheless, its
salutary characteristics—a sense of brotherhood, sharing, and
justice—would go far to reduce the waste and to liberate the
creative energies of those who now are trapped in some of our
bureaucratic tar pits.

Trust also exists among professionals, conditioned not by any
particular sense of brotherhood—but by respect for competence
and reliability. These are necessary but insufficient conditions
for trust within organizations where interdependence suggests a
need for justice and fairness in addition to competence and reli-
ability. Integrity, of course, is a precondition for trust in all
cases. There is honor even among thieves. Those who violate the
code, whatever it may be, are ostracized. In societies where ethi-
cal standards are higher, lying, cheating, stealing, and other vio-
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addressed in different forms throughout the book, they do
require some amount of individual discussion.

1. Misalignment of measurements and rewards. Sometimes we
ask people to do one thing but measure them on something else
that is either peripheral or dysfunctional to the objective. Thus
one large and formerly respected company addressed its trou-
bled state by decreeing that 10 percent of each work unit would
be eliminated by the end of the year. In a triumph of human
resource department reasoning, the company also decreed that
one of the criteria for selection of survivors is “teamwork.”

Sometimes rewards for one activity negatively affect another:
the salesman receives a big bonus for exceeding quota, but pro-
duction and distribution people have negative variances
' because of unplanned overtime that is required to ship his
orders. Or we pay managers based on the number of people
they supervise, yet we exhort them to reduce head count.

Examples are legion and distressingly familiar to managers
whom I come in contact with. Many of them just shake their
heads and do the best they can. But the consequences are not less
benign than the managers’ dispirited resignation might suggest.
These misalignments create intolerable waste and complexity.
They pit people against each other and against the firm. More
important, the misalignments prompt organizational narcissism
and detract from the organization’s real purpose—getting and
keeping profitable customers.

2. Incompetence or the presumption of incompetence. This is per-
haps the most costly of all the causes. We hire people who lack the
requisite knowledge or skills. Then, instead of helping them cor-
rect their deficiencies, we supervise and inspect them. The cost is
enormous considering the layers of supervision and the concomi-
tant suboptimization that springs from a dispirited work force that
is doing what it is told under the watchful eyes of bosses. In other
instances we just assume that people are incompetent without giv-
ing them a real chance to show what they can do. If we are lucky,
these people will channel their untapped potential to extracurricu-
lar activities. If we are unlucky, we will pay the price when their
latent or overt anger is directed to the workplace.
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Competence applies to organizations as well as to people.
Organizational structures and processes play a profound role in
the success of the enterprise. The permeable organization structure
and interactive processes in an open, trusting environment pro-
vide the enterprise with pertinent and timely information and the
ability to properly assess the external environment. Furthermore,
such a structure helps to mobilize the firm’s internal resources so
the company can not only react but lead. Business leaders who
know how to develop and mobilize the competence of individuals
and the enterprise will always prevail over the hidebound bureau-
cratic firm. As several sobered CEOs of the Fortune 500 can attest, a
strong balance sheet is about as permanent as the snowsof yester-
year when the firm has lost its competence to read, react, or lead.

3. Lack of appreciation of a system. Some managers do not
fully appreciate the aphorism, “A chain is as strong as its weak-
est link.” A customer’s receiving clerk might be the deciding
factor in a decision to change suppliers. The design of the prod-
uct could be brilliant, the manufacturing nearly perfect, but if
the shipping department misdirects the product, packs it poor-
ly, ships it late, or chooses an unreliable carrier, the firm’'s
design and excellent manufacturing could be rendered mean-
ingless if the customer’s receiving clerk has the ears of the deci-
sion makers. Similarly, a customer’s accounts-payable manager
could make the difference in a close call between two suppliers.
If the billing is consistently late, confusing, or wrong, the rela-
tionship is at risk.

The weak links in a production chain are sometimes more visi-
ble than those in support functions and therefore are more apt to
be improved. But business is more than production. Value should
be added at each step, from conception to payment. If the sales
force is poorly trained, if order entry and customer service func-
tions are ineffective, if the telephone operator is rude, if the pro-
ducer does not fully utilize the skills of the firm’s suppliers, if cus-
tomer needs are assessed incorrectly, then the company could be
the victim of Peter Drucker’s poignant observation, “There is
nothing worse than doing the wrong thing well.”

The moral: No part of a system is more important than another.
Some functions may require greater skill, harder or more danger-
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ous work; but each part must do its job. The challenge to leaders
is to understand fully the system they are managing, to under-
stand the interdependence of the various components, to spend
their creative energy improving the interface between the compo-
nents as well as improving the components themselves.

A leader must do more than react to the most recent data point,
whether it is a production report or a financial statement. Leaders
must understand the capabilities of all the components of the sys-
tem then work to improve the components, not on their own
terms alone but via how the components contribute to the sys-
tems that the leaders manage. If leaders do not understand the
system, they will not know what or whom to trust. And if a
leader’s ignorance of the system is apparent to the people who
work in it, they will not trust her or him.

4. Untrustworthy information. When information that man-
agers are expected to act on is incomplete, biased, or wrong,
trust is always at risk. Untrustworthy information produces
defensive mechanisms, which add to the cycle of mistrust and
its inevitable cost to the enterprise. Here is an example from a
firm that I work with. One of its product lines that produces 20
percent of its revenues reports an appropriate cost of goods.
Traditional accounting practice shows that the product is prof-
itable. But a few inquiries indicated that 80 percent of the sell-
ing and administrative costs were driven by this seemingly
profitable line that produced only 20 percent of the revenues.
These managers had been uneasy about the line’s profitability,
but the monthly financial reports created a schizophrenia that
was not resolved until all the costs had been identified.

Recently, I talked to a manager who had received a long memo-
randum from an associate. I asked him what went through his
mind as he read it. His response: “Before I even read the report, I
looked to see who received copies—then I wondered who
received the blind copies. Only then did I read the report, and
when I read it, I was trying to figure out his angle.” Does this
sound like the stuff that great companies are made of?
Fortuitously, some companies are good in spite of this kind of
wasted energy. Imagine how great they could be if mistrust had
not been fostered by untrustworthy information!
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Managers are expected to react to the products of the financial
alphabet—NPV, DCF, ROI, ROA, ROAE, PAT, EBIT, EBITDA—
yet intuitively they know that ratios tell only a part of the story—
that an uncritical reaction to ratios will often lead them astray. I
tell my students that the most profound thing that I will ever
teach them is that every ratio has a numerator and a denomina-
tor—and that a rich understanding of this verity will change their
lives.

Earlier I mentioned the problem with adversarial behavior and
the potential problems of advocacy. It is a travesty that managers
must spend more time trying to figure out what was not in a
report than they do in understanding the words it contains. The
examples are ubiquitous and costly, not only in terms of wasted
time but also in bad decisions and misdirected efforts.

5. Failure of integrity. I am speaking of overt failure—lying,
cheating, stealing. If trust is to play any part in the enterprise,
these must be dealt with swiftly and summarily. The transgres-
sor must be removed from the enterprise. If integrity failure is
overlooked anywhere, trust will be tarnished everywhere.
Fortunately, the costs from failure of integrity are not as preva-
lent as those from the other four causes; but when failure of
integrity does occur, it cannot be ignored.

Mistrust and Downsizing

As I write this, our society faces a conundrum. Present econom-
ic indicators are encouraging, but the same factors that may be
contributing to economic recovery are fostering continued high
unemployment. Productivity improvements are coming out of
the hides of managers, staff specialists, and hourly workers.
Their unemployment, in turn, damps the rate of recovery.
Business cycle forecasters were late to recognize that U.S. eco-
nomic problems, even in the 1970s and early 1980s, were struc-
tural as well as cyclical. Too many people were doing too little
productive work. Costs were too high. Ability to innovate was
diminished. Some markets were lost to competition; other mar-
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kets shrank significantly. Because we did not know how to
recapture our markets, we have, since the late 1970s, had to
downsize, right-size, de-layer, rationalize—all pseudonyms for
firing people. This activity intensified in the early 1990s. It
probably will continue for the foreseeable future as companies
that cannot compete on terms of cost, quality, and time are
forced to restructure in order to play in the same leagues with
firms that have previously streamlined their operations.

Here are four of the factors that contributed to our problems
by driving our costs up and dulling our market senses. First, the
management methods, policies, and procedures that seemed
appropriate for controlling post-World War II growth spawned
a costly hierarchy and administrative bureaucracy that stultified
the productive potential of managers and workers. Competitors,
particularly those from the Pacific Rim, managed their business-
es more efficiently and effectively. We lost our edge.

Second, some businesses, in efforts to defend their own mar-
kets, have instigated and supported protectionist laws, regula-
tions, taxes, and tariffs. Competitors, domestic and offshore,
quite naturally retaliated by sponsoring their own forms of pro-
tection. Now, both sides as well as the economy in general are
tangled up in red tape.

Third, when businesses could not find someone to regulate,
our public servants could. Perhaps their dealings with special
interests had exposed them only to the seamy side of business.
In any event, they found the key to guaranteed employment.
Their primary purpose now seems to be to tax, regulate, and
control, not to encourage growth.

Fourth, the trade union movement also contributed to our
plight. Crippling work rules and prohibitions on productivity
improvement from technology made us sitting ducks for com-
petitors with less hampered work forces.

Now, before those of different economic or political persua-
sions throw down this book in disgust, let me acknowledge that
business got the unions it deserved, that some regulations are
necessary, that health costs are also a drag on product1v1ty, and
that low wages and disregard of the environment in some of
our competitors’ countries have contributed to their short-term
competitive advantage. Let me acknowledge also that other
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industrial societies have imposed onerous constraints on busi-
ness, although some, along with the newly industrialized soci-
eties, have supported their business enterprises. On balance,
however, the distinct competitive advantage we once held has
evaporated. We seem to have forgotten that business is the
engine of our society. Rather than throw sand in the crankcase,
we should look for the oil can.

What does all this have to do with downsizing and mistrust?
Because the regulatory momentum is so great, business has had
to concentrate efforts on areas over which it has the greatest
influence—its own management methods, practices, and poli-
cies, and its own work force, both organized and unorganized.

Accordingly, since the late 1970s business has been downsiz-
ing with concomitant improvements in traditional productivity
measures. Indeed, by the early 1990s productivity of U.S. indus-
try was as good or better than other industrialized countries.
Some of these gains came because we were working smarter as
well as working harder. We were producing more goods and
services with fewer people.

When we laid off people during perlods of economic growth,
the pain, great as it was, was ameliorated because most of those
who were terminated could quickly find other employment.
However, during the late 1980s and early 1990s, the economy
has been relatively stagnant. The pain has increased greatly.

The implications have not escaped present survivors of busi-
ness purges. Managers and employees are afraid—and rightly
so. Their fear may motivate effort, but it undermines further
change. Understandably, they want to preserve the status quo.
They are not persuaded by the story about the castaways
crowded on a lifeboat. Someone in the bow admonished, “Don’t
rock the boat.” Whereupon a voice from the stern called out,
“Yes, just keep it level while it sinks.”

It is in this environment that a turnaround manager turned
college professor asks you to consider trust as a lever to pry out
waste and unnecessary complexity, trust as a liberator of the
organization’s latent creative energy. To the extent that people
in the organization suspect that they will be considered waste
and complexity, they fear that the liberation will be from their
jobs—not in their jobs.
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Nevertheless, waste and complexity must go if a company is
to compete successfully with the so-called world-class compa-
nies. Moreover, it needs to realize the true potential of the peo-
ple in the business enterprise if it plans to play a significant role
in the world economic order. Reestablishing trust in this unset-
tled environment will test the skill and resolve of business lead-
ers. The task is not impossible, however; if the surviving
employees and managers understand that the previous down-
sizing activities were indeed necessary, if they believe that
those who were terminated were treated fairly, if they see that
remaining managers are sharing the pain, and if they believe
that the business is on the right course to recovery,! they will
put forth their best efforts. As I have stated before, the success-
ful operational turnaround is a useful model. Once the agoniz-
ing days of terminations are over—under proper leadership—
trust and its benefits are nearly always realized.

Unfortunately, there is no satisfactory answer for those quali-
fied people who have lost and will lose their jobs. They are pay-
ing the price for our past practices, for our arrogance, and for
our unwillingness to change—even after the need was recog-
nized. Unemployment and underemployment of qualified men
and women could indeed be a problem through the 1990s.
There will be more layoffs, more terminations. Some of the
giant companies that moved too slowly now have few other
realistic options. Moreover, if one company in an industry has
streamlined itself effectively, others will have to follow suit if
they are to remain competitive.

But, far too often, businesses have handled downsizing clum-
sily. They have fired the wrong people for the wrong reasons
and have not removed waste and unnecessary complexity, with
the result that the survivors’ work load was massive and unfo-
cused. Moreover, using people as ballast that can be added or
discarded every time a squall appears on the horizon is not
only inhumane, it is bad business. When the clouds gather and
personal survival is at stake, no one will pay proper attention to
the aims of the enterprise. Several industrial giants have blun-
dered seriously by using what my colleague Robert Lear calls
“the salami technique” of downsizing. People in these organiza-
tions were paralyzed, wondering if they would be the next
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slice. Their paralysis accelerated the spiral; their reduced effec-
tiveness fed the need for even more and deeper cuts.

When downsizing is the only realistic answer, it should be
strategic as well as tactical. Moreover, people should be seen as
assets, not costs. Finally, a business cannot take the people out
if it does not take the work out. Let’s look at these in turn:

First, the strategic aspect of downsizing implies that the firm
knows what it wants to do now and in the future. Toward that
end, the firm makes sure that it identifies and preserves the
core competencies that are required to meet its strategic goals.

Second, when people are recognized as assets, the firm makes
certain that the people who are required for the execution of the
core competencies are not only kept in place but are not subject-
ed to paralyzing fear.

Finally, when people are removed from any busmess opera-
tion, a corresponding amount of work should be removed. Only
rarely are people in organizations so idle that the survivors can
continue to perform adequately unless some tasks are discon-
tinued—unless waste and complexity are removed. Otherwise,
important work will fall between the cracks, the people will
burn out, and ultimately the organization will fail or warp back
into its former shape.

There could be a silver lining to all this gloom. My earlier fore-
cast of severe dislocations from downsizing need not be realized.
I am not Malthusian, nor a member of the Club of Rome. Even
with all the world’s problems and terrible tragedies, it is a better
place today than it was yesterday, and it can be a better place
tomorrow. Even with inequities and delays, improved living
standards in one society tend to improve standards in others. But
this requires political and social policy that resists the foolish
attempt to lift the general welfare by pulling down its leading
economic producers. Regression to the mean in this manner low-
ers the mean and does not necessarily narrow the distribution.

Similarly, successful companies have the responsibility to
grow ethically. Moreover, their modus operandi should reject
growth by trampling on the competition. Rather, growth should
come from serving the economic needs of society, by keeping a
clear, crisp focus on customers. In these respects, Schumpeter’s
creative destruction is a useful concept for excising the firm’s
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outmoded practices, policies, and procedures to make way for
the new, but it does not license the destruction of one business
by another. The ebb and flow of success and failure are out-
comes, not objectives.

On the microecomonic level, businesses can avoid severe dis-
location if their leaders can unlearn the old aphorism, “Take
care of the present and the future will take care of itself.” The
leader’s job is the future. Certainly, business leaders need to
create organizations that can take care of the present. But when
the leader forgets the future, innovation suffers, and waste and
unnecessary complexity—those brothers and sisters of bureau-
cracy—take over. The business stagnates. Competitors grow
strong in existing markets and stake strong claims in new mar-
kets. The approaching crisis is inexorable, but often invisible to
the complacent leader. Then when the crisis can no longer be
ignored, the dislocations begin. Downsizing and restructuring
with a vengeance! A needless waste! The business with its eye
on the future restructures itself every day. Dislocation is
replaced with innovation, as well as with constant and orderly
change. The jobs of people change, but business has prepared
the way. Cross-training, assignment rotation, constant attention
to new ideas and improved technologies will help lift the busi-
ness to new levels where job creation replaces job destruction.

Ensuring the future and its attendant hope for a brighter
employment picture will require a high degree of trust—trust
that people can do their jobs without excessive supervision,
trust that they are inclined and motivated to focus on the cus-
tomer instead of adversarial activities and bureaucratic ploys -
that enervate organizational vitality. But trust is reciprocal.
Business cannot expect to trust when it condones or rewards
the causes of mistrust. The five causes that were identified earli-
er—misalignment of measurements and rewards, incompetence
or the presumption of incompetence, lack of appreciation for
systems, untrustworthy information, and lack of integrity—are
not always separable. They are interwoven in each chapter;
however, in the interest of structure, Part 1 of this book will
focus primarily on systems, rewards, information, and integri-
ty; and Part 2 will investigate the relationship of trust to organi-
zational and individual competence.



"PART1

Rewards,
Measurements,
and Controls

» Some jobs are more demanding than others.

» Some people are demonstrably better at their jobs than
others.

» The marketplace rates the job and the person.
It follows, then:
» Some people will be paid more than others.

Attempts to repeal the market paradigm above would
be folly. But just as fall acious is the attempt to measure
with implied precision the difficulty of the job or the
ability of the person. There are too many variables.
The permutations are infinite. Moreover, the attempt to
measure the job or the person as if they were independent
of the system in which they operate is impossible. Yet we
have created an expensive army of professionals whose
methods imply that those variables can be measured



precisely over relatively short terms. Costly as it is, this
army’s direct expense is dwarfed by the costs it loads

on the enterprise. Some of these are: managers and employ-
ees, enacting the annual merit review rituals;

managers determining whether someone’s merit raise
should be 4.3 percent or 4.5 percent, or whose incentive
bonus should be 10 percent of base pay or 12 percent.

In most instances, these well-meaning efforts to motivate
have the opposite effect.

The cruelest cost, howéver, might well be the signal
that money is all that matters. We acknowledge the
importance of the whole human being, but we spend so
much creative energy devising pay plans that we minimize
other compensation factors. In addition, many of our
attempts to reward people damage the firm. Any
reward system that does not also adequately reward the
firm will ultimately reward no one.

The next five chapters will address the complex and vex-
ing problems of rewards, measurements, and controls.
These chapters will not offer prescriptions but will propose
a theoretical basis which will allow the enterprise to
address its specific needs in its own way.



Walking Our Talk:
Realignment of
Measurements

and Rewards

A business is a system of complex activities conducted within
interdependent functions. Yet its numeric measurements carry
the presumption that the activities are simple; its reward sys- -
tems generally reflect the presumption that the functions stand
alone. Then both are confounded by the presumption that mea-
surements should determine rewards. These misalignments
diminish trust in both our measurements and in each other.

In response, we make adjustments. To deal with measurement
problems, we develop new indexes or design new reports. To deal
with problems of people, we design new incentive programs. We
change the annual merit review forms. In extreme cases we reor-
ganize. But the problems do not go away. So we try again. And
again. As the spiral widens and deepens, we discover that we are
spending more time and energy on administering measurements
and rewards than on the real work of the firm, which is designing,
producing, selling, distributing, and collecting for a product or
service that will get and keep profitable customers.

Why are we in this spiral? We are tinkering with symptoms,
not dealing with causes. We are measuring outcomes but ignor-

81
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ing the process. Furthermore, business processes cannot be mea-
sured with numbers alone, and the most important losses and
gains defy measurement of any kind.! Complex activities that
can be measured cannot be measured with a single numeric
indicator, not even a ratio. Especially not a ratio!

One function cannot be measured as if it were independent of
others. It is not. Nor can people be measured as if they are inde-
pendent of their colleagues. They are not. Furthermore, there is
always variation in the things that we measure. When we take
action without understanding what variation is trying to tell us,
we often make things worse.

Until we understand variation, and until we realign measure-
ments and rewards to conform to the way work is done, we
will continue to fritter away time. Worse, because many of
our reward systems are zero sum, we will continue to pit
people against each other, losing the benefit of their
creative cooperation. Even worse, because the reward
system seems unfair, we will continue to pit people against
the firm. In too many instances, the company has become
the enemy: “Every man for himself.” Let’s be honest: “To hell
with all of them” is a phrase I have heard more than once.
Whether the fault is with the employee or with the firm is
not the central issue. Where this adversarial attitude is perva-
sive, the loss is incalculable. Admittedly, employee priorities
cannot be exactly congruent with those of the firm. But they
should be parallel.

Until we realign the measurement and reward system, we
will forgo the full potential of the new quality and productivity
enhancement methods, nearly all of which cut across functions
on the traditional organization chart. But our present measure-
ment and reward system is tied to the traditional functional
form. How do we realign a measurement system to properly
evaluate quick response systems, self-directed work groups,
time compression, reengineering, simultaneous engineering,
fast-track construction, process management, and a host of other
promiising cross-functional breakthroughs?

In short, how do we reward a system of interdependent parts?
The answer is simple: We reward the system, not the parts. But if
we continue with our traditional measurements and rewards of
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individuals as if they were independent, then functional isola-
tionism will contribute to the further decline of our relative pro-
ductivity. Our quality will lag behind. As a result, our ability to
compete will continue to wither.

These are serious charges and require substantiation. To that
end, I will first address situations where measurements and
rewards are closely linked but misaligned.

Rewards Confounded
by Measurements

In reality, every business reward is confounded by measure-
ments. Hard as we try, we cannot isolate the key variables in
order to have confidence in cause and effect. “But,” you may
respond, “what about the saleswoman who exceeds her target?
She is dependent only on her own hard work.” Well, let’s con-
trol for the variable “hard work.” Consider the following ques-
tions and observations: “Was the target fair?” Like a canny
golfer who negotiates a handicap on the first tee, some sales-
people win their bonuses at budget time. “Was there an unex-
pected windfall?” One response could be: “So what? Windfalls
and downturns even out over time.” Perhaps they do.
Nevertheless, their existence confirms the hypothesis..
Windfalls and downturns are neither direct causes nor effects
of her hard work. “Did she borrow from next period’s sales to
make her target?” Worse, did she say to the customer, “Let me
ship it. You can always send it back.” The total cost of process-
ing and handling a return for most products exceeds their sale
price. Not for the Kohinoor diamond, no! But for components
or products which sell for less than $100, usually yes!
Moreover, her gain is the distribution center’s loss. Ask distri-
bution managers who are measured in units, pounds, or tons
shipped how they feel about the paperwork and the ware-
house labor hours to unpack, inspect, and restock returned
merchandise. How does this contribute to their trust that they
are being fairly compensated? Less onerous but still costly is
the unplanned overtime required for the distribution manager
to get the goods out the door just before the month, quarter, or
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year end. The sales manager made her bonus but wiped out
the chances for a bonus in distribution.

None of these observations is intended to excuse laziness or
wrong-headedness on the saleswoman’s part. She should be
expected to do her job. But if motivated and managed properly,
she can make more money for herself and the firm and she can
have greater job security than she can by spending time and cre-
ative energy playing the numbers games.

Now let’s tinker with the process. Let’s set monthly sales quo-
tas as a target for a fixed monthly bonus. Fine! Now the sales-
woman who makes the big sale early in the period can go to the
movies or can postpone orders in order to provide a cushion for
next period. Is this in the best interest of the firm? Perhaps we
should adjust the incentive plan again. How would you adjust
it? Would you pay on a sliding scale with no limits? Would you
measure it weekly? Monthly? Semiannually? How would you
deal with returns and uncollected accounts receivable? Would
you expect the saleswoman to assess the creditworthiness of her
customers? If not, how would you adjudicate the arguments
between the credit manager and the saleswoman?

Among other issues, the foregoing raise the question: “Is the
unit of time appropriate for the measurement?” More “chance
and fortune” is associated with daily results than with ten years’
sales performance. Indeed, this observation presages one of the
recommendations for improvement in our reward and measure-
ment systems: use of longer periods of time before important
decisions. Even then, however, the variables are complexly
related, making it difficult to determine cause and effect. In the
early 1980s, would Apple Computer’s sales manager have been
as successful had he been selling Sinclair Computers?

The question is: How do you measure success? To whom can
you compare your sales manager for purposes of devising an
incentive plan? Although no salespeople would admit it pub-
licly, some products almost sell themselves—until the competi-
tion comes out with a product that eclipses theirs. Then, as any
salesperson would say, “No one can sell that dog. I'm going to
look for another job.” How do you respond to the old bromide
in the beer business, “It was either lousy weather or a great
salesperson.” Let’s confound it further. I was once in the adver-
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tising business. For our soft drink client it was much the same:
“Lousy weather if the sales were bad, great advertising if the
sales were good.” The salesperson was irrelevant.

Certainly, some salespeople are better than others. Some work
harder, have better communication skills, greater empathy, a
sixth sense about when to close. But this cannot be determined
by isolated sales results alone. It is determined also by close
observation over time in different conditions with different cus-
tomer targets. Numbers alone are insufficient to determine
whether the numbers were a result of skill or luck.

Anecdotes about the games that salespeople play are usually
livelier than for more mundane activities. But the problem is
pervasive and deadly serious. I have seen a publishing company
at the brink of bankruptcy because the CEO who was measured
and rewarded by the bottom line naively printed too many
copies of each title in order to bring down the unit cost of
goods. He reported a profit but ran out of cash. For some titles,
he had enough books to support sales for 20 years.

I have seen a manufacturing company brought to its knees by
the same game. The manufacturing VP and the CEO were will-
ing, naive conspirators. As units produced went up, average cost
per unit went down. The manufacturing VP made his productiv-
ity bonus, and the CEO made his profit target, because the cost
of goods per unit went down and the gross margin went up. But
the distribution center was bulging. Extra warehouses were rent-
ed. The company ran out of cash. But until problems were
revealed, the company reported profitable operations, and the
officers got their bonuses. Indeed, in many of the biggest bank-
ruptcies of the last decade, the independent auditors had given a
“clean” opinion in the fiscal year preceding the bankruptcy. This
is not to blame or absolve the auditors, it is to reiterate the short-
comings of numerical measures and traditional financial report-
ing; it is to dramatize the problem with reward and incentive
systems which do not—often cannot—reflect the complexities of
the activities that they reward. Ironically, this seems to support
arguments made by defenders of the present system. “The sys-
tem is not wrong, it is the people that manipulate the system for
their own gain.” There is some merit to this response, as we shall
see later; however, the anecdotes from the most respected U.S.
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companies, as well as companies in crisis, are not isolated—they
are universal. Isn’t it about time for us to admit that there may
be something wrong with the system? That we cannot measure
complex systems as if they are simple, that we cannot properly
measure them with numbers alone?

Let’s look at two more examples; these are from retailing and
distribution. Recently I assisted a supermarket chain in restruc-
ture of its organization. The first activity was to conduct a
throughput study, starting with the customer and then working
upstream. Interviews with customers indicated satisfaction with
the shopping experience, with an important exception: They
reported that they could not find some of the staple grocery and
household items on weekends. One woman reported that the
store was out of stock on 64-0z. boxes of Tide. Perplexing!
Stores never run out of Tide! “If you're out of Tide, you're out
of business!” Customers will shift to stores that can provide
their staple needs.

Proceeding upstream, I then interviewed the store managers
who reported that many other items they were ordering from
the central distribution center were not being shipped in time
for weekend business. Not only were they running out of mer-
chandise, they were having serious trouble with their labor
scheduling. They did not have enough personnel for stocking
shelves early in the week and had too many on the weekend! By
the time I moved upstream to the distribution center, I had
formed a hypothesis that received partial confirmation from
their complaints. Whereas trucks that delivered merchandise to
the distribution center for reshipment to the stores were lined
up for blocks on Wednesday, Thursday, and Friday, Monday
and Tuesday deliveries trickled to almost nothing. The reason
for this was that merchandise unloaded during the last half of
the week was first held in the staging area until workers had
time later to put it in the slots for selection and shipment to the
stores. This double handling caused by the glut of late-week
receivings and other schedule disruptions had ruined the
chance for distribution center managers who were rewarded
with incentive bonuses on the number of units shipped per
labor hour. They were livid.

Now I was sure I knew the culprit. When I arrived at the pur-



Walking Our Talk: Realignment of Measurements and Rewards * 37

chasing department I found that in the company’s attempt to
manage cash, the buyers were being measured on the ware-
house inventory turns of the products that they were responsi-
ble for. The day the turns were measured was Tuesday. If on
Tuesdays the warehouses held full stocks of the products that
the buyers were responsible for, the buyers would miss out on
that week’s incentive plan. The buyers were not dummies. They
called suppliers and threatened to break their knees if trucks
showed up on Monday or Tuesday. The buyers got their bonus-
es. The customer did not get her Tide.

The Profit Center Fallacy

There is only one true profit center in a company. That is the
company itself. All else is confounded by allocation of
resources, transfer pricing, overhead spreading, and other
accounting fictions. Moreover, the quest for so-called profits in a
profit center usually suboptimizes the profits of the firm. 1
acknowledge that the famed Asea Brown Boveri Company is
flourishing with 5000 profit centers, and that many firms have
used the profit center concept to substantially reduce the size of
central administration. Profit center companies that are success-
ful in the long run are not successful just because they use profit
centers but because of highly interactive management processes.
Moreover, I am not critical of the attempt to determine which
divisions, products, or customers make a contribution to profits.
On the contrary, information like this is crucial to a firm’s suc-
cess. But when the profits are deemed to be determinable inde-
pendently of the corporate allocation decisions or other uncon-
trollable factors, and when people are measured and rewarded
on the basis of the so-called profit plans alone, gamesmanship
overtakes the serious work of the firm.

For example, the profit center concept helped to bring the
mighty General Motors to its knees. Division profits, adjusted
by transfer pricing and allocation decisions, were duly reported.
In addition, executives were rewarded on the basis of sales and
sales increases. Because bonuses and promotions were at stake,
executives in one division did not want to be eclipsed by anoth-
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er, so each division set out to build a full line, with these unin-
tended results: blurring of any clear image lines may once have
had and duplication of costs. A marketing strategist might
opine that this proliferation of models was the appropriate
response to an increasing diversity among consumers. After all,
Henry Ford is gone. The black Model T strategy has been sup-
planted by niche marketing. I have been told, however, that this
model proliferation was not strategy, but a “happening.” In
their quest for sales, General Motors divisional executives
ignored the complaints of customers that “This really is not an
Oldsmobile—it has a Chevrolet engine, a Buick frame, and an
Oldsmobile decal.” They ignored the derision of industry
observers when Cadillac brought out the Cimarron, which one
friend of mine characterized as a Chevrolet with leather seats.
The Cimarron has been given a decent burial, and the Cadillac
division now seems on a clearer course, but the GM model spec-
trum still is mind-boggling.

The cost differential is staggering. Dr. Deming has been told
by a GM executive that this structural differential accounts for
$200 of the $795 unit cost differential (1990) between General
Motors and Ford.

The distribution center at a large supermarket chain was
called a profit center, and its managers received bonuses in rela-
tionship to its reported profitability. The distribution center’s
revenue came from a so-called upcharge—a percentage added
to the wholesale value of the merchandise it shipped. In 1971
and 1972, the distribution center struggled to make money. In
some instances its managers postponed maintenance of equip-
ment in order to make any profit at all. Then in 1973, they began
to report almost unbelievable improvement. The managers
swaggered into the monthly financial reviews, lording it over
the other executives who were reporting some improvement but
nothing compared with the distribution center. The beneficiaries
of the big distribution center bonuses lamely explained their
success as “good management.” Someone else had to call to
their attention—and the company’s—that food inflation in 1973
was around 13 percent. Their percentage upcharge meant that
they were receiving a 13 percent increase in revenue for han-
dling the same amount of merchandise. And it all dropped to
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the bottom line! Their “success,” in addition to being ephemeral,
also lulled the managers into laxity on achievement of real gains
in productivity.

These same luminaries fought for productivity and profits by
insisting that everything possible be shipped through the distri-
bution center. Twenty-one of the supermarket chain’s stores
were in Long Island, and five or six of their stores were located
in southern New Jersey, both of which are premium growing
areas for fresh fruits and vegetables. In keeping with distribu-
tion center policy, sweet corn was picked, loaded on open
trucks, transported to the distribution center, where it was then
shipped back to the stores that were on the original route of the
farmers’ trucks. Long Island potatoes trundled past 21 of the
Long Island stores to the warehouse in central New Jersey, then
right back to the same stores. Green beans, tomatoes, lettuce,
celery, broccoli all made the fateful round trips. These products
are not fine wines—they do not improve with age. By the time
they made it from the distribution center back to the stores, they
had lost much of their flavor, nutrition, and appearance. But
they had gained something very important—the upcharge.
Formidable! Wilted and expensive! And the supermarket chain
wondered why it had a poor reputation for fresh produce.

The distribution center managers defended their actions in
the name of quality. They had to inspect it at the distribution
center to maintain quality standards. Along the way they gained
two powerful allies—the finance department, which said that
bookkeeping for direct store delivery of perishable items during
the summer season was too complex, and the audit department,
which said that the managers of the store could not be trusted—
managers might solicit kickbacks from the farmers.

The quality objection was easy to answer: Training, if needed.
However, most of the managers of store produce knew as much
about quality as the distribution center inspectors. The next
objection was like the tail wagging the dog. Installation of
accounting procedures was an insignificant problem compared
with the opportunity to sell fresher merchandise at lower prices.
But the accountants were at headquarters, close to the seat of
power. The produce managers were too far away to be seen or
heard. The third objection had merit insofar as there probably
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were some managers who would solicit or take kickbacks. This -
type of transgression should be dealt with summarily and
harshly but should not be allowed to spoil the system. Whatever
the reason, the decision to sell stale merchandise at higher
prices dramatizes the economics of trust. Moreover, in this case,
the losses were much greater than those attributable to the pro-
duce items themselves. Supermarket customers usually go
where they can get the best value on perishable items as well as
canned goods and household items. In this case, they voted
with their feet. They went to smaller stores with less sophisticat-
ed accounting systems who bought the produce directly from
growers in the area. The company’s total loss in this instance is
again incalculable.

Of course, not all cost differentials are attributable to profit
centers, but certainly the managerial staffing levels and duplica-
tion of facilities are major contributors, unless they too are con-
trolled. The cost of politicization of decision making is more dif-
ficult to measure but is enormous.

But the biggest losses can stem from an ineffective strategy.
When strategy abdicates to numbers produced by profit centers,
the enterprise usually loses its focus. Product strategy is the
responsibility of the most senior leaders, who look at the enter-
prise as a whole, then make the tough resource allocation deci-
sions, regardless of reported short-term profits and regardless
of the protestations of clamoring fiefdoms. Indeed, when the
system is managed properly, there will be no fiefdoms.
Everyone will be marching to the same song. Profits to the firm
will soar.

Bankers have destroyed themselves by almost every method
except self-immolation. One of their more destructive innova-
tions was to measure and reward lending departments as profit
centers. And in order to be exactly wrong, they measured
results monthly, quarterly, and annually. Moreover, revenues
were measured not only by income from interest, but also by
fees, points, discounts, and other devices which were consid-
ered income when the loan was put on the books. The “income”
was not spread over the life of the loan. Furthermore, they mea-
sured “income,” not “net losses of income.” Of course, it is diffi-
cult to measure losses early. Even if the loan starts to sour,
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bankers sweeten it by relaxing covenants, and in some instances
by lending more money so the borrower can made payments on
past-due interest or principal—sometimes both. If Lewis Carroll
had lived today, the setting for Alice in Wonderland would
have been a big commercial bank. Stories are legion about bank
presidents and other senior officers who made some of the
banks’ worst loans. Fortunately for them, they had been
promoted away from their problems. Why? Their profit centers
had achieved their targets. Were profit centers the only
reason bankers are in trouble? Of course not. Some of the seven
deadly sins also were prime movers—the profit centers were the
facilitators. :

There is an ironic postscript to this story. In the early 1990s,
most banks were in such disarray that they could no longer
make what once would have been considered sound commercial
loans, once the life blood of their business. Moreover, when an
existing borrower, or industry, sails into even mildly troubled
waters, the banks run for the harbor. When it is time to renew
the loan, or if the company has even a small technical violation,
the banks will say, “We will rest our line,” a euphemism for
“You’'re not getting any more money, and worse: Pay us back
now!” The once valued concept of relationship banking built on
mutual trust has almost disappeared. Banks in 1993 are return-
ing to profitability. Perhaps they will return to lending.

Charles Darwin and the
Incentive Pay Fallacy

We do not need Charles Darwin to tell us that meat-eaters eat
meat, and that the swifter, stronger, smarter, eat the others. Nor
do we need him to tell us that the offspring of the stronger are
more apt to prevail than offspring of the weaker. Pray that we
do not need him to tell us that the foregoing is not an appropri-
ate or realistic model for economic enterprise either within the
firm or external to it!

Attack-response theorists and economists with black boxes in
a frictionless world seem to believe that businesses prosper by
feeding on the carcasses of others. Successful business people
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know that prosperity comes not from killing and scavenging but
from intense and unwavering focus on needs of customers.
Obviously, the company that stays ahead of the needs of cus-
tomers will prosper while others will not, but that is an out-
come, not an objective. Similarly, only personnel managers who
use numeric scales for grading people, or line managers who
“force-rank” their subordinates, believe in the zero-sum game of
winners and losers which kills off or maims the productive
potential of the greatest part of their population.

Corrupted Darwinism

Darwin’s survival of the fittest was not meant to advocate a
killing field but to show us how species adapt so that they can
survive in a changing, sometimes hostile environment. Over
time, some make it. Others don’t. Again—an outcome in nature,
not the objective in business. Moreover, Darwin acknowledged
that a species cannot survive alone. It needs others, not as much
for food as to produce an ecosystem which nourishes all.
Unfortunately, the underlying assumptions of many of our
management practices are a corruption of Darwin’s magnificent
contribution. Business is not, nor need it be, zero sum: for every
winner a loser, kill or be killed, make progress only by climbing
over the backs of others! Admittedly, these phrases overstate
general practice, but they are all phrases I have heard in the
halls and offices of U.S. businesses. “Dog eat dog” is another
. phrase I often hear, not necessarily to criticize the system but to
describe it—sometimes, to justify it. “Give them some resources,
then stand aside and watch. The strong will survive to run the
company in the future, the others will fall by the way.” Hardly
conducive to trust. Only the predators will really wish to come
to work in the morning. The others, who would rather be safely
at home, will spend their time looking, for trees to climb or
crevices to hide in. Wasted effort, if the job of business is to
design, finance, build, sell, and collect for a product or service!
Nevertheless, elements of this corrupted Darwinism are
beguiling and sometimes seem to be supported. Common sense
and simple observation confirm that people perform some tasks
well and other tasks poorly. Some do most things well. Others
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do most things poorly. So, let them fight it out, reward the win-
ners, and bury the losers.

What is lost in this line of reasoning is that not all people do
the same thing well and, second, that almost everyone does
something well. Third, almost everyone can improve if the sys-
tem allows or encourages it. Even where there is little incentive
for improvement, there is room for diversity in a complex sys-
tem. Admittedly, hiring criteria and systems of evaluation
attempt to reflect diversity, but in practice they too often impose
a template on the job and the person. Rather than aid the people
and thus the firm in the adaptive process that Darwin described,
these practices reward the winners and cull the losers according
to the template, not the diverse needs of the firm. The most glar-
ing example of the template is" the universal appraisal form for
the so-called annual merit reviews—a topic that is discussed in
Chapter 5. Other templates are more subtle, but pervasive never-
theless: appearance or behavior that is more narrowly prescribed
than generally accepted social norms; knowing when to speak or
to be spoken to; strictly adhering to the chain of command and
using only accepted channels of communication; “sitting on”
important information that might provoke controversy.
Certainly, a business, among other things, is a society of people,
and some behavior is socially unacceptable. But, in most
instances that I have observed, we have emphasized conformity
to the detriment of creativity and Darwinian adaptability.

This corrupted Darwinism is beguiling also because it simpli-
fies the tasks of senior executives who under this aegis need
only to watch and keep score. They use numbers to measure
outcomes, and they delegate to someone else the management
of people and processes that produce the outcomes. Convenient
and comfortable. Numbers are neat and clean. Human beings
are messy and complex. Determining people’s areas of compe-
tence or their need for coaching and training is a fuzzy, time-
consuming task. Allaying their fears and accommodating their
wishes are sometimes impossible.

In fairness, senior managers I have known not only express
but also manifest their concern with the human side of manage-
ment. Some are generally well-intentioned, often compassionate,
but misdirected nevertheless. Many of them do not understand
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two critical aspects of a business system: complexity and varia-
tion. As Dr. Deming showed us with the flow diagram he intro-
duced in Japan in 1950, and as Dr. Ishikawa elaborated with his
celebrated fishbone diagram,’ the outcomes of any business
process are the result of myriad causal elements, all of which are
subject to variation. Their combined variation produces variation
in the outcome. Then, as Walter Shewhart demonstrated in 1939,
if the system is stable, the degree of variation that it produces is
predictable with a reasonable degree of belief. Moreover, if the
system is stable it can be improved only by improvement of the
process, not by tinkering with the most recent data point.
However, in business, we often isolate one variable of a stable
system and use the most recent data point to analyze the output.
This technique does not work unless, by chance, the variable we
tinker with accidentally happens to be a key to improving the
system. More often, action on the most recent data point of a sin-
gle component of a system increases the variation—just the oppo-
site outcome that we are looking for.

Here is an example from the time-honored monthly financial
review. It recalls the accounts receivable example introduced
earlier. The isolated variable in this story is Frank, the credit
manager. The most recent data point is the month-end number
for accounts receivable. Say the AR/DSO (Accounts
Receivable/Days Outstanding) have for the last few months
been running between 54 and 63 days. Let’s also make the sim-
plifying assumption that there is no seasonal variation. Let’s
say, too, that business has been soft, cash is tight, and that the
boss is worried. And this month’s AR/DSO has risen to 65 days!
The boss may have all the compassion in the world for Frank,
the credit manager, but the order goes out: “Frank, bring that
receivables number back under 60 days and be quick about it!”
Implicit in this is the threat—a poor review, a reduced year-end
bonus, or worse.

Alarm bells go off. Frank interrupts the rhythm in his depart-
ment. Everyone mans the telephones to make collection calls.
Frank will make calls on big accounts himself—by pulling in
some favors from valued customers, or worse, by alienating
some good customers whose accounts are only slightly past
due. He might ask permission from the CFO to give anticipation
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discounts to customers who pay their bills before the due date.
If he is both desperate and wily, he will ask his friends in the
billing department to delay mailing of invoices for a day or two,
a sure-fire method to reduce receivables. Even better, he will
convince the accounting department to take a reserve against
some of the big, seriously past-due receivables. Now it’s a cinch!
At the next month’s financial review, Frank is the proud owner
of a 58-day AR/DSO, one “Attaboy!” and a hint of a promotion.
And the boss? He’s a born leader. Knows how to get results!
“These are good people, but sometimes you just have to put the
pressure on.” Never mind that there is precious little additional
cash, that reported profits are diminished by the reserve against
receivables, or that reported sales are diminished by the two-
day delay in invoicing! By golly, AR/DSQO is in line!

Chances are, however, that AR/DSO will be greater than 65
days sometime during the next few months. Yes, the write-off of
past-due receivables will have some long-term effect, but unless
the system changes, even they will creep back in over time.
Improvement gained by taking reserves against receivables will
be offset by the invoices that were held up, now being sent
along with the normal month’s invoices. Far more serious, how-
ever, is the disruption of normal customer communications
caused by the marathon telephone collection effort of the credit
department. Present customers’ phone calls will not have been
returned. Recent billing errors will not have been adjusted.
Credits for returned merchandise will not have been entered.
Normal data entry will have been delayed. It will take months
to get back into control.

Forgetting these aberrations, let us touch on the theory that
explains why AR/DSO will work back to its normal variation
pattern, even why it might deteriorate despite Frank’s heroic
efforts last month. The process that produced the 65-days
AR/DSO was well within the upper and lower control limits of
a stable system. This system could have just as easily produced
56 days or 68 days in any given month. One could say in the
extreme that Frank is merely flotsam in the stream that pro-
duces the AR/DSO outcome. What if customers are not paying
because quality is bad? What if billing is late or wrong—freight
charges incorrect, proper discounts not given, wrong prices?
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What if shipments are delayed en route? What if the wrong
{tem is shipped? What if the product is damaged in shipment,
then returned for credit—and the return has not yet been
processed? What if salesmen have been overpromising? What if
there is a change in the billing cycle or a change in general eco-
nomic conditions? What if management is reluctant to hurt
reported earnings by taking a write-off or reserve against
accounts that are probably uncollectible? What does Frank have
to do with all of this?

There are two activities in which Frank might influence
AR/DSO: credit terms and collection policies. But even these
are not in Frank’s purview alone. Credit terms are a pulicy deci-
sion. Surprisingly, so is the policy of collection. Ask any credit
manager who has clamped down on a big account about the
angry phone calls he gets from the sales manager—sometimes
from the president of the firm.

All the factors just discussed and many others combine to
produce the AR/DSO number. Furthermore, the variation in
each of these factors combines to produce a variation in the out-
come—AR/DSO. Usually, this variation is random, and its lim-
its are predictable with a reasonable degree of belief. This
means that the system that produces 65 days accounts receiv-
able is the same system that produces 58 days. Yet we cheer, we
celebrate, we give bonuses for 58 days. We growl, we mope, and
we bring out the whips when it is 65 days.

If our threats to Frank do not produce results, we go to the
human relations department or we hire a consulting firm to
design a new incentive program. The damage from these well-
meaning machinations is incalculable. The incentive pay is frit-
tered away; it does not address the causes of excessive
AR/DSQ; it rewards chance and fortune. Incentive pay pits peo-
ple in various activities against each other—it pits functions
against each other. Variation is amplified, not modulated, as
people try to manipulate the outcomes rather than improve the
process. Moreover, consider the activities just described in the
AR/DSO dance. Did they contribute anything to the real work
of the firm—to designing, financing, building, selling, and
collecting for a product or service? Precious little! Then consider
all the cousins of AR/DSO—all the molehills we turn
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into mountains, all the misdirected efforts, wasted energy, wast-
ed time.

But the biggest waste of all is the damage to the human spirit,
which destroys people’s commitments to the aim, mission, and
objectives of the firm. People are trying to gain rewards in zero-
sum games whose outcomes are dictated by chance and fortune.
What senior managers have forgotten is that people doing the
work know that in many respects they are merely pawns. They
do the best that they can, they play the game, but while playing
they wonder who is running the asylum.

Let’s now go back to Frank’s boss—the born leader—and fur-
ther explore the two versions of Darwinian economics: the cor-
rupted version—managing the reward system with the num-
bers; and the productive version—improving the process to
meet the challenge to meet a changing, sometimes hostile envi-
ronment.

The corrupted version often seems reasonable and straightfor-
ward. “After all, didn’t Frank produce the 58 days AR/DSO
when I asked him?” As the foregoing discussion indicated, the
number was achieved, but the company was ill-served. The sys-
tem was not changed; the process was not modified; no endur-
ing, sustainable improvements were made. Instead, the single-
minded, almost frantic activities required to make the numbers
sowed the seeds of more trouble in the future.

I have studied tens of dozens of so-called incentive plans and
have found that although nearly all produce money for the indi-
vidual participants, none has made a dime for the firm. It is like-
ly that my own experience is limited. Some of my respected col-
leagues insist that they have been able to measure the incremen-
tal contributions to the firm from incentive plans. I only ask
them to consider the following questions. Over what period
were the returns measured? Did the incentive program expand
the market or the market share, or did it just move the sales
from one period to another? Were you able to measure all the
costs? In the case of a sales manager, did you measure the over-
time that might have been required in manufacturing and distri-
bution that was necessary to get the goods out the door? If it
was an incentive for manufacturing, did quality stay high and
finished goods inventories stay low? If it was an incentive for
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distribution to lower the unit shipping costs, were full carloads
and full truckloads dispatched from the distribution center only
to lie around in satellite warehouses or customer back rooms?
Were you able to measure the hostility of those in the firm who
were not included in the incentive plan? Did you measure the
hostility of those who worked heroically to make the target but
who missed because of circumstances out of their control?

Even though I have never seen an incentive plan that covered
all these costs, such a plan may well exist. Suffice it to say that
most of the ones I have studied have not only failed to make
money for the firm, they have damaged it.

I am aware that I am blaspheming a time-honored shibboleth,
that I am alienating an army of human resource professionals,
and that I am kicking a crutch out from under the arms of Frank’s
boss and his ilk. But I remain steadfast. So-called incentive pay
has become a surrogate for leadership, and a poor one at that.
Pay for performance, reasonable as it sounds, is almost an oxy-
moron if the attempt is to tie performance to an individual or a
single activity within the firm. Frank cannot, through his actions
alone, make a sustainable improvement in the Accounts
Receivable/Days Outstanding. Changes are required throughout
the various functions of the company. Distribution, order entry,
sales, marketing, and the billing department all are involved.

Productive Darwinism

Improvement that will help to ensure the firm’s survival and
growth can best be achieved when Frank’s boss helps to build
bridges across the functions. But this cannot be achieved in a cli-
mate of suspicion and distrust. If Frank is singled out to receive
a reward for actions taken by the group, particularly if the sta-
tus or pay of others seems to be diminished, the improvement
process will self-destruct or sputter to a halt.

The positive aspects of Darwinism—the firm’s ability to adapt
to a competitive environment—can be achieved under the fol-
lowing conditions: (1) Frank’s boss makes certain that data and
information are developed about the accounts receivable
process, (2) he provides the tools, the techniques, and the time
to analyze the problem, (3) he demonstrates his own commit-
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ment from time to time by jumping in to help bridge the func-
tions, and (4) he establishes an equitable reward system. Then
the positive side of Darwinian economics emerges. The organi-
zation may find that the best way to improve AR/DSO is to
improve the billing process, to reduce damage in warehousing
and shipping, to simplify deals and special offers so the cus-
tomer’s accounts payable department can understand them.
AR/DSO is no longer an end in itself. It is a lever to lift the per-
formance of the entire system. If every symptom of a system’s
malfunction were treated similarly, improvement could be stat-
ed in orders of magnitude.

But if we continue to treat the symptoms, not the causes, and
if we act as if they were independent of the system, not interde-
pendent, and if we continue to reward individuals when the
organization perceives the performance is unfairly evaluated,
we will continue to waste precious time and valuable creative
potential. My opening premise that half of what’s going on in
U.S. business is wasted may be conservative.



4

Man Lives by
Bread Alone—
and Other

Flawed Paradigms

Here are three paradigms that have damaged the effectiveness
of rewards and recognition in the workplace:

Man lives by bread alone.

There is not enough bread to go around.

He should not enjoy the baking of it.

There is a fourth: “Nor should he enjoy eating it,” but that
intrudes on the turf of the theological, psychological, and philo-
sophical, so I will excuse it from my deliberations.

The themes of economic man, the zero-sum society, and the

Puritan ethic will provide the framework for closer examination
of the three paradigms.

Paradigm One: Man Lives
by Bread Alone

Rewards would be simple if workers were to leave their human
baggage at home: pride, discontent, self-esteem, prejudice, love,

51
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envy, yearning, anger, need to belong, need to excel, need to
change, fear of change. Not possible! The purely economic man
is a myth. And although rationality is a central human charac-
teristic, the simplistic notion of rational man is fiction.! Even
John Maynard Keynes, with whose conclusions I generally dis-
agree, spoke of the animal spirits of humans. Perhaps he had
portents of the neo-Keynesian theorists who would use humans
as constants in their Procrustean models.

The concept of the whole human being is not an alien notion.
It is the stock in trade of psychologists, psychoanalysts, and
psychiatrists. Poets, playwrights, and philosophers have always
dealt with the whole man and woman. During the industrial
revolution, Robert Browning spoke to businesses directly in the
“Song of the Shirt” and “Pippa Passes.” Charles Dickens gave
us Scrooge and Bob Cratchit to mull over. On the academic
front, Maslow developed the idea of self-actualization that was
first proposed by Aristotle and developed by John Stuart Mill in
the nineteenth century and Kurt Goldstein in the 1930s. Maslow
disliked the artificiality of drive theories and wanted to empha-
size the unitary characteristic of human motivation. McGregor,
who gave us Theory Y, synthesized the work of Drucker and
other predecessors. Nevertheless, his formulations broke new
ground.” ® After Maslow and McGregor, thousands of others
have continued to study and write. Some of their ideas have
found their way into the workplace. Other ideas are still tossing
about in academic journals. Unfortunately, precious few have
been effectively employed.

Our marketing departments have been aware of the whole
human being for years, but little has migrated from the advertis-
ing we produce to the way we reward and motivate people—
even in our marketing departments. Too many of the insights
about the whole human being which have warped their way
into our business fabric have followed time-worn patterns of
company picnics, employee-of-the-month, annual awards ban-
quets, family nights, and the Christmas turkey.

Why haven’t we done better? Because it is so difficult! If
indeed the economic human is a myth, then monetary rewards
alone are insufficient. If humans are not rational, and if they are
not similarly irrational, then the design of nonmonetary
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rewards is monstrously difficult. If it were easy—if humans
were merely economic and rational—we could rely on those
crusty old war-horses, greed and fear, and let it go at that. As if
to prove the exception, a few tyrants have clawed their way to
power using greed and fear. They garner a lot of publicity, but
they and their enterprises don’t last very long. Thoughtful busi-
ness leaders, however, grapple with more robust rewards that
will meet a fuller range of people’s needs and concomitantly
nurture a business that will thrive in an increasingly complex
future. But even these efforts have met with contradiction and
failure. Companies have tried Scanlon plans and gain-sharing to
better serve economic man. These and similar schemes work for
a while—until those periods came along when there were no
gains to share. Moreover, the question, “How do you measure
gains?” always confounded the issue. Stock options for man-
agers—along with SARs (stock appreciation rights) phantom
stock, restricted stock, and various incentive awards based on
ROI, ROE, RONA, RONAE, and the rest of the financial alpha-
bet have met similar lack of success.

To serve the whole person we have tried to apply self-actual-
ization ideas that were so well articulated by Maslow, but we
have learned that what is actualizing to one is anathema to
another. That does not mean that Maslow was wrong. It may
mean that we do not yet understand self-actualization.
McGregor’s elegant Theory Y has, too often, been dished up as
permissive mush.

The Golden Rule isn’t much help either. Not everyone wants
the same things “done unto” them. Not everyone wants to be on
a team. Some are stars. Others think they are. Some value secu-
rity more than pay. Some would trade pay for more time off.
Some like piecework. Others wilt under that pressure. Some rise
to a challenge. Others prefer support roles. Some have high
energy. Others are low key. These differences should confirm
that no reward system can meet the specific needs of every indi-
vidual in the enterprise. It would be foolish of the enterprise to
try such a plan and it would be childish of the individual to
expect it. :

Our approach to rewards sometimes dramatizes the poverty of
another tacit assumption—businesses and people are enemies.
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Harshly stated, “To keep the people at bay, throw them a bone—
even a piece of meat from time to time.” This is the extreme, of
course, but is a statement that was made to me—not in jest—by
the personnel director of a large well-known firm. More
advanced reward systems might be compared to the humane
treatment of pets. “Make certain they are well-fed and also have a
comfortable life—shelter from the elements, medical treatment
when needed—and give them a hug or a pat on the head from
time to time.” Perhaps I am too harsh. Again, the words may be
wrong, but the tune is familiar. Reward systems that are even
more advanced consider the notion of job enrichment, cross-train-
ing, and development of people in order to reduce turnover and
to make certain that qualified people are available for job open-
ings. This certainly is on the right track, but the approach is
defensive rather than proactive. Until the obvious becomes pro-
found—businesses are people—we will continue to patch togeth-
er reward schemes that miss the mark. Rather, we should
acknowledge that the whole man or woman comes to work.
Proper rewards, therefore, are intellectual and emotional as well
as economic. For this reason, rewards cannot be separated from
the business but are business. They are integral to the business
activities. Finally, the reward must improve the condition of
both—business and people—the system and its components.
Such goals are easy to propose but difficult to achieve. Guidelines
for their design and implementation will be developed in the next -
chapter. But first, let's examine more closely the seemingly sim-
ple-minded premise—businesses are people.

This certainly is not a revolutionary idea, but its implications
need reinforcement. Essentially, all economic input is the result
of value that is added by human beings. Iron ore has no eco-
nomic value until someone digs it out. The equipment that
extracts it is assembled by humans. Components of the equip-
ment are made by humans. The raw material that is used to
make the components has no value until it is processed by
humans. The same holds true for machine tools used in the
manufacturing process—and for the facilities. Similarly, distrib-
ution costs are human costs. Certainly, administrative, R&D,
and selling costs are also. Capital is produced by human efforts.
Most land value is a result of human endeavor. Air, sunshine,
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and water are gifts—unless the air is purified, heated, or cooled,
the water is distributed, or the sun’s rays are harnessed by solar
cells.

The foregoing exemplifies the importance of humans in the
production of goods. The human contribution to systems that
deliver pure services makes it more apparent that if there is a
difference in goods and services, the difference ultimately can
be traced to human effort.

Let’s be clear. The premise that businesses are people is not a
paraphrase of “What’s good for General Motors is good for the
country,” although there is a certain poignancy in that state-
ment today. It does not suggest that people commit a lifetime to
the same business enterprise. That smacks of slavery, and the
lack of variety may cause loss to both. Nor does it say that busi-
nesses should promise lifetime employment. That smacks of
paternalism and ignores reality—only the customer can guaran-
tee employment. It does not suggest that business is Big Brother
and should take responsibility for people’s private lives. It does
suggest that businesses—to be worthy of the workers’ trust—
should demonstrate a genuine concern for people’s welfare and
general well-being. It suggests that businesses should be
humanitarian, go outside the regular rules, and help their peo-
ple that are in distress.

This is not to say that business should follow them from work
to their kitchens and bedrooms. People have lives that are sepa-
rate from business. But we need to realize that people cannot
check business at the door when they arrive home any more
than they can check home at the door when they arrive at the
workplace. Moreover, they are whole human beings in both
places. If, while in the workplace, they truly act as the neoclassic
version of economic man suggests, they and the business will be
poorer for it. It is precisely their “baggage” which was charac-
terized earlier that moves us forward. Their anger, their discon-
tent, their yearnings, their need to excel, their need for change—
these transmitted into action can enrich us all. They create the
new products and services, new social and economic systems.
These are the forces that tranform our lives.

“Aha,” I can hear our zealous designers of incentive systems
say. “Now, we should design incentives to reward anger, discon-
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tent, yearnings, need to excel, and need for change.” Ridiculous?
Certainly! But no worse in theory than their present practices
which break the work and people into piece parts—then try to
reward the parts. They are pulling up trees to examine the roots.
They are dissecting hearts to find the soul. Did the classical
gestaltists live in vain? I thought by now that most everyone
acknowledges that the whole is greater than the sum of its parts.

Paradigm Two: There Is Not
Enough Bread to Go Around

If a society believes that resources are finite, it will be singularly
occupied with their allocation. This preoccupation will confirm
the hypothesis. The ensuing struggle for “a fair share” of finite
resources will blind the society’s members to possibilities for
increase. Even if they were to glimpse such opportunities, the
allocation struggle would sap the energy required for their pur-
suit. The more homely example is, “Why waste time fighting
over one loaf of bread if we can bake two or ten?”

Most resources are not finite. Moreover, those which are finite
are substitutable. If humanity’s creative genius is effectively
employed, nonrenewable resources which we have used
unwisely can be replaced.

If resources are scarce, merely—not finite— improvement, not
allocation, must certainly be the incandescent vision. The leader
will fail who permits the enterprise to drift into a pattern of
squabbling over scarce resources rather than to mobilize ener- .
gies to increase resources.

Two important caveats, however: Growth for growth’s sake is
the fountainhead of disaster. Even if growth for growth’s sake
does not inundate the balance sheet with debt, it suborns judg-
ment as the spate of restructurings, divestitures, and downsiz-
ing in the 1980s and 1990s testifies. The second caveat harks
back to the flawed paradigm of economic man. Economic
growth, while important—crucial in the long term—is only one
form of growth. An organization can also grow in terms of its
institutional learning. Its members can grow in terms of their
skills, knowledge, insight, and judgment. Happily, there are no
limits here. These require neither scarce nor finite resources.
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Moreover, this noneconomic growth is essential to successful
economic growth and requires as much attention from its lead-
ers. Nowhere has it been written on tablets of stone and hurled
down from the mountain top that a firm must grow in revenues
by 15 percent every year and return an annual 20 percent on
equity. There is a season for plowing and a season for harvest.
But without proper attention to noneconomic growth, the
droughts will be frequent and severe.

Now let’s look more specifically at the notion of scarcity.
Given the basic nature of man, all resources are scarce. I have
never met an executive who would not like to have more
resources at her or his command—even though some seem
unable to effectively employ the resources they have. Most of us
would like to have more money, goods, and services, and for
some people there never seems to be enough of anything.

However, most thoughtful people have negotiated a truce
among their desires, efforts, and abilities. This does not mean
that these people will not answer the call to improve the output
of the system. They will be delighted to participate in the
endeavor if they believe that the distribution of rewards is fair.
Moreover, they usually understand—or are open to understand-
mg—what “fair” really means. I have found, consistently, that
most people understand the financial requirements of a busi-
ness system—that debt and equity must be served, that capital
for growth is required. They will not understand, nor will they
willingly answer the call, if rewards to any one part of the sys-
tem seem excessive. The leader’s most important tasks are to
prevent the excesses, to successfully communicate a sense of
parity, then to nurture the motivation, tools, knowledge, and
skills necessary for the improvement of the system and all its
members. A leader’s most profound failure is to foster or to per-
mit the wasted efforts and energy found in adversarial systems
fostered by notions of excesses and zero sum.

In earlier chapters, we have visited many of the artifacts of
zero-sum assumptions that foster adversarial behavior. Here are
others—from organized labor, government, and media—that
are taking their toll on our ability to compete.

Let’s look first at the dubious contributions of collective bar-
gaining—certainly an adversarial activity: different pay for dif-
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ferent work, work rules which govern who gets paid for what,
seniority systems, shift differentials, coffee breaks, mandatory
times for setups, and other limits on productivity. These have,
in successive bargaining sessions, ratcheted some companies
into near immobility. Other fruit from this vineyard has been
more pay for less work. In addition to vacations which general-
ly are richly deserved, we have guaranteed sick days, and that
mockery of common sense—bonuses to people for not taking
sick days. We have personal days and birthdays. The trade
union lobby and lawmakers have given us paternity days, elec-
tion days, ethnic days, and a host of other special observances.
We have Christmas and Christmas Eve, Good Friday and Easter,
in addition to other religious days. We have New Year’s Day,
President’s Day, Martin Luther King Day, Memorial Day, the
Fourth of July, Labor Day, and Thanksgiving. Moreover, the
highways are full in the early afternoons preceding and the
mornings following these days. In addition, some of the ideas
behind work rules and shop floor practices have migrated to the
entire work force. Work rules have turned into precise, rigid job
descriptions. “Write-ups for screw-ups” have turned into writ-
ten performance reviews. Time clocks, those paradigms of mis-
trust, have found their way into nonunionized offices and retail
establishments. Some of these anachronisms have become laws
of the land, results of the holy crusade against business by trade
unions and government, usually aided by hostile media. Many
of their attacks are richly deserved. We in business are some-
times our own worst enemies. We deserve the intent, if not the
administration, of some of our restrictive laws. But some of the
attacks from news actors and artists, writers, and producers in
television and motion pictures are savagely unfair. Their pur-
poses sometime seem to be to politicize, not to illumine,
improve, or even to entertain.

A few labor leaders are beginning to understand that labor is
part of a larger system. They are beginning to act as if their
goals are more nearly congruent with those of society. But the
adversarial climate still prevails—on both sides of the table. I
further acknowledge that a few elected government officials are
seen as pro-business. However, anti-business bias is deeply
ingrained in legislative staffs and in the bureaucracy that
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administers their laws. If history follows its course, meaningful
change will not occur until provoked by a cataclysm. Pray that
we have the wisdom to rewrite history.

The constraints just described clearly are born of adversarial
proceedings. Implicit in these proceedings is the flawed concept
of limited resources. The supply of food, clothing, and other
goods and services—the rewards for our activities—are finite,
and we must fight for our share. We cannot trust each other to
see that they are distributed equitably. We do not even trust
that a society governed by laws would provide for their equi-
table distribution. So we have designed a society of constraints.
Think of the improvement, however, if we could begin to truly
understand that each of us is part of a system. When one of us is
hurt, we are all hurt. Yet some pernicious madness pushes us to
continue hurting each other—crippling the system in which we
live. Back to the theory of holes. We just keep digging. If all of
us—business, trade unions, and government—do not act swiftly
to remove excessive constraints on output, “there’s not enough
to go around” will indeed be the correct paradigm.

Paradigm Three: He Should
Not Enjoy the Baking of It

Recently, a director of research told me he was leaving his pres-
tigious job because it was not fun anymore. Later I found that
he had taken a less important job at less pay at a location that
required him to move from an area that he and his family loved.
Such is the power of joy in work.

“Are you having fun?” Dr. Deming recalls Willis Whitney’s
greetings to his colleagues when he was director of the General
Electric Laboratories. Joy in work rewards both the individual
and the enterprise. Years ago, as a lay minister, I delivered a
sermon entitled “Creation and the Ode to Joy,” drawing on
Schiller’s great poem and using the music from the fourth
movement of Beethoven’s Ninth Symphony. The central theme of
the sermon was that true joy came from creating something of
value. People who enjoy what they’re doing are more produc-
tive. Productive people usually enjoy their work. The job of the
leader is to enhance the opportunity for joy. At the least, cele-
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brate small victories, be liberal with praise when it is warranted,
build on strength rather than dwell on weakness! Or, if the
going is tough with no end in sight, pave the way for progress
by providing some relief. Someone once said, “The job of the
teacher is not to remove pain—but to help the student bear the
pain.” No job will be consistently satisfying. Some jobs will be
long, tough, sometimes grinding. But just as the wise captain
knows when shore leave is more important than more training,
the wise leader knows when to say, “Let’s quit early and go
have a beer.”

Think of your own experience when the light bulb turned on,
illuminating some long-sought-for insight or solution. Many of
those happy occasions, I wager, came not during teeth-gritting
and head-banging, but unexpectedly. Certainly, intensive skull-
work or downright drudgery is required; but the breakthroughs
often come when the pressure is off.

All who study human nature and understand something
about the human performance know the relationships among
productivity, therapeutic diversion, joy, and pride of workman-
ship or accomplishment. But perhaps the most useful construct
would be to hark back to our earlier theme: Businesses are peo-
ple. Most of us spend our lives at work or thinking about work.
What a shame if there were no joy in it.



Comprehensive
Compensation—
a New Concept

I witnessed a near-debacle recently when an experienced
human relations professional introduced a new executive pay
plan at the firm’s annual management meeting. He was pelted
by the corporate version of brickbats, dead cats, and rotten
tomatoes as he tried to defend his new scheme. About two-
thirds of the audience insisted that the plan was unfair. The
one-third that seemed to support the general thrust of the plan
sided with the others in the conclusion that the plan was too
complicated—much too hard to understand. Similar scenes are
being played throughout the corporate world, and they relate to
all levels of the hierarchy, not just the executives.

How to compensate people is one of the toughest questions
that managers must answer. Countless hours are spent not only
by personnel specialists, but by people in every function and at
every level, including the boardroom. Compensation issues are
so thorny that work stoppages occur in their name. Even more
costly than work stoppages is a sullen, dispirited work force
that believes that compensation is inadequate or unfairly dis-
tributed. Productivity is lost as people divert their attention
from the firm’s work to their own issues, ranging from dam-
aged egos to keeping food on the table.
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Because compensation issues run the gamut of human com-
plexity, they will always be thorny. But they need not be as dif-
ficult as we have made them. In efforts to fine-tune compensa-
tion, we often overcomplicate it. The fine-tuning, instead of
reducing points of contention, often multiplies them. Moreover,
the underlying theory of many compensation packages seems to
support the flawed premises that were introduced in preceding
chapters: Businesses and people are enemies, and people are
merely economic rational beings whose human needs should be
checked at the entry doors of the workplace.

Criticism carries the responsibility for remedy. Accordingly, I
will suggest a concept of compensation that will reduce com-
plexity and eliminate many of the pressure points that prompt
adversarial behavior. In addition, this concept will reflect the
symbiosis that exists between the firm and the individual.
Furthermore, the concept 1 propose will consider the needs of
the whole human being, not just the hollow human who is con-
templated by the antiquated notion of economic man. Finally,
this new concept of compensation will address the five causes of
mistrust: the misalignment of measurement and rewards,
incompetence or the presumption of incompetence, lack of
appreciation for a system, unreliable information, and integrity
failure.

The suspicious reader may now be alarmed. “Where is this
leading?” “Are we being asked to forget about the watchwords
of the nineties—accountability and pay for performance or
those stalwarts of the seventies and eighties, management by
objectives,! share of market, ROI, ROE, RONAE, and the other
financial measures?” “Does increased emphasis on the system
produce results or just a warm, fuzzy feeling?” “Doesn’t
employee involvement lead to anarchy?” “What is the role of
the leader and manager in this new scheme?” “What happens
to the bottom line?” To meet the concern of the suspicious read-
er, I promise to address these traditional concepts. However, 1
will suggest different methods of dealing with them from those
that are currently employed. But I impose three important
caveats. First, one should be careful about changing the reward
system unless one is prepared also to change management
methods, policies, and procedures. If, for instance, you are
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using numerical targets as surrogates for managing—rather
than helping employees to bridge the functions so that they
can attack causes rather than symptoms—then this new reward
system might lead to loss of control. Second, employees and
employers alike should be advised that the new compensation
method I propose is much more demanding than those cur-
rently in use. Employees will be expected to produce more
and better results, to consistently improve their performance,
to pitch in and help others when appropriate. No more
hiding behind wooden job descriptions, just making quota, or
watching the clock. There will be no room for slackers and
malcontents.

Managers’ jobs will also be more demanding. Instead of set-

ting quotas and numerical targets, then rewarding those who
make the numbers and penalizing those who do not, managers
in this brave new world will be expected to produce financial
results and at the same time to have intimate knowledge of the
components of the system they are managing, then be creative
enough and effective enough to improve it constantly.
Moreover, managers will be expected to develop people who
can continue to meet greater challenges. The third caveat
is also important—no compensation plan that I know of is
fully transportable from one organization to another. No plan
can prescribe an always-appropriate mix of employee benefits,
perks, deferred compensation, stock options, or similar
benefits. It is impossible to create a template to which other
companies should conform. Although I have, as a turnaround
manager, employed all the elements of the theory that I pro-
pose, my method of application is necessarily different from
those of the many other firms that are now adopting the
general concepts that I propose. Although the specifics will
differ, the underlying theory is discussed almost daily in the
business press. It is a concept whose time has come. Here are
its elements.

1. Treat people with respect.
a. Trust their judgment. Share necessary information.
b. Have great expectations.
c¢. Hold people accountable for the following:
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(1) Activities for which they have nominal control
(2) Activities in their spheres of influence which they do
not control
(3) Proficiency in their specialty or area of activity
(4) Continued improvement in their specialty
(5) Readiness to take on new assignments
(6) Working cooperatively with their colleagues
(7) Keeping the customer in view
(8) Performing their jobs in a manner that will build trust
d. Provide people with the tools, training, and information to
do the job.
e. Provide regular, honest, actionable feedback.
Pay at market or better.
a. Let market forces determine basic pay ranges for each job,
then beat that when possible.
b. Avoid the cost and adversarial activity caused by the
administration of differential merit increases or individual
incentive pay.

. Promote thoughtfully and carefully.

a. Make decisions based on long-term evaluation.

b. Use informal feedback from the candidates’ peers, subordi-
nates, internal and external customers—as well
as superiors. |

. Hire carefully and thoughtfully.

a. Base decisions not only on skills but on ability and commit-
ment to learning and growth.

b. Base decisions on the candidate’s perceived ability to work
productively in your environment.

. Produce a quality product or service.

a. Pride in work and accomplishment is powerful compensa-
tion.

b. Pride in the enterprise is also rewarding.

Remove from the organization anyone who overtly violates

trust.

. If people, making good faith efforts, do not perform satisfac-

torily, find out why. Reassign or retrain them. If unsuccessful,
remove them from the organization—with dignity and
respect.

. When times are tough, share the pain.
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9. When times are good, share the gain.
10. Provide leadership that will build trust.

Let’s look closer at these things. Some will be straightforward.
Others, like the controversial concepts of accountability and
control, will require detailed discussion.

1. Treat people with respect.

a. Trust their judgment.

Share as much information as possible about the aim, mission,
and values of the firm. Provide a rich understanding of how
employees’ specific missions and supporting objectives relate to
the aims and values of the firm. People who know “why” can
add more value than those who merely know “how.” Then,
solicit their ideas. Actively listen to and act on their ideas about
improvements of the product or service. Both the employee and
the business will be richer for the effort. Do not fall into the trap
of paying for specific ideas or unusual effort. Under the com-
pensation guidelines proposed here, the employees are reward-
ed when the enterprise is rewarded, not only with money but
with greater prospects for security if that is what they desire,
and with the satisfaction of a job well done.

b. Have great expectations.

Expecting people to perform poorly, then making up for their
shortcomings with excessive supervision and control is a form of
economic slavery that neither the firm nor the individual should
tolerate. Costs soar. Self-esteem plummets. Soldiering, working
by the book, slowdowns, and other manifestations of adversarial
intent compensate no one. Conversely, when people understand
and willingly accept the aim, vision, and values of the firm, when
they are provided with the tools and training to do the job, and
when they believe they are treated fairly, they will usually exceed
targets set by industrial engineers or unimaginative bosses.
Moreover, these employees will be rewarded by pride in their
accomplishment and joy in their work.
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c. Hold people accountable.

Just as low expectations communicate disrespect, so does excuse
from accountability. Knowing that people depend on you, then
delivering on that promise, is enormously rewarding to the
healthy human psyche. But accountability is a complex issue. On
the one hand, people should always stretch their imaginations,
use their negotiating skills, and be ready to put forth heroic
efforts to achieve goals that at the outset may seem unachievable.
Nearly all people have the potential to transcend their apparent
abilities, and in the process of doing so enrich themselves as well
as the enterprise. On the other hand, when people use heroic
efforts to meet narrowly focused goals, and when they do it in a
manner that is detrimental to other parts of the organization,
accountability can backfire. In this respect, people should always
know the aim, vision, mission, value, goals, and objectives of the
firm. Employees should have an appreciation for other functions
and activities. Then people not only can avoid damaging other
components of the system, they can work to improve the system.

But the evaluation of an individual’s efforts must be made by
a leader who knows something about variation. Whereas perfor-
mances of individuals differ, they usually differ within a range
that indicates that improvement of the system in which the indi-
vidual works is more important than singling out an individual
for improvement and leaving the system alone. Moreover, the
leader who understands variation will also understand the
importance of observing people’s performance over time—with
consideration not of quantitative output alone but also of the dif-
ferences and difficulties of the tasks that they perform.

The vagaries of the measurement methods and tools as well
as normal variation in performance make it both difficult and
dangerous to evaluate individual performance independently of
a system. This does not deny that people are different. Over
time, differences can be observed and generalizations can be
made. Some people will consistently perform better than their
peers, some will be better suited to the work, some will pick up
the slack when others get behind, some will add value through
their creative contributions. Some indeed will be true outliers of
the performance distribution. But evaluation of their perfor-
mance should consider all these factors—and more.
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The evaluation is not only, “Did he meet the goal?” but “Did
he meet it responsibly?” or “If she did not meet the goal that
was given at the outset, was she able to modify it, improve on it,
or redirect it in order to acknowledge different realities? Were
the people who helped her along the way left exhausted and bit-
ter, or were they just plain tired but exhilarated, ready for new
and greater challenges?” Numbers alone cannot tell the story.
The company that is governed by “Just give me the bottom
line...I don’t care how you do it” will generally destroy itself.
And finally, one of the worst things about narrowly focused
numerical goals in the “bottom line” environment is that goals
are often too low. They can limit the imagination. Worse, man-
agers who could exceed their goals will only meet them for fear
that their superior performance will be the floor from which
next year’s goals will be racheted.

As the foregoing has suggested, accountability predictably
evokes debate about control. The argument is that one cannot be
held accountable for those activities which one does not control.
~ As usual, polarization flaws the debate. We juxtapose indepen-
dence and interdependence, control and predestination. On the
softer side is the notion that humans have almost no control
over their activities—that their actions are preordained, or so
‘intertwined with the system in which they operate that they are
virtually powerless. Alternatively, the human either stands as
the Rock of Gibraltar, immovable, or overcomes almost insur-
mountable obstacles with prodigious feats. The answer, of
course, is at neither pole. Its location is defined by parties of
good faith who are working toward a common goal. The
dichotomies are not only irrelevant, they are misleading and
harmful. They are based on the following misconceptions:

= We can plan with precision.
» We can describe with precision.
= We can execute with precision.

These are joined by the following misperceptions:

» The system remains the same when one of its components is
changed.
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» The system has no ability to correct itself.
» The system itself is not accountable.

Finally, we have the following misbelief:
» The individual is necessarily suffocated by the system.

Let’s look at these in turn.

We can plan with precision. Holding someone accountable
requires that we decide what he is accountable for. This in turn
requires planning. Planning in turn requires prediction.
Although prediction is requisite for knowledge,* predictions are
necessarily wrong. If they were right, life would be much easier.
If they were precisely right, humankind would be vastly differ-
ent. It follows, then, that accountability is provisional. The out-
comes should be expressed in ranges—plus or minus some
amount, approximately this or that. And the method of reaching
the outcome cannot be explicitly described—which leads to the
second misconception.

We can describe with precision. For purposes of this dis-
cussion, let’s examine the use of the annual budget. Holding
people accountable for their various pieces of the annual budget
implies that not only can we plan with precision, but we can
precisely describe the specific tasks or outcomes. Why are
departmental or functional budgets necessarily imprecise?
Because a change in one activity usually causes change in anoth-
er! A 10 percent increase in unit sales is generally impossible
without a corresponding increase in manufacturing and distrib-
ution activity. As these changes are transmitted through the sys-
tem, they have varying impacts on the outcomes of individual
cost components. Some of these components are sensitive to vol-
ume, others are sensitive to timing or investment. So our bud-
get, which indeed is useful for planning, is imprecise when used
by itself as the only measure of accountability.

We can execute with precision. Sometimes we can, some-
times we cannot. Much depends on the nature of the task.
Assemblers of electronic circuitry, watchmakers, and diamond
cutters work with near-precision. The tasks are clearly circum-
scribed and the training to perform the task is focused and
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intense.? It is foolish to extend to the sales or plant manager, or
the director of marketing and finance, those same expectations
of near-precision. Their jobs are more complex, in part because
of their interdependence with external activities that are inte-
gral to their own performance. Indeed, the difficulties associat-
ed with planning and describing suggest that executing with
precision might not be as important as using our unique
humanness to adjust, adapt, and improve. The millennium has
not arrived. We should continue to expect more of humans
than we do of robots.

The foregoing leads to the three misperceptions about sys-
tems which were listed earlier.

The system remains the same when one of its components
is changed. Of course it does not! Everything must adapt to
some degree. The customer’s request to delay a shipment affects
distribution, sometimes backs up to manufacturing, which in
turn affects purchasing. The delay in booking an account receiv-
able may or may not offset the payable for raw materials or
components. Thousands of these adjustments must be made
daily, even in a medium-size business.

The system has no ability to correct itself. The response to
this misperception is not an argument for anthropomorphism;
humans within the system working in concert can make the adjust-
ments that will appear seamless to the outside world. The implicit
assumption, of course, is that everyone in the system is pulling in
the same direction, working for a common goal. I have witnessed
this delightful phenomenon on several occasions, once in a near-
crisis situation when a team of professionals pitched in to get a
shipment out to a big customer who was about to defect. No job
- descriptions were necessary, no memos were written, no reports
filed. And if one member of the group was not sure what to do,
others took up the slack. Both trust and respect wére hallmarks of
the effort. How do you determine, let alone measure, accountabili-
ty in this situation? Furthermore, doesn’t this process seem to have
attractiveness even to a workplace which is not in crisis?

The system itself is not accountable. 1 hope the foregoing
discussions have laid this misperception to rest. In the hierarchy
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of accountability, certainly more control is held by the system
than by any of its components, animate or inanimate. Even the
system is subject to external factors which it does not control.
But that does not excuse it or the components from applying the
resources at their command that reasonably can be brought to
bear on achieving the desired outcome.

The individual is necessarily suffocated by the system.
The idea of accountability has set up a false dichotomy between
the individual and the group—or system. On the one hand, John
Wayne, one of my heroes in person and in his roles, conquered
almost insurmountable odds with his grit and courage. But the
West is won, and John Wayne is gone. On those occasions when
John Wayne’s individualism is called for, it should be applied.
But increasingly, individuals are limited in the amount they can
do without help from others. Even John Wayne knew how and
when to extract that support.

Support for the thesis that the individual is not necessarily
submerged by the group comes also from discussions with
executives, who often volunteer that some of their most memo-
rable and rewarding experiences have come from group activi-
ties: team sports, playing in a band or orchestra, singing in a
church choir, brainstorming and other group problem solving,
meeting a deadline, serving on a design team—yes, even mili-
tary service, especially combat. Contribution to a group effort
does not debase the individual. In fact, the way we sometimes
play out the rite of individualism backfires when we celebrate
one person to the detriment of another. In these instances, indi-
vidualism runs the risk of being corrupted as individuals who
gain power climb up the ladder. Sometimes a misdirected sense
of responsibility and accountability pushes them into command
and control modes, which may be necessary for short periods
during crises—but if command and control methods turn fol-
lowers into automatons, the leader becomes increasingly lonely
and ineffective. Moreover, the leader’s style might have so nar-
rowly defined accountability that subordinates, in sullen resig-
nation, give what is asked for—nothing more, sometimes less.

Accountability, then, is a very difficult subject, made more
difficult when tied to the distribution of rewards. Even so,
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accountability is observable, perhaps even measurable—over
time. The criteria listed at the beginning of this section will suf-
fice to determine whether one has acted accountably.* Let’s look
at them in turn.

c. Hold people accountable.

(1) For activities over which they have nominal control.

@)

Repeated failures might suggest that the system is flawed.
If this is not the case, repeated failures might suggest defi-
ciencies in people’s motivation or ability and will probably
require that they be retrained, given different or less
demanding tasks, or removed from the organization. This
is necessary because the damage to the output usually
exceeds the loss from the underperforming unit if the
organization repeatedly is required to make up the short-
fall of one of its components.

For activities in their spheres of influence which they do not
control. Solomon himself could not adequately describe all
the tasks necessary for the operation of a complex activity.
Rigid, narrowly applied job descriptions have failed. Witness
what happens in a “job action” when employees decide to
“work by the book.” The system falls apart. Productivity
plummets. Instead, the intent to perform with excellence
must be there. Such intent also includes picking up the ball if
someone else drops it—or helping an associate who is tem-
porarily overwhelmed or gets behind in her or his work. That

~ intent, however, is empty unless the people know the aim,

vision, and values of the enterprise, as well as the specific
nature of their mission and objectives which support the
attainment of that mission. And the intent is subverted when
rewards are tied to zero-sum or to narrowly focused activi-
ties rather than to the vitality of the enterprise.

(3) For proficiency in their specialty or area of activity. The pre-

sumption is that people are provided with the information,
tools, and training requisite for the job. If after repeated
attempts they cannot perform the task, they should be
retrained, reassigned, or removed.
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(4) For continued improvement in their specialty. People should
be encouraged and expected to suggest new ways of doing
their jobs, even ways of eliminating their jobs if the task
can be eliminated through redefinition or reengineering.
(The underlying assumption here is that another job will be
available.)

(5) For readiness to take on new assignments. If tasks
do not change, the product or service will not change.
Hiding behind narrowly defined job descriptions and
protecting the turf that surrounds the job enervate
the organization.

(6) For working cooperatively with their colleagues. Self-aggran-
dizement to the detriment of the organization’s goals can-
not be tolerated. Again, the presumption is that the reward
system fosters cooperation.

(7) For keeping the customer in view. Not just internal cus-
tomers, but external customers, whether they are resellers
or end users. No matter how circumscribed the task, the
worker should relate it to the ultimate goal—getting and
keeping profitable customers. Of course, the company
has responsibility also to provide the information that
connects the task to the customer and to provide as
much opportunity as practical for direct contact with
the customer. (More than half of Baldridge Award-
recipient Zytec’s employees had direct customer contact
in 1991.)

(8) For performing their jobs in a manner that will build trust.
Again, a shared responsibility of the organization and the
individual. But especially if the organization has removed
the impediments to trust which are described in this book,
then individuals should be held accountable for fostering
trust. If they see progress only as zero-sum, and act as
though their progress can come only at the expense of oth-
ers, they should be counseled. If counseling fails, they
should be removed.

These eight aspects of accountability can only rarely be mea-
sured with numbers. Nor can they be properly derived from the
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blanks we fill out or the attributes we check off on the time-hon-
ored form which we use for merit reviews. How well a person
discharges his or her accountability can be determined only by a
hands-on management that knows enough about the person’s
job, that observes first-hand, talks to peers, subordinates and
customers—external and internal. '

d. Provide the tools, training, education, and information
to do the job.

Tools alone will not suffice. There are plenty of horror stories
about capital expenditures that actually diminish productivity—
about computer-based information or decision support systems
that have institutionalized bad practice or created unnecessary
complexity. But the proper tools in the hands of competent
workers who know their jobs are a powerful combination.

Training is addressed in Chapter 10. Suffice it to say that,
particularly in today’s knowledge-based environment, constant
training, including cross-training, is required for success. More
than training, provide the opportunity for continuous educa-
tion. Competition does not stand still. The education received
20 years ago may no longer be adequate. Compensation is neg-
ative if employees or executives know they are not competent.
This unhappy condition heightens uncertainty and creates a
debilitating fear.

Many businesses seem paranoid when it comes to sharing
information. Either that or they believe that employees and
managers are not competent to understand the information that
is available—which, of course, is a self-fulfilling prophecy. In
some instances, the competitor’s intelligence system has gath-
ered more information about a company’s costs, products, and
customers than is available to the company’s own employees.
Certainly, some information should be classified, but much that
is classified should not be.

e. Provide regular, honest, and actionable feedback.

The three most important reasons for feedback are (1) to improve
the enterprise, (2) to improve the contribution of the person to
whom the feedback is given, and (3) to improve the performance
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of the system and its leaders. Most reviews are judgmental only—
used for ranking people or for determining merit pay or individ-
ual incentive bonuses. Even if those evaluations are on the
mark—or even close—their unintended effects are disastrous.

It was stated earlier and will be developed later that different
people and different jobs deserve different pay, but the tradi-
tional merit review is a poor tool for making that determination.
Companies especially should avoid the disrespect communicat-
ed by annual merit reviews which use explicit or implicit
numerical indicators—1 through 5, or “outstanding” to “poor.”
Even though numbers might indicate the feelings of the person
doing the rating, they block meaningful interchange. The
employee hears nothing until the number is assigned and hears
nothing after it is spoken. Numerical indicators are even more
destructive if a forced distribution or numerical ranking is
implied. Complex tasks performed by complex humans cannot
be described by digits. Moreover, a forced distribution could
skew unqualified people toward the top or those who are quali-
fied toward the bottom of the ranking. Furthermore, rankings of
people are meaningless if jobs are different. Do we penalize the
waiter because he cannot cook, the cook because he cannot tie a
cash projection to a balance sheet? Even if job and human com-
plexities could be captured by numbers, the implicit distribu-
tion of winners and losers fosters adversarial behavior. Another
problem with the annual merit review is revealed by its name.
Do we really aim to give feedback only once a year? Semiannual
reviews are better—quarterly, even better—but why tie them to
the calendar? The wise, involved supervisor knows when to
leave people alone to work things out for themselves and when
to give them feedback.

Here are three suggestions:

» The CEO of a large, diversified firm reviews each of his direct
reports at least four times a year in the following way: He
writes on one sheet of paper three things that he believes the
executive has done well. On another sheet he writes three
aspects of the executive’s performance that he thinks could be
improved. Then, he and his associate use these two pieces of
paper as a basis for at least a one-hour open, frank discussion.
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m It-should not be necessary to offer the second suggestion—
but the review process is so threatening that reviewers tend
to equivocate. Honesty, forthrightness, sometimes bluntness,
are hallmarks of a good review. Painful as it may be, people

 need to know where they stand. Moreover, if the reviewer’s
facts or perceptions are wrong, the person being reviewed
needs the opportunity for rebuttal. It is not fair to the
employee or the firm if the reviewer harbors a misconcep-
tion. A caution about honesty and bluntness! Stick with
specifics. Avoid generalizations. One of the indicators of a
healthy psyche is the ability to differentiate between “I did a
bad thing” and “I am a bad person.” There is a world of dif-
ference between “John, you sure screwed up that last cus-
tomer shipment” and “John, you just aren’t cut out for line
management, and you can’t handle that kind of responsibili-
ty. You should be in a staff position.” When I graduated from
college I went to a placement firm, which administered a bat-
tery of tests. The woman who evaluated the tests took me
into a small counseling room, closed the door, and intoned,
“You are hamperingly self-conscious. You should never be in
sales.” Perhaps I am hamperingly self-conscious, although I
don’t know what that means, and I have been selling ever
since. All amateur psychologists and most professionals are
dangerous—when they try to confine a complex human
being into one of their arcane pigeonholes.

» The third suggestion is one that I have used with varying
degrees of success. I have asked those who report directly to
me to review my performance. After a general discussion, I
ask specifically whether I have done things that either they
thought were unfair or that hindered them in the discharge of
their own responsibilities. Variability in the success of this
task comes from initial reluctance to open up from those
being reviewed, particularly if they have been accustomed to
a closely-managed, authoritarian environment. Time is
required to build the trust that will allow them to be direct
and honest in their appraisal.

The topics of employee reviews cannot be left without a nod
to the legal issues—a nod, not a deep bow. Far too many of the
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crimes committed in the annual merit review process seek vin-
dication by legal requirements. Affirmative action, gray power,
glass ceilings, and symptoms of other deep ills are not exculpat-
ed by the tedious annual review forms and numerical ratings.
Indeed, numerical ratings can backfire. The legal defense
against a suit from a terminated employee whose ratings aver-
aged 4.3 when those of a survivor averaged 3.9 could be made
difficult—regardless of the job requirements, which could not
be expressed in numbers.

Performance reviews are important management tools. They
provide a basis for improving the enterprise, they provide neces-
sary history, particularly in large organizations, and when prop-
erly handled they are fair to the employee and the firm. But as in
the issues of accountability and control, they are unfair if they are
too narrowly defined and if they are numerically expressed.

2. Pay at market or better.

Far too much is made of average hourly pay or annual salaries.
What you get is often much more important than what you pay.
I would gladly pay a 15 percent premium over the prevailing
rate to avoid onerous union work rules. In other instances, isn’t
it worth a premium in pay to have a team of world-class profes-
sionals who are able to perform a wide range of tasks in addi-
tion to their specialties and who are committed to the aims of
the firm—who are motivated to do their best?

Paying according to market or better also acknowledges the
reality of a monetary meritocracy. Some people will be paid
more than others. (I am aware of market imperfections. For
instance, I doubt that other organizations would hire at the
same rate of pay those executives who in 1991 were paid $70 or
$80 million. But I know of several boards of directors that
would crawl through broken beer bottles to get Jack Welch of
GE for $10 or $15 million.) Regardless of present imperfections,
however, the market is generally a proper analogue. If the mar-
ket rate is $200,000 a year for a vice president of marketing for
firms of your size in your industry, you would be foolish to
offer $100,000 regardless of the intrinsic rewards you might
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offer, even though there is plenty of evidence that people will
‘take some reduction in pay to avoid onerous working condi-
tions or to have the opportunity to grow.

Paying at market or better does not necessarily mean rigid
adherence to salary surveys or close observance of job descrip-
tions and corresponding pay bands. We depend too much on
bureaucratic mechanisms in salary negotiations. Perhaps we do
so to avoid the stress of looking another human being in the face
and explaining in a straightforward manner what we think the
job is worth, and in our estimation, how much the employee or
manager should be paid. Better to turn the problem over to the
personnel officer who can tell the employee which slot he or she
fits. Moreover, many business leaders and middle managers
dread the prospect of negotiating with prospective employees
who feel that they are worth more than the proposed amount. In
part, the reluctance of these managers to negotiate is prompted
by concern that if they acquiesce to higher pay to one, they will -
create jealousy among other employees who, precautions to the
contrary notwithstanding, nearly always find out how much
their co-workers are paid. Tiny Tim is purported to have said,
“You become what you eat.” Accordingly, I believe that we in
business have exacerbated the pecking order problem with our
preoccupation with job descriptions, narrow pay bands, and a
mechanistic approach to compensation. I am not suggesting that
we throw the notion of market parity to the winds, but I am
suggesting that, too often, we allow the employment decision to
be made on the basis of pay alone, to the detriment of the very
important aspects of compensation. Either we fail to communi-
cate properly, or we might be dealing with someone who is con-
cerned only with dollars, in which case both we and the
prospective employee will be better off if he or she seeks
employment elsewhere.

Paying at market or better can be accomplished in several
ways. One is to set base pay at market or better, grant salary
raises as the market dictates, and pay no bonuses. This provides
apparent stability for the employee and predictability for the
company’s personnel costs. Large firms in seemingly stable
industries who have a risk-averse work force may prefer this to
a scheme where part of the pay is pegged to company perfor-
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mance. However, employees should think carefully, particularly
in today’s roller-coaster environment, about any cherished
notion of stability. For some, it might not be a question of hav-
ing part of their pay at risk. If times get tough enough, all their
pay might be at risk.

Another method is to pay salaries at or below market and to
pay substantial bonuses (to everyone—more about this later)
according to the firm’s performance. This puts part of the pay at
risk, but, if conditions warrant, it provides the opportunity for
pay well above market. The point has been made repeatedly that
a business is a system of human beings and other components
working toward a common aim. Employees and managers are
part of that system. In order to preserve the system, they should
be willing to share both the gain and the pain. This is not said
with puritanical intent, nor is it suggested as an “incentive” to
make people work harder. It is merely to provide the system
with flexibility—particularly important in these uncertain times.

However, if too much is at risk, people are so apt to be
preoccupied with pay that their performance will suffer. They
have plans to make and children to send to college. But I
believe that the fortunes of the company and its people are so
intertwined that a part of compensation should be tied to com-
pany performance.’

For instance, an entrepreneurial “start-up” may want to set
base pay under the market and then establish a bonus potential
of 40 percent of base pay, which would pay 20 percent if the
company performed well and up to 40 percent if it performed
superbly. More stable companies may wish to use 20 or 30
percent as target bonuses. If performance were unsatisfactory
there would be no bonus. Furthermore, the assessment of
whether the firm’s performance is good, superb, or lousy can-
not be tied to the bottom line alone. All financial indicators are
arbitrary to some extent. Those that seem most arbitrary are
those whose numerators and denominators both are subject to
change by short-term decisions. For that reason, companies
should think carefully before using those time-honored targets,
return on investment, return on equity, or return on capital
employed. High investment, which may be exactly right for
long-term performance, pumps up the denominator, and the
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numerator is diminished by high depreciation. Short-term prof-
its are hurt. Other sources of extreme variability are driven by
tax and capitalization decisions. High debt can severely dimin-
ish after-tax earnings, even though it might pump up earnings
per share. Gross margin is often the best financial indicator of
long-term operational health, even though it is affected to some
extent by depreciation. Whatever indicators are used, they
should never be used as guarantees. If profits are hurt by
investment decisions, it could mean that they previously had
been boosted by lack of investment, which in turn could have
been detrimental to the firm. Perhaps cash is hurt, even though
reported profits are good. If bonuses are in cash, and the com-
pany believes it unwise to borrow to pay them, bonuses may
need to be pared back.

There is an obvious drawback to using financial indicators as
guidelines rather than guarantees. The seeming uncertainty
could create a “We don’t trust you” problem—which of course
indicates a problem more serious than the bonus decision alone.
Bonus pay plans, along with other management practices that
are described in this book, require a high degree of two-way
communication. Decisions that affect performance—for good or
for ill—should be fully communicated to everyone involved as
early as possible. If it appears in September that bonuses might
be lower than last year’s, or pared back altogether, the reasons
should be fully communicated and should be disseminated in
plenty of time for people to adjust their financial plans.
Doubting Thomases who would suggest that such a commu-
niqué would cause people to coast for the rest of the year are
either guided by the carrot-and-stick fallacy or believe that man-
agers are helpless to manage.

How does one deal with differential merit increases in this
system of compensation? To quote Dr. Deming’s succinct
response, “Abolish them.” Shocking? Perhaps! Un-American?
Not at all! Cleansing? Absolutely! Rarely has so much well-
meaning effort been so naively spent in order to promote anger,
jealousy, and dissention. “Whoa,” you say! “How do we reward
excellence? How do we motivate people?” Let’s deal with the
second question first. Perhaps a few will be motivated to “do
better” if they received only a 3.9 percent pay increase, when
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they knew that the pool available for raises was 4.3 percent.
Most, however, are turned off. Moreover, trying to determine
who gets 4.6 percent, who gets 4.3 percent, or 3.6 percent
implies precision that just does not exist—but it does create jeal-
ousy among all those who receive less than 4.6 percent.

In a discussion during June 1992 with 24 senior executives of
a leading global company, I learned that unanimously they
believed that differential merit pay was wasted. It did
not motivate them, and they did not believe that it motivated
their subordinates. In the same month, 20 executives of a com-
pany that had just completed a difficult year unanimously
agreed that the company wasted the 3.9 percent pool that was
provided for raises. “They should have reinvested the money to
provide more security for the future.” After reasonable needs
have been met, short-term pay is not an effective motivator. I
am aware that there are those who disagree, and I respect their
sincerity—but increasingly, I have found that merit pay creates
more pain than gain.

The question naturally follows, “How, then, do we reward
excellence?” First, we cannot properly reward excellence with
money alone. Second, we need to define excellence. The difficul-
ty of these two requirements suggests that the comprehensive
plan that I am proposing not only expects excellence but pays
for it at marketplace rates which reflect excellence. It compen-
sates the whole human being and the system as well. Another
answer to rewarding excellence is, “Through promotion.” But
that answer is incomplete. First, if we are successful in reducing
pay bands and layers in the organization, there will be fewer
promotions. The Zytec Corporation rewards its hourly employ-
ees with incremental raises for successful completion of cross-
training. Its executives report that after a few false starts, the
system is working satisfactorily. My hunch is that it is satisfac-
tory, in part, because there is a stipulated agreement on the defi-
nition of excellence: cross-training.

Defining excellence more precisely might be a full employ-
ment act for human resource professionals but is about as pre-
cise as counting the number of angels that can dance on the
head of a pin. Let’s confound the issue of defining excellence by
adding the time dimension and the variability introduced by
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those who make the evaluation. By focusing on the most recent
data point—the preceding quarter or year—we lose sight of the
past, and we may lose sight of the potential contribution from
the person who is being evaluated. In any event, using the last
data point focuses the firm and its employees on the short term.
Sometimes, the short term is the correct focus, but the conse-
quences are well known when short-term decisions overpower
long-term considerations.

Now, let’s look at the variability introduced by the customary
process of allocating merit pay. First, some executives, like
teachers, are tougher graders than others. Where is parity here?
Second, the relationship is different between each boss and
employee. The same person might receive significantly different
reviews from different reviewers. Not only does this variability
fail to motivate, it confuses; and it amplifies variation, as hun-
dreds of employees try to “psyche out” dozens of different boss-
es. It is the beginning of the end of any enterprise when the boss
becomes the customer.

Now let’s introduce some demonic influences: “It has been
decreed from on high that out of every ten employees only two
are outstanding and at least two are marginal.” Let the games
begin. If not before, certainly now the customer is forgotten. The
gladiators are transfixed on each other. When winners and
losers are decreed, who wants to be a loser?

Forced distribution, like grading on a curve, has another
pernicious outcome. What if no one were truly outstanding,
and the force of custom pushed 20 percent into the “outstand-
ing” category?

I have seen some interesting ploys that reasonable managers
have used to deal with forced distributions. One assigned
everyone a “4” (the ranking was 1 to 5). The human resources
department informed him that his rankings were too high—so
he gave everyone a “3.” Another called in all his direct reports
and explained the company rules: “No more than 20 percent in
the top, and 20 percent mandated at the bottom”—whereupon
he stated that each of them would be rotated through each cate-
gory. He then asked them to draw straws for the initial ranking.

Forced ranking is even more pernicious than forced distribu-
tion. Yet it has an almost fatal attraction for some companies. I



82 Rewards, Measurements, and Controls

am very close to one such firm; my pleadings notwithstanding,
they continue the practice. I was asked to address the 16
most senior officers of another company that is consistently
voted among the ten best managed in the country. During the
discussion period, I learned that these 16 men (sorry, no
women) were ranked similarly—along with others in the execu-
tive pool. These were among the most brilliant and effective
managers I have ever encountered. Suddenly, the ludicrousness
of the situation overcame me. I fell silent—stood and looked
at them for a full 60 seconds—then said, “Half of you are below
average.” Silence again. “I wonder which half.” More silence. “I
believe it is this half,” pointing to the right side of the room.
Then addressing the left half, “And half of you are below
average,” and on and on until only one person remained. I was
not asked back.

They did not understand the law of averages—roughly half of
any group will be above and half will be below. Or perhaps they
believe the radio personality Garrison Keillor when he talks of
his hometown, Lake Wobegon, “where every child is above
average.” I worry that a serious character flaw or a mysterious
blind spot robs me of the ability to rank an R&D director against
a manufacturing vice president against the CFO against the MIS
manager against the vice president of manufacturing and the
director of human resources. If I were ranking for succession
purposes and were selecting the next CEO, I might wonder if
the company needed someone with a strong financial back-
ground. If she or he did not have that, is someone in place to
make up for the shortfall? It seems that the job should help
define the candidate.

Earlier I posed the question: “How do we reward and moti-
vate?” My comments on what not to do regarding pay confirm
my belief that merit pay, after base needs and market parity are
met, is not an important motivator. Therefore, if there is a 5 per-
cent pay increase pool, everybody gets 5 percent, and we all get
back to work. Remember, the marketplace has established the
base pay differential. Why complicate our lives and create dis-
content? The savings in transaction costs far outweigh dis-
gruntlement of those who feel they should have received more
than the others. This leads to two other issues tied in with flat
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versus differential pay increases—slackers and stars. I am some-
times asked: “What do we do about those who are not pulling
their weight and who receive the same pay increases as the oth-
ers?” My quick answer is: “Where is management?” My more
studied answer adds: “Peer pressure will help take care of it.”
The presumption here is that everyone is pulling on the same
set of oars, that there are shared goals among the employees
and the company. If these goals are not shared, pay alone will
not solve the problem.

Effectiveness of peer pressure is captured in this anecdote
told to me by Stanley Klion, executive-in-residence at the
Columbia Business School, about a gasket company that distrib-
uted bonuses as a uniform percentage of annual pay to every-
one in the firm. The firm is located in north Chicago—a tough
area—and its employees are, for the most part, from minority
groups. The company had hired a new employee who clearly
was not pulling his weight—and was not even trying. No one
from management said a word to the employee. This went on
for several weeks, whereupon one day, a 6-foot-4-inch, 250-
pound employee walked up to the offender, took a firm hold of
his shirt front, got right in his face and said, “Man, you're mess-
ing with my profits.” The language has been cleaned up for
family audiences, but the moral is clear. The offender, by the
way, drew his pay and left the firm. Managers who say that
they cannot manage without differential pay exhibit an unseem-
ly powerlessness, when in fact they have many tools along with
peer pressure to help them manage effectively.

As for the stars, the company is sometimes better off without
them, if pay is their only motivator. Although their individual
performance might be stellar, they are the ones who often
throw a monkey wrench in the system. Bending to their needs
sometimes acts to the detriment of the firm. In some instances,
the right leadership can bring the stars into the company’s
orbit. This leads to a contradiction to the foregoing argument.
In some instances, superperformers will emerge who, over
time and in many ways are clearly outliers in the distribution
curve of the people of the firm. These performers are usually
universally recognized. Paying them more than the firm’s
nominal scale is probably a true reflection of market value and
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does not usually create a corrosive jealousy among other mem-
bers of the firm.

Back again to the question: How do we reward and motivate
people? The answer is the same. Pay them at market or better,
but don’t expect pay alone to reward and motivate. Indeed,
reward the whole human being. Carefully apply the compre-
hensive compensation package proposed here.

Differential incentive pay is a special case of merit pay and
deserves the same fate. It should be eliminated. If the company
does well and 20 percent of base pay is available for distribu-
tion, everyone should get 20 percent—slackers, stars, and all.
When differential incentives are used as a reward tool, the dys-
functional artifacts of mistrust that have already been discussed
always come into play. The total cost of administering differen-
tial incentive plans is greater than the perceived benefits.
Appendix A contains some short cases that I use to caricature
the problems associated with incentive pay.

3. Promote thoughtfully
and carefully.

An important part of the compensation package is to be well-led
by those whom you respect and trust or to be followed by those
who earnestly support your leadership.

There will always be leaders and followers, but in this world
of knowledge workers and technical specialists, the roles are
often blurred, sometimes reversed. Furthermore, even during
troubled economic periods, workers in the twentieth and twen-
ty-first centuries are more mobile than they were when “com-
mand and control” was imprinted on managerial behavior.
Today’s high cost of turnover and the hidden cost of “soldier-
ing,” which is difficult to detect in complex intellectual activity,
highlights the importance of leadership selection. Traditional
promotion screens—reviews of recent performance ratings and
interviews with recent supervisors— usually do not tell us
enough about the prospective appointee’s ability to synthesize
complex situations, to conceptualize so that the task will be
clearly understood by others, or to motivate so that people will
earnestly wish to achieve their goals. Even these abilities are not
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enough, however. The leader for today and tomorrow should be
able to assist employees when they hit dead ends—to suggest
methods and procedures for improvement. In this regard, the
leader must possess or be qualified to quickly gain the specific
knowledge of the roles he or she is supervising.

Moreover, as I have said before, leaders must understand the
system in which they work. Improvement of a system’s perfor-
mance rarely results from an adjustment of one component
without a corresponding adjustment to other components.
Therefore, leaders must not only have the power to bridge these
components or functions, they also need to understand their
relationships. In addition, the effective leader should have high
energy, the courage to take reasonable risks, and an abiding
curiosity, which leads to continuous improvement of the
leader’s skills as well as the performance of those supervised.

These leadership qualifications are not quickly acquired nor
easily discerned. Accordingly, the ideal appointee will have
been observed and evaluated over a long period in a variety of
roles—not by remote decision makers who rely on written
reports and numerical ratings but by those with whom the
prospect has worked. Although the promotion decision is clear-
ly management’s domain, it.should be made with the advice
and hopefully the consent of the majority of those whom the
appointee will be leading, as well as peers, immediate superiors,
other managers, previous subordinates, and internal as well as
external customers. This is not a call for an election, however.
Business organizations are not democratic institutions, even
though they seem sometimes to be awash in politics. Rather,
promotion calls for the managerial paradigm described
throughout this book: thoughtful, involved, knowledgeable, car-
ing, but tough-minded and courageous leaders who know the
people and the methods, policies, and procedures of the tasks
they are supervising. «

4. Hire carefully and
thoughtfully.

Hiring decisions have such profound impact on a company’s
short- and long-term performance that it could be said, only



86 Rewards, Measurements, and Controls

partially in jest, that the final act of hiring should be consum-
mated in a church, synagogue, or mosque—and only after
a searching, arduous courtship. I am particularly in mind of
a time when I was best man at a wedding; and a tall, powerful-
ly built Episcopalian priest turned the guests’ knees to jelly
when he thundered, “Those whom God hath joined together,
let no man put asunder!” No, I am not in favor of business
indenturement “til death do us part,” nor am I in favor of guar-
anteed lifetime employment. I am in favor of conditions which
foster the opportunity for lifetime employment if desired by
both parties.

We have created a tragic mess by hiring thoughtlessly when
times were good and firing thoughtlessly when times got
tough, or if “the person just did not work out.” Yet, we bemoan
the thought that “there’s no loyalty anymore.” Similarly, we
have job applicants who have no intention of staying long
enough to pay out their hiring and training costs or who plan
to use the job only as a way station or stepping stone. Both of
these behaviors demonstrate disrespect, foster mistrust, and
create waste.

Hiring carefully and thoughtfully means, for the employer,
making a careful projection of future employment needs, having
a contingency plan if trouble arises, having the ability to cross-
train or reassign if necessary. Careful hiring also means thor-
ough, hard-nosed, tough-minded interviewing of job applicants
by potential coworkers as well as managers. A bad hiring deci-
sion costs much more than the person’s salary. And it is difficult
to reverse. Avoiding mistakes as well as optimizing decisions
means checking references and administering tests for traits as
well as skills, even though these are of dubious value unless
conducted by professionals with modest expectations. It also
means much more than assessing skills, abilities, and knowl-
edge, all of which are important but which alone are insuffi-
cient. Careful hiring means assessment of the candidate’s ability
- to work in your environment with your coworkers. It does not
mean that the candidate should be a clone. Diversity is a
virtue—but diversity should foster creative contention, not cor-
rosive stress. The candidate should be apprised of your high
expectations, and should be emotionally, physically, and intel-
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lectually prepared to meet the criteria for promotion that were
discussed earlier.

5. Produce a quality product
or service.

It’s worth a lot to me to say, “I teach at Columbia Business
School.” My colleagues are world leaders in yesearch and teach-
ing. The school’s administrators are ‘diligent professionals. My
students are brilliant, hard-working, independent thinkers.
They offer challenges and stimulation every day. I would not
want the dean to know it, but I would work just as hard for 40
percent lower pay—and I wouldn’t think of leaving. I have col-
leagues from other fine schools who have similar justifiable
pride. Others, not so fortunate, teach at institutions that use
their business schools as cash producers and will not make the
commitments required to produce quality education.

A critically 1mportant part of the compensation package
is the institution’s commitment to excellence. Time was
when people were not very happy to admit that they worked
for Ford or Chrysler. Thankfully, that is changing. As president
of Ford Motor Company, Donald Peterson was one of the lead-
ers of the change. His decision to delay the introduction of the
first Ford Taurus cost the company a lot of money that year.
But the car’s bugs had not been worked out. Peterson had been
preachmg ‘quality” to Ford employees since 1981. His own
credibility and his employees’ commitment to excellence would
have been tarnished had he knowingly permitted defective cars
to be sold. ‘

Just as executives inventory their goods, they should conduct
an inventory of their commitment to excellence. Have they
knowingly released a poor-quality product or service to meet a
financial target? Have they looked the other way as they
imposed conditions on associates which made it impossible to
commit to excellence? Do they have the organization processes
in place to ensure quality? If my company conducted annual
employee morale surveys, I would see to it that questions were
asked about the employees’ perception of the quality of the
firm’s goods or services.
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A manufacturing vice president of a hard-driving results-
oriented firm is so concerned that he is not getting correct
information that he has “sources” who slip to the phone
and say, “George, you’'d better get down here. We're
shipping defects again.” Spies are not a proper surrogate for
organizational processes that allow commitment to excellence,
and George knows that. He is working to improve the process-
es, but in the meantime he wants to leave no doubt about
his commitment.

6. Remove from the organiza-
tion swiftly and summarily
anyone who overtly

violates trust.

More specifically, the continued presence of a person who
has been found to lie, steal or cheat, or commit other acts
which clearly demonstrate dishonesty or lack of integrity
is destructive. This book has enumerated the substantial
benefits to an organization that is built on trust. These
benefits are essentially nullified if leadership knowingly
tolerates untrustworthy behavior. Everyone else in the
organization will revert to the protective artifices that
foster complexity and create waste. ] am aware that the assess-
ment of integrity is a complex ethical issue which itself
could be the subject of a book. My stipulation here pertains to
the person who blatantly transgresses—where there is very
little uncertainty about an action. Heartless as it may sound,
I make very few allowances for the motivations of the
transgressor. The diagnosis might explain untrustworthy
behavior but, in my view, does not excuse it. More difficult is
the transgression that is harder to diagnose. If the suspicion
seems reasonable, the person should be confronted directly.
Unless the suspicion is dispelled, the person should be told that
- he or she has one foot out the door and the other on a
banana peel. Again, a society lubricated by trust is damaged if
untrustworthy actions are condoned or tolerated. This rule
should apply to everyone—from a CEO to hourly workers, cus-
tomers, and suppliers.
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7. If people, making good
faith efforts, do not perform
satisfactorily, find out why.
Reassign or retrain them. If
unsuccessful, remove them
from the organization—with
dignity and respect.

Part of the compensation package is the knowledge that one
will be treated fairly if things do not go well. Dealing with the
person who, over time, working in good faith, cannot perform
the job correctly or who seems unable to be trained to perform
other jobs, is a difficult leadership task. The organization needs
confidence that leaders are sensitive to the parity between the
organization and the individual. If removal of a person who is
trying, but not succeeding, seems unfair or poorly handled, the
survivors are apt to say, “There but for the grace of God go L.”
Then if they revert to protective behavior, the system suffers,
nullifying any benefits contemplated by the termination.
Moreover, the decisions rarely meet unanimous acclaim. Here,
the leader must hear the voice of everyone—not just special
pleaders or those who are closest. Less difficult but sensitive
nevertheless is removal of the person who does not seem to try
or who is overtly disruptive to the organization. A reasonable
effort should be made to find out why and help remediate the
cause, with the caveat that a business organization is not a psy-
chiatric hospital. However, this unhappy situation reflects
either a hiring mistake or a change in the person during
employment. So the firm has more than a passing responsibility
to handle the situation with dignity and respect. Perverse as it
sounds, terminations sometimes are clearly morale builders for
the survivors. I have terminated middle managers to the
applause of the entire organization. “It’s about time,” I have
been told, “that someone saw through that bum.” However,
termination of a person who has the respect of the organization
always heightens unproductive behavior. My colleague, Joel
Brockner, offers valuable advice about the “survivor syn-
drome” in his article in the California Management Review.®
Professor Brockner’s research shows that if the survivors
believe that the process was unfair, if the pain was not shared
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by executives and managers, and if communication was
thoughtless and poorly conceived, survivor morale and pro-
ductivity suffered as well. Also important was the perceived
value of the termination package. However, one of Professor
Brockner’s more interesting findings was that the termination
package alone did not enhance survivor morale. Companies
that ignore the first three criteria might as well save their
money if they are concerned about survivor morale. Professor
Brockner’s research also demonstrates that a morale boost was
possible if all the actions above were taken properly.

At the risk of sounding avuncular, I suggest that being fired is
not the end of the world. Self-serving as it sounds, it might be
good for both the employee and the firm. I have been fired, and
even though time demonstrated that I was fired unfairly, I had
to work through the anger, even hatred and despair, turning
them to resolution. Time also demonstrated that being fired was
the best thing that could have happened to me. The surviving
leaders were determined to run the company into the ground,
and they succeeded.

Hiring and firing connotes power, which calls for responsibil-
ity. Responsibility connotes thoughtfulness and care, which sug-
gests that the leaders seek advice and consent. Sometimes, how-
ever, the leader has information or orders that others might not
be aware of. Sometimes, the leader is at liberty to share that
intelligence with others, sometimes not. In order to build trust
in the organization, leaders should err on the side of disclosure
if they err at all. But-the final decision should be the leaders’
within the confines of the law. The decision is not, and should
not be, a democratic one; nor should it be unduly affected by
external factors such as trade unions or government pressure.
The body politic shuns tough decisions and rarely makes good
ones. That’s what leaders are for. The leader who is timid and
indecisive is a less effective custodian of the system and has less
chance of gaining the trust of its constituencies than does the
leader who is decisive in protecting the system—not just the
components. All these complexities are intensified by the real-
ization that businesses are people. Their needs are interrelated.
Their roles are symbiotic, although not always congruent.
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8. Share the pain.

When times are tough, the pain should be shared. First to go
should be the nonpersonnel expenses—especially executive
perks. These cuts should be communicated as actions that are
necessary to preserve the organization’s most precious
assets—its people. R&D and important capital expenditures,
however, should be preserved as long as possible if the compa-
ny expects to emerge from the downturn with the ability to
compete. Next is executive pay. It should be cut before person-
nel are terminated. These cuts carry some risk. Executives are
people, too. They may have big mortgages and youngsters in
college, so they might decide to leave if the cuts are too severe.
To the extent that the economic downturn occurred on their
watch, however, they have a share of the responsibility for
assisting in the turnaround. Those who leave for greener pas-
tures may be missed temporarily, but as a turnaround manag-
er I have been impressed at the ability of others to fill the gaps
created by the departure of those who have been considered
irreplaceable.

Although dollar savings from executive pay cuts rarely make
the difference between survival or death, they are symbolically
important. The alienation that occurs when pain is not shared
by the executive suite can lead to enormous productivity loss at
a time when a company most needs the unfettered commitment
of everyone. On the day following a large company’s announce-
ment that hundreds of people would be terminated, it
announced a 32 percent increase in pay for its CEO. He does not
have a prayer of turning the company around. His support
evaporated on the day that the pay increase was announced.

A young professional woman recounted to me how the owner
of a small company she worked for called everyone together the
week before Christmas to explain the layoff of five employees
and to explain why there would be no bonuses that year. The
day after Christmas he showed up in a new luxury vehicle. It
will be a miracle if the business survives. Although these are
examples of gross mismanagement, their permutations are all
too evident in other troubled companies. Precious few products
or sales are made around the office water cooler.
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9. Share the rewards with
everyone in the system.

The advice to pay at market or better introduced the idea that
bonuses should make up a portion of monetary compensation.
This section will support the argument previously made that
everyone, not just the few, should participate. The supporting
theory is that no part of a system is more important than anoth-
er. Certainly, some parts might be more difficult to replace than
others. One job might require a broader range of skills than
another—or more education and training. Some jobs might be
more difficult and more dangerous to perform. These facts of
life are acknowledged when pay is set by the marketplace. But
they do not address other verities: Failure of a $2-dollar gasket
can ruin a $10,000 engine; a rude telephone operator can destroy
months of painstaking customer prospecting. A disinterested
customer service representative can cause the defection of a val-
ued client.

Two years ago, I was asked by the students at Columbia
Business School to participate in their annual musical produc-
tion called “The Follies.” During dress rehearsal, they discarded
much of what they may have learned about job functions, chain
of command, and channels of communication. They “fell to”
with a refreshing sense of purpose. When the electrician was
swamped, they helped out. Actors became stagehands when
necessary. The director, who I proudly noted was one of my stu-
dents, orchestrated the melange to perfection. She was clearly
the leader—but the leader in the sense of coordinating, integrat-
ing, augmenting the general understanding of the sense of pur-
pose—not barking commands or micromanaging. The produc-
tion was a roaring success. The rewards were not only a stand-
ing ovation but the sense of bond among cast members that will
last throughout their lives. I hope that the lessons in organiza-
tional process and systems theory will last as long.

Among those lessons are these: If the lights had gone out or if
the spotlight had been trained on the pianist instead of the
singer, the performance would have been diminished. If the
stagehand had pulled the curtain at the wrong time, if the
pianist had missed a cue, if an important prop had disappeared,
or if a member of the chorus had missed a cue, the leading roles
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would have been tarnished. Or if the lead performers had
pushed and shoved to upstage one another, or stepped on one
another’s lines, the production would have been a shambles.

No different in the workaday world. The soldering defect in
my $1500 cellular telephone plagued me for a year before the
problem was diagnosed, giving me the opportunity to swear at
the phone and the company—not always under my breath. The
phone’s marvelous design and excellent engineering were made
dross by a simple manufacturing defect. The phone has now
been replaced and all is well—almost.

During a visit to General Motors, one of its executives con-
vinced me that I should buy an Oldsmobile Bravada. Manhattan
has no Oldsmobile dealership, so I went to New Jersey. Just
before writing the check, I asked about service. The dealer
pointed to the bus stop, indicating that I could take the bus back
to Manhattan while the car was being serviced. In the line of
sight of the bus stop, just two blocks away, was a Ford dealer-
ship. Within an hour, I was the owner of a Ford Explorer. The
Ford dealer offered pick-up service or a “loaner.” I am enjoying
the Ford but probably would have enjoyed the Oldsmobile. All
the design, engineering, manufacturing and marketing of the
Oldsmobile Bravada—down the drain because of a dealer.

The foregoing is not to suggest that we use bonuses as bribes
for good work. Rather, to create a sense of belonging, to symbol-
ize that although base pay and positions might be different,
everyone is important. The pride engendered by this symbol
redounds to both the system and the individual. Properly struc-
tured, it creates a productive symbiosis, not merely a negative
covenant. Not “I can’t do well unless the system does, so I'll do
what I have to do.” But, “the system’s success is mine also.
What else can I do to contribute?”

And this brings us back full circle. The whole human being,
not just economic man, shows up for work. The bonus pay can
be both extrinsic and intrinsic. It rewards the economic man and
carries the promise that the whole human being will be reward-
ed. But pay alone will not deliver the promise. The other com-
ponents of compensation are equally important: Treating people
with respect, hiring and promoting thoughtfully and carefully,
producing a quality product or service, and taking action to pre-
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serve the system are intrinsic to compensation. If you wish to
buy performance with bonuses alone, save your money.

The concept of symbiosis enlightens the decision about the
size of the bonuses or if they should be paid at all. The superor-
dinate priority is the long-term health of the system.

When the system is a business organization, reinvestment is
usually required. Some reinvestment is necessary to maintain
the status quo, more is required for growth. After reinvestment
needs come the other constituencies. Debt must be served.
Equity should be served, either with market-competitive divi-
dends or growth in value, or a reasonable combination of both.
Taxes serve government needs, and contributions in effort or
money can serve the eleemosynary needs. Balance is required—
balance which is decided by constituencies of goodwill whose
aim is to preserve and grow the system while making a contri-
bution to society. When one of these constituencies maximizes
its position, the system suffers. Punishing wages and onerous
work rules have destroyed many businesses’ ability to compete.
More recently, excessive debt requirements have had similar
effect, although much of this has been prompted by equity hold-
ers seeking to maximize their position by using excessive lever-
age. Many of them have ended up with 100 percent of nothing.
Avaricious, unchecked management groups also have taken
their toll. Punishing taxes in return for deteriorating services
have driven businesses out of New York City. The concept of
maximizing shareholder value, which plays out as though equi-
ty were the only stakeholder, has had similar disastrous effect.
Maximization is a system’s biggest enemy—if it is directed at
any individual component.

If this book is about anything, it is about the power of a sys-
tem whose components are singularly fixed on a common
goal—where adversarial relationships and the attendant trans-
action costs are submerged in pursuit of that goal, where all
people in the system feel that they are recognized and fairly
rewarded for their efforts—because the system will thrive; jobs
will be preserved, people will be well paid; debt, equity, and
society will be richly served.
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10. Provide leadership that
fosters trust.

The suggestions offered here should provide a foundation for
trust. In addition, leaders should praise the messenger who
brings bad news, especially if the messenger has made an
attempt to rectify a problem he or she has recognized.
Communication is a fuzzy, often misused word. But when com-
munication provides access to useful, actionable information
up, down, and across the organization, and when communica-
tion is offered without fear of ill-feeling or reprisal, problems
will surface and solutions will be found that otherwise would
be submerged in a melange of political activities and bureau-
cratic nonsense.
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For years, I have crit}cjzed the shibboleth, “If it ain’t broke,
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don gﬁx it. wklg manifestation of that mana ement maxim has
oStfributed ‘mi f{t'ily'fo our ec?nomic €A dnd undermines
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the 1mp£{‘ta‘r}(cgbof constant improvement, causing us to wait too
late tpépro”tegf our markets. Now we have another shibboleth
almost as dangerous: “If you can’t measure it, you can’t manage
ey . KQRTOb Wy R , a8
it.” We hg\ge an army of clerks f)‘faymg Solomon,“ﬁ leasuring
trivia—thus masking the importance of those measurements
that are critical to the health of the eﬁ’{ér‘prise. Certtainly, s6me
U YL Ef1eLE AT e Ealliy
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1ssues. In sumj, “;hg;cost of ’gatheruig and reéacting to measure-
ments is a si {ﬁi'icant portion of a qf}r‘rtr‘\’s administrative costs.
&9&%’ grigh ning, we no longer tn‘fgtﬁg he measurements we
receive, so we ignore Aiﬁem or use arfifices to get around them.
Even more frightening, the company can make ddcisions ‘that
will put it out of business when the decisions are made on the
basis@ 8& wrong information.
Considér the U.S. automobile industry. Ongé o‘{“ti\_e& industry’s
biggest mistakes was to measure costs in m ‘ﬁ'ut’g detail.
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(However, most cost measurements use alfocations which

mask the true cos;sdzgl?m‘when the industry t}'iﬁ:&l to measure

‘the befefits in this' Same minute detail, it lost’él&ﬁt of the big
. H o pudid: CHPUBYI ARG YA e Hua

Plcture. For 1‘11§tan,ce, many incre ental i provements that
wrtad, ,iq a atltww A o u.ué‘%av. uag Ltk

require additiona ca}ilt%l’gr increased expenses do not normal-

ly meet the hurdle ates set by our financial departments,

While we were marching to our paradigm, the Japanese
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marched right into our markets by constagbtly improving their
cars durmg the 1970s and 1980s re(gardfess of detailed hurdle
rg;ce daleu atl {1 1 Some of the ngprovement; were not immedi-
éteTy ﬁootlcea r example, the traﬁg%ﬁnssmns of thelr auto-
mobiles 1mprove(§) rear by year. )/1brat10‘:f{((ég'nd n01sehwefre
rédifled. RggRQQr}flveﬁersé gétbetter ; nd“f)ettter' *Similar incre-

mental 1nipr%¥er;}g{},t,s were que m‘engmes, chassis, and bod-
fes. Then ﬁ%’l u%terlors and the fita cci f1n1sh For all these, we in
Detroit mlgflt have been ableg to’measure the cost, but the
Japanese were thmkmg of the beRefits. PSR 8

How d ?ge easure the costs to us and the beneflts to them
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of that' &t Cious:
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1 day in the 1970s when the collective %cagnsaou -
ness of the U.S. car-buying public 'swuﬁg over to the ‘conclusion

that Japanese cars were okay? No longer were gnese cars
just for liberal college pmﬁekisors _and wacko &h1 roxé méc fﬂhsts

Now anyone would be roud fo drive one. Indeed fthe new
cachet was Japanese—U. S -made, cars were for Archie Bunker.
'}:QO Tate for us then! The floodgates were open. We would
p 3113 the ne)&t ,guarter centu qmg 104 regam our prestlf
DB ¢ ¢ QD

We are reversmgnt}:‘e “fiehd 1P1 990s but may never reg n
our market shhte. ' noTt m,‘o,c, 2] 774 /)ﬁfy

But none of this lo S w€a§'for t‘he ag:wh f o &gsurements
Detroit was Valhalla f 3r bean couhters. Net presen {%Pe dis-
count cas% ﬁow, cost-be efthQ Mﬁ/SlS, machine u ?’Zatlon,
Vafiance from standard "ire¢t [abor And material productivi-
ty—you name it, they ﬁ%e%sﬁlrecfi 1t More than anything else,
they measured costs Ibeit 1n38{}rectly, as activity-based and
resource-based acc un ing have demonstrated. And, t %ake it
worse, cost 1mprovements were, add;ggsed after .Eizdemgn was
set—too late then. The big cost savmgs are taken Care of in the

es1gn, not managed after the fact. s

But even M%f the direct costs were approx1mately right, they
were irrélevant if the cars did not sell A critical element of the
discountéd” cAshflow analysis is the¥fevidniie TiA&ZA committee .
of Poets, painters, and tarot card readers mlght have had 1;eater
%tccess than Detroit measturement mavens in p?ecfxctq%gu the
effect of Japanese competition on our sales.

Great leaders have always known this. Great compames have

always practiced it. They suffer the ministrations of the minuti-
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ae men, but they rise above them and “do the right thing.” They
keep the customer Eﬁoaﬁrmiy in focus, even if the benefits of that
focus cannot be 4feabired in dollars and cents.

“Whoa!” you say. “It's ﬁfé§§°ely this type of epﬂtr%reneurial
ibfi"ggs%’g}lﬁsgﬂ)”iﬁty that gefs’ companies, in"{fduble! REVERTIES ALt
SMATY t 29 o
exceed costs, an‘d”_c'as must befavdilable when needed.” Of
course. But the great leaders and great companies also know
their basic cost drifers éﬁfﬁ&%@%y well to make informed décit
sions, even if the information is not included in their financial

reports and their capital-budgeting criteria.

Building Trust in Our
- Measurements

I said earlier that some Aﬁ;eastlbggfryrsrglrtgi are critically imp"c’)rta'ht.J
These are the ones wé should focus on. One way to deterfiime
whether the measurements are ' wort

7 2
W h%ﬁtg is to answer the fol-
lowing questions:

Exactly what is being measured?
When?

By whom?

For what purpose?

By what method?

. h,f,ugi}aw e o -
Is the time order of data préServed?
. By gl g g prin g, .
How is the measure to be communicated?

How will measurement affect the %ctivjlty being measured?
,{w -~ wpg‘;yr ;.'nt EX-2 .

Have we measured costs but neglected the benefits?

X poappiad s bR

Have we kept the customer in view?

If we do not understand the measurements we use, it follows
that we should not trust them. Unfortunately,Nm}}en we do
understand them, we sometimes trust them even less. Ironically,
. . Hegatsne
in order to trust our measurements, we must flrs? mistrust them.
We cannot responsibly accept them at face value. They are a
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result of assumgtlons, hypotheses, sampling techmqges”,hrgeth-
ods of médsurement, and techmques of Presentatlon
Measurements come tousasa result of pnor cfgss1f1cat10n, sifit?
1lzilflcatlon, and aﬁg‘e ailon They are symbols merély—short-
and to help okt hrough ‘Piexuy to make informed deci-
sions and take feaoniable ac'tsons € e poba,
Wh,eQ we do not understand that they are merely symbols, we
risk dlsasterwlylany business tragedies are the result of actlons
based on ma_ppr éprzate/ incorrect, or m 1s%aﬁ'1ng information
}fr‘;orm a ea me Surements: mea” r “ment of rof1ts while
1gnoring "&sh; méddlirtément of assets at book ¥ather than at
market value; measurement of product, b‘untcnot Customer, rof-

1tab111ty, measuremqpt of producte ’é’ ita 111ty by allécafing 1ng
Sffgrhead as a’ multip ) qirect lab%i{'wcwst measurement of
Variances from stand?arg rather than acknow %that stan-
dards should not be fixed in time but should t opportu-
n1ty for 1mprovement measurement of § are of market even
though the market is bein % CF“” défined by indirect comfaetltlon/vL -
I have seen CEOs Tul intg §€ ormg the balance sheet
f0c°m' r‘{'gmof\f’operatmg statements. These CEOs were
greciu'lous when the bank puﬁedb the Sfug or when the bgparcf
oLf directors asked for their rgs(fgnatlons One CEO who confi-
g‘%tly told his boa d ;,n Apr1l “We’ll never have a T4sh
problem,” was &ramb hng in August to rep’iace a $20 million
line of credit which he had taken for granted. As the cash
eroded, the bank became nervous and then exacerbated the
problem n-é UEE ullin 1ts line. The CEO was watchm t;'le operat-
ing stafe but tefied ‘on his CFO’s tash ro;ec ions, which
were extrapolatlons of the Pf;as{ not Catetu pro]ectlons based
on ¢hrfent information. e et
JFortunately, Qur measurements serve us well in many
instanc}e{s« ”LM ce , When the components that are being mea-
sured intéractin rah'ﬂom fashxon to form a system umder statis-
tical control, we can make reasonably good pr ]5)2 didtionstrom our
measurements. But as respon51ble decision makers, we must
first be able to diftetH ' Whether the measurements form such a
system; and second, we must understand enough about each of
the components and the nature of their interactions that we are

able to assist in the improvement of the system.
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No manager, therefore, should take action as a result of a
measurement that she or he does nottflgiﬁ'ﬁi understand. This
does not mean tl}&t, at every decision point, managers should
Yestirrect all th”g&‘raw“rffgféufhat'gﬁﬁ)%%s the aggregate measure-
ment. It does mean that managers should have a cdr#ef(t hder-
standing of the elements and processes that are used to pro-
duce the measurements. This type of understanding is a jott-
ney with no end. A manager in a new ggé’féﬁ'r’ﬁ"éﬁt should seie
the ”3?§€¥tﬁﬁ§%§ to question deeply every measurement that
&¥osses his or herug’éaék. More time rc’%%s’ﬁ”m“iqng, but just as
important: Every manager who has geen at the same job for
more than a year should catf?fpuﬂfﬁg TeYidWoher or his under-
standing of the measurements thattrigger decisions and
actions. ”Whitnfey%%u?ﬁ’gxaﬁta stupid acg; ig an dpptoach that I

VP RACLeTd  RORAR

1ave found to be effective. My calumnious coﬁgagues have
obsefold that this é%ﬁg%r,‘which seems natural when it comes
from %mi ht be more difficult for others to employ. But
when confi’gfﬁif% with a measurement I do not understand, I
now ask, “Can you help me? I'm not sure just what you mean,
when you say that our cost of goods is less than oyr 'c‘:”o“ﬁgféﬁ*f
tor’s. Maybe if you can help me understand how we measure
our cost of goods and how they measure theirs, I can make a
better decision.” Of course, I have jusw ned Pandora’s box.
The calculation of cost of goods, p%‘rrtlcu arly for a manufac-
tured product, is one of the more complex business exelcises. If

L 1 : :

the decision maker ] Yﬁnderstands all the components of
cost of goods, then olg_%ﬁklsly there is no need to“%fg;rg on this
tortuous journey. But far f’(”)o often decision makers do not real-
ly understand how cost of goods or-other business measures
are derived. They only think they understgggk ‘At 18asf Once 2
&%r@gvery manager shou}ncAi %%at' of&ihe Sidle of mg‘m,
aggli‘me Whitney’s smcﬁ-]amea counténihce, and begin asking

urhb questions. Then when a manager makes decisions and
takes action, she or he can do so with some JEUrahes ",_& wbast

Earlier, I rﬁgﬁ%ed the bean ‘edtinters who fd€ised on cost
data, sometimes to the detriment of the revenue line. That was

X . I

not to imply that costs are unimportant. When costs arefstated,

SweVer: we should know or be able quickly to find out their

components. The aggregation of data into a sin%le, numerical
Bgearlan
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indicator often masks useful information. For instance, the
alleged components of cost of goods vary widely from firm to
firm, sometimes from plant to plant within the same firm.
Although most capture direct labor and direct material costs
uniformly, allocated costs may, in one instance, be assigned to
cost of goods and, in another instance, to SG&A (selling, general,
and administrative). Yet decision makers, particularly those
whose training is primarily financial, tend to look at an operat-
ing statement and muse, “Seems that cost of goods is okay”
without really knowing whether COGS is too low or SG&A too
high—or whether both are too low or both too high. Adding to
the uncertainty are depreciation and amortization. A fully
depreciated plant may appear to be more profitable than a new
one, yet it may be a festering sore, soon to create serious profit
or cash problems.

Of course, the cost of goods is disaggregated as 1t travels
down the organization chart. Operators will generally have
more information about cost components than their supervisors,
but even for operators, the allocations will mask useful informa-
tion. This is confirmed by the vigorous debates sparked by allo-
cation discussions. As many companies have learned
to their sorrow, allocation decisions that are driven by account-
ing conventions and that focus on inventory costs and
ignore SG&A cost drivers usually do not reflect the true
product profitability.

As a manager of turnarounds and troubled companies, I try to
follow the rule, “Feed the winneérs and starve the losers.”? When
resources are strained, they &ﬁst be wisely deployed. Sound as
this policy may seem, it is difficult to discriminate between win-
ners and losers because traditional cost accounting focuses on
inventory costing and does not reflect the total costs, which also
include development, marketing, administrative, distribution,
servicing, warranty, return processing, and the. entire package
associated with product profitability. In most troubled compa-
nies, I find that managers have not known their true costs, and
have accordingly concentrated their effort on precisely the
wrong products. The same is true of services, where direct costs
are usually fairly well tracked but administrative cost alloca-
tions have been woodenly applied and have masked the total
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costs of delivering the service. In addition, knowledge of all the
cost drivers can help managers understand which customers are
profitable. In many firms that I have studied, half of their cus-
tomers are unprofitable. This does not necessarily mean that all .
those customers should be dropped. But it clearly dehneates a
problem that needs to be addressed.

Measuring Six Sigma
and Zero Defects

I have long been an admirer of the Motorola Corporation. Its
heroic efforts in the world’s most complex and competitive are-
nas have been an inspiration. Managers at Motorola whom 1
have talked to ascribe much of their success to the famous “Six
Sigma” endeavor. Six Sigma, as Motorola uses it, refers to the
goal of fewer than 3.4 defects per million units produced Under
this banner, the company has made remarkable-progress.
Indeed, Robert Galvin, chairman of the Executive Committee,
stated that Motorola can soon achieve the goal of no defects.?
Japanese manufacturers have made similar comments.

Not to belittle Six Sigma and Zero Defect endeavors, but to
gain better understanding, I have asked executives from these
firms, “What is a defect?” The usual answer: “Something that
does not meet specifications.” I have then asked, “Who sets the
specifications?” Where their companies were selling to other
companies, the answers have been, “The customer specifies.” For
branded products, they have said that their specifications are
usually set by marketing, design, and engineering personnel.

In far too many instances, I have found that specifications
have been set by engineers or designers who have not consulted
with marketing, manufacturing, suppliers, tool and die makers,
and others who are important to the process. Sometimes these
specifications are too tight. Sometimes they are not tight
enough. Sometimes they do not cover important requirements.

Sadly, I observed one oecasion where Six Sigma, according to
a company’s initial specifications, was not met, whereupon the
specifications were “redefined” until Six Sigma could be
achieved. On that occasion, I happened to agree that the specifi-
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cations were too tight for the purpose for which they were
intended, but it brought me squarely back to the question,
“What is a defect?” What measurements should be used to
determine whether something is defective? Then, these musings
brought me back to the problem of single-number measure-
ments, and ratios (Six Sigma), to the problem of tying rewards
and recognition to such measurements, and to the problem of
oversimplifying the measurements of complex operations. In
this spirit of complexity, let me attempt to clarify the preceding
conundrum by complicating it. To begin, most of us should
agree that meeting specifications is the beginning of the journey,
not the end. Many of our domestic manufacturers have been
eclipsed in part because we have set specifications at tolerances
that we were confident of meeting at the time—and we have
been content to live at those specifications. Meanwhile, in our
automobile example, our competitors, using the idea of continu-
ous improvement, have inexorably tightened their specifica-
tions. Moreover, when they achieved perfection, they raised the
bar. My friend Kosaku Yoshida observes, “If we can meet Six
Sigma, perhaps our specifications are not tight enough; and if
we truly believed in continuous improvement, we would con-
tinue to tighten the specifications.”

Next complication: Most of us, in the quest for quality, have
heard of Taguchi’s loss function. Taguchi’s hypothesis has two
ramifications: As a process produces results near the target,
performance losses become almost infinitesimal-—perhaps so
small that we need not worry about them. But as results
approach the outer specification limits, the performance losses
expand geometrically. So, if Taguchi is right, we could have a
product that meets the specifications, but within those toler-
ances produce a wide variance in results. Let’s complicate
things even further. Our zeal might cause us to spec1fy-——not
too tightly—but improperly. Defects in steel that is used
to manufacture premsmn instruments would not be classified
as defects in steel that is used for construction. Of course
these differences are prescribed by the design and in the speci-
fications, but an indiscriminate quest for zero defects can
unnecessarily drive up costs. And the coup de grace is
Dr. Deming’s observation that a fixation on zero defects may
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direct our attention away from the customer. If the customer
does not want the product or service or cannot use it, the goal
of zero defects is irrelevant.

In the context of the foregoing, let’s take a balanced view of
Six Sigma and Zero Defects. To the extent that these goals pro-
vide a motivation for improvement of quality, they are useful.
To the extent that they are a source of pride, they are salutary.
To the extent that they are woodenly applied, they can blind
.us to customer needs, can mask important information, and
can drive up costs. To the extent that these goals are used in
the system of reward and recognition, they can lead to irra-
tional behavior. It is imperative, therefore, that we use these
tools for information, not for individual reward, and it is
imperative that when we do use them, we understand what we
are measuring. '

Measurement of
Distribution Center
Service Levels

For several years, our review meeétings at the supermarket chain
included a report on service levels. “We hit 94 percent last
week,” or “Only 92 percent this week. We’ve got to crack some
heads.” As reports were made, I would nod wisely and go on to
the next agenda item. Shame on me! Not until I began getting
complaints from the stores did I realize that reported service
levels not only were bad, they were largely irrelevant. The
reported service level measured only the “in-stock” position of
items that the store ordered from the distribution center. The
service levels did not measure late deliveries, which caused
overtime work for store personnel. Service levels did not mea-
sure wrong selections and misdirected pallets. They did not
measure dented cans and other damages caused by the distribu-
tion process. They did not measure the effect on both the distri-
bution center and the stores of two trucks arriving at the store’s
receiving dock at the same time. Downtime for the trucks and
drivers! Confusion, overtime, and diversion of employees from
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customer service to unloading trucks! But our service levels
were in the 90s! Comforted by that intelligence, we failed to
understand or improve the system until our store managers
complained. Our store managers were captive customers. What
if they had been free to choose?

Measurements of
Piece Work

Yes, piece work is alive, but not always well—not only in ghetto
sweat shops or third-world countries, but also in “modern”
industrial operations in the United States. A large manufactur-
ing facility of one of our giant corporations ties part of its work-
ers’ pay to a productivity figure which is driven by numbers,
types of operations performed, and pieces produced. The man-
agers aver that this method of pay is mandated by the union.
Perhaps! But if it is mandated, it is because trust has taken a hol-
iday. The employees do not trust the company to pay fairly, and
the company does not trust the employees to put forth their best
efforts. Harry Levinson’s jackass falldcy again! But trust is not
alone in taking a holiday. Quality might be among the missing,
also. “But we can take care of that,” one might say. “We will not
pay for defective pieces.” Another journey of Sisyphus. How do
we define quality? Then how do we identify poor quality?
Inspectors, of course! Susp1c1on intensifies. The inspectors, who
are also members of the union, are asked to penalize their
“brothers and sisters.” Worse, they might be coopted by the sys-
tem and reduce their vigilance. But these are not all the costs. A
veritable army of accountants and industrial engineers is
required to count the pieces and assign piece rates. These
become the source of endless wrangling between the shop stew-
ards and managers. Piece rates become the centerpiece of the
annual contract negotiations. And there is more! Workers who
are assigned to a job with a particular piece rate cannot be
assigned to a job with a higher piece rate unless adjustments are
made to their hourly rates. Bring on the accountants again—and
the supervisors, and the shop steward, and the industrial engi-
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neers. Here’s what makes this situation even more ludicrous:
The workers can produce only the number of pieces that the
production schedule calls for. Still more ludicrous, direct labor
is only 6 percent of the cost. If the company were to use
the workers’ last year’s pay as a base and then add 15 percent
across the board in order to buy out of these destructive
work rules, production, quality, and morale would improve.
Administrative and accounting costs would decrease much
more than the pay increment. Profits would soar.

There are notable exceptions to piece work problems, of
course. Lincoln Electric, one of the best manufacturing compa-
nies in the world, pays its workers on the basis of piece work.
Moreover, the workers who make the grade—not all do—like it.
They earn big multiples of their counterparts in industry.
Perhaps pay for piece work is the major reason for Lincoln
Electric’s success. But my study of the company suggests that
the fact that there are very few management layers, that most of
the managers have come through the ranks, that the workers are
involved in creating and implementing work improvement
methods, and that workers have a forum in which to air their
complaints are also factors. Perhaps most important is the
intense pride the workers have in themselves, in their work, and
in their company.

In one U.S. company that I visited, piece work not only raised
supervisory costs and lowered quality but had caused measure-
ment activities to run amok. There were 1100 piece rates, each of
which required adjustment by an industrial engineer as the
process changed and as annual wage reviews were made. I was
told, but was not able to verify, that 600 industrial engineers
and accountants were employed by the company and that more
than half of these were involvéd in managing piece rates.

Measurements and
Benchmarking

Supermarkets for years compared operating results with simi-
lar noncompeting companies. Indeed, most industry associa-
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tions provide this form of benchmarking for their members.
Benchmarking is potentially one of the most useful concepts .
we have developed in recent years. But like so many others, it
can backfire when used improperly. Numerical benchmarking
can create more questions than answers. For example, a deter-
mined chairman of a supermarket chain’s holding company
who believed in managing with numerical measurements
returned from a benchmark meeting with the mandate that
from this day forward, at this organization, the shrinkage in
gross margin would be 1 percent or less—or there would be
no bonuses this year. He supported his position with the
observation that “Chain Y on the West Coast has 1 percent
shrink and so can we.” Panic! Our shrink was greater than 2
percent. And we were doing everything we knew to keep it
down. Of course a task force was formed, and of course tele-
phone calls began speeding across the continent. The first dis-
covery from this frantic activity was that Chain Y had built
into their shrink reporting a 2 percent allowance for meat,
fruits, vegetables, and other perishable items. Inasmuch as
these items contributed about 30 percent of the total sales, 0.6
percent was accounted for. In addition, Chain Y reduced its
measured shrink by the amount of rebates from manufactur-
ers for certain promotions, dented cans, damaged cartons, and
unsalable merchandise. The benchmarking chain did not book
these allowances against reported shrinkage. Rather, it took
them in as income and credited them to a special account.
This finding contributed to another 0.2 percent. Similar dis-
parities were found. By the time all bookkeeping adjustments
were made, the shrink numbers were the same for both firms.
Management accounting and telephone costs went up, howev-
er, because of the time it took to chase the numbers and make
the comparisons. Firms should always try to learn from others
but should avoid blindly adapting another company’s prac-
tices without understanding how those practices can be use-
fully integrated in the company’s own methods, practices,
policies, and values. More to the point, however, companies
should avoid reliance on single-number indicators unless they
are prepared to conduct a detailed analysis of how the num-
ber is derived.
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Net Interest Margin—a
Measurement
Oversimplification

Commercial banks can now testify to the danger of oversimpli-
fied measurements. For years, their trusted talisman was the net
interest margin: income from interest plus fees from all sources
less outgo for all expenses as well as cost of capital. Lowell L.
Bryan’s book, Breaking Up the Bank, argued that this single
numeric indicator has served to mask important differences in
the profitability of both deposits and loans.* The most profitable
depositors were the elderly, the upscale consumer, and corpora-
tions. Deposits from the first two were profitable because of the
relatively low cost of acquiring and keeping their business.
Before deregulation, corporations were doubly profitable; inter-
est was not paid on corporate deposits. In addition, the total
cost of servicing corporate loans, along with their excellent
repayment performance, made corporations the banks” most
profitable borrowers. So profitable, in fact, that the larger corpo-
rations became aware that they could perform the bank’s func-
tion by issuing their own debt. Other corporations began to seek
financial intermediaries other than commercial banks. Soon,
these intermediaries not only had their feet in the door, they
were in the kitchen. Had the banks asked themselves this ques-
tion about net interest margin: “Exactly what is being mea-
sured?” and had they responded to the question “How will the
information affect the activity being measured?”, we might have
escaped the banking cataclysm we are witnessing in the 1990s.
Proper measurement of sources of income and expenses might
not have saved them, but without that measurement they were
sailing on angry seas without a compass.

Checklists as Measures
of Performance

A store manager in New Jersey showed me his inspection
checklist. He was measured on 172 criteria. About half of the
measures were binary, the other half scalar—yes or no, or 1 to
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10. He was expected to score at least 80 percent on the binary
measures and an average of 8 on the scalar measures. The
checklist was devised by the operations manager and applied to
all the stores in the chain. It was not tailored to the special situa-
tions of individual stores. Inspections were made at random by
members of the regional staff.

Just prior to one of these random inspections, the store had a
fire in the trash compactor, a flood in the basement, and eight of
its employees were late to work because the same downpour
which flooded the basement had inundated the streets. The
indomitable inspector, however, sloshed through the floods.
When he arrived, he penalized the store manager because the
floor at the front of the store was muddy. The fire in the com-
pactor and the flood in the basement were not on the checklist.
If the store manager had used his head, he would have let the
store burn down to the water level in the basement. Then he
would not have had muddy floors.

Of course, the regional executive conducting the inspection
was wrong. A wise supervisor would have removed his coat
and tie and asked, “What can I do to help?” Wise or not, the
supervisor was also in a bind. He was measured on how many
inspections he made in a day. '

The flooded store example is a caricature of other uses of
measurements, less egregious perhaps, but pervasive and
destructive nevertheless. When people are evaluated on criteria
over which they have no control, when they are confused by the
criteria, or when the criteria are woodenly applied, people are
apt to use one of two strategies: dispirited submission or dissim-
ulation—neither of which you would expect to find in a job
description. But think of it! Having to score 80 percent “yes” or
an average of 8 out of 10 possible, on 172 criteria. Hopeless!

Measurements—Too Many
or Too Few?

The store manager example introduces the subject of a lively
debate in much of corporate America. Various and sundry
experts are now opining that people should be measured and
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evaluated on no more than four or five criteria—six at the most.
Misguided and wrong! When measurements are used for perfor-
mance evaluation, both are confounded. Wrong also, because it is
foolhardy to believe that any complex activity can be described
by so few criteria. Wrong also, because conditions change, but the
measurement criteria tend to be static. By the end of the evalua-
tion period, the criteria might no longer be relevant.

Misguided, because this line of thinking tends to confuse mea-
surements for purposes of evaluation with measurements which
provide information. Indeed, measurements ideally are special
cases of information—feedback to help the manager or operator.
In this sense, thousands of measurements might be needed. If I
were a store manager, I would welcome a long checklist to help
me manage—to help me avoid the trap of looking at the same
thing every day, perhaps overlooking other tasks important to
the store’s appearance or readiness. But the checklist would be
for my use—not my supervisor’s. Moreover, I would tailor it to
my store’s special needs. Furthermore, I would convene a group
of my store employees to help develop the list. Certainly they
could add items and insights that I alone would not have. Even
more certainly, they would more willingly participate in the ful-
fillment of expectations that they had helped to create. After the
checklist was completed, I might even wish to use it to score
myself—to provide a benchmark for further improvement. It is
not out of the realm of reason that I might ask my supervisor to
use the checklist to “walk me through my store” in hopes that he
or she could make suggestions that would help me improve my
performance. The heroic assumption here is that the supervisor
would have enough knowledge to be of assistance—that the
supervisor would not be some well-meaning, fast-track college
graduate whose lack of experience would force her or him to use
the only resource possible—the wooden use and rigid applica-
- tion of a generic checklist.

Measurements for information are welcomed by workers who
want to do a good job. As an inept and cowardly pilot, I wor-
shiped my preflight and landing checklists, which, by the way,
utilized more than four or five binary and scalar measures. My
only supervisors were myself and my Maker. Inasmuch as I was
not ready to meet Him, ] welcomed all the help I could get.
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Measurements and
Management Accounting

A company I once owned had a client who was justifiably
- angry with our performance. Dreading an imminent show-
down, I decided to confront his anger head-on. “Ben,” I said, "
“We may not be very good”—long pause—"but we sure are
slow”—another pause—"and expensive.” I figured that it was
better to start out by agreeing on something. I doubt that my
friends in management accounting would be willing to use the
same ploy, and I am certain they are smarting from my earlier
criticisms of financial accounting. I hope they won’t mind terri-
bly that I have a little fun at their expense. After all, I am as
tough on management professors; moreover, I could not have
written this book without making most of the mistakes that I
am so quick to criticize. But, in general, the reports produced
by management accountants are wrong, late, and expensive.
Moreover, the most punishing expenses are not the accoun-
tants’ salaries and related costs, but rather the untrustworthy
information their profession provides. In their defense, man-
agement accountants that I have known try to do the right
thing. But their training, so firmly rooted in the precepts of
financial accounting, and their assigned roles as police, have
rendered them almost useless—if not destructive—to operating
managers. Now, whose fault is all this? Certainly the accoun-
tants, as professionals, must share the blame. Every profession
has the duty consistently to improve. But the blame must be
shared by intellectually lazy and derogative senior managers
who have suspected that the information that they were getting
was useless or wrong, and who have done nothing about
it...who have abrogated leadership responsibility by assigning
traffic-cop responsibility to the accountants. The chief culprits,
of course, are we professors, who still teach traditional cost
accounting. But most tenured professors are beyond reach, and
many of the nontenured ones are too timid to make waves. So
again, business will have to make do in spite of the things that
we teach in many business schools.

One does not need to be an accountant to develop information
that is useful to managers. Indeed, the first management
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accountants were engineers, and therein lies the heart of my the-
sis. All management accountants should be fired. Those who
have not been permanently damaged by their past training
should be rehired and placed directly in an operating unit.
. Some should become line managers. Because of their experi-
ence, they know where the data are. Because they are usually
intelligent, they can learn to discriminate between data that are
useful and those that are not. Because of their training, they
know the rudiments of analysis and can be taught the rudi-
ments of analysis that are useful for decision making. But man-
agement accountants should be physically and professionally
removed from the financial accounting function.

To underscore the dangers in traditional accounting methods,
I present the exercise given in Appendix B to participants in my
MBA and executive seminars. It demonstrates the problems of
properly assigning SG&A (selling, general, and administrative)
costs to products or customer groups, and it dramatizes the
untrustworthiness of traditional product cost accounting.
Although this exercise deals with manufacturing, similar issues
emerge for service businesses and resellers. As practitioners in
activity-based costing (ABC) and resource-based accounting
have emphasized, allocation formulas and rules of thumb are
poor substitutes for measuring and assigning costs and cost dri-
vers to specific products, customers, customer groups, or distri-
bution channels.

More on Standard
Costing and Variance
Reporting

From time to time, cost accountants and industrial engineers go
through the plant to observe the work being done, compare it
with other information they might have, and establish standard
costs for each activity. Thereafter, variances from these stan-
dards are reported. In theory, standard costs are to be updated
periodically or whenever a process change occurs. Sometimes
this is done on a timely basis; more often it is not. In any event,
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most variance reporting creates more heat than light—witness
the arguments and justifications from plant managers when the
monthly variances are reported. In many cases, plant managers
do not trust the engineers, accountants, or the numbers.

On some occasions, variance reporting institutionalizes
waste. As long as standards are met, why improve? Say there is
a standard scrap allowance of 5 percent. Instead of working to
get scrap to zero, the tendency is just to meet the standard.
Rather than adopt a standard and report variance, I would
track previous period performances and work to improve them
consistently.

Covering variance deficiencies fosters other aberrant behav-
ior: Manufacturing operations have fought for new product
lines, not because they would be truly profitable or enhance cor-
porate strategy, but because the increase in units produced
would reduce the amount of overhead allocated to each unit.
Rather than cover deficiency, wouldn’t it be better to improve
the process so that additional costs are reduced, regardless of
any standard that might be set? Moreover, even though the unit
costs might go down, we probably will institutionalize a ten-
dency to overproduce. To some extent, the pain will have been
postponed, but it will not be ameliorated. But because perfor-
mance seems to improve, everyone could be promoted into bet-
ter jobs long before the auditors blow the whistles and require a
reserve for obsolete inventory. Then, when the new CEO
arrives, she or he will be delighted to take the big reserve, which
reflects on the departed miscreants. Furthermore, the reserve
clears the decks for the new CEQO’s first year. Thereafter, the
dreary process begins again.

We’re not through with standards and variances, however.
Standards are set not only for the plant as a whole, but for vari-
ous pieces and parts. A standard is set for a direct laborer’s out-
put, for machine utilization, for a specific process output. Then,
variances are measured and reported. Forget that standards and
variances are permutations of an incorrect premise, and forget
how silly it is to measure pieces and parts as if they were inde-
pendent of each other and the system.

Next, consider the reporting process. Generally, variances are
reported at the end of some agreed-upon accounting period—
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say, a week, four weeks, or a quarter. By the time they are
reported, however, they are history. Of course, a line supervisor
could use the negative variance report to beat a worker about
the head and shoulders. The supervisor might feel better, but I
doubt if the variances would improve.

The artifacts of standard setting and variance reporting are
not limited to manufacturing. They can be found in contingency
reserves of service and resale businesses. One service firm had a
reserve of $15 million for customer complaints and lawsuits.
Because the contingency was buried in the cost budget, it
became institutionalized. Only when one of the managers lifted
this reserve up to constant scrutiny was it addressed. Just one
year later, the expenditures were reduced substantially. Other
firms use contingency reserves for different purposes. The man-
agers know that various reserves are available. This lulls them
sometimes to accept suboptimal performance, knowing that the
reserve will bail them out.

If improvement is to be made, it will not be made by produc-
ing variance reports. Improvement will come through under-
standing causes of waste, complexity, and variation, and then
addressing those causes. Moreover, causes are not revealed by
the most recent data point—last week’s variance report. They
are revealed in part by analysis of a run chart that plots perfor-
mance over an appropriate period and notes conditions and
special causes. Furthermore, causes of variations will be
revealed by those who are doing the work with the timely help
of appropriate specialists and technicians.

We are still not through with the problems of variance
reporting. There are hundreds more examples, but the one that
follows is the pinnacle of folly. The purchasing vice president
of a large manufacturing concern was working to establish a
value-added supplier program. Dozens of enlightening meet-
ings were held with suppliers. The free, open, creative inter-
change produced tens of dozens of ideas that dramatically
reduced the total cost of manufacturing. In some instances,
scrap and rework were reduced and throughput was improved
by the purchase of better, sometimes more expensive, raw
materials. Even though the materials were more expensive, the
company was achieving its overall objective. Total costs were
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reduced dramatically. One day the purchasing vice president
and I were working on a related issue—rewards and recogni- .
tion. “Joe,” I asked, “How are you evaluated?” “On purchase
price variance,” he replied sadly. Some accounting maven was
spending hundreds of hours, tracking previous supplier prices,
establishing standards for the year, and setting up a mechanism
for tracking variances so that Joe and his colleagues in purchas-
ing could be rewarded or punished accordingly. A fool’s
errand in the first place. Irrelevant in the second. And third,
destructive. The report worked counter to the total low-cost
program. Had Joe been looking out for his own hide, he would
have sabotaged the value-added supplier program. Instead, he
sublimated his own performance evaluations for the good of
the firm. Commendable, certainly—but why put people
through such angst?

When I recount similar examples to senior executives, they
express sympathy that such things happen in other companies.
Then they pat me on my 65-year-old gray head as if to assure
me that it does not happen in their companies. Wrong! This
nonsense or its ilk happens in every company. Most executives
do not believe it happens on their watch, because they do not
listen: to the people doing the work. Instead, they talk to their
accountants, controllers, industrial engineers, and other staff
members who pat them on their graying heads and tell them,
“Not to worry—our reporting system is fine! Don’t pay attention
to that grumpy line supervisor or disgruntled hourly employee.
They are chronic complainers.”

We establish tracking and monitoring devices like stan-
dards—and we report on variances in part because we do not
trust people to do their best. We want to know where to fix
the blame. But because these evaluation tools are patently
wrong—and our people know it—workers don’t trust man-
agers. Nor do workers trust management’s staff, including our
accountants. Workers certainly do not trust the information we
provide them. The net result: We have thousands of drones
busily producing reports “full of sound and fury—signifying
nothing.” Concomitantly, we have thousands of employees,
hunkering down, spending their time and wasting the1r energy

“defending themselves.
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This nonsense has to stop! We cannot comfort ourselves
that accountants are unable to properly assess benefits with
the fact that neither can they determine true costs. The
damage is enormous. The problem urgently needs attention.
But, before we blindfold them, stand them in front of a concrete
wall, and grant them their last wishes, let’s remember our
original premise. They are generally nice, intelligent, well-
meaning folk. Moreover, if we were to deal with them thus,
then parity demands that we treat their bosses likewise.
Notwithstanding that concrete walls are our present paradigms
for handling poor performers, there is a better way that will
produce a better world. Rather than “terminate” them, we
should lead them to improve.



- The Psychology
of Controls

Two precepts. First, man can defeat any system man can devise.
Second, the more controls ou have, th ss control you have.!
Moreover, there is an 1n$erse relatio ns 1 between the numbe
of controls and the trust in either the {&Gmpe Shté'or the niGtives
of the people in the organization.
If cogtroll)means to d%W gﬁ“to lead}wﬁff it Conti\qotes the produc-
tive aspects of power and stren h—it can Cofttributte to the is-
sion ofp the V(flrm to d’é”w ?é sell, Gistribut te, and coI‘Iggt
for a p%uct or se%lce that gets and ke fafE ble ,SUs;,
tomers, 1)3ut control has a darker side—hindfdnce, ons rarht
M30press10n, coercion—all s”ﬂt’?’éctlve, not’ a&’dxtwe, to the mis-
sion of the firm. True, the darker side of control is irror of
the darker side of human nature, But ,thls ]ufﬁ%"f'ién ome-
times tinchatns the despot that is atent in all of us and alfows a
polﬁ?:e "dtate where a more open en Vironme woule 1d better §efve.
In Freudian terms, the superego has not su %ff Ated the 1d it has
transmogrified it

"l Mfnme LA DTEeets
i ngg &easons for é%‘c?ess%e control age ¢ complex. As has been
suggested, some > pe ople cratfg petty powé’M Whléfﬁer this is a
result ofvslbhng rlvaTry, anal retention, the Oedlpu§ or Electrg
complex, is the subject of ond\gf'ous tomes filled with cfitra-
dictory exgﬁ“ ations. Suffice it to t to say, it is ﬁlot the ob of busi-
ness leaders to diagnose theTC5ti8Es but Tat er to r re ogmze the

symptoms before placmg someone of this peirsdasmn in power.

119



120 Rewards, Measurements, and Controls

Or, if a mistake in promotion has been made, to create an envi-
s ﬂ“,,w%'w»&'f [T “é ' A v'*gyfm,a,mﬁ
ronment Wh,}f,}&: mitigates the excesses! Or if that fails, then to
remgve thggra‘ﬁs’ér'eésbr.
Excéss?vg controls in organizations are sometimes the resiaue
of past traumas. Say that the company responds to a poor finan-
R JEY T e T AR R WL XY
c1§L%er ofman emygltlv}q L new program for cost control. You are
iy 5 ik ¥ P et :
‘directed to'ffi‘éc}uésu ead cfount reports as well as a dollar figure
o at 4 A, § 07 . . 1
for ditect and 4ndirect 14662, Moreoyer, overtime is to be' t‘}ﬁgr/
p ma,rv el . LT . yerobboy e {V,»:
40 percent and comp lance is to be tracked—by cost center. In
g . G AT f s
addition, a new mlle%%,e Teport is d?mgn'e'a to gre’iagﬂf}\ the per-

centage of t&n;te the $4188566 le are in their cars. Fuﬁfﬁ‘é“r, all

M0 4t 01b gr A At .
5 rg&s& ix‘? nses are tqnglgl?mgca:}gce by 30 percent, and a report is
"devised to'track the Variances. Whether or not these are APPTO;
. gvit B, ded b : . JNCH LR et g
priate résponsgsi‘,glp you think these reports are discontinued
. ’,, P B ? ' ) . ‘
whgymgggggessr tufrns for }Qggbet}er.‘ Rarel}? Ig& ou g}mk they
are reviewed during profitable 1P)“e‘&}ods? Perfun gnfy, if at all.
JEEOLETE | 08 Okg  pRELUTH £hd 4 7Ce Bl )
They persevere hoéfever, wasting paper anf}ghewmg up time
Aq neT POUALIY
of those who prepare them as well as the users who have to
make room for them on their desks or in their files.
WWI}/TOW let’s f'”opose an all-too-familiar Scenario. Because of tl}s
press of o}h% business, some of the control reports begin migs-
ing their cfgacfline%kﬁ’s say, also, that busin SS t esna{pother
Wov’@"r’ft{grn. All of a’stiddén, “Where is that overfime report?”
thiifiders out of the corner office. “I thought I told you I wanted
. R v . (oL
it on my desk every Tuesday morning.” Frgglw this day férward,
that re%oﬂrt and the others ﬁ%e 'firnwﬁgr locféue . Neither castor oil
nor gunpowder will égési{fbé) f‘é% them. Forget whether the over-
time &g%q;;t is a useful todt; orget that producing these reports
will ?‘rep 4Ce other 2gg.toigzities which might be more important. The
reports will be pre ared! On Hme! “Wait,” you might protest.
“The business turiied’down again. The reports were needed
after all.” Let’s rephrase that. The information—not the
reports—was needed.

If, however, the information is needed, we should ask next,
“Who needs it?” If it is used by the corner office as a microman-
agement tool, then more than overtime is out of control. More

. Yekbu gL P .
l:ﬁxfﬁ%y’ the entire enterprise ,54»‘°u§,,¢9f' control. If the people
charged with rr%gnaiging ’cﬂreé’f’f 14665%and hundreds of wg{;‘}&eur
activities have such poor information—such a poor p"gi'%eptlon



The Psychology of Controls 121

of the goals an siness taf}gets—then centralized microman-
. T OLLLL U .
agement will sutfer the same afe as the Supreme Soviet.
2 (,U[tzfua, .p%n;z Boefe ot é{

Soxr}g ears ago, out of fx‘%s“fra ion, | attempted to centrall con-
trol f&ire@c? ag’%q hours in a supermarl%-:;t C ame“I(t was an unmufi-
gated disaster. I dig:lﬂ % because L “%d instificient trust in the c3fa”
Ktence of the istrict and“étote managers. WS, 1 put their

fectd towthe test, because in some instances their desire to run
thedstore p@?@é‘% I(gg them to do what was necg ary, then to
“ ” ¢ 4400 i oLy mﬂ;{,wufol WU O

cook” the we 1y reports, Unwittingly, I required them to
choose between }yin to an ignorant boss and running the busi-

i W?jék‘ﬂ' tﬁ%ﬁw w;wu?cw-.m . .
ness properly. Fortithately, they chose,to Confront me with their

. <449, . ; Acho ol y i?
dilemma. The ‘efguing discussions 3onf1rcfneau%t%u icibns bu
Vihdidated their a tlongi. ,’S\/Ia, y of mem,%geed, needed training
for begter labor-hour schedu ing {echniques. They did not have

LLAed,

the’ tequir d &Glls but the detTeg from “on high” Wotdene
their plight. We began Intensive training pro rams O?at;be proce-
dure for%aéta&’eg‘laﬁo’r schedufés tomg sales—in units,
not doljars. Then, we let the managersyﬁ’:n & their own schedul-
ing. Wit it a few months, store labor costs were in line.

Senior managers, I have talked to mjstakenly believe, as I di
that they aré aware of the different mm that different Iﬁ%ﬂ};
bers of their organization aréc?ﬁgrcﬁfng% but almost in%m“ﬁ’y,
these senior managerg are the ones out of step. Even if they had
come up through mé%a’ﬁ% and had pérformed the Tk that they
were now managing, their memories had dithined and &Hditons
had changed. In some in6tandes, senior managers had forgotten

the difficulty of managing disparate controls. Ask a plant manager
to describe how he or 'swlfl%“j,ﬁ“é%fgsﬁthe activities to meet the classic
triumvirate t%ge%~labor dollars, head count, and oveftime. Ask
the sales manager who has had"fbai;hﬁ ‘salespeople off the foad
because of a centrally"ct;ﬁaériﬁwé"ff travel é’%é%‘ée control.? Better still,
ask these and other beléagiiered managers to”’ggggs‘g the shenani-
gans they hqv'é’ifu ed in gfﬁ’ehf to make the numbers. R

In somekuim‘ stancds, st?fﬁdggﬁ’t controls arei?(ictated by the task.
As 1 %;t;fggégjféd in an earlier book, the pldfogn under fire is ill
e - . R ek . I OORL
served by laissez-faire.® It has almost no chance without disci-
pline. The ‘Hoops cann%‘%%p the side of the road, draw doo-
dles in the négaﬂ%, and déb4t¢™ W hether to follow the leader or

) . . . . . NI
dfect a new one. Businesses in crisis sometimes must fesort to



122 Rewards, Measurements, and Controls

centralized, a;i}g}%)l?&ritarianégg&gr{ol until the cagig Rasses-

However, this verity is not eternal. Chances, for survival are
di Itﬁunw uud\ LoD ey ¥ At fa/fme é {fzéﬁb . . _
iminished unless the trg%s} also have con %ené?;%? Ehelr lead
egﬁ}})iscipline w%}%ut Corfimitrient Might win & 1r1ﬁlshg§ with
of’aga"n"{ufﬁfn? but will not gain victory overwt%\quﬂe Who possess
both. INdeed, when the will to follow di$appééts, the leader

ey . dﬁx YA d;éehom
nearly always is ep’osed.Fven}hough he great despots of our

. PO BI L B MeLHLSOEA T o . POLOREOL ¢ § €5
century began W1th0th€ewelnt‘i1u31ﬁst1c W of their follgwers,
tlﬁ%%e leaguers were %ppfg@ ¢ 8isctedtied,as their ideas and
actions ta&%e&Hitler died in his’w%r}akggé Mussolini was
‘hanged P,Q’rhl, heels. Stalin has been &1§g’;aced, and Lenin’s
sculptors MoOurn the ti?% bling of their once-towering icons.

. g ope L. . .

Control is, then, a contr: gflgzﬁg)‘n..ln businesses as well as pcﬂ)el t’;
ical systems, control is Etfeclive 1t those *V%I‘Qg are controlled con-
cur that the controls are necessary and %u.g'ﬂ& J%Wlse, people

. e PACEAL
will disregard them, subvert them, or nibble them to %eath. If
Fegisspsta . gl .
excéssive c”%\tr%ls gre pervasive as well as neggg%people will
organizemfo c%'f)gé’e”ﬁ’i’em or will leave the %erpr , if not in
body then—even worse—iri Spitit, e

. S0 . IO .

Ston?’% are fﬁ%[o&&nd are d% ssingly famlhar;f 6}}{4&% exam-
ples of Whste‘Cited I other chapters are results of Onerous con-
trol systems, EUBUERE’ J447F mantpulat legend

ystems. ense account manipulations are legendary.

. ﬂ/wr Lo mf gu . . s
"lf"v%}gps.keet fairy tales"and time clock pa1;rt’¢r,\ersh1p§ are J&’mlhar
’&rtifices, Working by the book and /‘rn‘l"&i(dl ﬂa,d.hérmg to job

onoRiLILE Ly 5 . 1@‘ LAY IS g ?Jlﬁuw
descriptions ar%%ost y charades. Circumveénting head cdunt
controls with pa t-fmers and consultants, not just fudging the
numbers on financial reports but lspoking the books—these are

e A
the sons and daughters of ékcessive controls.

As a manager ,gfﬁbusiness turnarounds, I've heard it said that a
business has ctatéred because its control system had broken down.
'Igéi'ﬁ%ps. But more often, it is because the control system has run
amok. The prixric:g? y)g}lo live higher up on the mountain have lost
touch with the ésééhtidl Hature of their business. They have forgot-
ten or never knew how 3‘}"51,{1% i{susometimes to do the work.
Unt.h}nkmgly, they have impose .systexﬁ%moc%iures&‘ n}%g\gicﬁi?,
pﬁoa}}glrg‘s, and practices which have ht;:}?o gl:emlgnonsyf{lp to draimng e
swamp. They make their living by Providing the %}l;i%a_ OFS: - wbtast

The irongﬁis that these prigices are subject to sirfiilar ribnsense
until they’

113¢ at the very top of the mountain. So they p4rHci?
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pate in the same charade, only at higher altitudes. The iarggg%fg&:
tion is ineluctable: The higher the mountain, the more oniérous
the controls. -

But does this mean that by nature hymans abjure controls?
Certainly not! Cfgﬁ'z‘g”ﬂg%ff an 6‘,’%&4‘&’%‘, business or political,
will come together tof %’ﬁ"é’%% 8 and dEviss r,u}es} and regula-
tions. To do othéfwise is to 's‘mmnarchy'?fﬁge’éi f‘ ")ﬁﬁa en-

1Y
ing to our own darker side, we often prepare the way for dedpots

by é‘é‘ceg‘ty}n:éﬂmore controls than e‘need. Erich Fromm, in his
book Escape from FréeW\%, as have other sociologists,
that people sometimes shirk from responsibilities and from free-
dom and will choose to live under ﬁ%é%%@oﬁéﬁffé‘fi’é%‘f yran-
ny.* TRAIgh Ut leaders, like those who Hefed _our
Rights, have understood this tendency and have ﬁfoviﬁg alter-
natives that are a(édsﬁ‘gne‘a to save us from ourselves.
_ How then, you might ask, can I Sufgest that people are
6%“}3‘ilé°ssed by controls when at the same time the &%ﬂ‘?cacgg
them? The answer is in the €xcésées: excesses in’gggfv?z;nd nogﬁﬁ‘f
ty. When people find themselves trammeled at every turn by
rules and regulations, and when they find that the rules and reg-
ulations so f’tigl!\t T%omf\w%hat’ their'$pwih is?$&iREed" aﬁ%
their jtfffgm@nt is exciided, they will chd 4. e will become
troublemakers, or they will find ways to AfsHaRH e system.
None of these activities are what the founders or shareholders
had in mind when they created or financed the enterprise.
Controls in organizations are necessary, certainly! Excessive
controls are destructive. Here is one way to determine which
are necessary and which are not. First, and always, the decision
should be made in the context of a clear understanding of the
aim, mission, goals, and objectives of the organization and its
units. In that context, the following questions should be asked:

What controls are absolutely necessary to achieve our aim?
Where should these controls be located?

How should they be monitored?

Generally, controls that survive the first question will address

product and corporate integrity. They will deal with the major
attributes of quality, how people in the organization are treated,
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how customers and suppliers will be treated. Of course, they
will deal with the prevention of dishonest and illegal practices.

Once the necessary controls are identified, locating them will
be relatively easy. They should be located closest to those doing
the work.

As always, authority can be assigned. Responsibility remains
at the top. In that context, a monitoring system will need to be
determined. Just as some products require final inspection,
those issues which address the life or death of an enterprise
should also have the oversight of senior managers. The method
and frequency will be determined by degree of trust and the
importance of the control. Those who are interested in a
methodology for removing excessive measurements and con-
trols should review Appendix C—“Conducting the
Measurement and Control Audit.”



PART 2
Trust and
Competence

If everyone knew what to do, how,
when, and where to do it, what
would the organization structure'
look like?

The implicit promise of this utopi mlght be unachievable,
but the quest will be profitable. Howevet“the quest for
competence as a concept alone is not enough. Socrates
refused to equate knowledge with virtue. Competence
without morahty is dangerous. Competence without aim,
v1$1on mission, values, goals, and objectives is
wil Y0rr

me ?Lsuswl\ll eover, competence is more than education
and tr grams It is more than hiring and
promotion pohcies It is more than information, tools, and
technology, important as they are. Competence Js not the
exclusive%‘%‘s’ggvg of the human resources dep ent;
it is everybody f{busmess—a corporate state of rﬁ‘fﬁﬁ—as
natural as bre

ompe ce will be ound where >, managers and employ-
ees are''dd f’” T@armp lé“’ %nother where ey are
learning from cu$tomers, suppcﬁ’g and %mﬁ‘ ors; where
information exchange is easy and open—up, down, across,



inside, and outside the organization; where managers and
employees are open to new theory, new applications, new
methods, procedures, and policies. SToyovgil

Moreover, competence cannot be defir}gémi{&}m terms of costs
or befietits. Only a few of the costs are feasuirable. The
benefits cannot be mi¢4stifed but they can be understood. . -
One can ur’xders{}taﬁgzulﬁout 13‘8“’ can one r"ﬁééisure; thea' v '\}i‘e‘"of
a loyal customer base rather than one that is%¥e&t1€88%hd
opportunistic? How would one measure the loss and bene-
%tg from disgruntled customers who tell others about their
uﬁﬁappiness? beipiagrr tei-

But competence is understood when encountered—when
%]phone call is answered by spmeone \gpgx ii& knowledgeable,

eerful, and helpttil! when.a“ ’f{f‘é“iy or ‘complaint is

ﬂwawf Wik 0o Mfm: 2 B Pl
handled quickly and $atiSfactg H‘% W tl}out I'll put you on
jﬁg,lgi};hmy departme%, ¢ éoggg’t"ﬁ diethat.” Competence is
reflected when thé nvolcé€ are always understandable and
correct, W]?S% })hgpproduct or seryice %‘5 only meets but
'g:’gfc"q“eds eXpectations, when the‘%aic" aging is right and the
deffvery is on time. ., .v5 prrveebg Giroass
A HEAG YRS bR, G L v
The costs are enibedded i every action, the benéefits in

every”‘g}:é; Céﬁng THE trié meastire Is not how much, but
how. Certaiiily, the costs c?hould be'tailored toiffthe - ™-
resources, but the best part of competence is free. It begins
and ends with knowledgeable,"¢6Hs¥€téntly improving™*

individuals working to the same end, using interactive man-
agement processes in an open, trusting envirorinient and a

&Rk

perﬁge le organization structure.

i




The Permeable
Organization
Structure

When we do not trust the competence of people, we supervise
vys . . . . MLk ’9%“(1&!&4- grE
them. Traditional organization hierarchies suggest cascadin

@'ﬁngs of police and inspectors. When people’s jobs"'géac%‘ffm
different fliricfions, we é%g%i“ﬁat%wthem, g&?’fow y defin

FREHORAT ?esponsilgili 4i‘%4sgmetirx}&sw te barriers behind
which people carthideWhile sk ing bl 446, When the jobs

seem too big, we break them into smaller pieces, and then we
. LRGP 4 . w«.cm:m%m b
coordinate them. These ‘Presumptions of incompetence are the
AROM 0&#%“?5 i OFIATIAL MR . . .
roots of towerihAg hie€rarchy, functional isolationism, and
¢ SUAGROAEHELE 4« . mf(f Mo MPESRL AL PEELCRLL.
overspecialization. Un unately, the presumptions of
AN RMFLET T, . AL (AN ORS
incompetence agg sometimes correct. The world has plenty of
£ A ‘ﬂﬂﬁ't"{f MEROAAUILLII A
wéll-meaning, bright,”and mcompeter}tuBE%)ple. There are also
those who are not so well-meaning or bright. The answer to this
problem only/raﬁrely E?S tg add structure or process controls.

TR&44Y, we should dddréss’ d'l‘?@gtﬁwf?\e sKoT c‘gﬁq‘ﬁ?s of indi-

viduals, we should open up our business processes and remove
e Mgun . . . . )
e&¢&stve communication and, coordination rdquiréments of the
. . Gl fOHAOCTEA] A XLOY (AL . oy s Lt
organization W(}} fions and hierarchy. In practice, it is fu &S
£ ¥ ibrrar e s
address these thrée i s se ely, but for purposg‘fagg
algéuss%onlv;/’gwwil look at them one at a time. In this chapter
we will't5c4% 5t He structure and its two major elements: func-

{i6ns and hierarchy.!
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Functions and h1erarchy areu%e X and Y axes of our organiza-
tion’charts. ngw g(’lty is dire “”%"é‘laié&“ {54he l@‘uét'ﬁ of these
axes, and trust is usually 1?‘?&” i3 AN As we have seen,
management processes f for thedpul%“ose of 1ntegrat1n act1v1t1es
that have been balkanized by the structyre are M{lly partially suc-
tessful o“ﬂtSreac the bbpun {ries of functlons and h1erarch1es,r
we, m e e& matrix structuresd which, un ort a%l p spa‘?yn
Kt R AN
%ven more interstices where s S 1c1on can be harbored. In cre-
ative esperatlon, e nave iHvenite e org ation charts using
WoneeRkic cfrwfes, sq ares, %‘éé’faf\ les, and ?ﬁ%’ér%d pyramids. If
we b believe in the theory ofh “gF owever, we should stop
mver%mg C ng new structures and more processes without
%}éﬁéressmg Atides will %’;ggftvg our pro lems. Any system
i3 ol

evised by man can bepget”eated by man. Unless the humians in
the system believe it is fair and unless they beheve in the aim or
mission of the enterprise, the $éatch fo or, the perfect organization

structure or system will meet the AR of Sisyphus. But if the

stru rﬁre and its processes are user-frlendly, they will be c”orrp fal”
\76 rﬁ HLLLLAE
ly ém EhBraced. We shall 'Er%pose some structural imp: %ve ents.
efthance’ dur

First some theory, then some hlstorx which” mlght
understanding of the need for u'?lfﬁoven(‘fent

Diseconomies of Scope,
g’tj:ale. and Sé

Tlme and time aﬁam we hsa\%Uf?und that theoret1ca1 economies

frf'i.'

of scale and SCOpE are OVErw eimed the co W dlnatlo
integration, and %erwsmn If comp x1‘fy is dire or el ate
to the 1én %\ of the 'a%ds representing hierarchical fm "é"r‘i
if the coordination of complex activities TAlses ¢ costs, th
str g‘ﬁtfé}gward 4pproach is to- rem the leng‘m of the axesf}
Cut layers to e%%mlg'é&g ulthebasddr suﬁgmelslon and &6mbirle
Hinctions t with ggf@f&%ﬁ&ﬂ

Scope

In the 1940s, Erich Fromm wrete about the cobbler who built a
pair of shoes from lasts to laces. He then sold them to a neigh-
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d watched out his w1nd as the nelgh or wore down
the;ﬁ*}1 " then the"33fc¢ ‘ier could f irly Well Pr dict
whe thls customer would return for Te repalrs He had a close
rﬂlatloﬁwfup w1th his product and his customer HlS business
practices were strdiphtforward. He put his r in his pock-
et. From that, he ”ﬁ‘aéal for more leather and ﬂ%ﬂé‘bought a new
Rammer and knife, bought his food, paid for his housin n,g and,
with lt?‘fiufaut a little oreg 76t ng e
W ave !ugt gescr?h'“! the management and s ﬁalon of

esign, pur asm manufacturing, mar etmg, 5%’ customer
service, human ? c?ﬁfs‘,"MIS °§8 ounting, and finance. And the
cobbler didn’t even have an MBA.

Then came Henr and many ? rs who we e followmg
theory first p se& (Pl,ato, "‘65 § 3 réhe "hy Adam
Smith in his famous ac ory and by Charles Babbage. These
people said that greater ef‘f cren@f could be SH{VEE g bgeak-
ing the job into parts ss‘igm one person t k Me leatherd
another td' & the 4¥%es¥another to cut the Hes anothe f{p
the heels and then angther to nail the soles, another to €0 fi the
money, and so on. Al%ng he way, we in¥8Rted machines whleb
could do the jobs even faster. People still would be re ited to
run the machines—but we would need fewer of them. As histo-
ry shows, ord was right. Speciaéhsés dmm
reduced 1re‘ . Yes, the savings were ‘ ewhat by
the cost of coord %aflpon SW and the maintenance of
the machines. Furtherffe, there were the added capital costs
of factorliwand machinery—but éven th n, we could made
shoes %heaper By Mg specialists in desigh, we could make
the shwole(swmore comfortable and more h ome or fHractive.
We hired scientists and technicians to g%m‘ "Aew and bgttgrl
materials which not only 1fhgrovecf" appearance and dirabi ity

Gt permitted new manufacturing techniques which cﬁ?’éosts
even more. Wonderful! But, as we broke the job into more and
moreémfé““we needed more and more people for supervision.
Gradually, supervision, not shoemakmg, became the work of
this new cadre. The closer these s peers came to the
sources of power, the moye in W2HEE the aﬂﬁeva Then, as
rewards systems were cfevgfwu ed wh1ch alg%)eople ac&o%ﬁg
to their levels in the h1erarchy, supervisors were added to
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supervise supervisors, and on and on. But even then we did not
worry. We in the United States had a HEAE SYATPSn the rest of
the world. Our shoes, automobiles, and other goods were far
better and less expensive.

Scale

So we got bigger! Profits and external sources of capital permit-
ted us to build not one but dozens of factories whose activities
were coordinated by more supervision, corporate specialists in
production, marketing, and the other functions. We found
sources of public capital which let us hire professional man-
agers who had no direct financial stake and who often came
from the supervisory ranks. Many of these felt that their jobs
were to supervise the system, not to improve it. Nevertheless
profits continued to grow even as we added more supervisors
and more people to measure the work, to control the money,
and to distribute the information needed.

But Erich Fromm was not writing only about production eco-
nomics. He was writing about alienation of workers from their
work, their product, their customer. The people who watched
over the machine which drove the short nails may not have
known what the finished shoe would look like. Certainly, they
would not know the wearer of the shoes. Even the supervisor
who watched over the persons who watched the machines
which drove the short and the long nails had no real knowledge
of end use. Or the supervisor who supervised all the nails or the
“really big boss” who supervised both nails and stitching may
not have known. These supervisors and their colleagues pro-
duced reports. Numbers nailed, numbers stitched,
percentage scrap, percentage rejects, machine utilization, cost
per unit nailed, cost per unit stitched, cost per unit nailed and
stitched, attendance, absenteeism, units per man hour. Our
management cadre was producing numbers, not shoes. '

Industrial engineers came along and established standards.
Now the supervisor was measured on variance from standard.
More importantly, this supervisor’s numbers and variances
were compared to other supervisors in the plant—and supervi-
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sors in other plants. Bonuses and promotions depended on
supervisor’s ranking with others. To the extent that those who
reported to the supervisor failed to produce the desired num-
bers, they became the enemy. Now there were adversaries all
around—up, down, and across. Trust disappeared.

In this environment workers became increasingly alienated.
They organized to bargain collectively for wages and work
rules. “No, the worker should not nail 1200 nails per hour—only
700. And the company cannot move the worker to the stitching
machine without a pay premium.” To supervise this system, a
parallel system of “management” was added: shop stewards,
plant stewards, managers of local unions, along with their
administrators, accountants, and finance specialists. Some of the
money paid to them was used for strike benefits and to organize
other plants or other industries. Some of the money was used
for lobbying, some was used for managing the union super-
structure. Although it may have appeared that these activities
were paid for by the worker, it all went back into the cost of the
shoes. Still, all was fine. American manufacturing continued to
prosper and grow.

But we were living on borrowed time. During the 1960s and
early 1970s, U.S. companies became aware of more and more
shoes and other goods from overseas. Their quality and design
were not so bad and were getting better. Prices were lower.
“It’s the cheap labor,” we told ourselves. To an extent we were
right, particularly in regard to high labor content and low val-
ued-added products. Not to worry. We’ll either shift our pro-
duction to low-wage countries or in some cases we will aban-
don that line of work. But as the companies in low-wage coun-
tries made money, they were able to purchase the same
machinery we were using. Now they had both state-of-the-art
machinery and low labor costs. Furthermore their capital costs
often were lower, making their machines much less expensive.
“Unfair,” we said. “We have to level the playing field.”
“Quotas and tariffs are needed.” “The dollar is too dear.” Then,
when the Japanese and West German wage cost reached parity
with ours, we justified our positions with the disparities in cur-
rency values and capital costs. Then we found other excuses:
The competitors had morning calisthenics, company songs,
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government assistance, a culture which produced a docile labor
force and a supervisory cadre who were willing to work 14
hours a day. But we still needed to explain away the increasing
technical competence and innovative ability of our adversaries.
So, in the 1980s we consoled ourselves with data that showed
the United States was in the lead in technological break-
throughs. That helped us bear the realization that even though
we invented the microwave oven and VCR, none were manu-
factured here. Radios and dozens of other transistor-based
products were no longer manufactured here either. Only one
television manufacturer remained. Again, we comforted our-
selves with the explanation that our off-shore competitors were
good copiers, good adaptors. “We’ll ultimately win with break-
through technology.”

It wasn’t until the late 1980s that serious doubts were enter-
tained about the validity of our excuses. Dr. W. Edwards
Deming had been warning us for decades, but we had
ignored him. Now, as we studied our successful competitors,
we found that in addition to company songs and a supportive
government, their system of management was more effective
and more efficient: fewer organizational layers by far; less
supervision because they trained their workers to do much of
their inspection; less specialization because their workers were
cross-trained and their work rules permitted employees to per-
form many tasks, as needed; fewer maintenance workers,
because the shop floor worker was trained and permitted by
work rules to perform maintenance tasks. And we found a lot
more trust. We found a management group that was willing to
listen and to learn from the people doing the work—not just the
engineers. Hence we found quality circles which were worker
driven, not management driven. We found also that the engi-
neers were cross-trained. Newly graduated engineers were sent
out on marketing and sales jobs in order to better understand -
the customers. By the time someone became a senior manager,
she or he had held several functional positions. All the forego-
ing are examples of greater organizational competence made
possible in part by a permeable organization structure that
allowed easy access across functions and more effective interac-
tion in a shorter chain of command.
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Back to Erich Fromm’s cobbler. Is big always bad? Was
Schumacher right: “Small is beautiful”?? Big is bad to the extent
that control and coordination stifle creative participation and
otherwise alienate managers and employees. These corrosive
conditions, however, exist in smaller organizations. In that con-
text, big is not bad perforce. Indeed, big is a necessity in some
industries if companies are to successfully compete—especially
if they compete globally. But if big becomes a state of mind
which glorifies size rather than agility, and if big thoughtlessly
encourages the growth of the hierarchy and the proliferation of
functions, then it needs to be cut down to size. Jack Welch has
said that he wants General Electric to be run like a $70 billion
popcorn stand. The company’s actions sometimes belie his
words, but Welch’s intention is clear: He wants to eliminate the
waste created by bureaucracy and to instill the value of speed,
simplicity, and self-confidence.

My own belief is that organizations tend to excessive size—
size not measured by dollars but by the number, complexity,
and inefficiency of information carriers: people, structure, and
processes.® The earlier discussion suggested one way of reduc-
ing size by shortening the hierarchy and combining the func-
tions. Hierarchies and functions breed mistrust. Mistrust breeds
hierarchies and functions. The common denominator is mis-
trust. Until it is eliminated, or at least ameliorated, no meaning-
ful change in structure or process will be possible.

The Hierarchy

The organizational hierarchy serves best which trains its people,
then integrates and coordinates their activities. Its antithesis
is command and control—inspector, police, sometimes mule
driver. The assumption driving this obsolete model is that
the bosses know how to do jobs better than the people who
are doing the work, that people dislike their jobs, that they
will not make their quotas unless driven or paid by the piece,
that to meet numerical quotas they will knowingly turn out
substandard work. These expectations are self-fulfilling:
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“People are not trustworthy!” Sure enough, they’re not. Ergo,
“The system works!”

Managing the hierarchy also drives assumptions about span
of control, an almost casually used descriptor freighted with
meaning. It calls to mind another system devoid of trust—
prison guards and prison work groups. Perhaps a farfetched
analogy, but close enough to make the point.

Assume that one prison guard can handle 5 or 6, but not 100,
inmates. Unless, of course, the guard puts them in chains! That’s
it! A breakthrough in management theory borrowed from soci-
ety’s growth industry.
~ The short span of control, in turn, dictates the number of
guards as well as the number of guard supervisors. Let’s call the
guards “line supervisors” and their supervisors “section heads.”
With a span of control of 5 inmates, 20 line supervisors and 4
section heads will be needed for each 100 prisoners. If the prison
has 1000 inmates, then 200 line supervisors will be needed who,
in turn, are supervised by 40 section heads who require 8 group
heads who then require 2 area heads, who in turn report to an
executive vice president in charge of work gangs. We have 251
people in “management” not counting the warden—a ratio not
of 1 to 5—but now 1 to 4. This is the logical outcome of the pyra-
mid effect—and we now have six layers between the warden
and the worker. If our span of control were 10 we would need
about half as many managers—111.

The foregoing is not to suggest fewer prison guards. One-on-
one may be more appropriate in some prisons. But it is anathe-
ma in today’s business world. The command-and-control
model with short spans of control creates enormous losses:
direct losses measured by excessive management costs and
indirect losses measured by degradation of information as it
travels up and down the golden staircase. These losses,
although great, pale in comparison to costs associated with the’
workers’ loss of motivation to excel in their jobs as defined—or
to redefine and improve methods of accomplishing their tasks.
Furthermore, the costs increase geometrically as the workers
move up the skills ladder or management hierarchy.
Inappropriate as the control hierarchy may be for low-skill or
repetitive tasks, it is folly when used with information and
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knowledge workers, middle managers, and remote units such
as sales offices and service centers.

The Fimctions

If my MBA candidates ask, “Is this a finance or a marketing
problem?” my answer is “Yes.” Very few business problems can
be isolated. As everyone knows, a successful marketing pro-
gram requires financial support—but such a program also
required good manufacturing and distribution. ‘Before that, it
requires good design and purchasing. Order entry and billing
systems are necessary to support the sale. Accounting is needed
to keep track of the cash and profits and losses. Banks and other
financial sources are needed, as are suppliers and customers.
Nothing new here. The word team is one of the most popular
words in business. I've noticed, however, that its greatest use is
by those on the higher rungs of the ladder—and is usually pre-
ceded by the pronoun my. Down the ladder, one hears the word
.« team rarely. Even more rarely is it preceded by the word our.
Sometimes the word is their, ;

In one instance that I observed, the marketing department
drew up concepts for a new product and then handed it over to
the design engineers. Almost a year went by before the purchas-_
ing agent was asked whether he could purchase the material
in sufficient quantities at the right pricey Manufacturing was
never asked whether they could build it—never mind whether
they could build it on time or on budget: The sales department
was not consulted. Long after the product failed and a new
project was under way, I asked the marketing vice president
if the salespeople had been consulted this time. When he
responded “Yes,” I asked what their responses had been. He
replied, “We don't really listen to them. They’re just salesmen.
And they don’t know our problems, so we just punch their tick-
ets.” The permeable structure, the hallmark of competent orga-
nizations, was the victim of functional isolationism. The product
and the company suffered. The development cycle was twice as
long as it should have been, and, chances are, the new product
-will fail also.
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In another instance, marketing and sales vice presidents pre-
pared their business plans without ever talking to their manu-
facturing and distribution counterparts. Yes, they were given 2
or 3 pages of economic assumptions and a hurriedly concocted
strategic statement. The heroic assumption was that the division
staff would coordinate the various functional plans, then referee
the fight for resources. Open, interactive communication, again,
was absent. Any competence the organization had possessed
was bottled up in the functions and was therefore limited. It
would have expanded geometrically had information been
shared across functions.

Another especially poignant example: A small manufacturing
company on the verge of bankruptcy was holding a last desper-
ate meeting of its senior managers. Suppliers had cut them off,
so the manufacturing plant was about to shut down. During the
meeting, the marketing vice president, who had never been in
the plant and had never met the manufacturing vice president,
mentioned a product for which he had a large order but which
was not in the current catalog. The manufacturing vice presi-
dent perked up and said, “I can build that. We have a ware-
house full of material for that product.” Unfortunately, it was
too late for this coordination to help. The company did not sur-
vive. Perhaps the lost sale would not have made the difference,
, but the company will never know.

Overspecialization

Overspecialization is in part due to the complexity of today’s
business world. Specialists are increasingly necessary. The
sophisticated tools used by marketing research require well-
trained theorists and practitioners. Metals and plastics techni-
cians can spend their lifetimes learning. A specialist’s full atten-
tion is required to manage swaps or coordinate international
currencies. Well-trained technicians are required for computer-
managed decision support systems. But this call for excellence
in their specialties does not mean that any of them can afford to
live in splendid isolation. The question which naturally follows
is how they will find the time to interact productively if so
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much time is required to discharge their daily responsibilities
while maintaining competence in their special fields. The
answer is essentially the same as it was for the New England
supermarket personnel, who were spending one-half of their
time in the paper chase—documenting activities for the benefit
of headquarters personnel. We have to eliminate the bureaucrat-
ic nonsense that is spawned by the command-and-control hier-
archy and by functional isolationism.

Too many specialists and scientists I have talked to also are
covered up with “administrivia.” Some of them go along with
the system—at great loss to themselves and to the organization.
Others rebel—refuse to comply—thus earning their stripes as
eccentrics or troublemakers. Some of the rebels are so good at
their work that the organization accommodates them. Other
rebels turn sour—more reclusive—until the organization gives
up—decides to fence them off or asks them to leave.

Universities are not immune to overspecialization. Business
researchers dig deeper and narrower holes. Refereed journals
are often incomprehensible except to the referees. The analyti-
cal models offered in these journals may be technically correct
as defined but often lack critically important input from differ-
ent disciplines which would drastically alter the outcomes.
Recently I read an article based on a mathematical model of a
manufacturing process. It was written by three respected acad-
emicians, who were using elegant math, and it was published
in a respected academic journal. The model had holes in it big
enough to drive a forklift through. Had the good professors
consulted their colleagues in manufacturing and production, or
had they consulted with a practitioner, they could have saved
energy, reputation, ink, two or three trees, and perhaps a spot-
ted owl. Overspecialization and insufficient interaction did
them in.

Although the tendency in business and academe has been
toward greater specialization, many examples from science and
business demonstrate that cross-fertilization is and has been
alive and well. The Manhattan Project, which developed the
atomic bomb, would not have been successful if the scientists
from different fields had not daily worked together in that small
building underneath the football stadium.
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Much of the research on diseases of the retina is now center-
ing on nutrition. The literature on innovation has many exam-
ples on the power of external stimuli. Brewster Ghiselin’s book,
The Creative Process, reported conversations with the great math-
ematician Henri Poincaré who reported that external stimuli
outside his own field had been prompters of his breakthrough
insights.? Steven Jay Gould is a specialist in evolution, a gener-
alist as well as a scientist, and at least a borderline renaissance
man. Cross-fertilization of his wide range of interests is appar-
ent in his rich offerings.

On the shop floor and in administrative work, the problems
of overspecialization are addressed by cross-training. Indeed, if
the job is defined broadly enough, it is not cross-training but
training for a bigger job. Nothing really new here on the manu-
facturing scene. Although many companies still hew to the tra-
ditional production line orientation, cellular manufacturing and
other processes have been addressing overspecialization for
years. Toyota addresses this issue directly in its employee man-
ual. For instance, the manual states that in Japan there is usually
no job description for an employee. However, the responsibility
of the group or section is clearly defined. The manual goes on to
say that the employee is expected to be qualified to handle sev-
eral jobs within his or her group. Moreover, Toyota has, as do
many Japanese companies, large-scake staff reassignments in
February or March. The company follows this practice not only
to develop generalists but also to develop a large circle of
acquaintances in the organization, which they go on to say is
one of the greatest assets of Japanese workers and managers.

The move away from overspecialization has not progressed as
far in administrative work as it has in manufacturing and pro-
duction; however, there are notable examples, particularly in
self-supervised accounts payable groups. My colleague E. Kirby
Warren reports on an insurance company which experimented
with a self-supervised accounts payable section that was one-
half the size of the other sections yet produced 40 percent more
work, essentially error-free. I had similar success 20 years ago
with a self-supervised group at a supermarket company. Mike
Hammer reported in his now-famous Harvard Business Review
article on reengineering about an insurance company which
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reduced from 13 to 1 the number of people required to approve
new insurance policies. Turnaround time was reduced from 5 to
25 days down to 2 to 5 days—some in as little as four hours, and
the work force was substantially reduced.’

The Quest for
Permeability—Horizontal
versus Vertical

Business books and journals regularly report examples of com-
panies that are breaking down the barriers in the chain of com-
mand and between functions. General Electric’s quest for the
boundaryless organization has received much attention. Asea
Brown Boveri has dealt similarly with the chain of command by
abolishing it—with the exception of two layers. Tom Peters sug-
gests the RIP organization process—rip it up and start all over
again.® Mike Hammer has said, “Obliterate, not automate.”” I
have said for years that we should throw away most of the busi-
ness textbooks on organization, shred organization charts, and
burn the policy manuals. We can preserve institutional learning
and exercise necessary control through interactive processes,
and we can eliminate waste and complexity if we shift our
thinking about business from vertical to horizontal. But all of us
are latecomers to this insight. W. Edwards Deming, in 1950,
suggested the move toward horizontal organizations when he
developed the organizational flow diagram that showed the
interdependence of suppliers, producers, and customers.
Recently, Dr. Nida Backaitis, Dr. Deming’s associate, has sug-
gested that the famous Deming model is also an organization
chart. His model not only shows reporting relationships—where
the person fits in the process—but it helps people to understand
what their jobs are. A traditional pyramid shows only who
reports to whom. Moreover, two of the groups that are central
to the process—suppliers and customers—are conspicuously
absent from the traditional vertical chart.

Although I believe that the structure of very few enterprises will
look vertical in the years to come, it will not be necessary for all
businesses to immediately destroy their present structure in
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order to achieve greater permeability. Task forces and other
temporary structural mechanisms that have been so well report-
ed will help to create horizontal permeability. Business process-
es described in the next chapter will also loosen the bonds of
restrictive structure, but all these changes will ultimately be just
cosmetic—permeability will not be achieved—if business is con-
ducted in a climate of mistrust, if people, activities, and func-
tions are evaluated narrowly, with the supposition that they can
act independently of each other. Competence also is crucial to
permeability, as is appreciation for a system, trustworthy infor-
mation, and high integrity. The absence of these will sooner or
later warp any changes back into the fortress structure and will
foster the defensive processes that foster so much complexity
and waste.

Dealing with the five causes of mistrust, important as they are
for traditional structures, will be even more important to the
new horizontal structures. A task force whose members do not
trust the motives or competence of one another will be worse
than no task force at all—better to revert to the traditional con-
trol hierarchy than to run the risk that the task force will self-
destruct. But sometimes there can be a silver lining to the stress-
es found in these task forces. The stresses not only will highlight
the need for trust, they should also dramatize the need and pave
the way for changes required for improving trust.

Vertical to Horizontal

Let’s look now at some of the outcomes of horizontal thmkmg
Task forces have been used for years. They can serve as a model
for other changes. They can exist for one day or for a year or
more. Task forces can be particularly useful to the company that
has not yet used horizontal structures. Caution: Do not overuse.
A seminar participant who had formerly worked with a large
personal computer company told me that at one time he was on
32 task forces, yet continued to have functional responsibility.
Another caution: If functions still hold the power in the reward
system, the person assigned to task forces will quite correctly be
concerned about evaluation of her or his work. A very compe-
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tent in-house lawyer who was assigned to spend half of his time
on an industry task force received a mediocre rating at his annu-
al review time. He was livid. “How do they know what I have
been doing?”

Teams are usually longer-lived than task forces. They can be
used for special projects—new product development or intro-
ductions—or can be organized more or less permanently around
product teams, where several people from various functions
work together only on one product or one product group.

The General Motors light truck plant in Shreveport is orga-
nized around the team concept, and it regularly posts the great-
est productivity of any of the General Motors plants, including
the famed Nummi plant, the GM-Toyota joint venture modeled
on Japanese management methods.

Process teams can be, for example, people from various func-
tions working on an expanded concept of customer service,
which might include order entry, distribution interface, product
or service complaints, billing adjustments, special pricing, etc.
In some instances, people on these teams can hold multiple
assignments; however, joining and rejoining can create informa-
tion lag, thereby adding to the complexity and subtracting from
the consistency of the effort.

Customer teams can be project assignments or relatively per-
manent assignments to an important customer or to a specific
customer group. Companies that serve Wal-Mart and other
power retailers often have permanent teams based at or near
customer headquarters. Technology-based companies use cus-
tomer teams for major installation projects. Consulting and
other knowledge-based companies have been using the cus-
tomer team model for years.

Some precautions are in order here. Changing from a vertical
to a horizontal structure through use of teams can look great on
paper, but the change does not happen automatically. New
communication channels must be opened. Information systems
need to be reconfigured. If, for instance, a product team is
responsible for customer interface, how are billing problems to
be resolved? If the expanded customer service team has all the
contacts with the customers, where will pricing information be
located, what pricing authority will repose in customer service,
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how will the salespeople be kept in the loop? Similar issues
need to be resolved with customer teams. For instance, what
will be the team’s relationship to the company’s product man-
agers? How will scheduling conflicts in manufacturing and dis-
tribution be resolved?

These problems are obviously not insurmountable, but they
need to be addressed if the new horizontal structure is to be suc-
cessful. In some respects, the solution might be described as an
iteration of the matrix structure. I am not suggesting here that a
matrix structure be adopted, because the term matrix is limited
and the matrix has been tarnished by its many failures. But the
matrix structure itself might not have been the problem. The
problem could have been in the evaluation system—evaluations
not only of the employee who worked for two bosses but
between the two bosses themselves in their struggle for recogni-
tion and power. The compensation system that was proposed in
Chapter 5 will ameliorate the stress but will not remove it com-
pletely. Even if the new structure were to have some aspects of
the matrix organization, it should not slavishly imitate any
other model but should be tailored to fit the requlrements of the
situation. Tom Peters’s “clean sheet of paper” may be the best
way to proceed. And creation of the design that goes on that
paper should not be delegated to a consultant or a human
resources department. They can provide guidance, certainly, but -
if operating managers and information sources are not actively
involved, the design will not only suffer the NIH (not invented
here) problem, but much more importantly, it might not meet
the broad requirements and certainly not the nuances of the
firm’s strategy and its operations.

One last admonition: Teams and task forces can look good
conceptually but will not be effective over time if they do not
address the career needs of their members. If people are
removed from home base where their performance is assessed,
where job assignments are made, and where pay and promo-
tion decisions are determined, task forces and teams will not be
successful in the traditional organization. They of course have
been successful for years in more informal organizations like
consulting firms and high-technology organizations. For per-
meability to improve in the traditional organization, functions
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must lose some of their power—perhaps better said: They
should share their power.

Town meetings, introduced by General Electric, are now being
used in various forms by other firms. They usually bring togeth-
er suppliers, customers, and people in the company—across
functions and up and down the hierarchy—to work on a com-
mon problem. Two of the requirements for success are: The
problem must be well defined and not too broadly stated; and
data about the problem should be gathered, codified, and in
some instances analyzed and distributed to the participants
prior to the meeting. Without these two requirements, the town
meeting could degenerate into an expensive bull session.
Companies sometimes begin with big meetings with 60 to 80
people, who are assigned to groups that will specialize in vari-
ous aspects of the problem, then come together at the end of the
process to make their recommendations. These big meetings are
useful for kicking off the process, but over time are too cumber-
some and expensive. They serve their purpose if they break
down organizational barriers and serve as a model for smaller
problem-solving groups. As one GE work-out consultant said,
“They should become ‘natural acts in natural places.””

Prahalad and Hamel report on another structural change that
promotes permeability among core competencies.® Rather than
organize by customer project, product, or the more traditionally
organized functional strategic business unit (SBU) with its
implicit profit responsibilities, Canon and NEC have tailored
their organizations around the core competencies. This organi-
zational form, which seems best suited for technology compa-
nies, fosters cross-fertilization among scientists and technicians
who, otherwise, would be isolated—working in their own areas
of specialization. Freed from the constraints of traditional struc-
ture, companies that organize around core competencies seem
to develop better products, faster and less expensively.

Building on Prahalad and Hamel’s work, George Stalk, Philip
Evans, and Lawrence Shulman observe that some companies are
organized around core capabilities.® Their centerpiece example is
Wal-Mart, which has identified logistics and communications as
those most critical to its success. Wal-Mart’s communication system
directs product flow, and the logistics system gets product to the
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stores on time. Suppliers are integral to the information systems,
which are incredibly permeable. Information exchange is quick
and comprehensive. But suppliers must similarly have perme-
ability that permits information exchange and the capability to
move quickly, or they will not be suppliers for very long. One of
the more dramatic examples of structural permeability at Wal-
Mart is the interaction of buying, merchandising, and store oper-
- ations. Traditionally, buying and /or merchandising is a separate
and distinct function from store operations. Not at Wal-Mart.

I am a member of the board of directors at two retailing
firms—one, a women'’s fashion retailer, and another, a large gen-
eral merchandise retailer. I can attest to the wars and the atten-
dant communication lapses that exist because merchandising
and operations are separate, distinct, and evaluated as if they
were independent entities. And in the food retailing operation
that I led, I noted that when the vice president of merchandising
wished to infuriate his counterpart in operations, he would say,
“I am the architect and engineer—you're just the contractor.” In
most instances that I have observed, merchant/buyer intransi-
gence is the primary culprit in losses from this organization fail-
ure. Intransigence is responsible not just because of the adminis-
trative waste and complexity created, but also because merchan-
disers do not properly read the customer, or store’s ability to
translate the merchandising concepts to the customer.

Wal-Mart has ended the war, first by removing much of the
power from headquarters buyers and second by blurring the dis-
tinction between merchandising and operations. Most merchan-
dising decisions at Wal-Mart are made by operations people who
are in the stores. Then the permeability among the functions—
buying, merchandising, operations, and distribution—is drama-
tized by Wal-Mart’s famed Saturday morning meetings, with as
many as 500 people in attendance, where information is shared,
where decisions are made, and where plans are formed on the
spot for next week’s activities. Wal-Mart could not exist with the
traditional command-and-control hierarchy and functional isola-
tionism. Structural permeability is one of its greatest assets.

Nordstrom Department Stores has now moved much of the
buying responsibility to the stores. This move has been costly; it
creates havoc when hordes of Nordstrom buyers from all over
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the country descend on the market at the same time—but
Nordstrom keeps getting it right. The customer prevails over
organizational niceties. The extra cost is well worth it.

Colocation it the new organizational buzzword that reflects the
importance of geography in business operations. When man-
agers suggest that colocation creates confusion and/or unac-
ceptable noise levels, I tell them about reorganization task forces
with which I have worked. We usually commandeer a shabby
office somewhere, bring in some tables and folding chairs,
install a few phones, and “We’re in business.” If the person we
want to talk to is across the room, we can walk to her or his
desk. More often than not, we just sing out our questions and
responses. It doesn’t seem to bother the others. Indeed, it may
broadcast information that will be valuable to them also.

Manufacturing companies are now locating design engineers
on the Pplant floor—to the initial discomfort of the design engi-
neers. But in most cases, they ultimately have become enthusias-
tic about the change. Their output improves and they develop a
closer relationship to the end product.

I recently visited a small manufacturing operation—about $60
million in revenues—that had replaced its MRP II system and
several employees by colocating the plant scheduler and the
purchasing director. They were within speaking distance of
each other. Moreover, they were within 50 feet of the plant’s
operations manager. Furthermore, the company had verified its
commitment to horizontal thinking in its relationship with sup-
pliers. All materials were sole-sourced. The suppliers had
become a seamless adjunct to the team. Daily inventories were
conducted—yvisually—by the purchasing manager, who report-
ed enthusiastically that not only was raw in process (RIP) inven-
tory held to a very few days, but that since the inception of the
new procedures and the colocation with the plant scheduler, no
plant shutdowns or scheduling problems had occurred.

Zytec locates its purchasing managers with its design engi-
neers. No more “throwing the specs over the wall” to the
purchasing manager with the instructions, “Go get some
quotes.” Now the purchasing manager at Zytec takes a profes-
sion interest in searching out new and better materials and bet-
ter ways of using them.
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Examples are legion. But any changes in one component of an
extant system will trigger changes in the system. So the infor-
mation flows and management processes need to reflect these
organizational changes. And of course colocation cannot be
taken to absurd lengths. During a recent planning meeting, one
executive in mock disgust cautioned, “If colocation picks up
much more momentum around here, we’ll have to rent the
Superdome and some folding chairs.” This caution notwith-
standing, companies in their quest for structural permeability
are using colocation as one of their organizational tools.

Small is beautiful. Task forces or teams should be small enough
so that each member can know the other and can know what
work the others are doing. The team should be small enough
that all communication is oral and that competence is readily
observable. Creation of a number of small work units will of
course create its own problems of coordination. Each firm
should develop the communication system that best suits its
needs. But the effort will be richly rewarded by the fact that
communication is now focused on the customer, the product, or
the process—not functions or the chain of command.

Although specialists are always needed, the quest for perme-
ability implies that the specialists acquire more general knowl-
edge of how their activities can more effectively contribute to
the whole—and in some instances, the specialists should be
allowed the fun of playing the generalist role.

Finally, everyone needs to be customer-focused. Whether in the
traditional vertical structure or in the horizontally focused
structure, greater permeability will be achieved if each person
can answer affirmatively the following: Am I helping to design,
produce, sell, distribute, and collect for a product or service
whose goal is to get and keep profitable customers?



Interactive
Processes

If functions and hierarchies are the structure of an organiza-
tion, processes are the systems which give it life. They provide
direction through planning and budgeting, they provide con-
trols through financial and operational reviews, they provide
feedback through information and reports, and they provide
coordination through meetings, memos, and other communica-
tion tools. Here we will examine a few of these processes to
learn not only why they so often go awry but also how we can
improve them. '

Budgets and Business
Plans

One of our most damaging time wasters is the preparation of
the annual operating budget. If Leonard Bernstein were still
alive, I would ask him to write a ballet about budgeting—the
steps are predictable if not beautiful, and the music would
sound more like the Grateful Dead than Tchaikovsky.

Typically, the budget-business planning process begins in July
or August—earlier in some firms. Senior management personnel
issue financial guidelines—for instance, 15 percent growth and
20 percent return on assets employed. Although not intended to
do so, these guidelines sometimes influence the operations for
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many of the smaller budgeting units, whether or not the 15-20
rule applies. Some are support functions and should not be
judged financially. Other units may add strategic value to the
product portfolio. The attempt to conform them to the 15-20 rule
can lead to pricing mistakes or to resource starving. In other
instances, managers make strategic allowances for the units
under their purview, but when their departmental or divisional
budget is rolled up, it must meet the 15-20 guidelines. Some
companies use the same guidelines year after year with the justi-
fication that the stock market rewards consistency. Only a few
companies are able to pull this off over time. Other companies
pay a terrible price if they have, over time, made short-term deci-
sions that were detrimental to the long-term health of the firm.
For example, a well-known global company uses similar guide-
lines. According to some of this company’s executives, the
worldwide price inflation of the products they sell was in 1992
between 1 and 2 percent. The rest of the growth—to meet the 15-
20 guideline—would have to come from new products or from
incremental market share. But increased market share will not
come from the tooth fairy. Sometimes sheer genius will do it.
More often, however, increased market share requires new dis-
tribution or marketing expenses. Caught in a double bind of cur-
rent soft sales and the profitability target, managers are reluctant
to take the marketing expenditure risk. New products present a
similar conundrum. New products require investment, only
some of which can be capitalized. New products introduced in
_ an unfriendly economic environment carry a lot of risk. The costs
generally are known. The revenues are not. Because the risk is
high, product portfolio decisions that are important to the com-
pany’s market position are often postponed.

In both scenarios, the managers are facing the realization that
they cannot meet both the growth and the profitability guide-
lines. So they devise various survival strategies. Too often, these
strategies are for their personal survival, not the firm’s. One of
these is “Damn the torpedoes and full speed ahead. Budget for
the sales increase and the profits, then pray for a miracle.”
Happily, for budgeting purposes, the sales increase pulls up the
profit number on the budget. This survival strategy buys man-
agers some time—say, until the beginning of the third quarter
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when the managers now have no choice but to admit that their
budget is in trouble. They can appear heroic by slashing costs
that had been ramped up by the aggressive sales target. But the
earlier ramping up requires Draconian ramping down—the type
of downsizing that destroys trust as well as future prospects of
the business. Another ploy is to borrow sales from the next
quarter or the following year. Let’s say, though, that stark reali-
ty finally intervenes. It becomes clear that they cannot make the
numbers. If the entire firm is in the same shape, they can hide
along with their peers under the shroud of a lousy economy.
Nevertheless, the company pays the piper. The aggressive rev-
enue projection has also ramped up inventory levels, which
almost always requires that sooner or later the inventory be dis-
counted or reserved because of obsolescence. Happily for the
budgeteers with short-term views, decisions to add to reserves
are not always made during the present budget year. The bud-
geteers comfort themselves with the thought, “We’ll cover this
up when times are better.”

Another strategy is to budget for lower sales and to begin to
cut costs. Of the two, this strategy is directionally the best, but
the execution is usually flawed. The budget timetable prevents
managers from making process changes which reduce costs
through elimination of complexity and waste. Instead, they hur-
riedly cut costs that might be important to the long-term health
of the firm. Again, the negative effects of the cost-cutting strate-
gy are usually not immediately apparent. The advertising and
marketing cuts might create risks for future market position.
Moreover, productive people who might be needed in the
future are fired. Travel is cut at the very time that customer con-
tact is most important. And, of course, the time-honored budget
cushions—maintenance, training, and education—are thrown
overboard along with any vestiges of trust that might remain.

The third strategy isn’t very pretty, either, but might be as
effective as the others. Acknowledging the hopelessness of the
task, managers just tell the budget department, “Do what it
takes to put the budget together, then we will fake it to get
through the year somehow.”

Now, let’s complicate the process. Because the evaluation and
reward system is usually built around the functions, the budget
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is built around functions also—usually to the detriment of hori-
zontal issues: products and customers. Marketing requests the
money it needs or thinks it can get and allocates it over the
products under its purview. Manufacturers do the same—as do
distribution and the other line activities. Certainly there are
attempts to coordinate these budgets in terms of products or
customer groups—the horizontal aspects of the firm—but the
budgeting I have observed rarely does this effectively. The func-
tions work in relative isolation. Product managers are generally
ineffective at budget time. Product strategy is often submerged
by functional considerations, thus suboptimizing the important
work of the firm.

Staff activities are usually lumped together, and if activities
are spread, they are usually spread against functions. They are
not tied to products or customers. Worse, I have yet to talk to a
line manager who trusts the allocation process. Now let’s com-
plicate the process even more. Say that merit pay or incentive
bonuses are tied to performance and that these targets are not
only vertical but pushed down to each of the relevant activities
in the functions. If trust ever existed, it is banished by this
process. The product manager who reports to the marketing
vice president believes that he or she is shortchanged on
resources or support and is asked to take chances on pricing
that may diminish unit sales. Marketing research almost never
gets the money it needs. Advertising begins with A, so when
budgets are adjusted downward, advertising is first in line.
Across functions, the wars we have reported on earlier are even
more fierce. Salespeople know that they can meet their numbers
with better marketing support. Marketing knows that if the
salespeople were more effective, marketing could get more
mileage. They are all disquieted if manufacturing causes
unscheduled cost increases or is behind schedule. The list is
dreary and long. But we keep slogging along.

I know of a superbly run, small family-owned company that
in 1991 missed its profit budget—on the high side—by $1 mil-
lion, about 100 percent. I also know of a large retailer that in the
same year missed its budget on the low side by about $40 mil-
lion—the percentage was astronomical. Both firms use the verti-
cal method of preparing budgets. The smaller firm does a better



Interactive Processes 151

job of coordinating the functions; nevertheless, the process
remains more vertical than horizontal. Both these firms are led
by extremely intelligent, knowledgeable executives who spend a
significant portion of their time in some aspect of business plan-
ning and budgeting. Moreover, some of their support staff
spend as much as 50 percent of their time on budgeting activi-
ties. Considering the wild variances in their performance
against budget, one has to wonder: Why bother with budgeting?
Well, there is a better way. Here are some of the guidelines.

» Use the budget for planning, not for control or evaluation. It
is a living tool—subject to change, hopefully for the better,
but it is not written in stone. (Who in early 1990 predicted
Desert Shield?)

® Do not start with financial guidelines such as 15 percent
growth and 20 percent return on assets employed. These not
only tend to mask real problems that must be faced, but quite
often they are limiting, causing loss of strategic opportunities.

= Do not prepare best-case, worst-case budgets. They are con-
fusing. Instead, prepare one budget—the most realistic bud-
get possible at the time. Base it on an unvarnished analysis of
the past, an honest look at the present, and a realistic predic-
tion of the future.

» Do prepare the budget by product or by customers—horizon-
tally, not vertically.

m Unless your company is a giant or a conglomerate, start and
finish the budget process in one week or less. Bring together
all the relevant decision makers and information sources in
the same room at the same time—preferably off-campus—
with the CEO, who has the responsibility of running the
meeting. Be sure the meeting also includes decision support
services or MIS professionals, who have their PCs and
spreadsheet programs close at hand. To begin the meeting,
review the presentations of the financial and budget people
who will have prepared graphs showing performance over
the past three years. Next open the meeting to anyone and
everyone who can add to the understanding of the past per-
formance or who can make suggestions for future improve-
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ment. Here the PC operators can begin to play “what if” and
“what else” games, in order to sharpen people’s thinking.
With all this as a background, the CEO and others involved in
strategic planning should present their views on the strategic
direction of the company in terms of both existing and new
products and services. This presentation should serve as a
backdrop for general discussion of each of the products and
customer groups. Freewheeling is in order at this early stage
of the process—questions like, “How could we double the
profitability of Product A” or “How can we break through on
Product B rather than settle for incremental increases?”
Resources needed to accomplish these goals should be dis-
cussed in rough numbers. As these suggestions are explored,
the decision support people should be gathering information
so that in an appropriate time they can produce a rough idea
of the financial result of these activities. They will usually
need to work during the evening to produce the various sce-
narios that have been discussed.

These broad, strategic aspects of the budget process are criti-
cally important but are usually given short shrift in the tradi-
tional process. Only after strategic issues are thoroughly vetted
should the focus begin to narrow. When they do narrow, bud-
gets for the important products or product groups should be
developed in rough approximations. (Precision in budgeting is
nonsense. Financial people who are trained that everything
should cross foot and tie in should be advised to loosen up dur-
ing this planning process.) As the preliminary numbers are
rolled up, it becomes clear why all the decision makers and
information sources along with the CEO should be in the same
room at the same time. Conflicts that arise among product
groups and services or between marketing, R&D, purchasing,
sales, manufacturing, distribution, and the various support ser-
vices can be resolved on the spot. A CEO who is well-prepared
can smell out and squelch political ploys. These conflicts need
not be corrosive. They can be creative under the guidance of an

effective CEO. For instance, manufacturing might be incurring
costs that were appropriate at one stage but that can now be
eliminated. With manufacturing, sales, and marketing in the
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same room, decisions to remove these costs can be made on the
spot. Moreover, if the compensation plan that I proposed in
Chapter 5 is in place, then the various players will know that if
the firm does well, they will do well also. Therefore, power
plays will be diminished.

After the entire product line or range of services has been
reviewed, it should be revisited in terms of major customers or
customer groups. Any unusual opportunities or resource needs
to better serve strategic customers or customer groups can then
be cranked into the budget.

Let’s say now that the financial and budgeting support people
have kept on top of the discussions and are prepared to roll up
the rough numbers on the last day of the meeting. Let’s say also
that when they do, the results are disappointing. Sales are pro-
jected to rise by 5 percent, return on sales is down from last
year, return on invested capital is disappointing. So be it! If
indeed the best efforts of everyone have gone into the process,
the budget should not be changed. It should be adopted. But
here, an important distinction should be made. The budget should be
adopted, but the outcome should not be embraced.

The task, then, starting immediately is to begin improving the
outcome. This process will focus everyone on stark reality—not
gossamer dreams that paper over the tough problems and allow
the organization to postpone corrective actions until late in the
year.

Then, as these early year improvements are realized, they
should be rolled up quarterly into revised budgets that reflect
current realities. Or, if improvements cannot be reasonably
made—if it is one of those miserable years—but if the company
knows that actions it is taking will keep it in business for the
future, then so be that also.

There is an important difference between this process and the
traditional reforecasting activity. The process described here starts
with reality. Real problems are highlighted. The need for immedi-
ate creative action is dramatized. Confusion and procrastination
caused by reserves for contingencies, best-case, worst-case, and all
the other complexities are eliminated. The mission is clear.

The foregoing was to assist those who believe in budgets as
a management tool. For iconoclasts, there is another way.
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Instead of preparing a budget, identify all the key ingredients
of performance, devise a way of keeping these indicators very
visible—then through intensive interactive processes across
functions, set out to improve on each of these key items...with-
out preparing a final budget. Here is an example: A turn-
around that I was involved in was facing a particularly severe
financial crisis. I had determined that we did not have time
nor should we use our energy to roll up a financial budget. (In
this instance, I told the bank that we would be working on
cash projections but would not be producing an operating
budget or balance sheet. The bankers were visibly upset by my
decision. However, inasmuch as the bank had no experience in
running the business, as I suggested they might if they had
become too insistent, they went along.) There was no budget,
but there was a strategy. A clearly articulated strategic thrust
was thoroughly argued and well communicated to the key
players. It was a dynamic strategy: Crisp predictions in a crisis
~are not only impossible to achieve but foolish to attempt. But
the strategy gave us broad guidelines for resource allocation
and operational priorities, and it gave us room to make correc-
tions as we learned where our predictions were wrong. Using
the strategy as our guide, we looked at every key task and
planned how it could be improved—what resources would be
required and what timetable would be realistic. The process
was successful. However, it would not have been successful if
the effort had been compartmentalized as in traditional bud-
geting. And it would not have been successful if we had tried
to make projections about things that would be happening six
months in the future.

This type of planning requires constant interaction of the
decision makers and the information sources. But there is very
little paperwork. Very few formal measurements, just improve-
ments—and improvements of the right things, because we were
integrating our efforts. Far more important, however, we were
not frantically trying to make corrections because we had over-
committed. Moreover, because of continual interaction among
the key managers, we found new ways to coordinate activities—
to help each other with resources and ideas. The process also
uncovered some activities that turned out to be surprisingly
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successful. But had we budgeted traditionally, we could have
missed those opportunities. Indeed, the satisficing thrust of the
traditional budget process can constrain profitability. In the
example just given, we were able in the second year without a
budget to produce a 45 percent pretax ROIC; if we had felt the
need to lock up a projection, we would have been reluctant to
come close to that number.

The budgeting process just described is enhanced by a perme-
able organization structure and interactive process in an open,
trusting environment. But, here’s a nice twist—this process can
be used to help develop that environment. Because traditional
budgeting is so damaging to the concept of interactive processes
in an open trusting environment, it was discussed first—and in
greater detail—than others which follow, which also deserve
our attention.

Meetings

Meetings are a favorite whipping boy, often with good reason.
They are sometimes a form of corporate handwringing, sched-
uled when executives don’t know what else to do. Meetings can
be a search for goats rather than for solutions, hardly the type of
affair that one would be eager to attend. They are often too long,
boring, unplanned, unstructured, and produce no visible results
other than the schedule for the next meeting. They can be politi-
cal cauldrons—"Should I keep my mouth shut, or speak only
when spoken to, or should I try to take charge? And if I do take
charge, will I be saddled with a dozen assignments that I don’t
have time to do?”

There are meetings for which the purpose, plan, and time are
not announced well in advance—with too many participants,
some of whom are there to make sure their ox is not gored, or if
the ox is gored he is to report immediately to proper authorities.
There are meetings for which the meeting leader is not prepared
and does not take the pains to help the participants prepare.
There are meetings run by leaders who know how to talk but not
to listen. There are meetings in which the leader loses control but
does not know it because some of the participants have mastered
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the process of manipulating the outcomes to their own ends. In
many instances the meeting’s conclusions are “wired,” as accu-
rately suspicioned by the participants—further confirming their
beliefs that meetings are unnecessary. Admittedly, some meet-
ings are to confirm, not to decide. Others are to inform. Both are
legitimate purposes. But most meetings are for the purpose of
solving business problems—a fool’s errand in the environment
just described. In this environment—where truth, trust, informa-
tion, and solutions go into deep seclusion—the only competence
developed is the fine art of self-defense.

The irony is that there are not too many meetings—just too
many bad meetings. Meetings are important management
processes—where people can develop their own skills by
observing others, where they can learn better how their particu-
lar function or activity fits into the larger scheme, where infor-
mation can be imparted, not by a sterile printed page, but by
interactive communication—where, indeed, difficult problems
can be solved. All this is enhanced where participants trust each
other—where there is an open, honest, exchange of opinions
and thoughtful consideration of the business issues, regardless
of implications to individuals—where participants feel free to
“wing it” during the early stages of the meeting, floating seem-
ingly wild ideas without fear of scorn. Alternatively, if a meet-
ing is moving toward a consensus for which a participant has
honest doubts, that person feels perfectly free to express those
doubts. In this milieu, where precious time is not wasted jockey-
ing for position, more issues are considered, more creative ideas
have a chance to see the light of day, and the politically correct
but potentially catastrophic decisions may be avoided.
Underscoring the importance of candor in the workplace, 1
have, as a manager or consultant in business turnarounds,
observed losses totalling more than $1 billion (yes, I said “bil-
lion”) in organizations where people, early in the game, either
knew absolutely or had strong premonitions about the problem
but were intimidated, squelched, or ignored. Look deeply
enough into every business holocaust and you would probably
find that someone not only knew of the problem but would
have been able to present a credible case—a case strong enough
to correct the problem in time.
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Those who run meetings are often oblivious to the problems
described above. One of the finest young executives I know was
astonished to learn that his subordinates were critical of his staff
meetings. | had suggested that before he adjourned any meeting,
he ask the following questions, then make sure they were
answered candidly and discussed fully.

What did we learn from this meeting?

What are three ways we could have made this meeting more
productive?

It was in response to these questions that the executive I men-
tioned earlier learned about the criticism of his meetings.
Armed with that intelligence, he reduced the number of staff
meetings he held and improved those that remained.

Memoranda

As a manager of business turnarounds, I issue the following
memo, usually on my first day.

This is the last memorandum to be written in this organization
for thirty days. If you wish to communicate with someone, get
up and go see them. If they are too far away, phone them. If
you phone them and they don’t return your call, phone me.
Sincerely,
John Whitney

Admittedly, this is overkill. But it dramatizes the point. Think
of the time to consider, draft, dictate, or type a memo—to
reread, perhaps to redraft, then send it through the company
mail, sometimes to the office next door. Think of the time for the
recipient to read and then ponder, to wonder what the “real”
meaning might be, then draft a response, making certain that
everyone who was copied on the first memo received a copy of
the response, and, for safety, distribute also to those who might
have received a blind copy. Compare this process with a face-to-
face meeting or a telephone conversation. “Marcia, I've got a
really great idea about that new distributor discount program
that we have been considering.” Marcia might respond, in good
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spirits, “John, that’s a lousy idea—and here are the reasons.”
Whereupon I might respond, “You're right. Well, let’s...”

Here, many alternatives and their iterations can be discussed
in a matter of minutes—not the days and weeks required with
the memo interchange. Important as it is, however, the overrid-
ing consideration is not time—it is quality, it is the competence
quotient developed in interactive communications instead of
sometimes self-serving documents.

“Documentation” is a particularly insidious form of memo
writing. A work sampling study in a New England supermarket
revealed that store personnel—other than checkers and night
stockers—spent more than 50 percent of their time “document-
ing” events so they could defend their actions to their managers
at corporate headquarters. Downtime on the electronic check-
out stations was “documented.” Shipments from the central
warehouse were double-counted and photographed to “docu-
ment” damaged cartons and short shipments. Direct store deliv-
ery from outside suppliers created a paper storm. What should
have been a normal reporting process to provide local managers
and support people at headquarters with the information for
decision making had become a full-scale defensive mobilization.
Think of the wasted time! Perhaps senior managers were correct
in their implicit assumption that the store managers were
incompetent and could not be trusted. But to allow the process:
to disintegrate to the actions just described confirms that the
leaders were reacting to symptoms, not dealing with causes.
More importantly, think of the neglected customer. Think of
these energies that were used to document activities, which
could have been creatively channeled to finding new and better
ways of doing business.

If you believe that your organization is being stifled by paper-
work, try a moratorium on memos! That will quickly smoke out
the bureaucrats and their artifacts. Another tack is to return self-
serving memos to the sender with a note, “Perhaps we should
discuss this face to face.” When the “boss” sends this signal,
word gets around. But, of course, neither of these reactions
addresses causes for self-serving memos. Any lasting improve-
ment will result from removal of the causes, not from a com-
mand or a pointed suggestion.
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Financial and Progress
Reviews

These are special cases of meetings; and, like most meetings,
their ideal use is for information sharing, for genume learning,
for control, or for a combination of these. All are important. But
when reviews are for the purposes of control and evaluation of
individual performance, and are too frequent or increase in
number and intensity, competence is usually in the prisoner’s
dock. Competence here works both ways. The incompetent
leader will be more apt to call for review sessions than the com-
petent (thus confident) leader, who receives and correctly inter-
prets signals from the organization’s daily routines. But incom-
petence anywhere will spawn review sessions. As a new manag-
er of crisis turnarounds, I hold daily progress reviews until I am
satisfied that my own competence is becoming adequate and
that my associates are also capable of understanding what is to
be done and how to do it. As that assessment is made, meeting
frequency is reduced. The management crime, of course, is to
recognize incompetence, then do nothing about it, except to con-
tinue holding review meetings.

Sign-offs

More signatures, less trust—of either motives or competence!
Certainly, sign-offs serve as information carriers as well as con-
trols, but when they are required before the fact, then other
information sources are inadequate or competence is suspect.
Multiple signatures connote that trust is in full retreat. A senior
research scientist who controlled a budget in the millions of dol-
lars told me that six months were required for him to get a
$3000 personal computer, because signatures were required all
the way to the president. He could run a major research effort
but was not competent to know whether he needed a PC.

A division president of a company listed on the New York
Stock Exchange told me recently that on the first day of his new
assignment, he was expected to add his signature to a requisi-
tion for an employee’s birthday cake. We both wondered if the
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personnel department was not competent to match the date of
the birthday with the purchase of the cake. We also wondered
what would have happened if the executive had been out of
town. Would the party have been cancelled, or just postponed
until next year’

Another senior manager disclosed that three signatures were
required for his travel authorizations. There was no question of
malfeasance—moreover, he disliked travel intensely, as do most
managers. He joked that his hope was that someday his travel
request would be turned down. No such luck! And we both
marvelled that such controls were necessary if no requests were
denied. One of the company’s control mavens trumpeted, “You
see, it's working. He won’t put in a request that we would not
approve.” Nonsense! I was reminded of the Manhattan lush
who confided to me that Scotch whiskey kept the elephants out
of his apartment. ‘

Serial, multiple sign-offs are one of the biggest time and
money wasters in U.S. business, and they are usually driven by
the presumption of incompetence. I have seen task forces of
highly paid people stymied for days because an executive who
was “in line” was too busy to even read the signature request.
Even worse are the executives at the end of the line who know
little about what they are signing and ask a dumb question or
throw up a roadblock because of their ignorance. Controls are
crucial, certainly! But when people that are not involved, only
“in line,” are required to approve or disapprove something they
know nothing about, then the people who are competent lose
their sense of responsibility. Deadlines are missed and costs soar.
Much of the waste from unnecessary sign-offs and reviews will
be revealed by the measurement audit described in Appendix C.

Handoffs

Although many jobs are handled efficiently when tasks are bro-
ken into small pieces, performed repetitively, and handed off to
the next operation, we often take these mass production tech-
niques to the extreme, particularly in administrative work. The
external manifestation of this management practice is the frustra-
tion experienced by the customer who is put “on hold,” then
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transferred from department to department, because the people
answering the call do not have the information and therefore the
competence to resolve the problem. Although not as damaging as
loss of customer confidence, the internal costs are also significant.
Costs are higher because of delay, loss of continuity, and the need
for integration, coordination, and supervision.

Suggested Improvements:
Hold a “Miniaudit” of
Administrative
Procedures

Here are some ideas for improvement that need not wait for the
full-fledged audit discussed in Appendix C.

I recently attended a staff meeting of a senior executive of a
medium-size NYSE company, in which he asked his colleagues
to help him list and discuss their sources of frustration with the
administrative process. ‘

The customer service manager pointed out that authorization
limits—for customer credit—were too low for the customer ser-
vice personnel to perform their jobs properly. After a brief dis-
cussion, it was determined that customer service representatives
were perfectly capable of making most of the decisions that
required approval. The authorization limits were raised at that
meeting. No further study was required.

Second was a problem with time cards. It had been assumed
that corporate policy required two signatures—with the atten-
dant delays, potential for error, and subsequent frustration of the
payee. The decision was made at the meeting that henceforth no
signatures would be required. Pay would go through on time
and cards audited later. In addition, the company executives are
now discussing with the union whether time cards are needed.

The third topic was the monthly corporate forecast. Some of
the executives had interpreted these as requests for full-blown
presentations, when the corporation really needed only a skele-
ton presentation—particularly if things were on track. The
process was simplified and agreed upon during the meeting—
not later or after study.
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In another discussion, one product had been causing an inor-
dinate number of customer adjustments because of short ship-
ments. Because the manufacturing vice president, the product
manager, order entry, and customer service were all in the same
room at the same time, the problem was smoked out. Order
entry personnel had been using one unit of measure—the plant
had been using another. This problem, which had been going on
for years almost undetected by everyone but the customer and
the customer service personnel, was corrected immediately
because of an open, interactive interchange of the parties
involved.

I have participated in similar sessions where the following
decisions were made:

» Elimination of approval for executive expense accounts.
» Elimination of time clocks.

s Reduction from three to one for the number of signatures
required for purchase orders.

» Decision to move to a self-supervised accounts payable
department (training started less than two weeks after the
decision, fully implemented in 90 days).

s Elimination of approval for travel requests.

m Decision that henceforth all interoffice communication would
be oral, handwritten, or put on E-mail. -

» Decision that henceforth managers would answer their own
phones unless in a meeting. Much of the secretarial force was,
in the next 30 days, reassigned to werk more suitable to the1r
knowledge and ability.

» Decision to eliminate fancy typesetting and artwork for over-
head transparencies used internally. Everyone was given
blank sheets and a marker so they could make their own.

= The number of sign-offs required for a manufacturing change
reduced from 11 to 3. A decision was made at the meeting,
implementation was studied, and the new process was in
place in fewer than 60 days.

» Change in access to mainframe computer—password require-
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ments were relaxed for nonconfidential information. Change
implemented in one week.

Here is a technique which has been successful: Along with the
notice of the meeting send an agenda which simply states,
“We are going to use this meeting to clear out excessive
administrative underbrush. Bring to the meeting at least five
examples of administrative tasks you believe to be overcom-
plicated or unnecessary. Be prepared to discuss.”

These are just a few of the hundreds of process changes that I
have participated in. Success factors are these:

The CEO or general manager must be committed to process
simplification.

When problems are complex, relevant data must be gathered
and analyzed before the meeting. Reams of raw data are use-
less in a meeting. However, they should be readily available
in case of an analysis that might be inadvertently or intention-
ally biased.

The meeting should end with a decision: Go, or no go. When
it is the consensus of the group (not just one or two special
pleaders) that the decision must be postponed, a “date cer-
tain” should be set for the decision. Actions required to reach
a decision must be agreed on. A “champion” must be
assigned the responsibility and given the resources to move
the issue to decision.

An open, trusting, interactive environment is necessary for
best results; however, meetings of this type can be used to
establish such an environment when it does not exist. As the
meetings produce results, the CEO should say to meeting par-
ticipants, “Go ye and do likewise,” with their own direct
reports and then ask their associates to do the same, until the
process reaches all levels of the organization.

I am now convinced that many of the irksome, time-wasting

minutiae in business organizations can be eliminated with the
process described above. I further believe that latent disasters can
be avoided and that chronic hidden problems can be smoked out.



Competence
and Constant
Improvement of
Individuals

People cannot be trusted to do their jobs if they do not know
how. And if they have incompetent leaders, the coefficient of
mistrust is the number of those leaders multiplied by the num-
ber of people who report to them. This calculation—in the con-
text of the degree of incompetence that we observe daily—sug-
gests that the cost of incompetence overwhelms the cost of mis-
alignments, rewards, and measurements—or even the cost of
integrity failure, a serious but relatively confined problem.

When organizations address the issue of competence, they
usually respond with a training program. But training is only
one of the requirements for competence of individuals. Other
factors include recruiting, education, and information. Before
we address these factors, however, we need to understand the

' profound change in the relationship of individuals to their orga-
nizations just in the last two decades.

Until very recently, trust had been an almost-forgotten word
for both the individual and the organization, whereas during
the relatively carefree postwar years trust seemed to be a hall-

~mark in this relationship. Times were good. The economy and
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jobs both were growing. Unemployment was stable. Yes, there
were upheavals—in industries as well as in organizations. And
there were the inevitable Willy Lomans, symbols of failure of
both the organization and the individual. But on balance, people
trusted the idea that if they performed well, their jobs were safe,
and if they performed exceptionally well, the system would take
care of them either in terms of security or advancement. We all
know what happened in the mid-1970s through the 1980s and
into. the 1990s. The downsizings were not just the result of eco-
nomic cycles. They were structural, long-term adjustments
made in response to more effective global competition. Slowly
the realization dawned that more productive work was done
with fewer people, not because of technology alone but, some-
times more importantly, because of differences in management
techniques and work methods. Then came truth’s cold shower.
Things would never be the same. It was akin to the loss of inno-
cence when the realization dawns that the world is no longer a
teddy bear. Trust was now tainted, not only by the plight of the
victims but also by the concern of the survivors who were afraid
that the next pink slip would be theirs.

In light of the foregoing, how do we now address trust in the
context of an interactive, open environment, and the individ-
ual’s commitment to the aim, vision, mission, and values of the
firm? The task is much the same as healing a marriage where
one or both parties have been unfaithful—slowly and with
care, with modest expectations that celebrate and endeavor to
preserve even small improvements, with the realization that
the phrase company loyalty—either from or to—will not in our
lifetimes mean the same things as it did in the seeming halcy-
on days. With the realization that at first the reactions will be
both predictable and damaging: Me first, and to hell with the
rest. Certainly not the prescription for a loyal work force eager
to commit unbridled energy and creative effort for the good of
the enterprise.

But the next reaction is also predictable. People with healthy
psyches become uncomfortable with the alienation that is atten-
dant with extreme self-centeredness. They yearn for a new rela-
tionship, but one that shelters them from their former vulnera-
bility. They begin to learn how to protect themselves while pre-
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serving the new system they join. If things go well, they can
then construct relationships that not only will protect and pre-
serve but also will enhance. These three descriptors, alienation
followed by caution and concluding with commitment, are the
framework for the enquiry which follows. ’

I will argue that the alienation that has occurred during the
last two decades has been calamitous and costly, that we will
pay the price for several years. Then I will argue that the rela-
tionships between the individual and the organization can
strengthen and can emerge more productive than before.

First, let us look at the costs. We shall do so in the context of
the power and frailty of systems. The output of a system
increases almost exponentially after input needs (breakeven) are
met. When all the components of a system perform superbly in
quest of a common goal, the surplus that is produced can be
immense. Moreover, a functioning system has enough compen-
satory ability to operate even when one of its components does
not perform well. However, that compensatory action puts
stress on other components. When, for whatever reason, several
parts of the system begin to function improperly, the system is
negatively leveraged—until it is destroyed. I do not propose
that the current disaffection alone is great enough to destroy
businesses that have downsized—for several reasons. First, the
input reductions have significantly lowered the breakeven
points. Second, our trusty but hoary old motivators, greed and
fear, ironically are working for us. People are glad to have jobs
and are paying closer attention to their work. But as we shall see
later, these gains are sometimes illusory and usually temporary.

Downsizing has produced short-term cost reductions but very
little else. Many firms have gone through wave after wave of
layoffs, terminations, buyouts, and early retirement programs,
yet continue to report miserable results. The reasons, of course,
are complex. As was djscussed in Chapter 2, the most important
reason for failure is that firms have treated downsizing as pure-
ly an operational cost-cutting move, when it should be treated
also as a strategic move.

The argument that follows was proposed earlier, but it needs
reiteration here in the context of the topic presently being dis-
cussed. The company should carefully identify the core compe-
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tencies it needs to preserve and protect in order to compete
effectively, not only today but also in the future. In this context,
a company should consider its people as assets, not costs, then
make certain that these assets are nurtured carefully. Next, the
company should excise the waste and complexity that has been
identified in this book. Those who are involved in activities and
those who are assigned to tasks that are deemed unnecessary
for the future of the firm should be reassigned if meaningful
jobs are available. Otherwise, these people should be asked to
leave,-with the bitter realization that their plight is generally no
fault of their own. Rather, it is the residue of a misdirected or
profligate past where the firm had added people to the payroll
heedless of the consequences. Unfair? Certainly! And I believe
that managers who have contributed to this condition should be
dealt with as swiftly and surely as those who are lower in the
hierarchy. But, just as those assets that are important to the firm
must be preserved—even if it hurts the financial results in the
short term—waste and unnecessary complexity must be excised
regardless of the immediate cost, if we are to compete with
those who have not made the same mistakes.

With the caveat of preserving the jobs that are important to
the future, I believe that restructuring and downsizing should
be carried out as quickly as possible. When people are uncer-
tain, they will go through the motions, sometimes even vigor-
ously, but their hearts are not in it, and it shows. They find it
difficult to make meaningful plans for the future. Marketing
programs flounder, the salespeople lose their zest, latent opera-
tions improvements remain latent because no one cares deeply
enough to risk change. I have acquaintances in large, well-
known firms where people are awaiting the night of the long
knives. Precious little work is being done until the night is over
and the future course is set. Afterward, there will be some
apparent improvement. Assuming that the special charges have
been acknowledged, operating productivity will, as a conse-
quence of the cost reductions, seem to improve. But any
improvements that are achieved are usually superficial.
Moreover, they are relative only to the firm’s past performance.
They do not necessarily address the firm’s future ability to com-
pete with organizations that are not only lean but also have a
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competent work force that is deeply committed to the aim,
vision, values, and goals of the enterprise.

Sometimes we in the United States are slow, but we sure
aren’t dumb. We are finally learning that we cannot save our
way to success if what we also save is a suspicious, dispirited
work force. Our troubled business giants are slowly learning
from entrepreneurial firms that have been doing it right all
along. They are learning about the power of a competent work
force that is not just doing the same old thing harder and faster.
These firms are cutting waste and eliminating unnecessary
complexity, not by mandate but by listening carefully to
employees across functions and at all levels. These firms are
moving controls closer to the work. Slowly, they are question-
ing and correcting some of the corrosive practices in rewards
and evaluation systems that pit people against each other
rather than direct energies to the customer. Some of the firms
are beginning to understand variation, not just on the shop
floor but also in administrative practice. These changes will not
only improve the firm’s ability to flourish but will assist in the
development of a competent work force. Over time, this type of
work force will transform the equation between employer and
employee. This transformation will play a powerful role in the
company of the future.

Ironically, the postwar trusting environment that was
described earlier was doomed at the outset, not only because of
global competition but because of the imbalance of power.
Harsh as it. may sound, there was almost a master-slave rela-
tionship between employer and employee. The implicit para-
digm was command and control. Perhaps a safer term is pater-
nalism. The rules were clear. Everything was fine as long as peo-
ple did what they were told. '

The trade union movement sought to redress the imbalance,
but it was fatally flawed. With unions on the scene, we had two
paternalistic relationships—company and worker, union leader
and worker. Furthermore, the triad that this produced directed
the focus away from the organization and its customer to a
power relationship among the three groups—company, worker,
and union leadership (which of course had its own power-seek-
ing agenda). Three-party marriages might work in some soci-
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eties, but I am not aware of any successes in ours. And one won-
ders what happened to the troika of another political economy.

Another unfortunate outcome of the trade union movement
was the concept of limited competence. Rigid work rules, con-
fining job descriptions, and negotiated productivity increases
destroyed the climate for meaningful learning or improvement.

The quality movement and the exigencies of survival have
prompted some managers and workers to drag union leaders,
kicking and screaming, into a new relationship. The reluctance
of union leaders is understandable. They will be superannuated
if there is redress in the balance of power between managers
and employees. To be fair, I am aware of some instances where
union leaders have taken the initiative, but in my experience,
these have been the exception, not the rule. There is another
very serious impediment to redressing the imbalance of power
and influence—senior and middle managers who are uncom-
fortable in any relationship other than master-slave, command
and control. These, too, are facing the fate of the dinosaur. For
to survive, companies have no choice but to hire and develop a
competent work force that uses not only its arms and legs but
also-its brains. When this happens, the genie is out of the bottle.
The modern, competent work force will not long tolerate an
environment or a middie management that minimizes their con-
tribution or stifles their growth. Learning is addictive, and it is
the only employee benefit that is vested immediately. fThe new
~work force will understand the career advice I give to my stu-
dents: “Forget the money, the position, or title—they will take
care of themselves. But when you stop learning, leave.
Otherwise you will become stale and sour. By staying on, you
will be doing a disservice to yourself and to the firm.” But if you
continue to learn, you will always be in demand, and you can
usually name your own price.

Some pundits are predicting that this scenario means the
death of trust and loyalty. Opportunistic workers will be hop-
ping from job to job, caring only for themselves, heedless of the
needs of the firm. And some firms are pouring gasoline onto
that fire with their pronouncements that henceforth part-timers
will make up a significant portion of their work force.
Ostensibly, this will give the firm flexibility and will save costs
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of health and other benefits. The first mistake is the attempt to
repeal the no-free-lunch law of economics. Someone, some-
where, somehow, will pay for the benefits. Chances are that the
cost will end up in the hourly rates. The second problem is more
serious. People are fooling themselves who think they can
achieve the same productivity and quality from a part-time
work force that is achievable from a well-led team of competent
professionals—a team that has sorted out relationships with one
another, that knows what.to do, how to do 1t when and where
to do it, and why to do it.!

Let me suggest another scenario—a possibility, not necessari-
ly a probability—that could occur with the right leadership.
Contrary to the pundits’ fears, trust and loyalty can be
enhanced by a competent, independent work force—if manage-
ment understands the new equation. The strongest bonds are
among those who are free to leave but who stay because they
are enriched by the encounter and fulfilled by contributing
something of value to an organization or to society. The bonds
of coercion are the ones that will most surely be severed.

If I were leading a company today, I would communicate as
clearly as I could that I expect everyone to simultaneously
improve their own marketability by handling challenging
assignments, by learning new skills, and by improving their
general knowledge. I would tell them that not only are they free
to leave, but if they should leave they would be welcomed back.
I would then work with them to articulate a vision that would
pull us toward a goal that would ensure that the enterprise and
all those who were in it were enriched. Then I would make that
work so rewarding that people would not think of leaving. This
vision is not as utopian as it might sound. The business press
regularly reports on companies or divisions which have success-
fully embraced this or a similar philosophy. Chaparral Steel,
Microsoft, Apple Computer, certainly in the early days, Nucor
Steel, the Shreveport Truck Division of General Motors, particu-
larly during the early and mid-1980s, the simultaneous engi-
neering group at Caterpillar Tractor, the Zytec Corporation, the
Zebra Team at Kodak, the Cadillac Development Team at
General Motors. I'm aware that some of these companies are
treading on the edge of disaster, but it is instructive to note the



172 Trust and Competence

attempts to improve by various pockets of excellence. I am
aware, also, that success carries its own seeds of destruction,
and that chance and fortune also play a role in success and fail-
ure. Nonetheless, the examples are ubiquitous, and the logic is
compelling. Companies with a competent work force that is
dedicated to a common purpose will generally prevail over
those with a work force that is less competent and is constrained
by a towering hierarchy and torn apart by divisive measure-
ment and reward systems. Now, in the light of the foregoing,
let’s examine three of the topics that were introduced earlier:
recruiting, education, and training.

Hiring and Recruiting

Some organizations recruit only the top 10 percent of the gradu-
ating class. (“Serves them right,” grumbles Dr. Deming.) I am
aware of no study that correlates grades with job performance.
One study in the 1960s concluded that good grades in high
school predicted good grades in college, which in turn should
predict good grades in graduate school (where grades should be
good by virtue of the selection process). Perhaps grades predict
the ability to study. But that is only one of the requirements for
business success.

At hourly or salaried levels, we hire on demonstrated skills.
Drill press or lathe operators, of course, need to know how to
operate their equipment, and typists should know how to type or
run a word processor. Professionals needs to demonstrate certifi-
cation, and technicians should be able to demonstrate their skills.
These requirements, along with the traditional personnel screens,
will get the applicant an interview. From that point, however, the
criteria in the section of hiring and promotion in Chapter 5
should take over, with the special focus on the person’s ability to
work productively with others in an environment characterized
by trusting relationships. This does not mean that one person
should be a clone of the others. Diversity is a requirement of sys-
tems. But the following questions should be asked: Does the
recruit exhibit a history or a future willingness to learn constant-
ly, a willingness to take on new tasks? Can the person function in



Competence and Constant Improvement of Individuals 173

an open environment, or does he or she need authoritarian lead-
ership? Did the interviewee agree with everything you said dur-
ing the interview, or did she or he question or take exception to
some? Was the person interviewed by potential coworkers? Their
evaluation is particularly important if the prospect is potentially a
member of their team or task force, although their evaluation
should not be dispositive as to whether he or she is hired.
Spotting talent is an unusual skill—sometimes an art—and seek-
ing consensus might be necessary ultimately to implement
changes but not necessarily to foster change. Ted Levitt summed
it up succinctly—as he always does—with the observation,
“Leaders produce consent. Others seek consensus.”2 So the hiring
decision is an amalgam of council and counsel and is for the pur-
pose of infusing new skills, insights, and energy into the organi-
zation. If this results in an organization that has richer human
resources than opportunities for growth, so be it. The people who
leave but who have been enriched by the encounter will thank
you for it—assuming you handled the separation with care. And
the organization will have a rich resource of friends, a resource of
which there is never a surfeit.

Education

Three aspects of education will be discussed in this section:
entry level, continuing business education, and pursuit of a lib-
eral education.

Entry Level

Clearly, basic education is a most important social issue for U.S.
business in the twenty-first century. Without a work force that
can read, write, add, and subtract, we will have no choice but to
ultimately revert to an eighteenth-century agrarian economy.
Although we are now making headway in our ability to com-
pete worldwide, we will grind to a halt unless we can improve
the quality of the work force avallable for entry-level positions
in the future.
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Until now, business has been “getting by” through very
selective hiring practices, but in some areas of the country the
entry-level pool of qualified candidates is depleted. The pre-
ceding discussion on recruiting notwithstanding, businesses
are finding that they now must hire people for entry-level jobs
that they wouldn’t have dreamed of hiring during the 1970s
and 1980s. So, when I advance the proposition “If we can trust
everyone to do their jobs correctly—on time—what would an
organization structure look like?” some managers do not know
whether to laugh or cry. Indeed, if we cannot improve the qual-
ity of the entry-level work force, the central theme of this book
might have to be modified. Without competence, trust is
impossible. If it comes to that, we will need more, not fewer,
supervisory personnel.

Continuing Business
Education

Here I am differentiating education and training. Furthermore, I
am differentiating education the employee brings to the compa-
ny and the education supported by the company. I use the word
supported purposely because my Puritan instincts suggest that
for certain types of education, not directly related to job perfor-
mance, employees should share the cost.

“Why bother with education or training?” I have heard some
executives say. “There’s no loyalty anymore. Why should I
spend my money to educate them for another company?” This
seemingly poverty-stricken remark carries both irony and merit.
The irony is of course that turnover may be the result of the
company’s policies which do not help the employees grow into
better jobs. The merit of the argument stems from the uneven
quality of business education. Some management education
programs are superb; others are flawed. There are not enough
qualified instructors. And too often they are teaching the wrong
thing, especially in finance, accounting, organizational theory,
general management, and human relations. Changes in the busi-
ness environment have eclipsed instructors who rely on books
instead of current knowledge or experience. Many instructors
have not heard of time compression, reengineering, just-in-time,
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cellular manufacturing, resource-based accounting, activity-
based accounting. Many are teaching organization structure as
if the traditional functional organization were going unchal-
lenged by process- and product-driven organization structures.
They’re teaching without fully understanding the nuances of
concepts like MBO (management by objectives), MBE (manage-
ment by exception), incentive compensation plans, and the
annual merit review. Yet there is a raging debate in the leading-
edge businesses about the application of these concepts.

Some finance teachers teach DCF (discounted cash flow) and
NPV (net present value) uncritically, yet these tools are flawed
if used woodenly without a view to the company’s strategy.
Some instructors, who are only seven or eight years behind, are
teaching that all the free cash flow of the company should go to
service debt.

These flaws are not the exclusive property of small schools
that are trying to stay alive by selling executive education and
management training. Many of our large research universities
make the same mistakes—only better. A young professor cannot
get promoted without poking around in the past, piling up cita-
tions from luminaries who published years ago. Furthermore,
promotion criteria are so demanding that the researcher must
stay in a narrowly prescribed specialty. He or she often walks
into a classroom terrified that the students will want to extend
or expand the discussion beyond the instructor’s specialty. Yet
the managers who are being taught need to know how that spe-
cialty relates to other things they are doing.

Some large companies are dealing with this situation by
developing their own management training at their own facili-
ties. Although they hire outside professors, they closely monitor
what the professors teach and how they teach it. This raises the
possibility that the resulting education may be too narrowly
focused, but it nevertheless addresses the education’s relevance
to the company’s aims and values. It also answers the problem
of quality. If a company spends its money on education, it
should spend it with the same care it does for any other expense
or investment. Senior managers should sit in classes to monitor
the quality. Better still, managers should spend time with the
instructors to find out what they know and how they plan to
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teach. Managers should make clear their own expectations. If
the instructor seems fairly well qualified but is unaware of some
special concept that should be taught, the company can point
the instructor to the sources of information so the material can
be integrated into the course. However, the outside view of a
qualified instructor is also important. “Guidance” from the com-
pany should not stifle new ideas. In any event, the shortage of
good instructors is no excuse for poor business education.
There’s always a shortage of talent. The successful company
finds it or develops it. Whatever firms do, they should not treat
the education budget as a necessary evil—budget for it and turn
it over to a manager who does not have ready access to senior
management. Education is too expensive to ignore.

Liberal Education

Employees sometimes wish to pursue a liberal education which
they may not have had the opportunity or motivation to pursue
before they started their business careers. Although benefit to
the company may seem remote, it seems reasonable that the
company contribute to this endeavor. Shakespeare’s history
plays teach more about leadership than many of the modern
books on the subject. Much of the great literature deals with
ethics or dilemmas of choice, certainly relevant to today’s busi-
ness and the central argument of this book. Philosophers, poets,
and psychologists speak to the issues of individuals and their
responsibilities to groups. However, it isn’t necessary to reach
for direct benefits to justify this type of education. People who
have had the gumption and grit to better themselves, partially
at their expense using their own time, usually will be more pro-
ductive employees or managers.

Training

Have you ever stood in a supermarket line whose checkout per-
son was a new hire without adequate training? The seemingly
interminable wait provides time for reflection and analysis. For
instance, you may note that the line next to you is moving twice
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as fast as yours. A simple calculation reveals that the company
is losing 50 percent productivity. With nothing else to do, you
might then compare the productivity loss with the cost of train-
ing off-line. But you might then reflect that both the trainer’s
and the trainee’s salaries would offset the productivity gains of
proper training. In many companies, the analysis stops there. If
benefits are not as easily measurable as those in the checkout
example, the conclusion may be, “Training costs too much
money. Besides, the turnover is horrendous. We just can’t afford
to train someone who probably will leave, so just put the new
hire next to an experienced checker and make sure that the
front-end manager is there to help.”

Here again we encounter one of the fundamental flaws in
modern management theory, which says that we should mea-
sure minutiae. The calculation of direct productivity loss com-
pared to the cost of training is relatively easy to measure but
cannot reflect all the intangibles and imponderables.

How much productivity is lost in the adjoining lines because
the “trained checkers” have to stop to answer the trainee’s ques-
tions? How much productivity was lost in the entire front-end
operation because the manager was doing on-line training and
remedial work rather than dealing with customers and helping
ensure the normal flow? How much productivity is lost forever
because the new checker’s clumsy efforts will become his or her
norms? Once a person reaches a stable state in a skill, no
amount of retraining will help. It’s too late.> How much will be
lost because of misrings? How much will be lost because the
poorly trained checker will not know correct prices on perish-
able items, which are not scanned, or items without prices or
bar codes? Study after study confirms that when checkers guess,
they guess too low—they learn early on about the wrath of a
customer who feels that he or she has been overcharged.

How do we measure costs when we look at this situation
through the customer’s eyes? What is the consequence if the check-
er, frightened and frustrated, becomes defensive—the friendly
smile turns to a sullen silence? Now the customer is dealing with
both loss of time and discourtesy. If there is a better alternative, the
customer will find it. In metropolitan New York City there are few
alternatives, so the customers become adversaries. Breakage and
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shrinkage go up. Items picked up in one part of the store are left on
counters two aisles away. In-store circulars are dropped on the
floor. Merchandising in the dairy case is in disarray because the
customers, who by now don’t trust anything, are looking for the
best date on the carton. Arguments break out at the slightest
provocation. The store manager as well as the front-end manager
spend hours dealing with disgruntled customers and antagonistic
employees. How does one measure these losses?

Is this example far-fetched? Not at all. A supermarket chain’s
stores in New Jersey and Long Island that are close by
Manhattan count at least 25 percent of their weekend business
from fugitives from Manhattan checkout counter wars.

But we still haven’t counted all the costs. Checkout personnel
turnover runs as high as 150 to 200 percent in the New York
City area. Think of the management time and direct cost to
interview, to set up the payroll records, and to handle other
administrative paraphernalia.

More than 60 percent of the shrinkage (loss of gross margin
caused by theft, damage, and obsolescence) is attributable to
employees. In every case I have studied, the lower the morale,
the higher the shrinkage. Although morale problems are not
solely a function of training, the jungle just described certainly
produces low morale of customers and employees alike.

Without realizing it, managers in this milieu get trapped in a
vicious cycle. As more things go wrong, more procedures, con-
trols, and systems are overlaid on an already complex system.
More and more time is spent for policing, inspecting, cajoling,
threatening, or documenting incidents so that the person can be
dismissed with the hope that the lawsuit for wrongful dismissal
will be won.

The problems just described are not reserved for supermar-
kets in New York City. One troubled national women’s clothing
chain reported a 265 percent turnover of sales clerks and an 89
percent turnover of store managers last year. The direct costs of
this charade are overwhelmed by the loss of sales from clerks
and managers trying to find their way around rather than
address the needs of the customer.

Banks and financial institutions generally spend more time
and money than retailers on training. But too often training is
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perfunctory. In one Midwest savings and loan which I studied
several years ago, only 35 percent of the tellers knew what per-
centage meant—yet the customers routinely asked, “What per-
cent am I earning now?”

On two occasions, I have suggested to senior executives of
large banks that they should train lending officers to analyze
strengths and weaknesses of businesses and business manage-
ment, as well as to make loans. Their first response was, “We're
already doing that.” When I asked if that were why banks had
performed so well in the last decade, they fell back on, “It
would cost too much money.” When I asked them to compare
potential training cost increases with last year’s loan losses, they
fell silent.

Of course, money for training is not the only answer. Too
often the effectiveness of training is equated with the size of the
budget. Wrong! Money is not the issue if training is delegated to
some well-meaning training director who is so far removed
from senior management and line operations that the content of
the training is off the mark. Just as wrong, however, is the con-
verse: “Send George out on the line and let Joe train him.” In all
likelihood, Joe was trained by Jill who was trained by Jim who
was trained by Janet. As Dr. Deming is fond of pointing out,
worker training worker without supervision is like mixing paint
to match the last bucket you used rather than the first. You may
start out with blue and end up with green. Joe may be doing the
job wrong; he may be slow and sloppy; he may not care to
spend his time training someone else. And even if he wanted to,
he may not know how to train. Although the point is made else-
where in this book that no one knows more about the job than
the person doing it, it does not follow that he or she is doing it
as well as it should be done or that he or she is an acceptable
trainer. For training to be effective, it should be pedagogically
sound, should teach best practices, and should reflect the aims,
values, missions, and objectives of the company. And, as is the
case in education, senior management must be intensely
involved. Training is too important to be delegated.
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The Trust Factor:
From Theory
to Practice

People in business have been heard to say, “Those who can’t do,
teach.” Academics have said, “Those who can’t teach, do.” A col-
league of mine once quipped, “Whitney, you're in terrible 2s§\a}%§.
Thosg who can’vs do ﬁlatj\gr, gp—b(?th."g’:lln\iy %;le@g’ s nges notwith-
standing, I suggest that balance is réquired. Theory without action
is fruitless, and action without theory is often mindless. o2« 2 <. -
I understand why practical managers want solutjpﬁggskﬁlﬁélg
ly as possible: Time is of the ssence: But the.arffécedents to
solutions are problems. Until problems are well defined, they
defy solutions. Moreover, the same problems will crop up over
and over again unless their causes are understood. These cayses
usually are the results of the underlying theory that guides ot
actions. Enduring change, therefore, requires a theory change. It
requires also that we be able to distingiilsh’ good. t from
bad theory—useful concepts from harmful gogc/eﬁ NMg;leyver,
enduring change requires that our falflt’y concepts be discarded
and replaced. Overlaying one on the other might mask the prob-
1ém, but will not solve it. qReTEeT
-+«Good theory not only helps us to gain understanding of prob-
; AR o ey - C it Gt
lems, it eliminates problems. éMp;eqygl; it is the beacon fhat
leads us most dix‘e“c‘i‘lgrto our déstination! It Is the glue that holds
the enterprise together, that gives cohesion to and directs the
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implementation, of its strate i&impood theory is not ephemeral.
It does not emb‘féi‘é'é‘fad‘s’é"ﬁﬁ panaceas. But neither is it static. It
changes as the enterpris_’@ug}%ﬁ its people grow in Wison. In this
context, theory is nurtured and reshaped by debate, by new
ideas, and by new insights. . £ 078 Buecyy ~ BowAeTE

Bad theory is also powerful and enduring. It causes us to
make the same mistakes over and over again. It is particularly
powerful when we do not ﬁaﬁfé"fha&g_’g is bad. It sometimes is
so ingrained in our thoughts and actions that we do not recog-
nize it. In some irls¥irices we cohfuse this faulfy theory with,
conventional wisdom or & mimofénse—both of which tell us
that the world is flat. For ir?éﬁﬁ%e, here are a few of the con-
cepts that seem harmless enough but are in fact underlying

causes of mistrust. ke go§e s
» Business is zero-sum. For every winner there must be a loser.

» If competition is good, cooperation is bad.

s Competition inside the firm should be like competition out-
side the firm.

s If you can’t measure it, you can’t manage it.

» We can always measure performance.

s We should pay for performance.

= Numbers tell the story.

» Only the bottom line is important.

» If you never have a bad month, you’ll never have a bad year.
# The truly effective person is dependent on no one but himself.

» “That’s marketing’s job”—or manufacturing, or distribution,
et cetera.

» Most people are untrustworthy and incompetent. They
must be supervised closely, and their work must always be
inspected.

= The job of the manager is to control.

= No one should have more than six people reporting to him or
her.

= Approval must go through the chain of command.
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w Information must go through the formal channels of commu-
nication.

s To make sure it is understood, write it down.

The propositions above, presented in the context of this book,
are not a pretty sight. Yet, standing alone, they can be beguiling.
Each seems germane for some situations. Many are commonly
accepted as sound management theory. I have heard each of
them in one form or another during the past year. But when
they become operational, it is soon apparent that the good they
might provide is overcome by the waste and unnecessary com-
plexity they create.

Because criticism carries the responsibility for remedy, I have pro-
posed a general theory that should do much to eliminate the causes
of mistrust and its attendant problems. In essence, the theory is:

A business is a complex system of interdependent parts.
Managing its complexity requires competent individuals
working within a permeable organization structure, using
interactive processes in an open, trusting environment.
When performance evaluation and rewards do not reflect the
interdependence of the components, and when the system’s
performance is affected by incorrect or misleading informa-
tion, mistrust is created. This mistrust creates waste and
needless complexity. Moreover, mistrust dilutes efforts and
misdirects creative energy from the real work of the enter-
prise—to design, produce, sell, distribute, and collect for a
product or service that gets and keeps profitable customers.

Conversely, trust in the fairness of the evaluation and
reward system, trust in the competence of colleagues and the
organization, trust in the information that the organization
and its people produce, and trust in the integrity of the orga-
nization and its people reduces waste and complexity. When
these conditions apply and when people in the enterprise
understand, believe in, and willingly support its aim, mis-
sion, values, goads, and objectives, creativity will flourish,
costs will plumimet, profits will soar. The organization’s abil-
ity to survive and grow is enhanced. The vitality of the enter-
prise and its people is enriched.

Putting new theory into practice is not easy. But the stakes are
high. Businesses that are carrying the burden of mistrust will
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have difficulty competing. Revolutionary changes are cropping
up all over the world. Hierarchical structures are being disman-
tled. Traditional staff and administrative positions are being
eliminated. Companies that conduct business as usual are find-
ing that structural cost inefficiencies, poor quality, and the
inability to swiftly change direction are threatening their exis-
tence. The need for change is dramatic. '

Although some of the ideas here might have seemed strange
in earlier decades, they have been made familiar by companies,
global and domestic, which now realize that the old ways have
bottled up the true potential of a company’s finest assets—its
people. Companies everywhere are using some of the tech-
niques here—task forces, teams, concurrent engineering, and re-
engineering, among others. However, some of these firms are
beginning to realize that techniques alone are insufficient. They
are beginning to understand that enduring change and sustain-
able improvement require a change in the underlying theory—
the assumptions and concepts that guide the enterprise.

The following are suggestions—not prescriptions—about how
one might proceed to adopt the theory that has been proposed.
Although these suggestions need not be addressed serially, or
woodenly, each of them should be considered.

» Dramatize the need for change.
= Identify those problems that do not seem to go away.

» Identify the symptoms of recurring problems.

» Understand the difference between symptoms and apparent
causes.

» Understand the differences between apparent and real causes.
= Adopt the theory that will address the real causes.

Dramatize the Need
for Change

Business theory and practice will not change until the need is
acknowledged. Too often, the need is not acknowledged until a
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crisis appears. Ironically, managing change in crisis is relatively
easy—survival is easy to dramatize. But leaders of businesses
that are not in crisis or those that are in crisis but do not yet
realize it have a more difficult task.

One way to dramatize the need is to make’ certain that people
in the organization discuss thoroughly and understand the
anatomy of failures at companies like General Motors, IBM,
Kodak, Compaq Computers, the big banks, the big retailers, and
the host of others that once.seemed invincible but ran into trou-
ble in the mid-1980s and early 1990s.! One or more of these
cases might provide a basis for comparison of your own prac-
tices and policies. If this exercise does not expunge complacen-
cy, ask yourself and your colleagues to list all your customers
whose business you have lost totally or partially during the last
year. Next, list the customers who have been giving signals that
they might soon defect. Then, list all the proposals for new busi-
ness that have been unsuccessful. Finally, list and honestly dis-
cuss the reasons why. If, for instance, the primary reason is
price, you probably want to disabuse yourselves of the notion
that the competitors are losing money on every order but mak-
ing it up on the volume. Chances are that their costs are lower.
Chances are also that their product or service is better or better
tailored to the customer needs. A day of hard-nosed, brutally
frank analysis of the reasons for lost opportunities along with a
detailed discussion of competitive strengths might dramatize
the need for change. ‘

Identify Problems That
Do Not Seem to Go Away

How often have you fixed a problem only to find that it crops
up again—perhaps in a slightly different guise, but the same
problem nevertheless. To dramatize the need for profound
change, identify those problems that seem immutable and
intractable, then discuss why they are so difficult to solve. It
will soon become clear that these are the problems most in need
of new theory. For instance:



188 Conclusion

» Why can’t we reduce the time-to-market for new products
and services?

» Why do we consistently miss our sales projections? '

» Why is it that rejects, rework, and scrap are consistently high-
er than our competitors?

= Why are we always surprised about time and cost overruns?

» Selling, general, and administrative expenses as a percentage
of revenues are supposed to go down as revenues go up. Why
are ours going the other way?

= We have downsized three times. Why aren’t we profitable?
» Why are financial reports always late?
= Why do people say we have too many meetings?

s Why do our management meetings always seem to end up in
arguments?

= Why do we lose the people we want to keep and keep the
people we want to lose?

» Why won’t people stay after hours or on weekends when we
really need them?

= Why is absenteeism consistently high?

The list is depressingly familiar. It is also depressingly long
because it identifies profound problems. Worse, it is depressing-
ly short because it lists only a few of the problems that exist.

The example that will be used in the rest of this analysis is the
first one listed above—the time-to-market problem. This example
is based on my observations of several such projects, both as a
consultant and as a CEO. Although this case addresses intro-
duction of a new product, the process works equally well for
services. It works also for internal administrative changes.

Identify the Symptoms of
Recurring Problems

Recognizing symptoms before they become serious problems is
imperative. However, symptoms are sometimes mistakenly char-
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acterized as problems. When this happens, there is a tendency to
settle for superficial remedies. By treating the following issues as
symptoms merely, not real problems, we are more apt to stay on
track in our quest for real causes and their solutions.

Here are just a few of the symptoms that I have observed that
create delays in time-to-market:

= Arguments between people in design, marketing, purchasing,
manufacturing, and administration.

» Design insists, “No more changes.”
» Marketing wants even more features.
» Purchasing disagrees with design’s materials specifications.

s Manufacturing wants the time to make its own drawings and
develop its own specifications.

u The CFO wants more time to apprdve the capital expenditure
requests. :

» The product manager sits on the final proposal for two weeks.

» The toolmaker insists that design changes would yield impor-
tant savings.

Understand the
Differences between
Symptoms and
Apparent Causes

The symptoms above reflect deeper problems. On occasion
these deeper problems are real causes. More often, however,
they serve only te enrich our understanding of the symptoms.
They are the apparent causes. Here are some that apply to the
time-to-market example:

s Manufacturing believed that the new prod\uct would be diffi-
cult and expensive to make.

. Purchasmg believed sincerely that if it had been brought in
early, savings could have been realized in material and com-
ponent costs.
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s Marketing believed that the others are not sensitive to the
market.

» The others believed that people in marketing were impracti-
cal—thought only about sales, ignored costs.

» CFO not only had a capital constraint but was worried about
increases in inventory that new products would create.

= Personnel department needed more time to study the ramifi-
cations of the new product on the present labor contract.

= Tool designers and outside suppliers believed they had
important contributions to make.

» There were few group discussions. During the entire cycle,
arguments were carried on, primarily through written reports
and memoranda, with their attendant time losses.

Understand the
Differences between
Apparent Causes and
Real Causes

The problems described above are serious. They need attention.
But they do not address the roots of the problems. Solving any
one or all of these in absence of theory change will “scotch the
snake, not kill it,” as Macbeth said after he did away with
Duncan. '

It should come as no surprise that the real culprits—the root
causes of the time-to-market problem—are, in part, the causes
that I have discussed throughout the book:

Concern about the evaluation and reward system.

1

Little trust in the competence of others.

Failure to realize the interdependence of functions as parts of
a larger system.

Mistrust and consequent disregard for information.

Concern about the motives, if not the integrity, of others.
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Evaluation and Rewards. Clearly the evaluation and reward
system is at work. Each of the functional goals is in some way
detrimental to others. To get unit costs down and productivity up,
manufacturing needs a small number of simple products and long
production runs. Moreover, changes that are made in midstream
make it difficult for manufacturing to cover its fixed costs.
Marketing wants a variety of “stand-out” products and short runs
to provide flexibility in order to meet customer order patterns.
The purchasing department is measured not on the quality or per-
formance of the product, nor on the total cost of production, but
on purchase price variance. Finance would not mind the low costs
in manufacturing, but might dislike the long runs and the high
inventory levels that they imply. These are just the tip of the ice-
berg. Down in the nuts and bolts of everyday decision making,
hundreds more just like this occur daily in companies all over the
world. Indeed, the phrase “misalignment of measurements and
rewards” was not my creation. It is the phrase that was used over
and over again by a major U.S. firm’s hourly workers and middle
managers who were members of a “problem-solving group” that
was trying to find ways to reduce time-to-market. These people
realized that they could not make fundamental, enduring change
when their efforts were evaluated vertically—by function, rather
than horizontally—in this case, by product. Until the fundamental
problem of measurement and reward is corrected, symptoms
might be treated, some apparent problems might be solved, but
the root causes will remain and similar problems will surface.

Competence. Let’s look at this issue now in terms of compe-
tence. The primary criterion for competence—a permeable organi-
zation, using interactive processes in an open, trusting environ-
ment—was not being met by the time-to-market problem-solving
groups that I observed. The managers had been accustomed to the
one-off, hand-off routine. All communications were written.
Documentation was pervasive—and not in the productive sense
(preserving that which is useful) but in the political sense—each of
the functions wanting to protect itself from blame if things went
wrong or to cover itself with glory if things went right. Individual
competence, of course, is fundamental. If the people do not know
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how to do their jobs and have no opportunity for improvement,
no amount of management theory can help them.

Systems. Throughout these development cycles, neither the
leaders nor the managers of the various functions demonstrated
that they really understood their interdependence—that they were
all part of a larger system. Most of the leaders’ interventions were
on a one-off basis with the functional heads, who generally had
firm and fixed ideas about their own functional responsibilities.
Accordingly, when the various functional heads met as a group,
the leader rarely was able to build a bridge across their activities.
When the leader was able to persuade one function to make a
change which would facilitate the work of another function, the
change was seen as a compromise. The manager who agreed to
the change characterized the agreement as a debt that would
require repayment at a future date. The irony, of course, is that
each of these managers was being paid by the same company—a
company that ran the risk of failure if its new products were late
or unsuccessful.

Compare the process above to an open, free-flow exchange of
ideas that could shape a new product if marketing people,
designers, purchasing managers, manufacturing managers, tool
and die makers, and key suppliers would come together with a
common aim—to quickly bring to market the finest products
they could build. Next, compare their subsequent actions in the
normal course of product development, where adjustments are
‘nearly always required. Product teams that do not act in the
free-flowing interactive manner just described usually will
require more time and will develop products that are not as
well suited to the market as teams that see themselves as inter-
active systems with a common aim.

Information. I reported earlier the instance in which manufac-
turing managers developed their own drawings and specifica-
tions, effectively discarding those that had previously been pre-
pared by the designers. When information is deemed untrustwor-
thy, time-to-market as well as cost and quality are nearly always
the victims. Other examples abound. I call some of them “func-’
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tional piecemeal”—the arcane jargon of finance and accounting
mixed in with terminology from marketing, manufacturing, and
distribution—all combined to create the corporate version of the
Tower of Babel. Information that is essential to the enterprise is
drowned by the detail. We have too much information presented
in inappropriate formats to too many people at inappropriate
times. Delays created by the search for relevant data are a big fac-
tor in time-to-market delays. Information cannot be presented in a
vacuum. Reports of performance, whether of individuals, mecha-
nisms, divisions, or products, need to be made in the context of
the system in which they exist. Specific suggestions about improv-
ing the usefulness of information have been made in Chapter 6
and in Appendix C.

Integrity. [ saw no examples of integrity failure in the cases I
have just reported. Suffice it to say, however, when people’s
motives are dramatically different, integrity is often at risk. The
recommendations I have made do not address the issue of inher-
ent integrity, but they do assist in keeping integrity failure to a
minimum in the workplace.

Adopt the New Theory
That Will Address
Real Causes

One thing is certain.’ Organizational trust will not be automati-
cally realized by virtue of a CEO’s pronouncement that
“Henceforth we will all trust each other.” The concept of
improved trust introduced in this manner will meet the same
fate as empowerment—a magnificent idea that has been trivial-
ized by a lack of understanding of its requirements and by the
ironic notion that it will be adopted as a result of the cascade
approach—flowing like a stream from the CEO source to the sea
of humans that must make it work. The contrary is true, of
course. The adoption of any new theory requires the under-
standing, commitment, and leadership of the CEO and the
senior managers. But meaningful change also requires thought-
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ful discussion by everyone who will be affected. Otherwise, the
new concept might seem to be adopted, but at the first sign of
trouble people will discard it for the comfort of the devils they
know. Indeed, exorcism of harmful past practices is imperative
for sustenance of new practices. At a minimum, the five causes
of mistrust should be confronted. Other causes that are specific
to the organization should also be addressed. Here are three
suggested approaches. They are suggestions only. Every organi-
zation is different and should develop the change method most
suited to its needs.

The approach that follows naturally from this discussion is to
identify one or two of the firm’s seemingly intractable prob-
lems, then to use the steps that are suggested in the time-to-
market example as a diagnostic tool. The diagnosis will usually
prescribe the treatment, particularly if the leaders have com-
mitted to the removal of the causes of mistrust. As I have
emphasized earlier, and will reiterate, the discussions should
ultimately include most, if not all, of the people who will be
affected. Their participation in the exploration of differences
between symptoms and apparent causes, and the differences
between apparent causes and root causes, will lay a firm foun-
dation for change.

Another company’s successful effort started with the leader
and his 14 direct reports. These managers spent the better part
of two days discussing the topic, “What do I do that makes
your job more difficult?” Each of these 14 senior executives and
the CEO took their turns in the barrel. An outsider was present
to record the issues that surfaced and to keep the process on
track. Trust was not specifically mentioned at first, but it soon
emerged as a central issue. The sometimes argumentative dis-
cussions highlighted the classic interfunctional stresses—oner-
ous reporting requirements from the controller’s office; the
time-worn problems of the product manager who has very little
agency power but who nevertheless needs to marshall the
resources of design, manufacturing, sales, marketing, and dis-
tribution; the daily squabbles among sales, manufacturing, and
distribution in their efforts to juggle relatively inflexible sched-
ules with traditionally imprecise forecasts. Well over 100 spe-
cific sources of conflict were documented. Some of the stresses



The Trust Factor: From Theory to Practice : 195

that were identified were inevitable. When this was the case,
the discussion centered not on how the stresses could be
removed, but how they could be ameliorated. In other cases,
festering wounds were treated on the spot. Actions were taken
to remove the problems with the caveat that actions which
were taken that affected people or activities not represented at
the meeting would later be discussed or confirmed with those
who were affected. But nearly all the stresses were related to
the five causes of mistrust. . The discussion set the stage for their
removal or modification.

Another widely reported and successful endeavor was the
profound change made by an electronics distributor headquar-
tered on the west coast and listed on the New York Stock
Exchange.? The COO and CEO had pondered over Dr. Deming’s
theories, and had identified dozens of examples of egregious
waste that was caused by the various incentive programs for
salespeople. Additionally, they were concerned about the
amount of time spent and frustration created by the administra-
tion of other incentive and bonus plans. Finally, one day they
decided, “Let’s just do it.” Salespeople were put on salary, indi-
vidual incentive and merit programs were replaced by across-
the-board profit sharing. The company’s leaders also addressed
other causes of mistrust. Information about the company’s activ-
ities and financial performance was more widely disseminated,
boundaries between functions were blurred, and the company
began acting as a system. These changes helped the company to
quickly develop new services which are redefining the nature of
their business, moving it from a commodity distributor to a
high-value-added supplier. The company, which had been prof-
itable before the change, became even more profitable.
Furthermore, prospects for the future seem excellent. The lead-
ers believe that the dramatic changes they made have played an
important role in their success. ,

In this case, the company announced the change before mak-
ing extensive preparation. But once they introduced the
change, they put forth heroic efforts to implement it. This
approach of announcing the change first, then implementing
it, has worked well for the electronics distributor, confirming
my earlier assertion that there is no “best way” for everyone.
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The company’s leaders must tailor their efforts to fit the com-
pany’s own circumstances.

Regardless of the approach, two caveats should be reiterated.
These will apply regardless of the change method that is
employed.

Removal of the five causes of mistrust will not be easy. The
organization cannot merely wave a wand and decree that hence-
forth everyone will be competent, that information will be rela-
tive, timely and trustworthy, that the differential merit pay and
incentive pay will be replaced by a universal bonus plan. Some
of these will take time—for instance, improving the competence
level of individuals. Others, like the pay plans, will meet resis-
tance from managers who feel that pay plans are necessary
adjuncts to control. However, free-flowing and vigorous debate
will bring a sharp focus to these areas of concern and resistance,
and will help to prescribe how they should be addressed.

The second point has been made before but needs to be stat-
‘ed again. The change process cannot stop with the CEO and
those who report directly to him or her. In the example above,
the electronics firm’s leaders are tireless in their effort to bring
a rich understanding of their approach to everyone in the
organization. And the 14 staff and functional heads who had
spent almost two days with each other held similar meetings
with their own direct reports, each of whom then held similar
meetings with their direct reports, until the entire organization
was reached.

Regardless of the method, the decisions that require funda-
mental theory change will invade the comfort zones of many
managers and employees. Enduring change, therefore, will
require the commitment of the senior executives. That commit-
ment must be buttressed by their rich understanding of its
implications and by their tenacious patience to see it through.

Trust—a concept as old as mankind—seems to have been
newly discovered by business. In some instances, it has
become a new buzzword with the attendant unfortunate con-
sequences. In other instances, businesses are thoughtfully
replacing the causes of mistrust with new theories, new struc-
tures, and new processes, which will reduce waste, eliminate
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needless complexity, and encourage creative, productive
effort. Trust is the lubricant that helps them compete effective-
ly in terms of cost, quality, and time. Other businesses that
continue to carry the burdens of mistrust will have difficulty
keeping up with those who have lighter loads, who are finding
that trust not only liberates profits for today, but ensures the
vitality that is required for tomorrow.



Epilogue

If everyone in your organization knew what to do; when,
how, where to do it—and, most important, why he was doing
it—what would the organization chart look like?

If everyone desired to do his job correctly, on time, and could
be trusted to act with integrity in support of the firm’s aims
and goals—what would your organizational process and con-
trol systems be like?

If pride in work or accomplishment, rather than profit maxi-

mization, were the driving motivation of the firm, would your
profits be more or less?
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Bonus Burgers:
An Exercise in
Accountability

and Control

The cases which follow represent actual situations which I have
observed. Not all come from the same firm; obviously} they
have been disguised. They usually evoke lively discussion in
our Columbia executive seminars.

Where’s the Beef?

You are national sales manager of a fast food chain. Incentive
pay can potentially be up to 40 percent of compensation for your
regional, divisional, and restaurant managers. Last week,
Hurricane Hugo hit South Carolina, and the big earthquake hit
San Francisco and Oakland. Do you adjust the incentive targets
for these two divisions? What criteria do you use?

Frosted Buns

Company history shows that cold weather hurts sales in spring
and summer. One degree below normal for the period hurts
sales by 1 percent, two degrees by 3 percent, and three degrees
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by 5 percent. In April, the Boston region’s temperatures were

5 percent below normal; Providence, Rhode Island’s were below
by 3 percent; and New York’s by 1 percent. And, according to
your New York division manager, unemployment in his area
rose substantially in April. What adjustments do you make?
What reasons do you give for your decision?

I Don’'t Want Any Cheese, I Just Want Out of This Trap

Your Providence division has 20 locations covered by the
Providence media. A customer in one of the locations reported
finding part of a mouse in his burger. The event was widely
covered, and sales for the month were 20 percent off plan in the
entire division. What adjustments do you make in the targets for
the incentive compensation plan? What actions do you take
regarding the Providence division manager? What action do you
take regarding the manager of the restaurant where the partial
mouse was reported?

Busted Burger Budgets

As New York regional manager, you submitted your 1991
budget late in 1990. No new locations were planned, and

New York’s economic situation was projected to deteriorate
substantially. You did not believe you could put through any
price increases, so you submitted what you thought was a
stretch budget: sales and profits the same as 1989. You received
a terse note from headquarters: “If you’re not going forward,
you’re going backward. Take a fresh look and resubmit.” You
duly submitted a 7 percent sales and a 5 percent profit increase
over 1989. Grudgingly, headquarters approved your budget. In
April, McDonald’s introduced chicken fajitas with saturation
television advertising, then in August introduced 69¢ burgers, a
price that had not been seen for years. Your headquarters had
not come through with any new menu items, and, although
they beefed up the advertising, they were no match for Big Mac.
By October, you were not only behind the plan, but, compared
to 1989, sales were off by 3 percent and profits off by 5 percent.
As regional manager, what action do you take? Prepare two
pieces of advice to the regional manager, two pieces of advice
for the national sales manager, and two pieces of advice for
headquarters.
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Burgermeister

As an observer of these joyful scenes, you have noticed that the
national sales manager spends 60 percent of his time making
adjustments, adjudicating disputes, and listening to complaints.
Please prepare three pieces of advice on how he might better use
his time.

Seminar participants almost universally agree that relief
should be given to the hurricane and earthquake victims. Not
only are these acts of God, but also force majeure. What partici-
pants do not know is that those locations on the fringes that
received little damage were swamped with business. Should
their targets be adjusted upward?

There’s startlingly little disagreement on the “frosted buns”
case. Yes, weather is an act of God, but one we should be able to
cope with. The plea from the New York region turns them off.
“The economy is a fact of life.”

Some perplexed looks accompany the reading of the “mouse”
case. Participants are usually split 50-50 on whether adjustments
should be made. However, by now, some of the participants are
beginning to wise up to the devious nature of their instructor.
Some have said they felt they were being “set up.”

The budget case sets their teeth on edge. Most of them are
middle managers in the process—givers and takers of budget
angst. Because these participants have reached managerial
ranks, they generally are unsympathetic to the plight of the
regional manager. They expect the manager to be less passive—
face facts, then do everything possible to make the numbers. By
now, they are coming to the general conclusion that the instruc-
tor espouses—all the players are focusing on the wrong thing.
“Burgermeister” poses the central questions. One, “Is this what
managers are supposed to do?” and two, “What has gone
wrong?”

Accountability when narrowly defined and numerically
expressed tends to be limiting. It focuses attention inward—on
intrafirm relationships. Supervisors become enemies—the game
becomes “How do I win the battle—or at least cope?”
Underperforming employees become the enemies of the super-
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visors. “I could have made my numbers if those turkeys had
made theirs.” :

A sense of defeatism runs throughout these cases. If we were
to collect the energy, effort, creativity, and just plain hard work
committed to these intramural activities, then redirect all that
power to serving the customer better, the “numbers” would go
out of sight. Rather than watch thermometers, the location man-
agers in the “frosted buns” case should have made sure that the
store was sparkling, the employees eager, competent, and
friendly, the outside premises orderly, the external signs and
promotional pieces properly displayed. How about a few visits
to local businesses promoting the quality of the food and the
convenience of getting it? “Just call in your order, we’ll have it
ready for you.” The mouseketeers had a different problem—but
not insoluble. Certainly, they should not invite the media in to
demonstrate how many mice they did not have—that would be
tantamount to telling children not to put beans up their noses.
But strict attention to fundamentals, some special promotions
held at a decent interval after the alleged mouse’s funeral,
would be salutary.

Certainly these managers did not have control over force
majeure, the weather, mouse sightings in other stores, or the
competitive moves described in the budgeting case. But the
managers should be held accountable for those energies and
activities listed in the preceding paragraph. However, the focus
on incentive compensation as a surrogate for good management
has permitted—perhaps encouraged—the managers to focus on
the bonus instead of the business. The compensation concept
proposed in Chapter 5 should help refocus their attention on the
customer rather than on the unproductive behavior we have
observed.
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Feed the Winners—
Starve the Losers

You have just been appointed general manager of a troubled
division of a mildly troubled parent company. Your division’s
contribution before corporate charges has been negative for the
past two years, and you have been a cash user. You manufacture
two product lines: One is a line of automotive radio antennae in
three styles or configurations, which you sell to automotive man-
ufacturers, dealers, and automotive supply stores. You also man-
ufacture light-bar kits in 20 styles or configurations for pickup
trucks, which are sold through truck dealers and supply stores.
You have been able to gather the following information so far:

Light bars Antennae

Your average selling

price per unit $100.00 - $10.00
Material cost/unit 40.00 1.00
Direct labor/unit 7.00 1.50
Units per year

Through dealers 10,000 40,000

Through supply stores 90,000 260,000

To manufacturers 0 400,000

Total: 100,000 700,000

Average inventory 90 days 20 days
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The antennae operation requires about 20 percent of the floor
space, and the light-bar operation requires 60 percent. You are
considering a proposal to use the remaining space for a new
light-bar line, which will be dedicated exclusively for General
Motors trucks. You anticipate that 80 percent of these units will
be sold directly to General Motors factories for $80 per unit, and
the other 20 percent to General Motors truck dealers for $100
per unit. Your sales force believes that they can sell 20,000 units
the first year. Equipment installation for the new line will cost
less than $300,000. The space is free. The light-bar line is basical-
ly an assembly operation. The antennae require extrusion and
machining operations, as well as assembly.

Your division employs 40 salespeople, 3 of whom call on
automotive manufacturers, the rest of whom call on dealers and
supply stores. At present, you are selling to 3000 supply stores
and 1000 dealers. Your total SG&A is 21 percent of revenues.
Your manufacturing facility uses a single overhead burden rate
of 4 times direct labor.

Your parent company has said it would fund the new line if

you could produce adequate justification. But after a reasonable
investment period, you will be required to produce positive
cash flow at the rate of $100,000 per month, beginning six
‘months from now. Additionally, in your second year, you will
be required to produce $1.8 million in pretax contribution to
corporate headquarters, or the plant will be closed. You have
heard that turnaround managers with limited resources “feed
the winners and starve the losers,” but you are not comfortable
with your present cost information. You will not be able to
determine accurate costs quickly but have organized a five-per-
son task force to begin the process. Your first meeting with them
starts in ten minutes. You have decided to open the meeting
with these questions:

What do we know?
What do we need to know?
How do we find out?

The seminar participants chew over this problem for two or
three hours and come up with more questions than answers.
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For instance, profit and loss accounting would place a value
only on the inventory produced, not the total cost of designing,
building, selling, and collecting for it. Return on investment
calculations usually do not account properly for so-called soft
development costs. Traditional accounting would ignore the
relative complexity and cost of selling through 3000 auto sup-
ply stores. It would ignore the selling and travel costs, the cost
of supervision for the salespeople, the cost of promotional liter-
ature and trade advertising, the cost of the semiannual sales
meeting, the administrative costs of handling payrolls, benefits,
settling the lawsuits caused by accidents on the road, et cetera.
Traditional cost accounting would ignore the complexity and
cost of approving and monitoring the credit history of each
account, the cost of setting up an account, establishing its pres-
ence with order entry, accounts receivable, and distribution.
Traditional accounting would not normally track the complexi-
ty and cost of distribution and shipping—selecting and packing
small orders, planning for multiple drops, dealing with LTL
(less-than-truckload) lots, or with UPS. Furthermore, the same
administrative costs of setting up the account would be neces-
sary also for the distribution center. Moreover, traditional
accounting would not capture the differential in inventory
turnover—Ilight bars versus antennae.

Now, let us examine the effect that distribution strategy has
on manufacturing costs. Selling to a large number of retail
accounts will complicate scheduling, will usually lead to smaller
production runs, and, sooner or later, will require special runs,
particularly if some of the customers are large retailers whose
purchasing power tends to command special attention.

The foregoing is not to suggest that the company strategy,
perforce, should be to sell only to OEMs (original equipment
manufacturers) or to avoid the complexity of multiple setups
and smaller runs. Nor does it mean that the company should
avoid the complexity-driven costs of selling, administering, and
distributing to relatively small accounts. Indeed, the managers
might wish to avoid the risk of selling only to OEMs. Whom
they sell to is a strategic decision—but in order to make good
decisions managers must know as much as possible about all
their cost drivers, not just the traditional cost of goods percent-
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age with SG&A (selling, general, and administrative) costs all
lumped together.

The foregoing are sins of omission. Now, we come to an
almost unforgivable sin—a sin of commission. The task that
management and cost accountants are supposed to perform
well—value the inventory—they often do wrong also. Instead of
carefully measuring all the manufacturing costs and assigning
them correctly to specific products and services, they use vari-
ous allocation methods which invariably mask the true and total
costs of production. In many U.S. companies, the plant burden
(overhead) is spread by a single-number multiplier, usually
direct labor, sometimes units produced or dollars of revenue
received. (In service companies, overhead is allocated similar-
ly—usually by a revenue indicator.) A significant number of
companies studied by Robert Howell in 1985 spread their plant
burden by direct labor. Here is an example of the outcome of
using this method. If direct labor costs are $25 and the plant
burden is four times direct labor, then the total plant cost is cal-
culated to be $100. In theory, this total cost is divided by the
number of units produced to arrive at a unit cost.

Thus, the total cost of plant overhead for our troubled compa-
ny is $7 million. The allocated overhead for light bars is $2.8
million ($7 direct labor X 4 X 100,000 units), and for antennae is
$4.2 million ($1.50 direct labor X 4 X 700,000 units). Of course,
actual labor dollars can be captured for each product, then
aggregated and divided into total overhead in order to arrive at
a multiplier. The outcome is essentially the same. Regardless of
the method, can you really believe this is the true overhead cost
~ for each of these products when light bars require 60 percent of
the plant space and probably an enormous amount of materials-
handling support? However, the extrusion and machine opera-
tions for antennae might require higher energy costs. The issue
is “Who knows?” The people on the plant floor probably have a
better idea of true costs than the executive who is trying to
make decisions from accounting reports.

But no one will know with reasonable certainty, unless the
costs are assigned as a result of observation, rather than allocat-
ed as a result of gross estimation. Recent management account-
ing techniques will help managers have a better idea of product
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or service costs. Moreover, some of these techniques will help
managers determine which customers are profitable and which
are not. The best-known technique is called ABC (activity-based
accounting). ABC is generally helpful with product costs, usual-
ly not as helpful in determining customer profitability. Some
firms tend to overcomplicate ABC. They attempt too much pre-
cision, and they tend to capture and track the costs too often. In
extreme instances, the cost has outrun the benefit. A simplified
ABC process will ameliorate this problem. My own preference is
resource-based accounting, a method developed by Robert
Howell. This method is easier to use, helps managers get a bet-
ter fix on customer as well as product profitability, but most
importantly, tends to be proactive. It does not stop with measur-
ing costs, it helps managers determine better methods of man-
aging costs.
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Conducting the
Measurement and
Control Audit

Unnecessary reports, measurements and controls can be
removed by several methods. Crisis turnaround managers
sometimes find that, with respect to internal reports, it is best to
start with a clean slate. For instance, I abolish memoranda for
the first 30 days of the turnaround. GAAP (generally accepted
acounting practice) reporting is deemphasized in favor of cash
projections. Productivity analyses and other management
reports are eliminated if they are not directly related to cash col-
lections or getting and keeping profitable customers. Even the
time-honored sales call report is replaced by conference calls
with all the salespeople hooked up. Other written reports are
replaced by 4:30 p.m. daily debriefings with all hands present
that are involved in information gathering and decision making.
Those who are on the road are plugged in on the conference
phone. Decisions need to be made quickly but wisely. This
requires that the key players come face to face using interactive
processes in an open, trusting environment where the aim, mis-
sion, vision, values, goals, and objectives are clearly understood.
Paper only rarely contributes to this process.

For companies not in crisis, it is important to eliminate
the nonsense but to preserve that which is useful. For that rea-
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son, I propose a measurement and control audit, which
builds on the firm’s strengths and will provide a foundation for
improvement.

Itami! has written thoughtfully about the hidden assets of the
firm—the systems and procedures which are useful, well-under-
stood and followed, whether or not they are written down. The
information relationship between suppliers and customers
needs to be preserved, as well as many of the systems that they
are comfortable with.

On balance, however, most companies can easily cut in
half the number of measurements, reports, and formal and
informal mechanisms. Even greater reductions can come from
process and structural changes which simplify how the firm
conducts its business.

Reorganization of process or structure, as well as the internal
audit, to be enduring, must be conducted by managers and
workers of the company—not by an outside consulting firm.
Consultants can be scorekeepers and process coaches. They can
do some of the analysis. But if the firm’s own people are not the
prime movers, the necessary understanding will not be gained
to prevent the company and its processes from warping back
into its prereorganization form.

Task Force Size and Leadership. The size of the task force
will depend on the size and complexity of the organization. (One
large retail organization assigned 30 of its most senior executives
to a task force; however, its responsibilities were broader than
cataloguing and analyzing measurements and controls.) Although
some staff people may participate, most of the task force members
should be line managers; however, at this point it would be
helpful to rehire some of those accountants that we fired in
Chapter 6. Their knowledge and analyt1ca1 skills will be useful
“adjuncts to the process.

One more taveat: The customers should be the guiding light
in this quest for more trustworthy measures and controls. The
task force should be able always to answer affirmatively, “Does
this act1v1ty help to design, build, sell, and collect for a product
or service that will get and keep profitable customers?” For
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example, the customer is interested in quality, which includes
such attributes as performance, reliability, de31rab111ty, consis-
tency, aesthetlcs, ease of use, ease of installation, service, vari-
ety, and availability. Absolutely, the customer is interested in
price, but customers are also interested in total low cost.
Furthermore, the customer is interested in the company’s ability
to innovate—to stay ahead of customer needs. Measurements
and controls which affirmatively contribute to these attributes
should be preserved—better still, they should be improved.

It is entirely possible that the admonition “Less is more” will
contribute to improvement. True, some internal measures and
controls which do not directly address these customer con-
cerns will be necessary. But if these controls do not make a
positive indirect contribution—or worse, if they are divisive to
customer concerns, as many are—then they should be removed
or reengineered.

Data Collection. As I stated earlier, some would suggest that
the task force should begin with a tabula rasa—define the aim,
mission, goal, and objectives of the firm—throw out all existing
measurements, controls, and reports, and then take a completely
fresh look at measurement and control requirements. For most
companies, this is both impractical and unwise. It would discard
the benefits of institutional learning. Furthermore, the uncertain-
ty would cripple the organization’s ability to change. This does
not mean, however, that timidity should prevail—that only incre-
mental improvements should be made. Big chunks of cost and
complexity can be excised by a motivated and moderately coura-
geous task force.

The firm that was mentioned earlier collected its data in the
following manner: The task force was broken into 10 groups of 3
who then interviewed almost everyone in the company to learn
what ‘measurements, reports, and controls they produced or
were subject to. Composition of the task force subgroups varied
because two of the three interviewers were required to be “out-
side” observers. The third interviewer typically worked in the
area that was being studied. The ten groups gathered and cata-
logued samples or artifacts of every measurement and control—
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whether used for internal purposes or for dealings with suppli-
ers, customers, or other outside constituencies.

Some measurements and controls were easier to ideritify than
others. They were written documents—reports, financial state-
ments, budgets, operating reports, distribution service levels,
lost time reports, overtime reports, sales per manhour, labor as
a percent of sale, productivity reports, daily sales reports, and
hundreds of others. Informal measures and controls were more
difficult to identify, but they were discovered by observation
and guided discussions.

Two questions were asked of almost every person in the
enterprise:

What reports do you receive?
What reports do you produce?

To develop the informal list, the following questions were used:

What else is important to you?

With whom do you consult during the day?
What information do you need?

What information do you pass along?

When possible, the data gatherers observed both formal and
informal meetings in order put the data in context.

This internal data-gathering process started at the top of the
organization and continued down the hierdrchy and across the
functions until everyone in the managerial or supérvisory
level was interviewed and until at least one of the clerical and
direct workers of every activity or function was also inter-
viewed. The most revealing data comes not just from the man-
agers who are interviewed but from those who are doing the
work. Indeed, this revelation leads to one of the reasons that so
few senior execuitives worry about excessive measurements and
controls. The higher up the ladder, the fewer measurements
they deal with.

Remember that hapless store manager from Chapter 6 with
his 172-item checklist? Compare him to the president of the
supermarket chain. I was interested in five things on a regular
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basis: sales increase, return on sales, return on investment, share
price, and the relative performance of key departments—meats,
produce, pharmacy, and private label. Like most execttives, I
received my key item reports without a true appreciation of the
effort it took to produce them. Similarly, I lacked understanding
of the preparation efforts or uses of the thousands of other
reports in the enterprise.

Clearly, many of these reports were useful. But, useful to
whom? How often should they be produced? Do they really
need to be written, or can they be communicated orally? Do
they really need to be stored in file cabinets and computer mem-
ory? These will be the questions that will emerge as the data are
collected. And, onerous as the task may seem, all reports at
every level and every function should be listed, then catalogued
by the locations in which they are found. Notes should be made
on each of the samples identifying where the report was found,
who originated it, who received it, who else was affected by it,
and how it was used.

Measurement and
Control Drivers

The financial area will be a gold mine. Here the aggregate
reports should be catalogued—but the individual reports that
are rolled into the aggregate should also be tracked and record-
ed. (By eliminating one aggregate report, a dozen others might
be eliminated.) The controller will be the mother lode, but the
treasurer, the CFO, and their direct reports will yield both grains
and nuggets. Internal audit reports and the prohferatlon of
paperwork that they often demand will indeed be sobering. The
fixed asset roster and attendant depreciation schédules will be
wonderful to behold.

Payroll is another fruitful place to dig. The complexity in pay-
roll departments is driven in part by tax issues and deductions
for benhefits. But these are not the sole drivers. Time cards—a
surprisingly resiliént anachronism—will also yield pay dirt.
And, they will lead to the personnel or hurhan resources depart-
ment, where among hundreds of other measurements and con-
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trols, the full employment act for human relations personnel
will be found. These will be the written job descriptions, job
classifications, and pay grades, as well as the annual merit
reviews, which were discussed in Chapters 3 and 5. Respect for
privacy will prevent taking samples from some of these docu-
ments—especially the merit reviews—but the task force should
collect the forms, along with the reports of compliance and non-
compliance. Samples of documentation—only some of which
are legally required for promotion, demotion, or dismissal—
should be collected also.

The sales department will yield the beloved call report along
with the associated compliance documents. Here the task force
will also find exquisitely detailed sales and market analysis doc-
uments. To the extent that these analyses provide information
for improvement, they will prove to be useful; but sadly, many
of these are to provide defense for a performance which might
have been deemed unsatisfactory.

Manufacturing is a critically important area in which to dig.
For example, a cost analysis I recently reviewed showed direct
labor to be 5.9 percent and plant burden to be 24 percent.
Divisional burden, associated with manufacturing, was another
14 percent. Through patient questioning, the task force was able
to determine that the people in division headquarters were dri-
ving much of the plant burden through their requests for infor-
mation and demands for reports. The company found that when
it made a head count reduction at the division level, it triggered
a corresponding reduction in wasted plant burden.

It appeared that this firm had three businesses, only one of
which was producing revehues and income: the one which was
manufacturing and selling. The second business was the one
producing the divisional overhead, sometimes helping but gen-
erally getting in the way. The third was the “corporate” busi-
ness with similar questionable benefits but concrete costs.

The data collection in finance, distribution, purchasing, man-
ufacturing, and sales will lead to the firm’s external constituen-
cies, the most important of which are customers and suppliers.
Here the task force will find some amazing documents. For
example, the traditional disdain for salespeople has promoted
incredible barriers for suppliers who, in theory, should be val-
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ued partners. So, finding measurement and control waste in
purchasing, although not defensible, is nevertheless not surpris-
ing. What will be surprising are the hoops we make our cus-
tomers jump through for the pleasure of buying from us. Credit
investigation, certainly important, can be strearnlined and civi-
lized so the customers need not feel like criminals while await-
ing credit approval. On the technical front, electronic data
exchange (EDI) is not just a frill, but a requirement for some
customers. Customer invoicing will often create anger as well as
derision. It might be welcomed as a guarantee of full employ-
ment in customers’ accounts payable departments, but that
might not be consistent with their senior managers’ goals.

The in-house legal department or outside legal counsel will
provide plenty of work for the task force, particularly if the
legal department is led by a timhid lawyer and more particularly
if the company is led by a timid CEO who defers business deci-
sions to the legal department. The problem here will be exacer-
bated if the company has been guilty of or charged with well-
publicized legal transgressions. In this instance, the legal terta-
cles will be everywhere. This siege environment may or may not
be appropriate, depending on the seriousness and pervasiveness
of the transgressions. Suffice it to say that trust will be an alien
notion, and the residue of mistrust will be costly. In this regard,
the task force should be particularly mindful of controls that
may be no longer appropriate—that were instituted as the result
of previous calamities.

Management information systems (MIS) and electronic data
processing (EDP) and the new concept, decision support sys-
tems (DSS), will be gatekeepers for measurements and controls;
however, in many companies they are also the genesis. The task
force might have mixed experiences gathering data here. In one
firm which I recently worked with, MIS was extremely coopera-
tive. In another I found fierce resistance. Over time, it became
clear that the hostile MIS department had utter disdain for the
other functional managers. Its actions signalled a deeply held
belief that MIS should initiate policy as well as disseminate and
provide tools for monitoring its compliance.

The alpha and omega of all the organizational measurements
and controls are the policies and procedures manuals. These
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manuals will be found at corporate and division levels as well
as almost every department of a large bureaucratic organiza-
tion. One large manufacturing company that recently went
through an organizational streamlining reduced its divisional
policies and procedures manuals from 15 volumes to 50 pages.
It is not clear who reads the 50 pages, but it was crystal clear
that no one read the 15 volumes. One of my first acts as a turn-
around manager is to throw out the policy and procedures man-
ual and replace it with hands-on, interactive processes,,

Data Analysis

First pass at analyzing the data should be made by the task
force. A second analysis should be done by senior managers
who might want to review it individually, but who most defi-
nitely should come together to review it as a group. A third
analysis should be done by representative groups from all func-
tions and all levels of the hierarchy.

All the measurements, controls, reports, and other artifacts
that have been collected should be catalogued. Each should be
identified according to its source and destination. Its purpose
should be noted on each document. Is it used for information,
control, or performance evaluation? If other uses are found,
they should also be coded. Samples of the reports should be dis-
played roughly in relationship to their location on the organiza-
tion chart—not just for dramatic effect, but to provide a sense of
their dissemination up and down the hierarchy and across func-
tions. Measurement and control artifacts from suppliers and
customers should be displayed separately; however, they will
all relate in some way to a company function.

The organization chart, although helpful in describing the
location of measurements and controls, does not describe the
process in which they are used. The task force, therefore, should
develop flow diagrams or process maps of several of the organi-
zation’s important processes—say, the order entry, credit check,
shipping, or invoicing process, or the customer service process,
or a piece of the manufacturing process. These maps will not
only diagram the process but will show the points of decision,
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delivery, or hand-off. In this respect, the maps help to describe
the relationship of people and functions.

During the review of measurements and controls, three sets
of questions should be displayed in the war room—not as a
prescription for decision making, but for general guidance.
The first set of questions will be those posed at the beginning
of the book:

If everyone in your organization knew what to do; when,
how, where to do it—and, most important, why he was doing
it—what would the organization chart look like?

If everyone desired to do his job correctly, on time, and could
be trusted to act with integrity in support of the firm’s aims
and goals—what would your organizational process and con-
trol systems be like?

If pride in work or accomplishment, rather than profit maxi-
mization, were the driving motivation of your firm, would
your profits be more or less?

Next, the set of questions which was asked at the beginning of
the chapter on measures should be displayed:

Exactly what is being measured?

When?

By whom?

For what purpose?

By what method?

Is the time order of data preserved?

How is it to be communicated?

How will it affect the activity being measured?
Have we measured costs but neglected benefits?
Have we kept the customer in view?

And the next set:

What are those things that we absolutely must control?
At what location in the organization should they be controlled?



220 Appendix C

How should they be monitored?

These questions are not to be asked or answered serially but
are to provide general guidance for groups who are involved in
the evaluation process.

Management Orientation

With data gathering and initial analysis completed, the most
senior manager and her or his direct reports should be invited
to task force headquarters for a review of findings to date. The
purpose of these meetings is not to make decisions, but to pro-
vide background information. Reactions of this senior group
will range from amazement and consternation to defensiveness.
Thus, the CEO, aided by the task force, should reinforce the idea
that this exercise is not to assign blame. Rather, the review is to
provide objective data which will help the company streamline
its measurement and control systems. The CEO also should
emphasize that elimination of wasteful activity and concomitant
costs is only one of the objectives. Another important benefit of
this exercise will be the liberation of the creative energies of
those in the organizations who have been burdened by exces-
sive measurements and controls.

Several paradigms can be used to put senior managers in the
proper frame of mind for the next step in the process: Jack
Welch has said that he wants GE to act like a $70 billion pop-
corn stand. Or people should be asked to recall how simple the
business was when everyone knew everyone else, talked to
each other every day, knew the customers and suppliers, wast-
ed almost no time on administrivia but set out to conquer the
world by serving the customer better than anyone else.
The reality is that the company probably will not be small
enough to operate that informally—that indeed, some of its
strengths come from its size, that some of its measurements
and controls contribute enormously to its success. But the
entrepreneurial memory can be held as a screen to make certain
that excessive measures and controls do not endanger the
firm’s ability to compete.
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Next, each of the people who report to the CEO should hold
meetings with their direct reports, including those who super-
vise others or who provide staff services. The objective of these
meetings is to prepare the way for the next phase and to avoid
problems when people are given a cold shower of unpleasant
information.

User Group Meetings .

With the informational meetings concluded, the next phase can
" begin. A group of documents which seem to have a natural rela-
tionship and which are found in roughly the same place in the
organization should be selected for further analysis. A represen-
tative group of people from every function and at every level of
the hierarchy where these measures and controls occur should
do the analysis. Their deliberations will include their indepen-
dent assessments of how the reports are used. Are they neces-
sary as is? Should they be modified or eliminated? Can they be
combined with another? Is the frequency of issue appropriate?

The focus at the outset should be on problems the measure-
ments may have caused within their own departments. As the
meeting progresses, they should discuss how a measurement
report or control in one function affects another. They might
wish to prepare their own process maps or flow diagrams to
better understand hand-offs and relationships.

In the early stages of these meetings, the amount of informa-
tion collected will create confusion. But as in all processes of
this type, patterns will emerge after a time. Participants should
be apprised that confusion is normal at this juncture. And there
will be some reluctance to openly disagree with procedures
which heretofore were “givens.” The task force representative
and/or discussion leader usually can help participants over-
come initial fears. When the meeting is handled properly, every-
one will be participating vigorously within a few hours.

" 'The recommendations that come from the group’s deliberations
might include a list of reports that group members believe can be
expunged immediately. Or, they might suggest consolidation or
different timing. They might want more timely reports to provide
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immediate feedback about some activities. In other instances,
members might agree that controls are necessary now but could
be relaxed if people had more training. This meeting might evoke
creative discussions about how measurements that are used for
purposes of individual or group evaluation are unfair and some-
times reward nonproductive behavior. Participants might muster
up their courage to suggest that enough trust already exists for
certain onerous controls to be removed. They might even suggest
how they can use peer pressure to reduce inappropriate behavior.
They will make suggestions about moving the controls to different
levels or functions in the organization.

All their suggestions should be written down and saved. This
is the raw material for the grand redesign. However, the task
force should not be required to wait for the grand design. Some
of their recommendations can be acted on immediately, thus
providing reinforcement that their efforts are important.

Task Force
Recommendations

After recommendations are received from the user groups,
task force meetings should be held frequently. During these
meetings other patterns will emerge. Initial insights will be
replaced by clearly stated hypotheses which should be reviewed
with those who would be directly affected by any changes that
are made.

During this phase of the-work, the task force should have reg-
ular access to the senior management group in order to report
on progress to date and to receive guidance or recommenda-
tions on those issues which are difficult to implement or which
will require a change in present policies and procedures. By this
time, it will have become clear that measurements and controls
are more than artifacts. They are active ingredients of the system. It

- will have become equally clear that one part of the system cannot -
be changed without affecting other parts of the system. It fol-
lows, then, that changes in measurements and controls will call
for changes in management methods, policies, and practices.
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One of the conclusions that invariably emerges from this
effort is that many excesses are driven by the control require-
ments of the chain of command and the coordination require-
ments among functions. More than three-fourths of the paper
and informal communications probably will be dedicated to
these purposes. Indeed, excessive measurements and controls,
the loss of time, and the loss of efficiency of communication in
the traditional structure has been one of the prime movers
toward the new management methods which go around tradi-
tional organization structures—simultaneous engineering, tiger
teams, cross-functional task forces, the diagonal slice that not
only crosses functions but involves all levels of the hierarchy.

But shortening the chain of command, reducing the number
of functions, blurring the boundaries in the hierarchy or
between functions, or starting task forces or tiger teams will not
produce to their true potential if people do not trust each other,
their bosses, or the organization. If some members of the group
are incompetent, if the measurement and reward system pits
people against each other and against the firm, defensive or
aggressive behavior and their artifacts—excessive measure-
ments and controls—will continue to flourish.

Yes, the task force can recommend changes—removal of
excessive measurements and controls, and improvement of
communication and coordination. But constant vigilance of
management will be required to keep things in place if the real
causes are not addressed.

Postscript: Graphic
Presentation

One problem with measurements and controls is the method in
which they are communicated. Every manager has sat through a
financial review in which interminable discussions were held in
order to understand what is behind the numbers. “Sales are
down by 3 percent this month” is not useful for problem solv-
ing. Moreover, it might not reflect a problem that can be solved
in the usual manner. If, however, sales data are presented
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graphically by week, day, or month, whichever is appropriate
for the specific business situation, and if they are presented over
a relatively long period—say two or three years—patterns and
trends may emerge that would give greater insight into this
month’s performance. Moreover, they should be presented also
graphically by units as well as dollars, by territory, by customer,
or any other grouping that properly reflects the business situa-
tion. Furthermore, notation should be made on the graphs
which describes conditions under which sales were made. For
instance, for a retailer, the legend “Snowstorm this week in the
northeast” will add enormously to understanding. Or, “Three
stores opened in Boston this week, chainwide circular distrib-
uted by Shoprite,” etc. Graphic presentation saves time and
arguments during the performance review. Second, it usually
reveals that the most recent data point—the 3 percent drop in
sales—is not unusual and as such should not be treated with a
one-time promotional shot. Rather, if sales are to move upward
consistently, then fundamental changes need to be made.
Perhaps pricing strategies should be reviewed, merchandising
mix improved, stores remodelled, store hours extended, etc. It is
a job of management to make the system or process changes; yet
too often, in attacking the most recent data point, managers shift
the blame to store managers, merchandise managers, and others
who certainly affect the system but who cannot change it.
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Engineering Study, Cambridge, Mass., 1982, p. 249.

Chapter 11

1.

To help sensitize people to the need for change, I recommend two
superb books: Danny Miller, The Icarus Paradox, Harper Business,
New York, 1990, and Eliot A. Cohen and John Gooch, Military
Misfortunes: The Anatomy of Failure in War, Free Press, New York,
1990. Excerpts from these provide substantive grist for discussion.

Other case histories that were used in this book have been dis-
guised, but the electronics distribution firm is so well known that
its identity should be shared. The firm is Marshall Industries of El
Monte, California, and the COO is Rob Rodin who, with the CEO’s
enthusiastic support, has implemented the changes that were
described.

Aﬁpendix C

1.

Hiroyuki Itami, Mobilizing Invisible Assets, Harvard University
Press, Cambridge, Mass., 1987.
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