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‘ Chapter One

l Changing the Assumptions

The New Logic Principles for Organizing

I got my first hint of the new logic of organizing in 1961 when I
read the classic book The Human Side of Enterprise by Douglas
McGregor.! McGregor distinguished between two paradigms of
how people can be motivated to perform in organizations. One,
which he called Theory X, assumed that people had to be driven
by extrinsic rewards (money and other tangibles), punishments,
and bureaucratic control systems. The other, which he called The-
ory Y, argued that individuals can be intrinsically motivated by
interesting work and can direct and manage their own behavior.
At that time, Theory X guided the design and management of
almost all large organizations. McGregor noted that its assumptions
were so well accepted that they were rarely explicitly stated and, in
fact, were neither debated nor challenged. He argued that a para-
digm (or, as I call it, logic) such as Theory X is so fundamental and
so critical in determining how an organization is designed that a
new logic must replace it in order for new designs to be created
and higher performance levels to be achieved.

Although McGregor’s statement of Theory Y intrigued me
because it was a simple but radical beginning for a new logic of
organizing, I also wondered how practical it was. It was not clear
how it would play out in the design of such key features of an orga-
nization as its financial information system, its control systems, and
its formal structure. Still, McGregor’s writings, along with those of
Chris Argyris and Rensis Likert, opened the door to questioning
the old hierarchical model and began the development of the new
logic of organizing.?
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Since McGregor’s work on Theory Y, a number of new
approaches have been suggested and are competing to replace the
old bureaucratic logic. As was mentioned in the Introduction, some
of these, such as reengineering and total quality management, have
taken on the characteristics of a fad and have been wildly oversold. It
would be wrong, though, to conclude that they do not make impor-
tant points. They do. The problem is that they are not comprehen-
sive. The challenge is to define not just a program or a limited
approach to improving organizations but a new complete approach
to organizing: one that begins with the statement of a new paradigm
that replaces traditional logic principles with new logic principles.

OLp Locic PRINCIPLE: Organization is a secondary source of
competitive advantage.

NEew LocIC PRINCIPLE: Organization can be the ultimate com-
petitive advantage.

OLD LoGIC PRINCIPLE: Bureaucracy is the most effective source
of control.

NEw Locic PRINCIPLE: Involvement is the most effective source
of control.

OLp Logcic PRINCIPLE: Top management and technical experts
should add most of the value.

New Locic PRINCIPLE: All employees must add significant
value.

OLp Logcic PrRINGIPLE: Hierarchical processes are the key to
organizational effectiveness.

NEw Locic PrRINCIPLE: Lateral processes are the key to orga-
nizational effectiveness.

O1p Locic PrINCIPLE: Organizations should be designed
around functions.

NEew Logcic PrRINCIPLE: Organizations should be designed
around products and customers.

OLb Logcic PrINCIPLE: Effective managers are the key to orga-
nizational effectiveness.

NEw Loacic PrINCIPLE: Effective leadership is the key to orga-
nizational effectiveness.
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This chapter outlines and contrasts the most important
assumptions and elements of both the traditional logic and the
new logic approach. It introduces a new way of organizing and
managing based on the new logic principles.

Although they will be discussed separately in this chapter in
order to clarify what each means, the six new logic principles
represent an integrated approach. Thus they should not be
adopted separately. Instead, they need to be taken as a whole
and used as the foundation of a comprehensive approach to
organizing and managing that involves new approaches to
reward systems, structure, work design, communication,
measurement, and human resources management—in short, all
the systems and practices that are critical to organizational effec-
tiveness. It is precisely for this reason that the first principle
argues for organization as a powerful source of competitive
advantage.

OLD Locic PrRINCIPLE: Organization is a secondary source of
competitive advantage. ‘

NEew Locic PRINCIPLE: Organization can be the ultimate com-
petitive advantage.

The new logic begins with the assumption that management
systems, processes, and structures can be the keys to building a
competitive advantage if they allow an organization to perform in
a way that competitors cannot. With the right kind of organization,
new products can be brought to market faster, the quality of prod-
ucts can be higher, and customer needs can be met more swiftly
and completely.

This contrasts with the traditional bureaucratic model in which
the sources of competitive advantage are assumed to include supe-
rior financial, human, and natural resources; market access; and
exceptional technology. In some cases, these traditional advantages
continue to be powerful. A good supply of cheap crude is still an
important competitive advantage in the oil industry, for example.
It is still a major advantage for Japanese and French companies to
have unencumbered access to their protected domestic markets.
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The Japanese domestic distribution system, for example, has long
protected its market against U.S. food distribution firms and made
it difficult for U.S. car manufacturers to enter the market. But
these traditional sources of competitive advantage are becoming
less important and less sustainable for a number of reasons.

Because capital now moves freely about the globe, it is difficult
for any company to gain a competitive advantage through superior
access to financial resources. Similarly, human talent is hard to sus-
tain as a source of competitive advantage when individuals, as we
have already discussed, are increasingly willing to move from one
company to another, in some cases taking critical knowledge and
technology with them.

Equally important is the rising education level around the
globe and the new access to highly educated talent in many coun-
tries that, until recently, did not participate in the global economy.
The fall of communism, the rise of free trade, and the dramatic
growth of capitalism have added more than a billion people to the
world economy. Many of them are unskilled and willing to work
for a few dollars a day, but some are highly skilled. For example,
skilled computer programmers are now available in the former
Soviet Union, and many Asian countries have skilled engineers and
production workers.

Finally, technology is being developed by more and more coun-
tries and companies. Japanese and Korean companies, for exam-
ple, now spend a great deal of money on technology development
and have proven to be adept at gaining access to technology devel-
oped elsewhere.

A classic example: going into the 1980s, IBM had all the tradi-
tional competitive advantages. It had the highest possible financial
rating and, as a result, access to low-cost capital; world-class core com-
petencies in the right technologies; research labs that were (and stll
are) respected for their ability to innovate and make technological
breakthroughs; a great global brand name; and international sub-
sidiaries (IBM Europe and IBM Japan) that had access to markets
around the globe. Indeed, at the beginning of the 1980s, IBM looked
so powerful that the U.S. government was suing it for antitrust vio-
lations because they thought no one could compete with them.

However, as the 1980s played out, it became clear that IBM
lacked the essential ingredient it needed in order to maintain con-
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trol over the information- and data-processing marketplace. It
lacked a strategy and organizational approach that fit the realities
of a rapidly changing, dynamic, and extremely explosive market
situation. It was slow to develop and market new products, partic-
ularly personal computers. It was a high-cost competitor because
of its extensive overhead. And it was not good at focusing on cus-
tomers and what satisfied them.

Before long, IBM was losing market share to companies that
did not even exist at the beginning of the 1980s. Apple, AST, Dell,
Compaq, Gateway, and Sun Microsystem all took market share
away from IBM, despite the fact that they began the decade with
few if any of the traditional sources of competitive advantage. Their
one advantage: they understood the market better and were orga-
nized to perform in ways that IBM could not.

Realizing this, IBM tried to match its competitors by creating
a new personal computer unit in the early 1980s. The leaders of it
were told to break the IBM mold and do what was needed to pro-
duce a competitive product. They did just that, by changing IBM
management practices in many ways, and by starting a new loca-
tion in Florida. The effort made IBM a major player in the PC busi-
ness, but a few years later the unit was closed down and the PC
business was integrated into the rest of IBM, with a resulting
decline in performance. As will be discussed in more detail later,
the start of a rogue unit and its eventual shutdown are common
events when large bureaucratic organizations try to change.

In one respect, focusing on organization and management in
order to gain competitive advantage is not new. Organizations have
always tried to do a better job of organizing and managing them-
selves. However, they have operated within the traditional frame-
work. They have accepted the wisdom of using established
management methods such as job descriptions, performance
appraisal systems, budgets, and hierarchies and believed that the
way to gain an organizational competitive advantage was to use them
more skillfully. This, in fact, is precisely what IBM did and did well.
It was often recognized as the best-managed company in the world.

No doubt, improving existing practices can lead to some per-
formance improvement, as in the case of streamlining a propeller-
driven airplane or giving it higher-powered engines. But it does
little to differentiate one organization from another, and it is



26 From THE GROUND Up

unlikely to produce dramatic gains in performance. To get those
gains, new technology—like jet engines—must be acquired. The
new logic argues that a superior and well-executed approach to
organizing, one better suited to the realities of today’s work force,
global competition, and technology than the bureaucratic
approach, can provide a significant and sustainable competitive
advantage—an advantage that is based not on continuous improve-
ment or incremental improvement but on discontinuous change
and dramatic performance improvements.

Convincing evidence that management practices can provide
competitive advantages is beginning to accumulate.? A study done
in 1995 by my Center for Effective Organizations found that com-
panies in the Fortune 1000 which were high users of employee
involvement and total quality management had higher returns on
equity (22.8 percent versus 16.6 percent), higher returns on sales
(10.3 percent versus 6.3 percent), and overall higher productivity
than did low users.*

There is also considerable evidence from companies that spe-
cific management practices make a difference. For example,
Motorola data indicate it gets a 30-to-1 return on money it spends
on training. Xerox says it has cut manufacturing costs by 30 per-
cent by cooperating with its union. For years, Procter & Gamble
has argued that its use of selffmanaging work teams in its plants has
reduced manufacturing costs by 30 percent or more. All told, a
growing body of evidence supports the argument that by putting
together the right management systems, organizations can gain a
significant competitive advantage.

As discussed in the Introduction, organizational capabilities
are central to this new way of thinking about organization as a com-
petitive advantage—especially when they are developed to a level
that can produce superior performance. A number of studies of
the automobile industry from 1970 to 1995 have demonstrated just
how important organizational capabilities can be.? When the Japan-
ese car companies started successfully exporting cars to the United
States, the domestic automobile industry blamed a host of factors
for their loss of market share. In the early 1980s, it started to
become obvious that Japanese auto firms were winning against U.S.
firms largely because they were “better managed.” Since that time,
study after study has shown that the better quality and productiv-
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ity in Japanese automobile companies come not from technology
or different government regulations but from superior quality
management systems, from better employee relations, and from
the use of integrated design and production teams to speed up the
new-product development process. .
Once the U.S. auto companies began to recognize that their
lack of organizational capabilities was putting them at a competi-
tive disadvantage, they began to respond and have gone on to close
much of the gap between them and their Japanese competitqrs.
Chrysler, Ford, and General Motors have all undergone massive
restructurings that have introduced total quality management,
eliminated levels of management, and changed their relationship
with their unions. As of 1996, though, none of them had yet
reached the manufacturing quality and productivity levels of their
Japanese competitors. J. D. Power surveys still show Honda, Toy-
ota, and Nissan with fewer manufacturing defects than Chrysler,
Ford, and General Motors, clearly demonstrating how manage-
ment systems can provide a long-term competitive advantage.
Although it took place in 1984, I still remember clearly' an
interview that I did with a Japanese manager who was restarting
the General Motors assembly plant in Fremont, California, that was
to become the NUMMI facility. Toyota and General Motors had
decided to reopen this formerly unsuccessful plant as a joint ven-
ture with Toyota managers in charge because of Toyota’s success
in running assembly plants with their “lean production” approach.
The manager that I interviewed said that because workers who
had worked previously in the GM plant were going to be rehired,
they needed to receive twice as much training as Toyota normally
would give to workers who had never worked in the auto industry
before. When I asked why, he told me that he expected that half
of their training would be devoted to unlearning GM habits and
the other half to learning the correct habits for the new organiza-
tion they wanted to create. He went on to add that this would dou-
ble the cost that would be required for the typical Toyota plant
start-up but that it would result in performance levels that no U.S.
plant could equal.
So while an organization still needs good human resources, cap-
ital, and technology to win in the marketplace, they have become
just the ante to get into the game, something all competitors are
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likely to have. Today, organizational capabilities are the key to win-
ning, because they can provide difficult-to-match performance.

OLD LOGIC PRINCIPLE: Bureaucracy is the most effective source
of control.

NEw LoGIC PRINGIPLE: Involvement is the most effective source
of control.

. In every organization, there must be a way to control and coor-
dinate individual activities; otherwise, individuals cannot accom-
Plish the collective goal that brought them together. The debate
in organization theory about control is not about whether it is nec-
essary but about how it is best achieved. The traditional logic (The-
ory X) argues that control can best be obtained through extrinsic
rewards, close supervision, hierarchy, and careful delineation of
responsibilities and accountabilities. What Theory X ignores—and
what McGregor recognized—is the real-life response of employees
to controls. Sometimes workers will be obedient, but they often put
as xnth cffort into sabotaging the controls as doing their jobs.
Ever since I worked my first summer job in the trucking business,
I have been impressed with the ingenuity of the American work
force when it comes to defeating management control systems.
SU-I'IlthOW, the individuals I worked with always managed to get a
daily nap without being caught and were able to manipulate the
foreman so they got to work as much overtime as they wanted.
Years later, as a consultant to the auto industry, I saw example
after: example of how employees eased their work loads by short-
cutting work methods and procedures even though they were
under close supervision. In other industries with ass:embly lines, I
have seen employees figure out ingenious ways to put the product
togfether incorrectly, simply to prove to themselves that they could
do it. They found it much more satisfying to beat the controls than
to Co’nform. to them and make the product as specified by the com-
pany’s engineers and work methods experts.
. The new logic of organizing has a solution to counterproduc-
tive responses by workers. It builds on McGregor’s statement of
Theory Y by arguing that if individuals are involved in their work
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and in the business of the organization, they will not only figure
out what they should be deing and do it, they will also provide
their own controls, It further argues that when people are involved
in the business, their energy and creativity will be focused on pos-
;tive results such as improving production processes and creating
better products and services, instead of on beating the system. As
a result, much of the costly, bureaucratic control structure in tra-
ditional hierarchical organizations becomes unnecessary.

Perhaps the simplest way of expressing how control works in
the new logic is to say that it is better to have a customer and the
external market controlling an individual’s performance than to
use a set of bureaucratic rules, procedures, and a superviSor for
control. In order to move control into the hands of the market or
customer, the entire organization has to be structured so that
employees can get feedback from customers about their perfor-
mance and their responses to customer needs. This can guide per-
formance in ways that a supervisor or a system cannot duplicate,
because the customer—not some person or system that is acting as
a proxy for the customer—is the ultimate arbiter of success. The
customer is more likely to point employees in the right direction
and to prompt change as the customer and the competitive envi-
ronment change.

Admittedly, hierarchy can allow lower-level employees to act
quickly with a high degree of precision and conformity through pro-
grammed decisions. But the downside of programmed actions is
that strict guidelines and controls may prevent employees from act
ing on their own to meet a2 demand or to solve a unique or particu-
larly nettlesome problem. The result all too often is slow decision
making and poor-quality decisions when itis not business as usual.

I experienced a good example of failed hierarchical decision
making when a recent flight that I was scheduled to take was sev-
eral hours late. Because of the delay, this dinner flight was not
going to leave until 10 .M., and the passengers at the gate wanted
to know if they could get a dinner voucher for the airport restau-
rant. The gate agent responded that he could not make the deci-
sion and would have to call his supervisor, which he did.
Unfortunately, other flights were late, and the supervisor was busy.
By the time the supervisor did arrive, an hour later, most customers
had left the gate area angry and hungry. And even though he did
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give vouchers to the remaining customers, that did not help assuage
their negative impressions of the airline, and it did nothing for the
customers who had already left to get dinner on their own.

Programmed decisions dictated by hierarchy are particularly
problematic when it is difficult to anticipate what decisions need
to be made. With the business environment changing rapidly and
with more complex situations, products, and services, fewer and
fewer of an organization’s actions lend themselves to carefully
planned, programmed decisions. So unless organizations aban-
don the bureaucratic approach, they end up with more and more
hierarchical “approvals” needed for decisions. As a result, deci-
sion makers are overloaded, decision making is slowed (as with
my delayed flight), and even simple transactions turn into com-
plicated ones.

Decision quality also can become a problem under a hierar-
chical approach. Decisions made at higher levels often miss the
critical subtleties that the people who are close to the problem and
the customers know intimately. Besides, in service situations, teiling
an irate customer you have to get approval or you are just follow-
ing the rules does not help to quell anger and dissatisfaction. Cus-
tomers want immediate action on their requests and problems.
They want the first person they encounter to satisfy them. Nord-
strom, the department store chain, recognizes this and has given
its customer service associates only one rule with respect to refunds
and exchanges: satisfy the customer. Ritz-Carlton Hotels has done
the same; it too says “satisfy the customer” and gives each employee
the power to spend thousands of dollars to do it.

Effective involvement depends on developing an organization
structure in which individuals fecl that they are accountable for
their own and their organization's performance because they
have customers that they serve who provide them with feedback.
An organization cannot meet this challenge just by grafting cus-
tomer satisfaction measures onto a hierarchical structure that
relies on bureaucratic and supervisory control as well as extrin-
sic rewards (pay, bonuses, and so on) and punishments (such as
firing) in order to coordinate behavior and ensure that customers
are satisfied.

The new logic calls for replacing bureaucratic controls with the
following four components of effective employee involvement:
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Information about business strategy, processes, quality, cus-
tomer feedback, events, and business results
Knowledge of the work, the business, and the total work

system N '
I?,ower to act and make decisions about the work in all of

its aspects '
Rewards tied to business results,
and contribution

When these four elements are appropriately positior-led, 1nv91ve;
ment can be an effective source of control anc.i orgamz.ed a.lcqtion.1
Involvement requires that the amounts of information, . owC{
edge, power, and rewards that individuals have be l’?lll?nge STot
that all employees have significant amounts of them. Chis oet. °
mean that those at the top have any less knowledge, }nforma ion,
ower, and rewards; it does mean that the 0rgamzat:op becomes
flatter (that is, it has fewer levels) an‘d that Lh‘c information, pmff'e;':
knowledge, and rewards that were in the middle of the ot;*lgan;za-
tion are pushed down so that they are sPread th'r(.)ughoutk the org )
nization. This is what makes feffe:ctlve dec1s.10n' making ail i
involvement possible at lower levels in an organization. Figure 1.

presents this thinking in graphic form.

individual growth, capability,

Figure 1.1. Power, Information, Knowledge, and Rewards.

Hierarchical Organization High-Performance Organization
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It shows that involvement-oriented and traditional organiza-
tions position these four key elements very differently. In well-
designed, traditional, hierarchical organizations, individuals at the
lowest levels have little information, power, knowledge, and
rewards, while individuals at the top have large amounts of all four.
In the involvement approach, individuals at the lowest levels have
much larger amounts of these elements.

Recently, as the result of some consulting work that I was
doing with General Electric, I saw this flattened, cone-shaped
approach to the four elements taken one step further. It showed
a cone that was wider at the bottom. I was told this was where GE
is heading. Not only don’t I think GE is heading there (I cannot
see an assembly line operator having more knowledge, informa-
tion, power, and rewards than the CEO, Jack Welch), I do not
think they should be. As will be discussed in Chapter Three,
senior management needs to set the direction for the organiza-
tion, and this requires and warrants a larger amount of these
four elements.

Balance among information, power, knowledge, and rewards
is critical to effective involvement. In general, they are well man-
aged and balanced when individuals are rewarded based on how
effectively they exercise the power that is associated with their posi-
tion and when they have the information and knowledge to exer-
cise their power effectively. Individuals should not have more
power than they can exercise effectively given the amount of infor-
mation and knowledge they have, nor do they need significantly
more knowledge than they can use given their power and infor-
mation. Having more power than knowledge or information is par-
ticularly dangerous, since it can lead to poor decision making.

Finally, as will be discussed in more detail in Chapter Nine,
rewards must fit the kind of power individuals exercise, the type of
knowledge they have, and the information they receive. Otherwise,
individuals will not be correctly motivated, and there will be a lack
of accountability for performance because there are no conse-
quences attached to it.

In a well-designed, high-involvement organization:

* Individuals understand the business. They know its strategy,
how it is doing, and who their customers and competitors are.

CHANGING THE ASSUMPTIONS 33

e Individuals are rewarded according to the success of the busi-

ness. They are owners and share in its performance so that
what is good for the business is good for them. o

e Employees are able to influence important orgamzatl.onal '
decisions. They decide on work methods, participate in busi-
ness strategy decisions, and work with each other in order to
coordinate their work.

In summary, the new logic argues that the best control comes
from the marketplace and the customer. Through involvement, it
creates employees who act like owners and managers, who exer-
cise self-control because they are involved in satisfying the cus-
tomer and meeting market demands. It rejects the traditional
approaches to control as too expensive, ineffective, and in many
cases dysfunctional.

OLDp Locic PRINCIPLE: Top management and technical experts
should add most of the value. .
NEw Locic PRINCIPLE: All employees must add significant

value.

The new logic turns the traditional equation of who adds value
to the organization’s products and services upside down. It con-
stantly pushes for individuals throughout the organization to add
more value by

e Doing more complicated tasks

e Managing and controlling themselves

e Coordinating their work with the work of other employees
» Suggesting ideas about better ways to do the work

¢ Developing new products and ways to serve customers

This is in sharp contrast to the traditional hierarchical organi-
zation where individuals at the lower levels carry out prescribed,
routine, low-value-added tasks in a controlled manner while senior
management adds major value through their work on orgapiza-
tional design, strategy, and the coordination of the work of differ-

ent groups and functions.
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There is little chance for employees to add value to simple
repetitive work. Many relatively untrained, low-wage workers in
companies and countries around the world can do such work, mak-
ing the people who do it a commodity. This accounts for the cur-
rent movement of many industrial jobs out of developed countries.”
Employees who are doing simple repetitive work in the United
States, western Furope, and Japan often are simply overpaid rela-
tive to the global value of their skills and the value they add to
products. Sometimes the only solution to this problem is to move
work to low-wage companies and countries. But this is not always
the right or the best answer. The “overpayment” of employees may
be the result of organizations following the old logic and as a result
not allowing its employees to add all the value that they can.

All too often today, when individuals try to add value through
making suggestions or managing themselves, the work systems
will not let them. Thus, even though employees earn wages that
suggest that they add significant value, the organizational designs
and structures—which support top-down decision making and
control—do not allow them to add it. This is precisely how compa-
nies in developed countries end up with wage levels that are not
globally competitive. If they want to compete in a global market,
they must create high-valued-added work that requires skills and
knowledge. Individuals must have the opportunity to manage them-
selves and coordinate their work with that of their co-workers.

The relationship between compensation levels and technical
knowledge is relatively straightforward and clearly demonstrated.
Less straightforward—and perhaps less well established—is the
relationship between affordable wage levels and management prac-
tices. Simply stated, if work is designed so that employees take on
many of the management duties that are typically done by super-
visors and staff specialists, then they warrant higher levels of pay.
They are in essence adding the value that a highly paid manager
or someone in a technical staff role might otherwise contribute.

Information technology as well as advanced automation
processes in the manufacturing world can help to transform work.
Automation in manufacturing, such as the use of robots, can cre-
ate work that involves high levels of problem solving, technical com-
plexity, and coordination and can thus make it possible for
employees to add considerable value. Employees end up doing pro-
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gramming, skilled maintenance, and machine setup instead of sim-
ple routine manual tasks. The downside is that fewer cmployees are
needed, The upside is that those who remain can be paid good
wages because they contribute more to organizational effectiveness.

Today, given the realities of a global work force, it s cri tical to
structure organizations so that in high-wage countries employees
at all levels add significant value. Organizations can no longer
alford the combination of high pay and low value-added work and
workers. By making the assumption that individuals at all levels of
the organization can add significant value, through new logic
approaches to organizing, and through the use of information
technology, new logic organizations can be more cost-effective than
high-wage old logic ones and in some cases even more effective
than low-wage ones. The key is that individuals must know more
and do more. If, by following the principles of the new logic, an
organization’s work can be designed to help create high-value-
added jobs, it can be a win-win situation for organizations and for
individuals. Organizations can end up with a competitive advan-
tage, and individuals can end up with higher-paid, more reward-
ing work. :

OLD Locic PrINCIPLE: Hierarchical processes are the key to
organizational effectiveness.

NEw Locic PRINCIPLE: Lateral processes are the key to orga-
nizational effectiveness.

The new logic puts much less emphasis on hierarchical report-
ing relationships and much more on lateral, or side-by-side, rela-
tionships. It stresses that effective lateral relationships are the key
{o creating organizations that can perform well on speed, cost, qual-
ity, and innovation. Both reengineering and total quality manage-
ment address this point: they emphasize that when employees at
different steps in the work process coordinate their behavior effec-
tively, it can lead to significant gains in organizational performance.

It’s not that the traditional logic denies the importance of lat-
eral relationships. Quite to the contrary, it views them as so impor-
tant that they must be closely controlled and monitored through
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a hierarchical management and information-system structure.
However, there are two problems with the hierarchical approach.

First, individuals tend to compete with each other to move up
the hierarchy; thus, employees end up spending their energy and
efforts trying to please the boss and the boss’s boss rather than con-
centrating on what is important—that is, relating to customers,
vendors, and other employees at their level with whom they need
to work in order to produce a successful product or service. This
is hardly surprising given that the organization chart shows them
reporting to a higher-level manager, not to a peer or customer.
Indeed, the only formal connection among peers occurs because
they all report to the same level of management.

Second, there is often a lack of accountability for important
organizational goals as employees are simply engaged in individ-
ual activities, rather than trying to accomplish important objectives.
Most hierarchical organizations group employees not by customer
or product but by common activities such as sales, production, and
accounting. They put those people who do the same things
together rather than grouping people who are trying to accom-
plish the same goals and who are working on the same process.

For example, in the purchasing department of a Ford plant I
studied, separate groups communicated with suppliers, checked
the price on the bill, matched the purchase order to the bill, wrote
the check, determined whether the material had arrived, and so
on. A bill passed through ten pairs of hands before it was paid. The
result: no one was responsible and no one had an overview of what
was happening, mistakes were common, payments were slow, and
suppliers could never find out what had happened to their bill.

This is precisely why an organization that operates laterally can
have an enormous competitive advantage. When all employees who
are working on a product work together and share a common pur-
pose, it increases the chance that the product will be well designed
and manufactured. Similarly, when all who serve a particular type
of customer work together, they can go beyond their function or
step in the service process and grow to know and care about how
customers are being served. This can lead to more ownership of
both jobs and customers and, thus, to better service and products.

It can also lead to faster decision making and service because
information does not need to be moved to someone higher up to
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integrate it and make a judgment. It can be done at the point of
contact with the customer or product—a particularly crucial advan-
tage in rapidly changing businesses.? Further, because a laterally
focused organization needs fewer control systems than a hierarchy,
it can eliminate levels of managers and reduce overall costs.

Only if all of an organization’s systems are designed to support
it can an organization truly operate in a lateral manner that pro-
duces superior performance. This means changing the human
resource management systems, the communication systems, and
the work structures of vertical organizations to ones that are con-
sistent with a lateral approach. For example:

e Employees need the ability to meet in groups and problem
solve together.

e Reward systems must be in place that reflect peer input and
reward group and team behavior.

e Team-based work designs are necessary.

e Communication systems must move information and
customer data laterally without going through levels of

supervisory control.
e Managers need to facilitate lateral interaction and learning.

As will become evident in the discussion of the next principle,
organization structure is also crucial to creating lateral relationships
that reduce costs, improve quality, and speed decision making.

Orp LocICc PRINCIPLE: Organizations should be designed

around functions.
NEw LocIc PRINCIPLE: Organizations should be designed

around products and customers.

The traditional logic of organizing emphasizes functional
excellence and expertise and assumes that good performance
grows directly out of these qualities. It further assumes that func-
tional excellence is the result of getting the best possible individuals
in each specialty and putting them together. This enables func-
tional specialists to learn from each other as well as get training
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and development tailored directly for them. The managers, also
experts in the specialty, are charged with developing the depart-
ment’s technical competence. In this approach, staff groups in
areas such as human resource management, finance, and law typ-
ically review the plans and operations of the other parts of the
organization and determine whether they are up to their stan-
dards. If this all sounds eminently sensible, it is because most orga-
nizations have been structured and managed this way for decades.

The main flaw in this approach: no single function—not
human resource management, not finance, not marketing, not
R&D, and not even manufacturing—can, by itself, make products
or serve customers. None alone can create satisfied customers.
Only when individually strong areas of expertise are brought
together to produce high-quality, innovative products and services
that are sold at an attractive price does the organization become
effective and satisfy customers.

The new logic does not say that there is little need for strong
expertise in particularly critical functions. But it does stress that it
is possible to have strong functional expertise and not have a par-
ticularly effective organization, because traditional, functionally
structured organizations have trouble developing the teamwork
and coordination that lead to successful products and services.

The first course I took in organizational design helped estab-
lish in my mind the importance of fitting individuals with differ-
ent skills together in order to form effective teams. Early in the
course, Pete Newell, who had just finished coaching the 1960 gold-
medal U.S. Olympic team, talked to us about putting together a
winning basketball team. His team was an early “dream team” with
a number of excellent college players (Jerry Lucas and Oscar
Robertson, to mention two of the most famous). The members of
the class sat back with an attitude that said, How could anyone lose
with a team like that? As Newell pointed out, despite the individ-
ual excellence of each of the players, there is a major problem in
putting a team of all-stars together. In college, each one of these
star players had the ball about 40 percent of the time when their
team was on offense. Clearly, there was not enough time, nor
enough balls, for each of them to do that on the Olympic team.
Newell had to train virtually all of them to play without the ball for
the first time in their lives.
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The same challenge often exists in large, complex organiza-
tions with individuals who are strong in particular functions. They
need to be trained to work with other functions and to focus on

roduct and service excellence rather than functional excellence.
In short, they and their function can’t have the ball all the time.

The new logic argues that you have to organize around units
that are focused on products and customers if you want employees
with different specialties to work well together. This ties directly to
the idea of control coming from customers and the market, the
importance of lateral processes, and the need for individuals at all
levels to add significant value.

In order for these aspects of the new logic to work, all employ-
ees must be part of units in which everyone can see how their
behavior affects organizational performance; in other words, they
must have a line of sight to the business and its success. Then and
only then can individuals feel that they are market driven, that they
are responding to a particular customer or managing a specific
product. And only when they feel this type of business involvement
do the benefits of the new logic occur.

In many cases, applying the new logic means that certain func-
tional specialties will be support services to organizational units
focused on making particular products or offering particular ser-
vices. Functional experts in law, marketing, and finance, for exam-
ple, will supply knowledge and expertise to other parts of an
organization who are their customers. Staff groups will no longer
approve or disapprove the actions of a business unit; they will serve
more in a consulting or educational role. Alternatively, they may
join product development or customer service teams to help those
teams to be more effective. The net effect of this repositioning of
expertise should be to reduce the amount of corporate overhead
in organizations and to create organizations that are primarily
structured around customer- or product-focused units.

OLp Locic PrincipLE: Effective managers are the key to
organizational effectiveness.

Niw Locic PrRiNcIPLE: Effective leadership is the key to
organizational effectiveness.




40 From THE GROUND Up

Because of the old logic’s emphasis on managers, particularly
top managers, as the ones who add the most value, their effective-
ness is correctly considered to be the critical element in a tradi-
tional organization’s performance. At the core of the hierarchical
approach is the belief that effective management means defining,
evaluating, structuring, and coordinating the work of others. At
higher levels, management involves setting strategy, making criti-
cal business decisions, and defining the accountabilities and
responsibilities of others.

The old logic places little emphasis on leadership, because
bureaucratic management systems are designed to operate as sub-
stitutes for leadership that tell employees what to do and provide
the motivation to do it. Leaders are not needed to make an orga-
nization successful. Indeed, historically, the senior managers of
large companies such as AT&T, Sears, Mobil, and Exxon have not
been well known and have not demonstrated great leadership skills.
Who, for example, can remember any of the presidents of AT&T
from the period when it was the world’s largest corporate employer?

In the new logic, leadership, not bureaucratic management, is
central. Leadership is not easy to define; it is easier to recognize
when you see it. What's the difference between leaders and man-
agers? Managers do things right; leaders do the right thing. Man-
agers influence through bureaucratic systems; leaders influence
through vision and challenge. Managers motivate through rewards
and punishment; leaders motivate through values and shared goals.

In the new logic, many traditional managerial functions are in
essence rendered unnecessary through a combination of organi-
zational design and employee self-management, but leadership is
not. Itis a critically important substitute for hierarchy and bureau-
cracy. The old logic emphasizes managerial processes and de-
emphasizes leadership processes. The new logic emphasizes
leadership behaviors and de-emphasizes managerial processes. It
does not, however, advocate turning organizations “upside down”
so that senior management is simply there to serve the rest of the
organization, as some have suggested. They should not be servant
leaders, because they have more important things to do.

The new logic—even more than the old logic—requires that
top-level managers create the key organizational systems and
processes and that they provide strategic direction. They are almost
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always in the best position to add value by setting direction and
defining the organization’s agenda and by sensing conditions and
events in the business environment that affect strategy. Finally, they
are important role models for others.

In many respects, effective top management leadership is more
important in a new logic organization than in a bureaucratic one.
A traditional organization can operate without an effective leader
at the top and in fact often needs an effective manager, not a
leader. Historically, many chief executive officers of large U.S. cor-
porations have been effective because they were good at manag-
ing budgets, control systems, and organization restructurings.

In the new logic, effective leaders substitute for bureaucratic
controls and structures. They provide a sense of mission, vision,
direction, and rationale. Without this kind of leadership, new logic
organizations can drift like a ship without a rudder. Herman Miller,
the furniture manufacturer, found itself in just this situation when
its longtime leader, Max De Pree, retired. An adequate replace-
ment was not found, and for the first time, the organization had
performance problems.

In the new logic, it is critically important to have leadership
throughout the organization, not only at or near the top. Flatter,
more lateral organizational structures and a decrease in the num-
ber of traditional means of control call for more, not less leader-
ship from everyone. Teams, for example, rarely operate effectively
without someone or some set of individuals who lead by challeng-
ing the group, helping it set priorities and addressing performance
problems. In traditional organizations, formal systems or hierar-
chical processes deal with these issues. In the new logic, individu-
als within the group must take on leadership roles to help the team
address them.

In the new logic, all employees need to think of themselves as
both managers and leaders. They are managers in the sense that
they participate in structuring their work, influencing and coordi-
nating with others and managing themselves. There are times,
however, when self-management may not be enough; leadership is
needed. Individuals need to motivate and inspire others through
words, visions, recognition, and, of course, through modeling the
“right behavior” and exhibiting all the leadership acts that encour-
age others to realize the organization’s larger vision.
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The new logic does not require an abundance of charismatic
leaders, despite the fact that they are currently favored in the lead-
ership literature.® Indeed, since there seems to be a scarce supply
of charismatic leaders (those who create excitement and inspire
commitment as a result of their ability to communicate an attrac-
tive vision, who behave in unconventional and symbolically impor-
tant ways, and who have an extraordinary, almost god-like aura), it
is important not to depend on them. Often new logic organiza-
tions can benefit from the presence of charismatic leaders, but they
need not and probably should not rely on them. In some respects,
the ideal leader for a new logic organization is aptly described as
the “post-heroic leader” or, as the Chinese proverb says, “The best
leader is one who, when he is gone, they will say, we did it our-
selves.” The heroic leader who commands adulation, respect, and
deference and who distances himself or herself is not the type who
is needed in a new logic organization.

In their work on what leads to long-term organizational suc-
cess, Jim Collins and Jerry Porras use the metaphor of a clock for
understanding what new logic organization leaders should do.”” An
effective leader, they say, creates an organizational clock that allows
people to “tell time for themselves.” The leader sets direction for
the organization and builds mechanisms to allow people to under-
stand what that direction is and to measure their progress. If the
organization is designed properly the leader does not have to
spend time reminding everyone of the strategy, telling them how
they are doing, and pointing out what customers need. Remem-
ber: an effective leader designs an organization so that people
know what to do and, at the end of a journey, say they were respon-
sible for completing the trip.

It is particularly difficult for managers who have grown up in tra-
ditional bureaucratic organizations to become post-heroic leaders.
One of my colleagues, Jim O’Toole, has stated that although 95 per-
cent of American managers understand the logic of the new leader-
ship and can state it, only about 5 percent of them can practice it. I
am not sure that O’Toole’s numbers are accurate, but I am sure that
his overall point is right on. There are clearly many more managers
who can profess the new leadership than those who can practice it.

Judging by what I observe in organizations and by the indus-
try that has grown up in the last ten years to identify, train, and
develop leaders, it is clear that there is more and more recogni-
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tion of the importance of leadership. Indeed, there may be an
overemphasis on leadership training and development. I am very
skeptical about the ability of many of these leadership programs
to actually change behavior. Charismatic leadership, in particular,
is not easily developed and is unlikely to be influenced by pro-
grams that last only a few days and deal with artificially created
cases, simulations, and adventure games and exercises (the cur-
rent favorites of management development programs). Further,
the academic literature suggests that the emergence of a charis-
matic leader is at least partially the result of the situation being
right for this to happen.

Given my rather pessimistic assessment of the ability to develop
leaders, it is legitimate to ask whether new logic organizations can
actually find the quality and quantity of leaders they need to be
successful. I believe that they can, but they need to recognize that
leadership is a critical commodity and that it is important to
develop the leadership skills of the many, not just those of the few
who may reach senior management positions. Leadership skills
need to be developed over a long period of time through a com-
bination of personal experiences, training programs, and a focus
on individual values and skills."* They also need to be considered
when individuals are hired by new logic organizations.

C2

The six principles of the new logic clearly establish a new paradigm
or way of thinking about how to create effective organizations.
Together, they can form the basis for developing, from the ground
up, organizations that are both different from, and more effective
than, the ones that have dominated our lives during the twentieth
century. The challenge now is to take these principles and incor-
porate them into the foundations of an organization.

What types of practices, structures, and systems does an orga-
nization need to put in place in order to follow the new logic? To
begin answering this question, an overview of the key elements of
an organization is presented in the next chapter, along with a dis-
cussion of what makes an organization and individuals perform
effectively. The chapters that follow focus on applying the six prin-
ciples to the organizational elements in order to create a high-
performance organization.



