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More Praise for Creative Destruction


“In the tradition of Beat the Market and A Random Walk Down Wall Street, Creative Destruction blows holes in the conventional wisdom about management, corporate cultures, and the underpinnings of a successful corporation. It argues a whole new paradigm for survival and growth which hopefully will have a far-reaching effect on the actions of boards, management, and investors going forward. Foster and Kaplan are on to something profound.”

—Frank Biondi, Senior Managing Director, Waterview Advisors, Former Chairman and CEO of Universal Studios, and President and CEO of Vicacom




“A provocative wake-up call for leaders.”

—Mike Masin, Vice Chairman and President, Verizon




“As this book with its long-term analysis makes clear: A successful past is but an opportunity to build the future. The only true winners are those that relentlessly drive innovation and change and continually challenge organizational practices and culture.”

—Linda Robinson, Vice Chairman, Young and Rubicam




“A compelling road map for management to strike a necessary balance between operational excellence and creative destruction. Those who do not heed its advice to challenge conventional mind-sets aggressively do so at their peril.”

—John Hagel, co-author of Net Worth and Net Gain: Expanding Markets Through Virtual Communities




“Offers a clear blueprint for how corporations can modify their thinking in order to remain competitive.”

—Pamela Thomas-Graham, Executive Vice President, NBC, President and CEO, CNBC.com




“Reading Creative Destruction was like the scales were falling off my eyes. I had had a mental cataract operation.”

—Robert McKinney, former U.S. Ambassador to Switzerland




“I spend a good deal of every week listening to business leaders and economists from around the world discuss their writings and experiences. This is the single most informative account of the eternal battle between managers and markets, and it explains with intellectual force and hard research why managers must prune their corporations in order to survive the remorselessness of the market.”

—Leslie H. Gelb, President, Council on Foreign Relations
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Introduction
The Game of Creative Destruction

In 1986, Richard Foster published a best-selling book titled Innovation: The Attacker’s Advantage, which explained the limitations of long-term corporate performance, based on the inevitability of profound changes in the way business is conducted (which we call “discontinuities”). The conclusion reached in the book was that during technological discontinuities, attackers, rather than defenders, have the economic advantage. Although they often lack the scale associated with low costs, neither do they have the psychological and economic conflicts that slow, or prevent, them from capturing new opportunities.

Foster drew these conclusions from a study of about a dozen companies. But as the years passed, he found them to be true of hundreds of other companies as well. Yet the attacker’s advantage did not seem to last. Once a company attacked, it began to act suspiciously like a defender, with all the associated weaknesses. In fact, as the ’80s passed and we made our way through the ’90s, both of us observed that almost as soon as any company had been praised in the popular management literature as excellent or somehow super-durable, it began to deteriorate. Searching for excellent companies was like trying to catch light beams: They were so easy to imagine, but so hard to grasp.

Was this just a peculiarity of the companies we knew, or was something more fundamental taking place? Keeping in mind an admonition attributed to Winston Churchill, “The farther backward you look, the farther forward you can see,” we began to examine the long-term record of some of the country’s leading companies and their competitors to gain a better understanding of long-term performance.

To our amazement, we found that it was not easy to gather this data. No one, it seemed, had assembled a data set comprehensive enough to determine which companies really were the strongest performers over the long term.

Undaunted, we set out to gather the missing data on corporate performance and its determinants. We selected more than sixty variables to examine, including sales growth, margins, return on invested capital, debt and debt ratings, R&D spending, and total return to shareholders (defined as the increase in stock price per year plus any dividends or special payments made). We wanted to look back far enough to ensure that we had included the major events that had occurred in companies, industries, and the economy as a whole over the past thirty-eight years. We wanted to be able to see what role discontinuities played in the economy, in individual industries, and within companies. We wanted to see the patterns of the economy, to determine what was regular and routine, and what was irregular or periodic (for example, major technological shifts or major changes in federal regulations, or changes in industry structure owing to entry and exit of competitors). We wanted to be able to measure the pace and the extent of these changes.

In particular, we wanted to objectively measure “good” and “poor” performance as it appeared in the economy at different times (for example, during the expansionist period of the 1960s and the inflationary period of the 1970s). We wanted to use these standards to recognize “normal” performance when we saw it, as well as exceptional performance—whether exceptionally good or exceptionally bad. We wanted to look over a long enough period of time, and across a wide enough range of industries, that we could tease out the forces at work—to see the contextual changes and their causes. We wanted to be able to test the conventional wisdom of the day: “it’s all about technology,” or “it’s all about macroeconomics,” or “high multiples presage low returns,” or “it’s all about growth,” or “it’s all about profitability,” or “it’s all idiosyncratic” or “excellence is …”

After more than a decade of effort, and with the assistance of more than fifty of our McKinsey colleagues, we had successfully built a database of the performance of more than 1,000 companies in fifteen industries over almost four decades in order to model capital markets in the U.S. economy. We will refer to this database from here on as “The McKinsey Corporate Performance Database.”

Our McKinsey Corporate Performance Database is built entirely of U.S. companies. It includes longtime competitors like Exxon and Chevron, and New Economy companies like Cisco and Dell. It includes such slow-moving industries as electric utilities and such “hot” industries as software and semiconductors. It includes such low-tech industries as paper and trucking and such technologically sophisticated industries as medical and pharmaceutical products. It includes such regulated industries as airlines and such unregulated industries as specialty chemicals. It includes the oil industry with its ups and downs, and the defense industry with its steady dependence on the U.S. government.

The McKinsey Corporate Performance Database differs from the real economy only in that it does not include all the industries or companies represented in the real economy—although it does offer a detailed history of 1,008 companies, which as far as we know is the largest study of its kind. These companies represented, at the end of 1998, $2.1 trillion in sales and $5.2 trillion in market cap.

All the companies in the McKinsey Corporate Performance Database are more or less “pure” plays—that is, more than half of their sales come from the industry of which they are a part. The database does not track “complex” companies, like General Electric or Johnson & Johnson, that compete in many different industries. Nor does it track industries with a small number of players (e.g., automobiles or razor blades), because without a larger number of competitors we have no standard for “normalcy.” (Nonetheless, we have used the McKinsey Corporate Performance Database to “synthesize” what a “model” J&J would look like, and then compared this model to the real thing. Assembling the components of our database economy in the same way, say, as J&J assembles its business, yields a pattern of return that very closely matches the actual observed patterns.)

We allowed new companies to “form” (i.e., enter the database) when they were large enough to be part of the largest 80% of U.S. companies, as measured by market capitalization (a number that the University of Chicago Center for Research on Security Prices provided for us). These companies are referred to later in this book as “new entrants.” The year of “entry” refers to the year these companies qualified to enter the database, not the year they were formed.

We also allowed companies to die when they were acquired (most “dying” companies are acquired) or went bankrupt (which only a few do). These companies are referred to later in this book as “departures.” When a company leaves or “departs” the database, all prior data relating to that company is retained in the database. We also captured companies in the database that both entered and left during the period covered by the database, such as Rolm. Finally, of course, there are a few companies that were captured in the first year of the database (1962), and remained until the final year of the database (1998). We refer to these companies as “long-term survivors.” Only 160 of the 1,008 companies we tracked fell into this category. Our database is like a videotape (taken with a hidden camera) that followed individuals around as they awakened, bathed, ate, worked, returned home, relaxed, and slept. But rather than track individuals, we tracked companies. The McKinsey Corporate Performance Database allows us to trace to specific industries such macro effects as the great decline in stock prices in 1974 and 1975 (almost all declined, with the exception of oil and computer hardware stocks), as well as trace the effects to specific companies (Champion International and International Flavors and Fragrances, for example, were clobbered). Our database allows us to ask questions about cause and effect—and get the answers quickly—without the need to build a new database for each new question. It gives us the range and scope to understand both the core and the periphery of the economy simultaneously, and in a way that relates to the overall performance of the economy (since our database faithfully tracks the macromeasures of the economy that others have put together—for example, the S&P 500 total return to shareholders indices).


A DEFINITION OF MARKETS AND CORPORATIONS

 

Let us be more specific about what we mean when we say “market” and “cognitive structure.” To us markets, including capital markets, are “informal aggregations of buyers, sellers, their owners, and other intermediaries who come together for the purpose of economic exchange.” The “capital markets” are markets where capital is exchanged—for example, money for equities and debt. The buyers and sellers are usually corporations, and they may or may not list their shares in an equity market for the purpose of establishing a current value of the enterprise.

These informal aggregations, and the processes they employ, set the balance between continuity and change in the economy. The rules of the capital markets govern entrance, conduct, and exit (including bankruptcy) of the players in the markets. In our economy, it is the consumer who makes the individual decision about whether to continue with the present products and services or to change to new ones. The capital markets provide the cash to serve up the options for the customer, but the consumer sets the rate of change.

Clearly, capital markets are very different from corporations. Corporations have a “cognitive superstructure.” They have a chairman and a board of directors. They plan and they control. Their people take their responsibilities very seriously, as the law requires them to. Their executives have trained their entire life for their positions, and they have gone through exceptionally rigorous selection processes. They are not administered by distant committees, as the capital markets are.

A major purpose of corporate planning and control is to eliminate surprise or risk:


Control, which essentially means “keeping things on track,” ranks as one of the critical functions of management. Good control means that an informed person can be reasonably confident that no major, unpleasant surprises will occur.



As Robert Simons, the Charles M. Williams Professor of Business Administration at Harvard Business School, says, “Measurement focuses on errors of commission (mistakes) and shortfalls (negative variances) against goals. Control systems are negative feedback systems. Control reports are used primarily as confirmation that everything is ‘on track.’ Surprise is the enemy.”

Capital markets, because they are designed to provide for admission of new competitors and the elimination of weak ones, perhaps increase the chances of surprise. While capital markets do “control,” they control process and adherence to standards, not results. Nor do capital markets establish “goals.” The Federal Reserve comes as close as any institution to attempting to “control” the economy through some sort of target setting and adjustment policy, but this is not at all similar to a corporate control process.

With the exception of the Fed, capital markets do not “think” about improving their overall levels of performance. Administrators think about how well the markets are functioning, but they do not influence their performance levels. While capital markets are controlled by regulators, judges, police, court systems, and the Federal Reserve Bank, no one would confuse any of these with the management tasks of a corporation.

Because of this lack of managerial control, the capital markets, when properly performing, introduce new options and adaptations more quickly than do corporations. Efficient capital markets eliminate the old without reflection or remorse—or the delay that remorse brings about—and when government policy contravenes these simple objectives, such as in state-owned companies, the positive effects of capital markets often are lost.



Our research shows us that the McKinsey Corporate Performance Database mimics the real economy with exceptional fidelity. If an event took place in the real economy—for example, the stock market crash of 1974 and 1975—it shows in our database. We can track both the event and the nation’s recovery from the event. In the 1970s, the economy was enriched by the computer hardware and oil industries, and our database reflects that. Defense and pharmaceuticals gained leverage in the ’80s, and our database shows that, too. The exhibit below compares the annual returns to investors, as measured by our databases, with the returns to investors, as measured by the S&P 500. As one can see, it is nearly a perfect match. One can quite easily see the cycles of performance in the U.S. economy.

[image: ]

How Total Return to Shareholders (TRS) in the McKinsey Database Compares with Total Return to Shareholders in the S&P 500

Again, the data that underlies our analysis of creative destruction is based on our analysis of the McKinsey Corporate Performance Database, which has been built from the real experiences of 1,008 U.S. companies. Our findings and analysis have been bolstered by our personal relationships, as well, with some of the largest and most successful companies in the United States. As advisers, we have worked to uncover what works and what does not. We hope our findings will allow other companies to improve their performance—more quickly, and with more assurance, than they might have had otherwise.

October 16, 2000


CHAPTER 1

Survival and Performance in the Era of Discontinuity

This company will be going strong one hundred and even five hundred years from now.

C. JAY PARKINSON, PRESIDENT OF ANACONDA MINES
statement made three years in advance of Anaconda’s bankruptcy





In 1917, shortly before the end of World War I, Bertie Charles (or B.C., as he was known) Forbes formed his first list of the one hundred largest American companies. The firms were ranked by assets, since sales data were not accurately compiled in those days. In 1987, Forbes republished its original “Forbes 100” list and compared it to its 1987 list of top companies. Of the original group, 61 had ceased to exist.

Of the remaining thirty-nine, eighteen had managed to stay in the top one hundred. These eighteen companies—which included Kodak, DuPont, General Electric, Ford, General Motors, Procter & Gamble, and a dozen other corporations—had clearly earned the nation’s respect. Skilled in the arts of survival, these enterprises had weathered the Great Depression, the Second World War, the Korean conflict, the roaring ’60s, the oil and inflation shocks of the ’70s, and unprecedented technological change in the chemicals, pharmaceuticals, computers, software, radio and television, and global telecommunications industries.

They survived. But they did not perform. As a group these great companies earned a long-term return for their investors during the 1917–1987 period 20% less than that of the overall market. Only two of them, General Electric and Eastman Kodak, performed better than the averages, and Kodak has since fallen on harder times.

[image: ]

Long-Term Survivor Performance

One reaches the same conclusion from an examination of the S&P 500. Of the five hundred companies originally making up the S&P 500 in 1957, only seventy-four remained on the list through 1997. And of these seventy-four, only twelve outperformed the S&P 500 index itself over the 1957–1998 period. Moreover, the list included companies from two industries, pharmaceuticals and food, that were strong performers during this period. If today’s S&P 500 today were made up of only those companies that were on the list when it was formed in 1957, the overall performance of the S&P 500 would have been about 20% less per year than it actually has been.

For the last several decades we have celebrated the big corporate survivors, praising their “excellence” and their longevity, their ability to last. These, we have assumed, are the bedrock companies of the American economy. These are the companies that “patient” investors pour their money into—investments that would certainly reward richly at the end of a lifetime. But our findings—based on the thirty-eight years of data compiled in the McKinsey Corporate Performance Database, discussed in the Introduction—have shown that they do not perform as we might suspect. An investor following the logic of patiently investing money in these survivors will do substantially less well than an investor who merely invests in market index funds.

McKinsey’s long-term studies of corporate birth, survival, and death in America clearly show that the corporate equivalent of El Dorado, the golden company that continually performs better than the markets, has never existed. It is a myth. Managing for survival, even among the best and most revered corporations, does not guarantee strong long-term performance for shareholders. In fact, just the opposite is true. In the long run, markets always win.

THE ASSUMPTION OF CONTINUITY

How could this be? How could a stock market index such as the Dow Jones Industrial average or the S&P 500 average—which, unlike companies, lack skilled managers, boards of experienced directors, carefully crafted organizational structures, the most advanced management methods, privileged assets, and special relationships with anyone of their choosing—perform better, over the long haul, than all but two of Forbes’s strongest survivors, General Electric and Eastman Kodak? Are the capital markets, as represented by the stock market averages, “wiser” than managers who think about performance all the time?

The answer is that the capital markets, and the indices that reflect them, encourage the creation of corporations, permit their efficient operations (as long as they remain competitive), and then rapidly—and remorselessly—remove them when they lose their ability to perform. Corporations, which operate with management philosophies based on the assumption of continuity, are not able to change at the pace and scale of the markets. As a result, in the long term, they do not create value at the pace and scale of the markets.

It is among the relatively new entrants to the economy—for example, Intel, Amgen, and Cisco—where one finds superior performance, at least for a time. The structure and mechanisms of the capital markets enable these companies to produce results superior to even the best surviving corporations. Moreover, it is the corporations that have lost their ability to meet investor expectations (no matter how unreasonable these expectations might be) that consume the wealth of the economy. The capital markets remove these weaker performers at a greater rate than even the best-performing companies. Joseph Alois Schumpeter, the great Austrian-American economist of the 1930s and ’40s, called this process of creation and removal “the gales of creative destruction.” So great is the challenge of running the operations of a corporation today that few corporate leaders have the energy or time to manage the processes of creative destruction, especially at the pace and scale necessary to compete with the market. Yet that is precisely what is required to sustain market levels of long-term performance.

The essential difference between corporations and capital markets is in the way they enable, manage, and control the processes of creative destruction. Corporations are built on the assumption of continuity; their focus is on operations. Capital markets are built on the assumption of discontinuity; their focus is on creation and destruction. The market encourages rapid and extensive creation, and hence greater wealth-building. It is less tolerant than the corporation is of long-term underperformance. Outstanding corporations do win the right to survive, but not the ability to earn above-average or even average shareholder returns over the long term. Why? Because their control processes—the very processes that help them to survive over the long haul—deaden them to the need for change.

THE REALITY OF DISCONTINUITY

This distinction between the way corporations and markets approach the processes of creative destruction is not an artifact of our times or an outgrowth of the “dot.com” generation. It has been smoldering for decades, like a fire in a wall, ready to erupt at any moment. The market turmoil we see today is a logical extension of trends that began decades ago.

The origins of modern managerial philosophy can be traced to the eighteenth century, when Adam Smith argued for specialization of tasks and division of labor in order to cut waste. By the late nineteenth century these ideas had culminated in an age of American trusts, European holding companies, and Japanese zaibatsus. These complex giants were designed to convert natural resources into food, energy, clothing, and shelter in the most asset-efficient way—to maximize output and to minimize waste.

By the 1920s, Smith’s simple idea had enabled huge enterprises, exploiting the potential of mass production, to flourish. Peter Drucker wrote the seminal guidebook for these corporations in 1946, The Concept of the Corporation. The book laid out the precepts of the then-modern corporation, based on the specialization of labor, mass production, and the efficient use of physical assets.

This approach was in deep harmony with the times. Change came slowly in the ’20s, when the first Standard and Poor’s index of ninety important U.S. companies was formed. In the ’20s and ’30s the turnover rate in the S&P 90 averaged about 1.5% per year. A new member of the S&P 90 at that time could expect to remain on the list, on average, for more than sixty-five years. The corporations of these times were built on the assumption of continuity—perpetual continuity, the essence of which Drucker explored in his book. Change was a minor factor. Companies were in business to transform raw materials into final products, to avoid the high costs of interaction between independent companies in the marketplace. This required them to operate at great scale and to control their costs carefully. These vertically integrated configurations were protected from all but incremental change.

We argue that this period of corporate development, lasting for more than seventy years, has come to an end. In 1998, the turnover rate in the S&P 500 was close to 10%, implying an average lifetime on the list of ten years, not sixty-five! Drucker predicted the turning point with his 1969 book The Age of Discontinuity, but his persuasive arguments could not overcome the zeitgeist of the ’70s. The ’70s were, for many managers, the modern equivalent of the 1930s. Inflation raged, interest rates were at the highest levels since before World War II, and the stock market was languishing. Few entrants dared risk capital or career on the founding of a new company based on Drucker’s insights. It was a fallow time for corporate start-ups. As the long-term demands of survival took over, Drucker’s advice fell on deaf years.

The pace of change has been accelerating continuously since the ’20s. There have been three great waves. The timing and extent of these waves match the rise and fall of the generative and absorptive capabilities of the nation. The first wave came shortly after World War II, when the nation’s military buildup gave way to the need to rebuild the consumer infrastructure. Many new companies entered the economy at this time, then rose to economic prominence during the 1940s and 1950s, among them Owens-Corning, Textron, and Seagram.

The second wave began in the 1960s. The rate of turnover in the S&P 90 began to accelerate as the federal defense and aerospace programs once again stimulated the economy, providing funds for the development of logic and memory chips, and later the microprocessor. They were heady days—“bubble days,” in the eyes of some. The hot stocks were called “one-decision” stocks: Buy them once and never sell them, and your future fortune was assured.
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Change in the S&P 5007-Year Moving Average

The bubble burst in 1968. The New York Stock Exchange, which had risen to almost 1000, did not return to that level again until the early 1980s. During this absorptive, or slack, period, when the country was beset with rising oil prices and inflation, and when bonds earned returns substantially greater than equities, few new companies joined—or left—the S&P 500. Interestingly enough, though, despite the worst economic conditions the nation had endured since the Depression, the minimum rate of corporate turnover did not drop to the low rate of turnover seen in the 1950s. The base rate of change in the economy had permanently risen.

Paul Volcker, chairman of the Federal Reserve Bank, finally led the charge that broke the back of inflation, and the number of new companies climbing onto the S&P 500 accelerated. In the 1980s, once again the S&P began substituting new high-growth and high-market-cap companies for the slower-growing and even shrinking-market-cap older companies. The change in the S&P index mix also reflected changes in the economic mix of business in the United States. When the markets collapsed in the late ’80s and a short-lived recession hit the American economy in the early ’90s, the rate of substitution in the S&P 500 fell off. But again, even at its lowest point, the rate of turnover was higher than it was during the 1970s decline. The minimum level of change in the economy had been quietly building, and was increasing again. This was even more evident as the technology-charged 1990s kicked into gear, accelerating the rate of the S&P Index turnover to levels never seen before. By the end of the 1990s, we were well into what Peter Drucker calls the “Age of Discontinuity.” Extrapolating from past patterns, we calculate that by the end of the year 2020, the average lifetime of a corporation on the S&P will have been shortened to about ten years, as fewer and fewer companies fall into the category of “survivors.”
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Average Lifetime of S&P 500 Companies

THE GALES OF DISCONTINUITY

The Age of Discontinuity did not arrive in the 1990s by happenstance. It arose from fundamental economic forces. Among these are:


	The increasing efficiency of business, due to dramatic declines in capital costs. As industry shifted from goods to services, there was a concurrent decline in interaction and transaction costs. These costs declined because of the advent of information technology and the steady rise in labor productivity due to advances in technology and management methods.

	The increasing efficiency of capital markets, due to the increasing accuracy (and transparency) of corporate performance data.

	The rise in national liquidity, due to the improved profitability of U.S. corporations, and a favorable bias, unparalleled anywhere else in the world, toward U.S. equities.

	Strengthened fiscal management by the federal government, including an effective Federal Reserve, and reduced corporate taxes.



These forces have helped to create the likes of Microsoft, with a market capitalization greater than all but the top ten nations of the world (Microsoft’s real assets make up about 1% of its market value). Computer maker Dell has virtually no assets at all. Internet start-up companies begin with almost no capital. For these companies, returns on capital are unimaginably large by previous standards. Productivity is soaring. The pipeline of new technology is robust. There are more than 10,000 Internet business proposals alone waiting for evaluation at venture capital firms, even after the Nasdaq collapse in March and April of 2000. By all reports, the number (if not the quality) of these proposals is increasing all the time. Information technology is not nearing its limits. The effectiveness of software programming continues to grow; communications technology is just beginning. The global GDP will double in the next twenty years, creating approximately $20–$40 trillion in new sales. If, through the productivity improvements the Internet enables, the world can save 2% of the $25 trillion now produced, the market value of those savings will run into the trillions.

Incumbent companies have an unprecedented opportunity to take advantage of these times. But if history is a guide, no more than a third of today’s major corporations will survive in an economically important way over the next twenty-five years. Those that do not survive will die a Hindu death of transformation, as they are acquired or merged with part of a larger, stronger organization, rather than a Judeo-Christian death, but it will be death nonetheless. And the demise of these companies will come from a lack of competitive adaptiveness. To be blunt, most of these companies will die or be bought out and absorbed because they are too damn slow to keep pace with change in the market. By 2020, more than three quarters of the S&P 500 will consist of companies we don’t know today—new companies drawn into the maelstrom of economic activity from the periphery, springing from insights unrecognized today.

The assumption of continuity, on which most of our leading corporations have been based for years, no longer holds. Discontinuity dominates. The one hundred or so companies in the current S&P 500 that survive into the 2020s will be unlike the corporate survivors today. They will have to be masters of creative destruction—built for discontinuity, remade like the market. Schumpeter anticipated this transformation over a half century ago when he observed: “The problem that is usually being visualized is how capitalism administers existing structures, whereas the relevant problem is how it creates and destroys them.”

THE NEED TO ABANDON THE ASSUMPTION OF CONTINUITY

How can corporations make themselves more like the market? The general prescription is to increase the rate of creative destruction to the level of the market itself, without losing control of present operations. As sensible as this recommendation is, it has proven difficult to implement.

Hundreds of managers from scores of U.S. and European countries have told us that while they are satisfied with their operating prowess, they are dissatisfied with their ability to implement change. “How do the excellent innovators do it?” they ask, presuming that excellent innovators exist. “What drives an innovation breakthrough?” Others question how one grows a company beyond its core business. And most fundamentally of all: “How do we find new ideas?”

The difficulties behind these questions arise from the inherent conflict between the need for corporations to control existing operations and the need to create the kind of environment that will permit new ideas to flourish—and old ones to die a timely death. This may require trading out traditional assets, challenging existing channels of distribution, or making dilutive acquisitions. But whatever the challenges, we believe that most corporations will find it impossible to match or outperform the market without abandoning the assumption of continuity. Author James Reston, in his book The Last Apocalypse, observed Europe’s fear that the first millennium would end in a fiery conclusion:


When the millennium arrived the apocalypse did take place; a world did end, and a new world arose from the ruins. But the last apocalypse was a process rather than a cataclysm. It had the suddenness of forty years.



The current apocalypse—the transition from a state of continuity to a state of discontinuity—has the same kind of suddenness. Never again will American business be as it once was. The rules have changed forever. Some companies have made the crossing. Under Jack Welch, General Electric has negotiated the apocalypse and has seen its performance benefit as a result. Johnson & Johnson is moving across the divide quickly, as we will see later. Enron has made strong progress by transforming itself from a natural gas pipeline company to a trading company. Corning has been successful in shedding its dependence on consumer durables and becoming a leader in high-tech optical fiber. In France, L’Oréal seems to be on the right track, having found a new way to organize itself and transfer beauty concepts from one economy to another. But these are the exceptions. Few have attempted the journey. Fewer still have made it to the other side successfully.

CULTURAL LOCK-IN

For half a century, Bayer aspirin drove the growth of Sterling Drug until Johnson & Johnson introduced Tylenol. Out of fear of cannibalizing its Bayer aspirin leadership, Sterling Drug refused to introduce its leading European non-aspirin pain reliever (Panadol) to the United States. Instead, it tried to expand its Bayer line overseas. This failure ultimately led to its acquisition by Kodak. Sterling Drug had become effectively immobilized, unable to change its half-century-old behavior out of fear. Its strong culture—its rules of thumb for decision making, its control processes, the information it used for decision making—blocked its progress and ultimately sealed its fate. It had locked itself into an ineffective approach to the marketplace despite clear signs that it needed to act in a new way.

“Cultural lock-in”—the inability to change the corporate culture even in the face of clear market threats—explains why corporations find it difficult to respond to the messages of the marketplace. Cultural lock-in results from the gradual stiffening of the invisible architecture of the corporation, and the ossification of its decision-making abilities, control systems, and mental models. It dampens a company’s ability to innovate or to shed operations with a less-exciting future. Moreover, it signals the corporation’s inexorable decline into inferior performance. Often, as in the case of Sterling Drug, cultural lock-in manifests itself in three general fears—the fear of cannibalization of an important product line, the fear of channel conflict with important customers, and the fear of earnings dilution that might result from a strategic acquisition. As reasonable as all these fears seem to be to established companies, they are not fears that are felt in the market. And so the market moves where the corporation dares not.

Cultural lock-in is the last in a series of “emotional” phases in a corporation’s life, a series that mirrors remarkably that of human beings. In the early years of a corporation, just after its founding, the dominant emotion is passion—the sheer energy to make things happen. When passion rules, information and analysis are ignored in the name of vision: “We know the right answer; we do not need analysis.”

As the corporation ages, the bureaucracy begins to settle in. Passions cool and are replaced by “rational decision making,” often simply the codification of what has worked in the past. Data is gathered, analysis is performed, alternatives are postulated, and scenarios are developed. Attempts are made to avoid the game of information sculpting. Only when “rational” decision making is in vogue does all the relevant information flow to the right decision maker, at the right time, and in the right form to be easily analyzed and interpreted. Rational decision making is triumphant, at least for a while. This stage is often pictured as the normal state of the corporation, although in our experience, particularly as the pace of change increases, rarely does this ideal state accurately describe how the company actually operates.

Eventually, rational decision making reveals that the future potential for the business is limited. Often at this point, threatened by the prospects for a bleak future, the corporation falls back on defensive routines to protect the organization from its fate, just as defensive emotions emerge in our lives when we sense impending trauma. Management now sees the future filled more with trouble than with promise. Decisions are made to protect existing businesses. The fear of discarding the old for the new (product cannibalization), the fear of customer conflict, and the fear of earnings dilution through acquisition paralyze acts of creative destruction, and often effectively shield the corporation from the perception of future trouble—as well as the need to act—for a long time. Cultural lock-in is established, thwarting the emergence of a leader or team that might save the day.

THE CAUSES OF CULTURAL LOCK-IN

Why does cultural lock-in occur? The heart of the problem is the formation of hidden sets of rules, or mental models, that once formed are extremely difficult to change. Mental models are the core concepts of the corporation, the beliefs and assumptions, the cause-and-effect relationships, the guidelines for interpreting language and signals, the stories repeated within the corporate walls. Charlie Munger, a longtime friend of and co-investor with Warren Buffet, and vice chairman of Berkshire Hathaway, calls mental models the “theoretical frameworks that help investors better understand the world.”

Mental models are invisible in the corporation. They are neither explicit nor examined, but they are pervasive. When well crafted, mental models allow management to anticipate the future and solve problems. But once constructed, mental models become self-reinforcing, self-sustaining, and self-limiting. And when mental models are out of sync with reality, they cause management to make forecasting errors and poor decisions. The assumption of continuity, in fact, is precisely the kind of disconnect with reality that leads corporations into flawed forecasting and poor decisions.

Mental models manifest themselves in corporate control systems. These systems are designed to ensure predictable goal achievement, whether it be cost control, the control of capital expenditures, or the control of the deployment of key personnel. Effective control means that an informed manager can be reasonably confident that unpleasant surprises will not occur.

Unfortunately, control systems can also create “defensive routines” in organizations, including the failure to challenge the status quo, the failure to encourage a diversity of opinions, failure to disagree with superiors (thereby displeasing them), communicating in ambiguous and inconsistent ways, and making these failures, even when known, “undiscussable.” Change becomes impossible.

Corporate control systems also undermine the ability of the organization to innovate at the pace and scale of the market. Under the assumption of continuity, for example, the arguments for building a new business can be turned back, since its probable success cannot be proven in advance. Under these circumstances, it is more likely that ideas based on the incremental growth of current capabilities and mental models will be encouraged.

Corporate control systems limit creativity through their dependence on convergent thinking. Convergent thinking focuses on clear problems and provides well-known solutions quickly. It thrives on focus. Order, simplicity, routine, clear responsibilities, unambiguous measurement systems, and predictability are the bedrock of convergent thinking. Convergent thinking is tailor-made for the assumption of continuity. Convergent thinking can be effective at handling small, incremental changes and differences, but transformational changes completely flummox the system.

Discontinuity, on the other hand, thrives on a different kind of thinking, divergent thinking. Divergent thinking focuses on broadening—diverging—the context of decision making. It is initially more concerned with questions than getting to the answer in the fastest possible way. Divergent thinking places enormous value on getting the questions right, then relinquishes control to conventional convergent thinking processes.

Divergent thinking thrives as much on the broad search as on the focused search. It focuses as much on careful observation of the facts as on interpretation of the facts. It focuses as much on the skills of reflection (which requires time away from the problem) as on the skills of swift decision making (which seek to avoid delay). We refer to these three skills—conversation, observation, and reflection—as the COR skills of divergent thinking. Unfortunately, conventional corporate control systems, built on the assumption of continuity, stifle the COR skills of divergent thinking, or kill it outright.

When mental models are out of sync with reality, corporations lose their early-warning system. Leaders with genuine vision are suppressed. As Ron Heifetz, director of the Program on Leadership at the Kennedy School of Government at Harvard, observed: “People who lead frequently bear scars from their efforts to bring about adaptive change. Often they are silenced. On occasion, they are killed.”

Abbott Laboratories, for example, flush with the success of their strategy to build strong positions in the medical diagnostic and test equipment business, was anxious to avoid the shocks to the pharmaceutical industry posed by the emergence of Medicare and Medicaid in the early to mid 1970s. Yet it found itself with an incumbent CEO who squelched three potential successors seeking to change strategy.

Once cultural lock-in guides a company’s decisions, in the absence of some great external shock, the corporation’s fate is sealed.

HOW THE MARKETS ENABLE CHANGE

Markets, on the other hand, lacking culture, leadership, and emotion, do not experience the bursts of desperation, depression, denial, and hope that corporations face. The market has no lingering memories or remorse. It has no mental models. The market does not fear cannibalization, customer channel conflict, or dilution. It simply waits for the forces at play to work out—for new companies to be created and for acquisitions to clear the field. The markets silently allow weaker companies to be put up for sale and leaves it to the new owners to shape them up or shut them down. Actions are taken quickly on early signs of weakness. Only when governments are brought in, as with a bailout, does the market mimic a probable corporate response. Most of the time, the market simply removes the weak players, and in removing them, improves overall returns.

Lacking production-oriented control systems, markets create more surprise and innovation than do corporations. They operate on the assumption of discontinuity, and accommodate continuity. Corporations, on the other hand, assume continuity and attempt to accommodate discontinuity. The difference is profound.

REDESIGNING THE CORPORATION BASED ON DISCONTINUITY

The right of any corporation to exist is not perpetual but has to be continuously earned.

ROBERT SIMONS

The market has pointed the way to a solution. In response to the tension that builds between the potential for improved performance and the actual performance of large businesses, in an era of increasing pace of change in the economy, there are certain kinds of firms—particularly private equity firms, as we discuss in Chapter 7—that have demonstrated the ability to change at the pace and scale of the market, and they have earned sustained superior returns for doing so. The two kinds of private equity firms—principal investing firms and venture capitalists—are quite different from each other, but each looks somewhat like the holding companies of the late nineteenth century. It is possible to imagine that they will form the seeds of the industrial giants of the twenty-first century.

These newly important firms have been able to outperform the markets for the last two to three decades, longer than any other company we know of. The difference between these partnerships and the conventional corporation is in their approach to organizational design. These financial partnerships have discovered how to operate at high levels of efficiency and scale while engaging in creative destruction at the pace of the market, exactly as Joseph Schumpeter envisioned. Created around the assumption of discontinuity, they have then determined how best to incorporate or fold in the requirements of continuity.

These firms never buy any company to hold forever. Rather, they focus on intermediate (four- to seven-year) value creation. Corporations, in contrast, concentrate on the very short term (less than eighteen months) for operations and the very long term (greater than eight years) for research.

Private equity firms make as much money by expanding the future potential of their properties as they do from increasing the properties’ operating incomes. When a private equity firm invests in a company, or buys all of the equity, it buys it with a “take-out” strategy in mind: Management knows what it must do in the next four to seven years to build the property so that it has long-term value for the next buyer.

Finally, private equity companies think of their business as a revolving portfolio of companies in various stages of development. They realize they will sell some of their properties each year and buy others. They keep the pipeline full of new properties at the front end and supplied with buyers at the back end, cultivating both simultaneously (a skill at which they excel).

These firms differ from conventional corporations not only in their divergent thinking, but also in the depth and speed of their research activities. Moreover, private equity firms allow each of the companies they buy to retain their own control systems. This allows the private equity firm to concentrate on creation and destruction to a far greater extent than do traditional corporations, and even to a greater extent than their own wholly or partially owned subsidiaries do.

THE ROAD AHEAD

Long-term corporate performance has not matched the performance of the overall markets because corporations do not adapt as fast as the markets do. This is due to the way they evolve, not because of the way they accomplish their day-to-day work. For historical reasons, as we have discussed above, corporations have been designed to operate—to produce goods and services—rather than to evolve. In order to evolve at the pace of the markets, they have to get better at creation and destruction—the two key elements of evolution that are missing.

Redesigning the corporation to evolve quickly rather than simply operate well requires more than simple adjustments; the fundamental concepts of operational excellence are inappropriate for a corporation seeking to evolve at the pace and scale of the markets. One cannot just “add on” creation and destruction; one has to design them in. And only if the corporation is redesigned to evolve at the pace and scale of the market will long-term performance improve. Markets perform better than corporations because markets allow new companies to enter more freely, and they force the elimination of those companies without competitive prospects more ruthlessly than corporations do. Moreover, markets do these things faster and on a larger scale than do corporations.

We believe that corporations must be redesigned from top to bottom based on the assumption of discontinuity. Management must stimulate the rate of creative destruction through the generation or acquisition of new firms and the elimination of marginal performers—without losing control of operations. If operations are healthy, the rate of creative destruction within the corporation will determine the continued long-term competitiveness and performance of the company. Today’s financial partnerships give us confidence that this realignment can work. They also suggest a way to do it.

To create new businesses at a faster rate, corporations also need to ponder the details of divergent thinking. Divergent thinking is a prelude to creativity. Many divergent thinkers possess apparently opposing traits: They may be passionate and objective, or proud and humble; they may be both extroverted and introverted; in negotiations they may be flexible and unyielding, attentive and wandering. They possess what Mihalyi Czikszentmihalyi, one of today’s leading thinkers on creativity and the author of Flow, has called “a sunny pessimism.” F. Scott Fitzgerald described it in this way:


The test of a first-rate intelligence is the ability to hold two opposed ideas in the mind at the same time, and still retain the ability to function. One should, for example, be able to see that things are hopeless and yet be determined to make them otherwise.



Managing for divergent thinking—that is, managing to ensure that the proper questions are addressed early enough to allow them to be handled in an astute way—requires establishing a “rich context” of information as a stimulus to posing the right questions. It requires control through the selection and motivation of employees rather than through control of people’s actions; ample resources, including time, to achieve results; knowing what to measure and when to measure it; and genuine respect for others’ capabilities and potential. It also requires the willingness to remove people from responsibility when it becomes clear they cannot perform up to standard. In the end, both divergent and convergent thinking must successfully coexist.

Next, to improve long-term performance, the overall planning and control processes of the corporation need to be rethought. The conventional strategic planning process has failed most corporations. As practiced, it stifles the very dialogue it is meant to stimulate. New ways of conducting a dialogue and conversation among the leaders of the corporation and their inheritors are needed.

Finally, corporate control systems must be built that can manage both to control operations and increase the rate of creative destruction. Control what you must, not what you can; control when you must, not when you can. If a control procedure is not essential, eliminate it. Measure less; shorten the time and number of intermediaries between measurement and action, and increase the speed with which you receive feedback.

The point is to let the market control wherever possible. Be suspicious of control mechanisms—they stifle more than they control. Let those who run a business determine the best mix of controls for their business (they know the system best) and shift the burden of integration to the corporate level, rather than designing uniform systems that have to be implemented throughout a corporation independent of the business. When such changes are implemented, the focus of the corporation will shift from minimizing risk, and thereby inadvertently stifling creativity, to facilitating creativity—and that is what is needed to strengthen long-term performance.

To implement these ideas, the role of leadership must be rethought. Ron Heifetz of Harvard says:


The adaptive demands of our societies require leadership that takes responsibility without waiting for revelation or request. One may lead perhaps with not more than a question in hand. A leader has to engage people in facing the challenge, adjusting their values, changing perspectives, and developing new habits of behavior.



If these steps are taken effectively, they will help prevent the emergence of cultural lock-in.

This book offers a clear storm warning to dot.com companies: You have been born at a special time—one where all the elements of the ideal creative environment exist simultaneously. By focusing on “getting the product out” and “building the website,” you are following in the footsteps of millions of companies since the time of Adam Smith. You are blessed to exist at a time of rapid change, which gives you the opportunity to peer into the future and design your corporation accordingly. But after the early heady days of growth, your challenges will be the same as those of other companies of the past: to grow and avoid being trapped by cultural lock-in.

A NEW BEGINNING

The agenda outlined above is substantial. Not all companies will be willing to take it on. The first step is to recognize the description of the business world as an increasingly discontinuous place. In the following pages, we will lay out in more detail why we see the world as a place of discontinuity, and outline the specific problems—and solutions—corporations must address if they are to break the paradigm of underperformance over the long term and truly act as companies built on excellence. Building a company to last—managing to survive—is no longer enough in an age of discontinuity. The chapters that follow will help point the way.


CHAPTER 2

How Creative Destruction Works: The Fate of the East River Savings Bank

Some things are hurrying into existence, and others are hurrying out of it. And of that which is coming into existence, part is already extinguished. Motions and changes are continually renewing the world …

ROMAN EMPEROR MARCUS AURELIUS
Meditations (A.D. fourth century)





Driving up West Ninety-sixth Street from the Henry Hudson Drive on the way to Central Park, one approaches a venerable-looking bank at the corner of Amsterdam and West Ninety-sixth. The building is not large, but it is impressive. It has been built to last.

Monumental in design, it is one huge story tall (with double-height windows), built solidly of limestone, and about half a block long. It has five very permanent Ionic columns guarding its main entrance. The dates “1849–1926” are etched in the stone of the frieze. Aphorisms about the virtues of saving, authored by Thomas Jefferson and Abraham Lincoln, grace the frieze on each side of the dates. As one approaches the building, the thought occurs: “I would like to have my money in that bank. It will be there forever.”

But as you cross Amsterdam you realize that this bank is not a bank at all. Today it is a CVS pharmacy. The bank’s history serves as a reminder that what seems strong and permanent in this world can easily be swept aside. And the more venerable an institution appears, the more vulnerable it is likely to be.

[image: ]

The East River Savings Bank as a drugstore in 2000

The East River Savings Institution was founded in 1848 and








THE ACCELERATION OF CREATIVE DESTRUCTION
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DISCONTINUITY AND CREATIVE DESTRUCTION


























WHY “NEWNESS” WORKS
















	“Even in perfectly functioning markets, modest levels of complexity cause large and systematic deviations from rational behavior.”

	“There is little evidence of adaptation of one’s ‘rules’ as the complexity of the task increases.” When the environment is complex, people seem to revert to simple rules that ignore time delays and feedback, leading to lowered performance.

	Individuals “forecast by averaging past values and extrapolating past trends. [They] actually spend less time making their decisions in the complex markets than in the simple ones.”

	The lowered performance people exhibit as a result of greater complexity does not improve with experience. People become “less responsive to critical variables and more vulnerable to forecasting errors—their learning hurts their ability to perform well in the complex conditions.”

	Most individuals do not learn how to improve their performance in complex conditions. In relatively simple conditions—without time delays or feedback—people “dramatically outperform the ‘do nothing’ rule, but in complex situations many people are bested by the ‘do nothing’ rule.” Attempts individuals make to control the system are counterproductive.




THE DIFFICULTY OF FORECASTING DISCONTINUITY















HOW CREATIVE DESTRUCTION WILL WORK IN THE FUTURE



	The opportunity for investments are more attractive in earlier years than one may have thought. Companies should take these effects into account when considering acquisitions.

	The risks of substantial reductions in price and total return to shareholders (albeit from very high levels) will increase as the pace of industry and company evolution increases.

	As the pace of industry and company evolution increases, there will be less connection between the quarter-to-quarter performance of the company and its stock price.

	Market volatility is likely to increase as the speed of industry and company evolution increases.



THE IMPORTANCE OF FOSTERING CREATIVE DESTRUCTION
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