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Did You See [t?

Samuel J. Palmisano

T he world has changed — really changed — in the last ten years. And I

suspect the pace of change is going to accelerate.

In 2005, I was two years into my tenure as CEO of IBM and I could see
big changes unfolding in the business climate of the United States and of
countries throughout the world. Global integration had transformed the
corporate model and the nature of work itself. Ongoing technology ad-
vances were making it ever easier to trade, interact, and transact across
geographic boundaries, time zones and languages. We saw that the new
leaders would win not by surviving the storm, but rather by fundamen-
tally changing the game — a process I describe in my previous book, Re-

Think: A Path to the Future.

Today, ten years later, companies still need to change the game if they are go-
ing to achieve long-term competitive advantage. And while many of the trends
described in Re-Think remain the same, now they are playing out at greater
speed. Consider how much has changed since 2005. Some of today’s ubiqui-
tous products and platforms — Airbnb, Flipkart, the iPhone, Rocket Inter-
net, Twitter, Uber, and Xiaomi — didn’t even exist. Others, like 3-D printing,

fracking, Facebook, and YouTube, had not yet been commercialized.
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I fully expect the next 10-20 years will be just as dynamic as the past 10.
Consider the following statement, made in 2014, by one of the founders of

Wired magazine:

If we were sent back with a time machine, even 20 years, and re-
ported to people what we have right now and describe what we
were going to get in this device in our pocket—we’d have this free
encyclopedia, and we’'d have street maps to most of the cities of
the world, and we’d have box scores in real time and stock quotes
and weather reports, PDFs for every manual in the world—we'd
make this very, very, very long list of things that we would say
we would have and we get on this device in our pocket, and then
we would tell them that most of this content was free. You would
simply be declared insane. They would say there is no economic
model to make this. What is the economics of this? It doesn’t make
any sense, and it seems far-fetched and nearly impossible. But the
next twenty years are going to make this last twenty years just pale.
We’re just at the beginning of the beginning of all these kind of
changes. There’s a sense that all the big things have happened, but
relatively speaking, nothing big has happened yet. In 20 years from
now we’ll look back and say, “Well, nothing really happened in the
last 20 years.™

Fundamental to this dynamic change is innovation. That means new technol-
ogies, but also new products and new business models. The cumulative effect
of this innovation is to shake up how companies — and individuals — need to
operate if they are going to stay competitive in the global marketplace. What'’s
exciting — and sometimes intimidating — is that the pace of innovation has
been steadily accelerating. Indeed, it “has never been shorter,” as a writer for

the New York Times Magazine has pointed out.

An African hand ax from 285,000 years ago, for instance, was es-

sentially identical to those made some 250,000 years later. The
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Did You See It?

Sumerians believed that the hoe was invented by a godlike figure
named Enlil a few thousand years before Jesus, but a similar tool
was being used a thousand years after his death. During the Mid-
dle Ages, amid major advances in agriculture, warfare and building
technology, the failure loop closed to less than a century. During
the Enlightenment and early Industrial Revolution, it was reduced
to about a lifetime. By the 20th century, it could be measured in
decades. Today, it is best measured in years and, for some prod-

ucts, even less.?

Just as important, innovations are being adopted rapidly, particularly in devel-
oping countries, as a 2014 Pew Research report showed. In Kenya, for exam-
ple, while just 9 percent of adults owned a cell phone in 2002, 82 percent did
by 2013. During the same period, Chinese cell phone ownership increased

from SO percent to 95 percent.’ (By comparison, just 91 percent of American

adults own a cell phone.)

Within the United States, the pace at which technologies are being adopted is

also accelerating, as the following chart makes clear.*

Consumption Spreads Faster Today
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Amid these changes, global economic integration continues, but with differ-

ent characteristics. For the first time in human history, more people now live
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in cities than in rural areas. A larger share of the global population is middle
class than ever before. And developing economies are generating a greater
share of outbound foreign investment than ever before. But the outlook is also
for slower economic growth than what was seen during the boom years in the
second half of the 1990s and 2003-2007. And there’s evidence that the volume

of trade is declining.

These forces, coupled with others, makes it incumbent upon CEOs and busi-
ness leaders to pursue opportunities, and manage their enterprise, using new

and more nuanced approaches.

Growing Global: Lessons for the New Enterprise is focused on helping business
and societal leaders understand these changing social and economic dynam-
ics. It offers insights about how the world has changed and where it is trending
over the next 10 years. Lessons for enhancing enterprise agility and productiv-
ity are brought forth by accomplished global leaders affiliated with The Center
for Global Enterprise (CGE).

Shelly Lazarus, the former worldwide CEO of Ogilvy & Mather, writes about
the changes sweeping through the world of branding. She says that even amid
the incredible diversity of languages, living standards, cultures, and beliefs
spread across the world’s seven billion people, it’s possible to develop a global
brand — but only if at its core the company’s brand projects a universal truth.
It’s critical for companies to identify their “promise” of who they are and what

they want to be known for.

Doug Haynes, president of Point72 Asset Management and a former director
at McKinsey, says that shaping culture positively should be a pressing manage-
ment matter for all types of companies, and especially so for those engaging
customers and clients around the world. He cites a number of reasons why
culture matters. This includes its ability to define an enterprise and hold it to-
gether across regions, businesses, and generations; and its importance for new

business models, such as platform companies.
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Chris Caine, president of CGE, and IBM’s former vice president for govern-
mental programs, points out that the sheer size of the world’s governments,
and their reach, makes it vitally important for leaders of every company —
regardless of country, size, and industry — to develop a management point
of view about their relationship with the public sector. He explains how com-
panies can optimize their relations with governments, what kind of organiza-
tion is needed to optimize the management resources devoted to dealing with

government, and the importance of building trust with government officials.

David Kappos, the former director of the U.S. Patent and Trademark Office,
observes that in an era marked by information and content always being avail-
able and transparent, innovators must be prepared to play offense and defense
with their IP assets. That means seeking patents for innovations and ensuring
these patents are enforced in a climate marked by widespread infringement.
For that reason, he expects IP disputes will continue to play a prominent —
and pivotal — role across the world’s economic and legal landscape during
the next 10 years. Indeed, the stresses on the IP system will likely escalate, for
a simple reason: technology is going to make it easier and easier to share and
copy products, and laws preventing new forms of copying (like all laws) lag

behind technological progress.

Jean-Pascal Tricoire describes how Schneider Electric, where he serves as chair-
man and CEQ, has transformed its supply chain — changing it from a cost
center to a source of competitive advantage, for the company and its custom-
ers. The company has embedded strategic thinking supply chain leaders into
the different lines of business, which he says has helped to increase customer
satisfaction and drive topline growth. He also describes how their focus on
developing talent, and promoting a learning culture across the organization,

played a key role in the transformation effort.

Jerry Yang, the co-founder of Yahoo!, describes the disruptive innovations of

today and tomorrow, and emphasizes the importance of CEOs being relent-

Xi
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less in pursuit of a vision for improving the customer experience through in-
novation. He says that simply expecting innovators to deliver breakthroughs is
risky. Successful business leaders need to construct and nurture an innovative
mindset enterprise-wide and to have the management fortitude to pivot away

from their original vision if market forces dictate.

Peter Evans, a vice president at CGE and former director of GE Corporate’s
global strategy and analytics team, writes about how companies today are op-
erating in a transformative period, with new digital technologies, coupled with
larger and more complex networks (both physical and digital), revolutionizing
the way companies innovate and operate. He projects that the forces of change
that have been gathering over the past decade are likely to intensify in the de-
cade ahead. As a result, management teams are going to need to rethink their
traditional approaches and practices, including their strategies, business models,
leadership, core capabilities, value creation and capture systems, as well as or-

ganizational structures, if they are going to achieve long-term competitiveness.

Michael Spence, a recipient of the Nobel Prize in Economics, and Kevin Warsh,
a former Federal Reserve governor, write about the shortfall in U.S. capital
investment and the challenges facing China as it transitions to middle-income
status. They emphasize the need for business leaders to develop a comprehen-
sive understanding of economic trends — local, national, regional, and global

— and engage with policymakers to press for overdue reforms.

In a chapter focused on automation and the workplace, I explore a number of
issues that are arising amid the technology-driven changes to the labor market,
with a particular focus on key management priorities that can help companies

navigate through this era of fast-paced, technology-induced change.

My co-authors and I have chosen to contribute to Growing Global because we
see comprehensive changes sweeping across the business and economic land-
scape and we hold a deep desire to help leaders of today and tomorrow on two

fronts: to meet the challenges presented by those changes but also to move
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quickly to seize the extraordinary opportunities they present. Put differently,

to seize the future instead of being constrained by it.

We hope our insights and recommendations that follow can help you better
understand the age in which we are living, how to navigate it, and how to real-

ize maximum benefit from it.
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Beyond Translation

Shelly Lazarus

n the global era, companies face a fundamental question: Can they have a
Itruly global brand? Many people say it’s not possible, citing the incredible
diversity of languages, living standards, cultures, and beliefs spread across the
world’s seven billion people. I disagree. If, at its core, a company’s brand proj-
ects a universal truth, it can be done. While this isn’t easy, as there are many
management aspects to understand and execute, once achieved, the returns
to the business are exponential. Think of companies like American Express,
Apple, Dove, Mercedes-Benz, Nestle, Nike, Samsung, and Toyota. The same
brand greets you wherever you go in the world. These brands have successfully
identified their own universal truths — truths that are so universal they are

beyond translation.

Over the years my work with firms has revealed a number of management fac-
tors that arise as a company journeys to establish a global brand. Like many of
life’s endeavors, the most important step is the first. It’s critical for companies
to identify their “promise” of who they are and what they want to be known for.

Without this first act of conviction, all other steps to succeed are for naught.

In the pages ahead I identify a number of management considerations and chal-
lenges connected to building and maintaining global brands, including changes
across — and misconceptions about — the advertising and marketing sectors.

I also take alook at the challenges I see looming large over the next decade.
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The Change I've Seen

As companies work to build their brands globally, they are buffeted by on-
going evolutions and disruptions across the advertising and marketing land-
scape. Like many areas of commerce, the disruptions are frequently provoked

by new technologies.

One of the biggest changes I've seen during my career is in the very defini-
tion of advertising. Traditionally, the definition has been pretty simple: selling
something — a product, service, idea, etc. — through mass media (print, TV,
radio, billboards). Today, however, due to the ubiquitous nature of informa-

tion and access to it, advertising is everything and everywhere.

One of the newest areas of focus for creators is integrating advertising into edi-
torial content — what’s sometimes called “branded content” or “native adver-
tising.” For example, creators can write a story about a brand, or get a product
weaved into a TV show or a series, and it is advertising — extremely effective
advertising, in fact, when done well. In December 2014, the then-advertising
columnist for The New York Times, Stuart Elliott, deemed this to be one of the

biggest changes in the advertising industry over the past 25 years.'

We're also seeing changes in the way advertising is bought and delivered. In
India, there is a huge mobile telephone subscriber base, totaling about one
billion subscribers. Mobile ads have adapted to a distinctive behavior among
the country’s consumers. Individuals have a habit of communicating with
each other by placing a call and then disconnecting before the recipient has
answered, so as to conserve the minutes in their calling plans. The “missed
call” phenomenon led a start-up called ZipDial to offer companies the abil-
ity to reach customers with text messages that includes a phone number they
can call for special offers. Once the call is placed, it disconnects almost imme-
diately, but in return the consumer receives the special offer. Since ZipDial’s
founding in 2010 (by an American woman who once worked in international
marketing for eBay), the company has generated more than 400 million calls.

Among the companies who have used the service to reach consumers are Gil-
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lette, Disney, and Procter & Gamble. In January 2015, ZipDial was acquired
by Twitter.

Another change relates to customer segmentation. It used to be that marketing
and advertising were targeted to broad demographic groups by placing ads in
the relevant outlets: the Wall Street Journal for business types, Vogue for the
fashion-conscious, etc. While that targeting still exists, it’s now possible to be
infinitely more precise, thanks to consumers spending more of their time on-
line, which enables the collection and analysis of their viewing, reading, and
clicking habits. That information is being deployed to create highly-specific
advertising and marketing that is likely to be based on not just individual con-
sumers’ online activity, but also their age, gender, income, educational back-
ground, spending patterns, marital status, and numerous other pieces of bi-
ographical information. Companies are using clever partnerships to engage in
targeted marketing of their products to consumers. A few years ago, Pantene,
a shampoo brand, joined with the Weather Channel to direct ads to people for

different hair products based on the real-time weather where they live.

This laser beam-like marketing has taken on renewed importance as consumers
have been accessing content via multiple platforms and, in the case of televi-
sion, across hundreds of channels. Fragmentation has dramatically escalated
in recent years, which makes it much more difficult for marketers using tra-
ditional methods to deliver their messages. Stepping into the gap have been
entities such as Videology, a New York-based company with a presence in 28
countries. It draws on data derived from billions of transactions to help get the
right ad in front of the right person at the right time and in the right context.
This information is being coupled with new technology that enables custom-
ized television ads to be delivered to individual households. Thus next-door
neighbors viewing the same show at the same time on the same channel would
see different ads, based on their different consumer profile. This “market of

one” is something advertisers could only dream about in the past.

While these disruptions across the advertising and marketing landscape are
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influencing global branding campaigns, there are some fundamental truths
connected to building and managing global brands that management needs to
remember and develop processes around. The goal is to harness the positive
advantages of the ongoing dynamics and disruptions to drive global growth

for the enterprise.

Truth #1: There is no one model for driving a

global brand.
My experience with building brands around the globe has taught me that there
are many successful approaches to driving a global brand. Given the many dif-
ferent variables, such as the nature of the brand, its ambitions, opportunities,
the corporate structure, the inherent values and culture of the company, as well

as budgets, there is no one “right” way.

At one extreme is the “issue orders from headquarters” model. In this case, all
marketing communications are created centrally, and then shipped through-
out the world for translation into local languages. At the other extreme is a
highly localized model where individual markets define the brand locally and
each country markets the brand in its own way with minimal contact with

headquarters.

Whether the structure is centralized or local, what’s most important is for the
model to be made explicit. Everyone in the company needs to understand and
buy in — and then work to maintain the brand’s core message and integrity.
Expending energy arguing over who makes the decisions is not only non-pro-

ductive, it’s enervating.
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Truth #2: A brand can serve as a powerful
organizing principle.

In the not-so-distant past, global brands were typically talked about in the
context of global advertising campaigns. Today, people recognize that brands
are so much more than advertising — they represent how a company, product,
or service is presented to the public in its entirety. And it’s critically import-
ant for there to be consistency across geographies. A brand that’s focused on
service can’t offer exemplary service in one country and mediocre service in
another. Companies must decide on what their brand will represent and insist
on some level of consistency wherever the brand is marketed. Great brands
serve as organizing principles. They are big ideas that will require top-level

management attention and ownership.

An example of an iconic global brand that serves as the company’s organiz-
ing principle is American Express. People know what to expect from the com-
pany: Consistent quality and service — everywhere in the world. Everything
that American Express says and does, regardless of the era and the country, empha-
size the same values — customer commitment, quality, integrity, teamwork,
personal accountability. Every employee is trained to embody those values

anywhere in the world.

For every company operating across borders and cultures, there is a manage-
ment challenge to ensure operating consistency and brand consistency. There
is a constant need to understand how people ingest the brand — and to un-
derstand that it’s not just one thing that shapes the perception of a brand; it’s
everything. Once companies accept this, and understand what they’re promis-
ing, they also need to exercise oversight to ensure that there is operating con-
sistency to how the brand is presented and how it is brought to life. The brand
defines a company’s culture and it also acts as a control mechanism when ex-

panding into new markets.

Imagine how much more important and challenging this will be for the thou-

sands of platform companies that have been and will be created around the world.
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In the case of new companies like Uber and Airbnb, their brands are at the mercy
of thousands of contractors and commentators who may not have any particu-
lar loyalty to them — and may not even know what the brand represents. Uber
has learned this lesson the hard way, with the company being blamed when con-
tract drivers have been charged with a variety of offenses, from rape to reckless
driving. For any company whose value is measured at every moment by actual
consumer experience, the daily exposure is enormous. The need for management
to prioritize educating the network of contractors about the company’s values
and expectations is critical. The management challenge is infinitely greater than it
is for long-established, well-respected, and more traditionally structured, global
companies. How the new wave of platform businesses will deal with this need for
managing global operating consistency will be an important story foreshadowing

the success of such contemporary business models.

Truth #3: In building global brands, who and

how are more important than where.
Getting the right people is the number one issue when working to build a global
brand. What does this mean? What kind of people? In my experience, curious,
open-minded listeners who are able to tolerate change, uncertainty, and messy or-
ganizational structures are most successful in stewarding a global brand. The “best
of breed” are problem solvers who have an ability to share and think across borders.
They are people with an ear for consumer insight. They must believe they can learn
from anyone, anywhere, and at any time. The reverse is also true: they should not

be narrow-minded, turf-conscious, and entirely focused on their own geography.

The “how” questions are tricky . . . but they must be answered. How is work ini-
tiated? How does it get approved? What's the role of the “company Center?” Is a
comment from the Center a suggestion or an order? It is important that the Center

be seen as adding value, not functioning as the police.
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Let’s take a look at some practicalities. The tough management questions are:

«  How do you give structure but leave flexibility?
«  Where do you leave room for interpretation? Do you at all?
«  How far will you let people go?

«  Howwill you know what’s happening around the world?

Do you care?

Being both fair and transparent are important. Distance creates suspicion. Global
leaders must not only make decisions, but give some transparency around why
decisions are being made. People need to understand why a tough call was made.
It’s essential to building trust and creating a high-performing team with a culture

for excellence and consistency.

Make no mistake, the obligation is squarely on company leaders to decide
what is right for their brands and their company. Unfortunately, many leaders
leave the “how” undefined. They are often fearful of inhibiting creativity, and
want to leave room for the unorthodox idea that is unexpected but brilliant.
While brilliant breakout creativity is always laudable, a lack of direction can
be torture for everyone involved. It could be one reason why the average ten-
ure of chief marketing officers is less than four years, according to a survey by

Spencer Stuart, the executive recruiting firm.?

Truth #4: The best brand ideas will leave

room for local interpretation.
While a company CEO must be the brand steward (which I discuss in more
detail later), that doesn’t mean all ideas about the brand must come from the
Center. People on the ground should be empowered to shape the expression
of the brand for local interpretation — while never touching the core, which

is the universal truth!
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Today, I'm seeing individual countries being given more flexibility to interpret
and implement ideas for their own geography and culture. They’re moving be-
yond translation and helping determine how to maximize the impact of core

messages in regional and country markets.

One of the keys to finding this management sweet spot is to set guardrails.
The purpose is to get the right people working on the right tasks with the right
level of freedom. Managers must make clear where there is room for local in-
vention and experimentation (e.g. local sponsorships, something affecting a
local channel or distribution, or local products). Not being explicit about the
right balance between central and local intervention risks having people in
country markets unnecessarily frustrated. It is singularly unproductive when
people in local markets come to believe their ideas about local interpretation
will be rejected, and in turn shut down any valuable local insights. Why would

you try if you know “it’s just going to be killed at headquarters”?

Truth #5:  Be sure to market to local differences
that are big and significant.

For local interpretation to be tolerated, if not encouraged, management (both
central and local) must market to the big, meaningful differences. An exam-
ple of a big difference would be market conditions. If a company is a market
leader in one country or region but not another, the branding will essentially
be the same but the marketing plan and the way it’s executed might be com-
pletely different. An interesting example is Buick, an American car produced
by General Motors. While it is viewed as an antiquated brand in the U.S., it has
become a market-leading brand in China. It has the cache of being a foreign
car and it is targeted at business executives and government officials, who are

big buyers of Buick mini-vans. This is a big difference.

Another example is the fast-food chain KFC (formerly known as “Kentucky
Fried Chicken”), which though started in the U.S., in Kentucky in fact, has

been very successful in China thanks to its focus on localization. The franchise
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has always been positioned in China as part of the local community and it has
been portrayed not as a fast-food option but rather a family dining experience.
Each KFC is about twice the size of a typical unit in the U.S,, to allow for big-
ger kitchens and to provide space for customers to dine in and linger. KFC also
offers a much wider menu choice — typically 50+ items compared with about
30 in the U.S. — and it offers distinctly Chinese delicacies such as congee (a
savory gruel), which is KFC’s best-selling breakfast item across China. China
is currently KFC’s largest market, perhaps because it never stops being KFC,

but has adapted in myriad ways to local tastes and culture.

Truth #6: Speed is good; resolve is better.
In this hyper-connected era, it’s tempting to think that a global brand can be

built overnight — or at least much, much faster than in the past. Not quite.

The reality for the vast majority of companies is that while the process of
building a global identity is happening at an accelerated pace, it still takes a
very long time to build a global brand. The great global brands have typically
been decades in the making — and it’s a never-ending process. Conditions
change, customers change, and competitors change. Brands need to be able to
adapt to these changes — all while maintaining a consistent operating perfor-

mance and universal theme. Great brands evolve constantly.

Unfortunately, brands in today’s world can be tarnished at the speed of light,
for the simple reason that anything that happens, virtually anywhere in the
world, can be read, captured, stored or seen globally in an instant — a byprod-
uct of the access to the World Wide Web, driven especially by mobile technol-
ogy. All of this simply underscores the importance of staying true to the brand
and the importance of constant monitoring around the globe. Given that there
is no more important asset a company has than its brand, constant resolve is

required. Never stop paying attention. Never blink.
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Truth #7: Don’t assume success in one
market will drive global adoption.

In 2011, Coke created a brilliant idea for personalizing the Coke experience in
Australia. The idea was to print popular first names on millions of bottles as a
social invitation to find the names of friends and family and encourage them to
connect and “Share a Coke.” This was the first time Coca-Cola had made such
a major change to its packaging — and it worked. While the promotion was
underway, Coca-Cola experienced a seven percent increase in sales among

young adults in Sydney.

A similar naming campaign followed in the United States, and it was a social
media sensation, generating more than half a million Instagram posts. It was also
credited with increasing sales two percent — a significant gain, given that the

Coke sales had been declining for 11 consecutive years.?

What’s interesting is that the U.S. campaign did not get underway until 2014
— three years after the Australia campaign. Why it took so long is a mystery,
but it’s a reminder that success in one country won't necessarily be replicated
in other countries. In order to do so, managers have to deal with the practical
management realities of execution in order to drive marketing success through
a global network. One way to do this is to reward adaptors as much as initi-
ators. Recognize the people who apply the great ideas of others. They gain

speed and reduce risk. They deserve applause and reward.

By February 2015, Coke’s naming campaign had been introduced in about 80
countries — and had been a big success everywhere. How long will it take for
the campaign to be launched in the other 120 countries where Coke is sold is
yet to be seen. This example suggests that if the Center sees success in one ge-
ography, they have to actively move the idea around the world. One can’t just

assume that this will happen naturally.

10
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Truth #8: It all boils down to partnership and trust.

The global enterprise today takes on many shapes and structures. But no mat-
ter what the structure, leaders must remember that their colleagues throughout
the enterprise are the most important constituency in building a global brand.
Leaders can never talk too much to their people, as they build and deliver the
brand from the inside out. Internal audiences spread the joy — to business
partners, customers, communities, and regulators, throughout the world. If
leaders can identify the true brand leaders, and invest real authority in them,
it won’t matter where they are located. What will matter is whether an authen-
tically applied universal truth — a company’s core essence — is understood,

maintained, and supported by employees and those who personify the brand.

Three Common Misconceptions

about an Age-Old Profession

Just as there are fundamental truths about global branding, there are also a
number of misconceptions about advertising and branding. A failure to un-
derstand these misconceptions can handicap company leaders as they drive

global branding efforts.

The most common misconception is to think that branding and marketing
are the same thing as advertising. The reality is that branding and marketing
are much bigger and broader. Brands are ultimately built through a lifetime of
experiences, not an advertisement. The advertising guru Jerry Bullmore once
observed, “Consumers build brands like birds build nests: from scraps and
straws they chance upon.” Advertising can help lay the foundation for what
the customer should expect from that experience, and social media has helped
create many more touch points, but they can't substitute for the experience.
Consumers’ impressions of an airline are shaped by much more than the ad-
vertising they see in the media or on billboards. A bad flying experience can’t

be corrected by even the best advertising.
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There must be people identified within the organization who have specific re-
sponsibility for creating the entire end-to-end customer experience. Starbucks is
a shining example of how a company can build a global brand while doing very
little in the way of traditional advertising (it did not run a major advertising cam-
paign until 2009). The company and the brand swept through the United States
and the world and changed the definition of coffee and café society. It did so be-
cause it is about much more than the coffee — it’s about the experience, which
includes the cups, the furniture, and the way the “baristas” greet customers. The
company'’s in-house coffee guru was once asked what was most important: the

coffee, the stores, or the people. “Everything matters,” he replied.*

Another misconception is that branding and marketing are fully controllable by
the manufacturer. In decades past, marketing heads could present their plan for
the year and then implement it based on the projected schedule, confident that
the communications they created would dominate consumers’” impression of the
company. Today, companies have to accept that much of their brand impression
is being driven by a conversation conducted between others that is essentially
global, transparent, and instantaneous. As a result, branding and marketing don’t
operate in a controlled vacuum. It’s a constant flow of communications that hap-
pens in real-time. The need for courageous, open-minded employees who possess

the mental dexterity that’s needed in a highly-fluid environment is obvious.

A third misconception is that a company can transform its brand by hiring a
new chief marketing officer (CMO). This reflects a naive appreciation of how
brands — which reside in the hearts and minds of the people who use them
— work. Once a brand makes an impression on consumers and becomes well-
known, it’s quite difficult to change that impression. There have been success-
ful brand transformations, but not many, as companies typically try to achieve
a transformation by hiring a new CMO with an order to “change my brand.”
The often-times frustrating truth is that deeply-held impressions, good or bad,

can take years — if not decades — to change.
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The Decade Ahead
I see a few things shaping the future environment for brand leaders and their

ability to excel in managing globally over the next ten years.

Big data and one-fo-one

A dominant challenge of the decade ahead will be making sense of the economic
opportunities and management challenges connected to the opportunity of big
data. Big data enables micro-target marketing to individuals. Right now, data an-
alytics are expanding exponentially. This will only continue. But how companies
deal with this opportunity will differentiate leaders from followers. The shift from
macro (one-to-many) to micro (one-to-one) advertising capacity has widened
the scope of management challenges. Specifically, advertisers will need to figure

out how to benefit from customizing advertising to a targeted “market of one.”

One of the primary issues with micro-targeting is creating local relevance.
While there are some themes that resonate globally, there are many more cul-
tural, regional, and economic differences that need to be integrated into the ac-
tual selling of a product or service locally. A company could create a campaign
that wins awards globally for the sale of a brand of detergent and run it in India,

but if the detergent isn’t affordable, relatively few people in India will buy it.

Micro-targeting must be translated into micro-marketing, encompassing pric-
ing, packaging, and the entire customer experience. As new automated search
technologies come online they are increasingly delivering precise results; but
the insights about how to customize by segment, by geography, or by person

are anything but automatic.

Another set of issues relates to how information should be presented on the
small screen of a smart phone or an equivalent device. Today, approximately
75 percent of online advertising spending is devoted to banner ads. While few
consumers are fond of these ads, I suspect they’re still the dominant advertis-
ing vehicle because there are few other viable alternatives (and the advertising

industry knows how to create them).
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Alot of learning will take place over the next few years in this area, but the en-
terprises leading the way will be those that ensure the “micro” and the “macro”
capabilities are integrated. This integrated approach will be the management
gold standard whereby the brand sets the context, value, and meaning of the
brand, which in turn is translated, made relevant, and delivered individually to

each customer or prospect in the world.

Finding talent for contemporary times

For companies and for ad agencies, one of the challenges will be to rethink
who to hire and who to advance in this new age. Beyond finding people who
are excited by change and challenged by the unknown, we now need engineers
and techies all through the marketing ranks. We also need “data scientists,”
and people with expertise in search engine technology. Marketing depart-
ments and advertising agencies are getting increasingly geeky by necessity. In
the best environment, the right brains and the left brains are provoking and

challenging each other.

Perhaps the most critically important thing will be understanding that every-
onein the industry is in a continuous learning mode. The focus needs to be on
experimentation and a willingness to be wrong. Indeed, if companies are not
making some mistakes, it suggests they’re not really experimenting. This is the
time for people who love complexity, and those who embrace ambiguity as

opportunity.

Having an “atfuned ear”

Here is a question for all company leaders: Are you listening to what’s being said
about your company? Social media has changed the corporate landscape — prob-
ably forever. Social media has given individual consumers a megaphone that am-
plifies what they say about companies — whether favorable or unfavorable. Com-
panies can’t control this conversation, but they need to know what’s being said

about them. That’s not particularly difficult, though a striking number of compa-
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nies are unaware of their standing in social media. More challenging will be figur-
ing out how to engage a conversation in ways that steer it in a positive direction,

but to do so authentically and without alienating either critics or supporters.

CEO ownership

In the best-managed companies in the world, it’s the CEO who takes respon-
sibility for the brand. In an era in which all the communications and points of
contact about a company get fragmented, the brand is going to be increasingly
important — indeed, it may well be the only thing that holds everything to-
gether. Brand focus will be essential regardless of what products or services a
company is selling. A brand, in most cases, is the most valuable asset a com-
pany has. The CEO should be the owner. While marketing functions will cer-
tainly still be important, it’s the CEOs who will have to set the tone and ensure
that brand management is baked into the DNA of the companies they lead,
just as finance, compliance, and other core functions are today. The brand

gives context to everything the company does.

Jeff Immelt, the CEO of GE, has written about his role as a brand steward:

Our brand is worth close to $50 billion. That’s real money. Every de-
cision I make must support the long-term health of our brand . . .
It must trump other shorter-term considerations. Few others in the
company have as broad, or as passionate, a point of view on this as the

CEO. Working together, we tell a meaningful GE story to the world.®

Conclusion

A company’s brand is its most valuable asset and can provide the most lever-
age when pursuing new initiatives — regardless of whether these initiatives
are customer-facing or internally-focused. But as business leaders contemplate
how their company will be branded, they need to ask two fundamental ques-

tions: What is the inherent promise of our brand? And what do we want it to be?

Working to craft thoughtful answers to these questions is a critical first step in
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the development of a global brand. Even amid all of the changes sweeping the
advertising and marketing landscape, the fundamental ingredient in building
a global brand hasn’t changed — it still must speak to a truth that is so uni-
versal that it is beyond translation. It must be based on a powerful idea and a
particular point of view. As much as everything has changed in the world of
marketing, advertising, and brand building, this will never change. For lead-
ers focused on developing a global brand, identifying that universal truth and
staying true to it throughout the world is an investment that will pay dividends

in perpetuity.
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Company Culture:
The Foundation for
Lasting Performance

Douglas D. Haynes

he concept of “company or enterprise culture” invites challenging ques-
T tions: What defines culture? Can you use it to achieve other objectives?
Can you design it or must it emerge on its own? What is the relationship be-
tween enterprise culture and a company’s brand? Can you change an enter-
prise’s culture once it is defined? Can you fix it if it is dysfunctional? Do new
types of businesses, for example platform companies like Facebook, require

new types of cultures?

I appreciate the importance of these questions. For more than two decades, I
enjoyed the privilege of consulting to management teams around the world.
Over that time, I heard everything one can imagine about culture — from
devotees of its importance to doubters of its relevance. Across hundreds of
meetings, thousands of hours, and millions of miles, I have come to believe
this: culture can inspire employees to levels of performance higher than they

imagined or drive a downward spiral of underperformance and cynicism.

Shaping culture positively should be a pressing management matter for all

types of companies and especially so for those engaging customers and clients
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around the world. If doing so is not already your priority, the rest of this chap-

ter offers my views on seven reasons for making it so.

1. Culture is the attractive force that defines an enterprise and

holds it together across regions, businesses, and generations.

2. Defining and maintaining culture is an obligation, not an op-

tion, for a company’s leadership.

3. Successful executives take specific actions to design, mobilize,

protect, and reinforce company culture.

4. Leaders change culture — unavoidably — with their words and
actions and leaders must adapt culture to changes inside and out-

side their enterprise.

S.  Revitalizing culture is essential for transforming enterprise per-

formance.

6. Culture will be more important than ever for new business

models, such as platform companies.

7. 'The tactics for effective cultural leadership will change over
the next five years amid a move toward greater information

transparency, availability, and communication.

Culture is a force at the intersection of

mission, values, and motivation

Business borrows the word “culture” from the study of societies. What makes up
culture in a society? Language? Laws? Behavioral norms? Art? Food? Shared nar-
ratives? Rituals? The answer is that no single characteristic defines societies, but
the characteristics I have listed define the intersection of many of them. Histori-
cally, societies formed around location. High costs of communication and travel,
in the forms of risk, time, and resources, forced people to develop defining char-
acteristics together. Today, easy travel and effortless communication allow soci-

eties to form around shared interests and across geographic boundaries in ways
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profoundly different than in other times in history. This offers great potential for
companies to define themselves, rather than being defined by where they operate

or originate.

Culture is the force that defines enterprises. An enterprise combines financial,
human, and intellectual capital to create value for its stakeholders. The nature
of the value it creates — its mission — attracts owners, employees, and cus-
tomers. The mission and the principles by which the enterprise operates — its
values — attract customers and employees and earn the enterprise the right
to operate within society. The net balance of financial, developmental, and
emotional rewards — its motivation — attracts and retains employees. These
forces of attraction form the enterprise and maintain the gravitational pull that
holds it together. In turn, company culture acts as the force of attraction and

retention between owners, employees, and customers of an enterprise.

Culture is an obligation, not an option
“Lasting performance” sounds promising — it’s the dream of most managers.
But that performance will last only as long as the business leader has the disci-

pline to cultivate the company’s culture.

Weak executives neglect, or even exploit, the equity built into their firm’s cul-
ture in pursuit of short-term solutions or seductive opportunities. For those
managers lucky enough to inherit a strong culture, it can seem like an asset that
requires little maintenance or something that can be “harvested.” They believe
that the deep-rooted feel of positive cultural attributes will restore itself despite

alittle “self-imposed drought of management attention.” They are wrong.

Comparing two companies might illustrate the challenge of reinforcing, ver-
sus harvesting, a strong culture. IBM and Hewlett-Packard (HP) entered the
new millennium in similarly strong positions. After its near-death experience
in the beginning of the 1990s, IBM had come back strong under the leadership

of Lou Gerstner. HP seemed to have gone from strength to strength in the
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1990s tech boom. Before the dot-com bubble burst, both companies appeared
poised to lead the enterprise technology industry. By the end of 2010, IBM
had increased its revenue to $100 billion, up from $87.5 billion in 1999, while
HP had stumbled through the decade, leaving shareholders with a company
worth less than it had been twelve years earlier. What happened? Both firms
enjoyed strong legacy cultures. IBM’s leaders refined and reinvested in theirs.

HP’s leaders strained theirs past its ability to recover.

IBM has been a mostly organically-built enterprise with a strong sense of iden-
tity amongst its employees, who refer to themselves as “IBMers.” Soon after
becoming CEO in 2003, Sam Palmisano launched a company-wide online
brainstorming effort to modernize the company’s values statement. He made a
commitment to reinvesting in IBM’s culture, apparent internally and externally.
His predecessor, Lou Gerstner, also emphasized the importance of culture and
the need to adapt it to reflect changes inside and outside the workplace. In
his memoir, Who Says Elephants Can’t Dance?, he observed, “I came to see...
that culture isn't just one aspect of the game — it is the game.” Palmisano said
something similar on the company’s 100" anniversary in 2011. Referring to
the father-son team of Thomas Watson Senior and Junior, who led IBM for a
combined 57 years, Palmisano stated, “As bold and visionary as both were, their

greatest innovation or contribution was a culture or a way of doing things.”

HP, like IBM, prioritized culture in its early years. Here’s how Jim Collins, au-
thor of the best-selling book Good to Great, described HP’s culture, as set out
by its founders, William Hewlett and David Packard:

Hewlett and Packard rejected the idea that a company exists
merely to maximize profits. “I think many people assume, wrongly,
that a company exists simply to make money,” Packard extolled
to a group of HP managers on March 8, 1960. “While this is an
important result of a company’s existence, we have to go deeper
to find the real reasons for our being.” He then laid down the cor-

nerstone concept of the HP Way: contribution. Do our products
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offer something unique — be it a technical contribution, a level of
quality, a problem solved — to our customers? Are the communi-
ties in which we operate stronger and the lives of our employees
better than they would be without us? Are people’s lives improved
because of what we do? If the answer to any of these questions is
“no,” then Packard and Hewlett would deem HP a failure, no mat-

ter how much money the company returned to its shareholders.'

The “HP Way” endured for decades, permeating everything the company did

and helping make it an early emblem of Silicon Valley ingenuity and success.

But the HP Way gradually frayed. As an HP consultant wrote in the compa-
ny’s own magazine in 1998, “I am finding less and less identification with that
core ideology [the HP Way]. Many people seem distanced from it, and many
really aren’t aware of the business rationale behind it: to serve society through
technology, to dominate chosen market segments, and to make a fair profit.”
This consultant pointed out that the company had 130,000 employees and
that “without leaders to pass on a core ideology . . . the legacy dies. I am con-

cerned that the legacy seems to be flickering.”

The consultant’s concerns proved prescient. HP’s acquisition of Compaq in
2002 and EDS in 2008 resulted in a prolonged struggle to integrate three very
large, very different companies and cultures. HP replaced its CEO in 2008. It
became embroiled in a boardroom scandal that sparked several resignations —
including the Chair of the Board of Directors. An investigation by the U.S. gov-
ernment followed. Another controversy, involving personal misconduct on the
part of the CEOQ, led to his resignation. Leadership of Hewlett-Packard changed
hands four times from 2005 to 2011. The fabric of HP’s culture — the HP Way

— was lost.

I do not compare IBM and HP over this period to imply that one culture is
“good” and the other “bad.” I compare them to illustrate the pervasive power

of culture as a foundation for performance. Two companies, similarly posi-
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tioned, competing in the same markets for the same customers, with compa-
rably enviable positions entering the year 2000, diverge dramatically in the
ensuing decade. The difference can be found in the attention paid to culture
by the leaders of IBM. In the 18 years that Lou Gerstner and Sam Palmisano
led IBM, reinvesting in the firm’s culture remained a top priority. I enjoyed
the privilege of working closely with Sam and his leadership team through his
tenure as CEO. They recognized that the responsibility to adapt, refine, and
reinforce IBM’s culture began, and ended, with them. They understood that a

culture left to drift, to emerge and evolve on its own, would dissipate.

Five actions for cultivating your company’s culture

Companies are complex organisms. Every time I thought that I had found “the
answer” regarding how they work, I found a new set of questions. Understand-
ing large, global enterprises offers, and demands, a lifetime of study. I don’t
claim to have found “the answer” by any stretch; however, I have learned five

actions to design and cultivate culture within a company.

1. Start with the stakeholders
Leaders can design the culture that they intend; in fact, they must.
A company culture left to “emerge” or define itself is as likely to pro-
duce weeds as it is wildflowers. Farmers looking to make their land
productive must first understand the potential and limits of the
land. A leader looking to grow a productive culture must first un-

derstand the stakeholders, particularly the owners, and customers.

Owners define the solution space for designing culture. Private-
ly-owned companies may enjoy freedom from short-term, pe-
riod-based performance pressure. At the same time, they must
respect the appetite of their owners for risk, capital investment,
and involvement. Publicly-owned companies may enjoy greater

capacity for bold investment, but accept that it comes with con-
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stant inspection. Companies owned by governments, in whole or
part, serve a broad constituency of interests and may be subject
to objectives that shift with political regimes. Leaders of startup
companies often begin with the notion that they have no limits
imposed by owners; in fact, they often choose an entrepreneurial
path to free themselves from those limits. It works . . . until they
need capital. Venture funders usually accompany their cash with
expectations and requirements — their own solution space for
culture. When a startup reaches time for its initial public offering
— the event that its founder(s) work toward for years — the next
set of expectations arrive with public funding. In every case, the
leaders must weigh the opportunities and limits that come with its

owners when designing the intended culture.

Leaders must understand the nature of their “ideal employees” or
role models when defining the culture they intend. Like owners, they
come with opportunities and limits. Leaders should start by deter-
mining the employees who are most critical to the company’s suc-
cess. For example, a manufacturing company might center its culture
on operations management and sales talent. A hospitality company
might pivot around front-line service delivery personnel. A profes-

sional services firm must revolve around client-facing team leaders.

Leaders must then determine the type of people they want in those
critical roles. For example, a professional services firm might want
deep subject matter experts. The type of person who builds deep
expertise over a career may have different wants and needs than a
multi-faceted generalist. IKEA, the highly successful Swedish furni-
ture maker and retailer, emphasizes its culture during recruiting. They
state that, “We don’t just want to fill jobs; we want to partner with
people. We want to recruit unique individuals who share our values.

Co-workers are not restricted in IKEA; we listen and support each
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individual to identify his or her needs, ambitions, and capabilities.”

Leaders must determine the employee value proposition that res-
onates with their ideal employee. What motivates them? What
inspires them? What irritates or frightens them? Leaders can’t af-
ford to assume they know the answers. I retired from consulting
at the end of 2013 and became president of an asset management
firm.* Conventional wisdom held that investment professionals
were motivated solely by money. I interviewed the firm’s portfolio
managers and thought I heard something more. With the help of
Vega Factor,* a startup consulting firm specializing in organization
culture and motivation, we surveyed the entire company, includ-
ing a section on personal and professional motivation. Compensa-
tion does motivate our investment professionals; however, it ranks
third, not first, among their sources of satisfaction. The enjoyment
from the work of investing — analyzing companies, interpreting
market movements, anticipating changes — ranks highest. Profes-
sional growth and development — learning and sharpening their
craft — ranks second. These two motivators hold even greater im-
portance to our highest performers. The conventional wisdom, in
this case, was both incorrect and inconsiderate to our investment
professionals. The types of people we want, in the roles most crit-
ical to our success, are more motivated by support to perform and
develop more than by money alone. They are thoughtful profes-

sionals, not heartless mercenaries.

Value proposition, brand, and culture are not separable. Your com-
pany’s values are instantiated in your employees. Your employees
bring your value proposition to life. Your value proposition de-
fines your brand. Over time, your brand defines the customers
who choose you over your competitors. When leaders choose the

intended culture for their company, they should have a target cus-
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tomer in mind. For consumer companies, the definition might also
include an occasion or event. For example, Starbucks aims to serve
people when they treat themselves to something special during
their day. In that moment, the fifty-something executive and twen-
ty-something graduate student have more in common than demo-

graphic information suggests.

2. Design the culture, then adapt it to keep it relevant
In the early years of a company’s life, its leaders — often the found-
ing leaders — lay the foundation for culture. Thoughtful leaders
take care to define the company’s mission and the principles by
which it will operate. As the company matures and its challenges
change, leaders must adapt the culture to the new context in which

it operates.

As an example, Google’s founders and early leaders decided to
shape its culture deliberately. The company’s well-known catch-
phrase, “Don’t be evil,” was a precursor to a list of ten principles
established to guide the company’s development when it was still
in its infancy. They are:

«  Focus on the user and all else will follow.

« It’sbest to do one thing really, really well.

«  Fastis better than slow.

«  Democracy on the web works.

« Youdon't need to be at your desk to need an answer.

«  You can make money without doing evil.

«  There’s always more information out there.

+  The need for information crosses all borders.

«  You can be serious without a suit.

« Good justisn’t good enough.
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Google’s leaders took care to design the culture they wanted. As
the company grew — spectacularly — and evolved, they recog-
nized the need to refine and adapt the culture to their new context.
In March 20185, Google’s Senior Vice President of People Opera-
tions, Laszlo Bock, published a book that contained another ten-
point list. This one offered Laszlo’s view, based on Google’s con-
tinual reinvestment in its culture, on things companies can do to

“transform their teams and transform their workplace.” They are:
«  Give your work meaning.

«  Trustyour people.

+  Hire only people who are better than you.

« Don't confuse development with managing performance.
«  Focus on the ‘two tails’

«  Befrugal and generous.

«  Payunfairly.

« Nudge.

«  Manage the rising expectations.

« Enjoy! And then go back to No. 1 and start again.

Although these lists serve slightly different purposes, you can see
the change in Google’s challenges by comparing them. In the lat-
ter list, Google’s leaders pay more attention to the challenges that
tend to emerge in more mature companies, such as “managing per-
formance” and “expectations.” Laszlo’s words show that Google’s

leaders are adapting, refining, and reinvesting.
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3. Align the business design to intended culture
I asserted that culture solidifies around aspects of the company
that its leaders design and control. What are those aspects? The
most important are the operating model, the management system,
and the approach to performance management. These are the ele-

ments of the company that its employees feel every day.

We can define a company’s operating model by its basis for innova-
tion, sources of scale, and points of integration. Innovation requires
change and adaptation. Scale requires standards and commonality.
The operating model resolves the inherent tension between these
two important forces by prescribing where each will take priority.
Consider a military organization. Standards seem to dominate the
culture — uniforms, ranks, chains of command, and strict adherence
to procedure. Dig deeper and you will find that front-line leaders are
expected to exercise adaptive and innovative leadership to fulfill
their missions in hostile and unpredictable conditions. Where and
how the military’s leaders adhere to standards and exercise adaptive
decision-making shapes the culture of any military organization. In
most companies, the defining line between innovation and scale oc-
curs at the point where its leaders choose to optimize performance.
Often, the responsibility for this integration resides with a “general
manager” or “business leader.” Choices around where these points
reside in the organization (e.g., local versus global, product versus

market) add to the definition of company culture.

The management system provides the architecture for deci-
sion-making. Its components include the decision rights for each
important role in the organization, the expectations for partici-
pation and inclusion in decision-making, and the processes for
resolving differences. Again, choices about the management sys-

tem play a profound role in determining culture. Putting decision
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rights closer to the front line will make a company more dynamic
— and more chaotic. Including more inputs in decision-making

adds to cohesion — and reduces speed.

Performance management includes measures, rewards and conse-
quences (financial and non-financial ), and the method of inspect-
ing inputs and outputs. Decisions regarding performance manage-
ment provide the most powerful conduit of company culture for
employees. Experiences with performance management — posi-

tive and negative — can define employees’ careers.

Leaders must align these elements of the company to the culture
they intend to develop. All too often, they misalign, or allow these
elements to be misaligned, making a mockery of intended values. For
example, if the leaders of a company intend to make customer service
a priority, they must also make the point of integration in their oper-
ating model close to the customer. They must move decision-making
close enough to allow those interacting with customers the freedom
to address their needs quickly and completely. They must measure
customer satisfaction and inspect it at the level of events, not the av-

erage (because customers do not experience averages).

Nordstrom, the U.S.-based clothing retailer, and Ritz-Carlton,
the upscale hotelier with properties in 29 countries, provide good
examples of aligning the management system with their intended
culture. The management of both companies puts considerable de-
cision-making power in the hands of front-line customer service
leaders. Both companies have earned reputations for exceptional
service; in fact, Ritz-Carlton has established a “Leadership Cen-

ter” that offers courses on customer service to the public.

Measures and rewards often trip up company executives. How often have

you heard someone complain that they are asked to do “X” while being mea-

28



Company Culture: The Foundation for Lasting Performance

sured, and compensated, on “Y”? Changes in strategy without corresponding
changes in performance management make employees feel that management
is disingenuous, incompetent, or both. The 3M Corporation provides a good
example of aligning measures with its intended culture. Headquartered in the
U.S. and operating in over 70 countries, 3M describes itself as “a global in-
novation company that never stops inventing.” To reinforce that value, 3M’s
leaders tie employee bonuses to delivering 30% of revenue from products
commercialized within the previous four years. They also believe that “creativ-
ity needs freedom.” To that end, they have encouraged employees to devote
15% of their time to independent projects — a practice they pioneered and
have maintained since 1948. To use a gambling metaphor, compensation is
the “table stakes” for rewards — you can lose by getting it wrong, but you
cannot win on it alone. Rewards must also include recognition, advancement,
and professional development opportunities. In some firms, a paid sabbatical

reigns as the highest form of reward for sustained performance.

4. Supplement culture with controls
I'have heard culture described as “what your people do when no one
is watching” While that might be a good definition, it is not sufficient
as a management practice. Interpretation, judgment, and human
behavior will always vary, especially across countries and cultures.
Training will reduce unwanted variations. Clear standards for behav-
ior and consequences for violating them also help. All these things
still will not assure compliance with your company’s intended values.
Company leaders must take appropriate measures to prevent damag-

ing behavior and be prepared to take action when violations occur.

The most extreme cases take place when individuals betray a hard-
earned culture that is central to the company’s mission. Arthur An-
dersen’s partners lost their entire firm in 2002 when one of their

ranks violated their most fundamental values while serving Enron.
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Barings Bank collapsed in 1995 after a single employee racked
up trading losses of $1.3 billion. One may be tempted to dismiss
these as tragic events — outliers unrelated to culture. I disagree.
The damage these events do to the belief that employees, commu-
nities, and customers have in an enterprise mandate that company
leaders deal with them as part of culture-building. Consider the

following questions at the intersection of culture and controls:

«  Have you defined standards for behavior — what to do and

what not to do — that reinforce your stated values?

« Do you conduct mandatory training, including scenario-based
assessments, to ensure your employees can translate your

standards into daily decisions?

«  How do you monitor the actions of employees to ensure

compliance?

«  What actions do you take when an employee violates your
standards? How are those actions communicated to the rest

of the organization?

«  What recognition do you give an employee who makes the
right choices, especially in ambiguous or difficult circumstanc-

es?

Few companies have clear answers for all of these questions. Some
managers struggle with the idea of monitoring employee behavior,
preferring to trust their people to “do the right thing.” These same
managers claim shock when they discover — often after years —
that an employee has operated outside the firm’s values. While it
may seem unfair, if someone who reports to you “bends” the firm’s
rules, your other employees usually assume that you are aware and

simply choose not to act. They perceive that the firm’s stated values
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are just slogans, that management isn’t serious about them, and
that their own behaviors are unappreciated. The situation erodes
a positive and cohesive culture. If you are serious about building a
strong culture, you can trust but you must verify. On the positive
side, when you find employees doing the right things, you have an
opportunity to reinforce them through recognition and apprecia-
tion. Positive teaching moments are every bit as powerful as nega-

tive ones, if you seize them.

5. Own cultural leadership
Gandhi reportedly said, “be the change you wish to see in the
world.” Leaders must live the values they wish to see in their com-
pany’s culture. In a defined culture, employees and customers will
judge every word and action of the leaders against the articulated
mission and values. They will read promotions, new hires, and
dismissals as either reinforcing or compromising to the culture.
Leaders receive zero “down time” from being assessed. Customers
interpret the authenticity of the company’s culture based on suc-
cesses and failures to deliver on the expectations created by value
proposition and brand. Failures count more. When customer ser-
vice breaks down — for any reason — how the company responds
defines its culture in the mind of the customer. The ability to en-
gage the customer empathetically, take responsibility, respond de-
cisively, and follow up to ensure satisfactory resolution must be
built into the management system and rewarded through perfor-
mance management. It all traces back to the company’s leaders,
the thoroughness of their cultural design, and their consistency in

cultivating the values they want in their company.
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Leaders change culture

The title of this section intentionally offers options for interpretation. The
prior section asserted that the actions of an enterprise leader are judged by
its stakeholders and, over time, affect culture — unavoidably. This section ex-
plains that leadership change triggers cultural change and that successful lead-

ers deliberately change culture when enterprise context shifts.

Leadership change creates discontinuity in company culture. A new leader will
be perceived to: a) reinforce the culture by reaffirming its values; b) refine the
culture by refining or changing the emphasis amongst its values; or c) disrupt
the culture by adjusting the mission, disavowing some values, and/or intro-
ducing new values. Owners, employees, and customers may see all three types
of cultural impact as positive or negative, depending on the perceived strength
and health of the culture at the time of the change. In some ways, not changing
a strong, healthy culture may be the toughest challenge for a new leader. The
whole world seemed to hold its breath when Tim Cook stepped up to lead Ap-
ple following the death of Steve Jobs. Would Apple innovate as boldly? Would
the developers on the Apple platform maintain their fervent following? These
were questions of culture, not competence, for Mr. Cook. Owners, employees,
and customers noted every decision and every word — they even noted how
he dressed. At the time of this writing, Mr. Cook appears to be passing the test

of maintaining Apple’s cultural momentum . . . and the world is still watching.

Can enterprise context shift so dramatically that culture must be redefined?
Absolutely. The approach I shared earlier has the same impact when adapting a
culture as defining it the first time. The leader must start with the stakeholders.
As a company matures, its owners may change — or change their expectations
of the company. For example, a public company in its growth phase may attract
shareholders that value top-line growth more than returns. As the company
matures, its ownership may shift to shareholders that value earnings and divi-
dends. An organization that produces earnings through efficient execution can-

not have the same culture as the organization with growth as the primary ob-
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jective. In the same situation, the critical roles may change. The ideal employees
for these roles may change to suit the new challenge. If the owners change and

the ideal employees change, how can the culture not change?

Effective enterprise leaders keep a pulse on the context of their company and
sense the need for change before the forces of stakeholder attraction weaken. Per-
formance itself can signal these shifts. When an enterprise struggles to execute,
something has changed for employees. When satisfaction or market share slips,
something has changed for customers. When stock prices soften relative to in-
vestment alternatives, something has changed for owners. As vital as monitoring
these changes seems, enterprise leaders often allow their signals to be drowned
out. Successful enterprise leaders make time to listen to their stakeholders, ex-
plore the root causes of performance gaps, and assess the context of their enter-

prise. They catalyze cultural adaptation before its strength and health can erode.

Cultural transformation must lead performance
transformation

If we define “culture” as the forces of attraction and retention between owners,
employees, and customers of an enterprise, we can define “crisis” as the flight
of those stakeholders from the enterprise when those forces fail. Leading an
enterprise out of crisis must begin with redefining and rebuilding those forces.
The same actions for defining and adapting cultures apply when transforming

them. The stakes are just higher.

In crisis, understanding the stakeholders matters even more

Kodak’s bankruptcy stands as one of the more heartbreaking failures in Amer-
ican business. In 1970, Kodak was one of the world’s most valuable corpora-
tions. At its peak, in 1976, Kodak sold 90 percent of all film sold in the United
States, and 85 percent of all cameras. By 2005, Kodak was in crisis and gambled
the company on a dramatic transformation — that failed. By 2013, restructur-

ing firms were selling off Kodak’s patents to salvage whatever value remained.
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More than a few explanations exist for Kodak’s fall: unwillingness to canni-
balize its film business with the digital technologies it created; strategic mis-
steps in failed diversification; inability to reduce costs quickly as technology
compressed industry margins. Perhaps the reason lay not in the actions Kodak
failed to take, but in the reason Kodak failed to take them — its stakeholders

were not committed to the changes required.

One vignette in the story of Kodak’s demise illustrates its cultural breakdown.
When Kodak announced its digital strategy with its third quarter shareholder
communications in 2005, its stock fell about 25 percent in a day. The “no con-
fidence” vote and resulting financial distress sealed the company’s fate. How
did it happen? By 2005, the majority of Kodak’s shareholders owned its stock
for the dividend. In fact, the company’s leaders and board maintained its rich
dividend as its share price eroded over the preceding years, making it the
highest dividend yield stock in the market. The announced digital strategy:
a) declared new business priorities in consumer electronics, digital displays,
and wide-format printing; b) reduced earnings expectations for the near- and
medium-term with plans for dramatic reinvestment for new technology and
growth; and, c) cut the dividend by SO percent to redirect cash from share-
holders to growth investments. The strategy ignored the interests of one of
Kodak’s most important stakeholders — its owners. The new strategy rejected

the premise they had for owning Kodak stock.

I have personal experience with a different kind of company crisis. At the
beginning of 2014, I joined SAC as an in-house advisor to help my friend,
Steve Cohen, plot a course to restore his embattled firm. By mid-year, I had
signed on as President of his redefined firm, Point72 Asset Management, to
lead the firm on that course. While the firm enjoyed strengths one would not
imagine from reading about it in the media (e.g., excellent talent in every part
of the firm, superior risk management and training capabilities, strong esprit-
des-corps), it lacked the powerful, positive forces of culture to pull it together.

Discovery of employees acting unprofessionally may have eroded the culture
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they once had. Persistent media assaults may have undermined trust within
the firm. The prolonged investigation and lingering scandal may have dam-
aged “permission” between the firm and the communities in which it operates.

Whatever the causes, the firm was in crisis.

Looking ahead, the stakeholders shared the same interests. Steve Cohen, the
founder and owner, believed that SAC had been a good firm prior to the scan-
dal and wanted to use the event as a shakeup to make it a great firm. When he
asked me to join as an advisor, he told me, “I would rather shut it down and
walk away than allow it to just survive. We must become a great firm. Everyone
who stayed could have left, but they believed in themselves and our firm. They
deserve nothing less than an all-out effort to be great.” The employees wanted
to be proud of their firm again. Jon Weiner, one of the longest-tenured invest-
ment professionals told me, “We used to be the best — everyone wanted to

work here. We won’t be successful if we can’t make that true again.”

We started by rejecting the recently popular notion that the hedge fund industry s
an inherently exploitative business, operating at the fringes of market regulations.
In fact, my study of the firm revealed that the highest performing investment
professionals succeed through industry expertise, intelligent risk management,
objectivity, and discipline. Steve and the management team worked together to
define every aspect of Point72’s culture, with ethics and integrity at the center.
We engaged approximately 250 of our 850 employees to codify it in the form of
a statement of mission and values. We defined professional standards well above
and more broad than the regulations that govern our industry and trained every
employee on their application. We created a new function — surveillance — to
verify that the actions of every employee, including Steve and the executive team,
adhere to those standards. We took decisive actions any time the standards were
breached. Steve and the executive team constantly reinforce our professional

standards and view reinforcing them as an obligation of leadership.

Point72 is far from reaching its potential; however, it is building momentum. We are

engaged in “all-out effort to be a great firm,” beginning and ending with our culture.
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New enterprise forms “raise the bar” for culture

“Platform” businesses harness the Internet for immediate, global distribution
and tap into network effects across their ecosystem to fuel innovation. Com-
panies like eBay, Facebook, YouTube, LinkedIn, Airbnb, Alibaba, and Uber
— to name only a few — have grown and built market value faster than any
enterprises in history. At a CEO forum hosted by the Center for Global Enter-
prise in 2014, Sam Palmisano said “Uber’s distribution has already reached al-
most SO countries in four years. It took IBM S0 years to do the same.” (Uber’s
distribution is now over 60 countries.) Physical infrastructure building does
not constrain the growth of platform businesses. They ride on the existing
devices, networks, and IT infrastructure built by other firms, often for other
purposes. They are the ultimate “agile” business units, often comprised of little
more than product developers and support personnel. Their ecosystems in-

clude users who create a large share of their value.

Building culture across such a loosely-organized value chain can be a challenge.
Rapid growth and globalization makes that challenge greater. It also makes it
more important. Brian Chesky, the founder of Airbnb, a successful platform
company that connects people who want to rent rooms, typically for short-

term stays, to their customers, wrote in 2014 about the importance of culture:

Why is culture so important to a business? Here is a simple way
to frame it. The stronger the culture, the less corporate process a
company needs. When the culture is strong, you can trust every-
one to do the right thing. People can be independent and autono-
mous. They can be entrepreneurial. And if we have a company that
is entrepreneurial in spirit, we will be able to take our next “(wo)
man on the moon” leap. Ever notice how families or tribes don’t re-
quire much process? That is because there is such strong trust and
culture that it supersedes any process. In organizations (or even in
a society) where culture is weak, you need an abundance of heavy,

precise rules and processes. °
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Airbnb’s business model rests on developing customer trust: customers are,
after all, sleeping in the homes of strangers. Airbnb’s leaders believe that foster-
ing a partnership and community among the users (both renters and rentees)

will protect the interests of the users and the enterprise.

For Airbnb, culture may or may not be enough to protect those interests and
their firm. For Uber, lack of a strong culture that bonds their entire ecosystem
has already hurt their business. New York University professor, Arun Sund-
ararajan, has written about the contrasting cultures of Airbnb and Uber. He
observes that Airbnb has worked to foster partnership and community while
Uber seems determined to place distance between its platform and the provid-

ers that use it. He states:

(Uber’s) pricing changes are implemented centrally and an-
nounced unilaterally, with no visible provider consultation. Com-
munity building is not a priority. A large gathering of Uber drivers
is more likely to be a protest than a convention, ironic given the
frequency with which taxi drivers stage similar gatherings to advo-

cate a regulatory shutdown of the service, in the U.S. and beyond.

Some see the reported instances of wrongdoing by Uber-affiliated drivers, in-
cluding allegations of rape and reckless driving, as a byproduct of the compa-
ny’s combative culture. As its leaders are now embroiled in legal battles and
barred from operating in many cities, there can be no doubt that its culture has

already hindered its growth in some markets.

Culture in a world of extreme transparency

and connectivity

In the past, outsiders to an enterprise’s culture could only glimpse it. Custom-
ers might infer the culture of a company through its product and customer
service. Regulators or government officials might develop their perspective

through reports or a visit. New recruits might develop a sense through the
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interview process. No longer. Today, countless online outlets allow current
and former employees to share their experiences at specific companies. Some
are company-specific blogs for large enterprises. Others are multi-company
information clearing houses, like Glassdoor. Online media also offers a point
of view on company culture, drawing from the online outlets as well as con-
ventional person-to-person journalism. Enterprise leaders can no longer deal
with cultural breaches discretely. The uglier the instance, the faster it will

spread and farther it will radiate.

Enterprise leaders of today and tomorrow must do a more thorough job of
designing and owning all the elements of culture. In today’s world of extreme
transparency and connectivity, it is both harder and easier to stay atop of the
vitality of your enterprise’s culture. Breakdowns at any point in the manage-
ment system will be known widely. Manager behavior will be scrutinized more
closely. Single instances will be amplified to look like persistent patterns. As
Shelly Lazarus notes in her chapter on global branding, brands are built every
day by a company’s behavior. This is also true for a company’s culture. It is

reinforced or degraded every day by the behavior of its employees.

The same communication technologies that create extreme transparency can
indulge shortcuts on the part of enterprise leaders. Executives overwhelmed
with a steady flood of emails can be tempted to communicate important cul-
tural messages over the same medium. Human behavioral research shows that
we convey over half of our meaning through nonverbal cues, such as posture
and facial expression. Verbal cues, like tone, volume, and pauses, convey an-
other large portion of substance. How much meaning can an enterprise leader
transmit through email or texts? What are the risks of mixed messages or con-
fusion? Given the speed and lack of control from transparency, how fast and

far will a cultural miscommunication move?

No substitute exists for personal interaction when shaping the culture of your
enterprise. You don’t need to deliver every message face-to-face; however, you

do need to keep personal communication central in your efforts to cultivate
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your intended culture. When you use broadcast email, have a communications
professional work with you to ensure the tone and meaning fulfill your objec-
tives. You and your leaders should avoid using technology for critical com-
munications — such as rewarding good behavior or levying consequences for

bad behavior. If you must use technology for the sake of speed, use the phone.

When does technology improve cultural leadership? Some technologies dra-
matically improve the scope and specificity of facts available to enterprise
leaders as they design and manage their cultures. Employee and customer in-
put can be gathered faster and with more nuance than ever before. Individual
employee behavior can be verified through multiple means. Job performance
can be quantified and monitored for almost any role. Consequently, much of
the guesswork of cultural leadership can be replaced with information rigor
and depth. Investments in these technologies, and the capability to translate

their outputs to actions, can yield high returns for enterprise leaders.

Conclusion

The world of business has changed a lot over the past 10 years — a decade
that began the extreme operational integration of the global economy. New
business models, such as platform companies, have emerged and grown, cre-
ating new value for customers and communities alike. We have moved to a
more demand-side global economy, where customer choices and behavioral
transparency are the new guideposts. In a world such as this, measures of au-
thenticity and reliability are being redefined. Company cultures have always
been a characteristic used by customers to make their choices. Today, leaders
have greater leverage to share their company culture with their customers and

clients to build deeper trust and rapport.

Companyleaders, and especially leaders of globally integrated enterprises, must
understand the power of culture in today’s world. They must develop the skills
for cultural leadership. It is an obligation, not an option. Effective cultural lead-

ership requires a deliberate, informed, and thorough approach, starting with

39



Growing Global

stakeholders and touching on the company’s operating model, management
system, and performance management. Technology offers enterprise leaders
better tools than ever before available for informing cultural leadership, while
simultaneously “raising the bar” of employee and customer expectations. As

Lou Gerstner said, “culture isn’t just one aspect of the game . . . it is the game.”
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A Market Force Like No Other

Christopher G. Caine

iscussions of global business tend to overlook one very large entity. It
D has operations everywhere in the world, it collects approximately $17
trillion of revenue, and it employs more than 100 million people. It also de-
votes more than $400 billion to research and development annually. Its com-
mercial assets constitute the largest pool of wealth in the world — double the
world’s total pension savings and ten times the holdings of all the world’s sov-
ereign wealth funds.' Divided into nearly 200 operating units, it has more than

seven billion shareholders.

You won't find this entity on the Fortune Global 500 or any other list of the
world’s largest companies. That’s because it’s not a company, though it is a

market force like no other: government.

The sheer size of the world’s governments, and their reach, makes it incumbent
upon leaders of every company — regardless of country, size, and industry
— to develop a management point of view about their relationship with the
public sector. For one-person businesses that only operate domestically and
deliver routine services, this viewpoint may not need to extend much beyond
ensuring compliance with local regulations and tax codes. At the other end of
the spectrum, large enterprises (whether they be publicly traded, private, or

state-owned) that operate in multiple countries and multiple industries need
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a cohesive and informed approach as they face an array of fiscal and regulatory

impacts from different governments.

To more fully appreciate government’s size and capacity, consider the follow-
ing from the 2015 Fortune Global 500 rankings: Walmart and Royal Dutch
Shell — the two largest publicly-traded and publicly-owned companies —
collectively employ about 2.3 million people (with Walmart accounting for
2.2 million of that total). And in the most recent fiscal year, revenue of the two

companies totaled about $906 billion.

Now compare that to the governments of the world’s two largest economies:
China and the United States. Together they employ approximately 38 million
people. And their revenues total $8.3 trillion. And from a capacity perspec-
tive, consider that in April 2009, amid the financial crisis, then-U.S. Treasury
Secretary Tim Geithner indicated that by year end 2010, the United States
Government would inject $800 billion into the U.S. economy — nearly the

combined size of these two giant enterprises.

Beyond an individual government’s size and capacity, there are certain powers
only it can exercise. Those powers can be exercised in ways that are extremely
beneficial as companies invest and expand (domestically and internationally).
Conversely, governments can (and do) exercise powers in arbitrary and un-
predictable ways that can be a destructive force to companies. What’s import-
ant to remember is that governments have the power to create, eliminate, and

change markets overnight, if they choose to do so.

In this chapter, I provide recommendations for how companies can optimize
their relations with governments, what kind of organization is needed to op-
timize the management resources devoted to dealing with government, and
the importance of building trust with government officials. I will also lay out
the basic functions of government and look at how government has been im-
pacted by societal changes over the past 10 years, and how it will likely be

impacted over the decade ahead.
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Role of government
All governments play the same three roles, regardless of their form, ideological

orientation, or scope.

First, all governments are “rule makers” — setting public policy and enforcing
those policies. This role includes setting rules (i.e. laws, regulations, etc.) for
society and an economy. This is not just limited to dimensions of economic
activity such as taxation, international trade, intellectual property, the envi-
ronment, financial markets, and real estate. It also includes the values and be-

havioral standards a society chooses to establish.

Second, governments are investors — allocating public and sometimes private
capital (through mandates) to programs ranging from education to transpor-
tation to health care to infrastructure. For example, governments make deci-
sions around questions such as: How robust does Internet access and band-
width need to be? How much should be allocated for healthcare purchases of

pharmaceuticals and medical services?

Third, governments are purchasers — of goods and services. The U.S. federal
government, for example, spends $530 billion on procurement annually, lead-
ing it to be christened, “the world’s biggest customer.” Globally, government
procurement accounts for 10-15 percent of every economy’s gross domestic

product, as estimated by the World Trade Organization.?

Given these realities, the implications for companies are profound. Clearly,
company leaders need to have an understanding of these roles. How is pub-
lic policy made? How does government set its priorities?> Who are the deci-
sion-makers about government investments? What market impact will gov-
ernment behavior have on my sector — my competitors? And what is required

in order to be identified as a potential supplier to government?

These and other questions parallel the analysis business leaders go through
when deciding to enter commercial markets and activities. Yet many fail to ap-
ply the same rigor when it comes to understanding and shaping the behavior

of this “market force like no other.”
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And most important for a company’s leaders to remember, like it or not, is
that governments grant companies license to operate. And while every com-
pany’s management desires to operate their enterprise in the manner that they
feel will most effectively meet their business objectives, the ability to do this
will be directly impacted by governments” willingness to trust the company
— trust that is based on whether the company is viewed as delivering societal
benefits. Hence, there is an imperative for companies to build trust with gov-
ernment so that the permission it grants management to operate maximizes

freedom of action and is more of an accelerator for growth than a barrier to it.

The past 10 years

In his iconic works on globalization, The Lexus and the Olive Tree (1999) and
The World is Flat (2005), Tom Friedman described the structural changes
shaping the world, stemming from the accelerating pace of global integration,
principally economic integration. These and other works presented a frame-
work for understanding a pace of change that people sensed and felt but hadn’t
quite grasped. But there was an under-appreciation for an aspect of globaliza-
tion that would be just as profound — governments around the world and

their operations joining the rest of society, online.

Throughout my professional career, the three common roles of government
have been carried out in a framework of limited information and hierarchy.
Many governments, regardless of form, enjoyed a de facto monopoly on the in-
formation about their country and its activities. They were frequently deemed
to have the most complete and authoritative information. Societies were or-
ganized around it. People made decisions from it. Markets valued certain in-
vestments over others based upon the information coming from government
sources. And most of this information was collected and packaged in an envi-

ronment of confidentiality and/or secrecy.

Very little of what I've just described is still true. Over the past decade, govern-

ment information has become much less trusted and deemed less sacrosanct — a
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byproduct of the world moving into a new age of transparency. This is a profound
change — one that I believe will shape how companies interact with government
in the years ahead. The other change has been a pause, or some might say a step

back, by government policy makers regarding economic openness.

The pervasive and evolving digital domain

The rise of global connectedness among individuals, through the proliferations of
smart phones, more robust and pervasive communications and computing net-
works, cloud computing, and the arrival of the “video internet,” have had sweep-
ing implications for governments and companies alike. This represents a seismic

change to government’s status as the definitive provider of “official information.”

With people and companies in virtually every region of the world now capable of
being connected with each other on multiple levels, we have entered a new era of
transparency. And this transparency has ushered in a new and higher level of or-
ganizational and behavioral accountability. Indeed, governments, as well as com-
panies (as referenced in the chapter by Shelly Lazarus), face a technology-en-

abled and recorded referendum every day on their efficacy and trustworthiness.

Being able to watch videos, on platforms such as YouTube, Tudou, and others,
can showcase information refuting the claims of government officials. Tech-
nology has also been employed to disseminate confidential information held
by governments. Examples include the Wikipedia release of internal messages
written by U.S. State Department officials (which revealed the disconnect be-
tween the U.S. government’s public statements and private deliberations) and
Edward Snowden’s disclosure of classified documents revealing the U.S. Na-

tional Security Agency’s global surveillance programs.

While episodes like these may not be everyday occurrences, the broader trend
of greater transparency poses an enormous challenge for all governments as
they seek to build trust and maintain it. If their rhetoric is not aligned with

reality, there is a high likelihood their duplicity will be publicized (as Russia’s
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was after claiming it did not have troops or equipment in Ukraine) and their

standing at home and/or abroad will suffer.

What we have seen over the last ten years, and will continue to see, is an ero-
sion of trust in government-distributed information. While government in-
formation may have been viewed skeptically by some in the past, it now faces
unprecedented challenges. Fewer individuals and institutions will consider it
to be the most authoritative source, and they will look elsewhere for guidance

when making decisions about future activities.

A closing door on global economic openness

The other development of the past decade that is going to force companies
to change how they interact with government is the erosion of policy sup-
port for economic openness. This has been reflected in the slowdown in global
trade liberalization and it means companies must rethink their approach to

cross-border expansion and operating practices.

In 2005, the global economy was operating on overdrive and grew 4.7 percent.
It expanded by another 5.3 percent the following year — marking one of the
strongest two-year periods of global growth in decades. The robust expansion
reflected, in part, the commitment governments throughout the world had
made to deeper economic integration and more open markets. Trade and in-
vestment barriers had been falling, and in November 2001 the members of
the World Trade Organization (who represented the overwhelming share of
global economic output) agreed to move forward with an agenda of compre-
hensive trade liberalization. The agreement reflected a belief among govern-
ment leaders throughout much of the world that economic openness would

spur growth and long-term strategic advantage.

But the commitment to openness withered in the wake of the economic slow-
down brought on by the 2008 financial crisis. The use of tariff trade barriers
applied to products imported by G20 economies (which account for 85 per-
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cent of global GDP) rose 33 percent from 2007-2013, according to the World
Bank.’ And in the years that followed, some of the standout emerging econo-
mies retreated to old habits. Russia’s seizure of parts of Ukraine in 2014 high-
lighted the backsliding. Brazil, which achieved 7.6 percent economic growth
in 2010, has dramatically slowed (its growth rate in 2014 was just 0.1 percent).
More broadly, a commodity boom attracted countries’ focus and many also
became less economically fixated on the convergence of physical and digital
assets. This was accompanied by a retreat to a pre-information age posture
focused on imposing trade and investment restrictions or simply refusing to

open up their markets further.

Adding to the dilemma, WTO members failed to close on the agreed agenda
negotiated in 2001. Many countries, such as China and India, who had fared
quite well under existing WTO trade regimes, saw little upside in resetting the
rules, while many G-7 countries came to the negotiating table in a halfhearted
way. Amid the trade stalemate, the WTO’s ability to serve as an effective mo-
tivator for openness and integration calcified, and momentum for economic

integration stalled.

No major country has yet asserted itself as an impactful global leader in sup-
port of a new worldwide trading regime, and many governments are viewing
new areas of potential growth (such as digital business models and big data
analytics) as being as much of a threat as an opportunity. Hence, the status

quo is a more comfortable and less risky path to keep.

The leadership that is being exercised is at the regional level. The launch of
initiatives such as the Trans-Pacific Partnership, the Trans-Atlantic Trade and
Investment Partnership, and the African Union’s Continental Free Trade Area
(CFTA) demonstrate there is still interest among some countries in opening
markets. The difficulty of making those initiatives succeed, and how much
worldwide liberalization is sacrificed during the negotiating process, will be

an indicator of just how much political support there is for greater openness.
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The pervasiveness of the digital domain and the expansion of transparency,
coupled with the slowdown in trade liberalization, has forced companies to re-
think their approach to a wide range of issues. For example, how vulnerable is
a supply chain (physical or digital) when cybersecurity attacks can come from
any part of the world without warning? What impact does this have on one’s
brand? What is the best market access approach to select when governments
in emerging economies have greater demand-side influence? And what will be

the impact over one’s intellectual property or foreign exchange needs?

For business leaders, the last ten years have brought foundational changes to
their operating environment. Looking ahead, governments throughout the
world will continue to be buffeted by digital issues and trade tensions. They
will make decisions involving these and other factors that will strike at the
heart of how companies will operate. As former U.S. Senator Joe Lieberman

once remarked to me, “History gives us no rest.”

The decade ahead

The decade ahead is destined to bring even more sweeping change to gov-
ernments. Three changes in particular will be noteworthy in the context of
implications for companies. The first will be the aging of populations. The
second will be a gradual reshuffling of countries” economic influence on the
global stage. And the third will be the emergence of what’s known as the “de-
mand-side economy,” in which consumers can increasingly dictate what prod-
ucts and services they want, and when they will buy them, as opposed to sim-
ply accepting what is supplied to them. These developments will help shape
the perception of individual countries and their governments which will, in

turn, influence how and where companies invest their resources.

These and other factors will be influenced by the technology-driven trend to-
ward even greater data and information storage, retrieval, and transparency.
The continued proliferation of products, from video-enabled smart phones to

community surveillance cameras to bio-metric identifiers to wearable tech-
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nology to voice-activated transmission of information, will test governments
and not only their ability to perform their stated roles but how they are viewed

and held accountable by others.

Demographics

Prior to the 1970s, one of the obstacles to economic growth in many countries
was a large population, which needed to be fed and cared for. But as trade
liberalization advanced, information technology and networks provided the
tools for economic integration. The Internet and the World Wide Web enfran-
chised individuals and helped to create more integrated and scalable global
markets. A large population, now far from being a handicap, became a compet-
itive advantage — assuming it was complemented by public policy supportive

of economic growth.

The decade ahead presents new starting points for many governments. As they
strive to advance their economic standing and assets, one of the fundamental
challenges that will face governments around the world will be demographics.
China, the United States, and European Union countries will see the median
age of their populations rise, as the birthrate in China and the EU falls and as
America’s baby boomers reach retirement age. In China today, there are ap-
proximately five income earners for each senior citizen. It’s projected that by
2030, the ratio will only be 2.5 to 1. And by 2050, just 1.6 to 1. The rising share
of non-working adults will stress governments in at least two ways, as they

experience declining tax revenue and increased pension obligations.

But in many emerging economies, the demographic profile is much more fa-
vorable. For example, in the Middle East and North Africa, 60 percent of the
population is under the age of 25. Asia, Indonesia, the Philippines, Malaysia,
and Cambodia are projected by the United Nations to see continued growth in
the size of their working-age populations until 2050. The biggest demographic
dividend will come from India, which is projected to see its working-age pop-

ulation increase by 125 million over the next decade. With increased spend-
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ing power, these individuals will be buying everything from cars to household
products and generating economic output that will contribute to higher living

standards.

How will governments in these younger-trending countries view companies that
want to invest and expand? What about governments in older-trending countries?
In the “older” countries, the potential for a prolonged slowdown in economic
growth may lead governments to try to protect domestic industries by raising tar-
iffs or restricting foreign investments unless they re-evaluate longstanding defini-
tions of “working age” and make policy adjustments to new “working life expec-
tancies.” And while the economic outlook tied to demographics is more favorable
for the “younger” countries, any number of scenarios — such as political instabil-
ity, government policies limiting economic engagement with other nations of the
world, and weak commitment to contemporary human and physical infrastruc-
ture investments — could lead governments to adopt mercantilist policies. Every
government in every country will differ, of course, which underscores the impor-
tance of companies making long-term commitments to engage with government
officials, understand the circumstances shaping local markets, and develop ways to

raise brand identity with government officials and earn their trust.

A rebalancing of economic influence

One clear theme for the decade ahead will be a more prominent place on
the global stage for developing nations. This will reflect not only the size
and strength of their economies but also a determination to have their inter-
ests better represented within multilateral organizations and throughout the
world. Just as companies are always seeking to achieve greater freedom in how
they manage their operations, countries also want more freedom to act in ways
that they believe will advance their interests. That process is well underway

with emerging markets.

Today, emerging markets account for S0 percent of the global economy —

up from 31 percent in 1980. While the economic growth that underpins this
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progress has been a byproduct of many different factors, a few stand out: open-
ness to trade and integrating with the global economy, a public policy environ-
ment that’s supportive of innovation and entrepreneurship, political stability,
an embrace of market-driven standards, and rising educational achievement.
Emerging market countries are also more stable, and much better positioned
to absorb the shocks that have frequently destabilized their economies in the
past. Consider that central bank foreign-exchange reserves increased from

$610 billion in 1999 to $7.5 trillion in June 20185.

China is the most compelling example of an emerging market country that now
has more choices about the policies it can pursue, and in turn, use to influence
others around the world. China (and other high-growth economies) has been
disillusioned with its influence and the pace of reform at multilateral organiza-
tions such as the World Bank and IMF. While the country has been designated as
the world’s largest economy (in terms of purchasing power parity), it holds less
than S percent of the votes within the World Bank. The United States, by compar-
ison, holds more than 16 percent, and the gulfis even bigger at the International
Monetary Fund. Given its economic scale, China’s ability to exercise freedom of
economic action enhances its influence globally. Its work to launch the Asian In-
frastructure Investment Bank (AIIB) in June 2015, with 56 other countries, is an
excellent example. It reflects not only a desire but an ability to show independent

leadership in helping the region meet its future infrastructure needs.

China is also working to strengthen its position on the global stage by trying to
globalize its currency. It is seeking to have the yuan (RMB) designated a reserve
currency by the IMF, which will reduce the influence of the U.S. dollar. Con-
sider that 25 percent of the country’s international trade was conducted using

the yuan in 2014, while just five years earlier, the share had been 0.02 percent.

Another emblem of the rise of emerging market country influence has been
the so-called “BRICS” countries (Brazil, Russia, India, China and South Af-
rica). They have created their own development bank and held seven summits

to promote their shared interests.
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Where might this new economic influence be exercised? In addition to the
World Bank, IMF, World Health Organization (WHO), UN, and the World
Intellectual Property Organization (WIPO), emerging market countries are
members of the G-20 — a multilateral forum for international economic co-
operation whose members account for 85 percent of global economic output.
Combine this with the growth of other developing countries such as Indone-
sia, Mexico, and Turkey, and you have a very different landscape for business
managers to operate in — more diverse and less tied to a western economic

market model.

While the interests of emerging market countries are far from monolithic, these
countries are increasingly banding together to help ensure that certain baseline
priorities are protected within multilateral organizations and when the rules of
trade are being written. This speaks to the need for companies operating across
borders to deepen their engagement with governments in emerging markets
and to embrace operating structures — such as those embodied in the globally

integrated enterprise — that deepen their presence in these countries.

G-20 trending assessment

From a management standpoint, any company choosing to operate in a mar-
ket would analyze the forces shaping that market. While the G-20 has many
detractors, it nevertheless represents governments coming together on a regu-
lar basis to set economic direction for 85 percent of global GDP. Accordingly,
it is worthy of some reflection, with a focus on how its dynamics can inform

business decision-making for firms operating globally.

Again, if governments can make, modify, and eliminate markets overnight, it’s
instructive to consider how countries’ economic fortitude and influence has
changed and may indeed shape the future of the global economy. The follow-
ing G-20 competitiveness rankings (as determined by the World Economic
Forum) have changed over the past decade. The table to the right ranks the

G-20 countries using 12 criteria, which include the quality of a country’s insti-
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tutions, its infrastructure, and the macroeconomic environment.® Drawing on
the WEF criteria and over 35 years of my own experiences with governments,
I have created an extension of the table to forecast how I think countries will

trend between now and 2020.

G20 countries ranked for competitiveness

G-20 Countries Rankings

Competitiveness
2005

Competitiveness
2015

Projected
Influence
2020

1. United States 1. United States = — — — — — — — - 1. United States
2. Germany 2. Germany = ——— __ + 2. China

3. United Kingdom 3. Japan ~~—_,7/ 3. India

4. Japan 4. United Kingdom /A 4. Germany

5. France 5. Canada s,/ 5. Japan

6. Canada e 6. Australig— — — — /~~/_~- 6. South Korea
7. AustraliQ ———— 7. France Dl 7. United Kingdom
8. South Korea 8. Saudi Arabia- — /// /~ = 8. Australia

9. Saudi Arabia* 9. South Korea - — 5 / 9. Canada
10. ltaly 10. China -———~""_ "/ /10, Mexico
11. South Africa /1 1. Indonesia - ——— _ +/ 7 -11. South Africa
12. India ' /12 Turkey - — — —— __ /\‘7/‘—12. Indonesia
13. Chin0:'< / 13. ltaly 7"7'6‘ 13. France
14. Russia ~——14. Russia——— ——~_ {(/ \\~14. Turkey
15. ArgentinQ = X 15. South Africa / _ —=-15. Brazil
16. Brazil 16. Brazil- ———— /’><\ “16. Saudi Arabia
17. Mexico 17. Mexico = — — </ ~17. Russia
18. Indonesia 18. Indig = — — — 18. ltaly
19. Turkey 19. Argenting-————————- 19. Argentina

*Not ranked until 2007

Indonesia and Turkey achieved the biggest gains from 2005-2015, moving up
seven positions, while the biggest declines were recorded by India (down six

spots) and Argentina (down four spots).

But as we have said earlier, many factors determine the success of governments
to advance their standing in the world politically and economically. The third
column in the table above offers my assessment of the trending economic in-
fluence of G-20 members over the next five years. In addition to considering
their size, growth rates, and active economic engagement with the world, I
considered government and political stability, economic flexibility, fiscal
health and discipline, and willingness to constructively collaborate with other

nations to solve problems. I expect China and India to assert themselves and
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challenge the influence of the United States in shaping the character of the

global economy.

In looking at this list, and the ability of governments to shape markets not
only within their own borders but also around the world, companies and their
management should ask the following: How are we preparing ourselves for the
opportunities — or challenges — that will accompany the rebalancing of eco-
nomic influence among the governments of countries comprising 85 percent

of the world’s GDP?

Demand-side economy

Another significant development in the context of governments and compa-
nies is the emergence of the demand-side economy. Whether you think of this
as the rise of the platform economy, the emergence of a sharing economy, or
just the ability of individuals to “go direct,” economic investments are increas-
ingly being organized by the power of the purchaser. This has significant im-
pact on how governments have made their own choices as rule makers, inves-

tors, and purchasers.

For centuries, consumers have primarily had to settle for the products that
companies chose for the marketplace. Consumers rarely had the ability to get
the unique product they wanted. This was the supply-side economy. Today,
due to the realities of technological mobility, connectivity, and computing,
consumers have a much greater ability to dictate the precise products they will
buy. They can customize virtually anything and, even more important, with
the advent of 3-D printing, they can create their own products at the volume
and scale they need. To reflect this shift, consider the motto of a new and suc-
cessful 3-D printing company: “Shapeways Enables Everyone to Bring Their
Ideas to Life.” Note how that differs from the historic motto of the iconic and

highly successful enterprise GE: “We Bring Good Things to Life.”
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Governments will need to come to grips with this shift in the economic con-
tract between buyers and sellers, as the new arrangements are likely to influ-
ence how companies make decisions about where to invest in operations. Gov-
ernments in developing countries in particular will need to understand this
changing dynamic. If low-cost manufacturing can be carried out at roughly the
same price in developed countries, then much of the rationale for locating in
developing countries disappears. That could have profound consequences for
foreign direct investment flows not only to these developing countries but also

to developed countries with, perhaps, aging populations.

A new day has dawned and the interactions between companies and govern-

ments will be impacted in meaningful ways.

The power and impact of transparency

In her earlier chapter, Shelly Lazarus explained that in the age of transparency
and instant communication, companies must ensure their brand is consistent
throughout the world. Governments face a similar challenge. Their brand will
become better known globally, and they will face criticism and suspicion if

their actions don’t align with their rhetoric.

Heightened transparency will increase the importance for companies with
cross-border operations to develop a full understanding of the brand attached
to their home country government. Today the situation facing the foreign affil-
iates of U.S.-based companies is particularly acute. Those affiliates working in
sensitive sectors, such as technology, will face suspicion that they are working
in tandem with the U.S. government — a suspicion fed by the disclosure that
following the 2001 terrorist attacks American telephone companies provided
domestic calling records to the National Security Agency. These companies
could find themselves severely handicapped as they pursue new opportunities,

particularly involving government contracts.
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Consider the case of Brazil. Its president, Dilma Rousseff, condemned the
NSA after learning that the agency had intercepted some of her communi-
cations. So it was not entirely surprising that Brazil announced in November
2014 that it would not allow U.S. vendors to bid on a $185 million contract
to build an undersea fiber-optic cable to Portugal. The head of Telebras, the
state-owned telecom company overseeing the project, cited concerns about

“data integrity and vulnerability.”

This is far from an isolated example. In 2013, the Information Technology &
Innovation Foundation (ITIF) estimated that U.S. companies could forgo up
to $35 billion in revenue through 2016, reflecting concerns that these com-
panies could be vulnerable to U.S. government pressure to share sensitive in-
formation. Two years later, ITIF said the economic impact of the surveillance
practices will likely “far exceed” the earlier estimate, observing that “foreign
customers are shunning U.S. companies.”® Among the many examples cited
was the German government blocking Verizon from providing Internet ser-
vice to government departments, citing the potential for the NSA to get access

to Verizon’s network and spy on German government officials.

It’s not only companies headquartered in the United States that face these sus-
picions. In one celebrated case, a company based in the United Arab Emir-
ates, Dubai Ports World, was ensnared in controversy in 2006 after it was ap-
proved to manage six U.S. seaports. Critics in the U.S. Congress and elsewhere
charged that because the company was owned by the government in the UAE,
it could leave the ports vulnerable to terrorist acts, even though the UAE was
one of America’s strongest allies in the Middle East. Under pressure, the com-

pany sold its U.S. operations to a company headquartered in the United States.

While skirmishes like these make headlines, there are countless other episodes
in which companies are interacting with government officials on matters large
and small. Whether these interactions prove successful is frequently dictated by
whether individual companies have invested the time and resources needed to

effectively engage with the governments in these countries. That engagement can
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deepen understanding of the economic and business expertise companies bring to

the relationship and how it contributes to the national agenda and goals of a nation.

Engaging government and building trust

During my 25 years with IBM, I received regular reminders of the importance
attached to engaging with the governments of nations (and even small com-
munities) where we were investing and operating. We believed that if IBM was
going to grow, governments needed to at least respect us and be neutral toward
us. Preferably, they would be impressed with our capabilities and would help
enable our mutual success. Therefore, our approach to governmental affairs
was to constantly bring future-shaping value to a government and to do so in
highly ethical and accountable ways — accountable to IBM internal stake-

holders, external shareholders, and collaborators.

Our engagement took many different forms but always was grounded in
annual goals and objectives relevant to IBM’s growth. Sometimes it was as
predictable as weighing in during the consideration of a government policy.
Other times it included co-investing with government to build better schools,
expand and train human talent for employment in the high tech sector, build
R&D facilities and cutting-edge technology breakthroughs, use I'T to improve
public sector operations, or help develop a more modern and innovative infra-
structure. Our objective was to become more than just another multinational
company; instead, we wanted to become a trusted partner that could de-
liver insights and long-term value from around the world to countries and
their citizens. We understood that trust would be the most powerful —
and enduring — currency of all and that earning trust is more important

than buying praise.

I regularly joined with IBM’s former CEO and my colleague, Samuel Palm-
isano, to present our company’s bona fides and commitment to the highest
levels of government. Sam explained his thinking about engaging with govern-
ments in his 2014 book, Re-Think: A Path to the Future:
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[H]elping a region — or entire country — to advance its standard
of living (particularly through education) will help earn the trust
of government officials and make it much easier to achieve market
access. And make no mistake — this trust must be earned, and that
can only happen through behavior and actions, not through mar-
keting. While at IBM I characterized this as getting “permission to
operate,” and over time we saw that our identity as an “American”
company mattered less than the indigenous value we created in the

countries where we were doing business.

The value creation started with generating jobs, making local in-
vestments, paying taxes and bringing high-quality, trustworthy
products and services to new buyers. But it went beyond that. We
saw that we could create more value — for the society and for IBM
— by doing more than entering a market. As I have argued here,
making a market involves working with leaders in business, gov-
ernment, academia and community organizations to help advance
their national agenda and address their societal needs — whether
those needs involve better schools, more robust public safety, more
modern infrastructure, or something else altogether. In short, we
would strive to build real skills in the local workforce and enable
new capabilities among the citizenry. We consciously worked to

serve as a force for modernization and progress.

Despite the power governments have to create and shape markets, some com-
pany leaders will ask more narrowly whether it’s worth the time and money
to develop a functional expertise and infrastructure focused on relations with
government (both domestic and foreign). Is there a top or bottom line benefit

that can come from approaching my business this way? Is it really core to my

business? The answer is yes.

I have seen many examples of high-growth companies based in the United States

(often in the technology sector) and elsewhere that are slow to realize the im-
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portance of engaging government in a holistic manner. They take a dismissive
attitude toward the creaky machinery of government and essentially declare,
“...just leave us alone.” Or many companies think everything will be ok by just
making calls on key government officials. This will surely build a trusting rela-
tionship...right?! Both come up short if one is serious about being allowed to

operate your business with flexibility and to help shape the future.

For companies operating globally, it can be tempting to ignore public policy
altogether, since engagement requires interacting with multiple governments
when that time and energy could be devoted to other business functions. But
this is rarely a successful or sustainable strategy, particularly as the compa-
nies continue to grow. Microsoft engaged little with the U.S. government until
facing an anti-trust trial in the late 1990s. Google took a hands-off approach
to global government relations and today faces an anti-trust investigation in
Europe. Uber, by contrast, has been more aggressive in its efforts to engage
with state and local officials throughout the world — a move taken by neces-
sity, given the impassioned resistance of cities and non-Uber drivers feeling

threatened by its existence.

One episode from my time at IBM speaks to the value of engagement. My team
led, with colleagues in Japan and the IBM tax department, an effort to get the
United States and Japan to sign a tax treaty that would eliminate a number of
economic inefficiencies, such as withholding of taxes on royalties and dividends.
Removing these inefficiencies would bring liquidity back to each country’s econ-
omy and potentially increase investment flows. We helped create and lead a bilat-
eral coalition, formed in 2001, that included a number of other large American
companies operating in Japan, as well as Japanese companies operating in the
U.S. We worked through associations such as the National Foreign Trade Coun-
cil and the U.S.-Japan Business Council. Our advocacy proved effective, and the
U.S. and Japan eventually signed the treaty, which took effect in January 200S.
The dividend paid by our engagement was quite significant, as the treaty added 6
cents per share/year (or roughly $14S million USD) to IBM’s bottom line.
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Or consider a different example from Tata, the India-based conglomerate that oper-
ates in multiple industries (including cars — it owns Jaguar Land Rover) and mul-
tiple countries. In 2012, three Tata companies were ranked in the top six of Fortune
India’s Most Admired Firms. Tata took a methodical approach to building trust with
local governments, as described by David Beier, Ed Freeman, Dean Krehmeyer, and

Chris Williams in a 2015 paper for the Center for Global Enterprise:

Tata’s reputation isn’t an accident. Tata companies have earned it
through a deep commitment to the wellbeing of the communities
in which they operate, through initiatives ranging from providing
housing to steel workers to securing fresh water for local villages.
These initiatives aren’t isolated outreach, and they go beyond sim-
ply donating funds to good causes. Rather, reputation and trust is
maintained in a very careful, proactive way through the use of an

advanced stakeholder mapping strategy.

The Tata Nano — the world’s first $1,000 car (the price has since
risen to about $2,400) — is perhaps the achievement for which
Tata is most known outside of India. The Nano was originally in-
tended to be built in West Bengal. However, in 2008 local farm-
ers groups were agitated by government land seizures around the
factory, and as the situation grew dire Tata Motors’ management

announced that they would seek a new home for the Nano.

Such a decision might have meant years of delays, but Tata Motors
didn’t have to wait even a week. The very same day it announced
the closure of the West Bengal factory, Tata Motors received no
less than five invitations from Indian state governments, asking
them to relocate to their jurisdictions. Famously, Gujarat State
Minister Narendra Modi sent Tata Group chief Ratan Tata an SMS
— “Welcome to Gujarat’ Within three days, Gujarat state procured
land for Tata outside of Ahmedabad. Tata Motors’ new factory was

producing Nanos in just 14 months.
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Tata Motors reputation made it possible for the Guajarati gov-
ernment to facilitate private sector goals. Moreover, the speed at
which the firm was able to overcome a difficult nonmarket chal-
lenge is indicative of the value that the Indian government placed
on Tata’s reputation. In this instance, Tata Motors’ diligent stake-
holder mapping strategy, designed to build reputation and trust

throughout Tata’s entire ecosystem, has paid great dividends.

While few companies are as large as Tata, the lesson nonetheless applies to
companies operating anywhere — and particularly outside their home mar-
ket. As the authors point out, “The most concrete benefit of building trust with
governments, and those who align with them, is the opportunity to open new
markets. Governments are important customers, and, as with any customer,
need to trust the firms that are selling products or services to them. The same
key components to securing trust (e.g. transparency, honesty, consistency, re-
spect and commitment to the larger community) are qualities governments

are looking for in suppliers or business partners.”

Optimizing a management model for global success

The core value of government affairs is two-fold. Done right, it brings exper-
tise about government and its three roles into the company to sharpen busi-
ness decision-making and execution in order to create external growth accel-
erators and avoid growth barriers. It also helps communicate (some would
say translate) to government officials the expertise of the company and how

government can rely on it to achieve its economic and societal objectives.

In today’s environment the ability to construct a government affairs function
that collects multi-cultural expertise and builds a truly global team is easier than
ever before. Information tools and data-gathering capabilities have made the ac-
tivity of global government affairs more manageable and immediate. For CEOs
and other senior leaders, the key management factor is to ground the function’s

capability in public policy expertise relevant to the company’s current and future
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business, and to government’s agenda. Strategy and policy objectives should be
developed globally but they must draw upon local knowledge and insights, be-

cause execution is local and will remain so as long as governments exist.

Regardless of what government affairs organizational model a company

chooses to deploy, there are six guidelines that should ground their efforts:

1. Ensure objectives are globally consistent and locally relevant,
because in the age of transparency any inconsistencies are des-

tined to be uncovered and disseminated.

2. Understand that in relationships with government officials,
the “what” (the product, service, or expertise companies are
offering), is much more important than the “who” (the iden-
tities of those managing the relationships within the company
and within the government). Making a difference is more im-

portant than making a statement.

3. Be able to articulate your added value. Set your agenda fo-
cused on what is needed from society and government. What
knowledge, service, or product do you offer that distinguishes
you from the competition and how does it benefit society and
government? If policymakers can see your company is contrib-
uting to progress in their communities, this will lay the ground-

work for a sustainable and trusted working relationship.

4. Build a skill profile for government affairs personnel that is
based on a culture of accountability — for external results
brought into the company and internal competencies brought
out to government. Clear and annual objectives should be es-

pecially communicated to internal stakeholders.

5. Understand that in the eyes of the government you are one
brand — regardless of whether you are a publicly-traded com-

pany, a privately-held corporation, a state-owned enterprise,
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or a family business. To the outside world, governance divi-
sions don’t matter. Don’t take solace in company-constructed

silos. You are one enterprise and, hence, one reputation.

6. Develop a leadership team that is keen to understand and
appreciate government, and that wants to actively shape the
future even when it may not be comfortable to do so. Remem-
ber, growth and comfort don’t co-exist. This can be a critical

source of competitive advantage for your company.

Conclusion

In today’s world, the pace of change — encompassing technology, business
models, and potential markets in which to do business — seems to be accel-
erating at speeds that make it difficult to keep up. Businesses strive to assess
the impact of this “environment of velocity” on their operating and financial
models. Governments face even greater challenges to understand and adjust
to rapid changes that are induced by technology and transparency. Both enti-
ties need each other to constructively navigate through the uncertainty of the

future, especially if they are to advance the human condition while doing so.

The interdependence of business and government is a reality. The constructive
character of the relationship will be determined by the wisdom and behavior
of each party. It is incumbent on global business leaders to realize they have
both an obligation and an opportunity to help governments and society shape
a brighter tomorrow. Governments have a similar responsibility to allow busi-

ness leaders the ability to create that tomorrow in an efficient and flexible way.

Those enterprises that engage government — this market force like no other
— in value-added ways, and develop trusted relationships, will discover that
they have greater freedom to operate and are better equipped to realize long-

term growth and success.
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Spurring Creative Genius for
Society’s Benefit

David J. Kappos

enturies of history have proven that the surest way to encourage invest-
C ment in innovation is the promise of a meaningful return on that invest-
ment when an innovation is successful. And that promise is fulfilled by Intel-
lectual Property Rights (IPR). Patent, trademark, trade secret and copyright
laws tell firms of all sizes — and indeed humanity generally — that innovation
will be rewarded by offering an attractive bargain between innovators and so-
ciety. While the first intellectual property protection is thought to have been
granted in ancient Greece about 2,500 years ago (the equivalent of one-year
patents were issued to chefs for select recipes), IP began to take on heightened
importance in countries such as the United States as inventors came forward
with transformative new products and had them patented. These products
included the cotton gin (patented in 1794), the telephone (1876), and the
airplane (1906).

Today, IP is considered an essential component of advanced and growing soci-
eties. Thus, it’s easy to overlook that every aspect of modern life is the product
of innovations rooted in intellectual property, from smart phones to hybrid
cars to life-saving medical treatments, many of which would have been un-

imaginable 100, 50, or even 20 years ago. More broadly, IP is a source of wealth
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and job creation. In the United States, IP-intensive industries accounted for 34
percent the country’s gross domestic product (GDP) in 2010, and 27 percent
of all jobs. In European Union countries, IP-intensive industries accounted for
39 percent of GDP during the years 2008-13 and 26 percent of all jobs. And

those numbers will only grow larger with time.

A decade of change

Given the critical role IP plays in modern economies, it’s useful to understand

the ways in which the IP climate has evolved over the past decade.

First, as the world community has moved through the various economic ages —
agriculture, industrial, information — IP has taken on a more important role in
the global economy. In an economy increasingly driven by knowledge and infor-
mation, ideas matter more and need more robust protection. It’s also the case that
the traditional sources of competitive advantage (e.g,, commodities and labor,
first-mover advantage, access to finance, advanced manufacturing techniques)
have dissipated as potential competitors around the world increasingly have ac-
cess to the same resources. With few or no other sources of competitive advantage
available in the modern era, companies can achieve a competitive advantage ei-
ther through legitimate means (such as developing a breakthrough product) or il-
legitimate ones (such as counterfeiting). This struggle can be summed up as “first
movers vs. fast followers.” As a result, IP laws have become the best way — and
sometimes the only way — to protect innovation and fairly reward those mem-

bers of society keen to improve the human condition through new approaches.

This increased emphasis on IP is not a north/south trend, or a developed/de-
veloping economy trend — it is a global trend. Chinese companies, for exam-
ple, cite theft of IP by other Chinese companies as one of their top issues. Pat-
ent filings are increasing worldwide, including in Europe, Asia, and America.
Those filings indicate that innovators increasingly view patents as an essential

tool to protect their competitive advantage.
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Second, there has been a greater prevalence of IP abuse over the past decade,
particularly related to patents, and these abuses have attracted more attention.
The abuses are largely carried out by so-called “patent trolls” — individuals
or companies that acquire patent rights merely to file lawsuits claiming patent
infringement. While many of the claims go nowhere, and many of the lawsuits
that get filed are dismissed, the legal wrangling still brings a significant cost —

many millions of dollars per year in lawyer fees and lost productivity.

Third, there’s been a backlash against the patent system generally, which has
created the most hostile environment toward IP in the United States that I've
seen during my 25+ year legal career. The hostility is found in the media, but
also all three branches of the U.S. government. The Supreme Court heard
more patent cases in 2014 than in any other year in U.S. history, and its deci-
sions overwhelmingly curtailed IP rights. Also in 2014, members of Congress
introduced more than a dozen bills related to IP, and most of them were meant
to diminish the strength of the patent system in various ways. And the Obama
Administration has called for cutbacks in the IP system, while also overruling
a landmark IP-related order by the U.S. International Trade Commission —

the first such veto in more than three decades.

Lastly, over the past decade, more and more content is being stored and dis-
tributed directly via the Internet using smart phones, tablet computers and
cloud computing services. This has ushered in new benefits for the sharing of
creative works and ideas, along with new challenges to the rights of content
creators. As more content gets stored in the cloud and distributed directly to
anindividual’s devices either by command or automatically, new IP challenges

arise regarding copyright protection in the era of the Internet of Things.
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IP conflict and confusion

One recent dispute is emblematic of how IP issues are being thrust into new
terrain and facing heightened scrutiny. The mapping of the human genome has
unlocked extraordinary new levels of understanding about the human body
and how to treat disease. Approximately 4,000 genes — about 20 percent of
the genome — are covered by patents, which have been awarded to entities
that discovered a gene or a sequence of DNA. For patented genes, licenses are

needed by anyone conducting an experiment that involves these genes.

In 2009, two of those patents — for genes associated with breast cancer (BRCA1
and BRCA2) — were challenged by a collection of plaintiffs who argued that
private companies should not be permitted to patent gene sequences. While
genetics cases account for a small share of IP cases, the fundamental issues were
the same as those pervading the current anti-patent environment: how to re-
ward innovation (the patent holder in this case had pinpointed the location
and sequence of both genes) while providing the public with access to the fruits
of that innovation at a reasonable cost. In 2013, the U.S. Supreme Court ruled
unanimously that isolated human genes could not be patented (though it also
ruled that synthetic DNA could be patented). Then in a similar case brought in
Australia, that country’s highest court reached the opposite conclusion, based
on what experts have viewed as policy and science at least as valid as that relied
on by the U.S. Supreme Court. Regardless of whether one agrees or disagrees
with the U.S. Supreme Court’s decision, the case is a reminder of how IP can
play a pivotal role in a wide range of debates, and how challenging it is to bal-
ance an incentive system aimed at spurring long-term, high risk technology in-
vestments (the patent system) with the natural inclination of the public to want

today’s successful technology solutions at the lowest possible cost.

The BRCA case is also a reminder that when “intellectual property” is in the
news, the story is often about conflict: lawsuits between corporate giants fight-
ing over smart phone designs, pirates distributing illicit copies of bestselling

movies and music, and foreign hackers attempting to steal innovative compa-
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nies’ valuable engineering know-how. Much of the conflict, while unfortunate,
is a byproduct of something positive: societies that are highly dynamic and
innovative. That dynamism and innovation inevitably unleashes efforts to ap-
propriate technical breakthroughs, which in turn triggers litigation focused on
protecting and enforcing IP rights. While IP-driven conflict would be greatly
curtailed in a society with no innovation, such a society would inevitably con-

front many more serious problems than legal wrangling.

Media coverage of IP conflicts can leave the impression that the IP system is
an impediment to innovation, benefiting patent holders to the detriment of
the public. The reality is just the opposite. The system, and patents in particu-
lar, embody the timeless wisdom of Sir Isaac Newton: “If I have seen further it

is only by standing on the shoulders of giants.”

Newton was implicitly speaking to the compact that exists between a society
and its inventors who are granted patents: the inventions are publicly disclosed
so that any skilled person can understand and recreate them. Inventors cannot
keep their inventions secret but must contribute their knowledge to the pub-
lic. And while others are prevented from copying a patented invention for the
term of the patent (as part of the bargain to the inventors), interested parties
can learn from the published patent description and improve on the invention
of others. In this manner, the IP system creates an ever-growing repository of
knowledge for the benefit of humankind. That knowledge builds on the inno-
vative ideas of others — ideas that can come from almost anywhere. Similarly,
businesses based on those ideas can come from anywhere. Countless com-
panies — if not entire industries — are the byproduct of creating consumer
demand for a product, such as the touch-screen tablet computer, where none

existed previously.
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The decade ahead

When information and content are always available and transparent, innovators
must be prepared to play offense and defense with their IP assets. That means
seeking patents for innovations and ensuring these patents are enforced — in
a climate marked by widespread infringement. As such, I expect IP disputes
will continue to play a prominent — and pivotal — role across the world’s eco-
nomic and legal landscape during the next 10 years. Indeed, the stresses on the
IP system will likely escalate, for a simple reason: technology is going to make it
progressively easier to share and copy products, and laws preventing new forms

of copying (like all laws) lag behind technological progress.

Looking ahead, I see six overarching “megatrends” — areas where a number
of important patterns of activity are converging — that will have significant

impact on the creative economy of the future.

The first megatrend is found in the changing means of access and consump-
tion. Location and access are becoming increasingly decoupled — a particular
song, for example, once downloaded to a single consumer’s home server can
be streamed to her office, to her car or to her mobile device while thousands
of miles away — and intermediaries that were once part of the physical distri-
bution chain from creator to consumer are playing a less obtrusive but invalu-
able (and more complex) role in the process. The shift in distribution models
toward instantaneous and ubiquitous access are probable sources of friction,
with delivery frameworks that cannot or do not embrace the full extent of

capabilities offered by modern networks and mobile devices.

The second megatrend is a predictable one: new technologies. Big data, in-
creasingly complex virtual content, 3D printing and technology convergence
will be key drivers in how products and services are created and disseminated.
These technological advances will lead to increases in efficiency, while also
enhancing the creative process itself. And as technologies like 3D printing
proliferate, there will be a lively debate (which will likely end up in the courts)

as to whether there are sufficient incentives to pursue innovation in an era
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where replication is so easy. When will replication be legal and when will it be

infringement?

The third megatrend is seen in increased user involvement. The creative pro-
cess is more than ever a shared endeavor, a reality perhaps best exemplified by
the 100,000 active contributors to the popular online resource Wikipedia. A
range of new licensing choices provides a wealth of options from which user-
contributors can tailor access to their IP. The potential blurring of traditional
lines between content creators and users raises serious challenges with respect

to ownership and rights to the resulting content.

The fourth megatrend lies at the convergence of shifting business models.
Traditional business models will see increased pressure from new business
models that rely on distributors’ lower marginal costs of production and con-
sumers’ shift in preference away from ownership in favor of obtaining licenses
to access the products they desire. A salient example of the impact of shifting
business models is offered by the music industry. A combination of piracy and
business model disruption reduced annual global music industry revenues
from $30 billion in 1999 to $16.5 billion in 2012. And yet, as subscription
services have rapidly expanded, 2012 brought the first year-over-year growth
in the music industry since 1999, providing an indication that new models of
distribution can meet consumer expectations while at the same time protect-

ing the interests of content owners.

The fifth megatrend focuses on the increasingly global market for products and
services. Globalized commerce, when properly leveraged, is a win-win for con-
sumers and providers. Consumers will see a wider range of choices while pro-
viders will have access to larger and larger audiences — especially considering
the growth of the middle class in emerging economies. Yet globalization also will
test the limits of IP legal frameworks which are nationally oriented and were de-
veloped before the spread of high-speed global networks. Existing international
agreements serve an important role but are unlikely to suffice as the creative and

innovative economy increasingly comes to depend on cross-border licensing.
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The sixth and final megatrend that has a critical bearing on IP development is
the increased fragmentation of IP ownership. More than ever, thanks to the In-
ternet and collaborative innovation between multiple parties, joint and deriva-
tive works are playing a central role in product and content creation, as existing
works are increasingly adapted, excerpted, repurposed and incorporated into
new works. Ensuring that the rights of original innovators and creators are re-
spected will be essential in the context of this expanding “collaborate and remix”
culture. The longstanding problem posed by licensing transaction costs and or-
phan works (works for which the copyright owner is unknown or unreachable)
will become even more challenging in this context, and IP authorities world-

wide can be expected to develop new solutions to address this exigency.

So what does all this mean at the country level, and how will IP owners man-
age through these changing times? I expect many countries in Europe and Asia
to strengthen their IP systems. There is a growing awareness in these countries
of the nexus between innovation and economic growth. And at a time when
growth is slowing in many countries, there is renewed interest in fostering in-
novation. This sentiment will be even more pronounced in countries that have
large numbers of highly educated scientists and engineers, such as India and
China. While IP violations have been widespread in both countries for years,
I think domestic industry in both countries is going to place renewed pressure
on their respective governments to enact more robust IP laws and tighten en-

forcement so as to ensure their own newly created IP is protected.

Given market trends and developments this pressure is likely to come from
the pharmaceutical and life sciences industries in particular. The traditional
approach of relying on U.S. companies to pursue drug discovery, and then
finding ways to access those new drugs (legally or illegally), will be insuffi-
cient. Health care-focused companies in both countries will see the demand
for drugs that cater to a domestic clientele and will want protections for those
drugs once they are developed. Given the size of the Chinese and Indian econ-

omies, their support for more robust protections will be a very positive devel-
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opment for the global IP regime, and more importantly for patients seeking

treatment in those countries and elsewhere.

Building a better — and more global — IPR mousetrap

One of the under-appreciated realities of intellectual property is that while it’s
a key ingredient in the global economy, the legal regime supporting it is decid-
edly non-global. There has been some movement recently toward greater global
collaboration, but intellectual property issues still tend to be addressed coun-
try-by-country. More and more we find ourselves struggling along with a “mul-

tinational” approach that needs to be rethought in the globally integrated era.

Consider research and development. Over the last generation, it has become
truly global. Scientists in London are collaborating in the course of a single
business day with counterparts in Guanzhou, Bangalore, Stuttgart, Sao Paulo,
and Sunnyvale. Together, these scientists generate brilliant new ideas that lead
to wonderful new products and services and, of course, patent filings — in
at least some of the countries in which collaboration is taking place and fre-
quently in many other countries. But that is where the neat modern system of
globally integrated R&D ceases to be neat, modern or global. At this intersec-
tion of patent law and cross-border collaboration on research and develop-
ment, there is a conundrum: where to file an initial patent application for an

invention derived from multinational resources?

The root of the problem lies in the nation-based regulatory environment of
patent law (see table on page 75), with the laws of multiple countries each re-
quiring the filing of affected patent applications first in that country. Protective
patent filing laws are easy enough to comply with when only one jurisdiction
is implicated. But in the case of inventions developed in various places or by
various inventors working together, these protective provisions can quickly
come into direct conflict with one another. Indeed, these competing provi-
sions can make filing a patent application in any country a violation of at least

one other country’s laws.
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While the patent regime is a long way from being truly global, there are some
important signs of progress. In 2006, the intellectual property offices of the
United States and Japan launched a joint program designed to bring greater
speed and efficiency to the process of getting patent applications from one
country examined in the other. Under the program, which now includes 17
countries, intellectual property offices share information, with the objective
of accelerating patent approval times while simultaneously improving qual-
ity. Known as the Patent Prosecution Highway, the program has proven very
popular with patent applicants, experiencing triple digit growth multiple years
running, and savings for patent applicants and patent offices valued in the hun-
dreds of millions of dollars. Some of the countries participating in the effort
also belong to a patent work-sharing program known as ASPEC that includes
nine nations in ASEAN (the Association of South East Asian Nations). The
goal is the same: for patent applicants from participating countries to obtain
patents faster and more efficiently, by making it possible to share search and

examination results between participating IP offices.

The current patchwork of multinational patent coordination leaves much to
be desired. A system that more accurately reflects the global nature of the way
business operates would lower patent processing costs for governments while
improving economies of scale for innovators. This chart shows the current lev-
els of patent cooperation among 85% of the world’s economy as represented by
the G-20 (and Singapore).
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Country PCT CPCS Global PPH PPH 2.0 Oyfsource Search

Argentina
Australia v v v
Brazil v
Canada ("4 v v
China v Partial v
EU v v v v
France v ¢/ (via EPO) ¢/ (via EPO) ¢/ (via EPO)
Germany v +/ (via EPO) ¢/ (Via EPO) ¢/ (via EPO)
India v
Indonesia v
Italy v ¢/ (Via EPO) ¢/ (Via EPO) ¢/ (via EPO)
Japan v v v
Mexico v
Russia (4 Partial v v
Saudi Arabia
Singapore v v v To Australia
South Africa v v
South Korea v Partial v v
Turkey v ¢/ (via EPO) ¢/ (via EPO) +/ (Via EPO)
UK v v v v
us v v v v

PCT - Patent Cooperation Treaty CPCS - Cooperative Patent Classification

PPH - Patent Prosecution Highway EPO - European Patent Office

The U.S. and the European Union have also made important progress on bring-
ing greater efficiency to the patent system. For more than a century, patent
offices throughout the world have used different methods to classify and sort
patents (roughly akin to the Dewey Decimal system used in American librar-
ies). When I was director of the U.S. Patent and Trademark Office, we began
working with the European patent authorities to harmonize our systems and
migrate toward a common classification scheme. That harmonization process
is now complete, and the Cooperative Patent Classification (CPC) system has
greatly simplified — and accelerated — the patent search process, again while
improving quality by ensuring all applicable international prior art is found
through a single classification search. It represents an important step toward

global IPR recognition and integration.

This emerging shift toward a more cooperative cross-border approach to pat-
ent reviews and approvals is akin to the technology sector’s decades-long evo-
lution from proprietary standards to open standards. In both instances, there’s

a focus on building from a shared foundation of knowledge — and not dupli-
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cating the work of others. This will be of great value to the IP system, which as
I noted earlier is non-global in its operations, with patent offices throughout
the world typically repeating the work of their counterparts in other countries
before issuing new patents. It is highly inefficient — for both patent applicants

and the offices reviewing their applications.

A shared system, with what operationally amounts to “open standards,” will
lead to higher-quality patents (since patent examiners will be building on the
information collected, and the work conducted, in other countries) issued
with greater efficiency and at lower cost for both applicants and patent offices.
Just as the open standards of the Internet have made it possible for virtually
any company to integrate seamlessly into the Internet and Web infrastructures,
more open standards for patents can help foster the spread of technology to

more places around the world.

Why shouldn’t we have an IPR system, with the appropriate safeguards, that

reflects the way the global economy operates and creates value 24/72

The leadership challenges ahead
There are four leadership challenges I see coming. Leaders are well served to
begin preparing themselves and their enterprises to gauge the impact these

challenges will have on business and financial models.

Expanding the focus on IP

IP has simply become too important to leave to the IP lawyers, or any lawyers
for that matter. Lawyers live in a world of risk minimization. IP is about value
creation and value extraction, not merely risk minimization. The fruit of IP
protection — patents, trademarks, copyrights, know-how — is now tradable
for value. IP has become an asset class for which deals of all shapes and sizes
can be made. It impacts product pricing, product development, marketing and

sales, strategy, finance and budget, research and development. Said differently,
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IP impacts the entire business. The business leader in an innovation-reliant
industry who ignores or fails to understand the place and value of her IP in her
business does so at her own considerable peril. Just ask Apple and Samsung,

who have spent billions fighting over patents in recent years.

Balancing the short term and the long term

Amid evolutions in the patent regime, there is a fundamental leadership chal-
lenge facing publicly-traded companies: making investments in innovation
that may take years to pay dividends while also balancing short-term earnings
pressures that come from financial analysts who focus on quarterly earnings.
These pressures can tempt companies to curtail their R&D investments in or-
der to juice their stock price. The effect can be lethal, leading to misguided
corporate strategies and even a bending of accounting standards. As the noted
scholar W. Edwards Deming once observed, “People with targets, and jobs
dependent on meeting them, will probably meet the targets — even if they
have to destroy the enterprise to do it.” The incrementalism that is a hallmark
of innovation today, with few big-bang breakthroughs, is a byproduct of the
short-termism that has infected so many companies. While I'm proud that my
former employer, IBM, has been the leading recipient of U.S. patents for 22
consecutive years, and was awarded more than 7,500 patents in 2014 alone (a
single-year record for any company), I also know that R&D is not as embed-
ded in the DNA of all public companies. I expect this challenge of maintaining
long-term investments while meeting short-term earnings targets is only going

to grow.

Time for a truce in the IP arms race?
Set against that leadership challenge is a related one: whether companies

should continue with the IP equivalent of a nuclear arms race — filing for
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more patents every year, and incurring significant expenses, while realizing
gains that are often quite modest. There is no simple answer, and it’s made
more interesting by the emergence of entities such as ipCreate (led by former
IBMers Marshall Phelps and John Cronin) that can help a company create IP
on-demand, or buy or license IP that’s been developed elsewhere. Thus the de-
cision facing leaders: invest in innovation or acquire what’s needed only when

you need it and when it fits your precise purpose?

The price of IP protection

Another leadership challenge for companies is determining the level of IP pro-
tection they will realize in specific countries and whether the expense associ-
ated with securing a patent can be justified. Specifically, leaders facing IP deci-
sions must ask themselves, “what do I get and when do I get it?” The answer will
be different for every product in every country, of course. But it’s clear that in
some countries, such as China, there’s a high likelihood of having one’s product
copied, and absolutely no recourse if it doesn’t have a Chinese patent. That’s
what happened a few years ago when an American manufacturer of recreational
camper trailers discovered that an exact replica of its product was being sold in
China. The company had not filed for a Chinese patent, and later discovered
that the copyist of its camper trailer had patented the product in China.

Conclusion

The patent system is all about expanding the body of knowledge for society’s
collective benefit. The investments made in the form of temporary exclusive
rights have reaped handsome returns for countries around the world — help-
ing breakthrough technologies spread and contribute to a dramatic rise in liv-
ing standards. While some countries have had more success with innovation
than others, in the modern global economy no country or region can be the
sole source of the world’s new ideas. Continued success in promoting innova-

tion requires international cooperation and a global perspective — one that
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bridges cultural and legal differences regarding IP systems and encourages in-

novators around the world to continue investing in innovation.

If the required rethink of the patent regime sparks progress toward a more
globally integrated system, I believe countries everywhere will experience a
new era of innovation. This “innovation era” can bring forward new transfor-
mative products that help overcome many of the world’s most pressing chal-
lenges, spanning from disease to depletion of the ozone layer, while also un-

locking new opportunities to achieve greater growth and prosperity.
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Advantage: Supply Chain

Jean-Pascal Tricoire and

Annette Clayton

n tennis, when players reach that point in a game where even play next re-
Iquires a knock-out process, a score is given called “advantage.” Schneider
Electric engages every day in match play around the world with top compet-
itors. We believe that what brings “advantage” to our customers and us is our
supply chain — its scale, agility, efficiency, and responsiveness to the specific

needs of our customers.

We hope in this chapter you will realize, as we have, that taking a decision to
manage such a fundamental part of one’s business in an integrated and trans-
parent way is not only the best path to competitive advantage, but an essential

one for the globally integrated economy we find ourselves in today.

Who is Schneider Electric and why Hong Kong?

Our company was founded in 1836, when two brothers, Adolphe and Eugéne
Schneider, acquired a collection of mines, foundries, and forges in Le Creu-
sot, a town in eastern France. The company has reinvented itself many times
throughout its long history, with a constant trademark of being at the forefront
of industrial technology changes. Today we are the global specialist in energy

management — providing technology and integrated solutions to optimize
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energy use in a number of sectors, including energy and infrastructure, industry,
data centers, offices, and residential homes. With more than 180,000 employ-
ees spread across offices in more than 100 countries, we generated revenues of
€24.9 billion in 2014 — twice as much compared to a decade earlier — and 44
percent of these revenues came from emerging markets. Our core lines of busi-
ness are residential and non-residential buildings (accounting for 33 percent of
our revenue in 2014 ), industrial and machines (27 percent), utilities and infra-

structure (26 percent), and data centers and networks (14 percent).

In view of reflecting our company evolution, we decided in 2011 to move our
top management closer to our customers and to local talents by creating three
management hubs—Boston, Paris, and Hong Kong. The focus on Asia, in par-
ticular, reflected that it was the source for a growing share of our revenue. We
also expected the world’s economic center of gravity to continue shifting there,
given that three of the world’s megatrends — urbanization, industrialization,
and digitization — were moving with the greatest speed there. And we saw grow-
ing demand for energy in Asia. While global demand for electricity is projected
to be 76 percent higher in 2030 than it was in 2007, China and India alone will
account for more than half of all incremental energy demand. This projected rise
will build on the region’s robust economic growth rates of the past few decades,
which have created a large commercial class and contributed to the growth of
Asia-based companies. Today, there are more companies in the Fortune Global
500 from Asia than there are from North America. And China, which is home
to 95 of the top S00 companies, has a greater representation than the combined
total of companies from France, Germany, and England. The economic growth
rates have also created a thriving middle class of consumers, and the number of
people in the region’s middle class is being projected to increase from about 525
million today to more than 3.2 billion by 2030. That growth is going to create

demand for the kind of products, services, and solutions we can provide.

The shift to three management hubs also reinforced our transition from a

trans-Atlantic business to a global business. Today, our revenues are almost
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equally split between the Asia-Pacific (28 percent in 2014 ), Western Europe (28
percent), North America (25 percent), and the rest of the world (19 percent).

Underpinning our shift to a multipolar management organization and to Asia
in particular was a broader recognition that if we — or any other company —
were going to emerge in our industry, we would need to do things differently.
We couldn’t simply follow the path of larger competitors. So we tried to think
different and accelerate our transition into a global company. And we did this
while preserving our dedication to our customers and our people. Technology
has helped us get closer to both, and we are a better — and more competitive

— company as a result.

The supply chain as a source of competitive advantage

In the vast majority of manufacturing companies, the supply chain has tra-
ditionally been viewed as a cost center — part of the price of doing business
but little more than that. We have worked to turn this formula on its head and
make our supply chain a source of competitive advantage — for our custom-
ers and for us. Fundamental to our strategy has been to embed strategic think-
ing supply chain leaders into the different lines of business. We believe it helps
increase customer satisfaction, and drive topline growth, both of which are
fundamental to our long-term competitiveness throughout the world. These
leaders ultimately turn the business strategy into the corresponding supply
chain requirements for their business without being responsible to operate the

supply chain on a day-to-day basis.

The supply chain is fundamental to almost everything we do at Schneider
Electric. We fulfill a customer’s order every 1.5 seconds, and we have over 200
factories, as well as nearly 100 distribution centers, spread across 44 countries.
In short, we have to get the supply chains right if we are going to stay compet-
itive. (We say supply “chains” as there are multiple supply chains required to

service our full customer requirements. )
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Our supply chains have a big impact on customer satisfaction, because much
of our work for customers is focused on delivering and installing mission crit-
ical systems. These systems are quite complex and have to be delivered in line
with a project timeline as it develops and then be ready to commission the
day the system goes live. We find that delivering a tailored experience to every
customer creates a true difference. Because for them, time to market has be-
come critical, and if we can help them reduce their time to market, it’s a true

competitive advantage.

Supply chains at Schneider Electric

We have customers in a wide variety of industries and in countries
throughout the world. Given their diverse needs, we are tailoring our
supply chain value propositions to different customer buying behav-
iors. For example, our collaborative supply chain involves working to
optimize the end-to-end supply chain ecosystem with our customers.
It involves co-planning and providing a higher level of visibility
between our respective supply chains. And our lean supply chain is for
customers who are incredibly price sensitive and so we work to control
costs at every step of the supply chain. We make supply chain tradeoff

decisions that are more sensitive to cost, such as speed of delivery.

Why we organize the way we do
Schneider is organized in accordance with three key concepts: specialization,

mutualization and globalization.

Specialization mainly concerns sales and front-office operations. Each coun-
try has its own sales force and local leader as soon as it reaches critical mass. It
also has a specialized front office in each business line to respond more effec-

tively to customer demand for specific expertise.

Mutualization covers local back-office operations at the country and regional

level, with the business organized around operational regions: Global Oper-
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ations, North America, and China. These regions are split into zones, with
empowered Zone Presidents and Country Presidents, which are appointed in
each country to oversee all delegated business (and associated income state-
ments), monitor the full transversal P&L of the country, deploy our strategy

in the country, and pool local back-office resources.

Globalization concerns the six support functions, known as Global Functions,
which are not specific to a given country or business. These functions are finance,

marketing, supply chain, human resources, strategy, and information systems.

The transformation of our supply chain

The transformation of our supply chain began in 2011. One of the drivers of
the transformation effort was the global financial crisis, which provided a po-
tent reminder of how volatility in one part of the world could infect the entire
global economy. The crisis underscored the need for supply chains that could
adapt to this volatility. But even more important was our desire to transform
the company away from a predominant focus on “product” and toward a focus
on projects, solutions, and services offerings. As part of this transformation,
we were focused on creating an end-to-end customer-centric approach as well

as more differentiated supply chain models.

We launched the “Tailored Supply Chain” program, with the goal of better
aligning the supply chain set-up with the needs and behaviors of each cus-

tomer segment. Six initiatives were defined to support the transformation:

« Develop delivery capabilities differentiated by customer segment
+  Build best-in-class planning processes by supply chain model
«  Step-up purchasing to drive proactive planning and procurement

+  Reduce lead times through optimization of plant and distribution

center footprint and logistics network flow design

« Increase partnerships with selected transportation carriers to improve
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and digitize customer service

«  Align the information systems strategy with the supply chain strategy

Aswe pursued these new models, we re-examined the skills and competencies
within our supply chain organization and discovered that we were deficient in
many core skills, such as planning, logistics, and purchasing. We also discov-
ered that our supply chain management was fragmented and inconsistently
organized. In China, for example, our 30 factories were reporting to many dif-
ferent entities at the level just below the Executive Committee. In addition,
1§ factories were not part of our industrial organization, and seven of these
were reporting to managers who were not even based in China. This kind of
fragmentation existed throughout the world — a byproduct of numerous ac-

quisitions in multiple types of businesses.

A first step in the transformation was to define our overall objectives for sim-
plifying the organization. The objectives we agreed on were to put the cus-
tomer first, to favor efficiency and productivity, and to foster the interest and

the development of our people in the geographies.

Our chief supply chain officer and executive vice president, Annette Clayton,
established the design principles of the supply chain. Rather than starting
with how people working on supply chain issues should be organized within
the company, Annette and her team started by drawing up operating princi-
ples, based on customer insights, business issues, country office input, supply
chain trends, and long-term challenges we knew we needed to overcome. They
worked to answer a number of key questions: How do we want the supply chain
to operate? What kind of proximity do we want to our customers? What's the

engagement level we should have with the businesses and countries?

That six-month process led to basic operating principles that would guide the
operation of the supply chain. Only after those principles were agreed to did
they turn to the organizational chart and begin to think through how it would

need to change in order for it to be aligned with the operating principles.
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Examples of Design Principles of a
More Global Supply Chain Organization

+ Create alignment through our tailored supply chain approach to be

more efficient in serving our customers.

« Refocus people on added value and simplify the country strategy
through a single global supply chain point of contact at the senior

vice president level

« Organize the supply chain functions and operations in order to
facilitate the collaboration with businesses on the offer creation
process; customer issue to prevention; sales, inventory, and

operation planning; and productivity
« DPresent one voice to our suppliers

+ Maintain a strong central function responsible for monitoring the

health of the overall supply chain system

In 2013, we implemented the supply chain changes in several steps. We began
by consolidating all of the supply chain functions, which were embedded in
different lines of business and regions, into one global supply chain organiza-
tion. The objective was for supply chain people to become “the glue” of the or-
ganization and to operate at the intersection of business strategy and country
execution. Given our size and our global reach, this was a massive undertaking

that involved reallocating organizational structures.

Our next step was to consolidate purchasing as a global function within the
global supply chain organization, and create centers of excellence in supply
chain planning, industrialization, and logistics and network design. We then
integrated supply chain strategic expertise into each of the company’s busi-

nesses. By doing so, we completed the transformation — leveraging scale and
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development of specialized competencies and identifying new leaders to over-

see these competencies.

The transformation helped globalize our supply chain, which is now divided
into major regions. Each region is very close to our customers, with a sig-
nificant supply chain operations set-up (logistics, planning, manufacturing,
and purchasing) and a consistent link to sales operations. Embedded in the
businesses are our supply chain experts, bringing the business strategy to the
supply chain and driving the supply chain reconfiguration to optimize scale,

efficiency and customization for their customers.

A key contributor to the success of the transformation was the focus on de-
veloping talent. In 2014, we assessed more than 100 of our key supply chain
leaders working in logistics, purchasing, planning, and industrialization. This
exercise, which was focused on accelerating the development of our leaders,
provided valuable insights on the strengths and weaknesses of each individual
(and the teams they worked on) and served as a key input for the talent devel-

opment roadmap.

Another key factor in the transformation effort has been the focus by supply
chain leaders on promoting a learning culture across the organization. When
developing the training curriculum that’s offered each year, the learning and
development team leveraged the data gathered during the annual talent devel-
opment reviews and then confirmed this data with supply chain executives.
This collaboration has played a critical role in ensuring both buy-in from the
business and that the content stays relevant even amid rapid changes in the

business climate.

Advantages from the transformation
The transformation has delivered a range of benefits that are beyond our expec-
tations. In the broadest sense, it has enhanced our ability to become a trusted

partner to our customers — a development that helps us create long-term rela-
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tionships that drive long-term advantage. But we've also been able to measure
the benefits. From 2012 through 2014, the transformed supply chain reduced
customer dissatisfaction on deliveries by double digit percentages and raised
the company’s service level performance significantly. It also improved the
amount of industrial productivity by generating cumulative savings of over
€1 billion. These achievements underscore our belief that the supply chain
should not be viewed as merely a cost center — it is a differentiator and a key

driver of competitive advantage.

The supply chain transformation has also delivered stronger differentiation

and performance in three additional areas.

First, we are now measuring our lead time exactly as customers see it. End
to end, customer order to delivery. So we now move to the customer-centric
measurement of success. Second, we are working on accelerating our new
product introduction timelines. And third, we look for specific supply chain

capability to help our smaller enterprises grow faster.

While the implementation has been a success, there were some internal chal-
lenges. Some of our leaders wanted to preserve their autonomy and were very
concerned that the changes we were implementing would stifle entrepreneur-
ial focus. While we believed that embedding supply chain strategic expertise
into the businesses would translate to a single voice on supply chain issues,
some in the country and different lines of businesses thought this meant re-
linquishing control. There were some tough conversations with those who re-
sisted the changes, but we could always go back to the principles of what we

were trying to accomplish for our customers.

Digitization of the supply chain
Starting in 2013, we began to place heightened emphasis on digitization as
a way to accelerate and intensify the company’s transformation. For the sup-

ply chain, this meant synchronizing suppliers’ plants, distribution centers and

89



Growing Global

transportation carriers, with a focus on improving service to customers. Many
programs were launched in order to improve the responsiveness in relation to

market demand supported by new technologies.

As part of our digital strategy, we adopted a cloud-based planning tool which is
enabling the digitization of industrial demand and supply planning. The tech-
nology facilitates interaction loops between the different functions, across
multiple ERPs, and improves our responsiveness to customers and suppliers

and significantly reduces the value of capital engaged in inventory.

We have also digitized a large part of our relationship with our downstream
customers and upstream suppliers. This creates greater transparency between
stakeholders of the supply chain, including our relationships with distribu-

tors, who are also service providers.

Enabling growth for us and others

We have 45,000 suppliers and they are fundamental to our competitiveness
in quality, customer service, costs, cash consumption, and our ability to in-
novate. They are also critical to our supply chain strategy, representing 60-70
percent of our cost of goods sold. We have engaged a digitization program
with our selected suppliers to bring real-time transparency to our relationship,
which helps us adapt to demand changes faster and more effectively, while

reducing costs and cash consumption.

As we have grown as a company, many of our suppliers have grown alongside us
and become global enterprises. Many of them have helped us navigate local rules
and regulations that we need to follow as we have worked to get closer to our
customers. When we encountered suppliers who were not interested in globaliz-
ing, we moved on to others, because we knew that we needed global suppliers as

we transitioned from being a trans-Atlantic business to a global business.

In order to foster mutual understanding with our suppliers, we bring together

several hundred top performers each year. We tell them about our company
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strategy and our goals. We hold workshops for example on sustainability and
supply planning, and we provide training on how to leverage lean work prac-
tices to drive efficiency and quality. We also tell them about our new products
and our new solutions, which we find sparks ideas from them about further
innovation. This sharing of information has made us more successful in adopt-

ing innovations over the past several years.

Using big data and analytics to improve the supply chain

For the first time in the company’s history, we now have comprehensive end-
to-end digital information about our supply chain and how it is operating. This
information is creating a huge “data lake” that is full of operating insights and
opportunities, and helping us to sense, respond, and react before we see sup-
ply chain interruptions. We leveraged the data to prevent several crises with
our electronic suppliers, leveraging a drastic improvement of the visibility,
reliability and alignment of the forecasts of our own needs, of the suppliers’
production plan, and of the intermediary inventory levels. The true heroes in
supply chain prevent supply chain interruption for our customers and we are

moving swiftly in that direction.

Fundamental to this progress has been strong collaboration with our critical
suppliers. We are now beginning to use this tool with key customers as well,
such as distributors, which represents the next step in our efforts to deepen

collaboration with our external partners, downstream and upstream.

We have also developed a powerful tool that is giving us greater visibility into
our global inventory. It is extracting massive amounts of data from enterprise
resource planning and synthesizing this data into actionable reports, for every
manufacturing and distribution location. We are able to measure the “healthy”
stock (that which will be useful to meet future demand from our customers), the

obsolete stock, the extra inventory, and the missing inventory we have to recover.

We are also using data in connection with the deployment of our logistics

network modeling tool throughout the company. Starting with research on
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customer delivery needs, we simulate our network of distribution in order to
propose the best combination of customer lead time offer, relevant flows, in-
ventory locations, cost and cash. Once it is calibrated to represent the real life
of our “order to deliver” flows, we can simulate the future flows and predict
how our supply chain will adapt to these buying behaviors. Starting with a
pilot in 2011, we redesigned our logistic network in Australia, China, Brazil,

and have been progressively redesigning the worldwide network.

Our talent challenge

Attracting, developing, and retaining talent is fundamental to our supply chain
strategy. We review the talent pool and the pipeline at least twice each year, and a
dedicated talent management team for the global supply chain organization plans,
manages, and tracks progress against the talent agenda. We maintain a Global
Supply Chain Academy, which addresses competency gaps across our supply
chain organization with a comprehensive and robust curriculum, while leveraging
e-learning to drive global reach and scale. All of this work is carried out in close

collaboration with our supply chain leaders and our human resources team.

One encouraging indicator is that our global supply chain organization is now
perceived as an important stop for business leaders in career development. And
for the first time in the company’s history, front-office talent is asking for key
roles in supply chain to broaden their experience. Key supply chain leaders are
also being sought for line-of-business roles, reflecting that the global supply

chain organization is now a vital pool of talent for the broader company.

Our focus on the supply chain as a source of advantage, and a tool to deepen
the partnership with customers, has improved our ability to attract the best
people. Supply chain professionals see us as a place where they can be in the
supply chain today and run a line of business tomorrow. It’s a great opportu-

nity for them and it certainly helps us when we’re recruiting them.
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We are proud to have seen progressive improvement in the profile of our work-
force. We have a stronger pool of diverse talent globally compared to just a few
years ago, and in many countries the leadership talent is primarily local, and the

company’s reliance on international assignees has declined by over 30 percent.

Top three challenges
Looking ahead, we see three management challenges connected to supply

chains.

First, digitization is changing the way supply chains operate as well as the com-
petencies that are required inside the supply chain. The real winners in supply
chain strategy will be those companies that can optimize the supply chain be-
yond their own borders — reaching into their customers and their suppliers
and leveraging the end-to-end space. Companies that take these steps will be

more agile than their competitors and more attractive to potential customers.

A second challenge will be the talent shortage in the supply chain space, partic-
ularly attracting diverse talent. There aren’t enough students studying supply
chain curriculums and the average age of supply chain professionals is rising.
As more and more companies adopt supply chain as a competitive advantage
the shortage of talent is growing. As a result, companies are going to need to

professionalize talent, develop it and, most importantly, retain it.

The third challenge, specific to Schneider, will be developing and combining
the best of breed of digital tools in all supply chain domains (Planning, Manu-
facturing, Logistics, Purchasing) together with the traditional ERPs. This will
make it possible to obtain a superior orchestration of our supply chain, to the
delight of our customers while saving costs and cash and ensuring a high level

of reliability and agility.
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The next 10 years

I foresee a number of changes to supply chains in the decade ahead.

For starters, they will become even more digitized. For customers, this will
translate to more and more “easy to use” and intuitive functionalities. Un-
derpinning the digital orchestration of the overall supply chain will be a so-
phisticated and efficient integration of best of breed IT tools, covering a vast
ecosystem of functionalities and connected to multiple internal and external

partners.

Next, we will also see a greater integration of the supply chain with other busi-
ness functions, such as marketing. The supply chain will likely be seen as “the
place,” which is one of the four P’s of marketing (the others being price, prod-
uct, and promotion). Most industrial companies will rediscover that supply

chains can be a tremendous competitive advantage in the marketplace.

Additionally, supply chains will also be more tailored to customer needs and
will be a source of differentiation, helping users understand and satisfy the

different customer buying behaviors.

Sustainability will also assume a more prominent place in the supply chain
agenda, given the growing focus on issues such as resource scarcity and cli-
mate change. This growing commitment by companies to sustainability, and
the demands it places on an enterprise’s supply chain approach, will provoke
new ways of doing things and help bring innovation to the surface along the
supply chain. It will bring a greater need of research for efficiency, as well as
systems that integrate the full equation of efficiency that is linked closely to

energy utilization and process productivity.

Finally, with the growing recognition of the supply chain driving both cost
and competitive advantage, expectations of what the supply chain can deliver

will continue to grow.
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Conclusion

One of our bedrock business principles has always been that life is short, so
one must innovate. That principle guided the transformation of our supply
chain — an undertaking that has helped us realize greater agility and efhi-
ciency, and most importantly, serve our customers more effectively. And we've
upended the thinking about our supply chain, which far from being a cost cen-

ter is helping to deliver top-line growth.

And true to the bedrock principle, as much as our supply chain has improved,
we also realize that we can’t stand still — the improvements and innovations
must keep coming if we are going to maintain our long-term advantage and

deliver differentiated value to our customers and the marketplace.
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A 20-Year Arc of Rapid Change
and Innovative Disruption

Jerry Yang

have a keen appreciation for the power of disruption because I experienced
Iit at an early age. I was born in Taiwan, but at the age of 10, I moved with my
mother and my brother to northern California. I barely spoke English at the
time, but that rapidly changed — as did everything else in my everyday life.
About eight years later, in 1986, I was admitted to Stanford University, from
which I graduated in 1990.

A few years after finishing college, while pursuing graduate work in electri-
cal engineering at Stanford, I joined with one of my fellow students, David
Filo, to create a comprehensive directory of websites. Keep in mind, we could
be comprehensive because this was 1994 — very much the early days of the
World Wide Web (there were fewer than 3,000 websites in existence). But that
directory evolved into a company, and the next big disruption in my life was
taking a leave from Stanford in 1995 to incorporate the company, which we

called Yahoo!, and we celebrated its 20-year anniversary this year!

Nineteen-ninety-five was not just a big year for me. It was also the year when
the Internet — the most disruptive consumer technology since the automo-
bile — started to go mainstream. One of the seminal moments that year was

the Netscape IPO on August 9. It was the first Internet-oriented company to
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go public, and on the first day of trading it closed with a valuation of close to

$3 billion, despite having released its first web browser less than a year earlier.

That was a starting point for a remarkable pattern of innovation and disruption
that followed — a 20-year arc of rapid change, with roughly five-year cycles of
innovative disruptions. And the pattern has been pretty continuous ever since,
drawing on the World Wide Web, social networking, and mobile computing
and communications. While there have been bubbles and downturns, each
cycle has sparked more innovation, and brought more pervasive change to
the pace and connectedness of our daily lives. Companies like Google, which
was incorporated in 1998, emerged stronger from the first downturn — in
1999-2000 — because they were able to disrupt more established players who
had to retrench. Similarly, amid the steep economic and market downturn in
2008-09, a new breed of companies emerged, or were born, that disrupted ex-
isting markets — or created entirely new ones: Facebook (founded in 2004),
Twitter (2006), Airbnb (2008) and Uber (2009). Nor was this cycle restricted
to Silicon Valley and the United Sates. China entered the scene with compa-

nies like Tencent, Baidu, Alibaba and now, Xiaomi.

While the innovation of the last 20 years has been driven primarily by infor-
mation technology in both the consumer and enterprise space, the advent of
smartphones, the cloud, and other core technologies have transformed the
landscape and catapulted the growth of software, as well as what is now fre-
quently referred to as the “app economy.” As a result, the PC has been replaced
by the mobile device as the center of gravity for individual access to technol-

ogy usage and the Internet.

In this chapter, I discuss the disruptive innovations of today and tomorrow,
and touch on a number of related themes, such as managing disruptive inno-
vation, the types of individuals who succeed at it, and threats to it. But first, I
want to focus on what may be the most profound change in technology over
the past ten years: China’s ability to differentiate itself as a creator of innova-

tion.
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Innovation and the Infernet in China

One of the most transformative developments in the global economy has been
the continued rise of China. I have followed this progress with particular in-
terest, given my Chinese background. Yahoo! started operating in China in
1999 and during one of my trips to the country two years earlier, I had the
good fortune to be given a tour of the Great Wall by a very impressive former
English teacher, named Jack Ma, who was just a few years older than me. He
was very curious about the Internet and what its future might be. He told me
he planned to start an e-commerce company to serve the Chinese market, and
I was impressed with his ambition. We stayed in contact in subsequent years.
We followed the company Jack founded, called Alibaba, which charted ex-
tremely impressive growth. In 2004, it had $50 million in revenue, and by the
following year it had 2,400 employees. In May 2005, I traveled to China with
three of my colleagues — the CEO, Terry Semel; the President, Sue Decker;
and development executive Toby Coppel — and we met with the company’s
executives. Upon our return, we were in agreement that Yahoo! should invest
in Alibaba, and this year, 2015, marks the 10-year anniversary of that invest-

ment.

A few months after the trip, in August, we announced a $1 billion investment,
coupled with the $700 million in assets from Yahoo! China. The investment,
which triggered some skeptical commentary from outsiders, gave Yahoo! 40
percent ownership of the company. Alibaba continued to achieve meteoric
growth and in September 2014 it sold $25 billion worth of shares on the New
York Stock Exchange. It was the largest initial public offering ever.

In the decade since Yahoo!’s investment, Alibaba’s growth has been emblem-
atic of the evolution of China’s Internet economy. Going back to the year
2000, China was well behind the rest of the world. Less than two percent of
the population had access to the Internet, connections were slow, and the gov-
ernment blocked select content. As more people gained access to the Internet

in the years that followed, the number of Internet-oriented companies in the
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country grew, though they were largely “copycats” of successful companies
that had been founded elsewhere. There were few “true” home-grown innova-

tions, which did not change much until about 2010.

But in the past five years, China-based Internet companies have achieved even
more remarkable differentiation and growth. The country’s entrepreneurs
have been creating disruptive technologies that are not just copycats. Indeed,
they are often out-innovating their Western counterparts. In addition to Al-
ibaba, there are highly successful companies like Baidu (an Internet search
provider) and Tencent (an Internet communications and services portal). In

terms of market cap, they rival U.S. companies like Facebook and Amazon.

One particularly innovative Chinese company is Xiaomi, which develops and
distributes apps, smartphones, and other consumer electronics products. The
company has leveraged its own operating system and app store, along with
an integrated suite of services, to develop a loyal following. Here’s how Wired

magazine has described Xiaomi’s appeal:

Xiaomi is quickly building a connected hardware ecosystem that
includes T'Vs, WiFi routers, and an air purifier, offering a glimpse
of what the world might have looked like if Apple rather than Goo-
gle had bought Nest. Anchored by its phones and MiUI, Xiaomi
offers a model of an integrated system where consumers don’t have
to puzzle through how to connect up the various devices in their
homes. Everything just connects up to the platform already at the

center of their lives.!

By the summer of 2018, there were 40 million members of Xiaomi’s user fo-
rums, and to deepen their connection with the company, they are consulted
in advance of operating system updates. While only founded in 2010, Xiaomi
sold more than 60 million smartphones in 2014 — more than any company in

the world after Apple and Samsung.
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Chinese companies like Xiaomi are clearly transitioning China from “fast fol-
lower” status to parallel development. With an estimated 650 million Chinese
online (twice as many as people who live in the United States), there’s high
upside potential for Internet-oriented companies. The investment bank Mor-
gan Stanley has estimated that by 2018, there will be more online transactions

in China than in the rest of the world combined.?

But like any market, China is not without its tricky aspects. Set against the
extraordinary opportunities is a discomforting reality: any Internet-oriented
company — whether domestic or foreign — is at risk of having the central
government block some or all of its offerings. Today, a number of sites that
are popular around the world — including Twitter, Facebook, Instagram, and
YouTube — are difficult to access in China. And in 2010 Google withdrew
from mainland China and shifted to Hong Kong amid concerns that its search
results were being censored. On the other hand, some companies have fared
quite well there. China is a major market for Apple, and the CEO, Tim Cook,
has said the country is on track to generate more revenue for the company

than the United States.

But companies operating in China must recognize that the innovation and
growth of the Chinese Internet market go hand-in-hand with understanding
and dealing with very complicated government influences and regulations.
The Chinese government is emblematic of what Chris Caine referred to in his

chapter — it can be your biggest ally or your biggest adversary.

Today — and tomorrow
Current trends
The progress in China is one element of a larger global story that is still being

written about the golden age of innovation that’s underway.

In just the past three years, I've focused my efforts on to investing and helping
entrepreneurs create the next high-impact, disruptive companies. What I have

seen is that we are experiencing a surge of innovative disruption in four key
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technology sectors: cloud computing, commerce transactions, mobile, and
“engagement.” The way in which each of these are developing is fundamentally

different relative to past breakthroughs of just 5-10 years ago.

Consider how messaging has become the new platform for engagement — at
the expense of search and of email. More specifically, consumer engagement
on mobile devices has surpassed engagement via the traditional devices like
laptops and PCs. Engagement is an important concept for consumer Internet
companies because whoever can “own” the most consumer engagement will
have the best chance to bundle and sell more services to the consumer. While
Internet-era engagement platforms started with AOL, followed by Yahoo!,
then Google, and then Facebook, the leaders now are U.S.-based entities like
WhatsApp (which had 700 million monthly active users as of January 2015)
and Snapchat, as well as the China-based WeChat. The companies are taking
different approaches. For example, WeChat is becoming the most pervasive
messaging platform in China. In addition to a rich offering of entertainment,
games, and commerce, WeChat is also in some cases replacing email in the
workplace. At the other end of the spectrum, WhatsApp is a simple, no-frills
app that only focuses on fast, simple messaging, primarily allowing people to

send texts for free.

While engagement is an evolving space, it’s clear that whoever has the most
engagement has the greatest competitive advantage. The historical analogy is
the television era and advertising. As Shelly Lazarus highlights in her earlier
chapter, the company with the most viewers has the opportunity to provide
users with more services and generate more revenue. But not all markets place
the same emphasis on advertising as a financial and business model. As The

Economist pointed out in July 2015,

Chinese firms are inventing new business models. The West’s on-
line firms generate most of their revenue from advertising. But
China’s advertising industry is only about one-eighth the size of

America’s, so Chinese digital firms have had to find new ways to
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monetize their users’ eyeballs. Tencent generates 90% of its reve-
nue from online games, sales of virtual items on social platforms
and e-commerce. Average revenue per user in 2014 was $16, which
was $6 more than Facebook. YY.com, an online-video platform,
lets viewers buy electronic “roses” to shower upon video artists
whose shows they enjoyed. YY says its top performers, who get
a cut of the revenue, can earn more than 20,000 yuan ($3,200) a

month, seven times the average factory worker’s pay.’

Beyond engagement, the largest driver for disruption is the emergence of the
big-data economy. This trend has been precipitated by technologies like cloud
computing and storage taking over the enterprise (“software as a service”
taking over traditionally purchased hardware and licensed and installed soft-
ware), mobile technologies (being the new catalyst and platform for enabling
new industries such as the sharing economy), and information technology
tools that drive commercial action by instantly matching demand with sup-
ply, as opposed to just generating information (this is frequently referred to as
“being Uberized”).

The big-data economy takes advantage of tremendous amounts of data being
generated by mobile devices, transactions, locations, and consumers’ actions.
The data are then aggregated (mostly in the cloud), and computation can be
applied to analyze and derive insights that are useful. The more useful the in-
sights, the better the future data that is collected. From there, companies that
fully leverage big data find the virtuous cycle. Big data and analytics have be-
gun migrating to virtually every industry and are being utilized by managers
in fundamental ways to help them increase their efficiency and position them-

selves for a very different economic era.

The advent of new core technologies is the basis for continued growth and
innovation in more conventional IT industries. However, we are witnessing
a broader, more exciting trend of these technologies being merged into other

industries and helping to create entirely new potential for innovation and
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disruption. Biologists, biochemists, and geneticists are teaming up with data
scientists and computational scientists to create next-generation companies
around life science. Young companies are being formed around drug discovery
using big data, as well as the use of biology, combined with databases, to create

proteins to replace meat and eggs.

Entrepreneurship itself also is changing rapidly. Young, enterprising entrepre-
neurs are fast combining deep domain expertise with other disciplines. There
are many examples of this, and they underscore the explosion of applied in-
novation that is underway. A number of other industries that people did not
associate with IT 10 years ago are also being infused with information-data
characteristics and being taken in new and exciting directions: medicine and
hospitals, food and agriculture, financial services, and robotics and space, just

to name a few.

The cloud is also enabling faster and better products and services. Among
the many efliciencies the cloud offers, it organizes businesses with far fewer
interruptions in service and carries out releases at any time. Gone are the
days of distributing changes in tangible packages and waiting for installation
(a scenario that was commonplace in the past, with CDs containing software
upgrades being mailed to customers). These changes have created accelerated
flows of products and features. Hand-in-hand with this come subscription
business models, rather than the license business model — a development
that is fundamentally changing the enterprise software business. And perhaps
the most noted examples outside of the technology sector, companies like
Uber and Airbnb are disrupting the transportation and hotel industries. In
the process, they're creating not only new disruptive business models but also

new micro-economic models.

We are also seeing the construction of physical warehouses for last-mile distri-
bution connected to delivering on-demand product orders. Drones are being
sent on deliveries to shorten fulfillment time and capture the attention and

loyalty of customers and potential customers. These developments and invest-
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ments are being driven by a structurally different enterprise environment than
just 10 years ago — an environment that is placing a premium on access to
real-time data, speed and precision, and the ability to store and retrieve histor-
ical data for more intuitive future decision-making. Incuambent businesses, if
they are going to compete, must tear down their traditional operating models
and cost structures and integrate these new tools — and even more important

— integrate new thinking.

Another trend that is unleashing exciting innovations is the merging of hard-
ware and software. This breaks with the pattern of the past 30 years, which has
been driven by horizontal players. Companies were either focused on building
hardware, or they supplied software to run on someone else’s hardware. The
“Wintel” era marked by Microsoft and Intel allowed software companies to
focus on software, and hardware companies to build better computers. Steve
Jobs never relinquished the idea that hardware and software should be built
together. He talked about it as early as 1980, and his idea was eventually em-
bodied in the iMac and then the iPhone.

Today, the prevailing idea is that hardware and software done right together
can create more value. More traditional horizontal players, like Microsotft,
Oracle, and Intel are trying to catch up to this trend. In June 2015, Micro-
soft merged its hardware and software divisions, and labeled the new division
the “Windows and Devices Group.” The Internet of Things is also driving
this change, with highly-talented hardware and software professionals col-
laborating in sectors ranging from medical devices to home automation. The
near-ubiquity of Asian contract manufacturers allows great software and hard-

ware entrepreneurs to rapidly build, innovate, and scale their designs.

Areqs of future disruption
One of the staples of most conversations about technology is some discussion
of “the next big thing.” It is a fun topic for speculation, but as I have tried to

describe with the reference to the arc of innovation, there is not necessarily
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a single “next big thing” However, having observed many entrepreneurs re-
cently, there are common attributes that make possible the “next big thing.”
One attribute of the “next big thing” is the boldness of the idea. Whether it
is curing cancer, going to Mars, or creating smart cars and robots, “big thing”
ideas are boldacious and frequently provoke disbelief. Another attribute is the
degree of disruption to the status quo. Big ideas are often executed against the
tide of conventional wisdom. A third and final attribute is timing — while
most big ideas are ahead of their time, they cannot be too far ahead. Often
these ideas catch on, have network effects, and create their own ecosystem.
In an increasingly connected world, the next “big thing” can come from any-

where. I, for one, will be observing with anticipation!

As such, we should expect continued disruptive innovation. New technology
developments in computing, material science, and life sciences will continue
to drive today’s “golden age of innovation.” 3-D printing, for example, may
transform manufacturing and supply chains, since products can be manufac-
tured on demand, virtually anywhere, and price differentials will shift from
the traditional processes of production and distribution to design. Is it pos-
sible that car companies will no longer need to manufacture millions of spare
parts and store them, since these parts could be manufactured locally and only

when customers need them?

I also see change ahead in the area of supply chains — a theme Jean-Pascal
Tricoire explores in the previous chapter. Many people view the complexity
of supply chains and can only see that there are multiple points of potential
failures. Through my investing, I have begun to see a new perspective emerge
— one that treats supply chains as similar to other large, complex systems,
with real-time information and big data enabling the identification of patterns,
and the ability to predict potential disruptions. Thus a storm in one part of the
world that threatens to interfere with a supply chain could trigger immediate
adjustments to a company’s workflow. The net effect is, as Tricoire points out,
for the supply chain to evolve from a cost center to a source of competitive

advantage.
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I see additional positive societal benefits connected to disruptive innovation,
particularly in the areas of medicine and health. Consider drug discovery.
Traditionally, researchers would have to mix chemicals and agents to ensure
the drug works. That would be a two-year cycle. But if you can use big data
to reduce that to six months, the business model implications are huge for
management and business developers. Think about the potential of delivery
drones cost-effectively delivering emergency medicine to people in remote
or inaccessible places. And think about the realm of personalized medicine,
which is a huge societal and economic opportunity. If every iPhone can be a
pretty good doctor, for diagnostics, individuals can be the first line of defense
for their own health. That will change the medical system. People have not
wrapped their heads around this yet, but they will soon.

There are two other areas where I see significant innovation ahead. While
some technology experts are projecting an end to Moore’s Law, and therefore
the IT revolution that it enabled, this view overlooks a number of other ways
in which IT can drive innovation, disruption, and growth. Quantum com-
puting, for example, is not driven by the speed of semiconductors, and the
difference with traditional, semiconductor-driven computing is almost liter-
ally night and day. As a writer for Fast Company has described it, “A quantum
computer harnesses the science of the very small — the strange behavior of
subatomic particles —to solve problems that are computationally infeasible
for a classical computer or simply take too long.”* In the next decade, quantum
computing can potentially be commercialized and computing will be revolu-

tionized in ways that are difficult to comprehend.

The other area ripe for innovation is artificial intelligence. Theoretical ideas
that were discussed in Al classes two or three decades ago are now starting to
happen in real life. It will not be long before tasks we associate with high intel-
ligence will be performed better by machines than by humans. For instance,
there is already a lot of discussion about the self-driving car. Al and deep learn-
ing techniques are increasingly pervasive in learning applications. I expect Al

will fundamentally change the way we work, live, and perpetuate ourselves.
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Success Factors and Captains of the Future

In our technology-obsessed world, I believe the single most important com-
ponent of innovation and disruption is, and will remain, the individual. The
best idea for a new business or product will not go anywhere without high-

ly-capable people working to turn that idea into something viable.

I now spend my time identifying and supporting new entrepreneurs and ideas.
When we make investments, the dominant criteria for our decision is driven
by the individual or team that’s been assembled to implement the idea. Talent
is everything. And one of the under-appreciated qualities we look for in our
entrepreneurs is an ability to pivot. Very few initial ideas for a business plan

remain intact through its life.

The top companies in my portfolio are all doing something very different to-
day than what they said they would be doing when we invested in them years
ago. This is for me the most important attribute for determining a successful
company in this environment of accelerating innovation. Does the group of
people who have an idea and want to bring that idea to the world have the
temperament and resilience to go in a different direction if and when it will be
needed? If yes, they have a good chance for success. If no, the outlook is dim

because the pace of change is accelerating — and will continue to do so.

There is nothing obvious about pinpointing entrepreneurs who will be suc-
cessful. Indeed, it is particularly difficult because good entrepreneurs are, by
definition, unorthodox. They see things differently than everyone else. Some-
times that translates to failure. Other times it means success. That said, we
look for people who have a track record of entrepreneurial success or have
worked at companies during high-growth phases. But the rules are hardly set
in stone. The founder of Snapchat, Evan Spiegel, had no background as a dis-
ruptive entrepreneur. Nor did Facebook CEO Mark Zuckerberg.

Similarly, if you looked at Jack Ma on paper, you would not say he fits the ste-

reotype of an entrepreneur. He is not a technologist, nor trained in product or
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tech. Yet he is a charismatic leader and someone who can inspire — whether
one-on-one or when speaking to a full stadium of customers. He is also a vision-
ary. He sees a future for Alibaba, and can tell the story to inspire others to join
the cause. Jack’s strength is in assessing and developing talent — he is relentless
in his focus on developing his organization, and building strength in the ranks.
He is intensely competitive and focused on where the future of his enterprises
are going. It comes as no surprise that despite their background, origin, or age,

entrepreneurs from around the globe share similar traits.

Management in an Era of Disruptive Innovation

A common topic of discussion in Silicon Valley and elsewhere is whether the
CEOs of large technology companies must be “product-driven” to succeed. I
think this debate obscures an even more important question: do the CEO and

senior managers have a mindset that’s focused on innovation?

In the not-so-distant past, management was largely about cost-cutting while
also achieving “efficiencies” and “synergies.” While those are still important,
they’re not sufficient. Today, CEOs need to be relentless in their pursuit of a
vision for improving the customer experience through innovation. That vision
needs to become embedded in the company’s DNA. Relying on a siloed team
of innovators to develop “the next big thing” is a risky — and probably unsus-
tainable — strategy. Successful business leaders need to construct and nurture
an innovative mindset enterprise-wide, as that’s the only way a company will

be able to not only respond to change, but drive it.

The Disruptions That Could Derail Disruptive Innovation

While I am very optimistic about a future “that innovation enables,” I also
recognize that there’s no guarantee that it will be as pervasive in this century
as it was in the previous one. Indeed, there are a number of factors that could

disrupt repeated arcs of innovation.
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One looming issue relates to data and data protection. Data is fundamental
to online activity and, by extension, the ideas that underpin innovation. But
a critical question has emerged in recent years: Who owns data once it’s on-
line? And who has the right to access it? There are no simple answers to these
questions, as we’ve seen in the past few years. And there are no international
standards outlining what governments can, and cannot, access. Nor is it clear

whose data can be accessed.

Consider the following questions: Is a government of one country prohibited
from accessing the data of a citizen of another country? What about a com-
pany headquartered in another country? For data stored in the cloud, does
that data sit in any country? Here’s a purely hypothetical scenario that speaks
to the data regulation challenge: The Japanese subsidiary of an American com-
pany, with a CEO from Mexico, stores its data using servers that are based in
the Netherlands. Would authorities representing all of these countries have

jurisdiction over the stored data? If not, why not?

Cybersecurity poses a similar threat to disruptive innovation. There is an arms
race underway, with massive investments being made to secure systems that
are still being penetrated by hackers throughout the world — some of whom
appear to have ties to governments. While there are measurable costs of secu-
rity breaches, what cannot be measured are the long-term costs that stem from
potential innovations being interrupted — and perhaps never pursued — be-

cause security is compromised.

While it is unlikely these issues will ever be fully resolved, the costs can be
minimized through concerted and coordinated action by the public and pri-
vate sectors. Absent that action, there is going to be a gradual erosion of trust
in everything related to the Internet. The ripple effect from that erosion of
trust would not only undermine continued innovation but also threaten fu-

ture societal and economic benefits.
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Conclusion

The writing of this chapter coincided with the 20" anniversary of a seminal
moment at Yahoo! — the day we put advertising on the site: August 1, 1995.
While that decision seems elementary today, at the time many considered it
heresy. We did not know if we would alienate our most loyal users with such
a move. But advertising was our lifeline — it created a revenue stream that

enabled us to achieve everything that followed.

That episode is a reminder that the power of disruptive innovation comes not
just from the marriage of good ideas to powerful technology — the third and
fourth legs of the stool are a business model that attracts paying customers and a
management model that keeps the company focused on its core idea and flexible
enough to pivot when the core idea needs to change. I have seen many disruptive
ideas go nowhere because the people behind them have not been able to build a

market for them and manage the inevitable transitions related to them.

This is the part of innovation that does not attract as much attention. While
the success stories tend to dominate the headlines, for every success there
are often many companies that pursued the same idea but failed. That is a re-
minder of something that should be obvious but sometimes gets overlooked:
innovation is not easy. Indeed, it is almost always excruciatingly difficult. The
odds are always against the innovator, which is why it takes a distinctive kind
of personality to succeed. As the Irish playwright (and co-founder of the Lon-
don School of Economics) George Bernard Shaw once wrote, “The reasonable
man adapts himself to the world; the unreasonable one persists in trying to
adapt the world to himself. Therefore all progress depends upon the unrea-

sonable man.”

I am optimistic that the world will continue to see a steady stream of “unrea-
sonable” men — and women — to ensure that the march of human progress
continues. The individuals have a strong foundation from which to draw, given
the proliferation of the core technologies I've described in this chapter. Other

technologies — like quantum computing and artificial intelligence — are just
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around the corner. And it is almost certain that over the next 10-20 years, inno-
vations will emerge throughout the world that give rise to benefits no one could
imagine today. Thus the timeless truth expressed by computer scientist Alan Kay

in 1971: “The best way to predict the future,” he said, “is to invent it.”
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Forces of Change: Networks,
Data, and Platforms

Peter C. Evans

ompanies today are operating in a transformative period. New digital
C technologies, coupled with larger and more complex networks (both
physical and digital), are revolutionizing the way companies innovate and op-
erate. These changes have far-reaching implications. At the industry level, they
are creating new business models, with companies disrupting old industries
(from transportation to lodging) or creating entirely new ones (such as so-
cial media). At the enterprise level, they are changing the formula for value
creation, with a greater premium attached to intangible assets. At the exec-
utive level, they are creating new levels of complexity but also new tools and
capabilities that connect with a new knowledge infrastructure to help acquire
and interpret critical information. These changes are noteworthy in two other
ways: they are unfolding with extraordinary speed and they are doing so in

countries of all income levels, throughout the world.
Forces of Change

Three primary forces are driving the changes that are sweeping the corporate

landscape.

113



Growing Global

Age of networks

One of the forces fundamentally changing companies is the proliferation of
networks. At their most basic level, networks are made up of patterns of inter-
connections between different things. Many networks are dedicated to moving
physical goods, such as rail networks and roads or fuels like natural gas through
extensive pipeline systems.! Other networks, like telecommunication systems,
support the transfer of different forms of data, such as voice, video and computer
files, from one point to another. There are also networks that support connec-
tions and interactivity between people (social media) or larger entities such as

firms (business ecosystems). Thus, networks can be physical, digital or social.

A noteworthy feature of networks is that their value typically grows as they
become larger, denser, and more complex. (In commercial networks this is
reflected in an expansion of the number of buyers and sellers who are brought
together to interact and exchange goods and services.). That growth contrib-
utes to lower costs and creates greater flexibility in the system, which in turn
fosters even more growth. Economists refer to these positive spillovers as net-

work effects.

We live in a period when many networks are growing at breathtaking speed.
Twenty years ago, there were 35 million Internet users, and they accounted
for just 0.6 percent of the world’s population. Today, there are close to three
billion Internet users, accounting for close to 40 percent of the world’s popu-
lation. The growth among mobile phone users during the same period is even
more impressive, rising from 80 million to $.2 billion.> Physical networks con-
tinue to expand as well, especially in emerging markets as their core transpor-

tation, energy, and healthcare infrastructure develops.

Indeed, much of the excitement and surge in investment activity around the
Internet of Things is a byproduct of a growing share of people and machines
being linked together, which will lead to more powerful network effects with

expanded value propositions.

114



Forces of Change: Networks, Data and Platforms

Age of data

A second force transforming the way companies operate and make decisions
is the ability to access massive pools of data and sift through that data to gain
real-time insights on themselves, their customers, and markets. As IBM’s for-
mer Chairman and CEO, Sam Palmisano, has written, “Big Data and analytics
are much more than a planning tool, and are not limited to back-office func-
tions. They go straight to the core functions of a company: how products are
designed and marketed, how decisions are made, and what actions are taken.”
The CEO of a data firm has made a similar point: “Ten years from now, when
we look back at how this era of big data evolved, we will be stunned at how

uninformed we used to be when we made decisions.”

One of the biggest sources of data has been (and will continue to be) web-con-
nected devices that contain sensors, which generate information about how
and when products are being used. It’s projected that there will be more than
22 billion web-connected devices by 2020, which will generate more than 2.5

quintillion bytes of new data every day.*

Big data has become a catch-all term to describe a combination of software
applications, hardware tools, and methods to capture, process, analyze and

distribute data. The benefits commonly attributed to big data are that it:
«  Drives cost savings
« Increases productivity gains
« Boosts innovation and discovery
+  Yields deeper customer insights
« Improves profitability

Given these perceived benefits, it’s not surprising that spending on big data has
been growing rapidly. In 2014, the big data market was estimated to be nearly
$28 billion — up from about $7 billion three years earlier — and it included
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spending on professional services, storage, networks and software ranging from
apps and analytics to cloud and infrastructure software.’ By 2017, the market
is expected to grow to $50 billion. One indicator of the growth is the invest-
ment in big data startups. Between 2010 and 2014, more than 100 companies

launched with “data” in their name, attracting $1.4 billion in investment.®

With more data, and more powerful tools to make sense of it, companies will be
able to make decisions faster and with greater precision, and can improve upon
traditional probabilistic approaches to product lifecycle management.” This
will have profound consequences for how and where companies operate. But
the growing volume and velocity of data also presents executives with a wide
range of challenges. As Robert Rigobon (founder of the Billion Prices Project)
has stated, the challenge is to convert data to information and information

into actionable knowledge.®

Age of platforms

A third driver of enterprise change is the emergence of platform business
models. Platforms shift the focus from a contained enterprise to ecosystems
where value is created through facilitating exchange, and frequently opening

themselves up to third parties who add value to the platform.’

Underlying these changes are business models that leverage platforms. One key
feature of platform businesses is that they deliberately seek out network eftects
— recognizing that a virtuous cycle can be created, catapulting them to very
rapid growth, once the initial chicken-and-egg problem is resolved. Jeft Bezos,

the founder and CEO of Amazon, refers to this as the “Amazon flywheel”"

Another feature of platforms is the ability to efficiently match buyers and sell-
ers in the market. While there is always friction associated with transactions be-
tween buyers and sellers, by building new software and harnessing the speed and
scale of the Internet, platforms help reduce that friction. Innovative platform en-

trepreneurs have discovered that there are ways to get the flywheel going faster if
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one side of the market is enticed. It is not uncommon to see platforms offering
deep discounts to one side of a market or even provide “freemium” goods or ser-

vices to third parties to induce them to contribute and innovate on the platform.

Platforms also present very different strategic objectives than traditional
frameworks for corporate strategy, which will often emphasize concepts like
“lean” and “just-in-time” supply chain delivery. Platforms change what it
means to lead organizations, forcing them to re-think their strategies, busi-
ness models, leadership, organizational structures, and approaches to value

creation and capture systems.

Platform companies can be separated into three types:

Transaction-based platforms

Transaction-based platforms are what they sound like — vehicles for com-
merce. An example of such a platform is eBay which provides the digital in-
frastructure — and the customer base — for millions of individual merchants
to sell their products. While eBay is one of the oldest transaction-based plat-
forms, there are many others, throughout the world: Baidu and JD.Com in

China, Rakuten in Japan, Flipkart in India, and Zillow in the United States.

A key management issue for transaction-based platforms is how to foster effi-
cient and smart matching and more valuable interaction between buyers and
sellers on the platform. One significant innovation in this area is managing

recommendations and reputations.
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Platform Type:
Transactional, Integrated, Innovation
Transactional Integrated Innovation
The platform serves as an intermediary The platform combines The platform serves as a technological
for direct exchange or transactions, exchange and third foundation on top of which other firms
subject to network effects party innovation develop complementary innovations

Multi-sided Platforms

Google Play
Apple
App Store

Innovation Platforms

Facebook
for
Developers

SAP
NetWeaver

Key focus: Key focus: Key focus:

Foster efficient and Managing interaction Manage

smart matching + between fransactions developer/complement
interaction and innovation ecosystem

Source: A. Gawer and P. Evans, Platform Strategy Research Symposium, July 2015

Innovation platforms

Innovation platforms manage large ecosystems of third-party developers.
Some of the bigger players in this space include Microsoft, SAP, Intel, and
Salesforce.com. App stores provide one example of the value and power of
open ecosystems where third parties are invited to contribute or complement

the platform.

There are a number of key management questions for innovation platforms.
How can they incentivize third parties to innovate on their platforms while
ensuring these third parties do not infringe on their business? How can they
keep their ecosystem vibrant? And what is the most effective approach to es-

tablishing and managing standards for participation on the platform?
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Integrated platforms

A number of companies have succeeded in integrating both the ability to facili-
tate large-scale transactions as well as support large innovation ecosystems. The
integration of transactions on one hand with innovation on the other create a
powerful mix for growth. Companies that have brought these platform busi-
ness models together include Apple, Google, Amazon, Facebook, and Alibaba.
These companies not only have excelled among platforms but have, in few short

years, reached ranks of the world’s largest companies by market capitalization.

Platform valuations

Over the past decade, the size and reach of these three platform types has
grown dramatically. As of July 20185, the world’s top 50 publicly-traded plat-
form companies had a market capitalization of about $3 trillion. They also
directly employed nearly one million people, though that figure does not in-
clude Uber drivers, Airbnb hosts, or third-party developers building applica-

tions for companies like SAP, Apple, or Salesforce.com.

Publicly-Traded Platforms

Platform Type Market Cap US $billions Number of Employees
Integrated 1.786 347.186
Innovation 647 325.251
Transaction 593 319.724
Grand Total 3.026 992.161

Source: Global Platform Database: Center for Global Enterprise, 2015

In addition to the publicly-traded platforms, dozens of platform companies are
launched each year. The startup platforms that have attracted the most attention
are those that have commanded valuations of $1 billion or more — earning them
the designation “unicorns.” By July 2015, Uber and Airbnb had valuations of $50
billion and $25 billion, respectively. But there are many other platform-based

unicorn companies. Indeed, 70 percent of unicorn companies are platforms.
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In the past, it was highly unusual for any startup to have such a high valuation
before going public. The success of the unicorn companies is a tribute, in part,
to the power of network effects and efficient transactions. These features ap-
peal to venture capital firms willing to place large bets on firms that can garner
rapid scale, which is easier to achieve through a platform than the sale of a
product. The success of some platform-based companies has also helped spur
the recognition that traditional valuation models can underestimate the speed

of market expansion due to network effects.

Changes over the past 10 years

There have been dramatic changes since 2008 in the three forces of change I
discussed earlier (networks, data, and platforms). Much of this change has
been driven by the Internet’s rising speed, and expanded bandwidth, coupled
with its deeper penetration into emerging markets. One emblem of the change
is YouTube (now owned by Google). It was only launched in May 2005, but
its expansion has been enabled by a more robust infrastructure that supports
quickly uploading videos and watching them on demand. Consider that 300
hours of video are uploaded to YouTube every minute and half of all the views
come from mobile devices." Ten years ago, mobile devices were only begin-

ning to show video and the quality was often poor.

YouTube is also an emblem of the growth of big data — a term that was coined
ten years ago. In 2005, the size of the digital universe was estimated by re-
search firm IDC to be 130 exabytes.'” In 2014, the digital universe had grown
to 4,400 exabytes."

And platforms themselves have changed. While there were transaction and in-
novation platforms a decade ago, they’ve become more widespread and more
comprehensive. Integrated platforms didn’t exist a decade ago, but today they
are a major presence. Consider Apple’s App Store, it was launched in 2008,
and in 2014 it generated more than $10 billion in revenue for developers, with

users in 155 countries.*
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Industry Level: Platform Disruption

The combination of deeper and more extensive networks, a greater abundance
of data, and the growth of platform business models has set the stage for indus-
try-level disruption. Publishing and music are two industries that have already
telt the impact of platform companies. These mediums were particularly sus-
ceptible to digitization and instantaneous delivery over the Internet. Platforms
have made inroads into new sectors, such as finance and transportation and we
are seeing platform business models entering into highly-regulated industries,

such as health care, finance, education, and the trading of natural resources.

The modest infrastructure needed by platform companies has enabled them
to achieve global scale at extremely rapid pace. For example, Uber, founded in
2009, has a relatively small staft but operations in 58 countries and hundreds
of cities. Airbnb, founded in 2008, also with few direct staff, offers listings in
180 countries and 34,000 cities. And LinkedIn, now a publicly-traded com-
pany with only 7,600 employees, has 364 million users spread across more

than 200 countries and territories.

Platforms go global

The emergence of platform companies has forced a change in the traditional
view of what constitutes a multinational enterprise. In the past, “multina-
tional” typically described such globe-spanning operations as 1) natural
resources extraction, which required companies to establish operations in
remote locations; 2) manufacturing companies that were looking to reduce
cost or move production closer to consumers; or 3) companies building large

economies of scale and global brands.

An important attribute of platform companies is the ability to achieve in a
fraction of time the size, scale, and global reach of traditional multinationals.
The geographic scale that these digital companies have achieved is remarkable.
Spotify, Uber, and Netflix now span as many countries as global giants Exxon

and Rio Tinto. Airbnb helps match travelers and hosts in more places than
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General Electric operates. LinkedIn and Fiverr do business in as many coun-

tries as Coca-Cola and Nestle sell their products.

And while the United States is home to a disproportionate share of highly-suc-
cessful platform companies, the growth of platform companies is also being

experienced in a number of other regions and countries throughout the world.

China and India

China and India are home to a growing number of platform companies. China
has its own indigenous versions of all the major U.S. platform companies, and
Alibaba is now one of the world’s most highly-valued companies — having

staged the largest IPO in history in September 2014.

China’s Leading Platform Companies

Alibaba eBay eCommerce 192.0
Tencent N/A Social / Gaming 175.0
Baidu Google Search 64.6
JD Amazon eCommerce 41.0
VIP.com Zulily, Gilt Flash sale 19.0
Qunar Priceline Travel 4.7
Youku Youtube Video 3.6
YY Voice N/A Social 3:8
Weibo Twitter Social media 2.7
Momo Tinder, Tingle, Blendr Social 2.6
Renren Facebook Social 1.1
Tuniu Expedia + Agoda Travel 1.0
Zhaopin Monster Recruitment 0.7
Jiayuan Match, eHarmony Social / Matching 0.2

5115

Source: Weiru Chen, 2015

India is experiencing its own platform growth, which builds on the surge in
mobile technology usage. One of the country’s most successful platform com-
panies, Flipkart, has announced plans to go purely mobile. And India is taking
on greater significance for many leading U.S. platform firms."® For example, it
is Facebook’s second-largest market with 112 million users, WeChat'’s largest

market with 70 million users, and LinkedIn’s largest non-U.S. market with 24
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million users. Other companies, such as Amazon, are quickly working to build
their presence in India. In July 2014, the company announced a $2 billion

investment in the country.

Additionally, both China and India have an active pipeline of platform start-
ups, with a growing number having reached “unicorn” status. Together, the
two countries now have 20 platform unicorns, with a combined valuation of
over $72 billion and they populate a growing number of sectors — e-com-

merce, finance, real estate, social media, and transportation.

Africa

Platform companies have also emerged in Sub-Saharan Africa,'” supported by
an emerging middle class and strong economic growth. Once severely handi-
capped by the digital divide, the liberalization of the telecommunications in-
dustry and exponential growth and adoption of mobile telephony may greatly
expand access to platforms. The most active sectors include e-commerce plat-
forms, payments, and workplace. Nigeria, Kenya and Ghana have witnessed

the most active platform creation and market penetration.

The two largest regional players to launch platforms are One Africa Media
Group and Naspers Group. One Africa Media (OAM) operates a large portfo-
lio of online vertical marketplaces focused on jobs, cars, property, and travel.
In all, OAM serves over 400 million Africans in 11 countries, connecting buy-
ers, sellers, employers and jobseekers. The Naspers Group is a global platform
operator with interests in e-commerce, classifieds, payment, and media, and it
has platform operations in all four markets. The company amassed significant
amounts of capital through early and highly successful investments in Chinese
Internet companies, and has expanded its operations to South America, the

Middle East, Southeast Asia, Eastern Europe, and Russia.

In contrast to many regions around the world, the most active foreign platform
investor in Sub-Saharan Africa is European rather than American. By far the larg-

est and most active is Rocket Internet, a German Internet incubator. Through
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its regional investment arm, Africa Internet Group, Rocket Internet holds di-
verse consolidated interests in holding companies across the globe. Rocket’s
investments in Africa span e-commerce (Jumia), fashion (Zando), real estate
(Lamudi), hotel bookings (Javago); jobs market (everjobs) and ride-sourcing
(Easy Taxi). The majority of platforms operate within national borders and

therefore have limited scale, but take full advantage of platform network effects.

Europe

The climate and outlook for platform companies in Europe is decidedly mixed. On
the plus side, the region has a number of successful platform companies, such as
SAP, which has a large ecosystem of third-party developers and is the world leader
in enterprise applications focused on software and software-related service reve-
nue. Other successful platform companies in Europe include Zalando, a multina-
tional e-commerce company based in Germany that sells fashion and lifestyle prod-
ucts online, and Rightmove, which has become UK’s largest property portal. Some
other publicly-traded platform companies based in Europe include Yandex, King
Digital, Markit Group, Just Eat, Criteo, Optimal Payment, Qiwi, and Zoopla.

But even on their home turf, European companies lag U.S. companies in
meeting demand for platform services. Google has 90 percent market share in
search in Europe; Amazon is the largest digital retailer in Europe; and the two

largest mobile app stores in Europe are Google Play and Apple’s App Store.

Europe also dramatically lags the U.S. as the birthplace of unicorn startups,
despite a GDP that roughly equals that found in the United States and a large
and active platform user base. In July 2015, there were 13 unicorn platform
companies, with a valuation of $28.6 billion. The comparable figures in the
United States were 42 and $191 billion. This variation in performance is one
reason Europe is exhibiting signs of “platform anxiety,” as evidenced by recent

EU antitrust efforts directed against U.S. platform companies."”

Yet the EU has also launched efforts to remove barriers to platform creation and

create more favorable conditions for home-grown platform development. In May
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2015, the European Commission announced a “Digital Single Market” initia-
tive,'"® which seeks to reform everything from parcel delivery to telecoms to on-
line retailing. The initiative would also end “geoblocking,” which stops consum-
ers from buying goods or watching films from a website in another country. This
effort, coupled with the proposed regulatory crackdown, reflects tension within
the European Commission between officials who want to adopt a progressive
model of regulation aimed at benefiting all digital companies and other officials

who seek to use regulation to raise barriers against U.S. technology companies.

Can incumbents pivot?

Jerry Yang’s chapter referred to the importance for managers to have resil-
ience and the ability to change directions when needed. The rapid growth and
disruptive potential of platform companies begs the question of how quickly
and successfully existing enterprises can respond to platform challengers. A
clue comes from the transportation sector, which until 2008 was effectively
immune to platform competition. The only company to receive any venture
capital investment of note from 2000 to 2008 was Zipcar, a car sharing service.
But between 2008 and 2014, ride-sourcing startup companies attracted more

than $4 billion in venture funding.

Investment in Ride-Sourcing Platforms, 2000 - Present
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Source: Peter Evans Center for Global Enterprise, with data from CrunchBase, 2015
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While considerable attention has been given to the impact of Uber on existing
taxi services, established car manufacturers have also been impacted. There is
a fear that an increase in ride sourcing activities could reduce the number of
vehicles required in urban areas.” That has prompted many of the traditional
automobile companies to announce ride-sourcing services of their own. One
of the first was Daimler. The company’s CEO, Dieter Zetsche, declared that,
“We regard ourselves not only as a vehicle manufacturer but also as a provider

of mobility solutions.”*

In July 2012, the company established Moovel, an app that “shows its users
the best possible way to get from A to B.”>' And in September 2014, Daim-
ler acquired Mytaxi, a ride-sourcing platform with operations in 40 German
cities as well as Washington DC, Madrid, Barcelona, Warsaw, Vienna, Graz,
Salzburg and Zurich. The popularity and rapid global growth of ride-sourc-
ing platforms have generated entirely new strategic questions. For example,
should incumbents try to build platforms organically or through M&A? Simi-
larly, should incumbents attempt to build platforms that are inclusive of other

modes of transportation such as trains or even bicycles?

Enterprise Level Intangibles and Organizational Capital

The confluence of networks, data and platforms is also having important im-
plications at the enterprise level. Some of these effects are difficult to see and
measure but nevertheless are real. A striking example is the rising importance
of organizational capital in how enterprises create value. Physical assets are
still important, of course, but they are declining in relative importance in the

overall valuation of firms.

Firms are much more than the financial capital they’ve earned or the physical
capital they’ve acquired. Most important of all is often something else: their
organizational capital. Resources such as equipment, labor, patents, etc., are

inert by themselves.??
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Figure 1.
Intangibles Are Growing in Value of the Enterprise
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Organizational capital enables tangible and intangible resources, such as ma-
chines, patents, brands, and human capital to be productive. In common parlance,
organizational capital is the business processes and practices that result from the
following elements that drive all businesses: human capital (knowledge embodied
in employees), values and norms (rules that enable the use of physical resources

more efficiently), and tacit knowledge (unique business processes and practices).

Some examples of business practices that enable firms to excel are well known
while others are buried deep within the enterprise. Examples include IBM’s ex-
tensive system of selling or licensing knowhow; Zara’s process of transmitting
real time customers’ choices to its suppliers worldwide; Amazon’s customer
recommendation system that customizes the experience for each customer;
Netflix’s algorithms that help customers choose their movies and TV shows;

and Macy’s algorithmic technology that combines online and in-store data.

Investments in intangible assets — largely organizational capital — have be-

come significantly more important in the global and dynamic business land-
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scape over the years. Analysis of publicly-listed companies in the U.S., for exam-
ple, indicates that intangible investments have become 70 percent of the market
value of U.S. corporate assets. Figure 1 decomposes the stock market value of
assets, computed as the market value of equity plus the book value of debt, for
all Standard and Poor’s (S&P) 500 companies. The blue shaded area represents
the value of assets that is not captured or adequately explained by the traditional
investments in both tangible and intangible assets — much of it representing or-
ganizational capital. This unexplained portion of total value was roughly 20 per-
cent, 35 percent, and 40 percent, respectively, until the mid-1980s and increased

to 55 percent, 65 percent and 70 percent, respectively, up to 2013.

While most economists and management theorists agree that organizational
capital is a key resource, frequently the agreement ends there. There are mul-
tiple approaches to the definition of organizational capital, to claims of where
it resides (in employees, values and norms, enterprise knowledge, process and
structure, etc.), and to the quantification (measurement) of organizational

capital (input, output, survey).

Organizational capital, like other intangibles, is not captured in traditional
accounting metrics. There are few guidelines for managers to measure how
exactly organizational capital is created, preserved, and used to enhance the
enterprise profitability, growth, and achievement of sustained competitive ad-
vantage. The organizational capital literature is in a stage akin to telling man-
agers that R&D is important, but stopping short of how to conduct successful
R&D. Accounting textbooks and discussions by accounting policymakers are

seemingly blind to the existence of organizational capital.

Asa consequence, CEOs are often in a quandary about what aspects of organi-
zational capital are important, how much to invest in the various elements that
make-up organizational capital, and how to communicate initiatives aimed at

strengthening organizational capital to internal and external stakeholders.

Inadequate attention to measuring and managing organizational capital can have

serious ramifications in the evolving business landscape of platform companies.
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Executives, board members, and managers need to assess their firm’s organiza-
tional capital with the impact of new disruptive technologies in mind. For ex-
ample, given the ubiquitous nature of information technology, and the ways in
which the “connected society” has disrupted traditional business models, manag-
ers should be asking themselves: “Do we have a good grasp on what our organiza-
tional capital is? How does our company’s organizational capital help protect our

existing business from disruptive technologies or new business models?”

The significance of organizational capital is even more pronounced in the case
of platform companies. Companies like Uber and Airbnb create value by scaling
global digital platforms that connect and match demand with supply but own
few if any of these assets directly. Uber does not own the cars or employ drivers
directly. Likewise, Airbnb does not own accommodations or employ hosts di-
rectly. Both companies generate value by facilitating matching and payments. As

such, these companies are almost entirely based on organizational capital.

Consequently, measuring organizational capital is important to CEOs for a
wide range of strategic decisions relating to internal operations, investor en-

gagement, M&A, and alliances. Managers should:

«  Track the size and growth of organizational capital and benchmark it

against the past, and against rivals.

+  Monitor organizational capital to avoid pitfalls such as inadequate
attention to safety (BP), financial misstatements (Enron, WorldCom),

and lax compliance.

«  Value organizational capital, which will make it possible to assess the
return on investments in creating and enhancing this resource, such as

information technology (IT) and brand enhancement.

«  Focus on the value of organizational capital in merger and acquisition
cases, since such capital is difficult to transfer across firms, and hence

should be of major concern to acquiring firms.

129



Growing Global
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An example may prove helpful. Dell illustrates the value of examining organi-
zational capital. The figure above presents the sales, net income, organizational
capital, and stock price data for Dell from 2001 to 2007. Sales, net income and
stock price exhibit similar increasing trends from 2002 to 2008. Starting in 2008,
the stock price starts to decline precipitously until the beginning of 2006, due
to concerns over lack of innovation, governance practices, and accounting ir-
regularities. The organizational capital measure shows a different trend. Starting
from 2001, Dell’s organizational capital measure drops off until 2004 and flat-
tens out for 200S. This is starkly different from the backward-looking sales and
net income measures, which exhibit an increasing trend during the same period.
Thus the organizational capital measure provided an advance warning of Dell’s

operational difficulties.

The takeaway for corporate managers is simple: In a digital networked age,
organizational capital is of growing importance. Companies that proactively
analyze and track their organizational capital can enhance their productivity

and long-term competitive advantage, as well as avoid pitfalls, such as serious
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safety violations or compliance shortcomings. A comprehensive measure of
organizational capital also will enable companies to show investors and out-

side stakeholders significant value-drivers of the enterprise.

Executive Level: Data Mining,

Automation, and Visual Analytics

The confluence of networks, data, and platforms is also having important impli-
cations at the executive level. The need for good information to make decisions
has always been a major concern for managers. Today, the challenge is growing,
as executives not only need to know what is happing within their organization
but keep track of shifting conditions in the external business landscape.” And
while executives face new levels of complexity in assessing the business and
economic climate, as Michael Spence and Kevin Warsh insightfully address in
the next chapter, new sets of tools and capabilities enable the development of

information systems that can advance strategic decision-making.

Data search, mining, and analytics

The expanding pools of official and unofficial news provide new inputs for
corporate strategy. While traditional media sources are increasingly available
in digital form for direct search and analysis, new sources are continually
emerging. Social media platforms like Facebook, Twitter, Google+, and blogs
serve as real-time conveyers of industry news and consumer sentiment. These
outlets have greatly expanded the volume of searchable information that com-
panies need to scan and interpret. Consider that approximately four million
news articles are published every day, while there are even more social media
posts from millions of editorially-vetted sources across more than 100 coun-

tries, 75 languages, and 800 searchable industry topics.

The volume and variety, as well as the cost, complicates the task of integrating
the information into an accessible summary. One priority has been to help

companies eliminate the inefficiencies and expense of managing disparate
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media services, as well as simplify the way in which information is gathered,
analyzed, and distributed. For example, Shell has consolidated all media and
blogging into one interface intranet redesign. This automated system was em-
bedded within Shell’s intranet systems, providing Shell’s employees with ac-
cess to real-time news and blogs. The result is lower cost, greater productivity,

and strategic business insight.**

As the World Wide Web has grown as a repository of news, there are limits to
what can be achieved through existing approaches to news aggregation and
search.”® First, only a small portion of the total number of websites offer in-
sights useful for market intelligence and business strategy. Second, there is a
low signal-to-noise ratio. Web search results produce enormous lists of doc-
uments but they are often disconnected. There are few big data (or “big con-
tent”) tools for analyzing web content for the purposes of market intelligence.
Traditional search tools leave it to the user to sort through the list, which often

means only a few websites get reviewed.

The next generation of tools combine media management, data mining, and
analytics to improve discovery. Developed by domain experts (e.g., market in-
telligence professionals in the relevant industry), these tools deliver automatic
relationship identification, trend analysis, and analytics that support interac-

tive insight discovery, not batch process studies run by data scientists.

It’s likely that there will be growing demand to integrate, automate, and ana-
lyze media and other sources of information critical to the enterprise. In fact,
we are beginning to see rising investment in new capabilities by existing play-
ers as well as a growing number of startups with innovative ideas about how to
produce the new round of innovations, such as advanced search and data au-
tomation. Companies like Quid, Northern Light, DataFox, Recorded Future,
and Owlin are building such new capabilities. Companies will be able to draw
on their technology to extract actionable insights from the growing volume

and variation of information that is being created and distributed every day.
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Visual analytics

Another valuable tool, which is only growing in importance, is visual analytics.

For years, charts, graphs and dashboards have been a standard way to syn-
thesize and present data to managers and executives. Throughout history,
there are powerful examples of graphics being used to advance business deci-
sion-making, some vivid examples of which have been captured and recorded
in classic works like Edward Tufte’s The Visual Display of Quantitative Informa-
tion.2® (Many of these were a labor of love and painstakingly drawn by hand.?”)
In the 1970s and 1980s, hand renderings gave way to computer representa-
tions. A variety of stock graphics were introduced into spreadsheet programs.
PowerPoint decks with a parade of graphics from bar charts to exploding pie
charts became a ubiquitous feature of business meetings. While these software
programs provided basic charts reasonably well, they had a variety of limita-
tions — such as the inability to perform more advanced visualization and the

limited amount of data the programs could manage.

In the past decade, there have been significant advances in developing more
sophisticated visualization tools. This has partly been driven by need, as the
flood of big data has overwhelmed traditional tools. It has also been driven by
a focus on connecting a growing array of database architectures and handling
more complex business problems. For example, there were more than 2.6 mil-
lion patents filed in 2013 and over 8.7 million were in force worldwide, with a

growing number coming from new geographies such as China.?®

Visual analytics provide a way to explore, discover, and understand not only
the volume of patents but the growing complexity that arises from lawsuits,
and counter-suits, claiming infringement of intellectual property, which David
Kappos refers to in his chapter. This is particularly true in rapidly changing
areas such as smartphones.”” There is also demand arising from the growing
complexity of other important business domain areas, such as supply chains,

alliance patterns, and business ecosystems.* Finally, senior management has
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been an important driver. Executives are requesting that their strategy teams

provide more sophisticated visualization to support strategic planning.*'

Growth in advanced visual analytics has also been driven by rapidly improv-
ing capability. Innovations in computer graphics make it possible to visualize
complex dynamics of firms — enhancing the ability to map out firms’ relation-
ships with each other and drive strategy. Visualization techniques also enable
management and analysts to explore, discover, and understand inter-firm net-
works for an enterprise, specific market segments or countries, and the entire

business ecosystem.

In the past, these visualization techniques were only available as custom ap-
plications developed by skilled computer scientists. More recently, there have
been a growing number of standardized commercial applications that are avail-
able to enterprises. These techniques have been used to differentiate the con-
texts and intents of the data to be visualized. New techniques and tools are
also emerging that utilize exciting new visualization and animations to visually
depict a story about data that far exceeds the standard charts, graphs, and dash-
boards.* In the process, visual analytics can take data to the next step to sup-

port more sophisticated hypothesis generation, sense making, and discovery.

There has also been significant advancement in interactive visualization tech-
niques. Instead of being limited to static graphics, interactive capabilities have
introduced sophisticated ways for managers to navigate and analyze data.
These navigational capabilities support a broader and more detailed view of
the information. As a result, even users with little knowledge of a subject can
quickly explore vast amounts of data from a wide range of perspectives. Users
can also interact with interfaces or visualizations to perform a wide range of
actions, including overviews, zoom, filter, search, compare, cluster, extract, or-

der and reorder.

Dramatic advances in computing power have significantly increased the speed

at which complex visualizations can be processed.”® Interactive visualizations
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have even greater advantages when they connect to data that is continuously re-
freshed. Visualization techniques can also build confidence in areas such as ma-
chine learning (advanced pattern recognition and prediction) by demonstrating

how it works through interactive visualizations of the decision trees in action.**

Visualizing corporate venturing

As an example, visualization can provide insight into the corporate venture
activity of a company. Let’s take Google. With its investment activities having
expanded dramatically, a number of questions arise: Where have these invest-
ments been made? What is the trend rate? Does investment flow to early or
later rounds? What sectors are preferred? Where are these companies located?
Visual analytics can provide a blend of rapid and comprehensive insights into

these questions.

Google’s investment activities have ramped up significantly as the platform
has grown. In the early 2000s, the company acquired four to five companies a
year on average. Between 2005 and 2009, there were more than eight acquisi-

tions per year, and between 2010 and 2014 the annual average was 22.

Google’s investments have covered a wide range of sectors — from payment
systems, advertising and security to automation, artificial intelligence, and dig-
ital platforms. The graphic below shows these sector clusters for 250 companies.
There have been investments in software companies such as SurveyMonkey,
Xunleei, and DeepMind (an artificial intelligence company that Google subse-
quently acquired). There have also been a significant number of investments in
various mobile companies, such as Apportable, which permits iOS applications
(Apple) to run on Android (Google) devices automatically, without the need for

changes to the underlying code. Google has also been a major investor in Uber.

While the graphic below is static, the interactive version of the data permits
extensive exploration not only of macro trends but also microscopic perspec-

tive, with rapid drill-downs into the details of individual companies that have
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received funding. Through advanced visualization, it is possible to gain in-
sights that would be extremely time consuming, or even impossible, if using

traditional approaches.

Google’s Venture Funding by Company Clusters
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Organizational considerations

While visual analytics, data mining, and automation can deliver a number of
benefits, a key management challenge is how best to align the enterprise to
take full advantage of them. One approach is simply to let these capabilities
evolve organically. Some companies have had enterprising analysts discover
advanced visual analytic tools and drive their adoption throughout the organi-
zation. However, many companies have been less fortunate and have struggled
with fully leveraging the advantages of the type of advanced analytic tools that

are now available.

There are a number of ways that analytics can be brought into the enterprise.

One approach is to establish a center of excellence. This consists of establish-
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ing an individual or small group that can serve as a resource to the entire orga-
nization, which helps to drive consistency and build shared knowledge across
the organization. Visual analytics can also be set up as a consulting group that
contracts with functions and product lines for visualization services. Another
option is to decentralize visual analytics, so that functions and product lines
integrate visual analytic capabilities within their units. Under this approach,
the capabilities are housed directly where they will be used and therefore offer
a more direct alignment between costs and benefits. The risk, of course, is that

implementation may be uneven.

Just as there are no perfect visualization tools for specific projects, organiza-
tional design is likely to vary. Management teams need to consider organiza-
tional fit with existing big data and analytic initiatives, culture, and the distri-

bution of talent. A smart approach can yield substantial rewards.

Conclusion: The Decade Ahead

Networks, data, and platforms are only going to further intensify and converge
in powerful ways. Networks will continue to expand, big data is only going
to get bigger, and platforms will shift from toeholds to major disrupters of a
growing number of industries. Together, they will interact to shape the future
business in ways that will create significant opportunities as well as risks. Var-
ious macro assessments of the Internet of Things and/or industrial Internet
indicate significant opportunities. The technology and service revenue oppor-
tunity range from $2 - $7 trillion by 2025.> However, the action is going to

happen at the firm level across a range of different industries.

In the coming years, value will continue to be discovered in new and unsus-
pected places. But it will involve being able to move upstream to where valu-
able data can be collected and where networks can be leveraged to establish
platform leadership. The enterprises and management teams that sort this out

first will be at a competitive advantage.
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Another critical issue is how competition will be waged over the next decade.
Recognizing that scale is important, we are seeing consortiums being formed
to counteract the rising influence of the established platform companies. For
example, Nokia’s mapping technology was purchased by three of Germany’s
top carmakers — Audi, Daimler and BMW — who joined together to make
the bid.’” In South Korea, the country’s three largest mobile carriers — SK
Telecom, KT, and LG Uplus — announced plans to jointly establish a sin-
gle app store called One Store. Their goal is to avoid fragmentation and im-
prove their position relative to the app marketplaces of Google and Apple.*
Meanwhile, four leading international news publishers have announced the
formation of the Pangaea Alliance. The goal of this group is to consolidate
online advertising inventory to better compete with global digital platforms
like Google and Facebook. The alliance, made up of The Guardian, CNN In-
ternational, the Financial Times and Thomson Reuters, offer advertisers the
ability to access inventory (or amount of ad space a publisher has available
to sell to an advertiser) across the group of top publishers through a single
technology platform.*® As value increasingly shifts towards data and platforms,
we are likely to see more consortiums formed around the world in an effort to

build scale and compete more effectively.

On the heels of this private-sector activity there is likely to be more attention
given to platforms by governments throughout the world. Part of the effort
may be aimed at removing barriers to growing platforms, as the European
Commission is doing with its Digital Single Market initiative. We are also
likely to see governments seek to shape the regulatory landscape in ways that
could put foreign platforms at a disadvantage. There is already a trend toward
governments establishing privacy and data residency rules that tilt the playing
field toward local platform providers. As the value of platforms continue to
grow and the stakes grow in parallel, it is likely that moves to restrict and con-

trol platforms will also grow.
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In short, the forces of change that have been gathering over the past decade
are likely to intensify in the decade ahead. The combination of more extensive
networks, greater volumes of data, and the rise of highly successful platform
business models is fundamentally altering the key success factors for leading
organizations. Management teams are going to need to rethink their tradi-
tional approaches and practices, including their strategies, business models,
leadership, core capabilities, value creation and capture systems, as well as or-

ganizational structures, if they are going to achieve long-term competitiveness.
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Where Did the Growth Go?

Michael Spence and
Kevin M. Warsh

T he global economy is struggling to grow again. In the language of most

commentators, the economy has been handicapped by the financial cri-
sis that began in 2008. We offer a somewhat different judgment. The crisis
itself surely affected global growth, at least for a time. But the weakness of
global economic growth during the last several years is at least as much about

the post-crisis policy response as the proverbial hangover from the crisis itself.

Both developed and developing economies are expanding at slower rates than
they did in the pre-crisis era. And at much slower rates than economists, cen-
tral banks, and multilateral economic institutions forecasted in recent years.
After years of overestimating global growth, the International Monetary Fund
(IMF) threw in the towel in April 201S. It projected that growth rates for the

next six years will be significantly lower than they were during the last six.

The United States and China — the two largest economies in the world — are
emblematic of the global economic malaise. Growth in the U.S. averaged a
meager 2.1% in the 23 quarters following the recession’s trough in June 2009.
And China’s official growth rate in 2014 was its lowest in any year since 1990.

Its actual growth rate appears to be decelerating this year.
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There are varied reasons for the sluggish growth in both countries. Most fre-
quently, we are told about the shortfall in aggregate demand. In this chapter, we
focus on other factors to account for such modest performance. In the U.S., we
highlight the decline in capital investment and deficiencies in public sector invest-
ment trends. In China, we discuss the country’s low consumption rates and the

inevitable challenges it confronts in its transition to middle-income status.

In both countries, policymakers should resist the post-crisis temptation to
manage short-term fluctuation in the real economy and financial markets.
They should adopt a medium-term perspective, and establish substantive pol-

icies to accomplish their growth objectives.

Time will tell whether policymakers in the United States, China, and other
countries can instill a climate that is more conducive to higher economic
growth over the medium-term, but globally integrated enterprises (GIEs) do
not have the luxury of waiting. Business leaders must operate in the world that
is, not the world in which they wish it would be. Now more than ever, they
must develop a comprehensive understanding of economic trends — local, na-
tional, regional, and global — and they should engage with policymakers to

press for much-needed reforms as a catalyst for higher growth.

The investment shift from real assets to financial assets

Real assets and financial assets have traditionally tracked each other reason-
ably well." Sometimes, improving financial asset prices (in the S&P 500, for
example) portend better real economic conditions to come. Other times, im-
provements in the real economy — better data on consumption, investment,

trade, for example — augur higher financial asset prices.

Since the depths of the financial crisis, however, the performance of financial
assets and real assets diverged. U.S. corporate profits and operating cash flow
strengthened during the current recovery, at least until very recently. High
levels of profits and cash flow were aided by improved growth, lower interest

rates, cost savings, and productivity improvements.
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This explains, in part, the significant share price appreciation from 2009 through
the end of 2014. Extremely accommodative monetary policy, including quanti-

tative easing (QE), meaningfully supported this rise in the value of risk-assets.

If history were a guide, that should have translated to significant investment
in real assets. High share prices tend to be highly correlated with increased
business confidence and higher capital expenditures. But when comparing
business investment patterns during this cycle to history, the results are highly
anomalous. Broad measures of fixed investment, as a share of GDP, have re-
treated since the financial crisis. Private investment (net of depreciation) was
$524 billion in 2013 — but it was $860 billion in 2006. And while U.S. GDP
rose 8.7% from late 2007 through 2014, gross private investment was just 4.3%
higher. The growth in non-residential fixed investment remains substantially

lower than the last six post-recession recoveries.

The trend is not encouraging. In the second quarter of 2015, non-residential
fixed investment declined 0.6%. During the final quarter of 2014, and the first
two quarters of 2015, non-residential investment only grew 0.6% at an annual
rate. That is barely enough to cover depreciation. Investment in structures de-
clined 1.6%. Investment in equipment declined at an annual rate 0f 2.2%. Only

a 6.5% increase in software kept overall investment positive.
So, where is the money?

Russell 1000 companies (outside of financials) devoted more than 70% of free
cash flow to buybacks in 2014, up from just 45% in 2010.> In fact, 2014 was
the first year since 2007 that companies spent more money on buybacks than

capital expenditures.

The trend is informative. From 2003 to 2008, 37% of cash from operations was
used for corporate share buybacks and dividends (financial assets). During
the same period, 47% was deployed for business capital expenditures and
R&D (real assets). That was a full 10 percentage points of excess cash going to

the direct benefit of real investment.
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But the trend changed in the post-crisis years. From 2010 through 2012, over-
all cash usage moved in the direction of financial assets. Buybacks and share-
holder dividends accounted for more than 40% of cash uses, while business
capital expenditures and R&D accounted for about 44% of cash uses. So the
10 percentage point gap that favored real investment pre-crisis shrunk to a

four percentage point gap.?

As the economic expansion matured — and monetary policy remained highly
accommodative — a more significant shift away from investments in the real
economy materialized. That is, financial assets gained a greater share of corpo-

rate wallets than business investment.

In fact, for years 2013 and 2014 combined, financial assets received 44% of
operating cash flow, about one percentage point more than real assets. In 2014
alone, financial assets were the preferred investment by approximately 3 per-
centage points over real assets. That’s a 13 percentage point difference from

the pre-crisis period.*

For individual companies, the choice of “shareholder-friendly” distributions
over investment in a new factory is difficult to second-guess. But public policy
should not systematically favor investments in “paper assets” over investments
in the real economy. Yet the conduct of economic policy — tax policy, regu-
latory policy, and monetary policy — during the post-crisis period may well

have caused real assets to be a disfavored investment.

Monetary policy and the move foward financial assets
We focus on monetary policy because of its outsized role in the policy response
in recent years. And we proffer a rationale for why financial assets might well

be favored by the extraordinary conduct of monetary policy.

By the middle of 2008, the Federal Reserve observed falling financial asset
prices in the United States. Weakening credit markets harmed bank balance

sheets and undermined market confidence. Households and businesses pulled
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back on spending and investment. Actual economic performance fell dramat-

ically, which, in turn, caused asset prices to fall further. A financial panic had
taken hold.

The Fed responded foursquare to the panic. It chose to insert itself between
the real economy and the financial markets. The Fed’s balance sheet, institu-
tional credibility, and forceful language were marshalled to break the vicious
cycle. It established an alphabet-soup of new liquidity facilities, and under-
took the most aggressive loosening of monetary policy in central bank history.
Lo and behold, financial asset prices responded smartly. The S&P 500, for ex-
ample, nearly tripled from its 2009 low.

The Fed’s policy choices in the depths of the financial crisis were an under-
standable response to extraordinary conditions. But the global economy long
ago recovered from crisis conditions. And the persistence of extraordinarily
accommodative monetary policy — and its prevalence around the world —
may help explain the ascent of financial assets against the backdrop of relative

malaise in the real economy.

Monetary policy typically works through several so-called transmission chan-
nels to influence the economy: the credit or lending channel, to change the
cost and availability of funding; the foreign exchange channel, to change the
relative value of exports and direction of capital flows; the confidence channel,
to bolster the “animal spirits” and the wealth effect channel, whereby rising

asset prices lead to increased consumption and (indirectly) investment.

At the point of the zero-lower bound for interest rates (ZLB), policymakers
adopted quantitative easing (QE), whereby they purchased a range of long-
term financial assets in the open-market. In the case of the United States,
purchases included approximately $3 trillion of long-term Treasury and mort-
gage-backed securities, and agency debt issued by Fannie Mae and Freddie
Mac. In the case of Europe and Japan, QE involved purchases by the central

bank of a broader range of securities, public and private.
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While no final conclusions can be drawn as the QE experiment remains in
force, we contend that QE is unlike the normal conduct of monetary policy. It
appears to be qualitatively and quantitatively different. In our judgment, QE
may well redirect flows from the real economy to financial assets differently

than during the normal conduct of monetary policy.

Consider, for example, the decision of a CEO or board of a large, public-
ly-traded company during the last several years. Profit margins are high by
historical standards. Cash is plentiful, both from operations and easy access
to debt markets. The company must decide whether to invest in real assets
or financial assets. That is, the company could invest in new property, plant
and equipment to expand operations, or improve its capital stock to make its
existing operations more efficient. Alternatively, the company could choose to

buy back its own stock, or engage in some other form of financial engineering.

There is a common litany of explanations for the paucity of capital investment
by the private sector during this economic recovery. Many commentators be-
lieve it stems from a shortfall of global demand: companies would build more
capacity to match greater demand. We are less convinced by this familiar re-
frain. After all, capital investment is driven, in large part, by expectations of
demand several years out, the time at which the new investment would be

complete and product ready for delivery.

We believe the novel, long-term use of extraordinary monetary policy system-
atically biases decision-makers toward financial assets and away from real as-

sets. Why?

First, financial assets can be short-lived. Share buybacks and dividend payouts
can be curtailed at any time. Corporate decision makers cannot be certain
about the consequences of QE’s unwind on the real economy. The newfangled
nature of QE likely causes more risk-aversion than normal rate changes in the
conduct of monetary policy. Risk-aversion translates into a corporate prefer-

ence for shorter-term commitments; hence, the preference for financial assets.
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Second, financial assets are considerably more liquid than real assets. If a
corporate decision-maker engages in a large share-buyback to increase his re-
ported earnings per share, and economic prospects change markedly, he can
rescind the outstanding buy-back authority; if necessary, he can even issue
new shares to bolster his balance sheet. This liquidity is not a free option, of
course, and some costs apply. But the financial crisis taught an important,
over-riding lesson to investors of all sorts: illiquidity can be fatal. Financial

assets have large liquidity benefits over real assets.

Third, QE, in effect if not by design, helps reduce volatility in the financial
markets. By purchasing long-term securities, the Fed transfers significant du-
ration from the private markets to the government’s balance sheet. Measured
volatility in financial market prices, as represented by such indices as the SPX
Volatility Index (known as “VIX”) and the short-term Treasury volatility index
(known as “MOVE”), falls. Any resulting reductions in macroeconomic vol-
atility — affecting real asset prices — are far more speculative. In fact, much
like 2007, actual macroeconomic risk may be highest when market measures
of volatility are lowest. Thus financial assets tend to outperform real assets be-
cause market volatility is lower than real economic volatility. Put more plainly,
central banks have been quite successful in stoking risk-taking by investors in
financial markets, but have found far less success in encouraging risk-taking in

the real economy.

Fourth, QFE’s greatest effects may arise not from its actual operations but from
its signaling effect. If one part of the government (the Federal Reserve) is buy-
ing debt issued by another part of government (Department of Treasury), one
might conclude that overall economic conditions are unchanged. Or, as Ber-
nanke himself explained, QE works in ways that are imperfectly understood,
saying “it works in practice, just not in theory.” Yet multiple event studies in
the United States, Europe, and Japan demonstrate that financial assets move
higher when QE programs are previewed and announced, and suffer when QE

is thought to be ending.
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Central bankers might not intend to be issuing a “put” or providing downside
insurance to the securities markets, but that is a widely-held judgment of mar-
ket participants after successive rounds of QE throughout the world. Market
participants may not be expert on the transmission mechanisms of monetary
policy, but they can deduce that the central bank is trying to support financial
asset prices. The signal provided by central banks might be the essential design

element.

No such protection is offered for real assets, never mind the real economy. So,
for real assets in the real economy, the benefits are far less obvious, and the

results far less impressive.

The relative dearth of business investment in the real economy is among the
most anomalous aspects of the recovery. While private investment represents
only about 17 percent of U.S. GDP, we believe that its effects are larger than
that static scoring would suggest. Inadequate capital investment means that
labor is also underutilized. The impact of modest capital investment is appar-
ent in the weak productivity statistics. Productivity — key to raising wages and
living standards — rose at a paltry 0.45 percent annual rate from 2011 through
2014, the second weakest four-year run in productivity since World War IL
That goes a long way toward explaining the mediocre improvements in median
wages during the recovery. And these trends, if not reversed, could also impair

the long-term growth prospects of the U.S. economy.

Productivity, growth, and potential

The weakness of the U.S. economy is consistent with a pattern of unimpressive
growth in advanced countries since the financial crisis. Relatively speaking,
the U.S. performance ranks higher than the UK, which ranks higher than Ja-
pan and the Eurozone. But total U.S. growth since the start of 2008 has ap-
proximated 10%. Comparable figures for the UK, Japan, and the Eurozone are
3.5%, -1 percent and -3 percent, respectively.
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None of these economies are growing near their potential, as reflected in the
cross-country data on economic growth, employment, labor force participa-
tion, or wage growth. In our judgment, they are experiencing a precipitous drop
in their near-term growth potential, and the chronic weakness in the post-crisis

years reflects structural and policy-induced impediments to growth.

Growth from the low point in 2009-2010 remains subdued. To fully understand
the post-crisis growth environment, some background is useful. Coming into the
crisis, leverage-induced credit and asset bubbles (not just in real estate) raised de-

mand growth, specifically in domestic consumption, to unsustainably high levels.

How was such demand growth accommodated? Labor inputs (labor force par-
ticipation and hours worked) expanded. And because the economies of the U.S.,
the UK, Japan, and the Eurozone are open, demand growth exceeded growth in

output via an increase in the trade deficit (or reduction in the surplus).

The immediate post-crisis experience witnessed a reversal of these trends.
Domestic demand dropped precipitously. Employment fell dramatically, and
the trade deficit decreased. Initially, the drop in the trade deficit came from
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reduced imports (a natural side effect of reduced domestic consumption and
investment), but then exports began to rise, and the supply side of the econ-

omy was moving toward external demand.

Errors in the conduct of public policy among most of the advanced econo-
mies have been a leading cause of the global slowdown. The excessive focus
on monetary policy (as described above), the diminished focus on structural
reforms, and shifts in the fiscal mix, slowed the speed of recovery and impaired

longer-term growth.

Economists differ on the proper monetary/fiscal/structural policy mix. Some
argue for a stronger fiscal stimulus to jumpstart the economy — though that
does involve additional public-sector leverage. Others, including us, focus more
on the conduct of monetary policy and the fiscal mix, the composition of do-

mestic aggregate demand, and structural impediments to investment growth.

The level of public-sector investment is much debated. Such investment is
complementary to private investment, and when it is too low, as has been the
case since before the financial crisis, the returns to private real investment are

also too low and private sector investment is suboptimal.

But, public-sector investment was inefliciently structured and misdirected, in
spite of key deficits in infrastructure, research and development. Moreover,
all parts of aggregate demand are not created equal. Poorly-designed public
spending is a weak substitute for high returns on private investment in the real

economy.

With the economy in its seventh year of economic expansion, some monetary
policymakers continue to talk about normalizing policy. But given recent mar-
ket turmoil, low readings globally of inflation, and downside risks to the global
economy, it may well be that they have missed their window to act with any

meaningful follow-through.

The remainder of the growth-oriented policy agenda remains ignored. And

there are few signs that this will change in the short or medium run. One im-
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portant step would be fundamental tax reform and simplification, with a view
to eliminating special interest tax expenditures and increasing competitive-
ness. Absent tax and regulatory reforms, the medium-term outlook is sugges-

tive of subdued growth, well below potential.

The subdued growth is not, however, entirely a function of public policy.
There are also challenging secular structural shifts unfolding across the global
economy, driven by technology and globalization, including China’s growing

economic influence.

The shifts can be understood by looking at the U.S. economy through the lens
of its tradable and non-tradable parts. In the two decades prior to the 2008
crisis, the tradable part of the U.S. economy (about one-third of the total econ-
omy) grew, but there was almost no net job creation. The net employment gains
(some 27 million jobs) were all generated on the non-tradable side (about two-
thirds) of the U.S. economy. Employment and output grew, but value added
per person employed did not substantially improve. Essentially, the middle in-
come and middle range valued-added jobs declined in the manufacturing sec-
tor, while rising in the high end tradable service sectors like finance, consulting,

technology development, and management of multinational enterprises.

Another significant shift in the U.S. economy involves information technol-
ogy. It influences growth, employment, and incomes in multiple ways. IT has
contributed to automation in both manufacturing and services. Routine jobs
(defined as those that can be done by machines, computers, and networks)
declined rapidly after 2000, and contributed to a further shift of lower and
middle income workers into lower value-added non-routine jobs. IT-driven
automation, coupled with the shift of jobs into the non-tradable sector, cre-
ated downward pressure on middle incomes and contributed to a shift of the

income distribution toward the top quartiles.

With the demand side of the labor market shifting rapidly in response to tech-
nological and global market forces, the labor market finds itself in a state of

disequilibrium. In other words, the human capital, education, and skills base
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on the supply side have not caught up with the demand shifts. That catch-up
process clearly takes time. A number of policies can accelerate the transition:
placing more emphasis on core STEM disciplines in education, undoing ill-ad-
vised regulations, increasing growth-enabling immigration, liberalizing trade in

high-technology goods, and increasing funding for research and development.

Structural shifts are clearly impacting the U.S. economy, but the advent of new
technologies are making it difficult to measure the precise impact. Consider
that an array of Internet-based services are free, while many other services are
delivered at low and declining costs. While difficult to measure precisely, the
pace of real value creation appears to be much faster than the pace of growth of
market-based transactions in the information technology and services sectors.
GDP data, which is calculated largely based on market transaction and prices,
does not fully reflect adjustments for quality shifts. And as Harvard economist

Martin Feldstein has pointed out, valuable free services are not counted at all.

There may also be delays between when technologies are adopted and when
they are reflected in the economic data. Robert Solow and Stephen Roach
separately argued in the 1980s that an extended period of investment in com-
puters and information technology starting in the late 1960s appeared to have
produced very little measurable effect on productivity. Then there was a pro-
ductivity spurt in the 1990s that coincided with the wide availability of the
Internet. James Manyika and Martin Baily, both of McKinsey, suggest that the
current waves of powerful technology (advanced automation, artificial intelli-
gence, 3D printing, and the internet of things) may have substantial long-run
productivity effects, but with similar longlags. Both lines of argument strongly
suggest that growth in real value created for businesses and consumers may be
subject to under-estimation, in which case the productivity shortfall may be

less severe than the GDP-based numbers alone suggest.

Nonetheless, in our judgment, attaining higher productivity rates is essential
to improving long-term economic potential. And the dearth of real capital

investment is making it harder for the unemployed and underemployed to
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re-enter the labor markets in force. Sub-par productivity gains are also causing

median wage growth to stagnate.

The bottom line for advanced countries is that unbalanced policy mixes and
structural impediments are contributing to suboptimal growth and downside
economic risks. Longer-term trends are also creating structural transition

challenges that must be addressed.

The challenges in China

The economic slowdown in China is as much a catalyst as a cause, of recent
deterioration in the global economy. China’s interconnectedness to the rest
of the world manifests itself in trade, capital flows, asset prices and financial

conditions.

China’s economic slowdown reflects problems in the global economy. In most
open economies, countries are vulnerable to significant, if not systemic, difhi-
culties when weaknesses manifest themselves abroad. China is no exception.
Specifically, the export sector has been an important engine of growth. The
crisis of 2008 caused the Chinese export sector to lose momentum. Three per-
cent cumulative global growth since the crisis in its major markets in advanced
countries (accounting for half of global GDP) has caused the export driver for

China to face significant headwinds.

The other main driver of growth in China has been public and private invest-
ment. It is running at a contribution rate of about 45 percent of GDP - an ex-
traordinarily large number for any economy. And there is evidence that the
Chinese economy has become over-reliant on investment to drive economic
growth. This is especially problematic if capital is not allocated to its highest
and best use. One such piece of evidence is a declining incremental capital out-
put ratio. Excess investment with low returns at the margin will not sustainably
drive growth in the future. The needed productivity growth will have to come

from structural change, innovation, and total factor productivity growth.
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Unlike many other countries, China’s slowdown has not been driven entirely by
suboptimal policy mixes and weak global economic conditions. It is also the in-
evitable result of a complex middle-income transition. Very few countries have
sustained growth rates near 7 percent while making such a transition, and there
are no countries that have done so while generating double-digit growth. Most
middle-income transitions produce decelerations to low single digits (hence
the widely-used term, “middle income trap”). No country has accomplished a
middle-income transition at China’s scale, and particularly not during a period
of global economic underperformance. But, with improved conduct of eco-
nomic policy, it remains possible to expect China to achieve growth above 6

percent over the medium-term.

On the demand side of the Chinese economy, a sustainable growth pattern re-
quires a shift in the composition of demand to consumption and essential gov-
ernment services and away from investment. Consumption is just 36 percent of
GDP (even after very large increases in wages in the recent period), though this
may just be starting to change in favor of consumption. Based on international
comparisons, a more normal rate of consumption would approximate 50-60

percent.

There are a number of reasons for the stubbornly low level of consumption.
Chinese households are high savers, both by culture and necessity. The margin
buying in the recent stock market bubbles is an abnormal exception. Equity
in home purchases is normally in the range of 30-50 percent, and is mandated
not to fall below 30 percent. The country’s social security systems are also un-
derdeveloped, producing high levels of precautionary saving, though this is be-
ginning to change. But, perhaps most important, household income (which is
largely labor income) is a relatively low fraction of GDP by international stan-

dards (under 60 percent at present) and, until recently, has trended downward.

The reasons for the low level of household income, as a share of national in-
come, are not fully understood. But there are known contributing factors.

The government sector owns a large share of capital stock and a large share
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of assets. The return on those assets, however low, flows to the government.
Household savings options, until recently, have also been significantly limited
by regulation, and deposit rates have been kept low by the government to fuel
the investment-led growth model. Real estate has been the only other option
for investment, creating a catalyst for a real estate bubble. The newer shadow
banking system has created other options, but until properly regulated, it is a
source of new risks. Chinese officials are grappling with a mispricing of risk
because investors perceive an implicit government guarantee for a range of

non-bank assets.

The central government seeks to address these issues through structural eco-
nomic reforms, but if recent financial market unrest persists, implementation
will likely take more time. And there appears to be some resistance from pow-
erful interests. Market participants remain concerned whether the domestic
economy is likely to respond with sufficient force as investment and external

demand falters.

That presents policymakers with an unenviable choice. They can stimulate the
economy in ways that are unsustainable, which may distort or short-circuit
the structural transformation, and risk diminishing the government’s reputa-
tion for skill and deftness. Alternatively, they can be more patient, let growth
dip, and focus on the structural shifts and supportive reforms that will sustain

growth and income in the medium and longer term.

On the supply side of the Chinese economy, demographics point to some
slowing as the population ages. Productivity growth also remains a challenge,
especially as employment shifts toward domestic services sectors. And ongo-
ing employment gains may become more problematic if the domestic service
sectors lag and/or if the labor saving dimensions of digitally capital intensive
technologies exert a stronger influence on the delivery of goods and services.
On the plus side, the Internet economy in China is highly innovative, as Jerry
Yang writes in his chapter. It is influencing a wide range of sectors including

retail, finance, and logistics.
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The management mandate

The evolving economic environment we’ve described can be a challenge for
companies, but also an opportunity for those with the ability — and agility — to
adapt. While we cannot predict the precise economic contours, we should ex-
pect that the next several years will be marked by new challenges as countries
search for new sources of growth. Business leaders must closely follow (and
understand) the economic forces that are unfolding close to home, in their
region, and throughout the world. While day-to-day knowledge is valuable,
leaders should strive to achieve a plan to seize the opportunities — and avoid

the pitfalls — that will define the years ahead.

Just as important is for managers to work to shape the future. They can do this
by engaging with policymakers on those issues that they believe can create
new economic opportunity and help unleash higher levels of growth. While
every market will be different, a few baseline priorities are universal. One is
keeping markets open for the free flow of goods, services, and ideas and deep-
ening economic integration. This takes on particular urgency amid a stalemate
in the global trade negotiations that began in 2001, as well as emerging efforts
to stifle cross-border data flows. Another priority should be rebuilding trust
among economic partners, since that trust is fundamental to the everyday

commerce that drives the global economy.

As Chris Caine writes in his chapter, developing trust will foster understand-
ing about long-term priorities, while also helping to open markets — and en-
sure that they remain open. Business leaders should also help policymakers
understand how their investments can be a catalyst for growth. This is particu-
larly important given that investment in the United States remains low and, as

stated earlier, often misdirected.
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Conclusion

The legacy of the 2008 financial crisis is often used to rationalize weak eco-
nomic performance. In our view, the conduct of public policy and the reac-
tion function of private sector firms is a more fertile area of policy discussion.
The global economy remains at a crossroads. The challenges of the post-crisis
period should be confronted with the same willingness to reconsider policy
that marked the crisis period. And the public and private sectors should be
devising new prescriptions for higher economic growth, domestically and in-

ternationally.
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Managing the Opportunities and
Challenges of Innovation

Samuel J. Palmisano

hroughout history, there has been tension between innovation and
Temployment. Fire, the wheel, sea-worthy ships, the printing press, the
steam engine, the telegraph, electricity, the automobile, the jet engine, televi-
sion, the computer, the Internet, and smart phones, all illustrate the historical
back and forth between innovation-induced job creation and destruction. I
fully anticipate this will continue as long as human beings seek better lives and

have freedom of expression.

Let’s take an example I have been personally close to. I graduated from col-
lege, and started working at IBM, in 1973. That was also the year IBM intro-
duced its version of what seemed like a revolutionary machine at the time:
bank customers could obtain cash, and check their balance, without having
any interaction with a bank employee. When a bank in Illinois began using
the technology (which Computerworld described as a “customer transaction
facility”), one of the employees explained its impact: “Customers don’t have

to spend time filling out withdrawal slips and stand in line for a teller.”

It’s commonly believed that ATMs reduced the need for bank tellers. After all,

much of what they used to do, such as take deposits and dispense cash, is now
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handled by a machine. Except that the number of bank tellers has mostly in-
creased over the years. From 1972 — the year before IBM introduced the “per-
sonal transaction facility” — until 1980, employment of bank tellers grew 84
percent.! The numbers have bounced around since then, with an increase of
more than 150,000 from 1999-2007.> Some of that growth was lost in the years
that followed (coinciding with the U.S. economic slowdown and a significant
decline in the number of banks), but what'’s striking is how many tellers remain
(more than 545,000, as of 2012),* despite the existence of more than 400,000
ATMs.* And even amid the technological progress that would seem to make
bank tellers an endangered species, their employment outlook is projected to

be stable through 2022, according to the U.S. Bureau of Labor Statistics.’

The ATM example illustrates a broader point: even when automation is seem-
ing to displace human capital, while also delivering greater efficiencies and
lower costs, the end result isn’t necessarily lower employment. Indeed, au-
tomation can create new sources of demand and contribute to employment
growth. This is what often gets overlooked in discussions about innovation
and frequently the automation it produces — it changes the nature of things:
new types of work and new types of business operating models are created.
For example, ATMs reduced the cost of operating bank branches, so banks
often responded by opening more branches. Additionally, the proliferation of
the ATM had a “multiplier effect” as it led to an entirely new employment sec-
tor: self-service. And with this came not only the jobs that go with the people
who design and repair ATMs, but also with the new self-service technologies

and business models deploying them.

In this chapter, I explore a number of issues arising amid the technology-driven
changes to the labor market, with a particular focus on key management prior-
ities that can help companies navigate through this era of fast-paced, technol-

ogy-induced change.
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Is history repeating itself? Or is this time different?

Some will ask: If there has been this historic tension between innovation and
employment then what is new? Isn’t this the same old reality that mangers
have faced over time? Others are viewing the pace and significance of these

new technologies to be different.

Using the U.S. as an example, the ongoing evolution in the labor market can
seem jarring, and there is no shortage of apocalyptic predictions about what
lies ahead. Gartner, the technology research firm, has said that by 2025, one-
third of all U.S. jobs will disappear because of automation. And two Oxford
University economists who studied 700 different types of American jobs have
projected that 47 percent of these jobs are at risk of disappearing over the next

two decades because of computerization.® Sound different? Maybe faster?

Well, it’s useful to remember that the U.S. economy (like many other high-in-
come economies) has been through many job-changing evolutions over the
past few centuries. The United States was once a primarily agricultural nation
— farming accounted for 70 percent of the nation’s employment in 1840. By
1900, the figure was 40 percent, and by 1950 it was 10 percent. Today, it’s
1.5 percent. Farming’s decline was a byproduct of increased productivity as
well as the emergence of new technologies that fostered progress and created
opportunities to earn higher wages. Initially, agriculture’s decline translated to
growth in the manufacturing sector. But the same forces that shrank the agri-
culture sector also shrank the U.S. manufacturing sector, which has contracted
from 20 million jobs in 1979 to about 12 million today. As manufacturing’s
share of the economy declined, services grew — today accounting for about

80 percent of the U.S. workforce.”

There’s little doubt that digitization and automation are triggering changes
that are on par with those unleashed by agriculture and manufacturing. But
will digitization and automation ultimately lead to job losses or job creation?
Opinions are deeply split, as reflected in the findings of a Pew Research Cen-
ter survey conducted in 2014. Nearly 1,900 technology experts were asked
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whether they expected these technologies will displace more jobs than they
have created by 2025. While a majority of the respondents said more jobs will
be created, it was a very slim majority (52 percent). The remaining 48 percent

said the technologies will be a net destroyer of jobs.*®

Underlying the fears of automation and digitization being a net destroyer of
jobs is the belief that few — if any — industries will become more labor-in-
tensive in the decades ahead. According to this view, technology will become
even more refined and machines will become steadily more effective as they

can harness growing amounts of data.

Touching on this point, consider the following comparison, from a 2015 arti-
cle in The Atlantic: “In 1964, the nation’s most valuable company, AT &T, was
worth $267 billion in today’s dollars and employed 758,611 people. Today’s
telecommunications giant, Google, is worth $370 billion but has only about
55,000 employees.” The writer also noted that just five percent of the job cre-
ation from 1993-2013 was in the high-tech sector, while 90 percent of today’s
workers hold jobs that existed a century ago. “Our newest industries,” he ob-
served, “tend to be the most labor-eflicient: they just don’t require many peo-
ple”” One obvious question therefore becomes what will be the impact of in-

novation on the 90 percent of workers holding the 100-year-old occupations?

AsIwill discuss, these forces of change have always been and always will be a chal-
lenge for managers. I feel strongly that a fundamental responsibility of business
leaders is to prepare their workforce to move to the future, no matter how diffi-
cult and uncomfortable that may be. There are a number of ways to do this. First,
they need to stay aware of emerging technologies that will impact their enterprises.
Second, just as important, they need to have a view of their industry’s future and
a strategy for “reconceptualizing” the approach to doing the work they do. And,
third, managers will need to reconceptualize the jobs and skills needed to do the
new type of work. By taking these steps, their company can seize — if not create

— the opportunities of the future and the new jobs that will go with them.

162



Managing the Opportunities and Challenges of Innovation

Why it matters

Innovations applied to business are designed to increase a firm’s agility and
productivity — remember the ATM story. Agility and productivity have al-
ways been important, but they are fundamental in today’s globally integrated,

demand-driven economy.

Increased productivity is an outgrowth of capital accumulation or greater ef-
ficiency of capital and labor, typically stemming from new products and new
processes. And while that sounds like a snooze, productivity is fundamental
to a nation’s economic health. It is, says Ben Bernanke, the former Chairman
of the Federal Reserve, “perhaps the single most important determinant of

average living standards.”

For much of the post-war period, U.S. productivity grew at a steady clip —
averaging 2.3 percent gains from 1947 to 2004. But then it began declining
— and from 2009 to 2014, the average annual gain was just 0.9 percent. The
economic columnist Robert Samuelson points out the implications of annual
productivity differences: “At 3 percent, incomes double in about 25 years; at 2

percent, about 35 years; at 1 percent, around 70 years.”"

The apparent productivity slowdown raises a question as to whether new technol-
ogies are being captured by the data (an issue Michael Spence and Kevin Warsh
explore in their chapter). But the real issue for managers is not the productivity
level of a nation’s economy — it’s the productivity level of their company. Man-
agers need to be able to answer questions such as: Are new technologies being
deployed in ways that make our workers more productive? And is the company

pursuing innovation that can advance productivity in measureable ways?

Keeping pace with higher productivity and greater agility
Regardless of whether the official data is reflecting the ways in which digi-
tal technologies, coupled with the automation of labor, have been reshaping

the labor market, I am comfortable saying that today’s managers are seeing
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and feeling a myriad of changes. Growing numbers of people in the United
States are working as independent contractors or taking part-time positions
in what’s often called the “gig economy.” One recent study concluded that be-
tween 2002 and 2014, the number of people in the gig economy increased be-
tween 8.8 percent and 14.4 percent — thus exceeding the 7.2 percent growth
in overall employment. The study also found that the number of independent
contractors increased by more than two million from 2010 to 2014, which
represented close to 30 percent of the total employment growth during these
years."" This trend would likely be more modest if it weren't for the ability of

people to work differently, remotely, and yet be connected in real time.

While U.S. government statistics actually show a modest decline in self-employ-
ment since the start of the 21* century, economists Larry Katz of Harvard and
Alan Krueger of Princeton have found discrepancies in these statistics. They
point to increases in the share of the employed population filing the 1099 tax
form used by the self-employed and in the share of the population filing Schedule
C tax forms, which are used for homegrown businesses."” For societal and busi-
ness leaders the more important question is: does this rise of “the gig economy

and gig workers” represent an acceleration of agility at the worker and firm level?

To gain some insights into the gig economy, consider the profile of Uber driv-
ers. A study conducted in December 2014, involving analysis by Princeton’s
Krueger, found that 66 percent of the 600+ U.S.-based Uber drivers surveyed
held a full-time job separate from their work for Uber. There are many different
reasons why these individuals would be driving for Uber while also holding
other employment, but other parts of the survey reveal a strong desire for au-
tonomy. Asked why they were working with Uber, 87 percent said they wanted
“to be my own boss and set my own schedule.” And when asked whether they
would rather have a steady 9-to-S job with some benefits and a set salary or a
job where they would choose their own schedule and be their own boss,” 73

percent chose the latter."
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Uber might be seen as the cutting edge of the gig economy, but as our Center
for Global Enterprise research is revealing, “Uber-type” platform companies
are emerging across more industries all around the world. Accordingly, I ex-
pect more people in the United States and elsewhere will begin to experiment
with or even transition to more flexible work arrangements. While some are
lamenting that fewer U.S. companies seem to be offering full-time employ-
ment, and the security it can bring, there can be other benefits from having
people work in a more connected yet independent environment. It places
people closer to market dynamics, as they are on the front lines of entrepre-
neurship. There are opportunities to increase individual earnings by taking on
more projects. And, it can force them to be more adaptive and resourceful, and

help ensure that their knowledge and skills don’t grow stale.

Reflections on management

Time will tell whether the apocalyptic forecasts I mentioned at the start of
this chapter are on target. While I am acutely aware that technology can have
a disruptive impact on employment, I believe that over time it translates to
more opportunity and higher living standards. My optimism is a byproduct of
my reading of history and also based on what I observed during my 39 years at
IBM. Over the company’s 100-year history, a lot of our innovations translated
to dislocations for some people whose companies didn’t adapt to new tech-
nologies. But those same technologies were stimulating job creation for oth-
ers, and helping to create entirely new sectors of the economy. For example,
the rise of the electric typewriter accelerated “written word production,” but
word processors put the typewriter out of business — just as the PC put the
word processor out of business. All of these innovations changed the nature of

the work but the essential work of written communication remained.

However, we do need to acknowledge that new innovation-driven employ-
ment opportunities aren’t necessarily distributed equally. They commonly go

to those companies — and those individuals — who move quickly to adapt
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to the emerging technologies. But even that doesn’t assure success. Managers
also need to adapt to changes in the workplace. For example, it’s already evi-
dent that many employees have different expectations from employers than in
the past — in short, they want more flexibility — and in countries such as the
United States, there’s more job hopping than in the past. Managers need to be
attuned to evolutions in employee expectations if they are going to retain their

employees and keep them motivated to perform.

Managers will be confronted with a number of issues as industries and markets
continue to evolve. As indicated previously, managers will need to be aware of
emerging technologies and develop an understanding of how they can be har-
nessed to their company’s advantage. Two key questions include: What new
service proposition (or what new company) is enabled by a particular technol-
ogy? And what are the implications for my company’s business model? Count-
less established companies have never developed answers to these questions
— leading them to long-term decline and, eventually, dissolution. Managers
don’t necessarily need to be technologists to succeed, as Jerry Yang writes in
his chapter. But they need to have an awareness of emerging technologies and

the threats they pose as well as the opportunities they present.

Consider the application of big data and diagnostics to the practice of medi-
cine. It’s going to mean that knowledge is much more widely dispersed. The
all-knowing medical “gurus” who were once summoned for their expert opin-
ion will be replaced by managers who can function as aggregators or assem-

blers of expert-level information.

Another priority for management must be to focus on preparing its workforce
for the change. That means addressing the skill gaps created by the infusion
of new technologies or the automation of existing work flows. Management
needs to retrain people and modernize its workforce, helping to create op-
portunity for all. Equally important will be communications about just what
“change” means. Management will need to articulate that there’s likely to be an

evolution in the kinds of jobs a company ofters. This should be communicated
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in the context of where the strategy of the company is leading and why it’s the
right thing to do.

For this approach to succeed, the company culture must be one in which em-
ployees are adaptive and do not instinctively resist change. That’s hard (as I
learned at IBM). People develop an emotional attachment to the sources of
their prior successes — especially when their businesses and ways of doing busi-
ness are well established and very profitable. Proposing to overhaul these busi-
nesses — perhaps even sell them off — generates resistance, from colleagues,
from shareholders, and from the chattering classes. But if companies want to
differentiate themselves, they have to be willing to reinvent themselves. Devel-
oping that company culture can take years — and as Doug Haynes writes in his

chapter, requires constant vigilance by management if a firm is to be successful.

Another area that is being reshaped by evolving employee expectations and
needs is employee benefits. For millennials who have grown up in a more
demand-side economy the employee benefit packages of their older siblings
and parents don’t seem as compelling as the food, transportation, fitness, and
flex-time offerings frequently found connected to new “start-ups” and plat-
form companies. Managers will need to rethink benefit packages offered to
employees. If the goal is to attract and retain people who are innovative and
entrepreneurial, and who don’t want traditional terms and conditions, one
way to achieve that is to offer innovative cafeteria-style benefits. Under such
an arrangement, there would be an ecosystem of service providers for health
care, retirement, and other benefits, and people would choose what benefits to
receive based on their personal situation or their careers. Different employees
have different needs, and the needs of each employee evolve over time. To that
end, just as employees need to be adaptive with their skills, so to do employers
need to offer benefits that are adaptable — they should try to optimize for
flexibility and choice rather than one size fits all. This will help align benefits
offerings with the ways in which people are increasingly living their lives and

making choices.
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The other reality companies must confront is that much of the world is in a
slower growth environment than it was a decade ago. China, in particular, is
growing at rates slower than at any point in the past two decades. Given these
macro factors, new companies have the benefit of creating goods and services
that are not tethered to the economic conditions of the past. But existing com-
panies have the challenge of figuring out how to take their offerings and make

them much more innovative and efficient based on new technologies.

My fellow Growing Global co-authors have shared their insights on six core
management elements, which serve as the foundation for the Center for Global
Enterprise’s research and learning. Thinking about these six in the context of
my topic, below are some of my initial instincts about the impact automation
and innovation might have on them. All will require deeper analysis, and each
is important for responsible managers to bear down on if they are to lead and
set the pace for their enterprise’s change, versus finding themselves reacting to

the leading behavior of their competitors.

«  Supply Chain, Market Access, and Distribution Efficiency —
Thanks to leading-edge technology and innovative business
models, which are illustrated by companies such as Chain IQ (a
Zurich-based supply management and procurement company),
firms can now redesign work processes to optimize local assem-
bly, procurement, and scale. Additionally, as governments seek
more investment to grow their local economies and jobs, market

access will become a more delicate balance than in the past.

«  Economic and Financial Management — In the past, centralized
accounting and currency management were fundamental to
the success of a global enterprise. Now with big data and more
transparent markets, excellence in this area is not enough.
Emerging classes of investors are more informed and engaged
with the company’s strategy and capital allocation plans. This

activity will accelerate in a period of slower economic growth.
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Building Government Trust for Market Access and Freedom of
Operating Action — An expansion of information transparency
has made companies’ behavior more visible to government and
other external stakeholders. Using social media to finely tune
your company’s understanding of trending issues of interest

to government will be necessary. And as governments exhibit
more protectionist behavior, it’s imperative for global compa-
nies to establish cohesive strategies and engage in dialogues that

explain why they are valuable to local societies.

Creating, Managing and Protecting Intellectual Property — Inno-
vation is more the solution today than ever. Technology shifts
like big data and cloud computing, as well as business process
digitization, provide the solutions for growth and productiv-
ity. The IP assets companies create must be protected using

leading-edge security technologies.

Company Culture, Leadership Identification, and Development
— Building a culture where employees engage the future and
share in the visions of success is mandatory going forward.
While this is easily said, it is very difficult to execute. Using
social media tools to connect employees to the vision, and the
needed behavior to realize that vision, will increase chances

for success.

Global Versus Local Sales and Marketing — Building a global
brand is extremely powerful, but in doing so a company must
not lose its connection with the priorities of the local markets.
Big data and visualization tools can help companies calibrate
societal expectations and determine whether the brand is

fulfilling its intended value proposition.
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Some things to focus on

Looking ahead, a key priority for managers will be monitoring developments
in those sectors of the economy that are likely to have a transformative impact
on their business model, their workers, and their workplace. Forward thinking
can help mitigate the disruptive impact of these technologies and help pin-
point how to turn the disruption into opportunities for growth. As I think

about the many sectors where innovation is flourishing, five stand out.

Robotics

Robotics have become a key component of production and they are an emblem
of both the opportunities and challenges associated with bringing automation
to workplaces. A 2013 McKinsey report pointed out that, “Advanced robotics
promises a world with limited need for physical labor in which robot workers
and robotic human augmentation could lead to massive increases in produc-
tivity and even extend human lives. Many goods and services could become
cheaper and more abundant due to these advances.” The report projected that
by 2025, 15-25 percent of all industrial workers tasks in developed countries

could be automated, as could 5-15 percent of manufacturing worker tasks.'*

The growth in sales of industrial robotic devices reflects the deepening of auto-
mation in workplaces throughout the world. Approximately 225,000 robotic
units were sold in 2014 — nearly doubling the number sold in 2005, accord-
ing to the International Federation of Robotics."* These units serve a range of
functions, and they are finding their way into more workplaces. As The Wall

Street Journal has observed,

Robots aren’t just for the big guys anymore. A new breed of so-
called collaborative machines—designed to work alongside
people in close settings—is changing the way some of Ameri-
ca’s smaller manufacturers do their jobs. The machines, priced
as low as $20,000, provide such companies . . . with new incen-

tives to automate to increase overall productivity and lower labor
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costs. ... Robots have been on factory floors for decades. But they
were mostly big machines that cost hundreds of thousands of dol-
lars and had to be caged off to keep them from smashing into hu-
mans. Such machines could only do one thing over and over, albeit
extremely fast and precisely. As a result, they were neither afford-
able nor practical for small businesses. Collaborative robots can be
set to do one task one day—such as picking pieces off an assembly

line and putting them in a box—and a different task the next.'®

Robotics will continue to be fundamental to the automation revolution
sweeping through the world’s economies and workplaces, and they have the
potential to make a big dent in the $6 trillion the world’s manufacturers spend
on labor each year. The biggest users of robotics, if measured by purchases in
2014, were China, South Korea, Japan, the United States, and Germany. They

accounted for 75 percent of total sales."”

And it seems clear that robotics will continue to eliminate some jobs — and
also create others. Robotic exoskeletons, for example, are like suits of armor
that will give people — particularly the elderly and disabled — greater mo-
bility and allow them to work in ways that wouldn’t have been possible in the
past. I expect that there will be countless other examples like this one — many

of which we haven’t even contemplated.

Intuitive computing

There is going to be a spread of intuitive computing, or what is sometimes
called “deep learning.” It involves the use of algorithms to “teach” software to
be able to identify patterns — and reach conclusions — based on analysis of
massive quantities of data. One emblem of this trend, and the one I'm most fa-
miliar with, is IBM’s Watson. Because this technology becomes more accurate
as it sifts through more data, it’s been said that, “Watson is the only computer
that’s worth more used than new.”'® (While Watson is a computing system,

and not an actual computer, the general idea is on target.)
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The technology in IBM’s Watson is now being used to help generate scientific
questions that can help with the long-term development of new treatments
for disease. Watson’s cognitive capabilities recently enabled researchers at the
Baylor College of Medicine to identify a key cancer-related protein over the
course of just a few weeks — a line of inquiry that would have taken years had

it been performed by human researchers."

This is but one example of the way in which cognitive systems may transform
how organizations think, act, and operate in the future. By learning through
interactions, these systems hold the promise to advance knowledge of the
trends underlying the complex systems by which our planet runs. Along the
way, they will also be invaluable to new and emerging organizational forms

that seek to create economic and societal value out of those systems.
Human detached mobility

Today, we think of Uber and other related companies disrupting the trans-
portation industry and helping to create additional income for hundreds of
thousands of people throughout the world. But amid all the hype about these
companies, a longer-term view could lead one to believe that they may not
have a bright future. Because if driverless cars become commonplace, demand

for drivers will, by definition, dissipate.

There are many other sectors that could be upended by driverless cars. As-
suming the cars work as planned, there would be a dramatic reduction in the
number of accidents. That could lead to a severe contraction in the size of the
auto insurance industry. Health care would also be impacted, given that there
would be many fewer injuries and deaths from car accidents. (In the United
States, there were close to 33,000 fatalities from car accidents in 2013.2°) It’s
also likely that driverless cars would mean a decline in car ownership — thus
impacting auto manufacturers and all of the related industries, including oil,
auto parts, dealerships, and even car washes (which employ approximately

350,000 people in the United States).>!
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Drones could have a similar impact — disrupting the entire delivery industry
(from the postal service to UPS and FedEx) while also reducing the need for cars.
Routine tasks, such as shopping, are likely to become less common as drones are
able to accelerate delivery times (they won't encounter traffic congestion) to vir-
tually any location. But just as drones are destined to cause some employment
sectors to shrink, others will likely grow. There will be demand for individuals who
can design, operate, and maintain drones. There are already a number of American

universities offering degrees focused on drones and unmanned aircraft.”?

3-D printing

An intriguing technological development for all companies, but particularly com-
panies operating globally, is the rise of advanced manufacturing, or what’s become
known as “3-D printing.” A blend of industrial age and information age technolo-
gies, 3-D printing empowers individuals to create a range of on-demand products,
layer by layer, based on computer models. This new way of making things will have
profound implications for the manufacturing sector. Since mobile 3-D printing
machines can be located virtually anywhere, and spare parts can be manufactured
on demand (thus reducing or eliminating the need for stockpiling), the effect is
potentially transformative: consolidation of supply chains, acceleration of produc-
tion times, and significant reductions in fixed costs. McKinsey has estimated that

the economic impact by 2025 could be $550 billion per year.”

Where 3-D printing gets even more interesting is the way in which it’s likely
to disrupt global supply chains. Low-cost manufacturing will henceforth be
accessible to individuals throughout the world, as 3-D printers are destined
to proliferate as they come down in price. That means 3-D printing may be-
come a major challenge for developing countries, since their traditional cost
advantage could disappear as manufacturing becomes more localized and less
labor-dependent. And industries that have grown in concert with the expan-
sion of the global economy, such as cargo (be it air, sea, or rail ), could contract

as products are created closer to end markets and end users.
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While 3-D printing presents a challenge for established manufacturers, it is
an enormous opportunity for small businesses, as decline in start-up and op-
erating costs will greatly reduce the barriers to entry. And because virtually
anyone can become a manufacturer, there could be a dramatic increase in new

businesses tied to 3-D printing.

Asset models

In the industrial-age economy of yesteryear, companies’ assets tended to be
“heavy” — plants, equipment, vehicles, etc. In the information-age economy,
assets tend to be “light” — software, cloud computing infrastructure, ideas, etc.
Today, 70 percent of the market value of U.S. corporate assets are “light” (as
Peter Evans writes in his chapter). These assets take the form of business pro-
cesses and practices that flow from human capital (knowledge embodied in em-
ployees), values and norms (rules that enable the use of physical resources more

efficiently), and tacit knowledge (unique business processes and practices).

The asset-light world calls for rethinking product delivery. The supply chain
may not have a physical dimension; instead, it may be predominantly virtual.
And the assets that were once found on a factory floor (which is physical) are

more likely today to be found in the cloud (which is virtual).

That can facilitate a more global presence and lower expenses, given the reduced
use of physical equipment and the need for fewer employees. In 2014, Facebook
had revenues of close to $12.5 billion,** but fewer than 10,000 employees. While
Facebook may be an outlier, it illuminates the value of “light” assets, and under-
scores the importance of management understanding how to reconceptualize
their work and the performance of that work in order to achieve competitive ad-
vantage. Facebook unveiled a service in the summer of 2015 that would enable
its users to transfer money. It may face obstacles in the United States, given that
there are well-established payment systems, as well as some reluctance to link a
debit card to one’s Facebook account. But in developing countries, where the
financial services infrastructure may not be as robust, and Facebook is a trusted

entity, a money-sharing service could have broad appeal.
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Conclusion

Companies and their managers face a plethora of issues in order to remain
competitive amid ongoing shifts in the labor market. But the technologies
that are transforming the labor market will place a heightened premium on
skills that technology can’t replace: judgment, insight, and leadership. While
technology will be able to help managers sift through the information and the
data that can guide their decision-making, the decisions about how to navigate
through the issues I've highlighted will still need to be made by people. And
as technology becomes more powerful, it’s likely those people-based skills
will take on greater importance. One research firm has found that some of
the skills that will be in greatest demand over the next 5-10 years will include
co-creativity, brainstorming, relationship building with customers, teaming,

cultural sensitivity, and managing diverse employees.”®

For those who continue to fret over the future of work, this outlook should
be comforting. While knowledge and specialization are always going to be re-
warded, so will other parts of an individual’s profile. “The overall trend is a
giant employment increase in industries based on personal interaction,” writes
Geoff Colvin in a recently-published book, Humans are Underrated. “It used to
be that you had to be good at being machine-like. Now, increasingly, you have
to be good at being a person. Great performance requires us to be intensely

personal human beings.”

For successful managers, the path to the future will be to visualize the nature
of their organization’s work in new ways and to help their future and current
employees possess the skills required to perform within these new conditions.
Those enterprises that have these two elements in their operational DNA will be

on the side of change that is both creating the future and the jobs of the future.
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Samuel J. Palmisano

bout a century ago, the Ford Motor Company unveiled the Model T,
Awhich was the first car targeted squarely at America’s emerging indus-
trial-age middle class. Sales quickly skyrocketed and it marked the beginning
of the automotive era. In the words of one writer, “The Model T put Amer-
ica on wheels, created mass mobility, revolutionized mass production, es-
tablished the American middle class and eventually reshaped the country’s
physical landscape with suburban sprawl.” The Model T was the world’s first
mass-produced car, but it built on the engineering achievements that were pi-
oneered in Germany. That’s where the first car was patented, in 1886 by Karl
Benz, and the first truly modern car (with a 35 horsepower engine) was pro-

duced by Mercedes in 1901.

Today, we are on the verge of breakthroughs that are akin to the original au-
tomotive revolution — what Fortune has described as “another Model T mo-
ment.”* The next major evolution of the automobile — and its most transfor-
mative evolution since its invention — will be autonomous vehicles. Once
they are commercialized, they are sure to disrupt the automobile industry, and
many other industries as well. For example, think how driverless cars will give
rise to new industries, as people devote less time to commuting and spend less

money on fuel, insurance, upkeep, and even ownership. Might cars be more
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communal, and simply summoned when needed? Managers in the vehicle,
and its dependent industries, are faced with a daunting task: getting ahead of

the coming changes and seizing the opportunities they create.

The transportation revolution is emblematic of the changes that we see emerg-
ing across the business landscape over the next decade. Countless innovations
will transform company operations and individual lives in the years ahead.
New business models will emerge, as will a reconceptualization of traditional
work patterns. These revolutions will unfold with great speed and scale, and
their “tangible” character will evolve to a more hybrid state of balance with

intangible assets.

These and other organizational trends reflect the future that’s ahead for busi-
ness leaders regardless of what industry they are in, what part of the world
they are from, and what governance structure they preside over. In a recent
survey of Fortune 500 companies, CEOs revealed their concern: 72 percent
identified their company’s greatest challenge as “the rapid pace of technolog-
ical innovation.” Add to this the heightened competition that results from a
globally integrated economy and one can see a trove of opportunity and chal-

lenge ahead.

While CEO of IBM, I devoted considerable time and energy to preparing the
company for the global era. I came away from that experience with a number
of management insights, and the first edition of the Re-Think series, published
in 2014, brought those insights together. They are reproduced here in abbrevi-
ated form (see Appendix for the complete text).
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Management insights from Re-Think: A Path to the Future

12 Management Insights
+ Youneed to be globally consistent but locally relevant.
«+ Learn to operate in many different kinds of environments.
«+ Seeyour enterprise through a different lens.

« Encourage thinking and acting outside the company structure
and outside the comfort zone.

+ Know what you’re good at—not just what you can do.
« Lower the center of gravity.
+ Learn from below.

« Emphasize human capital. Employees have always been critical,
but innovation-driven business models will cause skills to be
equal to capital in value.

+ See the world as it is—not the way you want it to be.
+ Keep moving forward.

«+ Explain what you’re doing—and why you’re doing it.
+ Create a common culture around common values.

(See Appendix for descriptions)

The foundation of those insights still holds true. In Growing Global, my co-au-
thors and I have brought forth real-world business experiences, problems, and
lessons in order to describe the new phase of globalization leaders are dealing
with today and what they will deal with over the next 10 years. I have, accord-
ingly, chosen to refresh the original Re-Think management prescriptions so as
to align them with what we see as the current and future characteristics of the
global economy. I offer the following eight principles to help manage the 21st

century integrated enterprise.

«  You need to be globally consistent but locally relevant.
It used to be managers thought they had time to worry about this — and

they did. But not anymore, since a company can have business around
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the world on day one with a mere keystroke or swipe across a smart-

phone.

As both Shelly Lazarus and Chris Caine make very clear, companies
operating in multiple countries need to tailor their offerings to local
constituencies, all while ensuring that the brand’s value proposition
and the principles guiding the company are the same everywhere. In
the age of transparency, inconsistencies are sure to be revealed — and

can tarnish the brand in ways that are difficult to undo.

Learn to operate in many different kinds of environments. In an era
marked by rapid change, the ability to adapt to change is a key contrib-
utor to success. This is fundamental to my chapter on increased auto-
mation. Managers must be able to operate in different business models
and employment conditions with one cohesive structure. They also
must be prepared to seize those opportunities created by the same

technology that is provoking the change.

Encourage thinking and acting outside the company structure and outside
the comfort zone. In an era of disruptive innovation that Jerry Yang de-
scribes, there should be a premium attached to disruptive thinkers. In-
deed, conventional thinkers might well handicap management teams
that, as Peter Evans points out, are going to need to rethink strategies,
business models, leadership, core capabilities, value creation and cap-
ture systems, as well as organizational structures, if they are going to

be agile and compete with emerging platform business models.

Recognize the value of intellectual property and other “intangibles.” Inno-
vators will be the winners. David Kappos lays out well that as more

countries focus on innovation, they are likely to become more aggres-
sive in trying to protect their IP — and to prosecute those entities who
they believe are violating national IP statutes. Getting caught up in IP

disputes can be a major distraction — and a major expense.
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Emphasize human capital and a common company culture. A critical
dimension of human capital is company culture, because as Doug
Haynes writes, a company’s culture is what defines it and holds it
together — it’s the connective tissue that will focus employees on the
same set of values. A strong and consistent company culture enables
exceptional performance, while a weak and inconsistent culture will
often lead to disastrous performance. Just as a healthy culture can
advance a company’s human capital, an unhealthy culture can drive
away the best employees. Hiring the best people, cultivating them, and
retaining them will be a key driver of competitiveness in the 21st cen-
tury, especially as organizational models become increasingly “light
asset-based” and those assets predominantly are human. Thus man-
agement must tend to the company culture every day so it becomes

part of the company’s DNA and not a mere add-on.

See the world as it is — not the way you want it to be. The global economy
is projected to grow at a relatively slow pace through 2020. That’s not
an excuse for managers to reduce expectations. As Michael Spence
and Kevin Warsh write, the slowdown underscores the imperative

of developing a comprehensive understanding of economic trends —
local, national, regional, and global — and engaging with policymakers
to press for much-needed reforms as a catalyst for higher growth.

Business leaders must be simultaneously agile and productive.

Explain what you're doing — and why you're doing it. Companies and
countries need to foster understanding about the measures they’re
enacting and how these measures will contribute to future compet-
itiveness. As Chris Caine points out, companies need to be able to
articulate their added value to government officials. What knowledge,
service or product do you offer that distinguishes you from the com-
petition and how does it benefit society and government? If policy-

makers can see how a company is contributing to progress in their
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communities, it will lay the groundwork for a sustainable and trusted

working relationship.

«  Have a view about the future. The innovation era that’s upon us is likely
to be transformative — for companies and for individuals. But funda-
mental to maximizing the opportunities of this era will be to have a
view about the future and have the courage to go there. That’s what
Jean-Pascal Tricoire did - he transformed his company’s supply chain
and he placed increased emphasis on Asia, based on his belief that
the world’s economic center of gravity was shifting there. Going to
the future — whether for companies or countries — inevitably involves
change that’s disruptive to (and resisted by) many. But standing still
isn’t an option. Embrace the change that’s coming. Leaders must be all

in and play to win.

As I noted in Re-Think: A Path to the Future, perhaps the most valuable lesson
I learned from my 39 years at IBM was that the longer you wait to implement
change, the harder it is to implement it — and the less effective it’s likely to be.
In a technologically-driven global era, the changes will come faster, they will
come from countries — and especially cities — throughout the world, and they
will be more transformative than in the past. Resisting the change is a recipe

for stagnation.

Given the looming changes, leaders in business, government, academia, and
elsewhere need to learn more about how to navigate the changes that lie ahead.
That calls for educating themselves on the future, and the management skills
required to advance not only their own success, but that of the communities

they care about. The past is no longer a prologue to the future.

There are many ways to further that learning, and the Center for Global Enter-
prise (CGE) will continue its work to deepen understanding of how to seize

the opportunities and develop the management expertise needed to meet the
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challenges of the technologically-driven global era. I hope you have found the
observations and lessons in this book useful. Growing Global was another step
by CGE to contribute to business learning and management best practices.
My colleagues and I are excited about our work, as we believe the prospects for

advancing social, economic, and human progress are greater than ever before.
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Appendix

This is a reprint of the management insights
contained in Re-Think: A Path to the Future.

.

You need to be globally consistent but locally relevant. Companies op-
erating in multiple countries need to tailor their offerings — be they
products, services, or public policy positions — to local constituencies,
all while ensuring that the brand’s value proposition and the principles

guiding the company are the same everywhere.

Learn to operate in many different kinds of environments. In an era
marked by rapid change, the ability to adapt to change is a key contrib-
utor to success. And the best teacher of adaptability is experience in
new settings with new people. Once you decide to change you must

communicate the strategy and get the buy-in of your workforce.

See your enterprise through a different lens. You can gain priceless per-
spective on your company by finding a way to step outside it. Take an
assignment outside headquarters — the farther away the better — and
enmesh yourself with the local culture. You'll learn new things and

you’ll learn to think differently.

Encourage thinking and acting outside the company structure and outside
the comfort zone. All companies need disruptors — people who will
dare to be different — and the most hidebound companies need
disruptors most of all. Management needs to support and reward
unorthodox thinking and employees need to develop the fact-

based, pragmatic ideas that challenge conventional wisdom.
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Know what you're good at — not just what you can do. It’s easy for
enterprises and their employees to cling to a line of business
because it has a history of throwing off steady profits. But the
history of business is littered with stories of companies that
clung to products or services too long and then found it was too

late to pivot.

Lower the center of gravity. Find ways to devolve decision-making
away from headquarters and toward local markets. Execute clos-
er to clients and restructure the financial incentives so that work

with clients is more handsomely rewarded.

Learn from below. Management misses out on valuable information
by failing to tap into the knowledge that resides at all levels of

the company. Leaders can’t afford to be insulated by a protective
inner circle that shields them from information they think will be

unwelcome.

Emphasize human capital. Employees have always been critical, but

innovation-driven business models will cause skills to be equal to capital in
value. The growth of companies — and countries — will be driven
increasingly by brains over brawn. Hiring the best people, culti-
vating them, and retaining them will be a key driver of competi-

tiveness in the 21% century.

See the world as it is — not the way you want it to be. Recognizing how
the world is changing will be a catalyst for game-changing trans-
formations of how a company is structured and managed. But it

depends on clear vision and strong leadership.

Keep moving forward. Going to the future — whether for companies or
countries — inevitably involves change that’s disruptive to (and resist-
ed by) many. But standing still isn’t an option. Have a view about the

future and have the courage to go there.
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Explain what you're doing — and why you're doing it. Because change is
often disruptive, it can spark a backlash among those who feel threat-
ened by it. Companies and countries need to foster understanding
about the measures they’re enacting and how these measures will

contribute to future competitiveness.

Create a common culture around common values. All companies — but

particularly those with operations spread across the world — need con-
nective tissue that will focus employees on the same set of values. And
the values will be more meaningful if the entire workforce is consulted

on what they should be.
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