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PART 
1

Management1

LEARNING OutcOmEs

Describe what management is.

Explain the four functions of management.

Describe different kinds of managers.

Explain the major roles and subroles that managers perform in 
their jobs.

Explain what companies look for in managers.

Discuss the top mistakes that managers make in their jobs.

Describe the transition that employees go through when they 
are promoted to management.

Explain how and why companies can create competitive 
advantage through people.

1-1

1-2

1-3

1-4

1-5

1-6

1-7

1-8

After you finish 

this chapter, go 

to PAGE 21 for

STUDY TOOLS
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3CHAPTER 1: Management

Nayar’s description of managerial responsibili-
ties suggests that managers also have to be concerned 
with efficiency and effectiveness in the work process. 
Efficiency is getting work done with a minimum of  
effort, expense, or waste. Starbucks Coffee measures 
efficiency, or productivity, in terms of transactions per 
labor hour, meaning the number of coffee/food trans-
actions each hour relative to the number of Starbucks 
employees it takes to handle those transactions. At  
11.7 transactions per labor hour, Starbucks is 46 percent 
more efficient today than in 2008 when it averaged 8 trans-
actions per labor hour.4 Because the company saves an  
estimated 10 seconds per transaction over credit cards 
and 20 seconds per transaction compared to cash  
payments, Starbucks’s increased use of mobile payments 
is a key driver of its ability to process more customers  
each hour.5 While Starbucks now handles 5 million  
mobile transactions per week, or 14 percent of all sales, 
efficiency is likely to rise even more as mobile transac-
tions have more than doubled in the past year.6

Efficiency alone, however, is not enough to ensure 
success. Managers must also strive for effectiveness, 
which is accomplishing tasks that help fulfill organiza-
tional objectives such as 
customer service and sat-
isfaction. After a 37 per-
cent surge in last-minute 
holiday shopping (com-
pared to the previous year) 
overwhelmed UPS and 
led to tens of thousands 
of late deliveries, Amazon.
com began expanding its 

MAnAgEMEnT Is  . . .
Management issues are fundamental to any organiza-
tion: How do we plan to get things done, organize the 
company to be efficient and effective, lead and motivate 
employees, and put controls in place to make sure our 
plans are followed and our goals met? Good manage-
ment is basic to starting a business, growing a business, 
and maintaining a business after it has achieved some 
measure of success. 

To understand how important good management is, 
think about this mistake. Sears, one of the oldest retailers 
in the United States, has had $7 billion since 2011. Ac-
cordingly, it is closing 235 unprofitable stores. And while 
industry analysts believe that Sears will need to close an-
other 300 to 400 stores, they don’t believe that it should 
be selling off profitable stores, too. However, Sears is so 
cash-strapped that it has sacrificed future earnings for 
short-term needs by selling a dozen profitable stores. 
Robert Futterman, CEO of RKF, a retail leasing and 
consulting company, said, “Retailers invest in their best 
stores and refurbish them, they don’t sell them.”1

Ah, bad managers and bad management. Is it any 
wonder that companies pay management consultants 
nearly $210 billion a year for advice on basic manage-
ment issues such as how to outperform competitors to 
earn customers’ business, lead people effectively, orga-
nize the company efficiently, and manage large-scale 
projects and processes?2 This textbook will help you un-
derstand some of the basic issues that management con-
sultants help companies resolve. (And it won’t cost you 
billions of dollars.)

Many of today’s managers got their start welding on 
the factory floor, clearing dishes off tables, helping cus-
tomers fit a suit, or wiping up a spill in aisle 3. Similarly, 
lots of you will start at the bottom and work your way 
up. There’s no better way to get to know your competi-
tion, your customers, and your business. But whether 
you begin your career at the entry level or as a supervi-
sor, your job as a manager is not to do the work but to 
help others do theirs. Management is getting work 
done through others. 

Vineet Nayar, CEO of IT services company HCL 
Technologies, doesn’t see himself as the guy who has to do 
everything or have all the answers. Instead, he sees him-
self as “the guy who is obsessed with enabling employees 
to create value.” Rather than coming up with solutions 
himself, Nayar creates opportunities for collaboration, for 
peer review, and for employees to give feedback on ideas 
and work processes. Says Nayar, “My job is to make sure 
everybody is enabled to do what they do well.”3

1-1

Management getting work 
done through others

Efficiency getting work done 
with a minimum of effort, expense,  
or waste 

Effectiveness accomplishing 
tasks that help fulfill organizational 
objectives

Sears is so cash strapped that it has 
sacrificed future earnings for short-term 
needs by selling a dozen profitable stores.
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4 PART OnE

coordinating, commanding, and controlling.11 Most man-
agement textbooks today have updated this list by drop-
ping the coordinating function and referring to Fayol’s 
commanding function as “leading.” Fayol’s management 
functions are thus known today in this updated form as 
planning, organizing, leading, and controlling. Studies 
indicate that managers who perform these management 
functions well are more successful, gaining promotions 
for themselves and profits for their companies. For ex-
ample, the more time CEOs spend planning, the more 
profitable their companies are.12 A twenty-five-year study 
at AT&T found that employees with better planning and 
decision-making skills were more likely to be promoted 
into management jobs, to be successful as managers, and 
to be promoted into upper levels of management.13

The evidence is clear. Managers serve their compa-
nies well when they plan, organize, lead, and control. So 
we’ve organized this textbook based on these functions 
of management, as shown in Exhibit 1.1. 

Now let’s take a closer look at each of the management 
functions: 1-2a planning, 1-2b organizing, 1-2c leading,  
and 1-2d controlling.

1-2a Planning
Planning involves determining organizational goals 
and a means for achieving them. As you’ll learn in Chap-
ter 5, planning is one of the best ways to improve perfor-
mance. It encourages people to work harder, to work for 
extended periods, to engage in behaviors directly related 
to goal accomplishment, and to think of better ways to 

own “last-mile” delivery service to improve customer 
service and satisfaction, and therefore effectiveness.7 
Although it typically uses UPS, FedEx, and the U.S. 
Postal Service for deliveries, Amazon hopes that its 
Amazon Fresh trucks, in use in a limited number of 
cities, will reduce rising shipping costs, challenge e-tail 
competitors such as eBay and Walmart, and, if it works, 
fulfill the “holy grail” of online buying—same-day de-
livery. Analyst Ajay Agarwal, of Bain Capital Ventures, 
says, “In the old days, it used to be your milkman com-
ing to your house every week. I think in five years I 
could imagine . . . some significant fraction of the popu-
lation having an Amazon truck coming to their house  
every week.”8

 MAnAgEMEnT 
FunCTIOns

Henri Fayol, who was a managing director (CEO) of a 
large steel company in the early 1900s, was one of the 
founders of the field of management. You’ll learn more 
about Fayol and management’s other key contributors 
when you read about the history of management in 
Chapter 2. Based on his twenty years of experience as 
a CEO, Fayol argued that “the success of an enterprise 
generally depends much more on the administrative 
ability of its leaders than on their technical ability.”9 A 
century later, Fayol’s arguments still hold true. During 
a two-year study code-named Project Oxygen, Google 
analyzed performance reviews and feedback surveys 
to identify the traits of its best managers. According 
to Laszlo Bock, Google’s vice president for people 
operations, “We’d always believed that to be a man-
ager, particularly on the engineering side, you need to 
be as deep or deeper a technical expert than the peo-
ple who work for you. It turns out that that’s absolutely 
the least important thing.” What was most important? 
“Be a good coach.” “Empower; Don’t microman-
age.” “Be product and results-oriented.” “Be a good 
communicator and listen to your team.” “Be interested 
in [your] direct reports’ success and well-being.” In 
short, Google found what Fayol observed: administra-
tive ability, or management, is key to an organization’s 
success.10 

According to Fayol, 
managers need to perform 
five managerial functions 
in order to be success-
ful: planning, organizing, 

1-2

Planning determining 
organizational goals and a means 
for achieving them

Exhibit 1.1

The Four Functions of Management

Planning

Leading

Organizing

Controlling
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5CHAPTER 1: Management

do their jobs. But most importantly, companies that plan 
have larger profits and faster growth than companies that 
don’t plan.

For example, the question “What business are we 
in?” is at the heart of strategic planning. You’ll learn 
about this in Chapter 6. If you can answer the ques-
tion “What business are you in?” in two sentences or 
fewer, chances are you have a very clear plan for your 
business. But getting a clear plan is not so easy. Some-
times even very successful companies stray from their 
core business. Alibaba is a China-based e-commerce 
company whose mission is, “To make it easy to do busi-
ness anywhere.” Like eBay, Alibaba operates online 
and mobile marketplaces that bring retail and whole-
sale buyers and sellers together. While Alibaba has  
600 million customers in China, it’s now expanding 
to the U.S. market via 11main.com, on which 1,000+ 
companies will sell everything from clothing to jewelry 
to arts and crafts. With such a clear mission and focus, 
it was surprising when Alibaba bought a 50 percent  
stake in China’s Guangzhou Evergrande soccer team. 
Alibaba’s Chairman Jack Ma explained, “I think not 
understanding soccer doesn’t matter. I also didn’t 
understand retail, e-commerce, or the Internet, but 
that didn’t stop me from doing it anyway.” Ma’s con-
fidence aside, Simon Wong of the London School of 
Economics warns, “You should focus on what you’re 
good at, and this seems so ancillary to what they’re 
doing today.”14

You’ll learn more about planning in Chapter 5 on planning 
and decision making, Chapter 6 on organizational strat-
egy, Chapter 7 on innovation and change, and Chapter 8 
on global management.

1-2b Organizing
Organizing is deciding where decisions will be 
made, who will do what jobs and tasks, and who will 
work for whom in the company. With 1,400 different 
computer systems; different labor unions represent-
ing pilots, flight attendants, and maintenance workers; 
and different ways of washing planes and boarding and 
feeding passengers; as well as different classes in the 
cabins (no first class on Continental), Continental Air-
lines and United Airlines faced an enormous organiz-
ing task to merge their two companies into the world’s 
second-largest airline. Lori Gobillot, vice president 
of integration management at the time of the reorga-
nization, oversaw thirty-three teams that decided the 
fastest way to board passengers and which computer 
systems to use, United’s or Continental’s, for scheduling 

crews, routing planes, handling bags and cargo, and 
just basic accounting. Said Gobillot, “I tell them to 
be fact-based, and direct and objective, and keep the 
emotions out of it—and don’t keep score. It’s not im-
portant how many things come from United and how 
many come from Continental.” Three years after the 
merger, significant challenges remain. For instance, 
mechanics continue to use separate information sys-
tems (one from United and one from Continental) 
to track and manage critical airplane maintenance 
and repair work. Likewise, labor agreements re-
strict “Continental” flight attendants to working on  
“Continental” planes and “United” flight attendants to 
“United” planes.15 Each decision matters, as reducing 
costs by as little as a half-cent per mile can result in a  
$1 billion increase in annual profits for an industry that 
historically loses billions each year.16 

You’ll learn more about organizing in Chapter 9 on 
designing adaptive organizations, Chapter 10 on man-
aging teams, Chapter 11 on managing human resources, 
and Chapter 12 on managing individuals and a diverse 
workforce.

1-2c Leading
Our third management function, leading, involves 
inspiring and motivating workers to work hard to 
achieve organizational goals. Eileen Martinson, CEO 
of software developer Sparta Systems, believes that it 
is important for leaders to clearly communicate what 
an organization’s goals are. She says, “A boss taught me 
a long time ago that people are going to remember 
only two to three things.” So at her first company-wide 
meeting, she communicated just one goal—doubling 
revenues over the next few years.17 Martinson says, “The 
employees completely understand where we are going, 
and we’ve built a culture around that. If you have to 
come in and show me 45 charts and go through a lot of 
mumbo jumbo that neither of us understands, it’s not 
going to work.”18 

You’ll learn more about 
leading in Chapter 13 
on motivation, Chap-
ter 14 on leadership, and 
Chapter 15 on managing 
communication.

1-2d Controlling
The last function of man-
agement, controlling, is  

Organizing deciding where 
decisions will be made, who will 
do what jobs and tasks, and who 
will work for whom

Leading inspiring and 
motivating workers to work hard 
to achieve organizational goals

Controlling monitoring 
progress toward goal achievement 
and taking corrective action  
when needed
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6 PART OnE

monitoring progress toward goal achievement and tak-
ing corrective action when progress isn’t being made. 
The basic control process involves setting standards to 
achieve goals, comparing actual performance to those 
standards, and then making changes to return perfor-
mance to those standards. According to Michael Corbat, 
CEO of financial services company Citigroup, mana-
gerial and company success are contingent on setting 
goals, measuring performance, and making adjustments 
and corrections as needed. He recently stated during 
a meeting of executives, “You are what you measure.” 
Therefore, a central part of his plan to restore Citi-
group’s financial performance is to measure how well 
executives perform against the plans they created. The 
basic idea, said one Citigroup executive, is “You said 
you would do this. Did you?” Corbat created a score-
card to measure the company’s fifty top executives in 
four categories: capital, clients, culture, and controls. 
Scores ranging from 100 (the highest) to −40 (the low-
est) will show how well each executive is performing. 
Corbat expects that the control process inherent in the  

scorecards will help Citi-
group develop more ac-
countability and discipline 
as it tries to recover from 
years of losses.19 

You’ll learn more about the control function in Chapter 
16 on control, Chapter 17 on managing information, and 
Chapter 18 on managing service and manufacturing 
operations.

 KInds OF  
MAnAgERs

Not all managerial jobs are the same. The demands and 
requirements placed on the CEO of Sony are significantly 
different from those placed on the manager of your local 
Wendy’s restaurant.

As shown in Exhibit 1.2, there are four kinds of managers, 
each with different jobs and responsibilities: 1-3a top 
managers, 1-3b middle managers, 1-3c first-line man-
agers, and 1-3d team leaders.

1-3a Top Managers
Top managers hold positions such as chief execu-
tive officer (CEO), chief operating officer (COO), chief  
financial officer (CFO), and chief information officer 
(CIO) and are responsible for the overall direction of the 

1-3

Top managers executives 
responsible for the overall 
direction of the organization

Bravely Changing Course

While globally appealing video games such 
as Sleeping Dogs (pictured) have failed 
to meet sales expectations, Square Enix 
has had unexpected success with highly 
targeted titles such as JRPG Bravely Default.
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Video game developer Square Enix has traditionally special-
ized in making Japanese-style role-playing games (JRPGs). 

In recent years, Square began focusing on trying to develop 
global blockbuster titles that would appeal to a global audience. 
It began to struggle when sales of games such as Tomb Raider, 
Sleeping Dogs, and Hitman: Absolution did not meet expecta-
tions. So it came as some surprise when Square released Bravely 
Default, a JRPG, and it sold more than 200,000 copies in the U.S. 
in three weeks. Square president Yosuke Matsuda took this as 
a cue. “In the past, when we developed console games with a 
worldwide premise, we lost our focus.” Matsuda said. “We weren’t 
able to see this clearly up until now, but fans of JRPGs are really 
spread around the world.”  The sales trends of its different games 
told Square what customers were looking for. In response, Mat-
suda said that Square would begin to include more JRPGs in its 
core stable of titles. 
source: M. Futter, “square Enix Believes Company Has ‘Lost Focus’,” Game Informer,  
March 31, 2014, accessed April 9, 2014. http://www.gameinformer.com/b/news 
/archive/2014/03/31/square-enix-president-believes-company-has-lost-focus.aspx.
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7CHAPTER 1: Management

organization. Top managers have the following responsi-
bilities.20 When R. J. Dourney was hired as Cosí’s CEO, 
the sandwich chain had struggled for twelve years under 
nine CEOs who never posted a profit. After just two days 
on the job, Dourney announced to the company’s cor-
porate employees that its Chicago headquarters would 
close and be relocated in Boston, where Dourney had 
been a successful franchiser of thirteen Cosi stores be-
fore becoming CEO. Dourney immediately closed ten 
unprofitable stores, updated the menu, and changed 
Così’s stock-incentive program to be performance based. 
He then rolled out a more efficient serving system to 
serve customers quickly at all locations. In less than a 
year, those same store sales rose 20 percent while the 
company’s stock price rose 160 percent per share.21

Indeed, in both Europe and the United States,  
35 percent of all CEOs are eventually fired because of their 
inability to successfully change their companies.22 Creat-
ing a context for change includes forming a long-range 
vision or mission for the company. When Satya Nadella 
was appointed CEO of Microsoft, the company was per-
ceived as a shortsighted, lumbering behemoth. Nadella 
reoriented the company with a series of acquisitions and 
innovations, including purchasing Mojang, maker of the 
Minecraft video game, and a 3D-hologram feature for 
controlling Windows. After following Microsoft for years, 
one analyst noted about Nadella’s new direction for the 
company, “Microsoft hasn’t really shown any sort of vision 
like this in a long, long time.”23 As one CEO said, “The 
CEO has to think about the future more than anyone.”24 
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Exhibit 1.2

What the Four Kinds of Managers Do

Jobs Responsibilities

Top Managers 

CEO CIO
COO Vice president
CFO Corporate heads

Change
Commitment
Culture
Environment

Middle Managers

General manager
Plant manager
Regional manager
Divisional manager

Resources
Objectives
Coordination
Subunit performance
Strategy implementation

First-Line Managers

Office manager
Shift supervisor
Department manager

Nonmanagerial worker supervision
Teaching and training
Scheduling
Facilitation

Team Leaders

Team leader
Team contact
Group facilitator

Facilitation
External relationships
Internal relationships
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8 PART OnE

After that vision or mission is set, the second res-
ponsibility of top managers is to develop employees’ 
commitment to and ownership of the company’s perfor-
mance. That is, top managers are responsible for creating  
employee buy-in. Third, top managers must create a posi-
tive organizational culture through language and action. 
Top managers impart company values, strategies, and les-
sons through what they do and say to others both inside 
and outside the company. Indeed, no matter what they 
communicate, it’s critical for them to send and reinforce 
clear, consistent messages.25 When Phil Martens became 
CEO of aluminum producer Novelis, he spent his first 
100 days visiting plants around the world and discovered 
that the company, with 11,000 employees, had highly 
fragmented business practices, operations, and strate-
gies. To clearly communicate, “that we’re going to 
move from a fragmented, regional company to a glob-
ally integrated company,” Martens 
had shirts with the slogan, “One 
Novelis,” distributed so that 
a symbolic picture of the 
leadership team could be 
taken. For the picture, said  
Martens, “We stood in a very 
defined triangle, very precise, 
because I wanted to create the 
image of order, and that we are 
together.”26 Likewise, it’s impor-
tant to actively manage internal 
organizational communication. 
As part of the One Novelis 
program, Martens created a 
global safety program, called  
Together We Are Safe, which monitored 
health and safety practices across Novelis’s global 
sites, identified best practices, and then adopted and 
communicated them as a global standard. As a result, 
from 2009 to 2013, Novelis saw injuries, illnesses, and 
fatalities drop by over 40 percent.27

Finally, top managers are responsible for monitoring 
their business environments. This means that top managers 
must closely monitor customer needs, competitors’ moves, 
and long-term business, economic, and social trends.

1-3b Middle 
Managers
Middle managers hold 
positions such as plant 
manager, regional man-
ager, or divisional manager. 
They are responsible for 

setting objectives consistent with top management’s 
goals and for planning and implementing subunit strat-
egies for achieving those objectives.28 Or as one middle 
manager put it, a middle manager is, “the implementer 
of the company’s strategy” who figures out the “how” 
to do the “what.”29 Middle manager Michelle Davis, 
an analytics director at FICO, the company that calcu-
lates credit scores, begins her day at 6:30 a.m. “when 
the hallways are dark” and there are few interruptions. 
Regular meetings, such as the monthly conference call 
that she has with the analytics team, start at 7:30 a.m. 
The rest of her long days are often filled with additional 
meetings, training sessions that she either leads or 
participates in, and quick check-ins with her boss and 

various product management teams across the com-
pany, in which she communicates the concerns of 

her group about the software that banks use 
when applying credit scores to 

bank customers.30 
One specific middle 

management responsibility 
is to plan and allocate re-
sources to meet objectives. 
A second major responsi-
bility is to coordinate and 
link groups, departments, 
and divisions within a com-
pany. One middle manager 
described his job as, “A man 
who can discuss strategy with 

[the] CXO at breakfast and 
[then] eat lunch with work-

ers.”31 FICO’s Michelle Davis 
admits that coordinating and linking 

teams across different groups and departments 
can be “frustrating,” but that it’s a significant part 

of her job. She adds, “It takes time to do manage-
ment right.”32

A third responsibility of middle management is 
to monitor and manage the performance of the sub-
units and individual managers who report to them. 
Finally, middle managers are also responsible for 
implementing the changes or strategies generated 
by top managers. Why? Because they’re closer to the 
managers and employees who work on a daily basis 
with suppliers to effectively and efficiently deliver the 
company’s product or service. In short, they’re closer  
to the people who can best solve problems and imple-
ment solutions. How important are middle manag-
ers to company performance? A study of nearly 400 
video game companies conducted at the University 
of Pennsylvania’s Wharton School of Business found 

Middle 
managers responsible  
for setting objectives consistent 
with top management’s goals and 
for planning and implementing 
subunit strategies for achieving 
these objectives
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9CHAPTER 1: Management

that middle managers’ effectiveness accounted for  
22 percent of the differences in performance across 
companies. In fact, middle managers were three times 
as important as the video game designers who develop 
game characters and story lines. Professor Ethan  
Mollick, who conducted the study, said that middle 
managers are the key to “making sure the people at 
the bottom and the top [of the organization] are get-
ting what they need.”33

1-3c First-Line Managers
First-line managers hold positions such as office 
manager, shift supervisor, or department manager. The 
primary responsibility of first-line managers is to manage 
the performance of entry-level employees who are di-
rectly responsible for producing a company’s goods and 
services. Thus, first-line managers are the only managers 
who don’t supervise other managers. The responsibilities 
of first-line managers include monitoring, teaching, and 
short-term planning.

First-line managers encourage, monitor, and reward 
the performance of their workers. First-line managers are 
also responsible for teaching entry-level employees how  
to do their jobs. They also make detailed schedules 
and operating plans based on middle management’s 
intermediate-range plans. In contrast to the long-term 
plans of top managers (three to five years out) and the 
intermediate plans of middle managers (six to eighteen 
months out), first-line managers engage in plans and  
actions that typically produce results within two 
weeks.34 Consider the typical convenience store man-
ager (e.g., 7-Eleven) who starts the day by driving past 
competitors’ stores to inspect their gasoline prices and 
then checks the outside of his or her store for anything 
that might need maintenance, such as burned-out 
lights or signs, or restocking, such as windshield washer 
fluid and paper towels. Then comes an inside check, 
where the manager determines what needs to be done 
for that day. (Are there enough donuts and coffee for 
breakfast or enough sandwiches for lunch?) After the 
day is planned, the manager turns to weekend orders. 
After accounting for the weather (hot or cold) and the 
sales trends at the same time last year, the manager 
makes sure the store will have enough beer, soft drinks, 
and newspapers on hand. Finally, the manager looks 
seven to ten days ahead for hiring needs. Because of 
strict hiring procedures (basic math tests, drug tests, 
and background checks), it can take that long to hire 
new employees. Said one convenience store manager, 
“I have to continually interview, even if I am fully 
staffed.”35

1-3d Team Leaders
The fourth kind of manager is a team leader. This 
relatively new kind of management job developed as 
companies shifted to self-managing teams, which, by 
definition, have no formal supervisor. In traditional man-
agement hierarchies, first-line managers are responsible 
for the performance of nonmanagerial employees and 
have the authority to hire and fire workers, make job 
assignments, and control resources. In this new struc-
ture, the teams themselves perform nearly all of the 
functions performed by first-line managers under tradi-
tional hierarchies.36

Team leaders are primarily responsible for 
facilitating team activities toward accomplishing a goal. 
This doesn’t mean team leaders are responsible for 
team performance. They aren’t. The team is. So how do 
team leaders help their teams accomplish their goals? 
Avinoam Nowogrodski, CEO at Clarizen, a software 
company, says, “Great leaders ask the right questions. 
They recognize . . . that a team is much better at figuring 
out the answers.”37 Team leaders help their team mem-
bers plan and schedule work, learn to solve problems, 
and work effectively with each other. Management con-
sultant Franklin Jonath says, “The idea is for the team 
leader to be at the service of the group.” It should be 
clear that the team members own the outcome. The 
leader is there to bring intellectual, emotional, and spir-
itual resources to the team. Through his or her actions, 
the leader should be able to show the others how to 
think about the work that they’re doing in the context 
of their lives. It’s a tall order, but the best teams have 
such leaders.38

Relationships among team members and be-
tween different teams are crucial to good team per-
formance and must be well managed by team leaders, 
who are responsible for fostering good relationships 
and addressing problematic ones within their teams. 
Getting along with others is much more important 
in team structures because team members can’t 
get work done without 
the help of teammates. 
Clarizen CEO Avinoam 
Nowogrodski agrees, say-
ing, “Innovation is cre-
ated with people who you 
respect. It will never hap-
pen in a group of people 
who hate each other. If 
you want to have innova-
tion within your company, 
you need to have a culture 

First-line 
managers responsible for 
training and supervising the 
performance of nonmanagerial 
employees who are directly 
responsible for producing the 
company’s products or services

Team leaders managers 
responsible for facilitating 
team activities toward goal 
accomplishment
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10 PART OnE

of respect.”39 And, Nowogrodski adds, that starts with 
the team leader. “If you respect other people, they’ll 
respect you.”40 Tim Clem emerged as a team leader 
at GitHub, a San Francisco–based software com-
pany that provides collaborative tools and online work 
spaces for people who code software. GitHub, itself, 
also uses team structures and team leaders to decide 
the software projects on which its 170 employees 
will work. After only a few months at the company, 
Clem, who had not previously led a team, convinced 
his GitHub colleagues to work on a new product he 
had designed for Microsoft Windows. Without their 
approval, he would not have gotten the go-ahead and 
the resources to hire people to do the project. By con-
trast, a manager, and not the team, would have likely  
made this decision in a traditional management 
structure.41

Team leaders are also responsible for managing 
external relationships. Team leaders act as the bridge 
or liaison between their teams and other teams, depart-
ments, and divisions in a company. For example, if a 
member of Team A complains about the quality of Team 
B’s work, Team A’s leader is responsible for solving the 
problem by initiating a meeting with Team B’s leader. 
Together, these team leaders are responsible for getting 
members of both teams to work together to solve the 
problem. If it’s done right, the problem is solved without 
involving company management or blaming members of 
the other team.42

In summary, because of these critical differences, 
team leaders who don’t understand how their roles are 
different from those of traditional managers often strug-
gle in their jobs.

You will learn more about teams in Chapter 10.

 MAnAgERIAL  
ROLEs

Although all four types of managers engage in planning, 
organizing, leading, and controlling, if you were to follow 
them around during a typical day on the job, you would 
probably not use these terms to describe what they 
actually do. Rather, what you’d see are the various roles 
managers play. Professor Henry Mintzberg followed five 
American CEOs, shadowing each for a week and analyz-
ing their mail, their conversations, and their actions. He 
concluded that managers fulfill three major roles while 

1-4

performing their jobs—interpersonal, informational, 
and decisional.43

In other words, managers talk to people, gather and 
give information, and make decisions. Furthermore, as 
shown in Exhibit 1.3, these three major roles can be sub-
divided into ten subroles. 

Let’s examine each major role—1-4a interpersonal roles, 
1-4b informational roles, and 1-4c decisional roles—
and their ten subroles.

1-4a Interpersonal Roles
More than anything else, management jobs are people- 
intensive. When asked about her experience as a first-
time CEO, Kim Bowers, CEO of CST Brands, said, “We 
have 12,000 employees. [So,] I spend a lot of time out 
in the field with them.”44 Estimates vary with the level 
of management, but most managers spend between 
two-thirds and four-fifths of their time in face-to-face 
communication with others.45 If you’re a loner, or if you 
consider dealing with people a pain, then you may not 
be cut out for management work. In fulfilling the inter-
personal role of management, managers perform three 
subroles: figurehead, leader, and liaison.

Exhibit 1.3

Mintzberg’s Managerial Roles

Entrepreneur
Disturbance Handler
Resource Allocator
Negotiator

Figurehead
Leader
Liaison

Monitor
Disseminator
Spokesperson

Interpersonal Roles

Informational Roles

Decisional Roles

source: Adapted from “The Manager’s Job: Folklore and Fact,” by Mintzberg, H. Harvard 
Business Review, July–August 1975. 
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11CHAPTER 1: Management

In the figurehead role, managers perform cer-
emonial duties such as greeting company visitors, speak-
ing at the opening of a new facility, or representing the 
company at a community luncheon to support local char-
ities. When Fendi, the Italian fashion house, launched a 
design initiative to raise money for charity, CEO Pietro 
Beccari hosted a gala at the company’s recently opened 
flagship in New York City.46

In the leader role, managers motivate and encourage 
workers to accomplish organizational objectives (see box 
“Seven Deadlies—Things Great Bosses Avoid”). One way 
managers can act as leaders is to establish challenging 
goals. William Xu, the enterprise division chief of Chinese 
telecom equipment maker Huawei Enterprises, gave his 
division a 40 percent sales growth target for 2013. Xu said, 
“The (2013) target was very ambitious to motivate staff.”47 

In the liaison role, managers deal with people 
outside their units. Studies consistently indicate that 
managers spend as much time with outsiders as they do 
with their own subordinates and their own bosses. For 
example, CEOs often sit on other companies’ boards. 
CEO Stephen Zarrilli, of Safeguard Scientifics, which 
invests in high-growth health care and technology 
firms, says, “When you sit on another company’s board, 

you gain perspective—not only about the company 
and its industry—but, more importantly, about other 
operating methodologies, governance, and viewpoints 
that can be very beneficial when you bring them back 
to your company.”48 Indeed, companies in low-growth, 
highly competitive industries whose CEOs sit on out-
side boards earn an average return on assets 15 percent 
higher than companies with CEOs who don’t sit on out-
side boards!49

1-4b Informational Roles
Not only do managers 
spend most of their time 
in face-to-face contact 
with others, they spend 
much of it obtaining 
and sharing information. 
Mintzberg found that 
the managers in his study 
spent 40 percent of their 
time giving and getting in-
formation from others. In 
this regard, management 

Figurehead role the 
interpersonal role managers play 
when they perform ceremonial 
duties 

Leader role the interpersonal 
role managers play when they 
motivate and encourage workers 
to accomplish organizational 
objectives

Liaison role the interpersonal 
role managers play when they deal 
with people outside their units

Seven Deadlies—Things Great Bosses Avoid

A manager is responsible not only for providing direction and 
guidance to employees but also for making sure to create 

a work environment that allows them to be the best. Author 
and columnist Jeff Haden identifies seven things that managers 
often do that create an uncomfortable and unproductive work 
atmosphere:

1.  Pressuring employees to attend social events. When your 
employees are with people from work, even at some party, 
it might just end up feeling like “work.” 

2. Pressuring employees to give to charity. 

3. Not giving employees time to eat during mealtime hours. 

4. Asking employees to do self-evaluations. 

5. Asking employees to evaluate their coworkers. 

6. Asking employees to do something that you don’t want to do. 

7. Asking employees to reveal personal information in the spirit of “team building.”

source: J. Haden “7 Things great Bosses never Ask Employees to do” Inc.com, March 12, 2015, accessed March 28, 2015. http://www.inc.com/jeff-haden/7-things-the-best 
-bosses-refuse-to-ask-employees-to-do.html.
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can be viewed as gathering information by scanning the 
business environment and listening to others in face-to-
face conversations, processing that information, and then 
sharing it with people both inside and outside the company.  
Mintzberg described three informational subroles: mon-
itor, disseminator, and spokesperson.

In the monitor role, managers scan their environ-
ment for information, actively contact others for informa-
tion, and, because of their personal contacts, receive a great 
deal of unsolicited information. Besides receiving firsthand 
information, managers monitor their environment by read-
ing local newspapers and the Wall Street Journal to keep 
track of customers, competitors, and technological changes 
that may affect their businesses. Today’s managers can sub-
scribe to electronic monitoring and distribution services 
that track the news wires (Associated Press, Reuters, and so 
on) for stories and social media posts related to their busi-
nesses. These services deliver customized news that only 
includes topics the managers specify. Business Wire (http://
www.businesswire.com) monitors and distributes daily 
news headlines from major industries (for example automo-
tive, banking and financial, health, high tech).50 CyberAlert 
(http://www.cyberalert.com) keeps round-the-clock track 
of new stories in categories chosen by each subscriber. It 

also offers CyberAlert So-
cial, which monitors roughly 
25 million individual social 
media posts daily across 
190 million social media 
sources worldwide. Brand-
watch and ViralHeat are 
additional tools for monitor-
ing social media.51 Another 
site, Federal News Service 
(http://fednews.com), pro-
vides subscribers with daily 
electronic news clips from 
more than 10,000 online 
news sites.52

Because of their numerous personal contacts and their 
access to subordinates, managers are often hubs for the 
distribution of critical information. In the disseminator 
role, managers share the information they have collected 
with their subordinates and others in the company. At 
Qualtrics, a software company that provides sophisticated 
online survey research tools, CEO Ryan Smith makes sure 
that everyone in the company is clear on company goals and 
plans. Every Monday, employees are asked via email to re-
spond to two questions: “What are you going to get done this 
week? And what did you get done last week that you said you 
were going to do?” Smith says, “Then that rolls up into one  
email that the entire organization gets. So if someone’s got a 
question, they can look at that for an explanation. We share 
other information, too—every time we have a meeting,  
we release meeting notes to the organization. When we 
have a board meeting, we write a letter about it afterward 
and send it to the organization.” Qualtrics also uses an in-
ternal database where each quarter employees enter their 
plans for meeting the company’s objectives. Those plans are 
then made visible to everyone else at Qualtrics.53

In contrast to the disseminator role, in which man-
agers distribute information to employees inside the 
company, managers in the spokesperson role share 
information with people outside their departments or 
companies. One of the most common ways CEOs serve 
as spokespeople for their companies is at annual meet-
ings with company shareholders or the board of direc-
tors. CEOs also serve as spokespeople to the media 
when their companies are involved in major news sto-
ries. For example, Amazon founder and CEO Jeff Bezos  
attracted worldwide attention when he announced that Am-
azon was actively working on ways to use airborne drones to 
deliver Amazon purchases to its Amazon Prime members 
who pay $99 a year for the privilege of unlimited two-day 
delivery. Bezos said, “The Prime Air team is already flight 
testing our 5th and 6th generation aerial vehicles, and we 
are in the design phase on generations 7 and 8.”54 As with 
its Amazon Fresh trucks, drones would be used to speed 
delivery and reduce costs. While many believe that drone 
delivery is five years away or more, Bezos says, “It will work, 
and it will happen, and it’s gonna be a lot of fun.”55

1-4c Decisional Roles
Mintzberg found that obtaining and sharing information 
is not an end in itself. Obtaining and sharing informa-
tion with people inside and outside the company is useful 
to managers because it helps them make good deci-
sions. According to Mintzberg, managers engage in four 
decisional subroles: entrepreneur, disturbance handler, 
resource allocator, and negotiator.

Monitor role the 
informational role managers play 
when they scan their environment 
for information

Disseminator role the 
informational role managers play 
when they share information with 
others in their departments  
or companies

Spokesperson role the 
informational role managers play 
when they share information with 
people outside their departments 
or companies
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13CHAPTER 1: Management

In the entrepreneur role, managers adapt them-
selves, their subordinates, and their units to change. For 
years, Whole Foods Market, was the top—and only—
organic grocery retailer. When traditional chains, such 
as Kroger and Walmart, began offering organic produce, 
meat, and packaged foods for cheaper prices, Whole 
Foods—sometimes called “Whole Paycheck” due to its 
high prices—became vulnerable and earnings plummeted. 
Co-CEO Walter Robb said, “All of a sudden  .  .  . you can 
get the same stuff in many other places and you could get it 
cheaper.” So the company cut prices, which, “Will tell cus-
tomers what we are about: values and value,” says founder 
and Co-CEO John Mackey. Whole 
Foods also launched its first national 
advertising campaign, started a cus-
tomer loyalty program, and partnered 
with Instacart to deliver groceries to 
customers’ homes in fifteen cities. Co-
CEO Robb says that changes—and 
lower prices—will continue.56

In the disturbance handler 
role, managers respond to pres-
sures and problems so severe that they  
demand immediate attention and action. In December 
2014, Brian Cornell, Target’s new CEO, went on a solo tour 
of the company’s Canadian retail stores. Target Canada, the 
company’s first international expansion, had lost $2 billion 
since starting in 2011. Cornell, CEO for just four months, 
wanted to see the struggling Canadian stores firsthand. On 
returning home, he reviewed Target Canada’s sales numbers, 
and just a few weeks later, in January 2015, announced Tar-
get would spend $600 million to liquidate all 133 Canadian  
stores, lay off 17,000 employees, and take a $5.4 billion  
write down. Cornell said, “Simply put, we were losing 
money every day,” and could not, “find a realistic scenario 
that got Target Canada to profitability until at least 2021.”57 

In the resource allocator role, managers decide 
who will get what resources and how many resources 
they will get. Ford’s F-series truck, the best selling vehi-
cle in the U.S. for thirty-two consecutive years, generates 
$22 billion in sales a year and accounts for 12 percent  
of Ford’s global sales and 40 percent of its global prof-
its. In 2009, Ford committed to a multibillion dollar in-
vestment to redesign the F-series, whose prices range 
from $24,000 to $50,000, to be built with a completely 
aluminum body, something found only in much more  
expensive cars, such as the the $70,000 Tesla Model S 
or the $75,000 Audi A8. Ford Chairman Bill Ford, says, 
“Some people might say, ‘Aren’t you taking a chance 
with your best-selling vehicle?’. But that’s what you have 
to do.” He said, “I would have had much more anxiety 
if they had come in with business-as-usual.” The 2015 

F-series is 700 lbs. lighter, which allowed Ford engineers 
to replace a 6.2 liter V8 with a 3.5-liter turbocharged V6. 
While still capable of towing 8,000 pounds, overall gas 
mileage rose by 16 percent from 19 mpg to 22 mpg, mak-
ing the F-series the most fuel efficient gas-powered ve-
hicle in its class.”58

In the negotiator role, managers negotiate sched-
ules, projects, goals, outcomes, resources, and employee 
raises. When Ryanair, Europe’s low-cost airline, was shop-
ping for 200 new planes in 2014, it pressed Boeing and Air-
bus to add an extra eight to eleven seats per plane. Doing so 

cuts costs by 20 percent and earns an extra 1 million eu-
ros per plane each year. CEO Michael  

O’Leary traveled from Ireland to  
Seattle to personally negotiate the 
deal and acknowledged pitting  
Ryanair’s longtime supplier Boeing 
against Airbus, saying, “We were 
very close to going to Airbus in the 
spring [of 2014].” O’Leary left Boe-
ing with a deal for 200 planes, each 
with eight extra seats, and a hefty 

discount off the $104 million retail price 
of Boeing’s 737-MAX jet (still in development) that brought 
the total price tag down from $20.8 billion to $11 billion.59 

 WHAT  
COMPAnIEs LOOK 
FOR In MAnAgERs

I didn’t have the slight-
est idea what my job 
was. I walked in gig-
gling and laughing 
because I had been pro-
moted and had no idea 
what principles or style 
to be guided by. After 
the first day, I felt like 
I had run into a brick 
wall. (Sales Represen-
tative #1)

Suddenly, I found my-
self saying, boy, I can’t 
be responsible for get-
ting all that revenue. 
I don’t have the time. 
Suddenly you’ve got to 

1-5

Entrepreneur role the 
decisional role managers play 
when they adapt themselves, their 
subordinates, and their units to 
change 

Disturbance handler 
role the decisional role 
managers play when they respond 
to severe pressures and problems 
that demand immediate action

Resource allocator role the 
decisional role managers play when 
they decide who gets what resources 
and in what amounts

Negotiator role the 
decisional role managers play 
when they negotiate schedules, 
projects, goals, outcomes, 
resources, and employee raises
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14 PART OnE

go from [taking care of] yourself and say now 
I’m the manager, and what does a manager do? 
It takes awhile thinking about it for it to really 
hit you . . . a manager gets things done through 
other people. That’s a very, very hard transition 
to make. (Sales Representative #2)60

The preceding statements were made by two 
star sales representatives who, on the basis of their 
superior performance, were promoted to the posi-
tion of sales manager. As their comments indicate, 
at first they did not feel confident about their ability 
to do their jobs as managers. Like most new manag-
ers, these sales managers suddenly realized that the 
knowledge, skills, and abilities that led to success 
early in their careers (and were probably responsible 
for their promotion into the ranks of management) 
would not necessarily help them succeed as managers. 
As sales representatives, they were responsible only 
for managing their own performance. But as sales 
managers, they were now directly responsible 
for supervising all of the sales represen-
tatives in their sales territories. Fur-
thermore, they were now directly 
accountable for whether those sales 
representatives achieved their sales goals. If 
performance in nonmanagerial jobs doesn’t nec-
essarily prepare you for a managerial job, then 
what does it take to be a manager?

When companies look for employees who 
would be good managers, they look for indi-
viduals who have technical skills, human skills, 
conceptual skills, and the motivation to manage.61 
Exhibit 1.4 shows the relative importance of these 
four skills to the jobs of team leaders, first-line 
managers, middle managers, and top managers.

Technical skills are the specialized proce-
dures, techniques, and knowledge required to get 
the job done. For the sales managers described pre-

viously, technical skills 
involve the ability to 
find new sales prospects, 
develop accurate sales 
pitches based on customer 
needs, and close sales. For 
a nurse supervisor, techni-
cal skills include being able 
to insert an IV or operate a 
crash cart if a patient goes 
into cardiac arrest.

Technical skills are 
most important for team 

Technical skills the 
specialized procedures, 
techniques, and knowledge 
required to get the job done

Human skills the ability to 
work well with others

Conceptual skills the ability 
to see the organization as a whole, 
understand how the different parts 
affect each other, and recognize 
how the company fits into or is 
affected by its environment 

Exhibit 1.4

Management Skills
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Technical
Skills

Motivation
to Manage

Conceptual
Skills

Middle Managers

Top ManagersFirst-Line Managers

Team Leaders

leaders and lower-level managers because 
they supervise the workers who produce 
products or serve customers. Team lead-
ers and first-line managers need technical 

knowledge and skills to train new employ-
ees and help employees solve problems. 

Technical knowledge and skills are also 
needed to troubleshoot problems that 

employees can’t handle. Techni-
cal skills become less important 
as managers rise through the 

managerial ranks, but they are still 
important.

Human skills can be summarized as 
the ability to work well with others. Managers 

with human skills work effectively within groups, 
encourage others to express their thoughts and feel-
ings, are sensitive to others’ needs and viewpoints, 
and are good listeners and communicators. Human 
skills are equally important at all levels of manage-
ment, from team leaders to CEOs. However, be-

cause lower-level managers spend much of their time 
solving technical problems, upper-level managers may 
actually spend more time dealing directly with people. On 
average, first-line managers spend 57 percent of their time 
with people, but that percentage increases to 63 percent for 
middle managers and 78 percent for top managers.62

Conceptual skills are the ability to see the 
organization as a whole, to understand how the different 
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15CHAPTER 1: Management

parts of the company affect each other, and to recog-
nize how the company fits into or is affected by its 
external environment such as the local community, 
social and economic forces, customers, and the com-
petition. Good managers have to be able to recognize, 
understand, and reconcile multiple complex problems 
and perspectives. In other words, managers have to be 
smart! In fact, intelligence makes so much difference 
for managerial performance that managers with above-
average intelligence typically outperform managers of 
average intelligence by approx imately 48 percent.63 
Clearly, companies need to be careful to promote smart 
workers into management. Conceptual skills increase in 
importance as managers rise through the management 
hierarchy.

Good management involves much more than in-
telligence, however. For example, making the depart-
ment genius a manager can be disastrous if that genius 
lacks technical skills, human skills, or one other factor 
known as the motivation to manage. Motivation to 
manage is an assessment of how motivated employees 
are to interact with superiors, participate in competi-
tive situations, behave assertively toward others, tell 
others what to do, reward good behavior and punish 
poor behavior, perform actions that are highly visible 
to others, and handle and organize administrative tasks. 
Managers typically have a stronger motivation to man-
age than their subordinates, and managers at higher 

levels usually have a stronger motivation to manage 
than managers at lower levels. Furthermore, manag-
ers with a stronger motivation to manage are promoted 
faster, are rated as better managers by their employees, 
and earn more money than managers with a weak mo-
tivation to manage.64

 MIsTAKEs MAnAgERs 
MAKE

Another way to understand what it takes to be a manager 
is to look at the mistakes managers make. In other words, 
we can learn just as much from what managers shouldn’t 
do as from what they should do. Exhibit 1.5 lists the top 
ten mistakes managers make.

Several studies of U.S. and British managers have 
compared “arrivers,” or managers who made it all the 
way to the top of their companies, with “derailers,” or 
managers who were successful early in their careers but 
were knocked off the fast track by the time they reached 
the middle to upper levels 
of management.65 The re-
searchers found that there 
were only a few differ-
ences between arrivers and 

1-6

How to Be an Effective Executive in the Age  
of Brilliant Machines

In the era of big data, powerful analytics, enterprise software tools, and apps that do just about anything, there’s no denying that 
technology has made many jobs obsolete. Could the same be true for managers? Could technology make management obsolete? 

As data science and artificial intelligence begin to permeate business organizations, it will become increasingly critical for 
managers to have strong human skills. In this era of brilliant machines, managers make the biggest difference by doing the 
following:

 ▸ Asking questions—It takes judgment to know who to ask, what questions to ask, and when to ask them.

 ▸ Attacking exceptions—An algorithm might identify exceptions, but good managers will chase them down to resolve them.

 ▸ Tolerating ambiguity—The bigger and broader a problem, the better suited it is to a manager who can tolerate ambiguity and has 
a high level of discernment.

 ▸ Employing soft skills—Humans have the advantage when it comes to interpersonal skills such as empathy, inspiration, and coaching.

In the era of brilliant machines, the managers who master human skills will be the ones who have the edge.
source: Irving Wladawksy-Berger, “As Big data and AI Take Hold, What Will It Take to Be an Effective Executive,” Wall Street Journal, January 23. 2015. http://blogs.wsj.com 
/cio/2015/01/23/as-big-data-and-ai-take-hold-what-will-it-take-to-be-an-effective-executive/tab/print/.

Motivation to manage  
an assessment of how enthusiastic 
employees are about managing 
the work of others
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derailers. For the most part, 
both groups were talented, 
and both groups had 
weaknesses. But what dis-
tinguished derailers from 
arrivers was that derailers 
possessed two or more fa-
tal flaws with respect to the 
way they managed people. 
Although arrivers were by 
no means perfect, they usu-
ally had no more than one 
fatal flaw or had found ways 
to minimize the effects of their 
flaws on the people with whom they 
worked.

The top mistake made by derailers was that they 
were insensitive to others by virtue of their abrasive, 
intimidating, and bullying management style. The 
authors of one study described a manager who walked 
into his subordinate’s office and interrupted a meeting 
by saying, “I need to see you.” When the subordinate 
tried to explain that he was not available because he 
was in the middle of a meeting, the manager barked, 
“I don’t give a damn. I said I wanted to see you now.”66 
Not surprisingly, only 25 percent of derailers were 
rated by others as being good with people, compared 
to 75 percent of arrivers.

The second mistake was that derailers were often 
cold, aloof, or arrogant. Although this sounds like 
insensitivity to others, it has more to do with derailed 

Exhibit 1.5

Top Ten Mistakes Managers Make
1. Insensitive to others: abrasive, intimidating, bullying style

2. Cold, aloof, arrogant

3. Betray trust

4. Overly ambitious: thinking of next job, playing politics

5. Specific performance problems with the business

6. Overmanaging: unable to delegate or build a team

7. Unable to staff effectively

8. Unable to think strategically

9. Unable to adapt to boss with different style

10. Overdependent on advocate or mentor

source: M. W. McCall, Jr., and M. M. Lombardo, “What Makes a Top Executive?” 
Psychology Today, February 1983, 26–31.

managers being so smart, so expert in their areas of 
knowledge, that they treated others with contempt 
because they weren’t experts, too.67 For example, 
AT&T called in an industrial psychologist to coun-
sel its vice president of human resources because 
she had been blamed for “ruffling too many feath-
ers” at the company.68 Interviews with the vice presi-
dent’s coworkers and subordinates revealed that they 
thought she was brilliant, was “smarter and faster 
than other people,” “generates a lot of ideas,” and 
“loves to deal with complex issues.” Unfortunately, 
these smarts were accompanied by a cold, aloof, and 
arrogant management style. The people she worked 
with complained that she does “too much too fast,” 
treats coworkers with “disdain,” “impairs teamwork,” 
“doesn’t always show her warm side,” and has “burned 
too many bridges.”69

The third mistake made by derailers involved 
betraying a trust. Betraying a trust doesn’t mean being 

dishonest. Instead, it means 
making others look bad by 
not doing what you said you 
would do when you said 
you would do it. That mis-
take, in itself, is not fatal 

because managers and 
their workers aren’t ma-
chines. Tasks go undone 
in every company ev-
ery single business day. 
There’s always too much 

to do and not enough time, 
people, money, or resources to do it. 

The fatal betrayal of trust is failing to inform others  
when things will not be done right or on time. This 
failure to admit mistakes, failure to quickly inform 
others of the mistakes, failure to take responsibility 
for the mistakes, and failure to fix the mistakes with-
out blaming others clearly distinguished the behavior 
of derailers from arrivers.

The fourth mistake was being overly political and 
ambitious. Managers who always have their eye on their 
next job rarely establish more than superficial relation-
ships with peers and coworkers. In their haste to gain 
credit for successes that would be noticed by upper 
management, they make the fatal mistake of treating 
people as though they don’t matter. An employee with 
an overly ambitious boss described him this way: “He 
treats employees coldly, even cruelly. He assigns blame 
without regard to responsibility, and takes all the credit 
for himself. I once had such a boss, and he gave me a 
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17CHAPTER 1: Management

new definition of shared risk: If something I did was suc-
cessful, he took the credit. If it wasn’t, I got the blame.”70

The fatal mistakes of being unable to delegate, 
build a team, and staff effectively indicate that many 
derailed managers were unable to make the most basic 
transition to managerial work: to quit being hands-on 
doers and get work done through others. Two things 
go wrong when managers make these mistakes. First, 
when managers meddle in decisions that their subor-
dinates should be making—when they can’t stop being 
doers—they alienate the people who work for them. 
Rich Dowd, founder of Dowd Associates, an executive 
search firm, admits to constantly monitoring and in-
terrupting employees because they weren’t doing the 
job “in the way I saw fit, even when their work was 
outstanding.” According to Richard Kilburg of Johns 
Hopkins University, when managers interfere with 
workers’ decisions, “You  .  .  . have a tendency to lose 
your most creative people. They’re able to say, ‘Screw 
this. I’m not staying here.’”71 Indeed, one employee 
told Dowd that if he was going to do her job for her, 
she would quit. Second, because they are trying to do 
their subordinates’ jobs in addition to their own, man-
agers who fail to delegate will not have enough time 
to do much of anything well. An office assistant to a 
Washington politician came in to work every day to 
find a long to-do list waiting on her desk, detailing ev-
erything she was expected to get done that day, along 
with how to do it, who to call, and when to give her 
boss updates on her progress. She said, ”Sometimes, 

this list was 3 or 4 pages long. It must have taken him 
at least an hour to create.”72

 THE TRAnsITIOn  
TO MAnAgEMEnT: 
THE FIRsT YEAR

In her book Becoming a Manager: Mastery of a New 
Identity, Harvard Business School professor Linda 
Hill followed the development of nineteen people 
in their first year as managers. Her study found that 
becoming a manager produced a profound psycho-
logical transition that changed the way these managers 
viewed themselves and others. As shown in Exhibit 1.6, 
the evolution of the managers’ thoughts, expectations, 
and realities over the course of their first year in man-
agement reveals the magnitude of the changes they 
experienced.

Initially, the managers in Hill’s study believed 
that their job was to exercise formal authority and to 
manage tasks—basically being the boss, telling others 
what to do, making decisions, and getting things done. 
One of the managers Hill interviewed said, “Being 
the manager means running my own office, using my 
ideas and thoughts.” Another said, “[The office is] my 
baby. It’s my job to make sure it works.”73 In fact, most 

1-7

Exhibit 1.6

Stages in the Transition to Management

MANAGERS’ INITIAL EXPECTATIONS AFTER SIX MONTHS AS A MANAGER AFTER A YEAR AS A MANAGER

� Be the boss � Initial expectations were wrong � No longer a doer

� Formal authority � Fast pace �

� Manage tasks � Heavy workload
�

� Job is not managing people �
� Job is people development

Communication, listening, and positive 
reinforcement

Learning to adapt to and control stress
Job is to be problem solver and 
troubleshooter for subordinates

JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC

source: L.A. Hill, Becoming a Manager: Mastery of a New Identity (Boston: Harvard Business school Press, 1992).
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18 PART OnE

of the new managers were attracted to management 
positions because they wanted to be in charge. Sur-
prisingly, the new managers did not believe that their 
job was to manage people. The only aspects of people 
management mentioned by the new managers were 
hiring and firing.

After six months, most of the new managers had 
concluded that their initial expectations about mana-
gerial work were wrong. Management wasn’t just 
about being the boss, making decisions, and telling 
others what to do. The first surprise was the fast pace 
and heavy workload involved. Said one of Hill’s manag-
ers, “This job is much harder than you think. It is 40 to  
50 percent more work than being a producer! Who 
would have ever guessed?” The pace of managerial 
work was startling, too. Another manager 
said, “You have eight or nine people look-
ing for your time . . . coming into and out 
of your office all day long.” A somewhat 
frustrated manager declared that manage-
ment was “a job that never ended . . . a job 
you couldn’t get your hands around.”74

Informal descriptions like these are 
consistent with studies indicating 
that the average first-line man-
ager spends no more than two 
minutes on a task before being 
interrupted by a request from a 
subordinate, a phone call, 
or an email. The pace is 
somewhat less hurried for 
top managers, who spend 
an average of approximately 
nine minutes on a task before hav-
ing to switch to another. In practice, 
this means that supervisors may per-
form thirty tasks per hour, while top managers perform 
seven tasks per hour, with each task typically different 
from the one that preceded it. A manager described 
this frenetic level of activity by saying, “The only time 
you are in control is when you shut your door, and then 
I feel I am not doing the job I’m supposed to be doing, 
which is being with the people.”75

The other major surprise after six months on 
the job was that the managers’ expectations about 
what they should do as managers were very different 
from their subordinates’ expectations. Initially, the 
managers defined their jobs as helping their subordi-
nates perform their jobs well. For the managers, who 
still defined themselves as doers rather than manag-
ers, assisting their subordinates meant going out on 
sales calls or handling customer complaints. One 

manager said, “I like going out with the rep, who may 
need me to lend him my credibility as manager. I like 
the challenge, the joy in closing. I go out with the reps 
and we make the call and talk about the customer; 
it’s fun.”76 But when the managers “assisted” in this 
way, their subordinates were resentful and viewed 
their help as interference. The subordinates wanted 
their managers to help them by solving problems that 
they couldn’t solve themselves. After the managers 
realized this distinction, they embraced their role as 
problem solver and troubleshooter. Thus, they could 
help without interfering with their subordinates’ jobs.

After a year on the job, most of the managers 
thought of themselves as managers and no longer as 

doers. In making the transition, they finally re-
alized that people management was the most 

important part of their job. One of Hill’s 
interviewees summarized the lesson that 
had taken him a year to learn by say-

ing, “As many demands as managers 
have on their time, I think 
their primary responsibility 
is people development. Not 

production, but people 
development.”77 Another 
indication of how much 

their views had changed 
was that most of the manag-
ers now regretted the rather 

heavy-handed approach they 
had used in their early attempts 
to manage their subordinates. 
“I wasn’t good at managing . . . , 
so I was bossy like a first-grade 
teacher.” “Now I see that I 
started out as a drill sergeant. 

I was inflexible, just a lot of how-to’s.” By 
the end of the year, most of the managers had aban-
doned their authoritarian approach for one based on 
communication, listening, and positive reinforcement. 

Finally, after beginning their year as managers in 
frustration, the managers came to feel comfortable with 
their subordinates, with the demands of their jobs, and 
with their emerging managerial styles. While being man-
agers had made them acutely aware of their limitations 
and their need to develop as people, it also provided them 
with an unexpected reward of coaching and developing 
the people who worked for them. One manager said, “It 
gives me the best feeling to see somebody do something 
well after I have helped them. I get excited.” Another 
stated, “I realize now that when I accepted the position 
of branch manager that it is truly an exciting vocation. 
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19CHAPTER 1: Management

It is truly awesome, even at this level; it can be terribly 
challenging and terribly exciting.”78

 COMPETITIvE 
AdvAnTAgE 
THROugH PEOPLE

If you walk down the aisle of the business section in your 
local bookstore, you’ll find hundreds of books that explain 
precisely what companies need to do to be successful. 
Unfortunately, the best-selling business books tend to 
be faddish, changing dramatically every few years. One 
thing that hasn’t changed, though, is the importance of 
good people and good management: companies can’t 
succeed for long without them.

In his books Competitive Advantage through 
People: Unleashing the Power of the Work Force and The 
Human Equation: Building Profits by Putting People First, 
Stanford University business professor Jeffrey Pfeffer 

1-8

contends that what separates top-performing companies 
from their competitors is the way they treat their work-
forces—in other words, their management style.79

Pfeffer found that managers in top-performing 
companies used ideas such as employment security, se-
lective hiring, self-managed teams and decentralization, 
high pay contingent on company performance, extensive 
training, reduced status distinctions (between managers 
and employees), and extensive sharing of financial infor-
mation to achieve financial performance that, on aver-
age, was 40 percent higher than that of other companies. 
These ideas, which are explained in detail in Exhibit 1.7, 
help organizations develop workforces that are smarter, 
better trained, more motivated, and more committed 
than their competitors’ workforces. And—as indicated 
by the phenomenal growth and return on investment 
earned by these companies—smarter, better trained, 
more motivated, and more committed workforces pro-
vide superior products and service to customers. Such 
customers keep buying and, by telling others about their 
positive experiences, bring in new customers.

According to Pfeffer, companies that invest in their 
people will create long-lasting competitive advantages 

Exhibit 1.7

Competitive Advantage Through People: Management Practices
1. Employment Security—Employment security is the ultimate form of commitment companies can make to their workers. Employees can 

innovate and increase company productivity without fearing the loss of their jobs.

2. Selective Hiring—If employees are the basis for a company’s competitive advantage, and those employees have employment security, 
then the company needs to aggressively recruit and selectively screen applicants in order to hire the most talented employees 
available.

3. Self-Managed Teams and Decentralization—Self-managed teams are responsible for their own hiring, purchasing, job assignments, and 
production. Self-managed teams can often produce enormous increases in productivity through increased employee commitment and 
creativity. Decentralization allows employees who are closest to (and most knowledgeable about) problems, production, and customers to 
make timely decisions. Decentralization increases employee satisfaction and commitment.

4. High Wages Contingent on Organizational Performance—High wages are needed to attract and retain talented workers and to indicate 
that the organization values its workers. Employees, like company founders, shareholders, and managers, need to share in the financial 
rewards when the company is successful. Why? Because employees who have a financial stake in their companies are more likely to take a 
long-run view of the business and think like business owners.

5. Training and Skill Development—Like a high-tech company that spends millions of dollars to upgrade computers or research and 
development labs, a company whose competitive advantage is based on its people must invest in the training and skill development of its 
people.

6. Reduction of Status Differences—A company should treat everyone, no matter what the job, as equal. There are no reserved parking 
spaces. Everyone eats in the same cafeteria and has similar benefits. The result is improved communication as employees focus on 
problems and solutions rather than on how they are less valued than managers.

7. Sharing Information—If employees are to make decisions that are good for the long-term health and success of the company, they 
need to be given information about costs, finances, productivity, development times, and strategies that was previously known only by 
company managers.

source: J. Pfeffer, The Human Equation: Building Profits by Putting People First (Boston: Harvard Business school Press, 1996).
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20 PART OnE

that are difficult for other companies to duplicate.  
Other studies also clearly demonstrate that sound man-
agement practices can produce substantial advantages in 
four critical areas of organizational performance: sales 
revenues, profits, stock market returns, and customer 
satisfaction.

In terms of sales revenues and profits, a study of nearly 
1,000 U.S. firms found that companies which use just some  
of the ideas shown in Exhibit 1.7 had $27,044 more sales 
per employee and $3,814 more profit per employee than 
companies that didn’t. For a 100-person company, these 
differences amount to $2.7 million more in sales and 
nearly $400,000 more in annual profit! For a 1,000-person 
company, the difference grows to $27 million more in 
sales and $4 million more in annual profit!80

Another study that considers the effect of investing 
in people on company sales found that poorly performing 
companies were able to improve their average return on 
investment from 5.1 percent to 19.7 percent and increase 
sales by $94,000 per employee. They did this by adopting 
management techniques as simple as setting performance 
expectations (establishing goals, results, and schedules), 
coaching (informal, ongoing discussions between manag-
ers and subordinates about what is being done well and 
what could be done better), reviewing employee perfor-
mance (annual, formal discussion about results), and re-
warding employee performance (adjusting salaries and 
bonuses based on employee performance and results).81 
Two decades of research across 92 companies indicates 
that the average increase in company performance from 

using these management practices is typically around  
20 percent.82 So, in addition to significantly improving 
the profitability of healthy companies, sound manage-
ment practices can turn around failing companies.

To determine how investing in people affects stock 
market performance, researchers matched companies 
on Fortune magazine’s list of “100 Best Companies to 
Work for in America” with companies that were simi-
lar in industry, size, and—this is key—operating per-
formance. Both sets of companies were equally good 
performers; the key difference was how well they 
treated their employees. For both sets of companies, the 
researchers found that employee attitudes such as job 
satisfaction changed little from year to year. The people 
who worked for the “100 Best” companies were consis-
tently much more satisfied with their jobs and employ-
ers year after year than were employees in the matched 
companies. More importantly, those stable differences in 
employee attitudes were strongly related to differences  
in stock market performance. Over a three-year period, 
an investment in the “100 Best” would have resulted in 
an 82 percent cumulative stock return compared with just  
37 percent for the matched companies.83 This difference is 
remarkable given that both sets of companies were equally 
good performers at the beginning of the period. 

Finally, research also indicates that managers have 
an important effect on customer satisfaction. Many peo-
ple find this surprising. They don’t understand how 
managers, who are largely responsible for what goes 
on inside the company, can affect what goes on outside 

The CFO: Not Just A Bean Counter

Having served as CFO at ADT Corp., Nalco Holdings Co., UAL Corp., and currently 
CFO at Xerox Corp., Kathryn Mikells knows a thing or two about the challenges 

of being a new CFO. Mikells describes several keys that can help new CFOs 
be successful. One of the most important steps is taking the time to talk to 
senior management and get a sense of where the company is and 
what challenges it faces. She also believes that the CFO should 
involve herself in strategic planning. “Strategy tends to tie di-
rectly into resource allocation and capital allocation,” she says. 
“It’s really important that [they] all link together.” She also stresses 
the importance of getting a good feel for your team. A new CFO wants 
to quickly figure out what direction the team is going and what kind of skills the 
members have.
source: K. Mikells, “Xerox CFO; An Atmosphere for Transformation,” Interview by n. Knox, The Wall Street Journal, April 4, 2014, accessed April 9, 2014. http://blogs.wsj.com 
/cfo/2014/04/04/xerox-cfo-an-atmosphere-for-transformation/?mod=WsJ_business_cfo.

iS
to

ck
ph

ot
o.

co
m

/A
la

sd
ai

rJ
am

e

61592_ch01_ptg01.indd   20 10/23/15   2:41 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



21CHAPTER 1: Management

the company. They wonder how managers, who often 
interact with customers under negative conditions (when 
customers are angry or dissatisfied), can actually improve 
customer satisfaction. It turns out that managers influ-
ence customer satisfaction through employee satisfac-
tion. When employees are satisfied with their jobs, their 
bosses, and the companies they work for, they provide 
much better service to customers.84 In turn, customers 
are more satisfied, too. In fact, customers of companies 
on Fortune’s list of “100 Best,” where employees are 
much more satisfied with their jobs and their companies, 
have much higher customer satisfaction scores than do 
customers of comparable companies that are not on For-
tune’s list. Over an eight-year period, that difference in 
customer satisfaction also resulted in a 14 percent annual 
stock market return for the “100 Best” companies com-
pared to a 6 percent return for the overall stock market.85

You will learn more about the service-profit chain in 
Chapter 18 on managing service and manufacturing 
operations.
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LEARNING OutcOmEs

 Explain the origins of management.

 Explain the history of scientific management.

 Discuss the history of bureaucratic and administrative management.

 Explain the history of human relations management.

  Discuss the history of operations, information, systems, and 
contingency management.
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2 The History  
of Management
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23CHAPTER 2: The History of Management 

THE ORigins  
Of MAnAgEMEnT

Each day, managers are asked to solve challenging 
problems with a limited amount of time, people, or 
resources. Yet it’s still their responsibility to get things 
done on time and within budget. Tell today’s manag-
ers to “reward workers for improved production or 
performance,” “set specific goals to increase motiva-
tion,” or “innovate to create and sustain a competitive 
advantage,” and they’ll respond, “Duh! Who doesn’t 
know that?” A mere 125 years ago, however, business 
ideas and practices were so different that today’s widely 
accepted management ideas would have been as self- 
evident as space travel, smart phones, and flying drones. 
In fact, management jobs and careers didn’t exist 125 
years ago, so management was not yet a field of study. 
Now, of course, managers and management are such 
an important part of the business world that it’s hard to 
imagine organizations without them. So if there were no 
managers 125 years ago, but you can’t walk down the hall  
today without bumping into one, where did manage-
ment come from?

Although we can find the seeds of many of today’s 
management ideas throughout history, not until the 
past two centuries did systematic changes in the nature 
of work and organizations create a compelling need for 
managers.

2-1a Management Ideas and 
Practices throughout History
Examples of management thought and practice can be 
found throughout history.1 For example, the earliest re-
corded instance of information management dates to 
ancient Sumer (modern Iraq), circa 8000–3000 BCE. 
Sumerian businessmen used small clay tokens to cal-
culate quantities of grain and livestock—and later, 
value-added goods such as perfume or pottery—that 
they owned and traded in temples and at city gates. 
Different shapes and sizes represented different types 
and quantities of goods. The tokens were also used to 
store data. They were kept in small clay envelopes, and 
the token shapes were impressed on the outside of the 
envelope to indicate what was inside. Eventually, some-
one figured out that it was easier to just write these 
symbols with a stylus on a tablet instead of using the 
tokens. In the end, the new technology of writing led 
to more efficient management of the business of Sume-
rian temples.2

2-1
A task as enormous as building the great pyramids 

in Egypt was bound to present practical problems that 
would lead to the development of management ideas. 
Egyptians recognized the need for planning, organizing, 
and controlling; for submitting written requests; and for 
consulting staff for advice before making decisions. The 
enormity of the task they faced is evident in the pyramid 
of King Khufu, which contains 2.3 million blocks of 
stone. Each block had to be quarried, cut to precise size 
and shape, cured (hardened in the sun), transported by 
boat for two to three days, moved to the construction 
site, numbered to identify where it would be placed, 
and then shaped and smoothed so that it would fit per-
fectly into place. It took 20,000 workers 23 years to com-
plete this pyramid; more than 8,000 were needed just to 
quarry and transport the stones. A typical quarry expe-
dition might include 100 army officers, 50 government 
and religious officials, and 200 members of the king’s 
court to lead; 130 stonemasons to cut the stones; and 
5,000 soldiers, 800 barbarians, and 2,000 bond servants 
to load and unload the stones from the ships.3

Exhibit 2.1 shows how other management ideas and 
practices throughout history relate to the management 
functions we discuss in this textbook.

2-1b Why We Need Managers Today
Working from 8:00 a.m. to 5:00 p.m., coffee breaks, lunch 
hours, crushing rush hour traffic, and punching a time 
clock are things we associate with today’s working world. 
Work hasn’t always been this way, however. In fact, the 
design of jobs and organizations has changed dramati-
cally over the past 500 years. For most of humankind’s 
history, for example, people didn’t commute to work.4 
Work usually occurred in homes or on farms. In 1720, 
almost 80 percent of the 5.5 million people in England 
lived and worked in the country. And as recently as 1870, 
two-thirds of Americans earned their living from agri-
culture. Even most of those who didn’t earn their living 
from agriculture didn’t commute to work. Blacksmiths, 
furniture makers, leather goods makers, and other skilled 
tradespeople or craftspeople who formed trade guilds 
(the historical predecessors of labor unions) in England 
as early as 1093 typically worked out of shops in or next 
to their homes.5 Likewise, cottage workers worked with 
each other out of small homes that were often built in 
a semicircle. A family in each cottage would complete 
a different production step, and work passed from one 
cottage to the next until production was complete. With 
small, self-organized work groups, no commute, no 
bosses, and no common building, there wasn’t a strong 
need for management. 
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During the Industrial Revolution (1750–1900), how-
ever, jobs and organizations changed dramatically.6 First, 
unskilled laborers running machines began to replace 
high-paid, skilled artisans. This change was made pos-
sible by the availability of power (steam engines and, 
later, electricity) as well as numerous related inventions, 
including Darby’s coke-smelting process and Cort’s pud-
dling and rolling process (both for making iron), as well as 
Hargreaves’s spinning jenny and Arkwright’s water frame 
(both for spinning cotton). Whereas artisans made entire 
goods by themselves by hand, this new production system 
was based on a division of labor: each worker, interacting 
with machines, performed separate, highly specialized 
tasks that were but a small part of all the steps required 
to make manufactured goods. Mass production was born 
as rope- and chain-driven assembly lines moved work to 
stationary workers who concentrated on performing one 
small task over and over again. While workers focused on 
their singular tasks, managers were needed to coordinate 
the different parts of the production system and optimize 

its overall performance. Productivity skyrocketed at com-
panies that understood this. At Ford Motor Company, 
where the assembly line was developed, the time re-
quired to assemble a car dropped from 12.5 work hours 
to just 93 minutes after switching to mass production.7

Second, instead of being performed in fields, 
homes, or small shops, jobs occurred in large, formal 
organizations where hundreds, if not thousands, of 
people worked under one roof.8 In 1849, for example, 
Chicago Harvester (the predecessor of International 
Harvester) ran the largest factory in the United States 
with just 123 workers. Yet by 1913, Henry Ford employed 
12,000 employees in his Highland Park, Michigan, fac-
tory alone. Because the number of people working in 
manufacturing quintupled from 1860 to 1890, and indi-
vidual factories employed so many workers under one 
roof, companies now had a strong need for disciplinary 
rules to impose order and structure. For the first time, 
they needed managers who knew how to organize large 
groups, work with employees, and make good decisions.

Exhibit 2.1

Management Ideas and Practices throughout History

Time
Individual  
or Group Contributions to Management Thought and Practice

5000 bce Sumerians √ Written record keeping

4000 bce 
to 
2000 bce

Egyptians √ √ √ Planning, organizing, and controlling to build the pyramids; submitting 
requests in writing; making decisions after consulting staff for advice

1800 bce Hammurabi √ Controls and using witnesses in legal cases

600 bce Nebuchadnezzar √ √ Wage incentives and production control

500 bce Sun Tzu √ √ Strategy and identifying and attacking opponents’ weaknesses

400 bce Xenophon √ √ √ √ Management as separate art

400 bce Cyrus √ √ √ Human relations and motion study

175 Cato √ Job descriptions

284 Diocletian √ Delegation of authority

900 al-Farabi √ Leadership traits

1100 Ghazali √ Managerial traits

1418 Barbarigo √ Different organizational forms/structures

1436 Venetians √ Numbering, standardization, and interchangeability of parts

1500 Sir Thomas More √ Critique of poor management and leadership

1525 Machiavelli √ √ Cohesiveness, power, and leadership in organizations

source: C. s. george, Jr., The History of Management Thought (Englewood Cliffs, nJ: Prentice Hall, 1972).
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25CHAPTER 2: The History of Management 

sCiEnTifiC 
MAnAgEMEnT

Before 1880, business educators taught only basic book-
keeping and secretarial skills, and no one published 
books or articles about management.9 Today you can 
turn to dozens of academic journals (such as the Acad-
emy of Management’s Journal or Review, Administrative 
Science Quarterly, the Strategic Management Journal, 
and the Journal of Applied Psychology), hundreds of 
business school and practitioner journals (such as Har-
vard Business Review, MIT Sloan Management Review, 
and the Academy of Management Perspectives), and 
thousands of books and articles if you have a question 
about management. In the next four sections, you will 
learn about some important contributors to the field of 
management and how their ideas shaped our current un-
derstanding of management theory and practice.

Bosses, who were hired by the company owner or 
founder, used to make decisions by the seat of their 
pants—haphazardly, without any systematic study, 
thought, or collection of information. If the bosses 
decided that workers should work twice as fast, little or 
no thought was given to worker motivation. If workers 
resisted, the bosses often resorted to physical beatings 
to get workers to work faster, harder, or longer. With no 
incentives for bosses and workers to cooperate with one 
another, both groups played the system by trying to take 
advantage of each other. Moreover, each worker did the 
same job in his or her own way with different methods 
and different tools. In short, there were no procedures to 
standardize operations, no standards by which to judge 
whether performance was good or bad, and no follow-
up to determine whether productivity or quality actually 
improved when changes were made.10

This all changed, however, with the advent of 
scientific management, which involved thorough 
study and testing of different work methods to identify 
the best, most efficient ways to complete a job. 

Let’s find out more about scientific management by learning 
about 2-2a Frederick W. Taylor, the father of scientific 
management; 2-2b Frank and Lillian Gilbreth and mo-
tion studies; and 2-2c  Henry Gantt and his Gantt charts.

2-2a Father of Scientific Management: 
Frederick W. Taylor
Frederick W. Taylor (1856–1915), the father of scientific 
management, began his career as a worker at Midvale 

2-2

Steel Company. He was promoted to patternmaker, su-
pervisor, and then chief engineer. At Midvale, Taylor was 
deeply affected by his three-year struggle to get the men 
who worked for him to do, as he called it, “a fair day’s work.” 
Taylor, who had worked alongside the men as a coworker 
before becoming their boss, said, “We who were the work-
men of that shop had the quantity output carefully agreed 
upon for everything that was turned out in the shop. We 
limited the output to about, I should think, one third of 
what we could very well have done.” Taylor explained that, 
as soon as he became the 
boss, “the men who were 
working under me . . . knew 
that I was onto the whole 
game of soldiering, or 
deliberately restricting out-
put.”11 When Taylor told his 
workers, “I have accepted 
a job under the manage-
ment of this company and 

Scientific 
management thoroughly 
studying and testing different 
work methods to identify the best, 
most efficient way to complete 
a job

Soldiering when workers 
deliberately slow their pace or 
restrict their work output

Frederick W. Taylor was affected by his 
three-year struggle to get the men who 
worked for him to do, as he called it, “a fair 
day’s work.”
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I am on the other side of the fence . . . I am going to try 
to get a bigger output,” the workers responded, “We warn  
you, Fred, if you try to bust any of these rates [a rate 
buster was someone who worked faster than the group] 
we will have you over the fence in six weeks.”12

Over the next three years, Taylor tried everything he 
could think of to improve output. By doing the job him-
self, he showed workers that it was possible to produce 
more output. He hired new workers and trained them 
himself, hoping they would produce more. But “very 
heavy social pressure” from the other workers kept them 
from doing so. Pushed by Taylor, the workers began 
breaking their machines so that they couldn’t produce. 
Taylor responded by fining them every time they broke 
a machine and for any violation of the rules, no matter 
how small, such as being late to work. Tensions became 
so severe that some of the workers threatened to shoot 
Taylor. Looking back at the situation, Taylor reflected, 
“It is a horrid life for any man to live, not to be able to 
look any workman in the face all day long without seeing 
hostility there and feeling that every man around one is 
his virtual enemy.” He said, “I made up my mind either 
to get out of the business entirely and go into some other 
line of work or to find some remedy for this unbearable 
condition.”13

The remedy that Taylor eventually developed was 
scientific management. Taylor, who once described sci-
entific management as “seventy-five percent science and 
twenty-five percent common sense,” emphasized that 
the goal of scientific management was to use systematic 

study to find the “one best 
way” of doing each task. 
To do that, managers had 
to follow the four princi-
ples shown in Exhibit 2.2. 
The first principle was to 

“develop a science” for each element of work. Study it. 
Analyze it. Determine the “one best way” to do the work. 
For example, one of Taylor’s controversial proposals at 
the time was to give rest breaks to factory workers doing 
physical labor. We take morning, lunch, and afternoon 
breaks for granted, but in Taylor’s day, factory workers 
were expected to work without stopping.14 When Taylor 
said that breaks would increase worker productivity, no 
one believed him. Nonetheless, through systematic ex-
periments, he showed that workers receiving frequent 
rest breaks were able to greatly increase their daily 
output.

Second, managers had to scientifically select, train, 
teach, and develop workers to help them reach their full 
potential. Before Taylor, supervisors often hired on the 
basis of favoritism and nepotism. Who you knew was of-
ten more important than what you could do. By contrast, 
Taylor instructed supervisors to hire “first-class” workers 
on the basis of their aptitude to do a job well. In one of 
the first applications of this principle, physical reaction 
times were used to select bicycle ball-bearing inspec-
tors, who had to be able to examine ball bearings as fast 
as they were produced on a production line. For similar 
reasons, Taylor also recommended that companies train 
and develop their workers—a rare practice at the time.

The third principle instructed managers to cooper-
ate with employees to ensure that the scientific principles 
were actually implemented. Labor unrest was wide-
spread at the time; the number of labor strikes against 
companies doubled between 1893 and 1904. As Taylor 
knew from personal experience, workers and manage-
ment more often than not viewed each other as enemies. 
Taylor’s advice ran contrary to the common wisdom of 
the day. He said, “The majority of these men believe that 
the fundamental interests of employees and employers 
are necessarily antagonistic. Scientific management, on 

Exhibit 2.2

Taylor’s Four Principles of Scientific Management
First: Develop a science for each element of a man’s work, which replaces the old rule-of-thumb method.

Second: Scientifically select and then train, teach, and develop the workman, whereas in the past, he chose his own work and trained 
himself as best he could.

Third: Heartily cooperate with the men so as to ensure all of the work being done is in accordance with the principles of the science that 
has been developed.

Fourth:
There is an almost equal division of the work and the responsibility between the management and the workmen. The management 
take over all the work for which they are better fitted than the workmen, while in the past, almost all of the work and the greater 
part of the responsibility were thrown upon the men.

source: f. W. Taylor, The Principles of Scientific Management (new York: Harper, 1911).

Rate buster a group member 
whose work pace is significantly 
faster than the normal pace in his 
or her group

61592_ch02_ptg01.indd   26 10/23/15   2:49 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



27CHAPTER 2: The History of Management 

the contrary, has for its very foundation the firm con-
viction that the true interests of the two are one and 
the same; that prosperity for the employer cannot exist 
through a long term of years unless it is accompanied by 
prosperity for the employee and vice versa; and that it is 
possible to give the workman what he most wants—high 
wages—and the employer what he wants—a low labor 
cost for his manufactures.”15 (See the MGMT Trends box 
for more on this point.)

The fourth principle of scientific management was 
to divide the work and the responsibility equally be-
tween management and workers. Prior to Taylor, work-
ers alone were held responsible for productivity and 
performance. But, said Taylor, “Almost every act of the 
workman should be preceded by one or more prepara-
tory acts of the management, which enable him to do his 
work better and quicker than he otherwise could. And 
each man should daily be taught by and receive the most 

friendly help from those who are over him, instead of be-
ing, at the one extreme, driven or coerced by his bosses, 
and at the other left, to his own unaided devices.”16

Above all, Taylor believed these principles could be 
used to determine a “fair day’s work,” that is, what an 
average worker could produce at a reasonable pace, day 
in and day out. After that was determined, it was man-
agement’s responsibility to pay workers fairly for that fair 
day’s work. In essence, Taylor was trying to align man-
agement and employees so that what was good for em-
ployees was also good for management. In this way, he 
believed, workers and managers could avoid the conflicts 
he had experienced at Midvale Steel. 

Although Taylor remains a controversial figure 
among some academics who believe that his ideas were 
bad for workers, his key ideas have stood the test of 
time.17 These include using systematic analysis to iden-
tify the best methods; scientifically selecting, training, 
and developing workers; promoting cooperation be-
tween management and labor; developing standardized 
approaches and tools; setting specific tasks or goals and 
then rewarding workers with financial incentives; and 
giving workers shorter work hours and frequent breaks. 
In fact, his ideas are so well accepted and widely used 
that we take most of them for granted. As eminent man-
agement scholar Edwin Locke said, “The point is not, as 
is often claimed, that he was ‘right in the context of his 
time,’ but is now outdated, but that most of his insights 
are still valid today.”18

2-2b Motion Studies: Frank  
and Lillian Gilbreth
The husband and wife team of Frank and Lillian Gilbreth 
are best known for their use of motion studies to simplify 
work, but they also made significant contributions to the 
employment of disabled workers and to the field of in-
dustrial psychology. Like Taylor, their early experiences 
significantly shaped their interests and contributions to 
management.

Though admitted to MIT, Frank Gilbreth (1868–
1924) began his career as an apprentice bricklayer. While 
learning the trade, he noticed the bricklayers using three 
different sets of motions—one to teach others how to 
lay bricks, a second to work at a slow pace, and a third 
to work at a fast pace.19 Wondering which was best, he 
studied the various approaches and began eliminating 
unnecessary motions. For example, by designing a stand 
that could be raised to waist height, he eliminated the 
need to bend over to pick up each brick. Turning to grab 
a brick was faster and easier than bending down. By hav-
ing lower-paid workers place all the bricks with their most 

For modern workers, the prin-
ciples of scientific management, 
derived from studying bricklay-
ing or shoveling, seem outdated. 
While today’s workers shovel in-
formation instead, they aren’t any 
less concerned about productiv-
ity, especially if they get 2001 
emails a day! Like Taylor and the 
Gilbreths, today’s researchers are 
exploring ways to make information workers more pro-
ductive. What they’re finding is that self-control, the abil-
ity to concentrate, stay on task, and not get sidetracked 
by nonwork activities (that is, Facebook), is key. In a year-
long study of Indian data entry workers who were paid 
2 rupees for every 100 data fields they completed, half 
the employees established daily targets, say, 5,000 data 
fields, for which they were then paid the normal rate of 2 
rupees per 100 data fields. But if they fell short of the tar-
get, they were paid just 1 rupee per 100 data fields. Daily 
targets helped workers maintain self-control, producing 
and earning 50 percent more than workers under the 
regular system! Just as scientific management and time-
and-motion studies revolutionized factory productivity 
a century ago, it just might be that tools which maximize 
self-control hold the same potential to increase produc-
tivity for today’s information workers.
source: s. Mullainathan, “Looking at Productivity as a state of Mind,” International 
New York Times, september 28, 2014, BU6.

MGMT Trends
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attractive side up, bricklayers didn’t waste time turning a 
brick over to find it. By mixing a more consistent mor-
tar, bricklayers no longer had to tap each brick numerous 
times to put it in the right position. Together, Gilbreth’s 
improvements raised productivity from 120 to 350 bricks 
per hour and from 1,000 bricks to 2,700 bricks per day.

As a result of his experience with bricklaying, 
Gilbreth and his wife, Lillian, developed a long-term 
interest in using motion study to simplify work, improve 
productivity, and reduce the level of effort required to 
safely perform a job. Indeed, Frank Gilbreth said, “The 
greatest waste in the world comes from needless, ill-

directed, and ineffective 
motions.”20 Motion study 
broke each task or job into 
separate motions and then 
eliminated those that were 
unnecessary or repeti-
tive. Because many mo-
tions were completed very 
quickly, the Gilbreths used 
motion-picture films, then 
a relatively new technol-
ogy, to analyze jobs. Most 
film cameras at that time 

were hand cranked and thus variable in their film speed, 
so Frank invented the microchronometer, a large clock 
that could record time to 1/2,000th of a second. By plac-
ing the microchonometer next to the worker in the cam-
era’s field of vision and attaching a flashing strobe light 
to the worker’s hands to better identify the direction and 
sequence of key movements, the Gilbreths could use film 
to detect and precisely time even the slightest, fastest 
movements. Motion study typically yielded production 
increases of 25 to 300 percent.21 

Taylor also strove to simplify work, but he did so by 
managing time rather than motion as the Gilbreths did.22 
Taylor developed time study to put an end to soldiering and 
to determine what could be considered a fair day’s work. 
Time study worked by timing how long it took a “first-
class man” to complete each part of his job. A standard 
time was established after allowing for rest periods, and 
a worker’s pay would increase or decrease depending on 
whether the worker exceeded or fell below that standard.

Lillian Gilbreth (1878–1972) was an important con-
tributor to management in her own right. She was the 
first woman to receive a PhD in industrial psychology 
as well as the first woman to become a member of the 
Society of Industrial Engineers and the American Soci-
ety of Mechanical Engineers. When Frank died in 1924, 
she continued the work of their management consulting 
company (which they had shared for over a dozen years). 
Lillian, who was concerned with the human side of work, 
was one of the first contributors to industrial psychol-
ogy, originating ways to improve office communication, 
incentive programs, job satisfaction, and management 
training. Her work also convinced the government to 
enact laws regarding workplace safety, ergonomics, and 
child labor.

2-2c Charts: Henry Gantt
Henry Gantt (1861–1919) was first a protégé and 
then an associate of Frederick W. Taylor. Gantt is best 
known for the Gantt chart, but he also made significant 
contributions to management with respect to pay-for-
performance plans and the training and development of 
workers. As shown in Exhibit 2.3, a Gantt chart visually 
indicates what tasks must be completed at which times in 
order to complete a project. It accomplishes this by show-
ing time in various units on the x-axis and tasks on the  
y-axis. For example, Exhibit 2.3 shows that the follow-
ing tasks must be completed by the following dates: in 
order to start construction on a new company headquar-
ters by the week of November 18, the architectural firm 
must be selected by October 7, architectural planning 
done by November 4, permits obtained from the city by 

Motion study breaking 
each task or job into its separate 
motions and then eliminating 
those that are unnecessary or 
repetitive

Time study timing how long 
it takes good workers to complete 
each part of their jobs

Gantt chart a graphical chart 
that shows which tasks must be 
completed at which times in order 
to complete a project or task

Frank and Lillian Gilbreth are best known for 
their use of motion studies to simplify work.
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Exhibit 2.3

Gantt Chart for Starting Construction on a New Headquarters

Tasks Weeks

23 Sep 
to  

29 Sep

30 Sep 
to  

6 Oct

7 Oct 
to 

13 Oct

14 Oct 
to 

20 Oct

21 Oct 
to 

27 Oct

28 Oct 
to 

3 Nov

4 Nov 
to 

10 Nov

11 Nov 
to 

17 Nov

18 Nov 
to 

25 Nov

Interview and select 
architectural firm

Architect by  
October 7

Hold weekly planning 
meetings with architects

Planning with architects by 
November 4

Obtain permits and 
approval from city

Permits and approval by 
November 11

Begin preparing site for 
construction

Site preparation done by 
November 18

Finalize loans and 
financing

Financing finalized by 
November 18

Begin construction Start 
building
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November 11, site preparation finished by November 18, 
and loans and financing finalized by November 18.

Though simple and straightforward, Gantt charts 
were revolutionary in the era of seat-of-the-pants man-
agement because of the detailed planning information 
they provided. As Gantt wrote, “By using the graphical 
forms, its [the Gantt chart’s] value is very much increased, 
for the general appearance of the sheet is sufficient to 
tell how closely the schedule is being lived up to; in other 
words, whether the plant is being run efficiently or not.”23 
Gantt said, “Such sheets show at a glance where the de-
lays occur, and indicate what must have our attention in 
order to keep up the proper output.” The use of Gantt 
charts is so widespread today that nearly all project man-
agement software and computer spreadsheets have the 
capability to create charts that track and visually display 
the progress being made on a project.

Finally, Gantt, along with Taylor, was one of the first 
to strongly recommend that companies train and develop 
their workers.24 In his work with companies, he found that 
workers achieved their best performance levels if they 
were trained first. At the time, however, supervisors were 
reluctant to teach workers what they knew for fear that 
they could lose their jobs to more knowledgeable workers. 
Gantt overcame the supervisors’ resistance by reward-
ing them with bonuses for properly training all of their 
workers. Said Gantt, “This is the first recorded attempt 
to make it in the financial interest of the foreman to teach 
the individual worker, and the importance of it cannot be 
overestimated, for it changes the foreman from a driver 
of men to their friend and helper.”25 Gantt’s approach to 
training was straightforward: “(1) A scientific investiga-
tion in detail of each piece of work, and the determina-
tion of the best method and the shortest time in which the 
work can be done. (2) A teacher capable of teaching the 
best method and the shortest time. (3) Reward for both 
teacher and pupil when the latter is successful.”26

BUREAUCRATiC  
And AdMinisTRATivE 
MAnAgEMEnT

The field of scientific management developed quickly in 
the United States between 1895 and 1920 and focused 

on improving the efficiency 
of manufacturing facilities 
and their workers. At about 
the same time, equally 
important ideas about 

2-3

bureaucratic and administrative management were de-
veloping in Europe. German sociologist Max Weber pre-
sented a new way to run entire organizations (bureaucratic 
management) in The Theory of Social and Economic Orga-
nization, published in 1922. Henri Fayol, an experienced 
French CEO, published his ideas about how and what 
managers should do in their jobs (administrative manage-
ment) in General and Industrial Management in 1916. 

Let’s find out more about the contributions Weber and 
Fayol made to management by learning about 2-3a 
bureaucratic management and 2-3b administrative 
management.

2-3a Bureaucratic Management: 
Max Weber
Today, when we hear the term bureaucracy, we think 
of inefficiency and red tape, incompetence and inef-
fectiveness, and rigid administrators blindly enforcing 
nonsensical rules. When German sociologist Max Weber 
(1864–1920) first proposed the idea of bureaucratic orga-
nizations, however, these problems were associated with 
monarchies and patriarchies rather than bureaucracies. 
In monarchies, where kings, queens, sultans, and em-
perors ruled, and patriarchies, where a council of elders, 
wise men, or male heads of extended families ruled, the 
top leaders typically achieved their positions by virtue 
of birthright. For example, when the queen died, her 
oldest son became king, regardless of his intelligence, 
experience, education, or desire. Likewise, promotion 
to prominent positions of authority in monarchies and 
patriarchies was based on who you knew (politics), who 
you were (heredity), or ancient rules and traditions.

It was against this historical background of monar-
chical and patriarchal rule that Weber proposed the then-
new idea of bureaucracy. Bureaucracy comes from the 
French word bureaucratie. Because bureau means desk 
or office and cratie or cracy means to rule, bureaucracy 
literally means to rule from a desk or office. According 
to Weber, bureaucracy is “the exercise of control on 
the basis of knowledge.”27 Rather than ruling by virtue of 
favoritism or personal or family connections, people in a 
bureaucracy would lead by virtue of their rational-legal 
authority—in other words, their knowledge, expertise, 
or experience. Furthermore, the aim of bureaucracy is 
not to protect authority but to achieve an organization’s 
goals in the most efficient way possible.

Exhibit 2.4 shows the seven elements that, according 
to Weber, characterize bureaucracies. First, instead of 
hiring people because of their family or political connec-
tions or personal loyalty, they should be hired because 

Bureaucracy the exercise of 
control on the basis of knowledge, 
expertise, or experience
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Exhibit 2.4

Elements of Bureaucratic Organizations
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Qualification-
based hiring:

Employees are hired on the basis of their technical training or educational  
background. 

Merit-based 
promotion: 

Promotion is based on experience or achievement. Managers, not organizational owners,  
decide who is promoted. 

Chain of 
command: 

Each job occurs within a hierarchy, the chain of command, in which each position  
reports and is accountable to a higher position. A grievance procedure and a right  
to appeal protect people in lower positions. 

Division of labor: Tasks, responsibilities, and authority are clearly divided and defined. 

Impartial applica-
tion of rules and 
procedures:

Rules and procedures apply to all members of the organization and will be  
applied in an impartial manner, regardless of one’s position or status. 

Recorded in 
writing: 

All administrative decisions, acts, rules, and procedures will be recorded in writing.

Managers  
separate from 
owners:

The owners of an organization should not manage or supervise the organization. 

source: M. Weber, The Theory of Social and Economic Organization, trans. A. Henderson and T. Parsons (new York:  
The free Press, 1947), 329–334.

their technical training or education qualifies them to do 
the job well. Second, along the same lines, promotion 
within the company should no longer be based on who 
you know (politics) or who you are (heredity) but on your 
experience or achievements. And to further limit the  
influence of personal connections in the promotion pro-
cess, managers rather than organizational owners should 
decide who gets promoted. Third, each position or job 
is part of a chain of command that clarifies who reports 
to whom throughout the organization. Those higher in 
the chain of command have the right, if they so choose, 
to give commands, take action, and make decisions con-
cerning activities occurring anywhere below them in the 
chain. Unlike in many monarchies or patriarchies, how-
ever, those lower in the chain of command are protected 

by a grievance procedure that gives them the right to 
appeal the decisions of those in higher positions. Fourth, 
to increase efficiency and effectiveness, tasks and re-
sponsibilities should be separated and assigned to those 
best qualified to complete them. Authority is vested in 
these task-defined positions rather than in people, and 
the authority of each position is clearly defined in order 
to reduce confusion and conflict. If you move to a dif-
ferent job in a bureaucracy, your authority increases or 
decreases commensurate with the responsibilities of that 
job. Fifth, because of his strong distaste for favoritism, 
Weber believed that an organization’s rules and proce-
dures should apply to all members regardless of their po-
sition or status. Sixth, to ensure consistency and fairness 
over time and across different leaders and supervisors, 
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all rules, procedures, and decisions should be recorded 
in writing. Finally, to reduce favoritism, “professional” 
managers rather than company owners should manage 
or supervise the organization.

When viewed in historical context, Weber’s ideas 
about bureaucracy represent a tremendous improve-
ment in how organizations should be run. Fairness 
supplanted favoritism, the goal of efficiency replaced the 
goal of personal gain, and logical rules and procedures 
took the place of traditions or arbitrary decision making.

Today, however, after more than a century of experi-
ence, we recognize that bureaucracy has limitations as well. 
Weber called bureaucracy the “iron cage” and said, “Once 
fully established, bureaucracy is among those social struc-
tures which are the hardest to destroy.”28 In bureaucracies, 
managers are supposed to influence employee behavior by 
fairly rewarding or punishing employees for compliance 
or noncompliance with organizational policies, rules, and 
procedures. In reality, however, most employees would 
argue that bureaucratic managers emphasize punishment 
for noncompliance much more than rewards for compli-
ance. Ironically, bureaucratic management was created to 
prevent just this type of managerial behavior. 

2-3b Administrative Management: 
Henri Fayol
Though his work was not translated and widely recog-
nized in the United States until 1949, Frenchman Henri  

Fayol (1841–1925) was as important a contributor to 
the field of management as Taylor. Like Taylor and the 
Gilbreths, Fayol’s work experience significantly shaped 
his thoughts and ideas about management. But, whereas 
Taylor’s ideas changed companies from the shop floor up, 
Fayol’s ideas were shaped by his experience as a manag-
ing director (CEO) and generally changed companies 
from the board of directors down.29 Fayol is best known 
for developing five functions of managers and fourteen 
principles of management, as well as for his belief that 
management can and should be taught to others.

The most formative events in Fayol’s business career 
came during his twenty-plus years as the managing direc-
tor of Compagnie de Commentry-Fourchambault et 
Décazeville, commonly known as Comambault, a verti-
cally integrated steel company that owned several coal and 
iron ore mines and employed 10,000 to 13,000 workers. 
Fayol was initially hired by the board of directors to shut 
down the “hopeless” steel company. The company was 
facing increased competition from English and German 
steel companies, which had lower costs, and from new 
steel mills in northern and eastern France, which were 
closer to major markets and thus could avoid the high 
shipping costs incurred by Fayol’s company, located in 
central France.30 In the five years before Fayol became 
CEO, production had dropped more than 60  percent, 
from 38,000 to 15,000 annual metric tons. Comambault 
had exhausted a key supply of coal needed for steel pro-
duction, had already shut down one steel mill, and was 

When 1 1 1 5 3
One of the most common reasons for justifying mergers 
is synergy, namely that 1 1 1 5 3, meaning the merged 
companies will be more efficient, productive, and prof-
itable together than apart. A study by Bain & Company 
shows that 70 percent of merger deals don’t generate an-
ticipated synergies. Why? Executives, eager to justify the 
mergers, strongly overestimated what could be achieved 
and hadn’t done the rigorous analysis that would have 
helped them learn whether the merger would have 
truly produced synergies. One exception, AB InBev, the 
global beverage conglomerate, routinely calculates ac-
curate—and high—synergy levels and then meets those 
forecasts. Every time it acquires a company, AB InBev 

Doing the 
Right thing

establishes an integration plan, an oversight program, 
and a change management program. It then sets stan-
dards and benchmarks and adopts the best practices of 
whichever company has the better operation. And when 
companies approach mergers like that, 1 1 1 5 3.
source: L. Miles, “How Merging Companies Can Beat the synergy Odds,” Forbes, Janu-
ary 9, 2015, accessed April 24, 2015. www.forbes.com/sites/baininsights/2015/01/09 
/how-merging-companies-can-beat-the-synergy-odds/. 
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losing money at another.31 The company had quit paying 
dividends to shareholders and had no cash to invest in 
new technology, such as blast furnaces, that could lower 
its costs and increase productivity.

So the board hired Fayol as CEO to quickly dis-
solve and liquidate the business. But, after “four months 
of reflection and study,” he presented the board with a 
plan, backed by detailed facts and figures, to save the 
company.32 With little to lose, the board agreed. Fayol 
then began the process of turning the company around 
by obtaining supplies of key resources such as coal and 
iron ore; using research to develop new steel alloy prod-
ucts; carefully selecting key subordinates in research, 
purchasing, manufacturing, and sales and then delegat-
ing responsibility to them; and cutting costs by moving 
the company to a better location closer to key markets.33 
Looking back ten years later, Fayol attributed his and the 
company’s success to changes in management practices. 
He wrote, “When I assumed the responsibility for the 
restoration of Décazeville, I did not rely on my technical 
superiority. . . . I relied on my ability as an organizer [and 
my] skill in handling men.”34 

Based on his experience as a CEO, Fayol argued that 
“the success of an enterprise generally depends much 
more on the administrative ability of its leaders than on 
their technical ability.”35 And, as you learned in Chapter 1,  
Fayol argued that managers need to perform five mana-
gerial functions if they are to be successful: planning, or-
ganizing, coordinating, commanding, and controlling.36 
Because most management textbooks have dropped the 
coordinating function and now refer to Fayol’s com-
manding function as “leading,” these functions are widely 
known as planning (determining organizational goals and 
a means for achieving them), organizing (deciding where 
decisions will be made, who will do what jobs and tasks, 
and who will work for whom), leading (inspiring and mo-
tivating workers to work hard to achieve organizational 
goals), and controlling (monitoring progress toward goal 
achievement and taking corrective action when needed). 
In addition, according to Fayol, effective management is 
based on the fourteen principles in Exhibit 2.5.

HUMAn RELATiOns 
MAnAgEMEnT

As we have seen, scientific management focuses on 
improving efficiency; bureaucratic management focuses 
on using knowledge, fairness, and logical rules and pro-
cedures; and administrative management focuses on how 

2-4

and what managers should do in their jobs. The human 
relations approach to management focuses on people, 
particularly the psychological and social aspects of work. 
This approach to management sees people not as just 
extensions of machines but as valuable organizational 
resources in their own right. Human relations manage-
ment holds that people’s needs are important and that 
their efforts, motivation, and performance are affected 
by the work they do and their relationships with their 
bosses, coworkers, and work groups. In other words, ef-
ficiency alone is not enough. Organizational success also 
depends on treating workers well.

Let’s find out more about human relations management 
by learning about 2-4a Mary Parker Follett’s theories 
of constructive conflict and coordination, 2-4b Elton 
Mayo’s Hawthorne Studies, and 2-4c Chester Barnard’s 
theories of cooperation and acceptance of authority.

2-4a Constructive Conflict and 
Coordination: Mary Parker Follett
Mary Parker Follett (1868–1933) was a social worker 
with a degree in political science who, in her fifties, after 
twenty-five years of working with schools and nonprofit 
organizations, began lecturing and writing about man-
agement and working extensively as a consultant for 
business and government leaders in the United States 
and Europe. Although her contributions were over-
looked for decades, perhaps because she was a woman 
or perhaps because they were so different, many of to-
day’s “new” management ideas can clearly be traced to 
her work.

Follett believed that  
the best way to deal 
with conflict was not 
domination, where one 
side wins and the other 

Domination an approach 
to dealing with conflict in which 
one party satisfies its desires and 
objectives at the expense of the 
other party’s desires and objectives
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Exhibit 2.5

Fayol’s Fourteen Principles of Management
Division of work
Increase production by dividing work so that each worker completes smaller tasks or job elements.

Authority and responsibility
A manager’s authority, which is the “right to give orders,” should be commensurate with the manager’s responsibility. However, organizations 
should enact controls to prevent managers from abusing their authority.

Discipline
Clearly defined rules and procedures are needed at all organizational levels to ensure order and proper behavior.

Unity of command
To avoid confusion and conflict, each employee should report to and receive orders from just one boss.

Unity of direction
One person and one plan should be used in deciding the activities to be carried out to accomplish each organizational objective.

Subordination of individual interests to the general interests
Employees must put the organization’s interests and goals before their own.

Remuneration
Compensation should be fair and satisfactory to both the employees and the organization; that is, don’t overpay or underpay employees.

Centralization
Avoid too much centralization or decentralization. Strike a balance depending on the circumstances and employees involved.

Scalar chain
From the top to the bottom of an organization, each position is part of a vertical chain of authority in which each worker reports to just one boss. 
For the sake of simplicity, communication outside normal work groups or departments should follow the vertical chain of authority.

Order
To avoid confusion and conflict, order can be obtained by having a place for everyone and having everyone in his or her place; in other words, 
there should be no overlapping responsibilities.

Equity
Kind, fair, and just treatment for all will develop devotion and loyalty. This does not exclude discipline, if warranted, and consideration of the 
broader general interests of the organization.

Stability of tenure of personnel
Low turnover, meaning a stable work force with high tenure, benefits an organization by improving performance, lowering costs, and giving 
employees, especially managers, time to learn their jobs.

Initiative
Because it is a “great source of strength for business,” managers should encourage the development of initiative, or the ability to develop and 
implement a plan, in others.

Esprit de corps
Develop a strong sense of morale and unity among workers that encourages coordination of efforts.

sources: H. fayol, General and Industrial Management (London: Pittman & sons, 1949); M. fells, “fayol stands the Test of Time,” Journal of Management  
History 6 (2000): 345–360; C. Rodrigues, “fayol’s 14 Principles of Management Then and now: A framework for Managing Today’s Organizations Effectively,” Manage-
ment Decision 39 (2001): 880–889. Ko
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35CHAPTER 2: The History of Management 

loses, or compromise, where each side gives up some 
of what it wants, but integration. Said Follett, “There 
is a way beginning now to be recognized at least, and 
even occasionally followed: when two desires are in-
tegrated, that means that a solution has been found 
in which both desires have found a place that neither 
side has had to sacrifice anything.”37 So, rather than one 
side dominating the other or both sides compromising,  
the point of integrative conflict resolution is to 
have both parties indicate their preferences and then 
work together to find an alternative that meets the needs 
of both. According to Follett, “Integration involves in-
vention, and the clever thing is to recognize this, and 
not to let one’s thinking stay within the boundaries of 
two alternatives which are mutually exclusive.” Indeed, 
Follett’s ideas about the positive use of conflict and 
an integrative approach to conflict resolution predate 
accepted thinking in the negotiation and conflict resolu-
tion literature by six decades (see the best-selling book 
Getting to Yes: Negotiating Agreement without Giving In 
by Roger Fisher, William Ury, and Bruce Patton).

Exhibit 2.6 summarizes Follett’s contributions to 
management in her own words. She casts power as “with” 
rather than “over” others. Giving orders involves discuss-
ing instructions and dealing with resentment. Authority 
flows from job knowledge and experience rather than po-
sition. Leadership involves setting the tone for the team 
rather than being aggressive and dominating, which may 
be harmful. Coordination and control should be based on 
facts and information. In the end, Follett’s contributions 
added significantly to our understanding of the human, so-
cial, and psychological sides of management. Peter Parker, 
the former chairman of the London School of Economics, 
said about Follett: “People often puzzle about who is the 
father of management. I don’t know who the father was, 
but I have no doubt about who was the mother.”38

2-4b Hawthorne Studies: Elton Mayo
Australian-born Elton Mayo (1880–1948) is best known 
for his role in the famous Hawthorne Studies at the 
Western Electric Company. The Hawthorne Studies 
were conducted in several stages between 1924 and 1932 
at a Western Electric plant in Chicago. Although Mayo 
didn’t join the studies until 1928, he played a significant 
role thereafter, writing about the results in his book, 
The Human Problems of an Industrial Civilization.39 
The first stage of the Hawthorne Studies investigated 
the effects of lighting levels and incentives on employee 
productivity in the Relay Test Assembly Room, where 
workers took approximately a minute to put “together 
a coil, armature, contact springs, and insulators in a 

fixture and secure the parts by means of four machine 
screws.”40

Two groups of six experienced female workers, five 
to do the work and one to supply needed parts, were 
separated from the main part of the factory by a ten-foot 
partition and placed at a standard work bench with the 
necessary parts and tools. Over the next five years, the ex-
perimenters introduced various levels and combinations 
of lighting, financial incentives, and rest pauses (work 
breaks) to study the effect on productivity. Curiously, 
however, production levels increased whether the exper-
imenters increased or decreased the lighting, paid work-
ers based on individual production or group production, 
or increased or decreased the number and length of rest 
pauses. In fact, Mayo and his fellow researchers were 
surprised that production steadily increased from 2,400 
relays per day at the beginning of the study to 3,000 re-
lays per day five years later. The question was: Why?

Mayo and his colleagues eventually concluded that 
two things accounted for the results. First, substantially 
more attention was paid to these workers than to work-
ers in the rest of the plant. Mayo wrote, “Before every 
change of program [in the study], the group is con-
sulted. Their comments are listened to and discussed; 
sometimes their objections are allowed to negate a sug-
gestion. The group unquestionably develops a sense of 
participation in the critical determinations and becomes 
something of a social unit.”41

For years, the “Hawthorne Effect” has been incor-
rectly defined as increasing productivity by paying more 
attention to workers.42 But it is not simply about atten-
tion from management. The Hawthorne Effect cannot 
be understood without giving equal importance to the 
social units, which became intensely cohesive groups. 
Mayo said, “What actually happened was that six individ-
uals became a team and the team gave itself wholeheart-
edly and spontaneously to cooperation in the experiment. 
The consequence was that they felt themselves to be 
participating freely and 
without afterthought, and 
they were happy in the 
knowledge that they were 
working without coercion 
from above or limits from 
below.”43 

For the first time, hu-
man factors related to work 
were found to be more 
important than the physi-
cal conditions or design 
of the work. Together, the 
increased attention from 

Compromise an approach to 
dealing with conflict in which both 
parties give up some of what they 
want in order to reach agreement 
on a plan to reduce or settle the 
conflict

Integrative conflict 
resolution an approach to 
dealing with conflict in which both 
parties indicate their preferences 
and then work together to find an 
alternative that meets the needs 
of both
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Exhibit 2.6

On constructive conflict . . . 
“As conflict—difference—is here in this world, as we cannot avoid it, we should, I think, use it to work for us. Instead of condemning it, we should set it to 
work for us.”

On power . . .
“It seems to me that whereas power usually means power-over, the power of some person or group over some other person or group, it is possible to 
develop the conception of power-with, a jointly developed power, a co-active, not a coercive power.”

On the giving of orders . . .
“An advantage of not exacting blind obedience, of discussing your instructions with your subordinates, is that if there is any resentment, any come-back, 
you get it out into the open, and when it is in the open, you can deal with it.”

On authority . . .
“Authority should go with knowledge and experience, that is where obedience is due, no matter whether it is up the line or down.”

On leadership . . .
“Of the greatest importance is the ability to grasp a total situation. . . . Out of a welter of facts, experience, desires, aims, the leader must find the unifying 
thread. He must see a whole, not a mere kaleidoscope of pieces. . . . The higher up you go, the more ability you have to have of this kind.”

On coordination . . .
“The most important thing to remember about unity is—that there is no such thing. There is only unifying. You cannot get unity and expect it to last a 
day—or five minutes. Every man in a business should be taking part in a certain process and that process is unifying.”

On control . . .
“Central control is coming more and more to mean the co-relation of many controls rather than a superimposed control.”

source: M. Parker follett, Mary Parker Follett—Prophet of Management: A Celebration of Writings from the 1920s, ed. P. graham (Boston: Harvard Business school Press, 1995). Ko
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37CHAPTER 2: The History of Management 

management and the development of a cohesive work 
group led to significantly higher levels of job satisfac-
tion and productivity. In short, the Hawthorne Studies 
found that workers’ feelings and attitudes affected  
their work.

The next stage of the Hawthorne Studies was 
conducted in the Bank Wiring Room, where “the group 
consisted of nine wiremen, three solderers, and two 
inspectors. Each of these groups performed a specific 
task and collaborated with the other two in completion of 
each unit of equipment. The task consisted of setting up 
the banks of terminals side-by-side on frames, wiring the 
corresponding terminals from bank to bank, soldering 
the connections, and inspecting with a test set for short 
circuits or breaks in the wire. One solderman serviced 
the work of the three wiremen.”44 While productivity 
increased in the Relay Test Assembly Room no matter 
what the researchers did, productivity dropped in the 
Bank Wiring Room. Again, the question was: Why?

Mayo and his colleagues found that the differences 
in performance were due to group dynamics. The work-
ers in the Bank Wiring Room had been an existing 
work group for some time and had already developed 
strong negative norms that governed their behavior. For 
instance, despite a group financial incentive for produc-
tion, the group members decided that they would wire 
only 6,000 to 6,600 connections a day (depending on the 
kind of equipment they were wiring), well below the 
production goal of 7,300 connections that management 
had set for them. Individual workers who worked at a 
faster pace were socially ostracized from the group or 

“binged” (hit on the arm) until they slowed their work 
pace. Thus, the group’s behavior was reminiscent of the 
soldiering that Taylor had observed. Mayo concluded, 
“Work [was] done in accord with the group’s conception 
of a day’s work; this was exceeded by only one individual 
who was cordially disliked.”45

In the end, the Hawthorne Studies demonstrated 
that the workplace was more complex than previ-
ously thought, that workers were not just extensions of 
machines, and that financial incentives weren’t neces-
sarily the most important motivator for workers. By 
highlighting the crucial role, positive or negative, that 
groups, group norms, and group behavior play at work, 
Mayo strengthened Follett’s point about coordination—
make just one change in an organization and others, 
some expected and some unexpected, will occur. Thanks 
to Mayo and his colleagues and their work on the Haw-
thorne Studies, managers better understood the effect 
that group social interactions, employee satisfaction, and 
attitudes had on individual and group performance.

2-4c Cooperation and Acceptance 
of Authority: Chester Barnard
Like Fayol, Chester Barnard (1886–1961) had expe-
riences as a top executive that shaped his views of 

Team Building That Works
Corporate team-building activities have long had a repu-
tation for being irrelevant, boring, and a waste of time. A 
recent study found that 31 percent of office workers can’t 
stand team-building activities. How, then, can managers 
develop high-performance teams? The key to successful 
team-building efforts is keeping them normal and avoid-
ing eccentric, awkward, or forced activities. According to 
David Ballard, head of APA’s Psychologically Healthy Work-
place Program, stick to simple activities, such as volun-
teering, playing sports, going on field trips, professional 
development, and sharing meals—all of which provide a 
natural context for building camaraderie and trust. 
source: J. Haden, “10 scientifically Proven Ways to Build and Manage great Teams,” 
Inc., May 28, 2014, accessed March 28, 2014. www.inc.com/jeff-haden/10-scientifi-
cally-proven-ways-to-build-and-manage-great-teams-wed.html.
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38 PART OnE

management. Barnard began his career in 1909 as an 
engineer and translator for AT&T, becoming a gen-
eral manager at Pennsylvania Bell Telephone in 1922 
and then president of New Jersey Bell Telephone in 
1927.46 Barnard’s ideas, published in his classic book, 
The Functions of the Executive, influenced companies 
from the board of directors down. He is best known 
for his ideas about cooperation and the acceptance of 
authority.

Barnard proposed a comprehensive theory of 
cooperation in formal organizations. In fact, he defines 
an organization as a “system of consciously coor-
dinated activities or forces of two or more persons.”47 
In other words, organization occurs whenever two 
people work together for some purpose, whether it be 
classmates working together to complete a class proj-
ect, Habitat for Humanity volunteers donating their 
time to build a house, or managers working with sub-
ordinates to reduce costs, improve quality, or increase 
sales. Barnard placed so much emphasis on cooperation 
because cooperation is not the normal state of affairs: 
“Failure to cooperate, failure of cooperation, failure of 
organization, disorganization, disintegration, destruction 
of organization—and reorganization—are characteristic 
facts of human history.”48

According to Barnard, the extent to which people 
willingly cooperate in an organization depends on how 
workers perceive executive authority and whether 
they’re willing to accept it. Many managerial requests 
or directives fall within a zone of indifference in which 
acceptance of managerial authority is automatic. For 
example, if your supervisor asks you for a copy of the 
monthly inventory report, and compiling and writing 
that report is part of your job, you think nothing of the 
request and automatically send it. In general, people 
will be indifferent to managerial directives or orders 
if they (1) are understood, (2) are consistent with the 
purpose of the organization, (3)  are compatible with 
the people’s personal interests, and (4) can actually be 
carried out by those people. Acceptance of managerial 
authority (that is, cooperation) is not automatic, how-
ever. Ask people to do things contrary to the organiza-
tion’s purpose or to their own benefit and they’ll put 
up a fight. While many people assume that managers 
have the authority to do whatever they want, Barnard, 

referring to the “fiction 
of superior authority,” 
believed that workers ul-
timately grant managers 
their authority. 

OPERATiOns, 
infORMATiOn, 
sYsTEMs, And 
COnTingEnCY 
MAnAgEMEnT

In this last section, we review four other significant his-
torical approaches to management that have influenced 
how today’s managers produce goods and services on a 
daily basis, gather and manage the information they need 
to understand their businesses and make good decisions, 
understand how the different parts of the company work 
together as a whole, and recognize when and where par-
ticular management practices are likely to work.

To better understand these ideas, let’s learn about  
2-5a operations management, 2-5b information man-
agement, 2-5c systems management, and 2-5d contin-
gency management.

2-5a Operations Management
In Chapter 18, you will learn about operations manage-
ment, which involves managing the daily production of 
goods and services. In general, operations management 
uses a quantitative or mathematical approach to find ways 
to increase productivity, improve quality, and manage 
or reduce costly inventories. The most commonly used 
operations management tools and methods are quality 
control, forecasting techniques, capacity planning, pro-
ductivity measurement and improvement, linear pro-
gramming, scheduling systems, inventory systems, work 
measurement techniques (similar to the Gilbreths’ motion 
studies), project management (similar to Gantt’s charts),  
and cost-benefit analysis.49

Since the sixteenthth century, skilled craftspeople 
made the lock, stock, and barrel of a gun by hand. After 
each part was made, a skilled gun finisher assembled 
the parts into a complete gun. But the gun finisher did 
not simply screw the different parts of a gun together, 
as is done today. Instead, each handmade part required 
extensive finishing and adjusting so that it would fit to-
gether with the other handmade gun parts. Hand-fitting 
was necessary because, even when made by the same 
skilled craftspeople, no two parts were alike. In fact, gun 
finishers played a role similar to that of fine watchmakers 

2-5

Organization a system of 
consciously coordinated activities 
or forces created by two or more 
people
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who meticulously assembled expensive watches—
without them, the product simply wouldn’t work. Today, 
we would say that these parts were low quality because 
they varied so much from one part to another.

All this changed in 1791 when the U.S. govern-
ment, worried about a possible war with France, ordered 
40,000 muskets from private gun contractors. All but one 
contractor built handmade muskets assembled by skilled 
gun finishers who made sure that all the parts fit to-
gether. Thus, each musket was unique. If a part broke, a 
replacement part had to be handcrafted. But one contrac-
tor, Eli Whitney of New Haven, Connecticut (who is bet-
ter known for his invention of the cotton gin), determined 
that if gun parts were made accurately enough, guns could 
be made with standardized, interchangeable parts. So he 
designed machine tools that allowed unskilled workers to 
make each gun part the same as the next. Said Whitney, 
“The tools which I contemplate to make are similar to an 
engraving on copper plate from which 
may be taken a great number of 
impressions perceptibly alike.”50 
Years passed before Whitney 
delivered his 10,000 muskets 
to the U.S. government. But 
he demonstrated the superi-
ority of interchangeable parts 
to President-elect Thomas 
Jefferson in 1801 by quickly 
and easily assembling com-
plete muskets from randomly 
picked piles of musket parts. 
Today, because of Whitney’s 
ideas, most products, from cars 
to toasters to space shuttles, are manufac-
tured using standardized, interchangeable parts.

But even with this advance, manufacturers still 
could not produce a part unless they had seen or 
examined it firsthand. Thanks to Gaspard Monge, a 
Frenchman of modest beginnings, this soon changed. 
Monge’s greatest achievement was his book Descriptive 
Geometry.51 In it, he explained techniques for drawing 
three-dimensional objects on paper. For the first time, 
precise drawings permitted manufacturers to make stan-
dardized, interchangeable parts without first examining 
a prototype. Today, thanks to Monge, manufacturers rely 
on CAD (computer-aided design) and CAM (computer-
aided manufacturing) to take three-dimensional designs 
straight from the computer to the factory floor.

Once standardized, interchangeable parts became 
the norm, and after parts could be made from design 
drawings alone, manufacturers ran into a costly problem 

that they had never faced before: too much inventory. 
Inventory is the amount and number of raw materials, 
parts, and finished products that a company has in its pos-
session. In fact, large factories were accumulating parts 
inventories sufficient for two to three months, much more 
than they needed on a daily basis to run their manufac-
turing operations. A solution to this problem was found 
in 1905 when the Oldsmobile Motor Works in Detroit 
burned down.52 Management rented a new production fa-
cility to get production up and running as quickly as pos-
sible after the fire. But because the new facility was much 
smaller, there was no room to store large stockpiles of 
inventory (which the company couldn’t afford anyway as 
it was short on funds). Therefore, the company made do 
with what it called “hand-to-mouth inventories,” in which 
each production station had only enough parts on hand to 
do a short production run. Because all of its parts suppli-
ers were close by, Oldsmobile could place orders in the 
morning and receive them in the afternoon (even with-

out telephones), just as with today’s 
computerized just-in-time inventory 

systems. So, contrary to common 
belief, just-in-time inventory 
systems were not invented by 
Japanese manufacturers. In-
stead, they were invented out of 

necessity more than a century 
ago because of a fire. 

2-5b Information 
Management

For most of recorded history, in-
formation has been costly, difficult to obtain, and slow to 
spread. Because of the immense labor and time it took to 
hand copy information, books, manuscripts, and written 
documents of any kind were rare and extremely expen-
sive. Word of Joan of Arc’s death in 1431 took eighteen 
months to travel from France across Europe to Constan-
tinople (now Istanbul, Turkey). 

Consequently, throughout history, organizations 
have pushed for and quickly adopted new informa-
tion technologies that reduce the cost or increase the 
speed with which they can acquire, store, retrieve, or 
communicate information. The first technologies to 
truly revolutionize the business use of information were 
paper and the printing press. In the fourteenth century, 
water-powered machines were created to pulverize 
rags into pulp to make paper. Paper prices, which were 
already lower than those of animal-skin parchments, 
dropped dramatically. Less than a half-century later, 
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Johannes Gutenberg invented the printing press, which 
greatly reduced the cost and time needed to copy writ-
ten information. In fifteenth-century Florence, Italy, a 
scribe would charge one florin (an Italian unit of money) 
to hand copy one document page. By contrast, a printer 
would set up and print 1,025 copies of the same doc-
ument for just three florins. Within fifty years of its 
invention, Gutenberg’s printing press cut the cost of 
information by 99.8 percent! 

What Gutenberg’s printing press did for publishing, 
the manual typewriter did for daily communication. Be-
fore 1850, most business correspondence was written by 
hand and copied using the letterpress. With the ink still 
wet, the letter would be placed into a tissue-paper book. 
A hand press would then be used to squeeze the book 
and copy the still-wet ink onto the tissue paper. By the 

1870s, manual typewriters 
made it cheaper, easier, 
and faster to produce and 
copy business correspon-
dence. Of course, in the 
1980s, slightly more than 
a century later, typewriters 
were replaced by personal 
computers and word pro-
cessing software with the 
same results. 

Finally, businesses 
have always looked for 
information technolo-
gies that would speed 
access to timely informa-
tion. The Medici fam-
ily, which opened banks 
throughout Europe in 
the early 1400s, used post 

messengers to keep in contact with their more than 
forty branch managers. The post messengers, who pre-
dated the U.S. Postal Service Pony Express by 400 years, 
could travel 90 miles per day, twice what average rid-
ers could cover, because the Medicis were willing to pay 
for the expense of providing them with fresh horses. 
This need for timely information also led companies to 
quickly adopt the telegraph in the 1860s, the telephone 
in the 1880s, and, of course, Internet technologies  
in the past three decades. 

2-5c Systems Management
Today’s companies are much more complex than they 
used to be. They are larger and employ more people. 
They most likely manufacture, service, and finance what 
they sell, not only in their home markets but in foreign 
markets throughout the world, too. They also operate 
in complex, fast-changing, competitive, global environ-
ments that can quickly turn competitive advantages into 
competitive disadvantages. How, then, can managers 
make sense of this complexity, both within and outside 
their organizations?

One way to deal with organizational and environ-
mental complexity is to take a systems view of organiza-
tions. The systems approach is derived from theoretical 
models in biology and social psychology developed in 
the 1950s and 1960s.53 A system is a set of interrelated 
elements or parts that function as a whole. Rather than 
viewing one part of an organization as separate from the 
other parts, a systems approach encourages managers 
to complicate their thinking by looking for connections 
between the different parts of the organization. Indeed, 
one of the more important ideas in the systems approach 
to management is that organizational systems are com-
posed of parts or subsystems, which are simply 
smaller systems within larger systems. Subsystems and 
their connections matter in systems theory because of 
the possibility for managers to create synergy. Synergy 
occurs when two or more subsystems working together 
can produce more than they can working apart. In other 
words, synergy occurs when 1 1 1 5 3.

Systems can be open or closed. Closed systems 
can function without interacting with their environ-
ments. But nearly all organizations should be viewed as 
open systems that interact with their environments 
and depend on them for survival. Therefore, rather 
than viewing what goes on within the organization 
as separate from what goes on outside it, the systems 
approach encourages managers to look for connec-
tions between the different parts of the organization 
and the different parts of its environment. Exhibit 2.7 

System a set of interrelated 
elements or parts that function as 
a whole

Subsystems smaller systems 
that operate within the context of 
a larger system

Synergy when two or more 
subsystems working together 
can produce more than they can 
working apart 

Closed systems systems 
that can sustain themselves 
without interacting with their 
environments

Open systems systems 
that can sustain themselves 
only by interacting with their 
environments, on which they 
depend for their survival
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illustrates how the elements of systems management 
work together. 

A systems view of organizations offers several 
advantages. First, it forces managers to view their or-
ganizations as part of and subject to the competitive, 
economic, social, technological, and legal/regulatory 
forces in their environments.54 Second, it forces man-
agers to be aware of how the environment affects spe-
cific parts of the organization. Third, because of the 
complexity and difficulty of trying to achieve synergies 
among different parts of the organization, the systems 
view encourages managers to focus on better communi-
cation and cooperation within the organization. Finally, 
it makes managers acutely aware that good internal 
management of the organization may not be enough 
to ensure survival. Survival also depends on making 
sure that the organization continues to satisfy criti-
cal environmental stakeholders such as shareholders,  
employees, customers, suppliers, governments, and local  
communities. 

2-5d Contingency Management
Earlier, you learned that the goal of scientific manage-
ment was to use systematic study to find the one best 
way of doing each task and then use that one best way 
everywhere. The problem, as you may have gathered 
from reading about the various approaches to manage-
ment, is that no one in management seems to agree 

on what that one best way is. Furthermore, more than 
100 years of management research has shown that there 
are clear boundaries or limitations to most manage-
ment theories and practices. No management ideas or 
practices are universal. Although any theory or practice 
may work much of the time, none works all the time. 
How, then, is a manager to decide what theory to use? 
Well, it depends on the situation. The contingency 
approach to management clearly states that there are 
no universal management theories and that the most ef-
fective management theory or idea depends on the kinds 
of problems or situations that managers or organizations 
are facing at a particular time and place.55 In short, the 
best way depends on the situation.

One of the practical implications of the contin-
gency approach to management is that management is 
much harder than it looks. In fact, because of the clar-
ity and obviousness of management theories (OK, most 
of them), students and workers often wrongly assume 
that a company’s problems would be quickly and easily 
solved if management 
would take just a few sim-
ple steps. If this were true, 
few companies would have 
problems.

A second implica-
tion of the contingency 
approach is that manag-
ers need to look for key 

Exhibit 2.7

Systems View of Organizations
Economy

Suppliers Components of Specific Environment

Components of General Environment

Organization

Technical Trends

Products

Services

Feedback from Environments

Sociocultural Trends

Advocacy Groups

Political/Legal Trends

Industry Regulation Customers

Competitors

Inputs from General
& Specific
Environments

Inputs
Transformed
into Outputs

   Management
   Knowledge
   Manufacturing,
   Production, and
   Service
   Techniques

Contingency 
approach holds that there 
are no universal management 
theories and that the most effective 
management theory or idea 
depends on the kinds of problems 
or situations that managers are 
facing at a particular time and place
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contingencies that differentiate today’s situation or prob-
lems from yesterday’s situation or problems. Moreover, it 
means that managers need to spend more time analyzing 
problems, situations, and employees before taking ac-
tion to fix them. Finally, it means that as you read this 
text and learn about management ideas and practices, 
you need to pay particular attention to qualifying phrases 
such as “usually,” “in these situations,” “for this to work,” 
and “under these circumstances.” Doing so will help you 
identify the key contingencies that will help you become 
a better manager.
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Discuss how changing environments affect organizations.

Describe the four components of the general environment.

Explain the five components of the specific environment.

Describe the process that companies use to make sense of their 
changing environments.

Explain how organizational cultures are created and how they 
can help companies be successful.

3-1

3-2

3-3

3-4

3-5

Organizational 
Environments  
and Cultures

3
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3-1a Environmental Change
Environmental change is the rate at which a com-
pany’s general and specific environments change. In 
stable environments, the rate of environmental 
change is slow. The funeral business changes little from 
year to year. Families arrange for services for their 
loved ones with a funeral home, which then obtains a 
casket from one of three U.S. manufacturers, cares for 
the remains, hosts a visitation or memorial service, and 
organizes the burial or cremation, perhaps connecting 
the family with the cemetery or columbarium for pur-
chase of a final resting place—all for an average price 
of $6,460. Although there have been some changes—
such as cremation increasing from 4 percent in 1960 to  
43 percent today, advances in embalming that are 
healthier (for the em-
balmer and the envi-
ronment), and a small 
percentage of imported 
caskets (less than 10 per-
cent) that have increased 
profits—the basic busi-
ness of preparing bodies 
for burial, internment, or 
cremation hasn’t changed 
significantly in over a 
century.2 

CHAnging 
EnviROnmEnTs

This chapter examines the internal and external forces 
that affect business. We begin by explaining how the 
changes in external organizational environments affect the 
decisions and performance of a company. Next, we exam-
ine the two types of external organizational environment: 
the general environment that affects all organizations and 
the specific environment unique to each company. Then, 
we learn how managers make sense of their changing 
general and specific environments. The chapter finishes 
with a discussion of internal organizational environments 
by focusing on organizational culture. But first, let’s see 
how the changes in external organizational environments 
affect the decisions and performance of a company. 

External environments are the forces and 
events outside a company that have the potential to 
influence or affect it. In most cities, taxi prices (what’s 
charged on the meter) and taxi licenses (for drivers and 
cars) are highly regulated. The taxi industry, however, is 
threatened by Uber, a five-year old Internet company. 
After signing up as an Uber customer (name, password, 
credit card information), customers use the Uber app 
on their smartphones to order rides. Tap Uber. Enter a 
destination. Tap a button indicating your location. Then, 
the Uber app indicates the cost and how long till the car 
arrives. Afterwards, it sends email receipts and automati-
cally pays the driver. No cash changes hands. Customers 
love Uber because it’s often faster than hailing a cab on 
the street. Taxi drivers and companies hate it because it 
represents competition, which is why 30,000 taxi drivers 
across London, Berlin, Madrid, and Paris parked their 
taxis in protest. Steve McNamara, a spokesperson for 
London’s Licensed Taxi Driver Association, said, “We 
have nothing against competition. But Uber is being al-
lowed to ‘operate outside the law.’”1 So far, London’s taxi 
regulation agency has ruled that Uber apps and cars do 
not have taxi meters, therefore, they can’t be regulated as 
taxi cabs. While London’s famous black cab taxi drivers 
disagree, the goal of these protests is to influence regula-
tory agencies to prevent Uber from operating, or to force 
Uber to buy expensive, limited-in-number taxi licenses. 

Let’s examine the three basic characteristics of changing 
external environments: 3-1a environmental change; 
3-1b environmental complexity; 3-1c resource scar-
city; and 3-1d the uncertainty that environmental 
change, complexity, and resource scarcity can create 
for organizational managers.

3-1

External environments  
all events outside a company that 
have the potential to influence or 
affect it

Environmental 
change the rate at which a 
company’s general and specific 
environments change

Stable environment  
an environment in which the rate 
of change is slow

Ze
yn

ep
 D

em
ir/

Sh
ut

te
rs

to
ck

.c
om

Over a six-year span, Apple released eight 
different iPhone models. This picture 
shows the difference in size between the 
iPhone 6 and 6 Plus. 
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Whereas the funeral industry has a stable environ-
ment, BlackBerry competes in an extremely dynamic ex-
ternal environment. In dynamic environments, the 
rate of environmental change is fast. BlackBerry com-
petitors, such as Apple, Samsung, HTC, and Motorola, 
frequently updated models with innovative features and 
new technology. Over a six-year span, Apple released 
eight different iPhone models, the 3G and 3GS, the 4 
and 4S, the 5 and 5S, and the 6 and 6 Plus, each hav-
ing better features and functionality. For instance, the 
new iPhone 6 Plus has a 64-bit processing chip, a 5.5-
inch retina HD display, new slow motion and time lapse 
video recording capabilities, and a fingerprint scanner on 
the home button that serves as a secure biometric pass-
word for accessing the phone and paying for purchases 
in stores and within apps with Apple Pay.3 

Although you might think that a company’s ex-
ternal environment would be either stable or 
dynamic, research suggests 
that companies often 
experience both. Ac-
cording to punctuated 
equilibrium theory, com-
panies go through long periods of 
stability (equilibrium) during which incremental changes 
occur; followed by short, complex periods of dynamic, 
fundamental change (revolutionary periods); and finish-
ing with a return to stability (new equilibrium).4

The U.S. airline industry is a classic example of 
punctuated equilibrium, as three times in the past 
thirty years it has experienced revolutionary periods 
followed by a temporary return to stability. The first, 
from mid-1979 to mid-1982, occurred immediately 
after airline deregulation in 1978. Prior to deregula-
tion, the federal government controlled where airlines 
could fly, how much they could charge, when they 
could fly, and the number of flights they could have 
on a particular route. After deregulation, these choices 
were left to the airlines. The large financial losses dur-
ing this period clearly indicate that the airlines had 

trouble adjusting to the 
intense competition from 
new airlines that occurred 
after deregulation. By 
mid-1982, however, prof-
its returned to the indus-
try and held steady until 
mid-1989.

Then, after experi-
encing record growth and 
profits, U.S. airlines lost 
billions of dollars between 

1989 and 1993 as the industry went through dramatic 
changes. Key expenses, including jet fuel and employee 
salaries, which had held steady for years, suddenly in-
creased. Furthermore, revenues, which had grown 
steadily year after year, suddenly dropped because of 
dramatic changes in the airlines’ customer base. Busi-
ness travelers, who had typically paid full-price fares, 
comprised more than half of all passengers during the 
1980s. However, by the late 1980s, the largest customer 
base had changed to leisure travelers, who wanted the 
cheapest flights they could get.5 With expenses sud-
denly up, and revenues suddenly down, the airlines re-
sponded to these changes in their business environment 
by laying off 5 to 10 percent of their workers, cancel-
ing orders for new planes, and eliminating unprofit-
able routes. Starting in 1993 and lasting till 1998, these 
changes helped the airline industry achieve profits far 
in excess of their historical levels. The industry began to 
stabilize, if not flourish, just as punctuated equilibrium 

theory predicts.6

The third revolutionary 
period for the U.S. airline 

industry began with the ter-
rorist attacks of September 11, 2001, 

in which planes were used as missiles to bring down the 
World Trade Center towers and damage the Pentagon. 
The immediate effect was a 20 percent drop in sched-
uled flights, a 40 percent drop in passengers, and losses 
so large that the U.S. government approved a $15 bil-
lion bailout to keep the airlines in business. Heightened 
airport security also affected airports, the airlines them-
selves, and airline customers. Five years after the 9/11 at-
tacks, United Airlines, U.S. Airways, Delta, and American 
Airlines had reduced staffing by 169,000 full-time jobs 
to cut costs after losing a combined $42 billion.7 Due to 
their financially weaker position, the airlines restructured 
operations to take advantage of the combined effect of 
increased passenger travel, a sharply reduced cost struc-
ture, and a 23 percent reduction in the fleet to return 
their businesses to profitability.8 But, just as the airlines 
were heading toward a more stable period of equilib-
rium in 2006 and 2007, the price of oil jumped dramati-
cally, doubling, if not tripling, the price of jet fuel, which 
prompted the airlines to charge for luggage (to increase 
revenues and discourage heavy baggage) and cut flights 
using older, fuel-inefficient jets.

In 2013, however, stability and profitability largely re-
turned. Compared to 2007, the airlines cut total seat capac-
ity 14 percent; filled 83 percent of seats, up from 80 percent; 
and with stronger demand and fewer flights, saw round-trip 
fares rise by 4 percent, even after adjusting for inflation. In 
2008, U.S. airlines collectively lost $23.7 billion, but by the 

Dynamic environment  an 
environment in which the rate of 
change is fast

Punctuated equilibrium 
theory the theory that 
companies go through long 
periods of stability (equilibrium), 
followed by short periods of 
dynamic, fundamental change 
(revolutionary periods), and then a 
new equilibrium
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end of 2014, they had logged their fifth consecutive year 
of profits.9 Multiple airline mergers—Delta and North-
west, United and Continental, Southwest and AirTran, 
and U.S. Airways and American Airlines—reduced  
competition and routes even further, especially at nonhub 
airports such as Cincinnati, where the number of flights 
has plummeted by two-thirds since 2007. Bob Cortelyou, 
Delta’s senior vice president for network planning, ex-
plained that the airlines are making these moves because, 
“We want an airline industry that is stable and profitable.”10

3-1b Environmental Complexity
Environmental complexity refers to the number 
and the intensity of external factors in the environment 
that affect organizations. Simple environments 
have few environmental factors, whereas complex 
environments have many environmental factors. 
The dairy industry is an excellent example of a rela-
tively simple external environment. Even accounting for 
decades-old advances in processing, automatic milking 
machines, and breeding techniques, where the latter has 
increased annual yield from 5,000  pounds of milk per 
cow in 1942 to 21,000 pounds today, milk is produced 
the same way today as it was 100 years ago.11 So while 
food manufacturers introduce dozens of new dairy-based 
products each year, U.S. milk production has grown a 
modest 1.7 percent per year over the past decade. In 
short, producing milk is a highly competitive industry 
with a few key environmental factors.12

At the other end of the spectrum, few industries find 
themselves in more complex environments today than the 
personal computer (PC) business. Since the early 1980s, 
PC sales have grown spectacularly. But with consumers 
now spending technology dollars on tablets, e-readers, and 
smartphones (some as big as tablets and e-readers!), sales of  

Windows-based PCs dropped 14 percent from 2012 to 2013 
and by 1.7 percent from 2013 to 2014. PC manufacturers 
saw similar trends, with HP, Dell, Acer Group, and Asus 
all posting double-digit declines. Microsoft’s Windows 8  
operating system, which brought touchscreen capabilities 
and design to PCs, Microsoft tablets, and smartphones, 
was supposed to revive PC sales, but consumers found it 
confusing and difficult. Reviews of the publicly available  
Windows 10 Technical Preview, released prior to the  
official product launch, are broadly positive and seem to  
indicate that Windows 10 will provide a positive, stable user 
experience on all device formats—PCs, Windows smart-
phones and tablets, and the Xbox console. James Phillips, 
general manager of Microsoft’s Power Business Intelli-
gence product, said, “The organization knows it’s go-time. 
There are changes in the market we need to respond to.”13 

3-1c Resource Scarcity
The third characteristic of external environments is resource 
scarcity. Resource scarcity is the abundance or shortage of 
critical organizational resources in an organization’s external 
environment. Italy-based Ferrero Group makes Nutella, 
the popular food spread made with hazelnuts, skim milk, 
and cocoa. A 13-ounce jar of Nutella contains 50 hazelnuts, 
so Ferrero buys 100,000 tons of hazelnuts each year, roughly 
25 percent of the world supply, to produce 82 million pounds 
of Nutella. But, with sales growing 6 percent a year and com-
petitors, such as Hershey, Jif, and Kroger, now making their 
own chocolate-hazelnut spreads, demand for the limited 
global supply of hazelnuts, grown primarily on a narrow strip 
of Turkish coastland, is sky-
rocketing. Hazelnut prices 
jumped by 60 percent in 
2014, thanks to growing de-
mand and a combination of 
frost and hail damage. With 
supplies of its key ingredi-
ent at risk, Ferrero bought 
Turkish-based Oltan Group, 
the world’s largest hazelnut 
procurer and supplier, with 
five production facilities in 
Europe.14

3-1d Uncertainty
As Exhibit 3.1 shows, en-
vironmental change, envi-
ronmental complexity, and 
resource scarcity affect en-
vironmental uncertainty, 

Environmental 
complexity the number and 
the intensity of external factors 
in the environment that affect 
organizations

Simple environment  
an environment with few 
environmental factors

Complex environment  
an environment with many 
environmental factors

Resource scarcity  
the abundance or shortage of 
critical organizational resources 
in an organization’s external 
environment

Uncertainty extent to which 
managers can understand or 
predict which environmental 
changes and trends will affect their 
businesses

The dairy industry is an excellent example 
of a simple external environment.
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which is how well managers can understand or predict 
the external changes and trends affecting their businesses. 
Starting at the left side of the exhibit, environmental uncer-
tainty is lowest when environmental change and environ-
mental complexity are at low levels, and resource scarcity is 
low (that is, resources are plentiful). In these environments, 
managers feel confident that they can understand, predict, 
and react to the external forces that affect their businesses. 
By contrast, the right side of the exhibit shows that environ-
mental uncertainty is highest when environmental change 
and complexity are extensive, and resource scarcity is a 

problem. In these environ-
ments, managers may not 
be confident that they can 
understand, predict, and 
handle the external forces 
affecting their businesses.

gEnERAl 
EnviROnmEnT

As Exhibit 3.2 shows, two kinds of external environ-
ments influence organizations: 
the general environment 
and the specific envi-
ronment. The general 
environment con-
sists of the economy 
and the technologi-
cal, sociocultural, 
and political/legal 
trends that indi-
rectly affect all 

3-2

General environment the 
economic, technological, 
sociocultural, and political/legal 
trends that indirectly affect all 
organizations
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organizations. Changes in 
any sector of the general 
environment eventually af-
fect most organizations. For 
example, when the Federal 
Reserve lowers its prime 
lending rate, most businesses 
benefit because banks and 
credit card companies often 
lower the interest rates they 
charge for loans. Consum-
ers, who can then borrow 
money more cheaply, might 
borrow more to buy homes, 
cars, refrigerators, and large-
screen LCD TVs.

Each organization also 
has a specific environ-
ment that is unique to that 

Exhibit 3.1

Environmental Change, Environmental Complexity, and Resource Scarcity
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Environmental 
Complexity

Environmental 
Change

Resource 
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When environmental change and complexity are at high levels, 
and resource scarcity is high (that is, resources are scarce), 
uncertainty is high, and managers may not be at all confident 
that they can understand, predict, and handle the external 
forces affecting their businesses.

When environmental change and 
complexity are at low levels, and 
resource scarcity is low (that is, 
resources are plentiful), uncertainty 
is low, and managers feel confident 
that they can understand, predict, 
and react to the external forces that 
affect their businesses. 

Exhibit 3.2

General and Specific Environments

SUPPLIERS

ORGANIZATION

CUSTOMERS

$$

$

ADVOCACY
GROUPS

GENERAL ENVIRONMENT 

    SPECIFIC ENVIRONMENT 

COMPETITION

INDUSTRY
REGULATION

Specific environment the 
customers, competitors, suppliers, 
industry regulations, and advocacy 
groups that are unique to an 
industry and directly affect how a 
company does business
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50 PART OnE

firm’s industry and directly affects the way it conducts 
day-to-day business. Yum! Brands first entered China in 
the late 1980s with its KFC and Pizza Hut restaurants. 
As the Chinese economy boomed and wealthier Chinese 
consumers began spending their growing discretionary 
income on fast food, Yum! Brands sales grew exponen-
tially. By 2012, KFC’s and Pizza Hut’s Chinese sales ac-
counted for half of Yum’s! global revenue. During that 
time, Yum! relied on Chinese growth to drive overall 
sales and profits, and therefore made few changes to its 
restaurants or its menus. In the past few years, however, 
China’s economy has cooled off, and numerous com-
petitors have entered China, building new restaurants 
and bringing a wider variety of menu options, especially 
healthier foods. Finally, because of an avian flu out-
break in spring 2013, Chinese consumers began eating 
much less poultry. Together, these changes have directly 
affected and reduced Yum! Brands’ Chinese sales by 16 
percent.15 

The specific environment, which will be discussed 
in detail in Section 3-3 of this chapter, includes custom-
ers, competitors, suppliers, industry regulation, and 
advocacy groups.

But first let’s take a closer look at the four components of 
the general environment: 3-2a the economy and 3-2b the  
technological, 3-2c sociocultural, and 3-2d political/
legal trends that indirectly affect all organizations.

3-2a Economy
The current state of a country’s economy affects virtu-
ally every organization doing business there. In general, 
in a growing economy, more people are working, and 
wages are growing, and therefore consumers have rela-
tively more money to spend. More products are bought 
and sold in a growing economy than in a static or shrink-
ing economy. Although an individual firm’s sales will not 
necessarily increase, a growing economy does provide an 
environment favorable to business growth. In contrast, 
in a shrinking economy, consumers have less money to 
spend, and relatively fewer products are bought and 
sold. Thus, a shrinking economy makes growth for indi-
vidual businesses more difficult.

Because the economy 
influences basic business 
decisions, such as whether 
to hire more employ-
ees, expand production, 
or take out loans to pur-
chase equipment, manag-
ers scan their economic 
environments for signs of 

significant change. Unfortunately, the economic statis-
tics that managers rely on when making these decisions 
are notoriously poor predictors of future economic ac-
tivity. The Organization for Economic Cooperation and 
Development (OECD), an influential, but independent, 
nonprofit organization that works with governments 
to improve economic and social well-being, regularly 
publishes country economic forecasts. Over the past 
seven years, however, the OECD found that its forecasts 
were consistently overly optimistic and wrong.16 So a 
manager who hired ten more employees because OECD 
forecasts data suggested future growth, could very well 
have had to lay off those workers when the forecasted 
economic growth did not occur. 

Because economic statistics can be poor predictors, 
some managers try to predict future economic activ-
ity by keeping track of business confidence. Business 
confidence indices show how confident actual manag-
ers are about future business growth. For example, the 
Conference Board’s CEO Confidence Index is a quarterly 
survey of 100 CEOs in large companies across a variety 
of different industries that examines attitudes regarding 
future growth in the economy or particular industries.17 
Another useful index is the Wall Street Journal (WSJ)/
Vistage Small Business CEO Survey, which surveys small 
business CEOS about their sentiments regarding their 
general economy and how optimistic they are about future 
revenues, profitability, and business spending.18 Manag-
ers often prefer business confidence indices to economic 
statistics because they know that other managers make 
business decisions that are in line with their expectations 
concerning the economy’s future. So if the Conference 
Board or WSJ/Vistage Small Business CEO Survey busi-
ness confidence indices are dropping, a manager might 
decide against hiring new employees, increasing produc-
tion, or taking out additional loans to expand the business.

3-2b Technological Component
Technology is the knowledge, tools, and techniques 
used to transform inputs (raw materials, information, 
and so on) into outputs (products and services). For ex-
ample, the inputs of authors, editors, and artists (knowl-
edge) and the use of equipment such as computers and 
printing presses (technology) transformed paper, ink, 
and glue (raw materials) into this book (the finished 
product). In the case of a service company such as an 
airline, the technology consists of equipment, includ-
ing airplanes, repair tools, and computers, as well as 
the knowledge of mechanics, ticketers, and flight crews. 
The output is the service of transporting people from 
one place to another.

Business confidence 
indices indices that show 
managers’ level of confidence 
about future business growth

Technology the knowledge, 
tools, and techniques used to 
transform inputs into outputs
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Changes in technology can help companies pro-
vide better products or produce their products more 
efficiently. Although technological changes can benefit 
a business, they can also threaten it. Companies must 
embrace new technology and find effective ways to use 
it to improve their products and services or decrease 
costs. If they don’t, they will lose out to those compa-
nies that do. 

3-2c Sociocultural Component
The sociocultural component of the general environ-
ment refers to the demo graphic characteristics, general 
behavior, attitudes, and beliefs of people in a particular 
society. Sociocultural changes and trends influence orga-
nizations in two important ways.

First, changes in demographic characteristics, 
such as the number of people with particular skills 
or the growth of or decline in the number of people 
with particular population characteristics (marital 
status, age, gender, ethnicity) affect how companies 
staff their businesses. With the cruise industry grow-
ing just 3–4 percent per year, Carnival Cruise Lines 
has increased the number of cruises sailing out of 
China, the industry’s fastest growing market, from 
one in 2011 to four today. While 700,000 Chinese 
took cruises last year, compared to 10 million Ameri-
cans, Carnival expects 20–30 percent annual growth 
in China, which will result in 5 million Chinese taking 
cruises by 2020.19 

Second, sociocultural changes in behavior, attitudes, 
and beliefs also affect the demand for a business’s prod-
ucts and services. For example, European car sales are 
at their lowest point in two decades, 30 percent below 

1990 levels. Europe’s driving-age population, having 
peaked in 2011, is shrinking because of declining birth-
rates. Jean-Marc Gales, who heads an industry lobbying 
group for European auto suppliers, said, “Demograph-
ics . . . are not positive for most European countries.”20 
Demographics alone could reduce European auto sales 
by 400,000 cars a year. European attitudes toward car 
ownership are also changing. Angus Ross, a Brit who 
lives in Paris, said, “Owning a car just isn’t so important 
for my generation.” With extensive public transportation 
in Europe, it’s easier to get by without a car. Likewise, 
Europe’s economy remains weak, so a larger percentage 
of Europeans are without jobs, and those with jobs are 
more cautious with their spending. Indeed, 41-year-old  
Sergio Felice, a Barcelona bank consultant, says he 
doesn’t plan to buy a car until he’s in his 60s. “I prefer 
to put the money I don’t spend on a car in a retirement 
plan.” Instead, he uses a motorcycle and rents cars for 
weekend trips. That way, he says, “I still get to have a car 
whenever I want.”

3-2d Political/Legal Component
The political/legal component of the general environment 
includes the legislation, regulations, and court decisions 
that govern and regulate business behavior. New laws 
and regulations continue to impose additional responsi-
bilities on companies. Unfortunately, many managers are 
unaware of these new responsibilities. For example, un-
der the 1991 Civil Rights Act (http://www.eeoc.gov/policy 
/cra91.html), if an employee is sexually harassed by any-
one at work (a supervisor, a coworker, or even a customer), 
the company—not just the harasser—is potentially liable 
for damages, attorneys’ fees, and back pay.21 Under the 
Family and Medical Leave Act  (http://www.dol.gov/dol 
/topic/benefits-leave/fmla.htm), which applies to employ-
ers with fifty or more employees, employees who have 
been on the job one year are guaranteed twelve weeks 
of unpaid leave per year to tend to their own illnesses 
or to their elderly parents, a newborn baby, or a newly 
adopted child. Employees are guaranteed the same job, 
pay, and benefits when they return to work.22 The most 
recent major regulation to affect U.S. businesses is the 
Patient Protection and Affordable Care Act (http://www 
.hhs.gov/healthcare/rights/), which requires businesses 
with more than 100 full-time employees to offer afford-
able health care insurance to full-time employees and 
their families. To demonstrate that they are in compli-
ance, companies must file tax forms showing their indi-
vidual employees’ health care costs on a monthly basis. 
Penalties for not filing proper tax forms can be up to 
$3,000 per employee.23

Carnival Cruise line has increased the 
number of cruises sailing out of China; the 
industries fastes growing market.
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Many managers are also unaware of the potential 
legal risks associated with traditional managerial deci-
sions about recruiting, hiring, and firing employees. 
Increasingly, businesses and managers are being sued for 
negligent hiring and supervision, defamation, invasion of 
privacy, emotional distress, fraud, and misrepresentation 
during employee recruitment.24 More than 14,000 suits 
for wrongful termination (unfairly firing employees) are 
filed each year.25 In fact, wrongful termination lawsuits 
increased by 77 percent during the 1990s.26 Likewise, 
Equal Employment Opportunity Commission filings al-
leging wrongful discharge average around 20,000 cases 
per year27 One in four employers will at some point be 
sued for wrongful termination. It can cost $300,000 to 
settle such a case after it goes to court, but employers lose 
50 percent to 70 percent of court cases,28 and the former 
employee is awarded, on average, $1 million or more.29 
On the other hand, employers who settle before going 
to court typically pay just $10,000 to $100,000 per case.30

Not everyone agrees that companies’ legal risks are too 
severe. Indeed, many believe that the government should 
do more to regulate and restrict business behavior and 
that it should be easier for average citizens to sue dishon-
est or negligent corporations. From a managerial perspec-
tive, the best medicine against legal risk is prevention. As a 
manager, it is your responsibility to educate yourself about 
the laws, regulations, and potential lawsuits that could af-
fect your business. Failure to do so may put you and your 
company at risk of sizable penalties, fines, or legal charges.

sPECifiC 
EnviROnmEnT

As you just learned, changes in any sector of the general 
environment (economic, technological, sociocultural, and 
political/legal) eventually affect most organizations. Each 
organization also has a specific environment that is unique 
to that firm’s industry and directly affects the way it con-
ducts day-to-day business. For instance, if your customers 
decide to use another product, your main competitor cuts 
prices 10 percent, your best supplier can’t deliver raw 
materials, federal regulators mandate reductions in pol-
lutants in your industry, or environmental groups accuse 
your company of selling unsafe products, the impact from 
the specific environment on your business is immediate.

Let’s examine how the 3-3a customer, 3-3b competitor, 
3-3c supplier, 3-3d industry regulation, and 3-3e 
advocacy group components of the specific environ-
ment affect businesses.

3-3

3-3a Customer Component
Customers purchase products and services. Companies 
cannot exist without customer support. Monitoring cus-
tomers’ changing wants and needs is critical to business 
success. There are two basic strategies for monitoring 
customers: reactive and proactive.

Reactive customer monitoring involves identifying 
and addressing customer trends and problems after 
they occur. One reactive strategy is to listen closely 
to customer complaints and respond to customer 
concerns. Listen360 is a company that helps busi-
nesses monitor customer satisfaction and complaints 
by contacting their customers and asking two ques-
tions, “How likely are you to recommend this busi-
ness?” followed by an open-ended question to explain 
why. Customer responses fall into three categories: 
“promoters,” who would recommend the business to 
others; “passives,” who are neither negative nor posi-
tive; and “detractors,” unhappy customers who would 
not recommend the business. When customers are un-
happy, the business receives a report detailing what 
products and services the customer purchased, what it 
would cost the company if it lost that customer’s busi-
ness, and a “voice of the customer” report that scans 
the answers to the open-ended question for key words 
about specific likes, dislikes, and concerns. According 
to Heather Anderson, director of marketing for The 
Little Gym, a children’s fitness franchise, “Many own-
ers have also chosen to get an immediate notification 
via text message if they receive a detractor comment, 
so they can respond within minutes of receiving the 
feedback.”31 

Companies that respond quickly to customer letters 
of complaint (that is, reactive customer monitoring) are 
viewed much more favorably than companies that are 
slow to respond or never respond.32 In particular, studies 
have shown that customers are much more likely to pur-
chase products or services again from a company when 
that company sends a follow-up letter to thank the cus-
tomer for writing; offers a sincere, specific response to 
the complaint (not a form letter, but an explanation of 
how the problem will be handled); and offers a small gift, 
coupons, or a refund to make up for the problem.33

Proactive monitoring of customers means 
identifying and addressing customer needs, trends, 
and issues before they occur. Cable TV’s The Weather 
Channel forecasts weather worldwide. But it changed 
its name to The Weather Co. to reflect its growing use 
of seventy-five years of weather data to predict con-
sumer needs and behaviors before they occur. CEO 
David Kenny says, “People generally check the weather 
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because they’re planning to do something. We are get-
ting better at knowing the kind of things people will 
be planning based on where and when they are check-
ing the weather and what the weather is.”34 Michaels,  
a nationwide arts and crafts chain, planned to adver-
tise on The Weather Co.’s website and TV channel on  
rainy days, on which it believed customers would be 
more likely to buy and then do arts and crafts projects. 
WeatherFX, the Weather Co.’s data analytic unit, exam-
ined daily sales for each Michaels store, which it then 
combined with corresponding weather data. Instead of 
sales increasing on rainy days, WeatherFX found that 
sales increased three days before. In other words, peo-
ple bought arts and crafts at Michaels to have something 
to do before rainy weather arrived. This kind of proac-
tive monitoring has proven so valuable that WeatherFX 
now accounts for half of the Weather Co.’s advertising 
revenue.35

3-3b Competitor Component
Competitors are companies in the same industry that 
sell similar products or services to customers. Ford, 
Toyota, Honda, Nissan, Hyundai, and Kia all compete 
for automobile customers. NBC, ABC, CBS, and Fox 
(along with hundreds of cable channels) compete for TV 
viewers’ attention. McDonald’s, Burger King, Wendy’s, 
Hardee’s, Chick-fil-A, and a host of others compete 
for fast-food customers’ dollars. Often the difference 
between business success and failure comes down to 
whether your company is doing a better job of satisfy-
ing customer wants and needs than the competition. 
Consequently, companies need to keep close track of 
what their competitors are doing. To do this, managers 
perform a competitive analysis, which involves de-
ciding who your competitors are, anticipating competi-
tors’ moves, and determining competitors’ strengths and 
weaknesses.

Surprisingly, managers often do a poor job of iden-
tifying potential competitors because they tend to focus 
on only two or three well-known competitors with simi-
lar goals and resources.36

Another mistake managers may make when analyz-
ing the competition is to underestimate potential com-
petitors’ capabilities. When this happens, managers 
don’t take the steps they should to continue to improve 
their products or services. The result can be significant 
decreases in both market share and profits. For decades, 
TV viewers had two options—watch the four or five 
channels that could be picked up with an antenna or pur-
chase a package from a local cable supplier, which almost 
always operated as a local monopoly. Then, a third choice 

came along—buy a package from a satellite provider, 
such as DirecTV or DISH Network. In the past five 
years, however, the television marketplace has changed 
dramatically, and cable TV companies now find them-
selves surrounded by competitors. Netflix started the 
process by offering an inexpensive DVD-by-mail service, 
which began eroding cable TV dominance. Over the past 
five years, however, online content providers and stream-
ing services and devices such as Netflix, Hulu, YouTube, 
iTunes, Roku, Apple TV, and Amazon Instant Video allow 
consumers to watch their favorite TV shows and movies 
at a fraction of the cost of a monthly cable subscription. 
Cable companies have been slow to respond. From 2010 
to 2014, the forty most widely distributed cable channels 
lost 3.2 million subscribers, as consumers trimmed their 
cable TV bills by cutting out popular channels such as 
TNT, USA, ESPN, and Disney. It’s also estimated that 
somewhere between a quarter million and a half million 
cable/satellite TV custom-
ers “cut the cord” in 2014, 
completely dropping their 
subscriptions. Accord-
ing to Bryan Rader, CEO 
of Bandwidth Consulting 
LLC, a firm that tracks 
pay-TV trends, “We’re at a 
tipping point of consumers 
thinking Internet first and 
TV second.”37

Competitors companies in 
the same industry that sell similar 
products or services to customers

Competitive analysis  
a process for monitoring the 
competition that involves 
identifying competition, 
anticipating their moves, and 
determining their strengths and 
weaknesses

External Pressures

According to a recent survey by Accenture of C-level execu-
tives, the following top five external pressures are leading 

companies to give more emphasis to risk management.

1. Legal risks

2. Business risks

3. Regulatory requirements

4. Market risks

5. Credit risks/Operational risks/Strategic risks [tie]

As a result, 98 percent of executives surveyed said they are giving 
a higher priority to risk management and incorporating it more 
closely into decision making.
source: “Accenture 2013 global Risk management study: Risk management for an 
Era of greater Uncertainty,” Accenture. september 17, 2013. accessed April 11, 2014. 
http://www.accenture.com/us-en/Pages/insight-global-risk-management-study 
-2013-era-greater-uncertainty.aspx.
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3-3c Supplier Component
Suppliers are companies that provide material, hu-
man, financial, and informational resources to other 
companies. U.S. Steel buys iron ore from suppliers 
to make steel products. When IBM sells a mainframe 
computer, it also provides support staff, engineers, and 
other technical consultants to the company that bought 
the computer. If you’re shopping 
for desks, chairs, and office sup-
plies, chances are that Staples 
will be glad to help your business 
open a revolving charge account 
to pay for your purchases. When 
a clothing manufacturer has spent 
$100,000 to purchase new high-
pressure water drills to cut shirt 
and pant patterns to precise sizes, 
the water drill manufacturer, as 
part of the purchase, will usu-
ally train the workers to use the 
machinery.

A key factor influencing the 
impact and quality of the rela-
tionship between companies 
and their suppliers is how de-
pendent they are on each other.38 
Supplier dependence is the 
degree to which a company relies 
on that supplier because of the importance of the sup-

plier’s product to the com-
pany and the difficulty of 
finding other sources for 
that product. Even though 
Apple and Samsung are 
fierce competitors when 
it comes to smartphones 
and tablets, and they have 
sued and countersued each 
other over alleged patent 
infringements, Apple has 
been highly dependent on 
Samsung for the computer 
chips, flash drives, and high 
resolution touch screens 
in iPhones and iPads for 
more than a decade. Stan-
ford University professor 
Michael Marks said that 
Apple’s choices for alter-
native suppliers, “aren’t 
good, which is why they 

keep buying from Samsung.”39 Indeed, Apple awarded 
Taiwan Semiconductor the contract chips to go in its 
iPhone 6. Within six months of the release of the new-
est iPhone, however, Apple announced that, for future 
iPhone models, it would go back to buying chips from 
Samsung.40

Buyer dependence is the degree to which a sup-
plier relies on a buyer because of the importance of that 

buyer to the supplier’s sales and the 
difficulty of finding other buyers of 
its products. While Samsung is one of 
Apple’s key suppliers (that is, supplier 
dependence), Apple, in turn, is Sam-
sung’s key buyer of computer compo-
nents. Apple’s purchase of $10 billion 
of chips, flash memory drives, and 
touch screens in 2013 represented 
17 percent of Samsung’s $59.13 billion 
components business. Regaining the 
Apple chip order for future versions 

of the iPhone helped Samsung turn a $914 
million loss in 2013 into a $914 profit.41

A high degree of buyer or 
seller dependence can 

lead to opportunistic 
behavior, in which one 
party benefits at the ex-
pense of the other. Apple 
was concerned with the 

possibility of opportunis-
tic behavior when it stopped 

buying touch screens from Samsung in 2010. 
Technology analyst Hiroshi Hayase explained, “If you 
buy screens from your competitor, you will be sharing 
some key information on your next product.”42 Conse-
quently, Apple shifted its touch screen orders to Sharp 

Suppliers companies that 
provide material, human, financial, 
and informational resources to 
other companies

Supplier dependence  
the degree to which a company 
relies on a supplier because of 
the importance of the supplier’s 
product to the company and the 
difficulty of finding other sources 
of that product

Buyer dependence  
the degree to which a supplier 
relies on a buyer because of 
the importance of that buyer to 
the supplier and the difficulty 
of finding other buyers for its 
products

Opportunistic behavior  
a transaction in which one party 
in the relationship benefits at the 
expense of the other Staples is a prime example of a supplier. 
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and Toshiba. This is also why Apple began working with 
Toshiba in 2009, to build flash memory for iPads and 
iPhones, and with TSMC (Taiwan Semiconductor Man-
ufacturing Company) in 2010, to build computer chips.43 
As of June 2014, Apple only purchases 10 percent of its 
flash memory from Samsung. TSMC started chip pro-
duction for Apple in 2014, which will allow Apple to sig-
nificantly reduce its reliance on Samsung over the next 
few years.44

In contrast to opportunistic behavior, relationship 
behavior focuses on establishing a mutually ben-
eficial, long-term relationship between buyers and 
suppliers.45 DreamWorks Studios, which makes films 
and TV shows, has had a long-term strategic relation-
ship with Hewlett-Packard (H-P), which makes com-
puters and software. DreamWorks, the buyer, advises 
H-P, the supplier, on the advanced servers and data 
management it needs to produce animated films, or 
even traditional films, which today contain significant 
portions of computer-generated images.46 The aver-
age DreamWorks film is created using 300 graphics 

workstations, 60 million rendering hours (a render-
ing hour is an hour of computer time used to process 
an image), the simultaneous use of 17,000 computer 
core chips, and more than 200 terabytes of storage.47 
In fact, the DreamWorks animation data center in 
Redwood City, California, is run completely on H-P 
systems.

3-3d Industry Regulation Component
Whereas the political/legal 
component of the general 
environment affects all 
businesses, the industry 
regulation component 
consists of regulations 
and rules that govern the 
practices and procedures 
of specific industries, busi-
nesses, and professions. 
To combat rising rates of 

Federal Regulatory Agencies and Commissions
Consumer Product Safety Commission 
Reduces risk of injuries and deaths associated with 
consumer products, sets product safety standards, 
enforces product recalls, and provides consumer 
education http://www.cpsc.gov
Department of Labor
Collects employment statistics and administers labor 
laws concerning safe working conditions, minimum 
hourly wages and overtime pay, employment 
discrimination, and unemployment insurance  
http://www.dol.gov
Environmental Protection Agency
Reduces and controls pollution through research, 
monitoring, standard setting, and enforcement 
activities http://www.epa.gov
Equal Employment Opportunity Commission
Promotes fair hiring and promotion practices  
http://www.eeoc.gov
Federal Communications Commission
Regulates interstate and international communications 
by radio, television, wire, satellite, and cable  
http://www.fcc.gov

Federal Reserve System
As the nation’s central bank, controls interest rates and 
money supply and monitors the U.S. banking system to 
produce a growing economy with stable prices  
http://www.federalreserve.gov
Federal Trade Commission
Restricts unfair methods of business competition and  
misleading advertising and enforces consumer 
protection laws http://www.ftc.gov
Food and Drug Administration
Protects the nation’s health by making sure food, drugs, 
and cosmetics are safe http://www.fda.gov
National Labor Relations Board
Monitors union elections and stops companies from 
engaging in unfair labor practices http://www.nlrb.gov
Occupational Safety and Health Administration
Saves lives, prevents injuries, and protects the health of 
workers http://www.osha.gov
Securities and Exchange Commission
Protects investors in the bond and stock markets, 
guarantees access to information on publicly traded 
securities, and regulates firms that sell securities or give 
investment advice http://www.sec.gov

Relationship behavior  
the establishment of mutually 
beneficial, long-term exchanges 
between buyers and suppliers

Industry 
regulation regulations and 
rules that govern the business 
practices and procedures of 
specific industries, businesses,  
and professions
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obesity, the U.S. Food and Drug Administration (FDA) 
established menu-labeling regulations requiring restau-
rants to clearly and conspicuously display calorie infor-
mation next to the name and price of the menu item.48 

Regulatory agencies affect businesses by creating 
and enforcing rules and regulations to protect consum-
ers, workers, or society as a whole. The menu-labeling 
regulations angered the pizza industry, which serves 
41 million Americans a day. Given the number of pos-
sible combinations of pizza toppings, crust types, and 
sauces, the pizza industry argues that posting accurate 
calorie information is practically impossible. (For a store 
offering twenty toppings, one type of crust, and one type 
of sauce, there are more than 24 3 1017 possible pizza 
combinations.) Ron Berger, CEO of Figaro’s Pizza chain 
in Oregon, says, “Having to post that information on a 
menu board is a very costly exercise in humoring gov-

ernment bureaucrats.” To 
make matters worse, the 
proposed regulations re-
quire pizzerias to post the 
calories for a whole pizza, 
not for individual slices.49

The nearly 100 fed-
eral agencies and regu-
latory commissions can 
affect almost any kind of 
business. For example, 
children’s toys that contain 
high-powered magnets, 

such as Buckyballs, were once marketed as desktop toys 
for adults. But from 2009 to 2013, nearly 3,000 children 
visited emergency rooms after swallowing high-powered 
magnets, which can cause serious injury or death by 
pinching the intestinal track. So, in 2014, the Consumer 
Products Safety Commission (CPSC) ruled that high-
powered magnets in toys needed to be too large to ingest 
or too weak to cause internal harm. Within six months, all 
of the magnet makers, except one, Zen Magnets, which 
is appealing the ruling in court, had ceased production.50

3-3e Advocacy Groups
Advocacy groups are groups of concerned citizens 
who band together to try to influence the business prac-
tices of specific industries, businesses, and professions. 
The members of a group generally share the same point 
of view on a particular issue. For example, environmen-
tal advocacy groups might try to get manufacturers to 
reduce smokestack pollution emissions. Unlike the in-
dustry regulation component of the specific environ-
ment, advocacy groups cannot force organizations to 
change their practices. Nevertheless, they can use a 
number of techniques to try to influence companies, 
including public communications, media advocacy, web 
pages, blogs, and product boycotts.

The public communications approach re-
lies on voluntary participation by the news media 
and the advertising industry to send out an advocacy 
group’s message. Hydraulic fracturing, better known 

Advocacy 
groups concerned citizens 
who band together to try to 
influence the business practices of 
specific industries, businesses, and 
professions

Public communications  
an advocacy group tactic that 
relies on voluntary participation 
by the news media and the 
advertising industry to get the 
advocacy group’s message out

Walmart’s “Three Strikes” Is Out  
for Safety; Now It’s Zero Tolerance
Since Walmart clothing was found in a Bangladesh 
factory where a fire killed 112 workers, Walmart has 
adopted a much stricter policy on global sourcing stan-
dards. Previously, Walmart had used a three-strikes ap-
proach, but after the fire, the retailer warned suppliers 
that there would be zero-tolerance going forward. It also 
said it would immediately sever ties with organizations 
that subcontracted to other factories without Walmart’s 
knowledge. The retailer said it had thought the fac-
tory where the fire occurred was no longer making 
Walmart’s clothes. It began posting names of factories 

Doing the 
Right thing

that suppliers are not allowed to contract with as well as 
requiring pre-approval audits for new factories. 
source: s. Banjo, “Wal-mart Toughens supplier Policies,” The Wall Street Journal, 
January 21, 2013. accessed April 11, 2014. http://online.wsj.com/news/articles 
/sB10001424127887323301104578256183164905720?KEYWORDs=supplier 
+relationship&mg=reno64-wsj.
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as fracking, is a process by which natural gas or petro-
leum is extracted from a layer of underground rocks. 
Proponents argue that fracking dramatically increases 
oil and gas supplies, lowers costs, and reduces depen-
dence on foreign oil. Anti-fracking advocacy groups, 
such as Artists Against Fracking (AAF), however, 
argue that it contaminates groundwater, causes air pol-
lution, and economically harms people who live near 
the mines. AAF was started by Sean Lennon and Yoko 
Ono to persuade New York Governor Andrew Cuomo 
to ban fracking in New York State. In addition to road-
side billboards, petitions, and television ads, AAF re-
leased a music video called “Don’t Frack My Mother,” 
starring celebrities Susan Sarandon, Joseph Gordon-
Levitt, the Black Keys, and Maggie Gyllenhaal.51

Media advocacy is much more aggressive than the  
public communications approach. A media advocacy 
approach typically involves framing the group’s concerns 
as public issues (affecting everyone); exposing question-
able, exploitative, or unethical practices; and creating con-
troversy that is likely to receive extensive news coverage. 

A product boycott is a tactic in which an advo-
cacy group actively tries to persuade consumers not to 
purchase a company’s product or service. Food in many 
Muslim countries is routinely tested by government 
agencies to make sure it is Halal, or free of traces of 
pork, alcohol, or other foods not allowed under Islamic 
law. So when the Malaysian Ministry of Health reported 
that traces of pork were found in Cadbury Dairy Milk 
Hazelnut and Cadbury Dairy Milk Roast Almond bars, 
the Muslim Consumers Association of Malaysia (MCAM) 
called for a boycott. MCAM’s research head, Sheikh 
Abdul Kareem Khadaied, said, “This is an issue that cuts 
across religion. It affects the vegetarians as much as it 
affects the Muslims.”52 Subsequent tests revealed no 
traces of pork in Cadbury products, but MCAM’s Sheikh 
Abdul Kareem Khadaied still insisted on a boycott until 
the discrepancy between the tests was resolved.53

mAKing sEnsE 
Of CHAnging 
EnviROnmEnTs

In Chapter 1, you learned that managers are respon-
sible for making sense of their business environments. 
As our discussions of the general and specific environ-
ments have indicated, however, making sense of business 
environments is not an easy task. 

3-4

Because external environments can be dynamic, confusing, 
and complex, managers use a three-step process to make 
sense of the changes in their external environments: 
3-4a environmental scanning, 3-4b interpreting 
environmental factors, and 3-4c acting on threats and 
opportunities.

3-4a Environmental Scanning
Environmental scanning involves searching the envi-
ronment for important events or issues that might affect 
an organization. Managers scan the environment to stay 
up to date on important factors in their industry and to 
reduce uncertainty. They want to know if demand will  
increase, prices for key components will rise, and whether 
competitors sales are rising or falling. This is why Google 
paid $500 million to buy Skybox, a company that captures 
high-resolution satellite images. By 2016, Skybox will 
have six dedicated satellites that take complete images 
of the earth twice daily. By 2018, it will have twenty-four 
dedicated satellites that do so three times a day and can 
provide real-time video of trucks moving down highways. 
The timeliness and resolution of its images will be so good 
that when traveling, you’ll be able to use Google Maps 
street view to see if you left the front porch light on at your 
house. That also means Walmart’s sales can be accurately 
predicted by counting the number of cars in its parking 
lots. Want to know when the next iPhone will be released? 
You’ll be able to monitor the number of trucks com-
ing and going from Foxconn factories in Taiwan, where 
they’re manufactured. Co-founder Dan Berkenstock says, 
“We think we are going to fundamentally change human-
ity’s understanding of the economic landscape on a daily 
basis.”54

Organizational strat-
egies also affect environ-
mental scanning. In other 
words, managers pay close 
attention to trends and 
events that are directly re-
lated to their company’s 
ability to compete in the 
marketplace.55 With nearly 
70 percent of China’s water 
sources polluted from in-
dustry and agriculture, con-
sumers are understandably 
concerned about drinking 
tap water. Furthermore, 
water purified at Chinese 
treatment plants is often re-
contaminated by hazardous 

Media advocacy  
an advocacy group tactic that 
involves framing issues as public 
issues; exposing questionable, 
exploitative, or unethical practices; 
and forcing media coverage by 
buying media time or creating 
controversy that is likely to receive 
extensive news coverage

Product boycott  
an advocacy group tactic that 
involves protesting a company’s 
actions by persuading consumers 
not to purchase its product or service

Environmental 
scanning searching the 
environment for important events 
or issues that might affect an 
organization
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materials when transported to homes. According to Hope 
Lee, an analyst with Euromonitor, “You don’t dare drink 
the tap water in China.” China’s water problem, however, 
represents a business opportunity for Nestlé’s bottled wa-
ter business, especially with sales flat in North America 
and Europe. Chinese sales of bottled water, by contrast, 
are expected to grow significantly from $9 billion in 2012 
to $16 billion in 2017. Therefore, Nestlé is rapidly ex-
panding in China, selling water in five-gallon jugs, often 
through company-owned stores that provide free delivery 
to consumers’ homes. Nestlé’s Chinese sales have jumped 
27 percent from the previous year.56

Finally, environmental scanning is important because 
it contributes to organizational performance. Environ-
mental scanning helps managers detect environmental 
changes and problems before they become organizational 
crises.57 Furthermore, companies whose CEOs do more 
environmental scanning have higher profits.58 CEOs in 
better-performing firms scan their firms’ environments 
more frequently and scan more key factors in their 
environments in more depth and detail than do CEOs in 
poorer-performing firms.59

3-4b Interpreting Environmental 
Factors
After scanning, managers determine what environmen-
tal events and issues mean to the organization. Typically,  
managers view environmental events and issues as either 

threats or opportunities. When managers interpret 
environmental events as threats, they take steps to protect 
the company from further harm. For more than a cen-
tury, dry cereal was found on nearly every breakfast table 
in the United States. At its peak, Kellogg’s and its cast 
of cartoon cereal mascots held a dominating 45 percent  
share of the market. Today, however, Kellogg’s sales are 
dropping. Instead of having cereal for breakfast, many 
Americans now prefer a variety of alternatives, such as 
a piece of fruit, a breakfast sandwich, a granola bar, or a  
protein shake, all of which they can eat in their car or 
at their desk. Kellogg’s CEO John Bryant acknowledges 
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“Kellogg’s saw sales of Fruit Loops rise 
three percent annually when it started 
interpreting the marketing environment 
correctly.”
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the threat to the company, saying, “The good news is that 
more people are eating breakfast; the bad news is that 
there are more alternatives.”60 Kellogg’s CEO John Bryant  
implemented Project K, a cost-cutting program, from 
which a percentage of the savings would be invested in 
product innovation. Kellogg’s also hired additional sales 
people to create more attractive in-store product displays. 
And, the company changed how it markets some of its ce-
reals. For example, sales of Fruit Loops rose 3  percent 
after they were marketed to adults as a late-night snack.61

By contrast, when managers interpret environmen-
tal events as opportunities, they consider strategic alter-
natives for taking advantage of those events to improve 
company performance. The Panama Canal, open since 
1914, handles 5 percent of the world’s shipping traffic. 
Ships traveling from San Francisco to New York City, or 
from Asia to the U.S. East Coast, sail 8,000 fewer miles 
compared to rounding Cape Horn at the southern tip of 
South America. While wide and deep enough to handle 
today’s so-called Panamax ships with 5,000 20-foot TEU 
(twenty-foot equivalent unit) containers, the Panama 
Canal is losing business because the shipping industry is 
changing to larger Post Panamax ships carrying 8,000 to 
18,000 TEUs. Post Panamax ships are much more fuel 
efficient and save on canal charges, too, which can run 
as much as $450,000 per ship.62 For example, instead of 
sending two 4,500 TEU ships through the Panama Canal 
to transport goods from Asia to the U.S. East Coast, the 
Maersk Line will send one Post Panamax ship loaded 
with 9,000 TEUs through the Suez Canal.63 Faced with 
the loss of a significant amount of shipping traffic (Post 
Panamax ships will handle 65 percent of sea transporta-
tion by 2030), the Panama Canal Authority District be-
gan a $5.25 billion expansion to handle ships—ships with 
up to 13,000 TEUs. With the 2015 addition of a paral-
lel 50-foot wide canal, the Panama Canal will instantly 
double its cargo shipping capacity.64

3-4c Acting on Threats  
and Opportunities
After scanning for information on environmental events 
and issues and interpreting them as threats or opportu-
nities, managers have to decide how to respond to these 
environmental factors. Deciding what to do under con-
ditions of uncertainty is always difficult. Managers can 
never be completely confident that they have all the 
information they need or that they correctly understand 
the information they have.

Because it is impossible to comprehend all the 
factors and changes, managers often rely on simpli-
fied models of external environments called cognitive 

maps. Cognitive maps summarize the perceived 
relation ships between environmental factors and pos-
sible organizational actions. For example, the cognitive 
map shown in Exhibit 3.3 represents a small clothing-
store owner’s interpretation of her business environ-
ment. The map shows three kinds of variables. The 
first variables, shown as rectangles, are environmental 
factors, such as a Walmart or a large mall twenty min-
utes away. The second variables, shown in ovals, are 
potential actions that the store owner might take, such 
as a low-cost strategy; a good-value, good-service strat-
egy; or a “large selection of the latest fashions” strategy. 
The third variables, shown as trapezoids, are company 
strengths, such as low employee turnover, and weak-
nesses, such as small size.

The plus and minus signs on the map indicate 
whether the manager believes there is a positive or neg-
ative relationship between variables. For example, the 
manager believes that a low-cost strategy won’t work 
because Walmart and Target are nearby. Offering a large 
selection of the latest fashions would not work either—
not with the small size of the store and that large nearby 
mall. However, the manager believes that a good-value, 
good-service strategy would lead to success and profits 
due to the store’s low employee turnover, good knowl-
edge of customers, reasonable selection of clothes at rea-
sonable prices, and good location.

ORgAnizATiOnAl 
CUlTUREs: CREATiOn, 
sUCCEss, AnD 
CHAngE

We have been looking at 
trends and events outside 
of companies that have the 
potential to affect them. 
By contrast, the internal 
environment consists 
of the trends and events 
within an organization 
that affect the manage-
ment, employees, and  
organizational culture. 
Internal environments are 
important because they 
affect what people think, 

3-5

Cognitive maps graphic 
depictions of how managers 
believe environmental factors 
relate to possible organizational 
actions

Internal environment  
the events and trends inside 
an organization that affect 
management, employees, and 
organizational culture

Organizational 
culture the values, beliefs, and 
attitudes shared by organizational 
members
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feel, and do at work. The key component in internal 
environments is organizational culture, or the set of key 
values, beliefs, and attitudes shared by members of the 
organization.

Under Armour, the sporting apparel and accessories 
maker, got its start two decades ago when founder and 
CEO Kevin Plank, a former college football player and 
special teams captain, sewed shorts and shirts himself 
in his grandmother’s Baltimore, Maryland, basement. 
Today, Under Armour is a fast-growing—sales increased 
27 percent in 2013—$2.3 billion company that competes 
with Nike, Reebok, and Adidas. One of the keys to its 
meteoric rise may be its “faster-stronger-better” inter-
nal culture. Plank says, “We as a company don’t sleep 
much. We work harder. We have a commitment that 
I think would be exhausting to someone else.” To sus-
tain that hard-driving, competitive culture, Under Ar-
mour builds camaraderie and a team orientation among 

employees. New employees are given big welcome 
breakfasts. Staff members are treated to outdoor movie 
nights, tuition reimbursement, and discounted tickets to 
sporting events, and there is a club for working mothers 
that offers support and advice. Says Plank, “I manage the 
company much like a team. Coming out of school and 
starting the business, sales and marketing were offense, 
and manufacturing was defense, and finance and opera-
tions were like special teams. What I’ve come to find out 
is that when the company is the best, it’s not that one 
team is playing and another team is winning on the side, 
it’s that everyone is on the field together.”65

Let’s take a closer look at 3-5a how organizational cul-
tures are created and maintained, 3-5b the charac-
teristics of successful organizational cultures, and  
3-5c how companies can accomplish the difficult task 
of changing organizational cultures.
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3-5a Creation and Maintenance  
of Organizational Cultures
A primary source of organizational culture is the com-
pany founder. Founders like Walt Disney (Disney) and 
Steve Jobs (Apple) created organizations in their own 
images and imprinted them with their beliefs, attitudes, 
and values. According to Professor Zeynep Ton, “The 
founder is in a better position than anyone else to say this 
is what our business is about, this is what we won’t give 
up. They have to stick to their values 100 percent of the 
time, not 95 percent of the time.” Founder Kip Tindell 
infused the Container Store with his personal philoso-
phy, “Pay employees well and treat them with respect; 
consider suppliers and customers as family; have fun.”66   
Tindell has turned that philosophy into seven Founda-
tional Principles (see http://standfor.containerstore.com 
/our-foundation-principles/) that drive the Container 
Store’s culture and actions. Not only are full-time em-
ployees given a week of training on the principles, the 
principles have been printed on company shopping bags, 
t-shirts, and packing tape. One strong sign that the prin-
ciples have shaped the company culture is the low rate of 
employee turnover. Whereas the median turnover rate for 
part-time retail workers is 75 percent, at the Container 
Store, it is only 10 percent.67 How are values, attitudes, 
and beliefs sustained in organizational cultures? Answer: 
stories and heroes. 

People tell organizational stories to make sense 
of organizational events and changes and to emphasize 
culturally consistent assumptions, decisions, and actions.68 
Andreessen Horowitz (AH) is a venture capital (VC) firm 
that invests millions in high-potential technology startups. 
AH’s co-founders, Mark Andreessen and Ben Horow-
itz have significant experience—and success—starting 
high-tech companies that have sold for nearly $2 billion. 
Horowitz said, “When we started Andreessen Horowitz, 
we knew that one of the most frustrating things for 
entrepreneurs is that VCs do not respect their time. As 
entrepreneurs, every time we’d visit a VC [trying to secure 
funding for our companies], we’d wait in the lobby for 
30 to 45 minutes. So at the core of the firm, we wanted 
a cultural tenet to be respect for the entrepreneur and 
the entrepreneurial process. But how do you get that into 
people’s minds? The mechanism I came up with was to tell 
VCs that if you are late for a meeting with an entrepreneur, 
then the fine is $10 a minute. That is a very big fine. It is 
shocking to people who have to pay it. And that’s the point. 
Because every time somebody pays a fine, we get to tell the 
story of why the person is paying so much money.”69

A second way in which organizational culture is 
sustained is by recognizing and celebrating heroes. By 

definition, organizational heroes are organizational 
people admired for their qualities and achievements within 
the organization. Francisco D’Souza, CEO of Cognizant, 
an information technology firm with 170,000 employees, 
explains that, “Culture gets passed along not by writing it 
down, but through the rituals you have in the organization, 
the legends you refer to, and the heroes of the organization. 
So we institutionalized a set of things to create rituals, he-
roes, and legends.”70 Cognizant does that by having each re-
gional division name an associate of the year who heroically 
exemplifies the company’s culture. Likewise, to broaden 
cultural recognition beyond individuals to key teams and 
groups, Cognizant has each division celebrate a project of 
the year. D’Souza explains that, “We rent stadiums around 
the world and bring all the employees and their families for 
a celebration, with entertainment and awards.”71

3-5b Successful 
Organizational 
Cultures
Preliminary research shows 
that organizational culture 
is related to organiza-
tional success. As shown in 
Exhibit 3.4, cultures based 
on adaptability, involve-
ment, a clear mission, and 

Exhibit 3.4

Keys to an Organizational Culture  
That Fosters Success
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Employee  
Involvement

Clear  
Mission

Consistency

Adaptability

Organizational 
stories stories told by 
organizational members to make 
sense of organizational events 
and changes and to emphasize 
culturally consistent assumptions, 
decisions, and actions

Organizational 
heroes people celebrated for 
their qualities and achievements 
within an organization
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consistency can help companies achieve higher sales 
growth, return on assets, profits, quality, and employee 
satisfaction.72

Adaptability is the ability to notice and respond to 
changes in the organization’s environment. Cultures need 
to reinforce important values and behaviors, but a culture 
becomes dysfunctional if it prevents change. Unfortu-
nately, that was the case at Mattel, the toy company, where 
Barbie sales are down 18 percent this year after dropping 
13 percent the year before. Sales of Fisher-Price toys have 
declined three straight years. With revenues shrinking, 
Mattel has cut $550 million in expenses just to maintain 
profits. New CEO Bryan Stockton is trying to turn things 
around by changing the PowerPoint-presentation, meet-
ing-driven, slow-to-make decisions culture. For example, it 
took eight meetings and thirty design iterations to approve 
the school crest for the Monster High toy line. As such, 
Mattel drifted from its creative roots focused on fun and 
play toward a conservative culture focused on the bottom 
line. To jump-start culture change, CEO Stockton has gen-
erated new rules for meetings: No more than ten partici-
pants (except for training meetings), every meeting must 
have a specific purpose, and “There should be no more 
than a TOTAL of three meetings to make any decision.”73 
Change is slow, but it took just one meeting to approve the 
new package designs for the 2016 Hot Wheels toys.

Company mission is the business’s purpose or 
reason for existing. In organizational cultures with a clear 
company mission, the organization’s strategic purpose 
and direction are apparent to everyone in the company. 
When managers are uncertain about their business envi-
ronments, the mission helps guide the discussions, deci-
sions, and behavior of the people in the company. BPV 
Capital Management is a Knoxville, Tennessee, mutual 
fund with thirty-eight employees. Alluding to the com-
mon dream of owning a retirement home with wonder-
ful weather and a great view, founder Mike West explains 
that “BPV” stands for “back porch vista”; BPV exists “to 
help American families retire well.” More specifically, its 
mission is, “To ensure that investors who work hard and 
save have the opportunity to retire comfortably, regard-
less of net worth.” Says West, “Our values and the prom-
ise that we make to every advisor and investor are driven 

by that core ideology.”74

Finally, in consis-
tent organizational 
cultures, the company ac-
tively defines and teaches 
organizational values, be-
liefs, and attitudes (see 
box “At Eaton, Integration 
Starts Early”). Consistent 

with its code of conduct to “Do no harm to people. Pro-
tect the environment, and comply with all laws and regula-
tions,” when Royal Dutch Shell, the multinational energy 
company, buys smaller drilling companies, the first thing 
it does is shut down the drilling rigs for several weeks to 
retrain the workers in terms of safety and environmental 
procedures. J. R. Justus, Shell’s general manager in Ap-
palachia, says, “I don’t think there’s any question that the 
culture around safety has changed considerably since Shell 
came here. We’ve got a lot more technical resources to 
bring to bear than a smaller independent company would.” 
In terms of Shell’s improvements to environmental prac-
tices, Shell, unlike many smaller drilling companies, lines 
oil wells with steel pipe surrounded by cement, which fills 
the gaps between the pipe and surrounding earth, so that 
gas or fluids can’t seep into rock layers or water sources. As 
a result, Shell is cited for environmental citations just 6.5 
percent of the time compared to 14 percent for mid sized 
drillers and 17 percent for small ones.75

Having a consistent or strong organizational cul-
ture doesn’t guarantee good company performance. 
When core beliefs are widely shared and strongly held, 
it is very difficult to bring about needed change. Conse-
quently, companies with strong cultures tend to perform 
poorly when they need to adapt to dramatic changes in 

At Eaton, Integration 
Starts Early

When two companies merge, there is always the risk that 
the culture of one company will clash with the other, 

making it miserable for people to work together. As Alexander 
Cutler, CEO of diversified manufacturer Eaton, says, “Our rule 
has always been that no acquisition is better than a bad acqui-
sition.” Cutler would know, too: since 2000, Eaton has acquired 
more than sixty-five other companies. According to Cutler, as-
sessment of cultural integration should start before the deal is 
finalized. Leadership styles and ethical standards should receive 
close attention. After the deal is closed, Cutler is quick to work 
toward opening communication channels. The new employees 
will begin ethics training courses. Eaton representatives will visit 
sites of the acquired firm and begin discussions with manage-
ment at the new firm about corporate values and operational 
processes. Cutler adds, “It’s not a situation where the Eaton idea 
wins. We want to understand the best way to do things.” 
source: J. Katz, “The Key to Corporate Cultures? start Early,” IndustryWeek,  
february 14, 2013. accessed April 14, 2014. http://www.industryweek.com 
/corporate-culture/key-merging-corporate-cultures-start-early?page=1.

Company mission  
a company’s purpose or reason for 
existing

Consistent organizational 
culture a company culture 
in which the company actively 
defines and teaches organizational 
values, beliefs, and attitudes
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their external environments. Their consistency some-
times prevents them from adapting to those changes.76 

3-5c Changing Organizational 
Cultures
As shown in Exhibit 3.5, organizational cultures exist on 
three levels.77 On the first, or surface, level are the reflec-
tions of an organization’s culture that can be seen and 
observed, such as symbolic artifacts (for example, dress 
codes and office layouts) and workers’ and managers’ 
behaviors. Next, just below the surface, are the values 
and beliefs expressed by people in the company. You 
can’t see these values and beliefs, but they become clear 
if you carefully listen to what people say and observe 
how decisions are made or explained. Finally, uncon-
sciously held assumptions and beliefs about the com-
pany are buried deep below the surface. These are the 
unwritten views and rules that are so strongly held and 
so widely shared that they are rarely discussed or even 
thought about unless someone attempts to change them 

or unknowingly violates them. Changing such assump-
tions and beliefs can be very difficult. Instead, managers 
should focus on the parts of the organizational culture 
they can control. These include observable surface-level 
items, such as workers’ behaviors, symbolic artifacts, and 
expressed values and beliefs, which can be influenced 
through employee selection. Let’s see how these can be 
used to change organizational cultures.

One way of chang-
ing a corporate culture is 
to use behavioral addition 
or behavioral substitu-
tion to establish new pat-
terns of behavior among 
managers and employees. 
Behavioral addition 
is the process of having 
managers and employ-
ees perform a new be-
havior, while behavioral 
substitution is having 

Exhibit 3.5

Three Levels of Organizational Culture
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  Symbolic artifacts such as dress codes

   Workers’ and managers’ behaviors

   What people say

   How decisions are made and  
explained

   Widely shared assumptions and beliefs

   Buried deep below surface

   Rarely discussed or thought about

SEEN

(Surface level)

HEARD

(Expressed values 
and beliefs)

BELIEVED

(Unconscious 
assumptions and 
beliefs)

Behavioral addition the 
process of having managers and 
employees perform new behaviors 
that are central to and symbolic 
of the new organizational culture 
that a company wants to create

Behavioral substitution  
the process of having managers and 
employees perform new behaviors 
central to the new organizational 
culture in place of behaviors that were 
central to the old organizational culture
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managers and employees perform a new behavior in 
place of another behavior. The key in both instances is 
to choose behaviors that are central to and symbolic of 
the old culture you’re changing and the new culture that 
you want to create. When Bob Flexon became CEO of 
Dynegy, which provides wholesale energy to utilities, 
energy cooperatives, and municipalities, the company 
was losing hundreds of millions of dollars. So, he not 
only cut costs, he began changing the company culture 
by emphasizing new behaviors. The first move was to 
ditch his expansive corner office—with a $15,000 marble 
desk and Oriental rugs—for a 64-foot cubicle identical to 
those used by everyone else at Dynegy’s new headquar-
ters, which is now on a single floor in a cheaper building 
(resulting in annual savings of $5 million). In terms of 
culture, Flexon and his leadership team created a new 
set of expectations regarding management and employee 
behavior. To start, employees received their first per-
formance appraisals in two years (behavioral addition), 
including judgments regarding how well they were em-
bracing the new cultural norms of safety, accountability, 
and agility. Next, managers and employees were expected 

to “Be Here Now,” which 
means no distractions 
when engaging with others. 
For example, chief admin-
istrative officer Carolyn 
Burke has told employees 
who are tapping on their 
smartphones in meetings, 

“Hey, be here now.” Likewise, CEO Flexon has a “Be 
Here Now” plaque underneath his computer monitor to 
remind him to not read emails during phone calls (be-
havioral substitution).78

Another way in which managers can begin to change 
corporate culture is to change the visible artifacts of 
their old culture, such as the office design and layout, 
company dress code, and recipients (or nonrecipients) 
of company benefits and perks such as stock options, 
personal parking spaces, or the private company dining 
room. In the 1990s, AOL was the dominant force among 
Internet service and content providers. So many peo-
ple had AOL accounts that its well-known “You’ve Got 
Mail” alert was the title of a Hollywood movie. However, 
intense competition from high-speed Internet provid-
ers, two decades of bad decisions, and a costly merger 
with and then split from Time Warner reduced it to a 
Silicon Valley dinosaur. AOL is trying to shed that im-
age and create a new culture that emphasizes creativ-
ity, collaboration, and innovation. Brad Garlinghouse, 
former president of AOL, said, “AOL wasn’t building 
great products, and the brand was reflecting that. We 
have to expunge the ghosts of AOL and start fresh.” A 
key component of AOL’s culture change is the tear down 
and complete redesign of offices in Palo Alto, California. 
Whereas its old offices had drab halls, cubicles, and high 
walls that limited employee interactions, the newly re-
designed offices have an open design featuring a central 
space with glass-walled work rooms for team collabora-
tion; round standalone rooms with opaque glass for quiet 
work that requires privacy and concentration; and public 
spaces with pool, ping-pong, and foosball tables; couches 
and chairs with laptop stands; and a cafeteria that’s open 
24/7. Consistent with its culture change, AOL also took 
the unusual move of opening up its redesigned offices to 
seventy-five employees from twenty-five start-up com-
panies, who work with and share ideas with AOL’s staff-
ers. CEO Tim Armstrong said, “We really have tried to 
make our offices into centers of creativity where we can 
invite other people to come in and work for us. The op-
portunity is to take some of the world’s best entrepre-
neurs and technologists and have them work in a deeply 
engaging place.”79

Cultures can also be changed by hiring and select-
ing people with values and beliefs consistent with the 
company’s desired culture. Selection is the process of 
gathering information about job applicants to decide 
who should be offered a job. As discussed in Chapter 11 
on human resources, most selection instruments mea-
sure whether job applicants have the knowledge, skills, 
and abilities needed to succeed in their jobs. But compa-
nies are increasingly testing job applicants to determine 

Visible artifacts visible signs 
of an organization’s culture, such 
as the office design and layout, 
company dress code, and company 
benefits and perks, such as stock 
options, personal parking spaces, or 
the private company dining room

Construction  
as Culture

Visible artifacts are, at their core, about defining corporate 
identity—especially, it seems, for tech companies, which 

are often championed as fun, relaxed, productive campuses. 
Apple, Facebook, and Google have taken the quest for the 
coolest, most collaborative headquarters to a new level. Each 
company has enlisted the services of an architectural icon 
who is reflective of its corporate culture to design its corpo-
rate offices. Apple has hired Sir Norman Foster (stoic); Google 
has hired Bjarke Ingels and Thomas Heatherwick (fun); and 
Facebook has hired Frank Gehry (expressionist). Through archi-
tecture, each company hopes to create a structure that com-
municates its mission, work, and personality.
source: K. Campell-Dollaghan, “The forgotten Offices That shaped Apple, google, 
and facebook,” gizmodo.com, April 1, 2015. http://gizmodo.com/the-forgotten 
-offices-that-inspired-apple-facebook-an-1694978864.
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how they fit with the company’s desired culture (that 
is, values and beliefs). In the past ten years, the Cleve-
land Browns football team has had only one season in 
which it won more than six games. During that time, 
the Browns had seven different head coaches. When 
Mike Pettine became the head coach in spring 2014, he 
inherited a team with a culture marked by instability, 
losing, and inexperience; only four Browns’ players had 
ever been to the playoffs. When he started signing new 
players for the upcoming season, a key qualification (in 
addition to talent) was experience on a team with a win-
ning culture. Consistent with his goal of building that 
winning culture, five of the first seven players he signed 
had been to the playoffs, while three had played in the 
Super Bowl.80 

The second step is to ensure that applicants fit 
with the culture by using selection tests, instruments, 
and exercises to measure these values and beliefs in  
job applicants. (See Chapter 11 for a complete review of 
applicant and managerial selection.) During the hiring 
process, Amazon uses a group of employees called “Bar 
Raisers,” who interview job candidates from other areas 
of the company, asking difficult and unexpected ques-
tions. Bar Raisers, who spend two to three hours on each 
job candidate, conducting phone and face-to-face inter-
views and participating in evaluation meetings, have the 
power to veto any applicant they’ve assessed. Founder 
Jeff Bezos started the Bar Raiser program to create a 
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consistent corporate culture by “raising the bar” when 
it came to hiring talent. Rather than hiring people for 
particular jobs, Bezos asks Bar Raisers to focus on hir-
ing people who can succeed in Amazon’s culture. John 
Vlastelica, an HR consultant who worked at Amazon in 
its early days, says, “You want someone who can adapt 
to new roles in the company, not just someone who can 
fill the role that’s vacant.” Susan Harker, Amazon’s vice 
president of global talent acquisition, says, “We want to 
be as objective and scientific in our hiring as possible. 
The point is to optimize our chances of having long-term 
employees.” And, unlike many companies, that means 
hiring talented people who fit Amazon’s culture. Human 
resource consultant Valerie Frederickson says, “There is 
no company that sticks to its process like Amazon does. 
They don’t just hire the best of what they see; they’re 
willing to keep looking and looking for the right talent.”81 

Corporate cultures are very difficult to change. 
Consequently, there is no guarantee that any one ap-
proach—changing visible cultural artifacts, using behav-
ioral substitution, or hiring people with values consistent 
with a company’s desired culture—will change a compa-
ny’s organizational culture. The best results are obtained 
by combining these methods. Together, these are some 
of the best tools managers have for changing culture 
because they send the clear message to managers and 
employees that “the accepted way of doing things” has 
changed.

Changing corporate culture can go a long 
way in boosting employee moral.
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LEARNING OutcOmEs

Identify common kinds of workplace deviance.

Describe the U.S. Sentencing Commission Guidelines for 
Organizations, and explain how they both encourage ethical 
behavior and punish unethical behavior by businesses.

Describe what influences ethical decision making.

Explain what practical steps managers can take to improve 
ethical decision making.

Explain to whom organizations are socially responsible.

Explain for what organizations are socially responsible. 

Explain how organizations can respond to societal demands  
for social responsibility.

Explain whether social responsibility hurts or helps an 
organization’s economic performance.

4-1

4-2

4-3

4-4

4-5

4-6

4-7

4-8

Ethics and Social 
Responsibility4
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67CHAPTER 4: Ethics and Social Responsibility

able to look someone in the eye and have them know that 
they can trust you.”7 In short, much needs to be done 
to make workplaces more ethical, but—and this is very 
important—most managers and employees want this to 
happen.

Ethical behavior follows accepted principles of 
right and wrong. Depending on which study you look at, 
one-third to three-quarters of all employees admit that 
they have stolen from their employers, committed com-
puter fraud, embezzled 
funds, vandalized com-
pany property, sabotaged 
company projects, faked 
injuries to receive workers’ 
compensation benefits or 
insurance, or been “sick” 
from work when they 

WoRkPlACE 
DEviAnCE

Today, it’s not enough for companies to make a profit. We 
also expect managers to make a profit by doing the right 
things. Unfortunately, no matter what managers decide 
to do, someone or some group will be unhappy with the 
outcome. Managers don’t have the luxury of choosing 
theoretically optimal, win-win solutions that are obviously 
desirable to everyone involved. In practice, solutions to 
ethical and social responsibility problems aren’t optimal. 
Often, managers must be satisfied with a solution that just 
makes do or does the least harm. Rights and wrongs are 
rarely crystal clear to managers charged with doing the 
right thing. The business world is much messier than that.

Ethics is the set of moral principles or values that 
defines right and wrong for a person or group. Unfor-
tunately, numerous studies have consistently produced 
distressing results about the state of ethics in today’s busi-
ness world. One global ethics study reported that only 28 
percent of respondents believed businesses were ethical. 
Another study found that just 25 percent trust business 
leaders to honestly correct mistakes and that less than 20 
percent believed that business leaders would be truthful 
and make ethical decisions.1 According to the Ethics Re-
course Center’s National Business Ethics Survey, 41 per-
cent of employees observed unethical behavior at work. 
Twenty-four percent of unethical behavior was committed 
by senior managers, while 60 percent was committed by 
managers (of all kinds). Moreover, 9 percent of employees 
report being pressured to compromise ethical standards 
at work.2 The good news, however, is that 63 percent of 
employees observing unethical behavior reported it.3

Other studies contain additional good news about 
workplace ethics. When people believe their work envi-
ronment is ethical, they are six times more likely to stay 
with that company than if they believe they work in an 
unethical environment.4 In fact, a survey by Deloitte re-
ported that employees who were considering leaving their 
jobs cited “loss of trust” as the greatest factor.5 One study 
asked 444 white-collar workers which qualities they con-
sidered to be important in company leaders. The results? 
Honesty (30 percent) and communication (22 percent)  
ranked by far the highest. Interestingly, these two quali-
ties also ranked highest as areas in which business leaders  
needed to improve—16 percent of respondents said that 
leaders need to improve their honesty, and 11 percent 
cited communication.6 According to Eduardo Castro-
Wright, vice chairman of Walmart Stores Inc., “There’s 
nothing that destroys credibility more than not being 

4-1

Ethics the set of moral principles 
or values that defines right and 
wrong for a person or group

Ethical behavior behavior 
that conforms to a society’s accepted 
principles of right and wrong
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intentionally working slower, or wasting re-
sources. Every spring, employees fill out their 
tournament brackets for March Madness in 
hopes of winning office betting pools (which are 
technically illegal) for most accurately predicting 
which teams advance during the NCAA basket-
ball tournament. Employees commonly spend 
time talking about which teams made or didn’t 
make the tournament, setting up brackets, and 
managing office pools. In addition, the first two 
days of tournament play occur on a Thursday 
and Friday during working hours. Outplacement 
firm Challenger, Gray, and Christmas estimates 
that 60 million American office workers partici-
pate in March Madness office pools. In 2015, as 
the University of Kentucky was chasing its first 
undefeated season in more than thirty years, 
John Challenger said, “If Kentucky plays their 
first game during the workday, it wouldn’t be 
shocking if every single working person in the 
state called in sick for the day or took an extra-
long lunch break.” Although he was joking, with 
56 percent of 60 million U.S. workers spending 
at least one work hour on the tournament, that 
lost time costs employers $1.9 billion. And that 
doesn’t even consider how much more time em-
ployees will spend not working as they watch the 
games at work online, or get updates via Twitter 
or special sports apps on their smartphones.10

Property deviance is unethical behavior aimed 
at company property or products. Examples include  
sabotaging, stealing, or damaging equipment or products, 
and overcharging for services and then pocketing the differ-
ence. For example, in Nigeria, thieves steal 150,000 barrels  
a day of oil from oil company pipelines. Jacob Mandi, a 
diver who has grown rich stealing oil from pipelines, says, 
“We know which [pipeline] is gas, products, crude. We can 
sense whether it is hot or cold. We need nobody’s help to 
know what’s inside.” Eni S.p.A., an Italian oil company, 
closed its production facilities in Nigeria because it was los-
ing 60 percent of its production to thieves like Mandi.11

Organizational employees, however, do a sig-
nificant amount of property deviance themselves.  
Employee shrinkage, when employees steal company  
merchandise, accounts for 43 percent of theft from U.S. 
retailers and costs $18 billion a year. In fact, employee 
theft costs U.S. retailers more than shoplifters do!12 A sur-
vey of twenty-three large retailers employing more than 
3 million workers found that one out of forty employees 
is caught stealing each year and that a dishonest em-
ployee steals 5.4 times as much as the typical shoplifter.13 
Likewise, 58 percent of office workers acknowledge taking 

weren’t really sick. Experts estimate that unethical be-
haviors like these, which researchers call workplace devi-
ance, may cost companies as much as $3.7 trillion a year, 
or roughly 5 percent of their revenues.8 

Workplace deviance is unethical behavior that 
violates organizational norms about right and wrong. 
As Exhibit 4.1 shows, workplace deviance can be cat-
egorized by how deviant the behavior is, from minor to 

serious, and by the target 
of the deviant behavior, 
either the organization or 
particular people in the 
workplace.9 

Company-related de-
viance can affect both tan-
gible and intangible assets. 
One kind of workplace de-
viance, called production  
deviance, hurts the qual-
ity and quantity of work 
produced. Examples include 
leaving early, taking exces-
sively long work breaks, 

Exhibit 4.1

Types of Workplace Deviance

Source: Adapted from “A Typology of Deviant Workplace Behaviors” (Figure), S. l. Robinson 
and R. J. Bennett. Academy of Management Journal, 1995, vol. 38.

Organizational

Interpersonal

Minor Serious

Property Deviance

Sabotaging equipment
Accepting kickbacks
Lying about hours worked
Stealing from company

Production Deviance

Leaving early
Taking excessive breaks
Intentionally working slowly
Wasting resources

Political Deviance

Showing favoritism
Gossiping about coworkers
Blaming coworkers
Competing nonbeneficially

Personal Aggression

Sexual harassment
Verbal abuse
Stealing from coworkers
Endangering coworkers

Workplace deviance  
unethical behavior that violates 
organizational norms about right 
and wrong

Production deviance  
unethical behavior that hurts 
the quality and quantity of work 
produced

Property deviance  
unethical behavior aimed at the 
organization’s property or products

Employee shrinkage  
employee theft of company 
merchandise
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company property for personal use, according to a survey 
conducted for lawyers.com. “Sweethearting” occurs when 
employees discount or don’t ring up merchandise their fam-
ily or friends bring to the cash register. A recent study found 
that sweethearting costs the retail service industry (that 
is, restaurants, hotels, hair salons, car washes, and so on)  
$80 billion annually. Of the employees surveyed, 67 percent  
indicated that, in the month prior to the survey, they had 
participated in some form of sweethearting, primarily in 
hopes of receiving similar deals and discounts from the 
customers to whom they had extended a sweetheart deal.14 
In “dumpster diving,” employees unload trucks, stash mer-
chandise in a dumpster, and then retrieve it after work.15

Whereas production and property deviance harm 
companies, political deviance and personal aggression 
are unethical behaviors that hurt particular people within 
companies. Political deviance is using one’s influence 
to harm others in the company. Examples include making 
decisions based on favoritism rather than performance, 
spreading rumors about coworkers, or blaming others 
for mistakes they didn’t make. Personal aggression is 
hostile or aggressive behavior toward others. Examples 
include sexual harassment, verbal abuse, stealing from 
coworkers, or personally threatening coworkers. Another 
kind of personal aggression is workplace violence. Fortu-
nately, like nearly all kinds of crime, workplace violence 
has dropped significantly since 1993, when 16 of every 
1,000 employees experienced nonfatal workplace vio-
lence. Today, the rate has dropped to just 4 of every 1,000 
employees. Furthermore, the rate of workplace violence 
is one-third the level of nonworkplace violence. So, over-
all, you are less likely to encounter violence at work. Still, 
475 people were killed at work in 2012, the most recent 
year for which data are available. That means 10 percent 
of workplace deaths are homicides.16 For more informa-
tion on workplace violence, see the Bureau of Labor  
Statistics website, http://www.bls.gov/iif/osh_wpvs.htm.

U.S. SEnTEnCing 
CoMMiSSion 
gUiDElinES FoR 
oRgAnizATionS

A male supervisor is sexually harassing female cowork-
ers. A sales representative offers a $10,000 kickback to 
persuade an indecisive customer to do business with his 
company. A company president secretly meets with the 
CEO of her biggest competitor, and they agree not to 

4-2

compete in markets where the other has already estab-
lished customers. Each of these behaviors is clearly un-
ethical (and, in these cases, also illegal). Historically, if 
management was unaware of such activities, the company 
could not be held responsible for them. Since 1991, how-
ever, when the U.S. Sentencing Commission Guidelines for  
Organizations were established, companies can be prose-
cuted and punished even if management didn’t know about 
the unethical behavior. Penalties can be substantial, with 
maximum fines approaching a whopping $300 million.17 
Later changes to the Guidelines resulted in much stricter 
ethics training requirements and emphasized the impor-
tance of creating a legal and ethical company culture.18

Let’s examine 4-2a to whom the guidelines apply and 
what they cover and 4-2b how, according to the guide-
lines, an organization can be punished for the unethi-
cal behavior of its managers and employees.

4-2a Who, What, and Why?
Nearly all businesses are covered by the U.S. Sentenc-
ing Commission’s guidelines. This includes nonprofits, 
partnerships, labor unions, unincorporated organiza-
tions and associations, incorporated organizations, and 
even pension funds, trusts, and joint stock companies. 
If your organization can be characterized as a business 
(remember, nonprofits count, too), then it is subject to 
the guidelines.19 For example, World Vision, a nonprofit 
Christian humanitarian aid organization, has a compli-
ance program based on the U.S. sentencing guidelines. 
The program includes regular audits, a code of conduct, 
ethics standards, and anti-bribery and corruption poli-
cies (because much of its humanitarian work is carried 
out in third world countries).20

The guidelines cover offenses defined by federal 
laws such as invasion of privacy, price fixing, fraud, cus-
toms violations, antitrust violations, civil rights violations, 
theft, money laundering, conflicts of interest, embezzle-
ment, dealing in stolen goods, copyright infringements, 
extortion, and more. But it’s not enough merely to stay 
within the law. The purpose of the guidelines is not just 
to punish companies after they or their employees break 
the law but also to encourage companies to take proac-
tive steps that will discour-
age or prevent white-collar 
crime before it happens. 
The guidelines also give 
companies an incentive to 
cooperate with and disclose 
illegal activities to federal 
authorities.21

Political deviance using 
one’s influence to harm others in 
the company 

Personal aggression  
hostile or aggressive behavior 
toward others
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4-2b Determining the Punishment
The guidelines impose smaller fines on companies that 
take proactive steps to encourage ethical behavior or vol-
untarily disclose illegal activities to federal authorities. 
Essentially, the law uses a carrot-and-stick approach. 
The stick is the threat of heavy fines that can total 

millions of dollars. The carrot is a greatly reduced fine, 
but only if the company has started an effective com-
pliance program (discussed next) to encourage ethical 
behavior before the illegal activity occurs.22 The method 
used to determine a company’s punishment illustrates 
the importance of establishing a compliance program, as 
illustrated in Exhibit 4.2.

Exhibit 4.2

Offense Levels, Base Fines, Culpability Scores, and Possible Total Fines under the 
U.S. Sentencing Commission Guidelines for Organizations

Source: U.S. Sentencing Commission, Guidelines Manual, §3E1.1 (nov. 2009), 509–531, accessed June 4, 2010. http://www.ussc.gov/guidelines-manual/guidelines-manual.

Culpability Scores

Offense Level Base Fine 0.05 0.5 1.0 2.0 3.0 4.0
6 or less $    5,000 $     250 $   2,500 $    5,000 $  10,000 $  15,000 $    20,000

7 7,500 375 3,750 7,500 15,000 22,500 30,000

8 10,000 500 5,000 10,000 20,000 30,000 40,000

9 15,000 750 7,500 15,000 30,000 45,000 60,000

10 20,000 1,000 10,000 20,000 40,000 60,000 80,000

11 30,000 1,500 15,000 30,000 60,000 90,000 120,000

12 40,000 2,000 20,000 40,000 80,000 120,000 160,000

13 60,000 3,000 30,000 60,000 120,000 180,000 240,000

14 85,000 4,250 42,500 85,000 170,000 255,000 340,000

15 125,000 6,250 62,500 125,000 250,000 375,000 500,000

16 175,000 8,750 87,500 175,000 350,000 525,000 700,000

17 250,000 12,500 125,000 250,000 500,000 750,000 1,000,000

18 350,000 17,500 175,000 350,000 700,000 1,050,000 1,400,000

19 500,000 25,000 250,000 500,000 1,000,000 1,500,000 2,000,000

20 650,000 32,500 325,000 650,000 1,300,000 1,950,000 2,600,000

21 910,000 45,500 455,000 910,000 1,820,000 2,730,000 3,640,000

22 1,200,000 60,000 600,000 1,200,000 2,400,000 3,600,000 4,800,000

23 1,600,000 80,000 800,000 1,600,000 3,200,000 4,800,000 6,400,000

24 2,100,000 105,000 1,050,000 2,100,000 4,200,000 6,300,000 8,400,000

25 2,800,000 1,40,000 1,400,000 2,800,000 5,600,000 8,400,000 11,200,000

26 3,700,000 185,000 1,850,000 3,700,000 7,400,000 11,100,000 14,800,000

27 4,800,000 240,000 2,400,000 4,800,000 9,600,000 14,400,000 19,200,000

28 6,300,000 315,000 3,150,000 6,300,000 12,600,000 18,900,000 25,200,000

29 8,100,000 405,000 4,050,000 8,100,000 16,200,000 24,300,000 32,400,000

30 10,500,000 525,000 5,250,000 10,500,000 21,000,000 31,500,000 42,000,000

31 13,500,000 675,000 6,750,000 13,500,000 27,000,000 40,500,000 54,000,000

32 17,500,000 875,000 8,750,000 17,500,000 35,000,000 52,500,000 70,000,000

33 22,000,000 1,100,000 11,000,000 22,000,000 44,000,000 66,000,000 88,000,000

34 28,500,000 1,425,000 14,250,000 28,500,000 57,000,000 85,500,000 114,000,000

35 36,000,000 1,800,000 18,000,000 36,000,000 72,000,000 108,000,000 144,000,000

36 45,500,000 2,275,000 22,750,000 45,500,000 91,000,000 136,500,000 182,000,000

37 57,500,000 2,875,000 28,750,000 57,500,000 115,000,000 172,500,000 230,000,000

38 or more 72,500,000 3,625,000 36,250,000 72,500,000 145,000,000 217,500,000 290,000,000 Te
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71CHAPTER 4: Ethics and Social Responsibility

The first step is to compute the base fine by deter-
mining what level of offense (that is, its seriousness) has 
occurred. The level of the offense varies depending on 
the kind of crime, the loss incurred by the victims, and 
how much planning went into the crime. For example, 
simple fraud is a level 6 offense (there are thirty-eight 
levels in all). But if the victims of that fraud lost more 
than $5 million, that level 6 offense becomes a level 22 
offense. Moreover, anything beyond minimal planning to 
commit the fraud results in an increase of two levels to a 
level 24 offense. How much difference would this make 
to a company? As Exhibit 4.2 shows, crimes at or below 
level 6 incur a base fine of $5,000, whereas the base fine 
for level 24 is $2.1 million, a difference of $2.095 million! 
The base fine for level 38, the top-level offense, is a hefty 
$72.5 million.

After assessing a base fine, the judge computes a cul-
pability score, which is a way of assigning blame to the 
company. The culpability score can range from 
0.05 to 4.0. The greater the corporate responsi-
bility in conducting, encouraging, or sanctioning 
illegal or unethical activity, the higher the culpa-
bility score. A company that already has a compli-
ance program and voluntarily reports the offense 
to authorities will incur a culpability score of 
0.05. By contrast, a company whose management  
secretly plans, approves, and participates in illegal  
or unethical activity will receive the maximum 
score of 4.0.

The culpability score is critical because the 
total fine is computed by multiplying the base 
fine by the culpability score. Going back to our 
level 24 fraud offense, the left point of the up-
per arrow in Exhibit 4.2 shows that a company 
with a compliance program that turns itself in will 
be fined only $105,000 ($2,100,000 3 0.05). In 
contrast, a company that secretly planned, ap-
proved, and participated in illegal activity will be 
fined $8.4 million ($2,100,000 3 4.0), as shown 
by the right point of the upper arrow. The dif-
ference is even greater for level 38 offenses. As 
shown by the left point of the bottom arrow, a 
company with a compliance program and a 0.05 
culpability score is fined only $3.625 million, 
whereas a company with the maximum 4.0 cul-
pability score is fined a whopping $290 million, as 
indicated by the right point of the bottom arrow. 
These differences clearly show the importance of 
having a compliance program in place. Over the 
past decade, 1,494 companies have been charged 
under the U.S. Sentencing Guidelines. Seventy-
six percent of those charged were fined, with the 

average fine exceeding $2 million. Company fines are on 
average twenty times larger now than before the imple-
mentation of the guidelines in 1991.23

Fortunately for companies that want to avoid paying 
these stiff fines, the U.S. Sentencing Guidelines clearly 
spell out the seven necessary components of an effective 
compliance program.24 Exhibit 4.3 lists those compo-
nents. Caremark International, a managed-care service 
provider in Delaware, pleaded guilty to criminal charges 
related to its physician contracts and improper patient 
referrals. When shareholders sued the company for 
negligence and poor management, the Delaware court 
dismissed the case, ruling that the company’s ethics com-
pliance program, built on the components described in 
Exhibit 4.3, was a good-faith attempt to monitor employ-
ees and that the company did not knowingly allow illegal 
and unethical behavior to occur. The court went on to 

Exhibit 4.3

Compliance Program Steps from the U.S. 
Sentencing Commission Guidelines for 
Organizations

Source: D. R. Dalton, M. B. Metzger, and J. W. Hill, “The ‘new’ U.S. Sentencing Commission 
guidelines: A Wake-up Call for Corporate America,” Academy of Management Executive 8 
(1994): 7–16.
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rule that a compliance program based on the U.S. Sen-
tencing Guidelines was enough to shield the company 
from liability.25

inFlUEnCES on 
ETHiCAl DECiSion 
MAking

As the senior human resources executive at United Par-
cel Service (UPS), you’re facing an ethical dilemma. 
With health care costs rising 11.25 percent this year, or 
nearly five times the rate of inflation, plus implemen-
tation of the federal Affordable Care Act, which has 
added significant additional expenses, fees, and rules 
that must be followed (or you’re in violation of the law), 
it’s becoming increasingly difficult for UPS to maintain 
the affordability of its current health care coverage. 
The CEO and the executive team have asked you to 
consider a range of scenarios, from no price changes 
coupled with reduced coverage to significant price in-
creases but no changes in coverage to something in the 
middle with moderate price changes and some changes 
in coverage.26 As the senior human resources executive 
at UPS, what would be the ethical thing for you to do? 
With 322,000 U.S. employees, any changes you recom-
mend will have a huge impact, both at the corporate 
and individual levels. 

Although some ethical issues are easily solved, many 
do not have clearly right or wrong answers. But even 
though the answers are rarely clear, managers do need to 
have a clear sense of how to arrive at an answer in order 
to manage this ethical ambiguity well. 

The ethical answers that managers choose depend on  
4-3a the ethical intensity of the decision, 4-3b the 

moral development of the 
manager, and 4-3c the 
ethical principles used to 
solve the problem.

4-3a Ethical 
Intensity of the 
Decision
Managers don’t treat all 
ethical decisions the same. 
The UPS manager who 
has to decide how changes 

4-3

in health care prices and coverage might affect 322,000 
employees is going to treat that decision much more se-
riously than the decision of how to deal with an assis-
tant who has been taking paper home for personal use. 
These decisions differ in their ethical intensity, or the 
degree of concern people have about an ethical issue. 
When addressing an issue of high ethical intensity, man-
agers are more aware of the impact their decision will 
have on others. They are more likely to view the decision 
as an ethical or moral decision than as an economic deci-
sion. They are also more likely to worry about doing the 
right thing.

Six factors must be taken into account when deter-
mining the ethical intensity of an action, as shown in  
Exhibit 4.4. Magnitude of consequences is the total 
harm or benefit derived from an ethical decision. The 
more people who are harmed or the greater the harm 
to those people, the larger the consequences. Social 
consensus is agreement on whether behavior is bad or 
good. Probability of effect is the chance that some-
thing will happen that results in harm to others. If we 
combine these factors, we can see the effect they can 
have on ethical intensity. For example, if there is clear 
agreement (social consensus) that a managerial decision 
or action is certain (probability of effect) to have large 
negative consequences (magnitude of consequences) in 
some way, then people will be highly concerned about 
that managerial decision or action, and ethical intensity 
will be high.

Ethical intensity the degree 
of concern people have about an 
ethical issue

Magnitude of 
consequences the total harm 
or benefit derived from an ethical 
decision

Social consensus agreement 
on whether behavior is bad or good

Probability of effect the 
chance that something will happen 
that results in harm to others

Exhibit 4.4

Six Factors That Contribute  
to Ethical Intensity

Magnitude of consequences

Social consensus

Probability of effect

Temporal immediacy

Proximity of effect

Concentration of effect

Source: Republished with permission of Academy of Management; P.o. Box 3020, 
Briar Cliff Manor, nY, 10510-8020. T.M. Jones, “Ethical Decision Making by individuals 
in organizations: An issue Contingent Model,” Academy of Management Review 16 
(1991) 366–395; Reproduced by permission of the publisher via Copyright Clear-
ance Center, inc.
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Temporal immediacy is the time between an 
act and the consequences the act produces. Temporal 
immediacy is stronger if a manager has to lay off work-
ers next week as opposed to three months from now. 
Proximity of effect is the social, psychological, cul-
tural, or physical distance of a decision maker from 
those affected by his or her decisions. Thus, proximity 
of effect is greater when a manager lays off employees 
he knows than when he lays off employees he doesn’t 
know. Finally, whereas the magnitude of consequences 
is the total effect across all people, concentration 
of effect is how much an act affects the average per-
son. For instance, eliminating health care coverage for  
100 employees has a greater concentration of effect 
than reducing the health care benefits for 1,000 emp-
loyees by 10 percent.

Which of these six factors has the most impact on 
ethical intensity? Studies indicate that managers are 
much more likely to view decisions as ethical issues when 
the magnitude of consequences (total harm) is high and 
there is a social consensus (agreement) that a behavior 
or action is bad.27 

4-3b Moral Development
It’s Friday. Another long week of classes and studying 
is over, and all you want to do is sit down and relax. “A 
movie sounds good,” you think to yourself, but you don’t 
want to spend $12 to trek down to the megaplex. And, 
while it would cost less than a $1.50 to rent a DVD, 
you’re too tired to make the short trip down to the cor-
ner drugstore’s Redbox machine. Your roommate says 
he’s got the perfect solution and gives you the URL of 
a website that streams all the latest blockbuster mov-
ies and TV shows for free. The writers, actors, and pro-
ducers won’t earn a dime if you watch the pirated copy 
of the movie. Furthermore, it’s illegal to download or 
watch streamed copies of pirated shows. But how will 
the movie studios ever find out? Are the cops going to 
come through your door because you watched a pirated 
copy of Insurgence? Will you watch the movie? What 
are you going to do?

In part, according to psychologist Lawrence  
Kohlberg, your decision will be based on your level of 
moral development. Kohlberg identified three phases of 
moral development, with two stages in each phase (see  
Exhibit 4.5).28 At the preconventional level of 
moral development, people decide based on 
selfish reasons. For example, if you are in 
Stage 1, the punishment and obedi-
ence stage, your primary concern will 
be to avoid trouble for yourself. 

So you won’t watch the pi-
rated movie because you 
are afraid of being caught 
and punished. Yet, in Stage 
2, the instrumental ex-
change stage, you worry 
less about punishment and 
more about doing things 
that directly advance your 
wants and needs. So you 
will watch the pirated 
movie.

People at the conv
entional level of moral  
development make de-
cisions that conform to 
societal expectations. In 
other words, they look 
outside themselves to oth-
ers for guidance on ethi-
cal issues. In Stage 3, the 
“good boy, nice girl” stage, 
you normally do what the 
other “good boys” and 
“nice girls” are doing. If everyone else is watching the 
pirated movie, you will, too. But if they aren’t, you won’t 
either. In the law and order stage, Stage 4, you again 
look for external guidance and do whatever the law 
permits, so you won’t watch the movie.
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Temporal immediacy the 
time between an act and the 
consequences the act produces

Proximity of effect the 
social, psychological, cultural, 
or physical distance between a 
decision maker and those affected 
by his or her decisions

Concentration of 
effect the total harm or benefit 
that an act produces on the 
average person

Preconventional level  
of moral development the 
first level of moral development, 
in which people make decisions 
based on selfish reasons

Conventional level of 
moral development  
the second level of moral 
development, in which people 
make decisions that conform to 
societal expectation
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People at the postconventional level of moral 
development use internalized ethical principles to 
solve ethical dilemmas. In Stage 5, the social contract 
stage, you will refuse to watch the pirated movie be-
cause, as a whole, society is better off when the rights 
of others—in this case, the rights of actors, producers, 
directors, and writers—are not violated. In Stage 6, the 
universal principle stage, you might or might not watch 
the pirated movie, depending on your principles of right 
and wrong. Moreover, you will stick to your principles 
even if your decision conflicts with the law (Stage 4) or 
what others believe is best for society (Stage 5). For ex-
ample, those with socialist or communist beliefs would 
probably choose to watch the pirated movie because 
they believe goods and services should be owned by so-
ciety rather than by individuals and corporations. 

Kohlberg believed that people would progress se-
quentially from earlier stages to later stages as they be-
came more educated and mature. But only 20 percent 
of adults ever reach the postconventional stage of moral 
development, where internal principles guide their deci-
sions. Most adults are in the conventional stage of moral 
development, in which they look outside themselves to 
others for guidance on ethical issues. This means that 

most people in the work-
place look to and need 
leadership when it comes to 
ethical decision making.29

4-3c Principles of 
Ethical Decision 
Making
Beyond an issue’s ethical 
intensity and a manager’s 
level of moral maturity, the 

particular ethical principles that managers use will also 
affect how they solve ethical dilemmas. Unfortunately, 
there is no one ideal principle to use in making ethical 
business decisions.

According to professor LaRue Hosmer, a number of 
different ethical principles can be used to make business 
decisions: long-term self-interest, religious injunctions, 
government requirements, individual rights, personal 
virtue, distributive justice, and utilitarian benefits.30 All 
of these ethical principles encourage managers and em-
ployees to take others’ interests into account when mak-
ing ethical decisions. At the same time, however, these 
principles can lead to very different ethical actions, as 
we can see by using these principles to decide what UPS 
might do regarding its employees’ health care coverage.

According to the principle of longterm self
interest, you should never take any action that is not 
in your or your organization’s long-term self-interest. 
Although this sounds as if the principle promotes selfish-
ness, it doesn’t. What we do to maximize our long-term 
interests (save more, spend less, exercise every day, watch 
what we eat) is often very different from what we do to 
maximize short-term interests (max out our credit cards, 
be couch potatoes, eat whatever we want). Health care 
costs at UPS have nearly doubled in the past eight years. 
Furthermore, they are expected to rise 11.25 percent 
this year, nearly five times faster than the rate of infla-
tion.31 On one hand, reducing health care costs would be 
in UPS’s long-term self-interest. So, UPS might choose 
to to significantly reduce or eliminate health care cov-
erage for as many employees as possible. On the other 
hand, cutting health care benefits might make it much 
more difficult for UPS to attract and retain good em-
ployees, and it would most certainly lead to much more 
difficult contract negotiations with the labor unions that 
represent its non-managerial employees. So, based on 
those concerns, UPS would absorb the cost increases 

Exhibit 4.5

Kohlberg’s Stages of Moral Development

Stage 1 Stage 2 Stage 3 Stage 4 Stage 5 Stage 6
Punishment and 
Obedience

Instrumental 
Exchange

Good Boy,  
Nice Girl

Law and Order Social Contract Universal 
Principle

Preconventional Conventional Postconventional

SelfInterest Societal Expectations Internalized Principles

Postconventional level of 
moral development the 
third level of moral development, 
in which people make decisions 
based on internalized principles

Principle of longterm 
selfinterest an ethical 
principle that holds that you 
should never take any action that 
is not in your or your organization’s 
long-term self-interest
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75CHAPTER 4: Ethics and Social Responsibility

itself, thus maintaining current health care coverage lev-
els for its employees. In this instance, the principle of 
long-term self-interest doesn’t provide clear guidance.

According to the principle of religious injunc
tions, you should never take an action that is unkind or 
that harms a sense of community, such as the positive 
feelings that come from working together to accomplish 
a commonly accepted goal. Using this principle, and 
knowing how contentious these changes would be, UPS 
would absorb the 11.25 percent increase and maintain 
current levels of health benefits.

According to the principle of government  
requirements, the law represents the minimal moral 
standards of society, so you should never take any action 
that violates the law. According to the Affordable Care 
Act, companies with more than fifty employees can be 
fined for not providing adequate coverage to employees 
and their children (up to the age of 26). However, the 
law does not require that spouses be covered. So, based 
on the law, you could recommend that everyone else but 
employees’ spouses maintain health care benefits.32

The principle of individual rights holds that 
you should never take an action that infringes on others’ 
agreed-upon rights. With a large unionized workforce, 
any changes that UPS makes to its health care coverage 
must be consistent with existing labor union contracts. 
Because union contracts covering 250,000 workers spec-
ify that spouses are entitled to health care benefits, UPS 
would only be able to change health care benefits and 
costs for non-union workers and managers at this time.33 
However, it could attempt to change unionized workers 
benefits when their contract comes open for renegotia-
tion, typically every three years.

The principle of personal virtue holds that you 
should never do anything that is not honest, open, and 
truthful and that you would not be glad to see reported in 
the newspapers or on TV. Using the principle of personal 
virtue, UPS would have quietly absorbed the increased 
costs of health care coverage and maintained current 
benefit levels. Had it done so, it could have avoided the 
publication of a Wall Street Journal article on this topic.

Under the principle of distributive justice, you 
should never take any action that harms the least fortu-
nate among us in some way. This principle is designed to 
protect the poor, the uneducated, and the unemployed. 
Because UPS cannot change health care benefits for its 
unionized workers (until the next contract is negotiated), 
it is limited to changing health care benefits for its man-
agers and office workers. But because health care cov-
erage is mandatory under the Affordable Care Act for 
companies with more than fifty employees, UPS can only 
make significant changes 
to the spouses of mana-
gerial employees. Given 
that UPS pays competi-
tive wages and benefits, is 
it likely that those spouses 
can be characterized as 
poor? Probably not. Might 
those spouses be unedu-
cated, meaning without a 
college or high school de-
gree? Perhaps, but prob-
ably not in most cases. 
Unemployed? Certainly, 
there could be spouses 
who are out of a job or 
who have chosen to stay at 
home to care for children. 
But would UPS want to be 
seen as cutting health care 
benefits of unemployed 
spouses? The principle of 
distributive justices says it 
would not.

Finally, the principle 
of utilitarian benefits 
states that you should 
never take an action that 
does not result in greater 
good for society. In short, 
you should do whatever 
creates the greatest good 
for the greatest number. At 
first, this principle seems to 

The Affordable Care Act (ACA) has created 
additional expenses, fees, and rules for 
companies like UPS. In April 2014, President 
Barak Obama spoke in Washington about 
ACA sign-ups crossing the 8-million mark.

Principle of religious 
injunctions an ethical 
principle that holds that you 
should never take any action that 
is not kind and that does not build 
a sense of community

Principle of government 
requirements an ethical 
principle that holds that you 
should never take any action 
that violates the law, for the law 
represents the minimal moral 
standard

Principle of individual 
rights an ethical principle that 
holds that you should never take 
any action that infringes on others’  
agreed-upon rights 

Principle of personal 
virtue an ethical principle that 
holds that you should never do 
anything that is not honest, open, 
and truthful and that you would 
not be glad to see reported in the 
newspapers or on TV

Principle of distributive 
justice an ethical principle that 
holds that you should never take 
any action that harms the least 
fortunate among us: the poor, the 
uneducated, the unemployed

Principle of utilitarian 
benefits an ethical principle 
that holds that you should never 
take any action that does not 
result in greater good for society
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suggest that UPS should absorb the higher costs and not 
change health care benefits. After all, it can be argued 
that maintaining health care benefits for 330,000 emplo-
yees contributes to the greater good. If UPS did this with 
any regularity, however, the costs would be enormous  
(remember that health care costs have doubled in the past 
eight years and are increasing much faster than the rate 
of inflation), profits would shrink, and UPS would have 
to cut its stock dividend, and the price of its stock would 
drop, harming countless shareholders, many of whom rely 
on UPS stock price appreciation and dividend growth for 
retirement income. Likewise, reduced profitability could 
lead to even more severe cost cutting, such as layoffs, 
which could produce more harm than reduced benefits. 
In this case, the principle does not lead to a clear choice. 

So, what did UPS decide to do? Management factored 
in many of the concerns raised by these ethical principles 
and announced that it would no longer provide health care 
benefits for employed spouses of non-unionized workers 
who already had health benefits from their employers. No 
one else was affected.34 Do you think UPS’s decision was 
ethical? Some of you might believe that UPS is not ful-
filling the commitments it made to its managerial emplo-
yees and their families and that as a large corporation, it 
can afford the increase. Others might argue that UPS’s 
decision was legal, that it honored existing contracts, and 
that ultimately cuts of some kind would be required given 
the exponential rise in costs. Indeed, a UPS spokesperson  
explained that this decision was the best way to continue 
offering health coverage premiums at current levels for 
the largest number of UPS employees.

 PRACTiCAl STEPS To 
ETHiCAl DECiSion 
MAking

Companies are putting 
more emphasis on ethical 
decision making. Eighty-
one percent now provide 
ethics training. Sixty-seven 
percent include ethical 
conduct as a standard part 
of performance evaluations. 
And, seventy-four percent 
communicate internally 
about disciplinary actions 
that are taken when un-
ethical behavior occurs.35

4-4

Managers can encourage more ethical decision making 
in their organizations by 4-4a carefully selecting and 
hiring ethical employees, 4-4b establishing a specific 
code of ethics, 4-4c training employees to make ethical 
decisions, and 4-4d creating an ethical climate.

4-4a Selecting and Hiring  
Ethical Employees
As an employer, how can you increase your chances of 
hiring honest employees, the kind who would return a 
wallet filled with money to its rightful owner? Overt 
integrity tests estimate job applicants’ honesty by ask-
ing them directly what they think or feel about theft or 
about punishment of unethical behaviors.36 For example, 
an employer might ask an applicant, “Would you ever 
consider buying something from somebody if you knew 
the person had stolen the item?” or “Don’t most people 
steal from their companies?” Surprisingly, unethical peo-
ple will usually answer “yes” to such questions because 
they believe that the world is basically dishonest and that 
dishonest behavior is normal.37

Personalitybased integrity tests indirectly 
estimate job applicants’ honesty by measuring psycho-
logical traits such as dependability and conscientious-
ness. For example, prison inmates serving time for 
white-collar crimes (counterfeiting, embezzlement, 
and fraud) scored much lower than a comparison 
group of middle-level managers on scales measuring  
reliability, dependability, honesty, conscientiousness, and  
abiding by rules.38 These results show that companies 
can selectively hire and promote people who will be 
more ethical.

4-4b Codes of Ethics
Today, almost all large corporations have an ethics code 
in place. Even if a company has a code of ethics, two 
things must still happen if those codes are to encourage 
ethical decision making and behavior.39 First, a company 
must communicate its code to others both inside and 
outside the company. 

Second, in addition to having an ethics code with 
general guidelines such as “do unto others as you would 
have others do unto you,” management must also de-
velop practical ethical standards and procedures specific 
to the company’s line of business. Hershey’s, the leading 
producer of chocolate and confectionary goods in North 
America, also does business in ninety countries. Visi-
tors to Hershey’s website can download the company’s 
“Code of Ethical Business Conduct” in eight languages. 
The code sets specific ethical standards on topics ranging 

Overt integrity test a 
written test that estimates job 
applicants’ honesty by directly 
asking them what they think 
or feel about theft or about 
punishment of unethical behaviors

Personalitybased 
integrity test a written 
test that indirectly estimates 
job applicants’ honesty by 
measuring psychological traits, 
such as dependability and 
conscientiousness
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from treatment of coworkers to protecting the environ-
ment to maintenance of financial records. For example, 
the code states specifically, “If management, our audi-
tors or government investigators request information or 
documentation from us, we must cooperate. This means 
we may not conceal, alter or destroy such information. 
Falsifying business records, destroying documents or ly-
ing to auditors, investigators or government officials is 
a serious offense.” Likewise, Hershey’s code states that 
information about competitors can only be obtained in 
legal and ethical ways and that it is wrong to attempt to 
pry confidential information from others. “If a coworker, 
customer or business partner has competitive informa-
tion that they are required to keep confidential, we must 
not encourage them to disclose it.”40 Specific codes of 
ethics such as this make it much easier for employees to 
decide what to do when they want to do the right thing. 

4-4c Ethics Training 
In addition to establishing 
ethical standards for the 
company, managers must 
sponsor and be involved 
in ethics and compliance 
training in order to create an 
ethical company culture.41  
The first objective of ethics  
training is to develop 
employees’ awareness of 
ethics.42 This means help-
ing employees recognize 
which issues are ethical is-
sues and then avoiding rationalizing unethical behavior 
by thinking, “This isn’t really illegal or immoral” or “No 
one will ever find out.” Several companies have created 
board games, produced videos, or invited special speak-
ers to improve awareness of ethical issues.43 Howard 
Winkler, project manager for ethics and compliance at 
Southern Co., an Atlanta-based energy provider, uses a 
wide range of tools to educate and engage its employees 
on ethics. Like many companies, Southern’s mandatory 
ethics training requires employees to go online, read 
the code of ethics, and certify they have done so. Says  
Winkler, “When its put online, it usually has all the charm 
and engagement of a software licensing agreement.”44 
So Winkler replaced it with a ten-minute video where  
actors explained the company’s policies. He varies deliv-
ery methods to keep employees interested, using videos, 
contests, and internal social media to communicate im-
portant ethics issues. Winkler even had a convicted felon 
come in to talk about how small ethical compromises 

eventually lead to bigger unethical behavior, such as 
fraud, the charges that sent him to jail for five years. 
“It created an enormous impression,” Winkler says, be-
cause, “This person didn’t start out his career looking 
to commit fraud. The main message was that once you 
make the first ethical compromise, you are embarking 
on a path that can lead all the way to a prison cell.”45  
Winkler also regularly creates opportunities for senior 
executives to speak with employees about ethics issues. 
This multifaceted approach appears to be working, 
as internal surveys indicate that 93 percent of emplo-
yees recog nize that their continued career at Southern  
“depends on my ethical behavior.”

The second objective for ethics training programs is 
to achieve credibility with employees. Not surprisingly, 
employees can be highly suspicious of management’s 
reasons for offering ethics training. Some companies 
have hurt the credibility of their ethics programs by 
having outside instructors and consultants conduct the 

classes.46 Employees often 
complain that outside in-
structors and consultants 
are teaching theory that 
has nothing to do with 
their jobs and the practi-
cal dilemmas they actu-
ally face on a daily basis. 
CA Technologies made its 
ethics training practical 
and relevant by creating 
a series of comical train-
ing videos with a fictional 
manager, Griffin Peabody, 

who is shown facing a series of ethics issues, such as 
conflicts of interest, competitive intelligence, work-
place harassment, client expenses, and conduct outside 
of the workplace (search “Griffin Peabody” at YouTube 
.com). Chief ethics officer Joel Katz says, “It’s easy for 
it [that is, ethics training] to become a check-the-box 
exercise. We use Griffin’s escapades to teach compli-
ance lessons in a funny way.” For instance, since CA 
Technologies acquires lots of companies—a common 
practice in technology industries—it’s critical, and re-
quired by law, that its employees keep potential acqui-
sitions confidential to prevent insider trading. Chief 
compliance officer Gary Brown says, “They think they 
can tell a friend, ‘Guess what I was working on today.’ 
They have to realize it is a much bigger problem.” To 
reinforce this point, Griffin Peabody is visited by Se-
curities and Exchange Commission investigators after 
publicly disclosing information about a company that is 
being acquired.47
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Ethics training becomes even more credible when 
top managers teach the initial ethics classes to their 
subordinates who in turn teach their subordinates.48  
At Intuitive Research and Technology Corp., an en-
gineering services company in Huntsville, Alabama, 
Howard “Hal” Brewer, the company’s co-founder and 
president, is the company’s ethics champion. Every 
new employee attends a session called “Let’s Talk Eth-
ics with Hal,” led by Brewer and the director of human 
resources, Juanita Phillips. Brewer explains how employ-
ees’ decisions impact the company, situations they will 
likely encounter with outside organizations they do busi-
ness with, and then how to respond. What effect does 
having the co-founder and president talk to every em-
ployee about ethics? Philips says about Hal, “He makes 
it clear that he is the ethics officer. His strength is that he 
means every word of it, and he shows it in how he lives 
every day in terms of running the company.”49 Michael 
Hoffman, executive director for the Center for Business 
Ethics at Bentley University, says that having managers 
teach ethics courses greatly reinforces the seriousness 
with which employees treat ethics in the workplace.50

The third objective of ethics training is to teach em-
ployees a practical model of ethical decision making. A 
basic model should help them think about the conse-
quences their choices will have on others and consider how 
they will choose between different solutions. Exhibit 4.6  
presents a basic model of ethical decision making.

4-4d Ethical Climate
Organizational culture is key to fostering ethical decision 

making. The 2015 National 
Business Ethics Survey re-
ported that only 33 percent 
of employees who work at 

companies with a strong ethical culture (where core be-
liefs are widely shared and strongly held) have observed 
others engaging in unethical behavior, whereas 62 per-
cent of those who work in organizations with weak ethi-
cal cultures (where core beliefs are not widely shared 
or strongly held) have observed others engaging in un-
ethical behavior.51 Employees of companies with strong 
ethical cultures are also more likely to report misconduct 
that they observe (87 percent versus 32 percent in weak 
ethical cultures).52

The first step in establishing an ethical climate is for 
managers, especially top managers, to act ethically them-
selves. It’s no surprise that in study after study, when re-
searchers ask, “What is the most important influence on 
your ethical behavior at work?” the answer comes back, 
“My manager.”

A second step in establishing an ethical climate is 
for top management to be active in and committed to 
the company ethics program.53 Top managers who con-
sistently talk about the importance of ethics and back 
up that talk by participating in their companies’ eth-
ics programs send the clear message that ethics matter. 
When management engages and communicates about 
ethical issues, employees are less likely to break rules 
and more likely to report ethical violations.54 Business 
writer Dayton Fandray says, “You can have ethics of-
fices and officers and training programs and reporting 
systems, but if the CEO doesn’t seem to care, it’s all 
just a sham. It’s not surprising to find that the compa-
nies that really do care about ethics make a point of 
including senior management in all of their ethics and 
compliance programs.”55

A third step is to put in place a reporting system that 
encourages managers and employees to report potential 
ethics violations. Whistleblowing, that is, reporting 
others’ ethics violations, is a difficult step for most people 
to take.56 Managers who have been interviewed about 
whistle-blowing have said, “In every organization, some-
one’s been screwed for standing up. If anything, I figured 
that by taking a strong stand I might get myself in trouble. 
People might look at me as a goody two-shoes. Someone 
might try to force me out.”57 Indeed, in large companies 
without an effective compliance program, 62 percent of 
workers have observed unethical behavior, 32 percent 
of those have reported the misconduct, and 59 percent  
of those who reported the unethical behavior experi-
enced some kind of retaliation.58

An AirTran Airways pilot, for example, was removed 
from “flight status,” meaning he was ineligible to fly, after 
filing ten safety reports in two days, all concerning an unbal-
anced tire on one of AirTran’s passenger jets. Three weeks 
later, following a seventeen-minute hearing, he was fired 

Whistleblowing reporting 
others’ ethics violations to 
management or legal authorities

Calling All Tipsters!

The Securities and Exchange Commission is looking for 
whistle-blowers. To encourage tipsters to report incidents 

of fraud and wrongdoing, it launched a program to pay tipsters 
between 10 and 30 percent of the sum of any penalties the SEC 
collects if their tip turns out to generate more than $1 million 
in sanctions or fines. The program seems to be working, as the 
Commission received 3,620 tips in 2014, an increase of over  
20 percent in a two-year period.
Source: R.l. Ensign, “Treatment of Tipsters is Focus of SEC,” Wall Street Journal,  
February 26, 2015, C1.
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for allegedly not satisfactorily answering questions at the 
hearing. However, the Occupational Safety and Health 
Administration (OSHA) ruled that the firing was retal-
iatory, that AirTran violated whistle-blower protection 
laws, and that AirTran should reinstate the pilot and pay 
him more than $1 million in back pay and compensatory 
damages. OSHA Assistant Secretary of Labor Dr. David  
Michaels said, “Airline workers must be free to raise safety 
and security concerns, and companies that diminish those 
rights through intimidation or retaliation must be held  
accountable. Airline safety is of vital importance, not only 
to the workers, but to the millions of Americans who use 
our airways.”59

A 2014 ruling by the U.S. Supreme Court greatly 
expands protections for whistle-blowers. The Court de-
clared that the strong whistle-blowers protections built 
into the 2002 Sarbanes-Oxley Act, which apply to em-
ployees of publicly traded companies, should also apply 
to the employees of contractors and subcontractors that 
work with those public companies. This ruling extends 
whistle-blowers protection laws beyond the 5,000 pub-
licly traded companies covered by Sarbanes-Oxley to an 
additional 6 million private companies.60

To encourage employees to report ethics violations, 
that is, to act as whistle-blowers, many companies have 
installed confidential ethics hotlines. The information 
obtained from the hotline at Paychex, a multibillion dol-
lar payroll services firm in Rochester, New York, is re-
ported directly to the company’s board of directors and 
audit committee, which can then trigger an investigation 
independent of company management.61

The factor that does the most to discourage whistle-
blowers from reporting problems is lack of company action 
on their complaints.62 Thus, the final step in developing an 
ethical climate is for management to fairly and consistently 
punish those who violate the company’s code of ethics. The 
key, says Paychex CEO Martin Mucci, is “to deal with it 
quickly, severely, and publicize it.”63 Says Mucci, “Our em-
ployees know that if they are caught cheating in any way, 
even if only to make a few dollars or improve their scores, 
they will most likely be terminated. Then we review that 
with the entire management team. We have done that with 
managers of locations, top sales representatives–we don’t 
treat anyone differently.”64 Amazingly, though, not all com-
panies fire ethics violators. In fact, 8 percent of surveyed 
companies admit that they would promote top performers 
even if they violated ethical standards.65

To WHoM ARE 
oRgAnizATionS 
SoCiAllY 
RESPonSiBlE?

Social responsibility is  
a business’s obligation to  
pursue policies, make deci-
s ions, and take actions that  
bene fit society.66 Unfortunately,  

4-5

Exhibit 4.6

A Basic Model of Ethical Decision Making

Source: l. A. Berger, “Train All Employees to Solve Ethical Dilemmas,” Best’s Review—Life-Health Insurance Edition 95 (1995): 70–80.

1.  Identify the problem. What makes it an ethical problem? Think in terms of rights, obligations, fairness, relationships, and integrity. How 
would you define the problem if you stood on the other side of the fence?

2.  Identify the constituents. Who has been hurt? Who could be hurt? Who could be helped? Are they willing players, or are they victims? 
Can you negotiate with them?

3.  Diagnose the situation. How did it happen in the first place? What could have prevented it? Is it going to get worse or better? Can the 
damage now be undone?

4.  Analyze your options. Imagine the range of possibilities. Limit yourself to the two or three most manageable. What are the likely 
outcomes of each? What are the likely costs? Look to the company mission statement or code of ethics for guidance. 

5.  Make your choice. What is your intention in making this decision? How does it compare with the probable results? Can you discuss 
the problem with the affected parties before you act? Could you disclose without qualm your decision to your boss, the CEO, the board of 
directors, your family, or society as a whole?

6. Act. Do what you have to do. Don’t be afraid to admit errors. Be as bold in confronting a problem as you were in causing it.

Social responsibility  
a business’s obligation to pursue 
policies, make decisions, and take 
actions that benefit society
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because there are strong disagreements over to whom 
and for what in society organizations are responsible, it 
can be difficult for managers to know what is or will be 
perceived as socially responsible corporate behavior. In 
a recent McKinsey & Company study of 1,144 top global 
executives, 79 percent predicted that at least some re-
sponsibility for dealing with future social and political is-
sues would fall on corporations, but only 3 percent said 
they themselves do a good job of dealing with these is-
sues.67 So what should managers and corporations do to 
be socially responsible?

There are two perspectives regarding to whom or-
ganizations are socially responsible: the shareholder 
model and the stakeholder model. According to the late 
Nobel Prize–winning economist Milton Friedman, the 
only social responsibility that organizations have is to 
satisfy their owners, that is, company shareholders. This 
view—called the shareholder model—holds that the 
only social responsibility that businesses have is to maxi-
mize profits. By maximizing profit, the firm maximizes 
shareholder wealth and satisfaction. More specifically, as 
profits rise, the company stock owned by shareholders 
generally increases in value.

Friedman argued that it is socially irresponsible for 
companies to divert time, money, and attention from 
maximizing profits to social causes and charitable orga-
nizations. The first problem, he believed, is that orga-
nizations cannot act effectively as moral agents for all 
company shareholders. Although shareholders are likely 
to agree on investment issues concerning a company, it’s 
highly unlikely that they have common views on what 
social causes a company should or should not support.

The second major problem, Friedman said, is that 
the time, money, and attention diverted to social causes 

undermine market effi-
ciency.68 In competitive 
markets, companies com-
pete for raw materials, 
talented workers, custom-
ers, and investment funds. 
A company that spends 
money on social causes 
will have less money to 
purchase quality materials 
or to hire talented work-
ers who can produce a 
valuable product at a good 
price. If customers find the 
company’s product less de-
sirable, its sales and profits 
will fall. If profits fall, the 
company’s stock price will 

decline, and the company will have difficulty attracting 
investment funds that could be used to fund long-term 
growth. In the end, Friedman argues, diverting the firm’s 
money, time, and resources to social causes hurts cus-
tomers, suppliers, employees, and shareholders. Russell 
Roberts, an economist and research fellow at Stanford 
University’s Hoover Institution, agrees, saying, “Doesn’t 
it make more sense to have companies do what they do 
best, make good products at fair prices, and then let con-
sumers use the savings for the charity of their choice?”69

By contrast, under the stakeholder model, man-
agement’s most important responsibility is the firm’s 
long-term survival (not just maximizing profits), which is 
achieved by satisfying the interests of multiple corporate 
stakeholders (not just shareholders).70 Stakeholders  
are persons or groups with a legitimate interest in a 
company.71 Because stakeholders are interested in and 
affected by the organization’s actions, they have a stake 
in what those actions are. In 2013, an environmental 
group, As You Sow, along with company shareholders, 
asked Exxon Mobile via a formal shareholder proposal at 
Exxon’s annual shareholder meeting to provide detailed 
information about the impact of fracking, a technique in 
which water is injected at high pressure into oil shale 
deposits to force lose oil and natural gas. Exxon declined 
to answer, stating, “the minimal environmental impacts 
of hydraulic fracturing have been well-documented.” 
But, in the face of increased concerns about fracking, 
the company agreed in April 2014 to provide a report 
on fracking’s impact on air quality, water, and chemical 
usage at Exxon sites. A company spokesperson said the 
agreement was, “a productive evolution of our relation-
ship with some of these shareholder groups.” After for-
mally withdrawing its shareholder proposal, As You Sow 
president Danielle Fugere, commented that, “It does 
feel like Exxon is changing the way it’s doing business. 
[But if the report doesn’t provide much information], 
“we did reserve the right to bring a [shareholder] resolu-
tion next year.”72

Stakeholder groups may try to influence the firm 
to advance their interests. Exhibit 4.7 shows the vari-
ous stakeholder groups that the organization must sat-
isfy to assure its long-term survival. Being responsible to 
multiple stakeholders raises two basic questions. First, 
how does a company identify organizational stakehold-
ers? Second, how does a company balance the needs 
of different stakeholders? Distinguishing between pri-
mary and secondary stakeholders can help answer these 
questions.73

Some stakeholders are more important to the 
firm’s survival than others. Primary stakeholders 
are groups on which the organization depends for its 

Shareholder model a view 
of social responsibility that holds 
that an organization’s overriding 
goal should be profit maximization 
for the benefit of shareholders

Stakeholder model  
a theory of corporate responsibility 
that holds that management’s 
most important responsibility, 
long-term survival, is achieved by 
satisfying the interests of multiple 
corporate stakeholders

Stakeholders persons or 
groups with a stake, or legitimate 
interest, in a company’s actions

Primary stakeholder any 
group on which an organization 
relies for its long-term survival
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long-term survival; they include shareholders, employ-
ees, customers, suppliers, governments, and local com-
munities. When managers are struggling to balance the 
needs of different stakeholders, the stakeholder model 
suggests that the needs of primary stakeholders take pre-
cedence over the needs of secondary stakeholders. But 
among primary stakeholders, are some more important 
than others? According to the life cycle theory of orga-
nizations, the answer is yes. In practice, the answer is 
also yes, as CEOs typically give somewhat higher priority 
to shareholders, employees, and customers than to sup-
pliers, governments, and local communities, no matter 
what stage of the life cycle a company is in.74 Address-
ing the concerns of primary stakeholders is important  
because if a stakeholder group becomes dissatisfied and 
terminates its relationship with the company, the com-
pany could be seriously harmed or go out of business. 

Secondary stakeholders, such as 
the media and special interest groups, can 
influence or be influenced by the com-
pany. Unlike the primary stakeholders, 
however, they do not engage in regular 
transactions with the company and are not 
critical to its long-term survival. Meeting 
the needs of primary stakeholders is there-
fore usually more important than meeting 
the needs of secondary stakeholders. Nev-
ertheless, secondary stakeholders are still 
important because they can affect public 
perceptions and opinions about socially 
responsible behavior.

The Keystone XL Pipeline, proposed 
by TransCanada Corporation, would carry 
800,000 barrels of crude oil per day from 
the tar sands in Alberta, Canada, to oil 
refineries in Texas and Louisiana. Even 
though the project is approved by 75 per-
cent of Americans and 68 percent of Cana-
dians and would create tens of thousands 
of jobs, environmental groups are trying 
to kill or delay the project. The Natural 
Resources Defense Council, for example, 
argues that the pipeline will increase oil 
sands production, which they argue is one 
of the most energy- and carbon-intensive 
methods of retrieving oil. Another en-
vironmental advocacy group, 350.org, 
which sponsors grassroots protests against 
projects that increase carbon production, 
held a 40,000-person rally in the nation’s 
capital against the Keystone XL Pipeline. 

It also supported the Do The Math Tour, which traveled 
to twenty cities, arguing that governments and energy 
companies should leave the oil sands in the ground.75 

So, to whom are organizations socially responsible? 
Many commentators, especially economists and finan-
cial analysts, continue to argue that organizations are 
responsible only to shareholders. Increasingly, however, 
top managers have come to believe that they and their 
companies must be socially responsible to their stake-
holders. Today, surveys show that as many as 80 percent 
of top-level managers believe that it is unethical to fo-
cus just on shareholders. 
Twenty-nine states have 
changed their laws to allow 
company boards of direc-
tors to consider the needs 
of employees, creditors, 
suppliers, customers, and 

Exhibit 4.7

Stakeholder Model of Corporate Social 
Responsibility

Source: Republished with permission of Academy of Management, P.o. Box 3020, Briar Cliff Manor, 
nY, 10510-8020. “The Stakeholder Theory of the Corporation: Concepts, Evidence and implications” 
(Figure), T. Donaldson and l. E. Preston, Academy of Management Review 20 (1995). Reproduced by 
permission of the publisher via Copyright Clearance Center, inc.

Employees
Customers

Media

SECONDARY
STAKEHOLDERS

Special
Interest
Groups

Trade
Associations

Suppliers

Governments
Local

Communities

Shareholders

FIRM

PRIMARY
STAKEHOLDERS

PRIMARY
STAKEHOLDERS:

SECONDARY
STAKEHOLDERS:

Secondary stakeholder  
any group that can influence or be 
influenced by a company and can 
affect public perceptions about 
the company’s socially responsible 
behavior
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local communities, as well as those of shareholders.76 
Although there is not complete agreement, a majority 
of opinion makers would argue that companies must be 
socially responsible to their stakeholders.

 FoR WHAT ARE 
oRgAnizATionS 
SoCiAllY 
RESPonSiBlE?

If organizations are to 
be socially responsible to 
stakeholders, what are they 
to be socially responsible 
for? Companies can best 
benefit their stakehold-
ers by fulfilling their eco-
nomic, legal, ethical, and 

4-6

discretionary responsibilities.77 Economic and legal re-
sponsibilities are at the bottom of the pyramid because 
they play a larger part in a company’s social responsibility 
than do ethical and discretionary responsibilities. How-
ever, the relative importance of these various responsi-
bilities depends on society’s expectations of corporate 
social responsibility at a particular point in time.78 A 
century ago, society expected businesses to meet their 
economic and legal responsibilities and little else. Today, 
when society judges whether businesses are socially re-
sponsible, ethical and discretionary responsibilities are 
considerably more important than they used to be (see 
box “Grooveshark Faces the Music”).

Historically, economic responsibility, or making 
a profit by producing a product or service valued by soci-
ety, has been a business’s most basic social responsibility. 
Organizations that don’t meet their financial and eco-
nomic expectations come under tremendous pressure. 
For example, company boards are quick these days to 
fire CEOs. Typically, all it takes is two or three bad quar-
ters in a row. Don Mattrick, a former Electronic Arts ex-
ecutive, left Microsoft’s Xbox division to become CEO 
of Zynga, maker of popular online games such as Farm-
ville and Words with Friends. When Mattrick was hired, 
Zynga had $1.28 billion in annual revenue and roughly 
3,000 employees. After less than two years as CEO, 
there were just 2,000 employees, and sales had fallen 
by roughly 50 percent to $690 million. Rich Greenfield, 
an analyst with BTIG, said “I’m not surprised by Don  
Mattrick getting fired,” given Zynga’s poor performance 
during his tenure.79 Likewise, when Symantec, the soft-
ware virus company fired its second CEO in less than two 
years, the explanation was, “We weren’t making enough 
progress in product innovation. We were not seeing rev-
enue growth.”80 William Rollnick, who became acting 
chairman of Mattel after the company fired its previ-
ous CEO, says, “There’s zero forgiveness. You screw up 
and you’re dead.”81 According to the Conference Board,  
approximately 25 percent of CEOs of large companies 
are fired each year.82

Legal responsibility is a company’s social respon-
sibility to obey society’s laws and regulations as it tries 
to meet its economic responsibilities. After purchasing 
a controlling interest in Yoplait, the world’s second-
largest maker of fresh dairy products, General Mills, 
the U.S. food giant and maker of Cheerios, uncovered a  
secret. Yoplait had been part of a secret dairy cartel, the 
members of which met regularly at cafés around Paris, 
France, to fix prices, exchange information about com-
mercial strategies, and divide sales territories. The il-
legal cartel represented over 90 percent of the French 
dairy market, and a Yoplait executive had documented 

“Even though the Keystone XL pipeline is 
approved by an overwhelming majority of 
the public, environmental groups are trying 
to kill or delay the project.”

iS
to

ck
ph

ot
o.

co
m

/N
es

je
rr

y

Economic responsibility  
a company’s social responsibility 
to make a profit by producing a 
valued product or service

Legal responsibility  
a company’s social responsibility to 
obey society’s laws and regulations
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83CHAPTER 4: Ethics and Social Responsibility

the group’s proceedings for years in a ruled notebook.  
General Mills handed over evidence to the authorities, 
and a company spokesperson said, “General Mills has 
strict corporate policies for our operations, including an-
titrust compliance.”83

Ethical responsibility is a company’s social re-
sponsibility to not violate accepted principles of right 
and wrong when conducting its business. Bribery is 
specifically prohibited in most ethics codes, particularly 
when conducting global business, and is illegal under 
the U.S. Foreign Corrupt Practices Act. Walmart execu-
tives in Mexico are alleged to have used $24 million in 
bribes to Mexican authorities to earn quick approval for 
construction projects as it rapidly expanded the number 
of Walmart and Sam’s Club stores in Mexico.84 Walmart 
informed the U.S. Securities and Exchange Commission 
that it was conducting a formal investigation after a New 
York Times article indicated that Walmart’s top leaders 
in Mexico not only knew about the payments but also 
facilitated and hid them from Walmart headquarters 
in Bentonville, Arkansas.85 In a company statement, 

Walmart said, “If these allegations are true, it is not a 
reflection of who we are or what we stand for. We are 
deeply concerned by these allegations and are work-
ing aggressively to determine what happened.”86 The 
company then took the step of removing Jose Luis  
Rodriguezmacedo Rivera, its Mexican general counsel 
“effective immediately…,” and, “… in the interests of 
the investigation.” The company has since directly linked 
executive pay and bonuses to “overhauling” its ethics 
compliance program.87

D i s c r e t i o n a r y 
responsibilities per-
tain to the social roles 
that businesses play in 
society beyond their  
economic, legal, and ethical  
responsibilities. Hurricane 
Sandy, the largest Atlantic 
hurricane ever recorded, 
caused approximately $75 
billion in damage—with 

Grooveshark Faces the Music

When Grooveshark co-
founders Sam Tarantino  

and Josh Greenberg launched 
their free streaming music 
service, they did it back-
wards. First, they uploaded 
thousands of songs to their 
platform—and urged emplo-
yees to do the same—and 
then they tried to obtain  
licenses to stream the songs 
legally. Over seven years, 
the streaming site grew to 
have a collection of roughly  
20 million songs and 30 million 
subscribers, yet the company 
never secured permissions to 
stream songs by artists from several major record labels.  
Vivendi, Sony, and Warner Music sued Grooveshark, which 
was ultimately found guilty of copyright infringement. 
Tarantino said he had been in a catch-22—record labels 
wouldn’t license the music unless he could give them finan-
cial guarantees, and his investors wouldn’t give him money 

unless he had rights to stream the music. Tarantino said his 
investors told him, “You have all these lawsuits—we’re not 
going to give you a big check.”

Sources: H. karp, “grooveshark Tries to Play by the Rules with online Radio App,”  
Wall Street Journal, December 8, 2014, accessed March 28, 2015, http://www 
.wsj.com/articles/grooveshark-tries-to-play-by-the-rules-with-online-radio 
-app-1418014861.

ethical responsibility  
a company’s social responsibility 
not to violate accepted principles 
of right and wrong when 
conducting its business

Discretionary 
responsibilities the social 
roles that a company fulfills 
beyond its economic, legal, and 
ethical responsibilities
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New York State and New Jersey taking the brunt of the 
1,100 mile-wide storm. As recovery efforts began, many 
companies stepped in with donations, contributions, 
and other forms of valuable assistance. J.P. Morgan, for 
example, pledged $2 million to the Red Cross, $1 mil-
lion to local agencies, and $5 billion in special loans to 
small and mid-sized businesses. The bank also allowed 
storm-affected customers to skip mortgage payments for 
ninety days and suspended all of its foreclosure activ-
ity in storm-damaged areas. Entertainment companies 
Time Warner, News Corporation, Walt Disney, and Via-
com each pledged to donate $1–$2 million. Meanwhile, 
Adidas, the sporting goods company, donated $600,000 
worth of jackets, while Terramar Sports, which makes 
outdoor clothing and gear, donated $500,000 worth of 

long underwear and ther-
mal clothing to people dis-
placed from their homes by 
the storm.88 

Carrying out discre-
tionary responsibilities 
such as these is volun-
tary. Companies are not 
considered unethical if 
they don’t perform them. 
Today, however, corpo-
rate stakeholders expect 
companies to do much 
more than in the past to 
meet their discretionary 
responsibilities.

 RESPonSES 
To DEMAnDS 
FoR SoCiAl 
RESPonSiBiliTY

Social responsiveness refers to a company’s strategy 
to respond to stakeholders’ economic, legal, ethical, or 
discretionary expectations concerning social responsibil-
ity. A social responsibility problem exists whenever com-
pany actions do not meet stakeholder expectations. One 
model of social responsiveness identifies four strategies 
for responding to social responsibility problems: reac-
tive, defensive, accommodative, and proactive. These 
strategies differ in the extent to which the company is 
willing to act to meet or exceed society’s expectations.

A company using a reactive strategy will do 
less than society expects. In Spring 2014, General Mo-
tors (GM) publicly acknowledged that since 2001 it had 
knowingly produced 1.6 million GM cars with faulty ig-
nition switches. The issue, which is linked to twelve auto-
related deaths, could happen when turning the ignition 
key from “off” to “accessory” (used to power accessories, 
such as radios, without the engine running) and then 
back “on.”89 The car would start, but the ignition switch, 
which was only partially engaged, could switch off, caus-
ing car engines to unexpectedly stop. Service techni-
cians first documented the issue in 2001. Engineers 
knew in 2004. GM management found out in 2011.90  
Despite knowing about the problem for so long, GM did 
not issue a safety recall because engineering managers 
thought drivers could still maintain control of their cars 
even if their motors suddenly turned off. The defective 
switches were not redesigned until 2007, and the first 
vehicle recall was not issued until February 2013. Ironi-
cally, the problem is easily fixed with a $5 replacement 
part that takes minutes to install. GM is offering to either 
repair the switches or give customers a $500 allowance 
toward the purchase or lease of a new GM vehicle. It’s 
estimated that GM will spend $1.3 billion just to fix af-
fected vehicles.91 The Center for Auto Safety, a nonprofit 
organization, has called for GM to waive legal immunity 
from lawsuits, which it obtained via its 2009 bankruptcy, 
and to set aside an additional $1 billion as a dedicated 
fund for victims.92 

By contrast, a company using a defensive strategy 
would admit responsibility for a problem but would do 
the least required to meet societal expectations. Foxconn  
is a Taiwanese electronics manufacturing company which 

4-7

J.P. Morgan allowed businesses and home 
owners to skip mortgage payments for  
90 days and suspended all of its foreclosure 
activities in storm-damaged areas.

Da
ry

l L
an

g 
/ S

hu
tt

er
st

oc
k.

co
m

Social responsiveness  
a company’s strategy to respond 
to stakeholders’ economic, 
legal, ethical, or discretionary 
expectations concerning social 
responsibility

Reactive strategy a social 
responsiveness strategy in which 
a company does less than society 
expects

Defensive strategy a social 
responsiveness strategy in which 
a company admits responsibility 
for a problem but does the 
least required to meet societal 
expectations
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85CHAPTER 4: Ethics and Social Responsibility

operates Chinese factories that produce 40 percent of  
the world’s consumer electronic products. Over the past 
four years, at the Foxconn factories that make iPhones 
and iPads, eighteen employees attempted suicide, most 
by leaping to their deaths. After the eleventh suicide, 
the company placed suicide nets that reach twenty feet 
out around the perimeter of each building. An exten-
sive New York Times investigation found that employees  
often worked seven days a week, were exposed to  
dangerous chemicals, and lived in crowded, company-
supplied dorm rooms, some with as many as twenty people  
per three-bedroom apartment. However, Apple, which 
had been conducting audits of its suppliers’ manufac-
turing facilities for many years, was slow to respond. A 
consultant with Business for Social Responsibility, a 
company Apple hired for advice on labor issues, said, 
“We’ve spent years telling Apple there are serious prob-
lems and recommending changes. They don’t want to 
pre-empt problems, they just want to avoid embarrass-
ments.” A former Apple executive said, “If you see the 
same pattern of problems, year after year, that means 
the company’s ignoring the issue rather than solving it. 
Noncompliance is tolerated, as long as the suppliers 

promise to try harder next time. If we meant business, core  
violations would disappear.” After the New York Times  
story, Apple began working with the Fair Labor Associa-
tion, a nonprofit organization that promotes and monitors 
safe working conditions. Four years after the problems  
began, following the Fair Labor Association’s report, Apple  
and Foxconn agreed to increase pay, limit workers to  
a maximum of forty-nine hours a week, build more dor-
mitories, and hire thousands of additional workers.93

A company using an accommodative strategy  
will accept responsibility for a problem and take a pro-
gressive approach by doing all that could be expected 
to solve the problem. Novartis, a Swiss drug maker, ex-
perienced a series of scandals in its Japanese clinical re-
search trials, such as data being altered to indicate more 
positive results for an experimental blood pressure drug, 
and covering up the severe 
side effects associated with 
a potential leukemia treat-
ment. An independent 
panel commissioned by the 
company found Japanese 
sales staff had “ethically 

Accommodative 
strategy a social 
responsiveness strategy in which a 
company accepts responsibility for 
a problem and does all that society 
expects to solve that problem

In India, Social Responsibility Is the Law

In India, a new law has changed the landscape for social respon-
sibility; India’s largest companies are now required to contribute 

2 percent of profits to charity. The law applies to companies worth 
more than 5 billion rupees ($83 million) with either annual turnover 
greater than 10 billion rupees or 50 million rupees in profits. Issues 
that contributions can be directed toward include hunger, poverty, 
education, women’s rights, child mortality, disease, and environmen-
tal issues. It has yet to be seen how effective this measure will be, 
and many companies may simply see the law as another tax burden. 
According to Dasra, a company from Mumbai that connects corpo-
rate donors with nonprofit organizations, many companies favor the 
opportunity to determine where their money goes, rather than just 
being taxed by the government. Deval Sanghavi, a partner at Dasra, 
says, “The government thinks corporations might have a greater 
impact if they decide how to spend the money themselves.” Still, 
many Indian charities will have to improve their administrative cap-
abilities to be able to handle the volume of donations that are now 
forthcoming.
Source: S. Seervai, “indian Companies and Charities Aren’t Ready for new giving law,” The Wall 
Street Journal, April 11, 2014. accessed April 17, 2014. http://blogs.wsj.com/indiarealtime 
/2014/04/11/indian-companies-and-charities-arent-ready-for-new-giving-law/?kEYWoRDS 
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86 PART onE

inappropriate” links to clinical researchers. Novartis’s 
global pharmaceuticals head, David Epstein, apologized 
to Japanese regulators, saying that the link between sales 
and research came as a “complete shock” and that, be-
cause sales staff had made attempts to influence research 
results,“We fully expect to find other clinical trials that 
are problematic.” Stating that,”Our company culture 
and the way we do business in Japan needs to change 
urgently, he announced the immediate resignation of 
their Japanese division’s top three executives, along with 
a freeze on all doctor-led clinical trials in Japan until a 
complete investigation could be conducted.”94 Novartis 
would furthermore begin training programs in its Japa-
nese division to make clear what was and was not accept-
able in the context of sales and clinical research.95

Finally, a company using a proactive strategy  
will anticipate responsibility for a problem before it oc-
curs, do more than expected to address the problem, and 
lead the industry in its approach. McDonald’s CEO Steve 
Easterman announced that at its 14,350 U.S. stores, it will 
stop selling menu items made from chickens treated with 
antibiotics. Scientists and doctors have long warned that 
treating livestock with antibiotics to prevent infections be-
fore they occur is accelerating the development of antibi-
otic-resistant bacteria. Indeed, 2 million Americans a year 
develop bacterial infections resistant to antibiotics, and, 
according to the Centers for Disease Control and Preven-
tion, 23,000 of them will die. McDonald’s is making these 
changes even though it will significantly increase its costs 
(antibiotic-free chickens are two to three times more ex-
pensive to raise). McDonald’s size is expected to broadly 
influence the chicken growing industry to stop raising 
chicken with antibiotics. Gail Hansen of the Pew Chari-
table Trust, an organization critical of the use of antibiotics 
in meat, said McDonald’s new policy, “Will have a ripple 
effect probably throughout the entire food industry.”96

 SoCiAl 
RESPonSiBiliTY 
AnD EConoMiC 
PERFoRMAnCE

One question that manag-
ers often ask is, “Does it 
pay to be socially respon-
sible?” In previous editions 
of this textbook, the answer 
was no, as early research 

4-8

indicated that there was not an inherent relationship be-
tween social responsibility and economic performance.97 
Recent research, however, leads to different conclusions. 
There is no trade-off between being socially responsible 
and economic performance.98 And there is a small, posi-
tive relationship between being socially responsible and  
economic performance that strengthens with corporate 
reputation.99 Let’s explore what each of these results means.

First, as noted earlier, there is no trade-off between 
being socially responsible and economic performance.100 
Being socially responsible usually won’t make a business 
less profitable. What this suggests is that the costs of be-
ing socially responsible—and those costs can be high, 
especially early on—can be offset by a better product 
or corporate reputation, which results in stronger sales 
or higher profit margins. When businesses enhance their 
reputations by being socially responsible, they hope to 
maximize willingness to pay, that is, customers paying 
more for products and services that are socially respon-
sible. In an effort to align its business practices with its 
core mission, CVS Caremark changed its name to CVS 
Health and stopped selling cigarettes at CVS pharmacies.  
Researchers analyzing eighteen months of data from 
CVS pharmacies had found that 6 percent of people fill-
ing prescriptions for respiratory diseases, such as asthma 
and chronic obstructive pulmonary disorder (COPD), 
had bought a pack of cigarettes. Removing cigarettes 
from CVS stores cost the company $2 billion in annual 
revenues, resulting in a 4.5-percent drop in front-of-the-
store sales (candy, magazines, toiletries). However, sales 
from pharmacy services rose 16 percent to $22.5 billion 
during that time. CVS attributed that increase, which 
offset the loss of cigarette revenue, to acquiring larger 
corporate and insurance clients to whom CVS now pro-
vides pharmacy benefits to their employees and patients. 
One year after making this change, CVS was still the only 
pharmacy chain to not sell cigarettes.101 

Second, it usually does pay to be socially responsi-
ble, and that relationship becomes stronger particularly 
when a company or its products have a strong reputation 
for social responsibility.102 Finally, even if there is gener-
ally a small positive relationship between social responsi-
bility and economic performance that becomes stronger 
when a company or its products have a positive reputa-
tion for social responsibility, and even if there is no trade-
off between being socially responsible and economic 
performance, there is no guarantee that socially respon-
sible companies will be profitable. Simply put, socially 
responsible companies experience the same ups and 
downs in economic performance that traditional busi-
nesses do. General Motors’ Chevy Volt features a plug-
in hybrid engine, producing outstanding fuel efficiency 

Proactive strategy a social 
responsiveness strategy in which 
a company anticipates a problem 
before it occurs and does more than 
society expects to take responsibility 
for and address the problem
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87CHAPTER 4: Ethics and Social Responsibility

of 60 miles per gallon and the ability to drive 800 miles 
between fill-ups. The Volt is a tremendous technologi-
cal and environmental product, but it’s been a disaster 
for GM’s bottom line. GM’s investment in the Volt, so 
far, is estimated at $1.2 billion. But, because of the tech-
nology involved, the Volt is difficult and expensive to as-
semble, so much so that Reuters estimates that GM loses 
$50,000 per Volt! Sales have been incredibly disappoint-
ing. Priced at $39,995, GM has sold only 58,000 Volts  
in four years, far short of its goal of 60,000 per year. 
Sales picked up slightly only after GM offered a  
25 percent discount on top of the Volt’s already steep 
price discounts, which are three to four times higher 
than the rest of the auto industry. At the end of 2014, 
GM dropped the price of the Volt by another $5,000, 
hoping to increase sales. But by March 2015, it had a 
210-day inventory of unsold Volts (60 days is optimal). 
GM then announced it would stop production of the Volt 
for seven months to clear the inventory backlog. GM’s at-
tempt at building a highly fuel-efficient, environmentally 
friendly car may have been good for the planet, but it has 
been a drag on GM’s profits and finances.103 

Being socially responsible may be the right thing to 
do, and it is usually associated with increased profits, but 
it doesn’t guarantee business success.
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PART 
2

5 Planning and 
Decision Making

After you finish 

this chapter, go to  

PAGE 107 for

STUDY TOOLS

LEARNING OutcOmEs

Discuss the benefits and pitfalls of planning.

Describe how to make a plan that works.

Discuss how companies can use plans at all management levels, from top 
to bottom.

Explain the steps and limits to rational decision making.

Explain how group decisions and group decision-making techniques can 
improve decision making.

5-1

5-2

5-3

5-4

5-5
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89CHAPTER 5: Planning and Decision Making

5-1a Benefits of Planning
Planning offers several important benefits: intensified 
effort, persistence, direction, and creation of task strate-
gies.3 First, managers and employees put forth greater 
effort when following a plan. Take two workers. Instruct 
one to “do your best” to increase production, and instruct 
the other to achieve a 2 percent increase in production 
each month. Research shows that the one with the spe-
cific plan will work harder.4

Second, planning leads to persistence, that is, work-
ing hard for long periods. In fact, planning encourages 
persistence even when there may be little chance of 
short-term success.5 McDonald’s founder Ray Kroc, a 
keen believer in the power of persistence, had this quo-
tation from President Calvin Coolidge hung in all of his 
executives’ offices: “Nothing in the world can take the 
place of persistence. Talent will not; nothing is more 
common than unsuccessful men with talent. Genius will 
not; unrewarded genius is almost a proverb. Education 
will not; the world is full of educated derelicts. Persis-
tence and determination alone are omnipotent.”6

The third benefit of planning is direction. Irving 
Wladawsky-Berger of the Institute for Data Driven  
Design explains that planning through goal setting is  
especially important when organizations experience 
major transitions. “A major way of rallying the organiza-
tion to embrace the needed transformation is to have a 
compelling target to shoot for, a kind of promised land 
everyone can aim for instead of wandering in the desert 
without a clear path forward,” Wladawsky-Berger says.7 

The fourth benefit of planning is that it encour-
ages the development of task strategies. In other words, 
planning not only encourages people to work hard for 
extended periods and to engage in behaviors directly re-
lated to goal accomplishment, it also encourages them to 
think of better ways to do their jobs. Finally, perhaps the 
most compelling benefit of planning is that it has been 
proven to work for both companies and individuals. On 
average, companies with plans have larger profits and 
grow much faster than companies without plans.8 The 
same holds true for individual managers and employees: 
There is no better way to improve the performance of 
the people who work in a company than to have them 
set goals and develop strategies for achieving those goals.

5-1b Pitfalls of Planning
Despite the significant 
benefits associated with 
planning, it is not a cure-
all. Plans won’t fix all 

BEnEfiTs  
AnD PiTfAlls  
of PlAnning

Even inexperienced managers know that planning and 
decision making are central parts of their jobs. Figure 
out what the problem is. Generate potential solutions 
or plans. Pick the best one. Make it work. Experienced 
managers, however, know how hard it really is to make 
good plans and decisions. One seasoned manager says: 
“I think the biggest surprises are the problems. Maybe  
I had never seen it before. Maybe I was protected by my 
management when I was in sales. Maybe I had delusions 
of grandeur, I don’t know. I just know how disillusioning 
and frustrating it is to be hit with problems and conflicts 
all day and not be able to solve them very cleanly.”1 

Planning is choosing a goal and developing a 
method or strategy to achieve that goal. Thanks to strong 
business and defense industry growth, northern Virginia’s 
population will rise 26 percent by 2040. The Virginia 
Railway Express (VRE), the region’s commuter train 
service, is already feeling the effects. VRE’s ridership has 
grown by 30 percent in the past decade, and its trains are 
at 90 percent capacity. To meet growing demand, VRE’s 
goals are to add reverse peak and express trains by 2030 
and double ridership by 2040. To reach those goals, it will 
lengthen existing trains by 20 percent, add additional sta-
tions and longer rail lines to serve more commuters, and 
widen a bridge to double the number of trains traveling 
in both directions. The total budget for the expansion is 
several billion dollars, and planners have created a com-
prehensive document, VRE System Plan 2040, to ensure 
that VRE meets its goals. VRE’s CEO, Doug Allen, said, 
“More people would take VRE if the stations were more 
convenient, more accessible, and had more parking.”2

Are you one of those naturally organized people 
who always makes a daily to-do list, writes everything 
down so you won’t forget, and never misses a deadline 
because you keep track of everything with your handy 
time-management notebook, iPhone, or PC? Or are 
you one of those flexible, creative, go-with-the-flow 
people who dislikes planning and organizing because 
it restricts your freedom, energy, and performance? 
Some people are natural planners. They love it and can 
see only its benefits. Others dislike planning and can 
see only its disadvantages. It turns out that both views 
have real value.

Planning has advantages and disadvantages. Let’s learn 
about 5-1a the benefits and 5-1b the pitfalls of planning.

5-1

Planning choosing a goal and 
developing a strategy to achieve 
that goal
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90 PART TWo

The second pitfall is that planning can create a false 
sense of certainty. Planners sometimes feel that they 
know exactly what the future holds for their competitors, 
their suppliers, and their companies. However, all plans 
are based on assumptions: “The price of gasoline will in-
crease by 4 percent per year”; “Exports will continue to 
rise.” For plans to work, the assumptions on which they 
are based must hold true. If the assumptions turn out to 
be false, then the plans based on them are likely to fail.

The third potential pitfall of planning is the detach-
ment of planners. In theory, strategic planners and top-
level managers are supposed to focus on the big picture 
and not concern themselves with the details of imple-
mentation (that is carrying out the plan). According to 
management professor Henry Mintzberg, detachment 
leads planners to plan for things they don’t understand.11 
Plans are meant to be guidelines for action, not abstract 
theories. Consequently, planners need to be familiar 
with the daily details of their businesses if they are to 
produce plans that can work. 

British-based Tesco, the third-largest retailer in 
the world, spent five years researching and planning 
before it spent $1.6 billion to enter the U.S. grocery 
business by building 199 Fresh & Easy stores. Former 
CEO Terry Leahy said, “Our team went over to live in 
the U.S. We stayed in people’s homes. We went through 
their fridges. We did all our research, and we’re good 
at research.” Unfortunately, because they had never 
competed in the U.S. grocery business, Tesco’s research 
and planning failed to account for Americans’ different 
tastes. For example, at 10,000 square feet, or 20 percent 
of the size of a typical American supermarket, Fresh & 
Easy stores were too small and had too limited a selec-
tion, and, at first, didn’t have bakeries, which Americans 
like. Tesco relied heavily on its Fresh & Easy brand of 
premade meals, popular in England but unknown in 
the United States, where shoppers prefer brand-name 
products. According to Natalie Berg, director of Planet 
Retail, “The main thing is that they underestimated how 
Americans shop.”12 

HoW To MAkE A 
PlAn THAT WoRks

Planning is a double-edged sword. If done right, plan-
ning brings about tremendous increases in individual 
and organizational performance. If planning is done 
wrong, however, it can have just the opposite effect and 
harm individual and organizational performance.

5-2

organizational problems. In fact, many management 
authors and consultants believe that planning can harm 
companies in several ways.9 

The first pitfall of planning is that it can impede 
change and prevent or slow needed adaptation. Some-
times companies become so committed to achieving the 
goals set forth in their plans or on following the strate-
gies and tactics spelled out in them that they fail to see 
that their plans aren’t working or that their goals need 
to change. When Mike Jeffries became Abercrombie & 
Fitch’s (A&F) CEO in 1992, he recast the brand as sexy, 
fit, and exclusive. Abercrombie grew into a $4.5 billion 
company with 1,000 stores in 19 countries. Its preppy 
jeans, polos, and logo t-shirts became iconic among  
U.S. teens. Provocative advertising on billboards, posters, 
and shopping bags included images of shirtless men and 
scantily clad women. With booming music, heady scents, 
and windows darkened by shutters, A&F stores were 
more like a rave than shopping. By 2013, logos were no 
longer popular, and stores offering unique styles at low 
prices, such as H&M, thrived. When asked which brands 
they no longer wore, teen girls ranked A&F and Hollister  
(an A&F brand) second and third, respectively. Even 
when profits dropped by half, and A&F closed 220 mall 
stores (with plans to close 120 more), Jeffries refused 
to change the brand. Finally, in mid-2014, he allowed 
stores to remove the shutters and cut the scents they 
used by 25 percent. But with declining brand equity and 
flagging financials, it was too late. Jeffries was pushed out 
by the board.10

With booming music, heady scents, and 
windows darkened by shutters, A&F stores 
became less popular with shoppers
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91CHAPTER 5: Planning and Decision Making

In this section, you will learn how to make a plan that 
works. As depicted in Exhibit 5.1, planning consists of 5-2a 
setting goals, 5-2b developing commitment to the 
goals, 5-2c developing effective action plans, 5-2d 
tracking progress toward goal achievement, and 5-2e 
maintaining flexibility in planning.  

5-2a Setting Goals
The first step in planning is to set goals. To direct be-
havior and increase effort, goals need to be specific and 
challenging.13 For example, deciding to “increase sales 
this year” won’t direct and energize workers as much as 
deciding to “increase North American sales by 4 per-
cent in the next six months.” Specific, challenging goals 
provide a target for which to aim and a standard against 
which to measure success.

One way of writing effective goals for yourself, your 
job, or your company is to use the S.M.A.R.T. guidelines. 
S.M.A.R.T. goals are Specific, Measurable, Attainable, 
Realistic, and Timely.14 With annual sales of $83 billion,  
Cincinnati-based Procter & Gamble is a global leader 
in consumer products in 180 countries. It’s size, how-
ever, makes managing growth difficult. To combat this 
difficulty, in 2013, CEO A.G. Lafley established a goal 
of cutting P&G’s massive brand portfolio of roughly  
165 brands to 65 core brands, organized into 10 key  
categories, by 2016.15 Let’s see how P&G’s objectives 
measure up to the S.M.A.R.T. guidelines for goals.

First, is the goal Specific? Yes, as opposed to say-
ing that it wants to be smaller, P&G identified exactly 

how many brands it wants in its portfolio by 2016—its  
65 best-selling brands. Is the goal Measurable? Yes, P&G’s 
best-performing brands generate 95 percent of its profits,  
which are growing faster than the rest of P&G, while its 
poorer performing brands haves sales and profits that 
are shrinking 3 percent and 16 percent per year, respec-
tively.16 Whether the goal is Attainable or not depends on 
many factors. First, P&G needs to find potential buyers 
for the 100 brands it is selling. After it identifies potential 
buyers, they must agree on a purchase price (a complex 
task with billion-dollar businesses). Then, it must clear 
the financial and legal hurdles involved in transferring 
ownership of each brand. But, major merger and acqui-
sitions transactions aren’t new, certainly for P&G, and it’s 
unlikely these issues will be problematic. Finally, while 
the goals are ambitious, they are Timely. When P&G  
announced the goal in 2013, it gave itself three years to 
divest 50 of the 100 brands it has identified for sale. So, 
far P&G has made good progress. By the end of the first 
quarter of 2015, it had already divested or had deals to 
sell 35 of its lowest-performing brands.17 

5-2b Developing Commitment  
to Goals
Just because a company 
sets a goal doesn’t mean 
that people will try to ac-
complish it. If workers 
don’t care about a goal, that 

Exhibit 5.1

How to Make a Plan That Works

Revise existing plan
or

Begin planning process
anew

4
Track

progress
toward

goal
achievement

5
Maintain
flexibility

1
Set

goals

2
Develop

commitment

3
Develop
effective
action
plans

Who
What
When
How

S.M.A.R.T. goals goals  
that are specific, measurable,  
attainable, realistic, and timely
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92 PART TWo

goal won’t encourage them to work harder or smarter. 
Thus, the second step in planning is to develop commit-
ment to goals.18

Goal commitment is the determination to 
achieve a goal. Commitment to achieve a goal is not au-
tomatic. Managers and workers must choose to commit 
themselves to a goal. Edwin Locke, professor emeritus 
of management at the University of Maryland and the 
foremost expert on how, why, and when goals work, tells 
a story about an overweight friend who lost seventy-five 
pounds. Locke says, “I asked him how he did it, knowing 
how hard it was for most people to lose so much weight.” 
His friend responded, “Actually, it was quite simple. I 
simply decided that I really wanted to do it.”19 Put an-
other way, goal commitment is really wanting to achieve 
a goal.

So how can managers bring about goal commitment? 
The most popular approach is to set goals participatively. 
Rather than assigning goals to workers (“Johnson, you’ve 
got till Tuesday of next week to redesign the flux capaci-
tor so it gives us 10 percent more output”), managers 
and employees choose goals together. The goals are 
more likely to be realistic and attainable if employees 
participate in setting them. Another technique for gain-
ing commitment to a goal is to make the goal public. For 
example, college students who publicly communicated 
their semester grade goals (“This semester, I’m shooting 
for a 3.5”) to important people in their lives (usually a 
parent or sibling) were much more committed to achiev-
ing their grades than those who did not. Still another way 
to increase goal commitment is to obtain top manage-
ment’s support. Top management can show support for 
a plan or program by providing funds, speaking publicly 
about the plan, or participating in the plan itself.

5-2c Developing Effective  
Action Plans
The third step in planning is to develop effective action 
plans. An action plan lists the specific steps (how), peo-

ple (who), resources (what), 
and time period (when) for 
accomplishing a goal. For 
its first eight years in busi-
ness, Facebook focused 
on growth, but now its top 
leadership team, known as 
the “M team,” is developing 
specific action plans to hold 
Facebook managers and 
employees accountable for 

increasing profit and, ultimately, its stock price. For ex-
ample, software engineers who write code for Facebook’s  
website and mobile apps were challenged to solve  
revenue-related issues. Andrew Bosworth, heading the 
new department of advertising engineering, worked with 
software engineers to write code so that ads could be run 
for the first time on mobile phones and tablets. However, 
instead of the ads being on the right side of the screen, 
the ads appear in the center, where they’re impossible 
to miss. That step, along with nine other action plans  
that Facebook is pursuing, helped increase revenue to 
$1.46 billion, up 38 percent from $1.06 billion a year  
earlier. Twenty-five percent of Facebook’s overall revenue  
now comes from mobile ads.20 

5-2d Tracking Progress
The fourth step in planning is to track progress toward 
goal achievement. There are two accepted methods 
of tracking progress. The first is to set proximal goals 
and distal goals. Proximal goals are short-term goals  
or subgoals, whereas distal goals are long-term or  
primary goals.21 

The second method of tracking progress is to gather 
and provide performance feedback. Regular, frequent 
performance feedback allows workers and managers 
to track their progress toward goal achievement and 

Goal commitment the 
determination to achieve a goal

Action plan a plan that lists the 
specific steps, people, resources, and 
time period needed to attain a goal

Proximal goals short-term 
goals or subgoals

Distal goals long-term or 
primary goals

The Planning Fallacy

One of the most common mistakes made in the planning 
process is underestimating the amount of time a task will 

take. This concept is so prevalent, in fact, that it has a name: 
the planning fallacy. Roger Buehler, a psychology professor at 
Ontario’s Wilfrid Laurier University, says that the average per-
son underestimates the time necessary to complete a task by  
40 percent. Although management plans are often more com-
plex than those involved in a single employee’s job, similar  
tactics may be useful to reduce the effects of planning fallacy 
in both. A study published in the Journal of Experimental Social  
Psychology found that breaking a task down into very detailed 
steps can help chronically poor planners more accurately  
estimate the amount of time required to complete a task. An-
other strategy, devised from a study published in Organizational 
Behavior and Human Decision Processes, involves forming a men-
tal image of a task from an outside perspective to improve pre-
dictions of time allotment.
source: s. Reddy, “Why Are You Always late? it Could Be the Planning fallacy,”  
Wall Street Journal, february 3, 2015, D1, D4.
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make adjustments in effort, 
direction, and strateies.22  
Exhibit 5.2 shows the impact 
of feedback on safety behav-
ior at a large bakery company  
with a worker safety record 
that was two-and-a-half 
times worse than the indus-
try average. During the 
baseline period, workers in 
the wrapping department, 
who measure and mix ingre-
dients, roll the bread dough, 
and put it into baking pans, 
performed their jobs safely 
about 70 percent of the time 
(see 1 in Exhibit 5.2). The 
baseline safety record for 
workers in the makeup de-
partment, who bag and seal baked bread and assemble,  
pack, and tape cardboard cartons for shipping, was some-
what better at 78 percent (see 2). The company then gave 
workers thirty minutes of safety training, set a goal of  
90 percent safe behavior, and then provided daily feedback 
(such as a chart similar to Exhibit 5.2). Performance im-
proved dramatically. During the intervention period, safely 
performed behaviors rose to an average of 95.8 percent for 
wrapping workers (see 3) and 99.3 percent for workers 
in the makeup department (see 4), and never fell below  
83 percent. Thus, the combination of training, a challenging  
goal, and feedback led to a dramatic increase in perfor-
mance. The importance of feedback alone can be seen in 
the reversal stage, when the company quit posting daily 
feedback on safe behavior. Without daily feedback, the per-
centage of safely performed behaviors returned to baseline 
levels—70.8 percent for the wrapping department (see 5) 
and 72.3 percent for the makeup department (see 6). For 
planning to be effective, workers need both a specific, chal-
lenging goal and regular feedback to track their progress. In 
fact, additional research indicates that the effectiveness of 
goal setting can be doubled by the addition of feedback.23 

5-2e Maintaining Flexibility
Because action plans are some times poorly conceived 
and goals sometimes turn out not to be achievable, the 
last step in developing an effective plan is to maintain  
flexibility. One method of maintaining flexibility while 
planning is to adopt an options-based approach.24 The 
goal of options-based planning is to keep options 
open by making small, simultaneous investments in many 

alternative plans. Then, when one or a few of these plans 
emerge as likely winners, you invest even more in these 
plans while discontinuing or reducing investment in the 
others. That’s exactly the strategy Airbnb used to go from 
being a company generating a meager $200 per week in 
revenue to being a multibillion-dollar global enterprise. 
Airbnb programmers have permission to make small bets 
on new features and measure the response. After being 
assigned the task—on his first day—of reevaluating the 
company’s property rating system, a new Airbnb designer 
wanted to test using a heart instead of a star icon. His 
rationale was that Airbnb’s service was aspirational and 
people established an emotional connection to the places 
they stay. The company changed the feature to a heart to 
test it and discovered that the heart icon increased cus-
tomer engagement 30 percent over the star icon.25

In part, options-based planning is the opposite of 
traditional planning. Whereas the purpose of an action 
plan is to commit people and resources to a particular 
course of action, the purpose of options-based plan-
ning is to leave those commitments open by maintaining 
slack resources—that 
is, a cushion of resources, 
such as extra time, people,  
money, or production cap-
acity, that can be used to 
address and adapt to un-
anti cipated changes, prob-
lems, or opportunities.26 
Holding options open gives 
you choices. And choices, 
com bined with slack 

Airbnb made the transition from $200 a week in revenue to being a 
multibillion dollar global enterprise by maintaing flexibility.

Options-based 
planning maintaining 
planning flexibility by making 
small, simultaneous investments in 
many alternative plans

Slack resources a cushion of 
extra resources that can be used 
with options-based planning to 
adapt to unanticipated changes, 
problems, or opportunities
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resources, give you flexibility. The winter of 2014, which 
broke records nationwide for cold and snow, forced rail-
road companies to run and staff more trains with shorter 
loads that are easier to start and stop in bad weather.  
Unlike its competitors, Union Pacific railroad had already 
created “surge capacity,” or slack resources, to handle 
the situation. Instead of selling or scrapping old locomo-
tives when it bought new ones, Union Pacific “retired” 
them to long-term storage. So when the severe weather 
hit, it had 600 extra locomotives ready to go, including 
550 extra workers on furlough or standby who were im-
mediately ready to work. That winter, CSX Corp., a com-
petitor, saw its operating ratio, a measure of operational 

efficiency, drop more than 4 percent, whereas thanks to 
slack resources, Union Pacific’s rose 2 percent.27

PlAnning fRoM ToP 
To BoTToM

Planning works best when the goals and action plans at 
the bottom and middle of the organization support the 
goals and action plans at the top of the organization. In 
other words, planning works best when everybody pulls 
in the same direction. Exhibit 5.3 illustrates this planning 

5-3

Exhibit 5.2

Effects of Goal Setting, Training, and Feedback on Safe Behavior in a Bread Factory
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continuity, beginning at the top with a clear definition 
of the company purpose and ending at the bot-
tom with the execution of operational plans.

Let’s see how 5-3a top managers create 
the organization’s purpose statement 
and strategic objective, 5-3b middle 
managers develop tactical plans and use 
management by objectives to motivate 
employee efforts toward the overall pur-
pose and strategic objective, and 5-3c first-
level managers use operational, 
single-use, and standing plans to 
implement the tactical plans.

5-3a Starting  
at the Top
Top management is respon-
sible for developing long-term  
strategic plans that make 
clear how the company will serve  
customers and position itself 
against competitors in the next two to five years. During 
his first term as Procter & Gamble’s CEO, A.G. Lafley 
focused on acquisitions and growth. His strategic focus 
turned P&G into the world’s largest consumer-products 
company. When he returned as CEO, he began purpose-
fully to shrink the giant company, exiting roughly 100 
product lines within two years. The reason? The company  
had grown too large to compete. Lafley sold Camay and 

Exhibit 5.3

Planning from Top to Bottom
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Zest brands to archrival Unilever and exited the battery 
business by selling Duracell and the pet-food business  

by selling Iams. He also looked to sell Wella and  
Clairol, two brands that he acquired during his 
first term as P&G’s CEO. “Decade after decade, 
we have to find the strategy and the business 
model that wins with consumers,” Lafley said, 
and trimming P&G’s portfolio “strategically re-
sets P&G’s where-to-play choices for at least the 

next five years.”28

Strategic planning begins 
with the creation of an or-

ganizational purpose. A 
purpose statement, 
which is often referred 
to as an organizational 
mission or vision, is a 
statement of a compa-
ny’s purpose or reason 
for existing.29 Purpose 
statements should be 

brief—no more than two 
sentences. They should also 
be enduring, inspirational, 
clear, and consistent with 
widely shared company be-
liefs and values. An excellent 
example of a well-crafted 
purpose statement is that of 

Strategic plans overall 
company plans that clarify how the 
company will serve customers and 
position itself against competitors 
over the next two to five years

Purpose statement a 
statement of a company’s purpose 
or reason for existing
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Avon, the cosmetics company. It guides everyone in the  
organization and provides a focal point for the deliv-
ery of beauty products and services to the customers, 
women around the world. The purpose is the same 
whether Avon is selling lipstick to women in India, 
shampoo packets to women in the Amazon, or jewelry 
to women in the United States. Despite these regio-
nal differences in specific strategy, the overall goal— 
understanding the needs of women globally—does not 
change. Other examples of organizational purpose state-
ments that have been particularly effective include Walt 
Disney Company’s “to make people happy” and Schlage 
Lock Company’s “to make the world more secure.”30 

A clear mission can also help employees prioritize 
better and work more efficiently. Early in her career, pres-
ident and COO of Change.org Jennifer Dulski and her 
team worked past 9:00 p.m. almost every day. A supervi-
sor took notice and told her she was working too hard. 
His advice: “Write down at the top of a piece of paper the 
mission you’re trying to accomplish. Now take your entire 
to-do list and check every item against the mission.”31

The strategic objective, which flows from the 
purpose, is a more specific goal that unifies company-
wide efforts, stretches and challenges the organization, 
and possesses a finish line and a time frame.32 Collins 
and Porras define an organization’s mission: “A mission 
is a clear and compelling goal that serves to unify an or-
ganization’s efforts. An effective mission must stretch  
and challenge the organization, yet be achievable.” How-
ever, many others define mission as an organization’s 
purpose. In this edition, to be more specific and avoid 
confusion, we use Collins and Porras’s term purpose 
statement, meaning a clear statement of an organization’s 
purpose or reason for existence. Furthermore, we will 
continue to use Collins and Porras’s definition of a mission  
(that is “a clear and compelling goal . . .”) but instead call 
it “the strategic objective.”

For example, in 1961, President John F. Kennedy 
established a strategic objective for NASA with this sim-
ple statement: “Achieving the goal, before this decade 

is out, of landing a man 
on the moon and return-
ing him safely to earth.”33 
NASA achieved this stra-
tegic objective on July 20, 
1969, when astronaut Neil 
Armstrong walked on the 
moon. Once the strategic 
objective has been accom-
plished, a new one should 
be chosen. However, the 
new strategic objective 

must grow out of the organization’s purpose, which does 
not change significantly over time. Tesla Motors builds 
completely electric cars—not hybrids—that are faster 
than most gas-powered cars and can cover more than 
300 miles on a full charge. But Teslas are extraordi-
narily expensive. Its first car, the Tesla Roadster, a high- 
performance sports car in production from 2008 to 2012, 
cost $109,000 without add-ons. The four-door Model S, 
which began production in 2012, starts at $70,000, but 
a completely loaded version costs $93,400. Based on 
those prices, it seems that Tesla’s mission is building 
luxury, electric sports cars. But, it’s not. Founder Elon 
Musk explains that, “the strategy at Tesla is to enter at 
the high end of the market, where customers are pre-
pared to pay a premium, and then drive down market 
as fast as possible to high volume and lower prices with 
each successive model.”34 In other words, Musk says, 
“When someone buys the Tesla Roadster sports car, they 
are actually helping pay for development of the low cost 
family car.”35 Tesla’s Model X, a smaller sedan with gull-
wing rear doors, is estimated to sell for $70,000 when it 
debuts in 2016. But at a technology conference in 2013, 
Musk said that Tesla’s goal was to release an electric car 
for under $30,000 in the next five years, thus eventually 
fulfilling the company’s mission.36

5-3b Bending in the Middle
Middle management is responsible for developing 
and carrying out tactical plans to accomplish the or-
ganization’s strategic objective. Tactical plans spec-
ify how a company will use resources, budgets, and 

Strategic objective a 
more specific goal that unifies 
company-wide efforts, stretches 
and challenges the organization, 
and possesses a finish line and a 
time frame

Tactical plans plans created 
and implemented by middle 
managers that direct behavior, 
efforts, and attention over the next 
six months to two years

John F. Kennedy made it a strategic 
objective for the United States to land 
on the moon by the end of the 1960s.
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people to accomplish specific goals related to its stra-
tegic objective for the next five years. Whereas stra-
tegic plans and objectives are used to focus company 
efforts over the next two to five years, tactical plans 
and objectives are used to direct behavior, efforts, 
and attention over the next six months to two years.  
After two years of declining same-store revenues and 
corporate profits, which resulted in the hiring of a new 
CEO, McDonald’s has begun implementing and carry-
ing out a number of tactical plans to restore profitability 
and accomplish its new strategic objective of becoming a 
“modern and progressive burger company.”37

Over the next year it will shut 700 poor-performing 
restaurants in China, Japan, and the U.S.38

Within the next two years, it will roll out its “Create 
Your Taste” program, which, through an app on an in-
store tablet computer, allows customers to build a burger 
however they want. Create Your Taste started in four 
Californian restaurants in 2013, was available in thirty 
restaurants in five states as of April 2015, and it will be in 
2,000 McDonalds by 2016.39

Also, it has begun testing all-day breakfast in some of 
its San Diego stores. While customers have been asking for 
all-day breakfast for years, McDonald’s official response 
was, “Our grills just aren’t big enough for breakfast and 
lunch.” New CEO Steve Easterbrook is encouraging new 
approaches. If successful in San Diego, McDonald’s will 
consider expanding it to all of its U.S. restaurants in 2016.40

Management by objectives is a management tech-
nique often used to develop and carry out tactical plans. 
Management by objectives is a four-step process 
in which managers and their employees (1) discuss pos-
sible goals; (2) collectively select goals that are challeng-
ing, attainable, and consistent with the company’s overall 
goals; (3) jointly develop tactical plans that lead to the 
accomplishment of tactical goals and objectives; and  
(4) meet regularly to review progress toward accom-
plishment of those goals. In Chapter 1, we learned that 
on Mondays, Qualtrics, which sells online survey re-
search tools, sends out a company-wide email describing 
each employee’s goals for the coming week and whether 
they met their prior week’s goals. Those weekly goals, 
however, are derived from quarterly goals containing 
detailed, measurable objectives and key results, such as 
revenue and customer satisfaction. Similar to the weekly 
email, Qualtrics’s internal database, which is open to all 
who work there, shows each employee’s quarterly goals 
and results, individual weekly goals, performance re-
views and bonuses, successes and failures from which 
others can learn, and full career histories.41 CEO Adam 
Bryant says, “When everyone’s rowing together toward 
the same objective, it’s extremely powerful. We’re trying 

to execute at a very high level, and we need to make sure 
everyone knows where we’re going.”42 

5-3c Finishing at the Bottom
Lower-level managers are responsible for developing 
and carrying out operational plans, which are the 
day-to-day plans for producing or delivering the organi-
zation’s products and services. Operational plans direct 
the behavior, efforts, and priorities of operative employ-
ees for periods ranging from thirty days to six months. 
There are three kinds of operational plans: single-use 
plans, standing plans, and budgets.

Single-use plans deal with unique, one-time-only 
events. In 1905, General Electric Co. set up a bank-
ing division to finance the sale of its equipment to utility 
companies. By the 1930s, it financed appliances sales to 
consumers. By 2015, GE Capital had $500 billion in as-
sets and was the seventh-largest U.S. bank. To sharpen its 
strategic focus and return to its industrial roots, GE aims 
to obtain 90 percent of earnings from industrial busi-
nesses in 2016, up from 58 percent in 2014. Accordingly, 
GE created a single-use plan, called “Project Hubble,” 
to dismantle and sell off GE Capital. Over a two-year 
period, GE will sell its $74 billion lending unit, includ-
ing roughly $165 million in loans to companies such as 
Wendy’s, and liquidate $26.5 billion in commercial real 
estate. GE will use the proceeds from this one-time only 
event to invest further in its remaining industrial busi-
nesses, while also rewarding shareholders with $90 billion  
in dividends and stock buybacks.43

Unlike single-use plans that are created, carried out 
once, and then never used 
again, standing plans 
save managers time be-
cause after the plans are 
created, they can be used 
repeatedly to handle fre-
quently recurring events. 
If you encounter a prob-
lem that you’ve seen be-
fore, someone in your 
company has probably 
written a standing plan that 
explains how to address 
it. When a snowstorm hit 
Atlanta in 2014, Delta 
Airlines transformed a 
Boeing 767 into sleeping 
quarters for stranded em-
ployees. Instead of going 
to the airport hotel—or to 

Management by 
objectives a four-step process 
in which managers and employees 
discuss and select goals, develop 
tactical plans, and meet regularly 
to review progress toward goal 
accomplishment

Operational plans day-
to-day plans, developed and 
implemented by lower-level 
managers, for producing or 
delivering the organization’s 
products and services over a 
thirty-day to six-month period

Single-use plans plans 
that cover unique, one-time-only 
events

Standing plans plans used 
repeatedly to handle frequently 
recurring events 
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uncomfortable cots in the terminal—employees slept on 
the plane’s business class lie-flat seats and were rested 
and ready when the runways were clear in the morning. 
The contingency plan was so successful that Delta added 
it to its standard storm-response planning in 2015. Using 
a standing plan rather than reinventing the wheel allows 

Delta to save time. Delta’s 
senior vice president of op-
erations, Dave Holtz, says, 
“We don’t want to limit 
our ability to get customers 
going because employees 
can’t get there.”44 There 
are three kinds of standing 
plans: policies, procedures, 
and rules and regulations.

Policies indicate the 
general course of action 
that company managers 
should take in response to 
a particular event or situa-
tion. A well-written policy 
will also specify why the 
policy exists and what out-
come the policy is intended 
to produce. Absenteeism 

means missing work, while “presenteeism” is coming to 
work when you’re sick.45 Ann Stevens at ClearRock, a 
leadership and career consulting company, says, “People 
get really, really ticked off at co-workers who spread 
germs in the workplace.” But people come to work sick 
because of policies that reward people for good atten-
dance or because of policies with a limited number of 
sick days. Use them up and you’re stuck if you’re sick 
again. Both reasons are why more companies are us-
ing paid-time-off policies that don’t distinguish among 
sick days, personal days, or vacation days. This give em-
ployees maximum flexibility and discourages them from 
coming to work sick. Carol Sladek, at Aon Hewitt, a hu-
man resource consulting firm, says, “If you have the flu, 
stay home. Just stay home . . ..”46 

Procedures are more specific than policies because 
they indicate the series of steps that should be taken in 
response to a particular event. All commercial airplanes 
require regular cleaning. With no regulatory standards,  
airlines set their own procedures. At Singapore  
Airlines, which flies longer international flights, a 
twelve-person team takes roughly forty minutes to 
clean a Boeing 777-300 jet during a normal stopover. At 
United Airlines, most domestic flights require a quick 
turn (thirty minutes or less), so the cleaning procedures 
focus on the following tasks: 

 ▸  Removing visible trash and cleaning out the  
seat-back pockets

 ▸ Cleaning and restocking the bathrooms and galleys 

 ▸ Pulling up the armrests

 ▸ Wiping crumbs off seats 

 ▸ Cleaning large spills

In addition to between flights, United conducts 
more thorough overnight cleanings (vacuuming and 
cleaning restrooms and galleys) and “deep cleanings,” in 
which the plane is “scrubbed from nose to tail,” every 
thirty-five to fifty-five days.47

Rules and regulations are even more specific 
than procedures because they specify what must happen 
or not happen. They describe precisely how a particular 
action should be performed. For instance, many com-
panies have rules and regulations forbidding managers 
from writing job reference letters for employees who 
have worked at their firms because a negative reference 
may prompt a former employee to sue for defamation of 
character.48

After single-use plans and standing plans, budgets 
are the third kind of operational plan. Budgeting is 
quantitative planning because it forces managers to de-
cide how to allocate available money to best accomplish 
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Money sends a clear 
message about your 

priorities. Budgets 
act as a language for 
communicating your  

goals to others.

Policies standing plans that 
indicate the general course of 
action that should be taken in 
response to a particular event or 
situation

Procedures standing plans 
that indicate the specific steps that 
should be taken in response to a 
particular event

Rules and regulations  
standing plans that describe how 
a particular action should be 
performed or what must happen 
or not happen in response to a 
particular event

Budgeting quantitative 
planning through which managers 
decide how to allocate available 
money to best accomplish  
company goals 
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99CHAPTER 5: Planning and Decision Making

company goals. According to Jan King, author of Busi-
ness Plans to Game Plans, “Money sends a clear message 
about your priorities. Budgets act as a language for com-
municating your goals to others.” 

sTEPs AnD liMiTs  
To RATionAl 
DECision MAking

Decision making is the process of choosing a solu-
tion from available alternatives.49 Rational decision  
making is a systematic process in which managers define 
problems, evaluate alternatives, and choose optimal solu-
tions that provide maximum benefits to their organizations. 
Thus, for example, your boss comes to you reques ting that 
you define and evaluate the various options for the com-
pany’s social media strategy; after all, you tweet and 
use Facebook, Google+, Instagram, Groupon, and 
so on and he doesn’t even know how to reboot his 
computer. Furthermore, your solution has to 
be optimal. Because budgets and expertise 
are limited, the company gets one, maybe 
two, tries to make their social media 
strategy work. If you choose incorrectly, 
the company’s investment will just go to 
waste, without increasing sales and market 
share. What would you recommend?

Let’s learn more about each of these: 5-4a define the 
problem, 5-4b identify decision criteria, 5-4c weigh the 
criteria, 5-4d generate alternative courses of action,  
5-4e evaluate each alternative, and 5-4f compute 
the optimal decision. Then we’ll consider 5-4g limits to  
rational decision making.

5-4a Define the Problem
The first step in decision making is identifying and defin-
ing the problem. A problem exists when there is a gap 
between a desired state (what is wanted) and an exist-
ing state (the situation you are actually facing). You’re 
the VP of HR for Guitar Center, a music instrument 
retailer with 240 U.S. locations. Each store has a com-
bination of full-time and part-time employees, who all 
want schedules that fits their personal lives and gives 
them the most hours. Furthermore, daily customer flow 
is steady on the weekends. But during the workweek, 
it’s inconsistent—light in the morning (stores open at  
10:00 a.m. to 11:00 a.m), heavier around lunch, then 

5-4

lighter till about 3:00 p.m. Customer flow becomes 
heavier again between 3:00 p.m and 6:00 p.m. (after 
school and people getting off work), and then heaviest in 
the evening from 6:00 p.m. till stores close at 8:00 p.m. 
or 9:00 p.m. Your problem, and it’s not easy, is how to 
match employees’ schedules and wishes to lighter and 
heavier parts of the day throughout the week so that 
there are enough employees to help customers, but not 
so many so that stores are overstaffed.50

The presence of a gap between an existing state 
and a desired state is no guarantee that managers will 
make decisions to solve problems. Three things must 
occur for this to happen.51 First, managers have to be 
aware of the gap. They have to know there is a prob-

lem before they can begin solving it. For 
example, after noticing that people were 
spending more money on their pets, a 

new dog food company created an expensive, 
high-quality dog food. To emphasize its quality, 

the dog food was sold in cans and bags with 
gold labels, red letters, and detailed infor-
mation about its benefits and nutrients. Yet 
the product did not sell very well, and the 
company went out of business in less than a 
year. Its founders didn’t understand why. 
When they asked a manager at a compet-
ing dog food company what their biggest 

mistake had been, the answer was, “Sim-
ple. You didn’t have a picture of a dog on the 

package.”52 This problem would have been easy to 
solve if management had only been aware of it.

Being aware of a problem isn’t enough to begin the 
decision-making process. Managers have to be motivated  
to reduce the gap between a desired and an existing state. 
Sales of carbonated soda have declined as public health 
concerns over obesity and diabetes have grown. In re-
sponse, Pepsi Cola and Coca-Cola diversified by add-
ing water, juice, and energy drinks to their product lines.  
But after missing its growth target (3–4 percent) for two 
straight years, Coke CEO Muhtar Kent settled on a simple 
strategy to close Coke’s sales gap—sell more soda. The 
company launched Freestyle 
self-serve soda machines 
that allow consumers to cus-
tom mix more than 100 drink  
flavors (there are now 27,000 
Freestyle machines in U.S. 
restaurants) and is work-
ing with Keurig Green 
Mountain Inc. to de-
velop an in-home counter- 
top soda machine. Coke also 

Decision making the 
process of choosing a solution 
from available alternatives 

Rational decision making  
a systematic process of defining 
problems, evaluating alternatives, 
and choosing optimal solutions

Problem a gap between a 
desired state and an existing state

M
ek

Ca
r/

Sh
ut

te
rs

to
ck

.c
om

61592_ch05_ptg01.indd   99 10/23/15   3:18 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



100 PART TWo

announced a $3 billion cost-cutting program, includ-
ing some 1,500 layoffs. Soda accounts for 70 percent of 
Coke’s revenue, and Classic Coke and Diet Coke are 
the top-selling sodas in the United States. With Coke’s 
stalled stock prices making it a potential takeover tar-
get, management is highly motivated to address flagging 
soft drink sales. CEO Kent says, “If we don’t do what we 
need to do quickly, effectively, execute 100 percent, then 
somebody else will come and do it for us.”53 

Finally, it’s not enough to be aware of a problem and be 
motivated to solve it. Managers must also have the knowl-
edge, skills, abilities, and resources to fix the problem. 
So how did Guitar Center solve its scheduling problem? 
The company replaced the Excel spreadsheets that it had 
been using to manually manage schedules with powerful 
Dayforce scheduling software from Ceridian Corporation. 
Guitar Centers’ Chris Salles says that, “We load [customer 
traffic and transactions] in fifteen-minute intervals into 
Dayforce, and it generates labor-demand curves that let 
each store know how many people they should staff for 
every fifteen minutes.” Plus, employees can go online to 
indicate their weekly availability, to see their schedules, 
and to swap and cover shifts with co-workers.54

5-4b Identify Decision Criteria
Decision criteria are the standards used to guide judg-
ments and decisions. Typically, the more criteria a potential  
solution meets, the better that solution will be. Again, 
imagine your boss asks you to determine the best options 
for the company’s social media strategy. What general 
factors would be important when selecting one social 
media tool over another? Are you trying to increase your 
search rankings? Provide customer support? Are you try-
ing to reach a particular target market? Is it young single 
women ages eighteen to 25 or, perhaps, married women 
ages 25 to 35? Are you reaching out directly to consum-
ers or to businesses (that is business-to-business)? Will 
your strategy focus on visual content, demonstrations, 
or detailed, complex knowledge? Answering questions  

like these will help you 
identify the criteria that 
will guide the social media  
strategy you recommend.

5-4c Weigh  
the Criteria
After identifying decision  
criteria, the next step is  
deciding which criteria are 
more or less important. 

Although there are numerous mathematical models  
for weighing decision criteria, all require the deci-
sion maker to provide an initial ranking of the criteria.  
Some use absolute comparisons, in which each  
criterion is compared with a standard or is ranked on 
its own merits. For example, Consumer Reports uses 
nine criteria when it rates and recommends new cars:  
predicted reliability, current owners’ satisfaction, pre-
dicted depreciation (the price you could expect if you 
sold the car), ability to avoid an accident, fuel econ-
omy, crash protection, acceleration, ride, and front seat 
comfort.55

Different individuals will rank these criteria differ-
ently, depending on what they value or require in a car. 
Exhibit 5.4 shows the absolute weights that someone 
buying a car might use. Because these weights are ab-
solute, each criterion is judged on its own importance 
using a five-point scale, with 5 representing “critically 
important” and 1 representing “completely unimport-
ant.” In this instance, predicted reliability, fuel economy, 
and front seat comfort were rated most important, and 
acceleration and predicted depreciation were rated least 
important.

Another method uses relative comparisons, in 
which each criterion is compared directly with every 

Exhibit 5.4

Absolute Weighting of Decision Criteria 
for a Car Purchase

 5 critically important
 4 important
 3 somewhat important
 2 not very important
 1 completely unimportant

1. Predicted reliability 1 2 3 4 5

2. Owner satisfaction 1 2 3 4 5

3. Predicted depreciation 1 2 3 4 5

4. Avoiding accidents 1 2 3 4 5

5. Fuel economy 1 2 3 4 5

6. Crash protection 1 2 3 4 5

7. Acceleration 1 2 3 4 5

8. Ride 1 2 3 4 5

9. Front seat comfort 1 2 3 4 5

Decision criteria the 
standards used to guide 
judgments and decisions

Absolute comparisons a 
process in which each decision 
criterion is compared to a standard 
or ranked on its own merits

Relative comparisons a 
process in which each decision 
criterion is compared directly with 
every other criterion
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101CHAPTER 5: Planning and Decision Making

other criterion.56 Exhibit 5.5 shows six criteria that some-
one might use when buying a house. Moving down the 
first column of Exhibit 5.5, we see that the time of the 
daily commute has been rated less important (−1) than 
school system quality; more important (+1) than having 
an in-ground pool, a sun room, or a quiet street; and just 
as important as the house being brand new (0). Total 
weights, which are obtained by summing the scores in 
each column, indicate that the school system quality 
and daily commute are the most important 
factors to this home buyer, while an 
in-ground pool, sun room, and a quiet 
street are the least important. So with 
relative comparison, criteria are di-
rectly compared with each other.

5-4d Generate 
Alternative  
Courses of Action
After identifying and weighting the 
criteria that will guide the decision-
making process, the next step is to 
identify possible courses of action that 
could solve the problem. In general, 
at this step, the idea is to generate as 
many alternatives as possible. Let’s as-
sume that you’re trying to select a city 
in Europe to be the location of a major 
office. After meeting with your staff, 
you generate a list of possible alterna-
tives: Amsterdam, the Netherlands; 
Barcelona or Madrid, Spain; Berlin,  

Dusseldorf, Frankfurt, or Munich,  
Germany; Brussels, Belgium; London, 
England; and Paris, France.

5-4e Evaluate Each 
Alternative
The next step is to systematically 
evaluate each alternative against each 
criterion. Because of the amount of in-
formation that must be collected, this 
step can take much longer and be much 
more expensive than other steps in the 
decision-making process. When select-
ing a European city for your office, you 
could contact economic development 
offices in each city, systematically in-
terview businesspeople or executives 
who operate there, retrieve and use 

published government data on each location, or rely on 
published studies such as Cushman & Wakefield’s Euro-
pean Cities Monitor, which conducts an annual survey 
of more than five hundred senior European executives 
who rate thirty-four European cities on twelve business-
related criteria.57

No matter how you gather the information, once you 
have it, the key is to use that information systematically to 

evaluate each alternative against each criterion. 
Exhibit 5.6 shows how each of the ten cities  

on your staff’s list fared with respect to 
each of the twelve criteria (higher scores 
are better), from qualified staff to free-
dom from pollution. Although London 
has the most qualified staff, the best 
access to markets and telecommuni-
cations, and is the easiest city to travel 
to and from, it is also one of the most 
polluted and expensive cities on the list. 
Paris offers excellent access to markets 
and clients, but if your staff is multi-
lingual, Brussels may be a better choice.

5-4f Compute the  
Optimal Decision
The final step in the decision-making  
process is to compute the optimal de-
cision by determining the optimal 
value of each alternative. This is done 
by multiplying the rating for each 
criterion (Step 5-4e) by the weight 

for that criterion (Step 5-4c), and then  

Exhibit 5.5

Relative Comparison of Home Characteristics
Home Characteristics L SSQ IP SR QS NBH

Daily commute (L) +1 –1 –1 –1 0

School system quality (SSQ) –1 –1 –1 –1 –1

In-ground pool (IP) +1 +1 0 0 +1

Sun room (SR) +1 +1 0 0 0

Quiet street (QS) +1 +1 0 0 0

Newly built house (NBH) 0 +1 –1 0 0

Total weight +2 +5 –3 –2 –2 0
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102 PART TWo

summing those scores for each alternative course of ac-
tion that you generated (Step 5-4d). For example, the 
500 executives participating in Cushman & Wakefield’s 
survey of the best European cities for business rated 
the twelve decision criteria in terms of importance, as 
shown in the first row of Exhibit 5.6. Access to markets, 
qualified staff, telecommunications, and easy travel to 
and from the city were the four most important factors, 
while quality of life and freedom from pollution were 
the least important factors. To calculate the optimal 
value for Paris, the weight for each category is multiplied 
by its score in each category (.53 3 .84 in the qualified 
staff category, for example). Then all of these scores are 
added together to produce the optimal value, as follows:

(.60 3 1.09) 1 (.53 3 .84) 1 (.52 3 .89) 1 
(.42 3 1.36) 1 (.33 3 .22) 1 (.32 3 .10) 1 
(.25 3 .37) 1 (.21 3 .58) 1 (.20 3 .30) 1 
(.20 3 1.07) 1 (.16 3 .52) 1 (.16 3 .12) 5 2.83

Because London has a weighted average of 4.03 
compared to 2.83 for Paris and 2.16 for Frankfurt (the 

cities with the next-best ratings), London clearly ranks 
as the best location for your company’s new European 
office because of its large number of qualified staff; easy 
access to markets; outstanding ease of travel to, from, 
and within the city; excellent telecommunications; and 
top-notch business climate.

5-4g Limits to Rational  
Decision Making
In general, managers who diligently complete all six 
steps of the rational decision-making model will make 
better decisions than those who don’t. So, when they 
can, managers should try to follow the steps in the ratio-
nal decision-making model, especially for big decisions 
with long-range consequences.

To make completely rational decisions, managers 
would have to operate in a perfect world with no real-
world constraints. Of course, it never actually works 
like that in the real world. Managers face time and 
money constraints. They often don’t have time to make 

Exhibit 5.6

Criteria Ratings Used to Determine the Best Location for a New Office

Criteria 
Weights:
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0.60 0.53 0.52 0.42 0.33 0.32 0.25 0.21 0.20 0.20 0.16 0.16   

Amsterdam 0.42 0.40 0.39 0.68 0.30 0.19 0.30 0.96 0.47 0.34 0.44 0.63 1.72 5

Barcelona 0.23 0.32 0.16 0.29 0.52 0.59 0.52 0.23 0.31 0.47 1.08 0.42 1.45 8

Berlin 0.44 0.39 0.41 0.35 0.78 0.40 0.79 0.50 0.34 0.78 0.38 0.29 1.85 4

Brussels 0.46 0.43 0.37 0.48 0.44 0.17 0.42 0.98 0.37 0.29 0.41 0.27 1.65 7

Dusseldorf 0.30 0.30 0.23 0.21 0.37 0.14 0.28 0.18 0.17 0.22 0.20 0.26 0.97 10

Frankfurt 0.68 0.57 0.70 1.17 0.38 0.11 0.44 0.57 0.38 0.35 0.17 0.18 2.16 3

London 1.50 1.36 1.27 1.79 0.27 0.10 0.42 1.48 0.55 1.26 0.46 0.15 4.03 1

Madrid 0.45 0.46 0.27 0.41 0.52 0.61 0.67 0.22 0.29 0.53 0.67 0.13 1.70 6

Munich 0.34 0.47 0.48 0.37 0.18 0.03 0.18 0.30 0.22 0.47 0.62 0.57 1.36 9

Paris 1.09 0.84 0.89 1.36 0.22 0.10 0.37 0.58 0.30 1.07 0.52 0.12 2.83 2

source: “European Cities Monitor 2011,” Cushion & Wakefield, 2011, accessed 27 May 2013. http://www.berlin-partner.de/fileadmin/user_upload/01_chefredaktion/02_pdf/studien 
-rankings/2011/Cushman%20&%20Wakefield%20-%20European%20Cities%20Monitor%20%282011%20english%29.pdf
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103CHAPTER 5: Planning and Decision Making

extensive lists of decision criteria. And they often don’t 
have the resources to test all possible solutions against all 
possible criteria.

In theory, fully rational decision makers maximize 
decisions by choosing the optimal solution. In practice, 
however, limited resources along with attention, mem-
ory, and expertise problems make it nearly impossible 
for managers to maximize decisions. Consequently, most 
managers don’t maximize—they satisfice. Whereas max-
imizing is choosing the best alternative, satisficing is 
choosing a “good-enough” alternative. 

In the opening to this section, your boss comes to 
you asking for a recommendation on the best options for 
the company’s social media strategy. With so many op-
tions and the fast pace of change, deciding isn’t easy. In 
other words, there’s no optimal solution that will satisfy 
all criteria. For instance, if you’re trying to increase your 
search rankings, you should use Google+ and YouTube, 
both of which are owned and linked to Google and its 
search results. If you’re interested in providing customer 
support, then pay close attention to what your customers 
are saying on Facebook and Twitter, and reach out to 
them when they’re having problems or are dissatisfied. If 
your target market is young single women ages 18 to 25, 
use Twitter and Facebook, but if it’s married women ages 
25 to 35, use Pinterest. If reaching out directly to con-
sumers, use Pinterest and Facebook, but if reaching out 
to businesses, use LinkedIn and Twitter. Finally, if your 
strategy focuses on visual content, use Pinterest; if your 
intent is to demonstrate what your product or service 
does, use YouTube; and if you’ve got detailed, complex 
knowledge, use Twitter and blogs.58 Your decision will 
be complete when you find a “good-enough alternative” 
that does the best job of meeting your decision criteria.

Using gRoUPs To 
iMPRovE DECision 
MAking

A survey of 2,044 human resources and organizational 
leaders found that 84 percent of companies used teams 
for special projects, while 74 percent used teams to ad-
dress departmental issues and innovation.59 In other 
words, groups were used to solve problems and make 
decisions. Companies rely so heavily on groups to make 
decisions because when done properly, group decision 
making can lead to much better decisions than those 
typically made by individuals. In fact, numerous studies 

5-5

show that groups consistently outperform individuals on 
complex tasks.

Let’s explore the 5-5a advantages and pitfalls of group 
decision making and see how the following group  
decision-making methods—5-5b structured conflict, 
5-5c the nominal group technique, 5-5d the Delphi 
technique, and 5-5e electronic brainstorming—can be 
used to improve decision making.

5-5a Advantages and Pitfalls  
of Group Decision Making
Groups can do a much better job than individuals in two 
important steps of the decision-making process: defining 
the problem and generating alternative solutions. Still, 
group decision making is subject to some pitfalls that can 
quickly erase these gains. One possible pitfall is group-
think. Groupthink occurs in highly cohesive groups 
when group members feel intense pressure to agree with 
each other so that the group can approve a proposed  
solution.60 Because groupthink leads to consideration of 
a limited number of solutions and restricts discussion of 
any considered solutions, it usually results in poor deci-
sions. Groupthink is most likely to occur under the fol-
lowing conditions:

 ▸ The group is insulated from others with different 
perspectives.

 ▸ The group leader begins by expressing a strong 
preference for a particular decision.

 ▸ The group has no established procedure for  
systematically defining problems and exploring 
alternatives.

 ▸ Group members have similar backgrounds and 
experiences.61

A second potential problem with group decision mak-
ing is that it takes considerable time. Reconciling schedules 
so that group members can meet takes time. Further-
more, it’s a rare group that consistently holds productive, 
task-oriented meetings to effectively work through the 
decision-making process. 
Some of the most com-
mon complaints about 
meetings (and thus group 
decision making) are that 
the meeting’s purpose is  
unclear, participants are 
un prepared, critical people 
are absent or late, conversa-
tion doesn’t stay focused on 

Maximize choosing the best 
alternative

Satisficing choosing a “good-
enough” alternative

Groupthink a barrier to 
good decision making caused 
by pressure within the group for 
members to agree with each other
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the problem, and no one follows up on the decisions that 
were made.

A third possible pitfall to group decision making 
is that sometimes one or two people, perhaps the boss 
or a strong-willed, vocal group member, can dominate 
group discussions and limit the group’s consideration of 
different problem definitions and alternative solutions. 
And, unlike individual decisions where people feel per-
sonally responsible for making a good choice, another 
potential problem is that group members may not feel 
accountable for the decisions made and actions taken by 
the group. Ironically, a fourth pitfall to group decision 
making is equality bias, which causes individuals to treat  
all group members as equally competent. More highly 
competent people tend to underestimate their abilities, 
while less competent people overestimate theirs. A recent  
study showed that even though the more competent  
person in a pair of study participants was correct over  
70 percent of the time, the more competent person would 
agree to the less competent partner’s decision roughly  
40 percent of the time. Likewise, the less competent 
person in the pair would agree with the more competent 
partner’s choice only 50 percent of the time—even though 
the other person was correct over 70 percent of the time. 
Study author Dr. Bahudar Bahrami noted, “Even when 
we showed them exactly how competent they each were, 
they still gave each other more or less equal say. Incred-
ibly, this still continued when people were rewarded with 
real money for making correct decisions.” Bahrami sug-
gests two key reasons for equality bias. First, individu-
als do not want to exclude the other group members by 
asserting their competence. Second, individuals may be 
reluctant to take responsibility for group decisions.62

Although these pitfalls can lead to poor decision 
making, this doesn’t mean that managers should avoid 
using groups to make decisions. When done properly, 
group decision making can lead to much better deci-
sions. The pitfalls of group decision making are not in-
evitable. Managers can overcome most of them by using 
the various techniques described next.

5-5b Structured Conflict
Most people view conflict 
negatively. Yet the right 
kind of conflict can lead 
to much better group de-
cision making. C-type 
conflict, or “cognitive 
conflict,” focuses on prob-
lem- and issue-related dif-
ferences of opinion.63 In 

c-type conflict, group members disagree because their 
different experiences and expertise lead them to view 
the problem and its potential solutions differently.  
C-type conflict is also characterized by a willingness to 
examine, compare, and reconcile those differences to 
produce the best possible solution. Douglas Merrill,  
CEO of big-data firm ZestFinance, says, “Without 
conflict of some sort, you can’t get to better answers. 
The challenge is to build a culture that enables con-
flict without the kind of painful conflict that some com-
panies thrive on.”64 Ray Dalio, founder and CEO of 
Bridgewater Associates, the world’s largest hedge fund, 
says anyone in the company can say that what the firm is 
doing doesn’t make sense to them. At most investment 
firms, he says, “people keep that [kind of criticism] to 
themselves.” But at Bridgewater, “you have a right and 
an obligation to say ‘I think this is terrible’ and explore 
whether or not that’s true.” Ultimately, he believes that, 
“if you can’t have independent thinking, you can’t know 
what your weaknesses are, and sort those things out, 
you’re not going to be successful.”65

By contrast, a-type conflict, meaning “affective 
conflict,” refers to the emotional reactions that can oc-
cur when disagreements become personal rather than 
professional. A-type conflict often results in hostility, an-
ger, resentment, distrust, cynicism, and apathy. Unlike  
c-type conflict, a-type conflict undermines team ef-
fectiveness by preventing teams from engaging in 
the activities characteristic of c-type conflict that are 
critical to team effectiveness. Examples of a-type con-
flict statements are “your idea,” “our idea,” “my depar 
tment,” “you don’t know what you are talking about,” 
or “you don’t understand our situation.” Rather than  
focusing on issues and ideas, these statements focus on 
individuals.66

A-type conflict: When disagreements 
become personal rather than professional

C-type conflict (cognitive 
conflict) disagreement that 
focuses on problem- and issue-
related differences of opinion

A-type conflict (affective 
conflict) disagreement that 
focuses on individuals or personal 
issues
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105CHAPTER 5: Planning and Decision Making

The devil’s advocacy approach can be used to 
create c-type conflict by assigning an individual or a sub-
group the role of critic. The following five steps establish 
a devil’s advocacy program:

1. Generate a potential solution.

2. Assign a devil’s advocate to criticize and question 
the solution.

3. Present the critique of the potential solution to key 
decision makers.

4. Gather additional relevant information.

5. Decide whether to use, change, or not use the 
originally proposed solution.67

When properly used, the devil’s advocacy approach 
introduces c-type conflict into the decision-making pro-
cess. Contrary to the common belief that conflict is bad, 
studies show that these methods lead not only to less  
a-type conflict but also to improved decision quality and 
greater acceptance of decisions after they have been 
made.68 

Another method of creating c-type conflict is  
dialectical inquiry, which creates c-type conflict by 
forcing decision makers to state the assumptions of a 
proposed solution (a thesis) and then generate a solution 
that is the opposite (antithesis) of the proposed solution. 
The following are the five steps of the dialectical inquiry 
process:

1. Generate a potential solution.

2. Identify the assumptions underlying the potential 
solution.

3. Generate a conflicting counterproposal based on 
the opposite assumptions.

4. Have advocates of each position present their 
arguments and engage in a debate in front of key 
decision makers.

5. Decide whether to use, change, or not use the 
originally proposed solution.

5-5c Nominal Group Technique
Nominal means “in name only.” Accordingly, the  
nominal group technique (NGT) received its name 
because it begins with a quiet time in which group 
members independently write down as many problem 
definitions and alternative solutions as possible. In other 
words, the NGT begins by having group members act 
as individuals. After the quiet time, the group leader 
asks each member to share one idea at a time with the 
group. As they are read aloud, ideas are posted on flip 

charts or wallboards for all to see. This step continues 
until all ideas have been shared. In the next step, the 
group discusses the advantages and disadvantages of the 
ideas. The NGT closes with a second quiet time in which 
group members independently rank the ideas presented. 
Group members then read their rankings aloud, and the 
idea with the highest average rank is selected.69 

IBM manager Phil Gilbert used the NGT when 
his team developed a new email tool called IBM Verse. 
Instead of instructing them to come up with the next 
big thing in email, Gilbert had them spend ten minutes 
quietly writing down what they disliked about email 
on sticky notes—one idea per note, and no talking. As 
people finished writing, they stuck their notes on a big 
whiteboard until there weren’t any more to post. The 
team leader then organized the sticky notes into logical 
groupings for review. Then the team left (Gilbert says 
sometimes briefly or for days). When they return to the 
whiteboard, they bring additional ideas. Regarding the 
NGT process, Gilbert says, “It makes for better teams, 
and it leads to better outcomes. When you give voice to 
more people, the best ideas win, not the loudest ones.”70

The nominal group technique improves group deci-
sion making by decreasing a-type conflict. But it also re-
stricts c-type conflict. Consequently, the nominal group 
technique typically produces poorer decisions than the 
devil’s advocacy and dialectical inquiry approaches. None-
theless, more than eighty studies have found that nomi-
nal groups produce better ideas than those produced by  
traditional groups.71

5-5d Delphi 
Technique
In the Delphi technique,  
the members of a panel of 
experts respond to ques-
tions and to each other 
until reaching agreement 
on an issue. The first step 
is to assemble a panel of 
experts. Unlike other ap-
proaches to group deci-
sion making, however, it 
isn’t necessary to bring the 
panel members together 
in one place. Because the 
Delphi technique does not 
require the experts to leave 
their offices or disrupt their 
schedules, they are more 
likely to participate. 

Devil’s advocacy  
a decision-making method in 
which an individual or a subgroup 
is assigned the role of critic

Dialectical inquiry  
a decision-making method in 
which decision makers state 
the assumptions of a proposed 
solution (a thesis) and generate 
a solution that is the opposite 
(antithesis) of that solution 

Nominal group technique  
a decision-making method that 
begins and ends by having group 
members quietly write down and 
evaluate ideas to be shared with 
the group

Delphi technique  
a decision-making method in 
which members of a panel of 
experts respond to questions 
and to each other until reaching 
agreement on an issue
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The second step is to create a questionnaire con-
sisting of a series of open-ended questions for the 
group. In the third step, the group members’ written 
responses are analyzed, summarized, and fed back 
to the group for reactions until the members reach 
agreement. Asking group members why they agree or 
disagree is important because it helps uncover their un-
stated assumptions and beliefs. Again, this process of 
summarizing panel feedback and obtaining reactions to 
that feedback continues until the panel members reach 
agreement. 

5-5e Electronic Brainstorming
Brainstorming, in which group members build on oth-
ers’ ideas, is a technique for generating a large number 
of alternative solutions. Brainstorming has four rules:

1. The more ideas, the better.

2. All ideas are acceptable, no matter how wild or 
crazy they might seem.

3. Other group members’ ideas should be used to 
come up with even more ideas.

4.  Criticism or evaluation of ideas is not allowed.

Although brainstorming is great fun and can help 
managers generate a large number of alternative solu-
tions, it does have a number of disadvantages. Fortu-
nately, electronic brainstorming, in which group 
members use computers to communicate and generate 
alternative solutions, overcomes the disadvantages asso-
ciated with face-to-face brainstorming.72

The first disadvan-
tage that electronic brain-
storming overcomes is 
production blocking, 
which occurs when you have 
an idea but have to wait to 
share it because someone 
else is already presenting 
an idea to the group. Dur-
ing this short delay, you may 
forget your idea or decide 
that it really wasn’t worth 
sharing. Production block-
ing doesn’t happen with 
electronic brainstorm-
ing. All group mem-
bers are seated at 
computers, so 
everyone can 
type in ideas 

whenever they occur. There’s no waiting your turn to be 
heard by the group.

The second disadvantage that electronic brainstorm-
ing overcomes is evaluation apprehension, that is, 
being afraid of what others will think of your ideas. For 
example, Robert Murphy, an online marketing represen-
tative, had prepared for a meeting with his boss and six 
coworkers by conducting research and bringing detailed 
notes to the meeting. Then, when the discussion began, 
his evaluation apprehension regarding what his boss and 
colleagues would say about his ideas overwhelmed his 
preparation. Says Murphy, “I just sat there like a lump, 
fixated on the fact that I was quiet.”73

With electronic brainstorming, all ideas are anony-
mous. When you type in an idea and press the Enter 
key to share it with the group, group members see only 
the idea. Furthermore, many brainstorming software 
programs also protect anonymity by displaying ideas in 
random order. So if you laugh maniacally when you type 
“Cut top management’s pay by 50 percent!” and then 
press the Enter key, it won’t show up immediately on 
everyone’s screen. This makes it doubly difficult to deter-
mine who is responsible for which comments.

In the typical layout for electronic brainstorm-
ing, all participants sit in front of computers around a  
U-shaped table. This configuration allows them to see 
their computer screens, the other participants, a large 
main screen, and a meeting leader or facilitator. Step 1 
in electronic brainstorming is to anonymously generate 
as many ideas as possible. Groups commonly generate  
100 ideas in a half-hour period. Step 2 is to edit the gen-
erated ideas, categorize them, and eliminate redundan-

cies. Step 3 is to rank the categorized ideas 
in terms of quality. Step 4, the last step, 
has three parts: generate a series of ac-
tion steps, decide the best order for 
accomplishing these steps, and identify 

who is responsible for each step. All four 
steps are accomplished with computers 
and electronic brainstorming software.74

Studies show that electronic brain-
storming is much more productive than 

face-to-face brainstorming. Four-person 
electronic brainstorming groups 

produce 25 to 50 percent more 
ideas than four-person regu-

lar brainstorming groups, 
and twelve-person 
electronic brainstor-

ming groups pro-
duce 200 percent  

more ideas than 

Brainstorming a decision-
making method in which group 
members build on each others’ 
ideas to generate as many 
alternative solutions as possible

Electronic brainstorming  
a decision-making method 
in which group members use 
computers to build on each others’ 
ideas and generate as many 
alternative solutions as possible 

Production blocking a 
disadvantage of face-to-face 
brainstorming in which a group 
member must wait to share an 
idea because another member is 
presenting an idea 

Evaluation apprehension  
fear of what others will think of  
your ideas
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107CHAPTER 5: Planning and Decision Making

regular groups of the same size! In fact, because produc-
tion blocking (having to wait your turn) is not a problem 
in electronic brainstorming, the number and quality of 
ideas generally increase with group size.75

Even though it works much better than traditional 
brainstorming, electronic brainstorming has disadvan-
tages, too. An obvious problem is the expense of comput-
ers, networks, software, and other equipment. As these 
costs continue to drop, however, electronic brainstorm-
ing will become cheaper.

Another problem is that the anonymity of ideas may 
bother people who are used to having their ideas ac-
cepted by virtue of their position (that is the boss). On 
the other hand, one CEO said, “Because the process is 
anonymous, the sky’s the limit in terms of what you can 
say, and, as a result, it is more thought-provoking. As a 
CEO, you’ll probably discover things you might not want 
to hear but need to be aware of.”76 

A third disadvantage is that outgoing individuals who 
are more comfortable expressing themselves verbally  
may find it difficult to express themselves in writing.  
Finally, the most obvious problem is that participants 
have to be able to type. Those who can’t type, or who 
type slowly, may be easily frustrated and find themselves 
at a disadvantage compared to experienced typists.

Fight or Flight in the Workplace

Conflict is a part of life, and that includes the workplace. Aggra-
vations range from the seemingly small (a messy coworker) 

to the significant (a teammate who steals credit or clients) and 
everything in between. How is a person to know which issues are 
worth fighting for (or over)? Executive coach Lynne Eisaguirre sug-
gests only tackling problems that are truly important and matter 
to your employer, your colleagues, or your ability to do your job. 
If you decide to engage, plan ahead for the confrontation and 
be sure you can control your emotions. Address your concerns 
to someone who has power to resolve them. And recognize that 
sometimes retreat is the best option. In general, avoid conflicts 
that touch on issues outside your area of responsibility or that 
are unimportant to your employer. Don’t pick battles with people 
more powerful than you or just because you dislike someone. 
source: s. shellenbarger, “To fight, or not to fight? How to Pick Your Battles in the Workplace,” Wall Street Journal, December 16, 2014. http://www.wsj.com/articles 
/picking-your-workplace-battles-1418772621.
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Vice President
Reports into an executive and
is usually responsible for one
or two business units.

Mid-Level Manager
Responsible for guiding daily
business operations.

Mid-Level Manager
Responsible for guiding daily
business operations.

Sales Representative
Responsible for selling new products
and services to new clients.

Sales Representative
Responsible for selling new products
and services to new clients.

Account Manager
Responsible for managing the
daily relationship with a
customer or business.

Account Manager
Responsible for managing the
daily relationship with a
customer or business.
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6 Organizational Strategy
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LEARNING OutcOmEs

Specify the components of sustainable competitive advantage,  
and explain why it is important.

Describe the steps involved in the strategy-making process.

Explain the different kinds of corporate-level strategies.

Describe the different kinds of industry-level strategies.

Explain the components and kinds of firm-level strategies.
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help companies create and sustain an advantage over 
competitors.3

Organizations can achieve a competitive  
advantage by using their resources to provide greater 
value for customers than competitors can. For example, 
the iPad’s competitive advantage came partly from its 
sleek, attractive design and partly from the reputation 
of Apple’s iPod and iPhone as innovative, easy-to-use 
products. 

The goal of most organizational strategies is to cre-
ate and then sustain a competitive advantage. A competi-
tive advantage becomes a sustainable competitive  
advantage when other 
companies cannot dupli-
cate the value a firm is 
providing to customers. 
Sustainable competitive ad-
vantage is not the same as  
a long-lasting com petitive 
advantage, though compa-
nies obviously want a 
competitive advantage to  
last a long time. Instead,  
a competitive advantage  
is sustained if competitors  
have tried unsuccessfully  
to duplicate the advantage  
and have, for the moment,  

SuStainable 
Competitive 
advantage

Just five years ago, there was no market for tablet 
computers. A number of computer makers sold touch 
screen laptops, but other than some programs that  
allowed users to handwrite notes, there was little to dis-
tinguish these machines from traditional laptops. All of 
that changed when Apple released its iPad tablet com-
puter that is controlled by a multitouch display and can 
run hundreds of thousands of applications allowing us-
ers to read books, watch movies, listen to music, check 
the weather, or play games. With its innovative product, 
Apple in effect created a new market for portable, touch-
based tablet computers. The iPad is not without its com-
petitors, however. There is, for example, the Amazon 
Kindle Fire, Barnes & Noble’s Nook HD, and Samsung’s 
Android-based Galaxy Tab. The latest competitor is the 
Microsoft Surface, which comes with a touch screen, a 
combination cover/detachable keyboard, and two ver-
sions of the Windows operating system. The Surface, 
however, has done little to dim enthusiasm for the iPad. 
Critics complain about the lack of apps for Surface, just 
47,000 compared to more than 300,000 for the iPad, the 
higher price ($999 for a 256 gb Surface Pro with an Intel 
i7 chip versus $929 for a 64 gb iPad with an A7 chip 
and a high-definition screen), and that the Windows 8 
touch interface on the Surface is more difficult to learn 
and use than the iPad’s. Despite these competitors,  
Apple still dominates tablet sales, selling 63.4 million  
iPads in 2014 compared to just 1 million Surfaces,  
40 million Galaxies, and 3.3 million Kindles.1 Likewise, 
a report on Web usage, meaning the percentage of tab-
let Web traffic (that is surfing the Web with your tablet 
rather than your PC or smartphone), found that Apple 
generated 79.9 percent of all tablet Web traffic in North 
America compared to 6.7 percent for Amazon, 6 percent  
for Samsung, and 1.6 percent for Microsoft.2

How can a company like Apple, which dominates 
a particular industry, maintain its competitive advantage 
as strong, well-financed competitors enter the market? 
What steps can Apple and other companies take to bet-
ter manage their strategy-making process?

Resources are the assets, capabilities, processes, 
employee time, information, and knowledge that an or-
ganization controls. Firms use their resources to improve 
organizational effectiveness and efficiency. Resources 
are critical to organizational strategy because they can 

6-1

Resources the assets, 
capabilities, processes, employee 
time, information, and knowledge 
that an organization uses to 
improve its effectiveness and 
efficiency and create and sustain 
competitive advantage

Competitive advantage  
providing greater value for 
customers than competitors can

Sustainable competitive 
advantage a competitive 
advantage that other companies 
have tried unsuccessfully to 
duplicate and have, for the moment, 
stopped trying to duplicate
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other products. In other words, it created a single plat-
form that would give users the same experience across 
multiple devices. An iPhone user who just purchased an 
iPad will have little difficulty learning how to use it. This 
is not the case with the iPad’s chief competitors, tablets 
powered by Google’s Android. Because it is open source, 
meaning that manufacturers can alter the basic operat-
ing system in different ways, there is less uniformity 
across various Android devices. Simply put, one Android 
tablet might look and work differently than another, and 
one company might offer an app that will not work on 
another Android device.6

As this example shows, valuable and rare resources 
can create temporary competitive advantage. For sustained 
competitive advantage, however, other firms must be un-
able to imitate or find substitutes for those valuable, rare 
resources. Imperfectly imitable resources are those 
resources that are impossible or extremely costly or dif-
ficult to duplicate. Both Google and Amazon operate on-
line app stores that are in some way similar to Apple’s App 
Store. Users can log on to the sites, browse for programs, 
and purchase and download them to their devices. There 
is a big difference, however, in security. Apple’s App Store 
is a closed platform, meaning that if a software developer 
wants to sell an app on Apple’s site, the company first puts 
it through a review process to check for content and secu-
rity issues. As noted earlie, however, Android is an open 
platform, which means that while Google has improved in 
security prescreening, it is far easier for Android develo-
pers with bad intentions to create and sell applications that 
can harm devices or steal personal information. According 
to a study conducted in 2015 by Symantec, the technology  
security company, 17 percent of 6.3 million available An-
droid apps are malware.7 And Verizon’s 2015 Data Breach 
Investigations report shows that, although there are ex-
tremely few malware-infested mobile devices on its net-
work (only 100 per week), 96 percent of those are Android 
devices. The report states, “Android wins. Not just wins, but  
Android wins so hard that most of the suspicious activity 
logged from iOS devices was just failed Android exploits.”8

Valuable, rare, imperfectly imitable resources can 
produce sustainable competitive advantage only if they 
are also nonsubstitutable resources, meaning that 
no other resources can replace them and produce similar 
value or competitive advantage. This is most evident in 
the dominance of Apple’s iTunes software. The industry 
has tried to produce equivalent substitutes for iTunes, 
but competitors have had to experiment with different 
business models to get customers to accept them. For  
example, Amazon MP3 not only gives consumers access to 
20 million digital songs, it allows consumers to store their 
files on Amazon’s cloud servers. In essence, this means 

stopped trying to duplicate it. It’s the corporate equiva-
lent of your competitors saying, “We give up. You win. 
We can’t do what you do, and we’re not even going to 
try to do it anymore.” Four conditions must be met if a 
firm’s resources are to be used to achieve a sustainable 
competitive advantage. The resources must be valuable, 
rare, imperfectly imitable, and nonsubstitutable.

Valuable resources allow companies to improve 
their efficiency and effectiveness. Unfortunately, changes 
in customer demand and preferences, competitors’  
actions, and technology can make once-valuable re-
sources much less valuable. Before the iPad was intro-
duced, netbooks appeared to be the next big thing in 
mobile computing. These laptops were small and light, 
making them ultra portable; were very affordable, aver-
aging anywhere from $200 to $500; and let users run basic  
programs such as Web browsing and word processing on 
the go. At first, sales were brisk—in 2009, 7.5 million 
netbooks were sold in the United States and more than 
34 million worldwide. But all that changed. The iPad had 
a touch screen, an intuitive operating system, and a large 
selection of app software, while netbooks were often 
criticized for having small, hard-to-use keyboards, a slow 
operating system, and a lack of software options. While 
it took only twenty-eight days for Apple to sell its first 
1 million iPads, netbook sales fell by 40 percent in one 
year.4 Only one year after netbook sales peaked, tablet 
sales passed them, and netbook sales have been steadily 
declining ever since.5

For sustained competitive advantage, valuable re-
sources must also be rare resources. Think about it: How 
can a company sustain a competitive advantage if all of 
its competitors have similar resources and capabilities? 
Consequently, rare resources, resources that are not 
controlled or possessed by many competing firms, are 

necessary to sustain a com-
petitive advantage. One of 
Apple’s truly rare resources 
is its ability to reconfigure 
existing technology into a 
package that is easy to use, 
elegantly designed, and 
therefore highly desired 
by customers. Apple used 
its wealth of experience 
from developing the iPod, 
iPod touch, and iPhone to 
create an operating system 
for the iPad that was easy 
to use and, more impor-
tantly, basically identical 
to what was found on its 

Valuable resource  
a resource that allows companies 
to improve efficiency and 
effectiveness 

Rare resource a resource that 
is not controlled or possessed by 
many competing firms 

Imperfectly imitable 
resource a resource that is 
impossible or extremely costly or 
difficult for other firms to duplicate

Nonsubstitutable 
resource a resource that 
produces value or competitive 
advantage and has no equivalent 
substitutes or replacements
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that users can buy a song from Amazon and stream it 
to any device they own, from their desktop computer 
to their Android tablet. Apple responded by introduc-
ing its own cloud-based service called iCloud, which, 
combined with a service called iTunes Match, pro-
vides consumers with an online locker in which they 
can store music, video, or photo files, as well as apps, 
to access from multiple devices, whether they bought 
them from Apple or not. In addition, iCloud lets users 
synchronize other data, such as appointments, email, 
and documents, between their iPhone, iPad, and Mac 
computers.9 Likewise, iTunes faces growing competi-
tion from music streaming services, such as Spotify, 
that provide basic free services for a limited number of 
hours per month and sell premium subscriptions for 
about $10 a month. Spotify has more than 60 million  
users, a quarter of whom are premium subscribers, 
providing roughly 1.8 billion a year in revenues. By 
contrast, iTunes has 800 million users worldwide and 
earns Apple roughly $20 billion a year in revenue. 
Apple has responded to Spotify and other music 
streaming companies by adding 56 new countries to 
the iTunes store for a total of 155 worldwide. Further-
more, Apple launched iTunes Radio, its own stream-
ing music service, and then paid $3 billion to acquire 
Beats Music, a music subscription service also known 
for its high end headphones.10

In summary, Apple reaped the rewards of a first-
mover advantage when it introduced the iPad. The 
company’s history of developing customer-friendly 
software, the innovative capabilities of the iPad, the 
uniformity of experience, and the security of the App 
Store provide customers with a service that has been valu-
able, rare, relatively nonsubstitutable, and, in the past, im-
perfectly imitable. Past success is, however, no guarantee 
of future success: Apple needs to continue developing and 
improving its products or risk being unseated by a more 
nimble competitor whose products are more relevant and 
have higher perceived value for consumers.

StRategy-making 
pRoCeSS

To create a sustainable competitive advantage, a com-
pany must have a strategy.11 Exhibit 6.1 displays the 
three steps of the strategy-making process: 

6-2a assess the need for strategic change, 6-2b conduct 
a situational analysis, and then 6-2c choose strategic al-
ternatives. Let’s examine each of these steps in more detail.

6-2

6-2a Assessing the Need 
for Strategic Change
The external business environment is much more turbu-
lent than it used to be. With customers’ needs constantly 
growing and changing, and with competitors working 
harder, faster, and smarter to meet those needs, the first 
step in creating a strategy is determining the need for 
strategic change. In other words, the company should 
determine whether it needs to change its strategy to sus-
tain a competitive advantage.12

Determining the need for strategic change might 
seem easy to do, but it’s really not. There’s a great 
deal of uncertainty in strategic business environ-
ments. Furthermore, top-level managers are often 
slow to recognize the need for strategic change, es-
pecially at successful companies that have created 
and sustained competitive advantages. Because they 
are acutely aware of the strategies that made their 
companies successful, they continue to rely on those 

Exhibit 6.1

Three Steps of the Strategy-Making Process
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strategies, even as the competition changes. In other 
words, success often leads to competitive inertia— 
a reluctance to change strategies or competitive prac-
tices that have been successful in the past. Throughout 
its 140-year history, Avon used a direct-selling model in 
which customers bought beauty products, perfume, and 
more from their local Avon sales representatives. But 
since 2011, sales are down 50 percent to $8.9 billion.  
The company’s team of 6 million sales representatives 
has shrunk nineteen quarters in a row.13 And, in 2014, 
Avon lost nearly $400 million when sales dropped by 
21 percent, even though the direct sales industry grew 
globally by 3.2 percent during the same period.14 In fact, 
direct selling competitors, such as Mary Kay, and store/
Internet competitors, such as Ultra Salon and Sephora, 
are experiencing strong growth. Despite Avon’s steady 
decline, CEO Sherilyn McCoy is committed to the com-
pany’s strategy, saying, “We continue to stay the course 
on our plans to return Avon to sustainable, profitable 
growth.”15 Why has Avon stuck with a strategy that is 

clearly not working? Com-
petitive inertia—because 
it was successful for more 
than 140 years. CEO 
Sherilyn McCoy says, “I’m 
not one to shy away from 
challenges, and Avon cer-
tainly hasn’t disappointed 
me on that front.”16 So is 
Avon beginning to recog-
nize that it fundamentally 

needs to change its strategy? Perhaps. In April 2015, it 
was exploring options to sell its North American division. 
Critics would contend, however, that selling a problem-
atic part of the company doesn’t represent a wholesale 
change in strategy.

Besides being aware of the dangers of competi-
tive inertia, what can managers do to improve the 
speed and accuracy with which they determine the 
need for strategic change? One method is to actively 
look for signs of strategic dissonance. Strategic  
dissonance is a discrepancy between a company’s 
intended strategy and the strategic actions managers 
take when actually implementing that strategy.17 With 
Japan’s shrinking population, little economic growth, 
stiff competition from Japan’s high-speed railways, 
and airline deregulation leading to new low-cost air-
lines, All Nippon Airways (ANA), Japan’s largest air-
line, needed to cut costs and move quickly to respond 
to competitors. However, that intended strategy was 
at odds (that is strategic dissonance) with its long-
standing high-price, high-quality service strategy. So, 
it started two low-cost airlines, Peach Aviation and 
AirAsia Japan. While that provided low-cost flights to 
customers, an unintended benefit for ANA was see-
ing how Peach and AirAsia made faster decisions to 
respond to competition and lower costs. For example, 
AirAsia’s top management decided to expand service to 
Nagoya, Japan, three months faster than planned but 
got the work done in one-third of the planned time! 
At ANA, that decision would have taken six months 
and involved fifty people from across the company in 
multiple discussions. Yoshinori Odagiri, a long-time 
ANA executive who became AirAsia’s CEO, said, “I 
was taken aback by the decision-making speed.” So, 
to overcome strategic dissonance and make sure that 
its new low-cost, speed-to-market strategy is infused 
through the entire company, ANA has now brought 
Peach and AirAsia directly into its organizational 
structure.18

Note, however, that strategic dissonance is not the 
same thing as when a strategy does not produce the  
results that it’s supposed to. When Xhibit, the maker of 
the SkyMall catalogs found on airplanes (and then at  
SkyMall.com), filed for bankruptcy, the issue wasn’t stra-
tegic dissonance. It was that SkyMall’s strategy of using 
catalogs to sell quirky, expensive products such as a $200 
pet ramp staircase, a $170 portable icemaker, or a $60 
“Tablift Hands-Free Tablet Holder,” to bored travelers 
no longer worked. Why read the SkyMall catalog when 
you’ve got books, movies, and music on your smartphone 
or tablet? Or, when your plane has Wi-Fi, and you can 
surf the Internet?19  

Throughout its 140-year history, Avon has 
used a direct-selling model.

Competitive inertia a 
reluctance to change strategies or 
competitive practices that have 
been successful in the past

Strategic dissonance a 
discrepancy between a company’s 
intended strategy and the strategic 
actions managers take when 
implementing that strategy
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6-2b Situational 
Analysis
A situational analysis can 
also help managers deter-
mine the need for strate-
gic change. A situational  
analysis, also called a 
SWOT analysis, for 
strengths, weaknesses, op
p ortunities, and threats, 
is an assessment of the 
strengths and weaknesses 
in an organization’s inter-
nal environment and the 
opportunities and threats 
in its external environ-
ment.20 Ideally, as shown 
in Step 2 of Exhibit 6.1,  
a SWOT analysis helps a company determine how to 
increase internal strengths and minimize internal weak-
nesses while maximizing external opportunities and  
minimizing external threats.

An analysis of an organization’s internal environ-
ment, that is, a company’s strengths and weaknesses, 
often begins with an assessment of its distinctive 
competencies and core capabilities. A distinctive  
competence is something that a company can make, 
do, or perform better than its competitors. For example, 
Consumer Reports magazine consistently ranks Honda 
and Subaru cars as tops in quality and reliability.21  
Similarly, PC Magazine readers ranked Apple’s desk-
top and laptop computers best in terms of service and 
reliability.22 

Whereas distinctive competencies are tangible—
for example, a product or service is faster, cheaper, or 
better—the core capabilities that produce distinctive 
competencies are not. Core capabilities are the less 
visible, internal decision-making routines, problem- 
solving processes, and organizational cultures that  
determine how efficiently inputs can be turned into 
outputs. Distinctive competencies cannot be sustained  
for long without superior core capabilities. 

For years, large retail stores such as Walmart and 
Target have been trying to open stores in New York 
City only to be met with protests. Aldi, however, re-
cently opened two stores in the city, not only with no 
protests but even with some politicians in attendance. 
The reason that Aldi faces little opposition as it opens 
stores in dense, urban settings is that it is able to make 
money in small, high-rent stores that are dictated 
by location. It operates with a business model that 

focuses on selling a limited number of groceries and 
household items in a small setting; its typical stores 
are just 16 percent the size of a typical Walmart store 
and carry just 1,500 or so items, compared to 100,000 
items in a superstore. Furthermore, most of its items 
are private brands, that is, goods that Aldi buys and 
packages itself. All of this means that Aldi can of-
fer prices that are 20 percent less than Walmart’s, 
making it an attractive place for city dwellers  
to shop.23

After examining internal strengths and weaknesses, 
the second part of a situational analysis is to look outside 
the company and assess the opportunities and threats 
in the external environment. In Chapter 3, you learned 
that environmental scanning involves searching the en-
vironment for important 
events or issues that might 
affect the organization, 
such as pricing trends or 
new products and tech-
no logy. In a situational 
ana lysis, however, man-
agers use environmental  
scanning to identify spe-
cific opportunities and 
threats that can either 
improve or harm the com-
pany’s ability to sustain its 
competitive advantage. 
Identification of strategic 
groups and formation  
of shadow-strategy task 

Situational (SWOT) 
analysis an assessment of 
the strengths and weaknesses 
in an organization’s internal 
environment and the 
opportunities and threats in its 
external environment

Distinctive competence  
what a company can make, 
do, or perform better than its 
competitors

Core capabilities the 
internal decision-making routines, 
problem-solving processes, and 
organizational cultures that 
determine how efficiently inputs 
can be turned into outputs

Aldi’s business model focuses on selling a limited number of groceries 
and household items in a small setting.
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forces are two ways to do this (see box “Shadow-Strategy  
Task Force”).

Strategic groups are not groups that actually work to-
gether. They are companies—usually competitors—that 
managers closely follow. More specifically, a strategic  
group is a group of other companies within an indus-
try against which top managers compare, evaluate, and 
benchmark their company’s strategic threats and op-
portunities.24 (Benchmarking involves identifying out-
standing practices, processes, and standards at other 
companies and adapting them to your own company.) 
Typically, managers include companies as part of their 

strategic group if they com-
pete directly with those 
companies for customers 
or if those companies use 
strategies similar to theirs. 
The U.S. home improve-
ment industry has annual 
sales in excess of 303 billion. 
Total home improvement 
products sales increased 
4.0 percent in 2014 to 
$303 billion. The profes-
sional market increased 
3.4 percent in 2014 over 
2013, and the consumer 
market will see a sales in-
crease of 4.3 percent.25  
It’s likely that the manag-
ers at Home Depot, the 

largest U.S. home improvement and hardware retailer, 
assess strategic threats and opportunities by comparing 
their company to a strategic group consisting of the other 
major home improvement supply companies. Exhibit 6.2 
shows the number of stores, the size of the typical new 
store, and the overall geographic distribution (states, 
countries) of Home Depot stores compared with Lowe’s, 
Ace Hardware, and 84 Lumber.

In fact, when scanning the environment for strategic 
threats and opportunities, managers tend to categorize 
the different companies in their industries as core, sec-
ondary, and transient firms.26 Core firms are the central 
companies in a strategic group. Home Depot operates 
more than 2,200 stores covering all fifty states, Puerto 
Rico, the U.S. Virgin Islands, Guam, Mexico, and Canada.  
The company has more than 350,000 employees and  
annual revenues of $83.2 billion. By comparison, Lowe’s 
has more than 1,766 stores and 265,000 employees in 
the United States, Canada, and Mexico; stocks about 
36,000 products in each store; and has annual revenues 
of $56.2 billion.27 Clearly, Lowe’s is the closest competi-
tor to Home Depot and is the core firm in Home Depot’s 
strategic group. Even though Ace Hardware has more 
stores (4,600) than Home Depot and appears to be a 
bigger multinational player (seventy different countries), 
Ace’s different franchise structure and small, individual-
ized stores (10,000 to 14,000 square feet, with each store 
laid out differently with a different mix of products) 
keep it from being a core firm in Home Depot’s strategic 
group.28 Likewise, Home Depot’s management probably 
doesn’t include Aubuchon Hardware in its core strategic 
group, because Aubuchon has only 125 stores in New 
England and upstate New York.29 

When most managers scan their environments for 
strategic threats and opportunities, they concentrate on 
the strategic actions of core firms, not unrelated firms 
such as Aubuchon. Where does a firm like Ace Hard-
ware fit in? Ace’s 20/20 vision employs a customer- 
focused strategy to grow Ace’s brand and improve store 
performance.30

Secondary firms are firms that use strategies re-
lated to but somewhat different from those of core firms. 
84 Lumber has roughly 250 stores in thirty states, but 
even though its stores are open to the public, the com-
pany focuses on supplying professional contractors, to 
whom it sells 85 percent of its products. Without the 
wide variety of products on the shelves or assistance 
available to the average consumer, people without ex-
pertise in building or remodeling probably don’t find 
84 Lumber stores very accessible. Home Depot would 
most likely classify 84 Lumber as a secondary firm in its 
strategic group analysis.31 Managers need to be aware of 

Shadow-Strategy  
Task Force

When looking for threats and opportunities, many managers 
focus on competitors in the external environment. Others, 

however, prefer to examine the internal environment through 
a shadow-strategy task force. This strategy involves 
a company actively seeking out its own weaknesses and then 
thinking like its competitors, trying to determine how they can 
be exploited for competitive advantage. To make sure that the 
task force challenges conventional thinking, its members should 
be independent-minded, come from a variety of company func-
tions and levels, and have the access and authority to question 
the company’s current strategic actions and intent.
Source: W. b. Werther, Jr., and J. l. kerr, “the Shifting Sands of Competitive  
advantage,” Business Horizons (may–June 1995): 11–17.

Shadow-strategy task 
force a committee within 
a company that analyzes the 
company’s own weaknesses to 
determine how competitors could 
exploit them for competitive 
advantage

Strategic group a group 
of companies within an industry 
against which top managers 
compare, evaluate, and benchmark 
strategic threats and opportunities

Core firms the central 
companies in a strategic group 

Secondary firms the firms in a 
strategic group that follow strategies 
related to but somewhat different 
from those of the core firms
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the potential threats and opportunities posed by second-
ary firms, but they usually spend more time assessing the 
threats and opportunities associated with core firms.

6-2c Choosing Strategic 
Alternatives
After determining the need for strategic change and 
conducting a situational analysis, the last step in the 
strategy-making process is to choose strategic alterna-
tives that will help the company create or maintain 
a sustainable competitive advantage. According to  
strategic reference point theory, managers choose  
between two basic alternative strategies. They can 
choose a conservative, riskavoiding strategy that aims 
to protect an existing competitive advantage. Or they can 

choose an aggressive, riskseeking strategy  
that aims to extend or create a sustainable 
competitive advantage. 

The choice to seek risk or avoid risk 
typically depends on whether top man-
agement views the company as falling 
above or below strategic reference points. 
Strategic reference points are the 
targets that managers use to measure 
whether their firm has developed the core 
competencies that it needs to achieve a 
sustainable competitive advantage. If a 
hotel chain decides to compete by provid-
ing superior quality and service, then top 
management will track the success of this 
strategy through customer surveys or pub-
lished hotel ratings such as those provided 
by the prestigious Mobil Travel Guide. If 
a hotel chain decides to compete on price, 
it will regularly conduct market surveys to 
check the prices of other hotels. The com-
petitors’ prices are the hotel managers’ 
strategic reference points against which 
to compare their own pricing strategy. If 
competitors can consistently underprice 
them, then the managers need to deter-
mine whether their staff and resources 
have the core competencies to compete 
on price.

As shown in Exhibit 6.3, when a com-
pany is performing above or better than 
its strategic reference points, top man-
agement will typically be satisfied with 
the company’s strategy. Ironically, this sat-
isfaction tends to make top management 
conservative and risk-averse. Because the 

company already has a sustainable competitive advan-
tage, the worst thing that could happen would be to lose 
it, so new issues or changes in the company’s external 
environment are viewed as threats. By contrast, when a 
company is performing below or worse than its strate-
gic reference points, top management will typically be 
dissatisfied with the company’s strategy. In this instance, 
managers are much more likely to choose a daring, 
risk-taking strategy. If the current strategy is produc-
ing substandard results, 
the company has noth-
ing to lose by switching 
to risky new strategies in 
the hope that it can create  
a sustainable competitive 
advantage. Managers of 

Exhibit 6.2

Core and Secondary Firms in the Home 
Improvement Industry

Ace Hardware 84 Lumber

Home Depot
Lowe’s

# of 
Stores

# of 
States Countries

Size of Typical 
Store (sq. feet)

Home Depot 2,269 50 3 104,000

Lowe’s 1,766 50 3 112,000

Ace Hardware 4,700 50 70 10,000 to 14,000

84 Lumber 249 30 1 33,000
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Strategic reference 
points the strategic targets 
managers use to measure whether 
a firm has developed the core 
competencies it needs to achieve a 
sustainable competitive advantage
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companies in this situation view new issues or changes  
in the external environment as opportunities for poten-
tial gain.

Strategic reference point theory is not deterministic, 
however. Managers are not predestined to choose risk-averse 
or risk-seeking strategies for their companies. In fact, one of 
the most important elements of the theory is that manag-
ers can influence the strategies chosen by their company by  
actively changing and adjusting the strategic reference 
points they use to judge strategic performance. If a company 
has become complacent after consistently surpassing its stra-
tegic reference points, then top management can change 
from a risk-averse to a risk-taking orientation by raising or 
changing the standards of performance (that is the strategic 
reference points). This is just what happened at eBay.

When John Donahoe first joined eBay, Amazon was 
growing, Google helped shoppers find what they wanted 
on other Web sites, and eBay’s auction business was 
shrinking dramatically. But few at eBay saw the problem. 
According to the Wall Street Journal, employees “became 
so absurdly self-congratulatory that people clapped at the 
end of meetings, even after discussions over declining cus-
tomer satisfaction.”32 Founder Pierre Omidyar said, “They 
didn’t seem to see what was going on outside the company 

in terms of competition. They had lost their ability to  
innovate, to create new things.”33 In other words, success 
had made eBay complacent and risk averse. 

When Donahoe later became eBay’s CEO, he raised 
standards, thus changing the strategic reference points 
eBay had been using to assess its strategic performance. 
His first week on the job, he told everyone that eBay 
needed a major turnaround. Said Donahoe, “Our sellers 
hated that word. Our employees hated it. Investors hated 
it. But it was the first step … we had to confront reality.”34  
To encourage a daring, offensive-minded strategy,  
he funded a mobile app team that produced the eBay 
RedLaser (barcode price scanning that finds products 
locally and online) and eBay Motors apps, which have 
been downloaded 120 million times; he told his team 
to find a way to deliver purchased products in one day 
(called eBay Now); and he sent a design team offsite to 
create a fresh graphics-based look to its aging text-based 
Web site. His ultimate challenges, however, were to dou-
ble eBay’s active users to 225 million, increase revenue 
from $14 billion to $23.5 billion, and increase customer 
payments from $145 billion to $300 billion, all within the 
next three years. Says Donahoe, “The turnaround is be-
hind us, and we are now playing offense.”35 

Exhibit 6.3

Strategic Reference Points

Strategic

Reference Points

Current Situation
Satisfied
Sitting on top
of the world

Current Situation
Dissatisfied
At the bottom
looking up

Perception of New
Issues

Threats
Potential loss
Negativity

Perception of New
Issues

Opportunity
Potential gain
Positivity

Response or
Behavior

Risk-averse
Conservative
Defensive

Response or
Behavior

Risk-taking
Daring
Offensive

Undesired
Result

Desired
Result

Source: a. Fiegenbaum, S. Hart, and d. Schendel, “Strategic Reference point theory,” Strategic Management Journal 17 (1996): 219–235.
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117CHapteR 6: organizational Strategy

So even when (perhaps especially when) compa-
nies have achieved a sustainable competitive advantage, 
top managers must adjust or change strategic reference  
points to challenge themselves and their employees to 
develop new core competencies for the future. In the 
long run, effective organizations will frequently revise 
their strategic reference points to better focus managers’ 
attention on the new challenges and opportunities that 
occur in their ever-changing business environments.

CoRpoRate-level 
StRategieS

To formulate effective strategies, companies must be 
able to answer these three basic questions:

 ▸ What business are we in?

 ▸ How should we compete in this industry?

 ▸ Who are our competitors, and how should we  
respond to them?

These simple but powerful questions are at the heart of 
corporate-, industry-, and firm-level strategies.

Corporate-level strategy is the overall organiza-
tional strategy that addresses the question, “What busi-
ness or businesses are we in or should we be in?” 

There are two major approaches to corporate-level strat-
egy that companies use to decide which businesses they 
should be in: 6-3a portfolio strategy and 6-3b grand 
strategies.

6-3a Portfolio Strategy
One of the standard strategies for stock market inves-
tors is diversification, or owning stocks in a variety of 
companies in different industries. The purpose of this 
strategy is to reduce risk in the overall stock portfolio (the 
entire collection of stocks). The basic idea is simple: if 
you invest in ten companies in ten different industries, 
you won’t lose your entire investment if one company 
performs poorly. Furthermore, because they’re in differ-
ent industries, one company’s losses are likely to be offset 
by another company’s gains. Portfolio strategy is based on 
these same ideas. We’ll start by taking a look at the theory 
and ideas behind portfolio strategy and then proceed 
with a critical review which suggests that some of the key 
ideas behind portfolio strategy are not supported.

Portfolio strategy is a corporate-level strategy 
that minimizes risk by diversifying investment among 

6-3

various businesses or product lines.36 Just as a diversifi-
cation strategy guides an investor who invests in a variety 
of stocks, portfolio strategy guides the strategic decisions 
of corporations that compete in a variety of businesses. 
For example, portfolio strategy could be used to guide 
the strategy of a company such as 3M, which makes 
55,000 products for five different business groups: Con-
sumer (Post-its, Scotch tape); Electronics and Energy 
(electronic devices, telecoms equipment, renewable 
energy solutions); Health Care (medical, surgical, and 
dental products, health information systems); Industrial 
(tapes, abrasives, adhesives, specialty materials, filtration 
systems); and Safety and Graphics (safety and security 
products, track and trace solutions, graphic solutions).37

Just as investors consider the mix of stocks in their 
stock portfolio when deciding which stocks to buy or sell, 
managers following portfolio strategy try to acquire com-
panies that fit well with the rest of their corporate port-
folio and to sell those that don’t. Procter & Gamble used 
to have a diverse portfolio of food, beverage, household, 
beauty, health care, pharmaceutical, pet food, and bat-
tery brands. However, when it decided to focus on its core 
business of household, beauty, and health care products, it 
began selling off brands that did not relate to its core busi-
ness, a process that included the sale of Duracell to Warren  
Buffett’s Berkshire Hathaway for $4.7 billion and Iams 
and Eukanuba pet foods to Mars for $2.9 billion.38 

First, according to portfolio strategy, the more busi-
nesses in which a corporation competes, the smaller its 
overall chances of failing. Think of a corporation as a 
stool and its businesses as the legs of the stool. The more 
legs or businesses added to the stool, the less likely it is to 
tip over. Using this analogy, 
portfolio strategy reduces 
3M’s risk of failing because 
the corporation’s survival 
depends on essentially five 
different business sectors. 
Managers employing port-
folio strategy can either 
develop new businesses 
internally or look for  
acquisitions, that is, 
other companies to buy. 
Either way, the goal is to 
add legs to the stool.

Second, beyond add-
ing new businesses to the 
corporate portfolio, port-
folio strategy predicts that 
companies can reduce 
risk even more through 

Corporate-level 
strategy the overall 
organizational strategy that 
addresses the question “What 
business or businesses are we in or 
should we be in?”

Diversification a strategy for 
reducing risk by buying a variety 
of items (stocks or, in the case of a 
corporation, types of businesses) 
so that the failure of one stock or 
one business does not doom the 
entire portfolio

Portfolio strategy a 
corporate-level strategy that 
minimizes risk by diversifying 
investment among various 
businesses or product lines 

Acquisition the purchase of a 
company by another company
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unrelated diversification—
creating or acquiring companies 
in completely unrelated busi-
nesses (more on the accuracy of 
this prediction later). According 
to portfolio strategy, when busi-
nesses are unrelated, losses in 
one business or industry should 
have minimal effect on the per-
formance of other companies in 
the corporate portfolio. General 
Electric, which was founded 
in part by Thomas Edison, is 
the largest conglomerate in the 
world and has a presence in a 
wide range of businesses. Its 
appliances division produces re-
frigerators, ovens, and dishwash-
ers for household and business 
use, and its consumer electronics 
division makes digital cameras. 
Its lighting division, of course, 
sells lightbulbs, as well as traffic  
signals and specialty lighting. Its 
aviation division, meanwhile, is 
one of the world leaders in mak-
ing jet engines. GE also has di-
visions in energy distribution, 
energy, business finance and 
consulting, health care, oil and 
gas, rail, software and services, 
and water.39

Because most inter-
nally grown businesses tend  
to be related to existing 
products or services, port-
folio strategy suggests that 
acquiring new businesses 
is the preferred method of 
unrelated diversification.40 

Third, investing the 
profits and cash flows from 
mature, slow-growth busi-
nesses into newer, faster-
growing businesses can 
reduce long-term risk. 
The best-known portfolio 
strategy for guiding invest-
ment in a corporation’s 
businesses is the Boston 
Consulting Group (BCG) 
matrix.41 The BCG matrix 

is a portfolio strategy that managers use to categorize 
their corporation’s businesses by growth rate and rela-
tive market share, which helps them decide how to in-
vest corporate funds. The matrix, shown in Exhibit 6.4, 
separates businesses into four categories based on how 
fast the market is growing (high growth or low growth) 
and the size of the business’s share of that market (small 
or large). Stars are companies that have a large share of 
a fast-growing market. To take advantage of a star’s fast-
growing market and its strength in that market (large 
share), the corporation must invest substantially in it. 
The investment is usually worthwhile, however, because 
many stars produce sizable future profits. Question  
marks are companies that have a small share of a fast-
growing market. If the corporation invests in these 
companies, they may eventually become stars, but their 
relative weakness in the market (small share) makes in-
vesting in question marks riskier than investing in stars. 
Cash cows are companies that have a large share of 
a slow-growing market. Companies in this situation are 
often highly profitable, hence the name “cash cow.” 

Exhibit 6.4

Boston Consulting Group Matrix
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diversification creating or 
acquiring companies in completely 
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BCG matrix a portfolio 
strategy developed by the Boston 
Consulting Group that categorizes 
a corporation’s businesses by 
growth rate and relative market 
share and helps managers decide 
how to invest corporate funds

Star a company with a large 
share of a fast-growing market

Question mark a company 
with a small share of a fast-
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Finally, dogs are companies that have a small share 
of a slow-growing market. As the name suggests, hav-
ing a small share of a slow-growth market is often not 
profitable.

Because the idea is to redirect investment from 
slow-growing to fast-growing companies, the BCG ma-
trix starts by recommending that while the substantial 
cash flows from cash cows last, they should be rein-
vested in stars (see 1 in Exhibit 6.4) to help them grow 
even faster and obtain even more market share. Using 
this strategy, current profits help produce future profits.  
Over time, as their market growth slows, some stars 
may turn into cash cows (see 2). Cash flows should also  
be directed to some question marks (see 3). Though 
riskier than stars, question marks have great potential 
because of their fast-growing market. Managers must 
decide which question marks are most likely to turn 
into stars (and therefore warrant further investment) 
and which ones are too risky and should be sold. Over 
time, managers hope some question marks will be-
come stars as their small markets become large ones 
(see 4). Finally, because dogs lose money, the corpora-
tion should “find them new owners” or “take them to 
the pound.” In other words, dogs should either be sold 
to other companies or closed down and liquidated for 
their assets (see 5).

Although the BCG matrix and other forms of 
portfolio strategy are relatively popular among man-
agers, portfolio strategy has some drawbacks. The most 
signi ficant drawback is that contrary to the predictions 
of port folio strategy, the evidence suggests that acqui-
ring unrelated businesses is not useful. As shown in  
Exhibit 6.5, there is a U-shaped relationship between 
diver sification and risk. The left side of the curve shows 
that single businesses with no diversification are extremely 
risky (if the single business fails, the entire business 
fails). So, in part, the portfolio strategy of diversifying is  
correct—competing in a variety of different businesses 
can lower risk. However, portfolio strategy is partly 
wrong, too—the right side of the curve shows that con-
glomerates composed of completely unrelated businesses 
are even riskier than single, undiversified businesses.

A second set of problems with portfolio strategy  
has to do with the dysfunctional consequences that can 
occur when companies are categorized as stars, cash 
cows, question marks, or dogs. Contrary to expectations, 
the BCG matrix often yields incorrect judgments about 
a company’s potential. In other words, managers using 
the BCG matrix aren’t very good at accurately deter-
mining which companies should be categorized as stars, 
cash cows, questions marks, or dogs. The most com-
mon mistake is simply miscategorizing highly profitable 

companies as dogs.42 In part, this is because the BCG 
matrix relies on past performance (previous market share 
and previous market growth), which is a notoriously poor 
predictor of future company performance. More wor-
risome, however, is research that indicates the BCG  
matrix actually makes managers worse at judging the 
future profitability of a business. A study conducted in 
six countries over five years gave managers and business 
students clear information about the current and future 
profits (that is slow or fast growth) of three companies 
and asked them to select the one that would be most suc-
cessful in the future. Although not labeled this way, one 
company was clearly a star, another was a dog, and the 
last was a cash cow. Just exposing people to the ideas in 
the BCG matrix led them to incorrectly categorize less 
profitable businesses as the most successful businesses  
64 percent of the time, while actually using the BCG matrix  
led to making the same mistake 87 percent of the time.43

Furthermore, using the BCG matrix can also weaken 
the strongest performer in the corporate portfolio: the 
cash cow. As funds are re-
directed from cash cows to 
stars, corporate managers 
essentially take away the 

Exhibit 6.5

U-Shaped Relationship between 
Diversification and Risk

R
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k

Unrelated 
Diversification

Single 
Business

Related 
Diversification

High

Low

 
Source: m. lubatkin & p.J. lane, “psst! . . . the merger mavens Still Have it Wrong,” 
Academy of Management executive 10 (1996) 21–39.

Dog a company with a small 
share of a slow-growing market
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resources needed to take advantage of the cash cow’s 
new business opportunities. As a result, the cash cow 
becomes less aggressive in seeking new business or in  
defending its present business. While Nokia is best known 
for its mobile phones, it also has separate companies for 
Web mapping and location services and software (HERE 
Drive+, HERE Maps, and HERE Transit), and tele-
communications hardware, software, and services (Nokia  
Siemens Networks). 

The Office productivity suite (Word, PowerPoint, 
Excel) has long been one of Microsoft’s two cash cows 
(the other is its Windows operating system).44 But with 
free alternatives, such as Google Docs, Apache’s Open 
Office, and Apple’s Pages, Numbers, and Keynote 
apps (free on every Mac computer purchased since  
September 25, 2014), and strongly declining sales of PCs 
worldwide, Office, while still highly profitable, is facing 
major challenges that threaten its long-time dominance 
and ability to throw off cash.45 These threats come at a 

time when Microsoft needs to divert cash from Office 
into its cloud-based file storage and Azure (cloud ser-
vices, big data, servers, virtual machines, and Web site 
hosting) platforms to turn those questions marks into 
future stars, as well as its struggling Surface tablets, a 
business which it hopes to transform from a dog to a 
question mark (and eventually a star). The risk, how-
ever, is that diverting cash from Office may make it less 
able to defend its current business or to grow by seeking 
new business.46

Finally, labeling a top performer as a cash cow can 
harm employee morale. Cash-cow employees realize 
that they have inferior status and that instead of working 
for themselves, they are now working to fund the growth 
of stars and question marks.

So, what kind of portfolio strategy does the best job 
of helping managers decide which companies to buy or 
sell? The U-shaped curve in Exhibit 6.5 indicates that, 
contrary to the predictions of portfolio strategy, the 

Adidas—Three Stripes Are Out

When looking at the performance of the U.S. division of  
Adidas AG, it is fair to ask if the company has a bad 

strategy, bad execution, or both. In 2010, Adidas executives 
launched a strategic plan to generate sales growth of more 
than 45 percent by 2015. After four years, however, the com-
pany had negative sales growth and a 10 percent market share, 
well below Nike and Under Armour. Despite landing a contract 
to supply the NBA with jerseys, Adidas failed to sign key NBA 
players to endorse the brand, allowing Nike, adept at signing 
top talent, to capture more than 90 percent of the basketball-
shoe retail market. Adidas faces additional challenges connect-
ing with fickle U.S. consumers whose primary sports interest 
is not professional soccer. In response, Adidas is working to 
shorten its product development cycle from eighteen to six 
months. President Mark King is optimistic of Adidas’s strategy 
and execution, saying, “We have so many assets that nobody 
knows about, and if we could tell those stories in a much better,  
U.S.-centric way, this brand. . . could definitely change its cool 
factor.”
Source: e. e. Jervell and S. germano, “How adidas aims to get its Cool back,”  
Wall Street Journal, march 22, 2015. http://www.wsj.com/articles/how-adidas 
-aims-to-get-its-cool-back-1427072066.

Nike has gained a major advantage over 
Adidas in the shoe and apparel industry 
by signing stars like Kevin Durant to large 
endorsement deals.
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best approach is probably related diversification,  
in which the different business units share similar prod-
ucts, manufacturing, marketing, technology, or cultures. 
The key to related diversification is to acquire or create 
new companies with core capabilities that complement 
the core capabilities of businesses already in the corpo-
rate portfolio. Hormel Foods is an example of related 
diversification in the food business. The company both 
manufactures and markets a variety of foods, from deli 
meats to salsa to the infamous SPAM.

We began this section with the example of 3M 
and its 55,000 products sold in five different business 
groups. While seemingly different, most of 3M’s prod-
uct divisions are based in some fashion on its distinc-
tive competencies in adhesives and tape (for example 
wet or dry sandpaper, Post-it notes, Scotchgard fabric 
protector, transdermal skin patches, and reflective ma-
terial used in traffic signs). Furthermore, all of 3M’s di-
visions share its strong corporate culture that promotes 
and encourages risk taking and innovation. In sum, in 
contrast to a single, undiversified business or unrelated 
diversification, related diversification reduces risk be-
cause the different businesses can work as a team, rely-
ing on each other for needed experience, expertise, and 
support. 

6-3b Grand Strategies
A grand strategy is a broad strategic plan used to help 
an organization achieve its strategic goals.47 Grand strat-
egies guide the strategic alternatives that managers of 
individual businesses or subunits may use in deciding 
what businesses they should be in. There are three kinds 
of grand strategies: growth, stability, and retrenchment/
recovery.

The purpose of a growth strategy is to increase 
profits, revenues, market share, or the number of 
places (stores, offices, locations) in which the company 
does business. Companies can grow in several ways. 
They can grow externally by merging with or acquiring 
other companies in the same or different businesses. 
AT&T is growing slowly at 3 percent per year. DirecTV, 
a satellite TV service, is growing at less than 1 percent 
a year. In hopes of accelerating growth for both compa-
nies, AT&T agreed to buy DirectTV for $48.5 billion.  
CBS News business analyst Jill Schlesinger says, 
“AT&T wants content. DirecTV has content.”48 AT&T 
is also interested in selling phone services to DirecTV’s  
18 million customers in Latin America. But the pri-
mary benefit that could accelerate growth for both 
companies is the ability to combine and discount their 

services for consumers. For example, instead of paying 
more to buy separate Internet, TV (subscription and pay 
TV packages), and wireless phone services, DirecTV’s 
20 million customers and AT&T’s 107 million custo-
mers would then be able to buy those services together 
in a discounted bundle.49 

Another way to grow is internally, directly expand-
ing the company’s existing business or creating and 
growing new businesses. Nestlé, the largest food com-
pany in the world, faced a serious challenge—it had to 
find a way to grow while having to deal with record-
high prices for cocoa and sugar, two key ingredients for 
its chocolate products. To boost growth, Nestlé spent  
$24 million to promote Aero, a chocolate bar that is filled 
with bubbles of air. While the bubbles give the choco-
late a creamier texture, they also help bulk up the candy 
bar without adding more ingredients, quite helpful at a 
time of high commodity costs. Thanks to the company’s  
promotional emphasis, sales of Aero increased by  
20 percent from the previous year, which helped the 
company as a whole earn a profit of $10.3 billion and 
sales growth of 7.5 percent.50

The purpose of a stability strategy is to continue 
doing what the company has been doing, just doing it 
better. Companies following a stability strategy try to im-
prove the way in which they sell the same products or 
services to the same customers. Since its inception in 
1909 as a window-washing company in San Francisco, 
ABM Industries has focused on providing facility ser-
vices to businesses. Today, ABM’s 100,000 employees in 
the U.S. and twenty other 
countries offer facility 
services management for 
electrical and lighting solu-
tions, energy management, 
building main tenance and 
repair, janitorial services, 
landscape and ground 
maintenance, security, and 
parking services. In short, 
for more than 100 years, 
ABM has reduced costs by 
keeping businesses’ facili-
ties safe, clean, comfort-
able, and energy efficient.51 
Companies often choose 
a stability strategy when 
their external environment 
doesn’t change much or af-
ter they have struggled with 
periods of explosive growth.

Related diversification  
creating or acquiring companies 
that share similar products, 
manufacturing, marketing, 
technology, or cultures

Grand strategy a broad 
corporate-level strategic plan used 
to achieve strategic goals and 
guide the strategic alternatives 
that managers of individual 
businesses or subunits may use

Growth strategy a strategy 
that focuses on increasing profits, 
revenues, market share, or the 
number of places in which the 
company does business

Stability strategy a strategy 
that focuses on improving the way 
in which the company sells the 
same products or services to the 
same customers
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The purpose of a retrenchment strategy is 
to turn around very poor company performance by 
shrinking the size or scope of the business or, if a com-
pany is in multiple businesses, by closing or shutting 
down different lines of the business. The first step of 
a typical retrenchment strategy might include making 
significant cost reductions: laying off employees; clos-
ing poorly perfor ming stores, offices, or manufactur-
ing plants; or closing or selling entire lines of products  
or services.52 Barclays Plc, a London-based bank 
for more than 300 years, got its start in 1690 when 
founders John Freame and Thomas Gould served 
as goldsmith bankers that, much like today’s banks, 
stored gold and money, made loans, transferred de-
posits from account to account, and handled foreign 
exchange currencies.53 By 2008, Barclays aspired to 
become a global bank serving cus to mers, busi nesses, 
and in ves tors world wide. In 2014, however, following 
numerous financial scandals and poor financial per-
formance, Barclays began an aggressive retrenchment 
strategy. Chairman Michael Rake said, “It’s just no 
longer doable for us to be a global, universal bank.”54 
Following a strategy that Rake termed “bold simplifi-
cation,” Barclays will cut 19,000 employees by 2016, 

exit commodities trading, 
sell half of its investment 
bank, and sell its retail 
banking operations in 
France, Spain, and Italy. 
Rake explained that, “In 
the future, Barclays will 
be leaner, stronger, much 
better balanced and well 
positioned to deliver 
lower volatility, higher re-
turns and growth. My goal 
is unchanged: to create a 

Barclays that does business in the right way, with the 
right values, and delivers the returns that our share-
holders deserve. However, the way in which we will 
achieve this is different.”55

After cutting costs and reducing a business’s size 
or scope, the second step in a retrenchment strategy 
is recovery. Recovery consists of the strategic actions 
that a company takes to return to a growth strategy.  
This two-step process of cutting and recovery is  
analogous to pruning roses. Prior to each growing 
season, roses should be cut back to two-thirds their  
normal size. Pruning doesn’t damage the roses; it makes 
them stronger and more likely to produce beautiful,  
fragrant flowers. The retrenchment-and-recovery pro-
cess is similar. 

Like pruning, the cuts are made as part of a recov-
ery strategy intended to allow companies to eventually 
return to a successful growth strategy. When company 
performance drops significantly, a strategy of retrench-
ment and recovery may help the company return to a 
successful growth strategy.

induStRy-level 
StRategieS

Industry-level strategy addresses the question, “How  
should we compete in this industry?”

Let’s find out more about industry-level strategies by  
discussing 6-4a the five industry forces that deter-
mine overall levels of competition in an industry  
as well as 6-4b the positioning strategies and 6-4c 
adaptive strategies that companies can use to achieve 
sustained competitive advantage and above-average 
profits.

6-4a Five Industry Forces
According to Harvard professor Michael Porter, five 
industry forces determine an industry’s overall attrac-
tiveness and potential for long-term profitability: the 
character of the rivalry, the threat of new entrants, the 
threat of substitute products or services, the bargaining 
power of suppliers, and the bargaining power of buyers. 
The stronger these forces, the less attractive the indus-
try becomes to corporate investors because it is more 
difficult for companies to be profitable. Porter’s indus-
try forces are illustrated in Exhibit 6.6. Let’s examine 
how these forces are bringing changes to several kinds  
of industries.
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Retrenchment strategy  
a strategy that focuses on turning 
around very poor company 
performance by shrinking the size 
or scope of the business 

Recovery the strategic actions 
taken after retrenchment to return 
to a growth strategy

Industry-level strategy  
a corporate strategy that addresses 
the question, “How should we 
compete in this industry?”
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123CHapteR 6: organizational Strategy

Character of the rivalry is a measure of the 
intensity of competitive behavior among companies in 
an industry. Is the competition among firms aggressive 
and cutthroat, or do competitors focus more on serv-
ing customers than on attacking each other? Both in-
dustry attractiveness and profitability decrease when 
rivalry is cutthroat. For example, selling cars is a highly 
competitive business. Pick up a local newspaper on 
Friday, Saturday, or Sunday morning, and you’ll find 
dozens of pages of car advertising (“Anniversary Sale-
A-Bration,” “Ford March Savings!” and “$99 Down, 
You Choose!”). In fact, competition in new-car sales 

is so intense that if it weren’t for used-
car sales, repair work, and replacement 
parts, many auto dealers would actually 
lose money.

The threat of new entrants is a 
measure of the degree to which barriers 
to entry make it easy or difficult for new 
companies to get started in an industry. 
If new companies can enter the industry 
easily, then competition will increase, and 
prices and profits will fall. Altos Research 
provides real-time statistics and analysis of 
real estate markets for investors and news 
services such as Bloomberg Financial. Be-
cause its business relies on access to tera-
bytes of market data, it leases computing 
power and data storage from Amazon 
Web Services (AWS), the market leader in 
cloud services. Without any negotiation, 
AWS cut its costs in half, enough to pay for 
two new programmers. Altos’ CEO Mi-
chael Simonsen said, “Nobody ever gives 
you a 40 percent price break overnight.”56 

If so, why did AWS—and Microsoft and Google—all 
cut their prices by a third or more? The threat of new 
entrants spurred them.57 In addition to new competi-
tors over the past few years, such as Box.com, Go-
Daddy.com, and ZenBox, Oracle, and Salesforce.com, 
both Hewlett-Packard, which makes personal and net-
work computers, and Cisco Systems, which makes the 
routers, switches, and systems that drive the Internet 
and corporate networks, are each investing $1 billion 
to develop cloud software and data centers.58 On the 
other hand, if there are sufficient barriers to entry, 
such as large capital requirements to buy exp ensive 
equipment or plant facilities or the need for special-
ized knowledge, then competition will be weaker, and 
prices and profits will gen-
erally be higher.

The threat of  
substitute products or 
services is a measure of 
the ease with which cus-
tomers can find substitutes 
for an industry’s products 
or services. If customers 
can easily find substitute 
products or services, the 
competition will be greater, 
and profits will be lower. If  
there are few or no substi-
tutes, competition will be  

Exhibit 6.6

Porter’s Five Industry Forces

Character of Rivalry

Threat
of

New Entrants

Bargaining
Power of
Buyers

Bargaining
Power of
Suppliers

Threat
of Substitute

Products or Services

Source: based on the Simon & Schuster, inc. porter, m. e. Competitive Strategy: Techniques for Analyzing 
Industries and Competitors. new york: Free press, 1980.

Character of the rivalry  
a measure of the intensity of 
competitive behavior between 
companies in an industry

Threat of new entrants   
a measure of the degree to which 
barriers to entry make it easy or 
difficult for new companies to get 
started in an industry

Threat of substitute 
products or services  
a measure of the ease with which 
customers can find substitutes for 
an industry’s products or services

Because of intense competition from 
existing and new companies, Amazon 
Web Services” cut prices by 40% to keep 
corporate customers satisfied.

Go
ng

To
/S

hu
tt

er
st

oc
k.

co
m

61592_ch06_ptg01.indd   123 10/23/15   3:25 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



124 paRt tWo

weaker, and profits will be higher. In many cities, hailing  
a cab can be frustrating. Enter Uber, a smartphone 
app that connects people needing rides with drivers  
who will take them where they want to go. Open Uber, 
choose your preferred vehicle (taxi, town car, or SUV), 
position the pin on the map in the app showing where 
you’d like to be picked up, do the same for your desti-
nation, and then Uber’s app estimates the cost, charges 
your credit card, emails the receipt, indicates on the 
map how far away the car is, and then lets you know 
when the driver has arrived to pick you up. Average 
wait time is only three to ten minutes. Uber maintains 
quality control by using social media to gather feed-
back on drivers’ timeliness, politeness, and service. 
Drivers with negative feedback lose the chance to 
drive for Uber. Taxi services, not surprisingly, are not 
happy about competing with Uber, and its drivers have 
sued Uber—unsuccessfully—in San Francisco, New 
York, and Washington, DC, to shield themselves from 
competition.59 

Bargaining power of suppliers is a measure of 
the influence that suppliers of parts, materials, and ser-
vices to firms in an industry have on the prices of these 
inputs. When companies can buy parts, materials, and 
services from numerous suppliers, the companies will be 
able to bargain with the suppliers to keep prices low. On 
the other hand, if there are few suppliers, or if a com-
pany is dependent on a supplier with specialized skills 
and knowledge, then the suppliers will have the bargain-
ing power to dictate price levels. 

Bargaining power of buyers is a measure of 
the influence that customers have on the firm’s prices. 
If a company sells a popular product or service to mul-

tiple buyers, then the com-
pany has more power to 
set prices. By contrast, if 
a company is dependent 
on just a few high-volume 
buyers, those buyers will 
typically have enough bar-
gaining power to dictate 
prices. Most agricultural 
commodities, such as beef 
and soybeans, are sold 
by farmers to commod-
ity traders who then sell 
them to buyers around the 
world. Australian farm-
ers, who are generally the 
world’s second-largest 
growers of wheat, beef, 

cotton, and sugar, typically sell their agricultural pro-
duce to Archer Daniels Midland, Bunge Ltd., Cargill, 
and Dreyfus, the “ABCD” trading houses, who control 
60 percent of the wheat bought and shipped from Aus-
tralia. Consequently, the trading houses have incredible 
bargaining power, which means that Australian farmers 
end up with much smaller prices for their agriculture 
products. Some Aussie farmers are trying to counter this 
bargaining power by selling directly to global buyers. 
Glen Rogan, who farms cotton in Queensland, Australia, 
says, “To make a reasonable living as a farmer under cur-
rent prices was becoming untenable.” So he sold 6,500 
bales of cotton directly to Asian cotton mills, getting 30 
percent more than he would have through the trading 
houses. Says Rogan, selling directly to cotton mills “was 
the only way I could see to stay relevant and viable.”60

6-4b Positioning Strategies
After analyzing industry forces, the next step in  
industry-level strategy is to protect your company from 
the negative effects of industry-wide competition and to 
create a sustainable competitive advantage. According 
to Michael Porter, there are three positioning strategies: 
cost leadership, differentiation, and focus.

Cost leadership means producing a product or 
service of acceptable quality at consistently lower pro-
duction costs than competitors so that the firm can offer 
the product or service at the lowest price in the indus-
try. Cost leadership protects companies from industry 
forces by deterring new entrants, who will have to match 
low costs and prices. Cost leadership also forces down 
the prices of substitute products and services, attracts 
bargain-seeking buyers, and increases bargaining power 
with suppliers, who have to keep their prices low if they 
want to do business with the cost leader. But Burt Flick-
inger, a retail consultant with the Strategic Resource 
Group (SRG), believes that Idaho-based WinCo, which 
brands itself as “The Supermarket Low Price Leader,” 
“may be the best retailer in the western U.S. WinCo is 
really unstoppable at this point.”61 Jon Springer, with 
Super Market News,’ says, “While many supermarkets 
strive to keep within a few percentage points of Walmart 
Stores’ prices, WinCo Foods often undersells the massive 
discount chain.”62 How? With minimalist stores, having 
customers bag their groceries, not accepting credit cards 
(which saves 3 percent per transaction), limiting selec-
tion within product categories, and by buying directly 
from farms and factories, WinCo cuts out food distribu-
tors who mark up prices and sell more expensive brands. 
WinCo’s prices are so much better than Walmart’s that 

Bargaining power of 
suppliers a measure of the 
influence that suppliers of parts, 
materials, and services to firms in 
an industry have on the prices of 
these inputs

Bargaining power of 
buyers a measure of the 
influence that customers have on a 
firm’s prices

Cost leadership the 
positioning strategy of producing 
a product or service of acceptable 
quality at consistently lower 
production costs than competitors 
can, so that the firm can offer the 
product or service at the lowest 
price in the industry 
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SRG’s Flickinger says, 
“They’re Walmart’s worst 
nightmare.”63 

D i f f e r e n t i a t i o n 
means making your prod-
uct or service sufficiently 
different from competitors’ 
offerings that customers 
are willing to pay a pre-
mium price for the extra 
value or performance that 
it provides. Differentiation 
protects companies from 
industry forces by reduc-
ing the threat of substitute 
products. It also protects 
companies by making it 
easier to retain customers 
and more difficult for new 
entrants trying to attract 
new customers. Would you 
pay $113 for a mop? Or $26.99 for a polishing cloth? 
Norway-based Norwex makes premium-priced clean-
ing products that clean your house with water and no 
chemicals or cleaning agents. For instance, a Norwex 
Microfiber cloth contains microfibers that are 1/200th 
the thickness of a human hair.64 The microfibers capture 
and can hold seven times their weight, which means that 
they capture dirt, grease, and moisture. Does it work? 
Microbiologist Kristen Gibson says, “A damp microfiber 
cloth is a really good tool for removing microorganisms, 
including viruses and bacteria.”65 Her research, funded 
by the U.S. Department of Agriculture, found that mi-
crofibers removed viruses, unlike typical cloth towels 
that simply spread viruses from one surface to another. 
Norwex advises using the cloths dry to dust and wet 
(with water) to clean. And while its products are expen-
sive, with the average family spending $600–800 a year 
on cleaning supplies and chemicals, Norwex claims that 
consumers save time and money because its products 
are reusable.66

With a focus strategy, a company uses either 
cost leadership or differentiation to produce a special-
ized product or service for a limited, specially targeted 
group of customers in a particular geographic region 
or market segment. Focus strategies typically work in 
market niches that competitors have overlooked or have 
difficulty serving. Once a week, Mike Hallatt drives 
from Vancouver, B.C., to the nearest Trader Joe’s in  
Bellingham, Washington, where he buys $6,000 of Trader 
Joe’s merchandise. Hallatt marks up his purchases by an 

average of $2 and sells them at Pirate Joe’s, his Van-
couver grocery store that is an unapologetic knockoff 
of Trader Joe’s. Hallett says Pirate Joe’s is, “an unaffili-
ated unauthorized re-seller of Trader Joe’s products (we 
were sued, they lost, now they are appealing).”67 Because 
Trader Joe’s has no plans to enter Canada, Hallatt is able 
to focus on Canadians—in Vancouver and afar (www.pi-
ratejoes.ca will soon be ready for Internet shopping)—
who want to buy Trader Joe’s grocery products without 
crossing the Canadian border. Hallatt says, “We’ll ship 
anywhere in Canada, but if we start getting orders from 
Japan, why not?”68 

6-4c Adaptive Strategies
Adaptive strategies are another set of industry-level  
strategies. Whereas the aim 
of positioning strategies is 
to minimize the effects of 
industry competition and 
build a sustainable com-
petitive advantage, the pur-
pose of adaptive strategies 
is to choose an industry-
level strategy that is best 
suited to changes in the 
organization’s external en-
vironment. There are four 
kinds of adaptive strategies: 
defenders, prospectors, an-
alyzers, and reactors.69

Pirate Joe’s slogan is “Unauthorized, Unaffiliated, Unafriad.” This 
refers to the pressure by North American grocer, Trader Joe’s, to 
change their name.

Differentiation the 
positioning strategy of providing 
a product or service that is 
sufficiently different from 
competitors’ offerings that 
customers are willing to pay a 
premium price for it

Focus strategy the 
positioning strategy of using cost 
leadership or differentiation to 
produce a specialized product 
or service for a limited, specially 
targeted group of customers in a 
particular geographic region or 
market segment
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Defenders seek moderate, steady growth by offer-
ing a limited range of products and services to a well-
defined set of customers. In other words, defenders 
aggressively “defend” their current strategic position by 
doing the best job they can to hold on to customers in a 
particular market segment. 

Not surprisingly, ultra-premium carmakers, such as  
Ferrari and Aston-Martin, are not as interested in growth  
as they are in retaining the luxury brand image. That’s 
because higher sales volume leads to ubiquity, which 
makes it harder to charge premium pricing. The retail 
price of a new Ferrari California is roughly $200,000, but 
a new LaFerrari model has an MSRP of $1.4 million. To 
retain is exclusivity, Ferrari has a self-imposed produc-
tion cap of 7,000 vehicles a year. At Aston Martin, the 
level is much lower, at 4,000 cars per year. “This is not 
a car company that is ever going to be selling a lot of 
cars,” said Andy Palmer, CEO of Aston Martin. “Part of 
its mystique is its exclusivity.”70

Prospectors seek fast growth by searching for 
new market opportunities, encouraging risk taking, 
and being the first to bring innovative new products to 
market. Prospectors are analogous to gold miners who 
“prospect” for gold nuggets (that is new products) in 
hope that the nuggets will lead them to a rich deposit 
of gold (that is fast growth). 3M has long been known 
for its innovative products, particularly in the area of 
adhesives. Since 1904, it has invented sandpaper; mask-
ing, cellophane, electrical, and Scotch tapes; the first 
commercially available audiotapes and videotapes; and 
its most famous invention, Post-it notes. Lately, 3M has 
invented a film that increases the brightness of LCD dis-
plays on laptop computers; developed a digital system 

for construction companies 
to detect underground tele-
communication, gas, water, 
sewer, or electrical lines 
without digging; and cre-
ated a pheromone spray 
that, by preventing harm-
ful insects from mating, will 
protect apple, walnut, to-
mato, cranberry, and grape 
crops. For more on 3M’s 
innovative products, see 
the 3M innovation archive 
(http://solutions.3m.com 
/innovation/en_US/).

Analyzers are a blend  
of the defender and prosp-
ector strategies. They seek 
moderate, steady growth 

and limited opportunities for fast growth. Analyzers 
are rarely first to market with new products or services. 
Instead, they try to simultaneously minimize risk and 
maximize profits by following or imitating the proven 
successes of prospectors. Netflix has achieved growth 
not only through its mail-order DVD service but also 
through its video streaming service, which allows users 
to watch a variety of movies and TV shows almost in-
stantly. In fact, the streaming service has been so suc-
cessful that Netflix has nearly two times more streaming 
customers than DVD customers. Motivated by Netflix’s 
success, Redbox (with Verizon) and Amazon now offer 
similar streaming services. Redbox, the DVD rental ki-
osk operator, and Verizon, the wireless carrier, teamed 
up to offer Redbox Instant. Nonsubscribers can reserve 
movies and games at Redbox kiosks or rent or buy indi-
vidual movies via streaming services. Subscribers, who 
pay $8 a month, also get four DVD credits to use at 
Redbox kiosks and access to Redbox’s entire streaming 
library. Amazon Prime members, who pay $99 a year, 
get free two-day shipping on Amazon Prime products, 
can borrow one Kindle book free each month, and have 
access to 41,000 TV shows and movies on Amazon’s  
Instant Video.71 After Netflix tried to differentiate itself by 
developing exclusive, original shows like House of Cards 
and Orange Is the New Black, Amazon followed suit by  
offering its own original series, Alpha House and Betas.72

Defenders companies using 
an adaptive strategy aimed at 
defending strategic positions by 
seeking moderate, steady growth 
and by offering a limited range of 
high-quality products and services 
to a well-defined set of customers 

Prospectors companies using 
an adaptive strategy that seeks 
fast growth by searching for new 
market opportunities, encouraging 
risk taking, and being the first to 
bring innovative new products to 
market

Analyzers companies using 
an adaptive strategy that seeks to 
minimize risk and maximize profits 
by following or imitating the 
proven successes of prospectors

The Postal Service 
Gets Back in the 
Game

Having reported losses for the past twenty-one of twenty-
three quarters, the United States Postal Service (USPS) is 

looking to attract new business, particularly in the online retail 
market. So, when FedEx and UPS announced prices increases 
for ground shipments ahead of the holiday season, the USPS 
responded by cutting its prices in half for customers who ship 
more than 50,000 packages a year. It’s only one strategy the 
agency is using to increase its market share. USPS has begun 
offering Sunday delivery and is testing grocery delivery for  
Amazon in the San Francisco area. And the agency plans to in-
vest $10 billion on new trucks and sorting equipment to help it 
become more competitive.
Source: L. Stevens, “U.S. Mail Cuts Prices, Chafing UPS and FedEx,” Wall Street Journal,  
September 5, 2014, B1; G. Bensinger and L. Stevens, “Amazon Tries U.S. Mail for Groceries,” 
Wall Street Journal, September 5, 2014, B2.
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Finally, unlike defenders, prospectors, or analyzers, 
reactors do not follow a consistent strategy. Rather than 
anticipating and preparing for external opportunities and 
threats, reactors tend to react to changes in their external 
environment after they occur. Not surprisingly, reactors 
tend to be poorer performers than defenders, prospec-
tors, or analyzers. A reactor approach is inherently unsta-
ble, and firms that fall into this mode of operation must 
change their approach or face almost certain failure. 

FiRm-level 
StRategieS

Microsoft unveils its Xbox One video-game console; Sony 
counters with its PlayStation 4. Starbucks Coffee opens 
a store, and nearby locally run coffeehouses respond by 
improving service, increasing portions, and holding the 
line on prices. In the German luxury car industry, BMW, 
Audi, and Mercedes have an intense three-way rivalry 
that goes well beyond sales volume to include investments 
in technology, quality rankings, and profitability. Accord-
ing to one Audi executive, to get approval for a new proj-
ect, “I just have to say BMW is already doing it, and it 
goes through.” The rivalry is just as heated over at BMW. 
When it comes to Audi, one BMW executive said, “We 
like to stick it to them.”73 Attack and respond, respond 
and attack. Firm-level strategy addresses the question, 
“How should we compete against a particular firm?”

Let’s find out more about the firm-level strategies (direct 
competition between companies) by reading about 6-5a 
the basics of direct competition and 6-5b the strate-
gic moves involved in direct competition between 
companies.

6-5

6-5a Direct Competition
Although Porter’s five industry forces indicate the over-
all level of competition in an industry, most compa-
nies do not compete directly with all the firms in their 
industry. For example, McDonald’s and Red Lobster 
are both in the restaurant business, but no one would 
characterize them as competitors. McDonald’s offers 
low-cost, convenient fast food in a seat-yourself restau-
rant, while Red Lobster offers mid-priced seafood din-
ners complete with servers and a bar.

Instead of competing with an entire industry, 
most firms compete directly with just a few compa-
nies within it. Direct competition is the rivalry be-
tween two companies offering similar products and 
services that acknowledge each other as rivals and 
take offensive and defensive positions as they act and 
react to each other’s strategic actions.74 Two factors 
determine the extent to which firms will be in direct 
competition with each other: market commonality and 
resource similarity. Market commonality is the de-
gree to which two companies have overlapping prod-
ucts, services, or customers in multiple markets. The 
more markets in which there is product, service, or 
customer overlap, the more intense the direct com-
petition between the two companies. Resource  
similarity is the extent to which a competitor has 
similar amounts and kinds of resources, that is, similar 
assets, capabilities, pro-
cesses, information, and 
knowledge used to create 
and sustain an advantage 
over competitors. From 
a competitive standpoint, 
resource similarity means 
that your direct competi-
tors can probably match 
the strategic actions that 
your company takes.

Exhibit 6.7 shows how 
market commonality and 
resource similarity inter-
act to determine when and 
where companies are in 
direct competition.75 The 
overlapping area in each 
quadrant (between the 
triangle and the rectangle, 
or between the differently 
colored rectangles) depicts 
market commonality. The 
larger the overlap, the 

Microsoft introduces the next generation of 
Xbox One at the E3 conference in June 2014.
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Reactors companies that 
do not follow a consistent 
adaptive strategy but instead 
react to changes in the external 
environment after they occur

Firm-level strategy  
a corporate strategy that addresses 
the question, “How should we 
compete against a particular firm?”

Direct competition the 
rivalry between two companies 
that offer similar products and 
services, acknowledge each other 
as rivals, and act and react to each 
other’s strategic actions

Market commonality the 
degree to which two companies 
have overlapping products, 
services, or customers in multiple 
markets 

Resource similarity the 
extent to which a competitor has 
similar amounts and kinds  
of resources
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greater the market commonality. Shapes depict resource 
similarity, with rectangles representing one set of com-
petitive resources and triangles representing another. 
Quadrant I shows two companies in direct competition 
because they have similar resources at their disposal and 
a high degree of market commonality. These companies 
try to sell similar products and services to similar custom-
ers. McDonald’s and Burger King would clearly fit here 
as direct competitors. While we normally think about 
them competing to sell hamburgers, with wholesale beef 
prices near record highs, they’re also direct competitors 
when it comes to selling chicken. For example, after  
McDonald’s began selling fifty chicken nuggets for $9.99 
(or 20 cents each), Burger King responded by selling 
ten-packs of chicken nuggets for $1.49.76 

In Quadrant II, the overlapping parts of the triangle 
and rectangle show two companies going after similar cus-
tomers with some similar products or services but doing 
so with different competitive resources. McDonald’s and 
Wendy’s restaurants would fit here. Wendy’s is after the 
same lunchtime and dinner crowds that McDonald’s is. 
Nevertheless, with its more expensive hamburgers, fries, 
shakes, and salads, Wendy’s is less of a direct competitor 
to McDonald’s than Burger King is. For example, Wendy’s  
has recently rebranded itself more like a casual dining 
restaurant, redesigning its locations with lounge seating, 
fireplaces, Wi-Fi, and digital menu boards.77 Wendy’s goal 
is to convert 85 percent of its company-owned locations 

and 35 percent of its franchised stores by 
2017.78 Even though Wendy’s competes less 
directly with McDonald’s, there are signs that  
McDonald’s may be shifting its strategy to 
compete more directly with Wendy’s by 
upgrading its menu to include a premium 
burger priced around $5 and a grilled chicken 
sandwich with Applewood smoked bacon, 
caramelized onions, and an artisan roll.79

In Quadrant III, the very small overlap 
shows two companies with different competi-
tive resources and little market commonality. 
McDonald’s and Luby’s cafeterias fit here. 
Although both are in the fast-food business, 
there’s almost no overlap in terms of products 
and customers. Luby’s sells baked chicken, 
turkey, roasts, meat loaf, and vegetables, 
none of which are available at McDonald’s. 
Furthermore, Luby’s customers aren’t likely 
to eat at McDonald’s. In fact, Luby’s is not 
really competing with other fast-food res-
taurants, but with eating at home. Company 
surveys show that close to half of its custom-
ers would have eaten at home, not at another 

restaurant, if they hadn’t come to Luby’s.80

Finally, in Quadrant IV, the small overlap between 
the two rectangles shows that McDonald’s and Subway 
compete with similar resources but with little market 
commonality. In terms of resources, sales at McDonald’s 
are much larger, but Subway has grown substantially in 
the past decade and now has 42,227 stores in 110 coun-
tries, compared to McDonald’s with 36,258 stores in 
more than 100 countries.81 

Though Subway and McDonald’s compete, they 
aren’t direct competitors in terms of market common-
ality in the way that McDonald’s and Burger King are 
because Subway, unlike McDonald’s, sells itself as a 
provider of healthy fast food. Thus, the overlap is much 
smaller in Quadrant IV than in Quadrant I. With detailed 
nutritional information available in its stores, and its 
close relationship with the American Heart Association, 
Subway’s goal “is to emphasize that the Subway brand 
represents all that is good about health and well-being.”82

6-5b Strategic Moves 
of Direct Competition
While corporate-level strategies help managers decide 
what business to be in, and industry-level strategies help 
them determine how to compete within an industry, firm-
level strategies help managers determine when, where, 
and what strategic actions should be taken against a direct 

Exhibit 6.7

A Framework of Direct Competition

III

III IV

Low

High

Low High

M
a

rk
e

t 
C

o
m

m
o

n
a

li
ty

McDonald's

Luby's Cafeterias

McDonald's
Wendy's McDonald's Burger

King

Subway

McDonald's

Resource Similarity

Source: m. Chen, “Competitor analysis and interFirm Rivalry: toward a theoretical integration,” 
Academy of Management Review 21 (1996): 100–134.

61592_ch06_ptg01.indd   128 10/23/15   3:25 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



129CHapteR 6: organizational Strategy

competitor. Firms in direct competition can make two 
basic strategic moves: attack and response. These moves 
occur all the time in virtually every industry, but they are 
most noticeable in industries where multiple large com-
petitors are pursuing customers in the same market space.

An attack is a competitive move designed to reduce a 
rival’s market share or profits. For example, the two leaders 
in the e-reader market, Amazon and Barnes & Noble, have 
been engaged in a lengthy battle over prices. The Amazon’s 
Kindle Paperwhite was designed to compete with Barnes 
& Noble’s Nook Touch with Glowlight, a black-and-white 
e-reader with a built-in light for night reading.83 When the 
Paperwhite was released, Barnes & Noble cut the price on 
the Nook Touch by $20 to match Paperwhite’s price.84 

A response is a countermove, prompted by a rival’s 
attack, that is designed to defend or improve a company’s 
market share or profit. There are two kinds of responses.85 
The first is to match or mirror your competitor’s move. 
This is what Barnes & Noble did when it lowered the 
price of its Nook Simple Touch, which had been selling 
for $139, to $99.86

The second kind of response, however, is to respond 
along a different dimension from your competitor’s move 
or attack. Wireless carriers, such at AT&T, Verizon, and 
Sprint, have typically responded to competitors’ attacks 
by cutting prices, expanding coverage, or speeding up 
their networks. T-Mobile, the smallest of the major  
wireless carriers, faired poorly on those dimensions and 
lost 2 million customers as a result two years ago.87 In the 
past 18 months, however, T-Mobile has taken 3.3 million  
customers from its competitors by responding with an 

“uncarrier” strategy that removes key 
restrictions found in its competitors’ 
wireless services.88 Overage charges? 
Not at T-Mobile, which offers unlimi-
ted minutes, texts, and data (go beyond 
your data “cap,” and T-Mobile slows 
down your data rather than charge 
you). Exorbitant roaming charges for 
international plans? T-Mobile charges 
a meager 20 cents per minute for inter-
national calls, while providing unlimited 
international data and texts at no extra 
charge in 120 countries. Streaming  
music on your phone? Thirty minutes 
a day uses 900 megabytes a month 
against the typical 1 or 2 gigabyte data 
plan. At T-Mobile, though, streaming 
music does NOT count against data 
usage. Upgrade your phone just once 
every two years? At T-Mobile, upgrade 
whenever you want by trading in your 

old phone and receiving credits for remaining payments 
(up to half of the original cost). Finally, termination fees 
to keep you locked into in a two-year contract? Not at  
T-Mobile, where you can quit at any time. In fact, T-Mobile  
will pay your termination fee if you leave your current 
carrier to sign with it.89 

Market commonality and resource similarity de-
termine the likelihood of an attack or response, that is, 
whether a company is likely to attack a direct competitor 
or to strike back with a strong response when attacked. 
When market commonality is large, and companies have 
overlapping products, services, or customers in multiple 
markets, there is less motivation to attack and more motiva-
tion to respond to an attack. The reason for this is straight-
forward: when firms are direct competitors in a large 
number of markets, they have a great deal at stake. For 
instance, GE makes 70 percent of the freight locomotive 
rail cars in the North American market, with the remain-
ing 30 percent sold by Caterpillar, which bought EMD, a 
locomotive manufacturer, in 2010. To become more com-
petitive with GE, Caterpillar closed EMD’s unionized 
locomotive manufacturing plant in the city of London, On-
tario, Canada, rep lacing it with brand-new non-unionized 
plants in Muncie, Indiana, 
and Brazil. Bill Ainsworth, 
who leads Cater pillar’s rail-
road business, says the new 
Muncie plant “will be the 
most efficient locomotive-
manufacturing plant in  
the world.”90 

T-Mobile has launched a strategic initiative aimed at removing 
key restrictions found in its competitors wireless services.
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designed to reduce a rival’s market 
share or profits 

Response a competitive 
countermove, prompted by a 
rival’s attack, to defend or improve 
a company’s market share or profit
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In response to Caterpillar’s cost-cutting moves, GE 
eliminated 950 jobs at its unionized plant in Pennsylvania, 
shifting production work to a new, non-unionized manu-
facturing plant in Texas. With GE’s union wages running 
$25 to $36 an hour compared to $14.50 an hour at Cater-
pillar’s non-unionized Muncie plant, GE had to respond 
by finding a way to lower costs.91 

Whereas market commonality affects the likelihood 
of an attack or a response to an attack, resource similar-
ity largely affects response capability, that is, how quickly 
and forcefully a company can respond to an attack. When 
resource similarity is strong, the responding firm will gen-
erally be able to match the strategic moves of the attack-
ing firm. Consequently, a firm is less likely to attack firms 
with similar levels of resources because it is unlikely to 
gain any sustained advantage when the responding firms 
strike back. On the other hand, if one firm is substantially 
stronger than another (that is there is low resource simi-
larity), then a competitive attack is more likely to produce 
sustained competitive advantage.

In general, the more moves (that is attacks) a com-
pany initiates against direct competitors, and the greater 
a company’s tendency to respond when attacked, the 
better its performance. More specifically, attackers and 
early responders (companies that are quick to launch a 
retaliatory attack) tend to gain market share and profits 
at the expense of late responders. This is not to suggest 
that a full-attack strategy always works best. In fact, at-
tacks can provoke harsh retaliatory responses.

When Amazon unveiled its first showrooming app in 
2011, brick-and-mortar retailers were outraged. When us-
ers scanned a barcode, the app would direct them to the 

same product on Amazon.com and provide 
a coupon for a discount and free shipping. 
The Firefly app on Amazon’s Fire phone, 
as well as the Amazon App for iPhone and  
Android phones, can now recognize more than 
70 million products just by taking a picture. A 
mobile industry analyst calls this “showroom-
ing on steroids.” According to IDC, a market 
research firm, one out of five shoppers uses a 
mobile device to make purchases from online 
retailers while store shopping at brick-and-
mortar retailers.92 

Best Buy is the world’s largest electron-
ics retailer. Today, 60 percent of its consum-
ers “showroom shop,” looking at products 
in Best Buy stores and then checking their 
smartphones to find prices at online stores 
like Amazon. Best Buy responded aggressively 
to Amazon’s showrooming app by matching 
online prices year round in its stores and by 

offering deep Black Friday discounts the day after Thanks-
giving (typically the heaviest shopping day of the year). 
Best Buy’s retaliatory responses, however, have come at a 
steep cost, with profits dropping over 90 percent and the 
announcement of more than fifty store closings in 2012. 
Consequently, when deciding when, where, and what stra-
tegic actions to take against a direct competitor, managers 
should always consider the possibility of retaliation.93

Best Buy has seen profits drop almost 90 percent in its 
attempt to keep up with Amazon and its pricing tactics. 
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7 Innovation and Change 

After you finish 

this chapter, go to 

PAGE 151 for
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LEARNING OutcOmEs

Explain why innovation matters to companies.

Discuss the different methods that managers can use to 
effectively manage innovation in their organizations.

Discuss why not changing can lead to organizational decline.

Discuss the different methods that managers can use to better 
manage change as it occurs.

7-1

7-2

7-3

7-4
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133CHAPTER 7: Innovation and Change 

7-1a Technology Cycles
In Chapter 3, you learned that technology consists of the 
knowledge, tools, and techniques used to transform in-
puts (raw materials and information) into outputs (prod-
ucts and services). A technology cycle begins with the 
birth of a new technology and ends when that technology 
reaches its limits and dies as it is replaced by a newer, 
substantially better technology.2 For example, technol-
ogy cycles occurred when air conditioners supplanted 
fans, when Henry Ford’s Model T replaced horse-drawn 
carriages, when planes replaced trains as a means of 
cross-country travel, when vaccines that prevented dis-
eases replaced medicines designed to treat them, and 
when battery-powered wristwatches replaced mechani-
cally powered, stem-wound wristwatches.

From Gutenberg’s in-
vention of the printing 
press in 1448 to the rapid 
advance of the Internet, 
studies of hundreds of 
technological innovations 
have shown that nearly 
all technology cycles fol-
low the typical S-curve 
pattern of innovation 
shown in Exhibit 7.1.3 
Early in a technology cycle,  
there is still much to learn, 
so progress is slow, as de-
picted by point A on the 
S-curve. The flat slope in-
dicates that increased ef-
fort (in terms of money or 

WHy InnovATIon 
MATTERs

At age 57, composer Richard Einhorn lost his hearing 
and feared he would never hear music again. So when 
he went to New York’s Metropolitan Opera and was 
given special headphones to amplify the music, he 
was hopeful, but the sound quality was poor and filled 
with background noise, static, and interference. How-
ever, when he attended a performance of Wicked at 
the Kennedy Center in Washington, DC, he said, “For  
the first time since I lost most of my hearing, live music 
was perfectly clear, perfectly clean, and incredibly rich.  
There I was at ‘Wicked’ weeping uncontrollably—and 
I don’t even like musicals.” The superb sound at the 
Kennedy Center was due to a device called a hearing 
loop, in which a copper wire around the edges of a 
room broadcasts signals to special receivers built di-
rectly into most hearing aids. But unlike other such 
devices, hearing loops filter background noise and 
only broadcast sounds coming directly from strategi-
cally placed microphones. Janice Schacter Lintz, of 
the Hearing Access Program, which advocates for the 
installation of hearing loops in public places, says that 
with 10,000 baby boomers turning 65 every day and 
with one-third of people over 65 experiencing hearing 
loss, “This isn’t just about disability rights—it’s about 
good customer service. That’s a big group of custom-
ers who won’t go to museums or theaters or restau-
rants where they can’t hear. Put in a loop, and they can 
hear clearly without any of the bother or embarrass-
ment of wearing a special headset.”1 Organizational  
innovation is the successful implementation of cre-
ative ideas, like the hearing loop at the Kennedy Center  
in Washington, DC. 

We can only guess what changes technological in-
novations will bring in the next twenty years. Will we 
carry computers in our pockets? Today’s smartphones 
are a step in that direction. Will solar power and wind 
power get cheap and efficient enough so that your home 
can have a standalone power source off the main elec-
trical grid? Will fully automated, self-driving cars chauf-
feur you (working in the back seat on a computing tablet 
via high-speed Internet) to work in the next decade?  
Who knows? The only thing we do know about the next 
twenty years is that innovation will continue to change 
our lives.

Let’s begin our discussion of innovation by learning about 
7-1a technology cycles and 7-2b innovation streams.

7-1
Exhibit 7.1

S-Curves and Technological Innovation
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source: R. n. Foster, Innovation: The Attacker’s Advantage (new york: summitt, 1986).

Organizational 
innovation the successful 
implementation of creative ideas 
in organizations

Technology cycle a cycle 
that begins with the birth of a new 
technology and ends when that 
technology reaches its limits and is 
replaced by a newer, substantially 
better technology

S-curve pattern  
of innovation a pattern 
of technological innovation 
characterized by slow initial 
progress, then rapid progress, 
and then slow progress again as a 
technology matures and reaches 
its limits

61592_ch07_ptg01.indd   133 10/23/15   3:31 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



134 PART TWo

for 1990s 32-bit processors, 275,000 transistors for the 
earliest 1980s 32-bit processors, or just 4,500 transistors 
for the 8-bit processors, which began personal comput-
ing in the 1970s.4 

Though the evolution of Intel’s chips has been used 
to illustrate S-curves and technology cycles, it’s important 
to note that technology cycles and technological innova-
tion don’t necessarily involve faster computer chips or 
cleaner-burning automobile engines. Remember, tech-
nology is simply the knowledge, tools, and techniques 
used to transform inputs into outputs. So a technology 
cycle occurs whenever there are major advances or 
changes in the knowledge, tools, and techniques of a field 
or discipline, whatever it may be.

For example, one of the most important technol-
ogy cycles in the history of civilization occurred in 1859, 
when 1,300 miles of central sewer line were constructed 
throughout London to carry human waste to the sea more 
than eleven miles away. This extensive sewer system re-
placed the widespread practice of dumping raw sewage 
directly into streets, where people walked through it and 
where it drained into public wells that supplied drink-
ing water. Though the relationship between raw sew-
age and cholera wasn’t known at the time, preventing 
waste runoff from contaminating water supplies stopped 
the spread of that disease, which had killed millions of 
people for centuries in cities throughout the world.5 Safe 
water supplies immediately translated into better health 
and longer life expectancies. In fact, the water you drink 
today is safe thanks to this technological breakthrough. 
So, when you think about technology cycles, don’t auto-
matically think “high tech.” Instead, broaden your per-
spective by considering advances or changes in any kind 
of knowledge, tools, and techniques.

7-1b Innovation Streams
In Chapter 6, you learned that organizations can cre-
ate competitive advantage for themselves if they have 
a distinctive competence that allows them to make, do, 
or perform something better than their competitors. 
A competitive advantage becomes sustainable if other 
companies cannot duplicate the benefits obtained from 
that distinctive competence. Technological innovation, 
however, can enable competitors to duplicate the ben-
efits obtained from a company’s distinctive advantage. It 
can also quickly turn a company’s competitive advantage 
into a competitive disadvantage.

Twenty-five years ago, digital cameras replaced film-
based technology. But with digital camera sales down  
40 percent in four years (and still dropping), digital cam-
era makers are losing their competitive advantage to 

research and development) brings only small improve-
ments in technological performance.

Fortunately, as the new technology matures, re-
searchers figure out how to get better performance 
from it. This is represented by point B of the S-curve 
in Exhibit  7.1. The steeper slope indicates that small 
amounts of effort will result in significant increases in 
performance. At point C, the flat slope again indicates 
that further efforts to develop this particular technology 
will result in only small increases in performance. More 
importantly, however, point C indicates that the per-
formance limits of that particular technology are being 
reached. In other words, additional significant improve-
ments in performance are highly unlikely.

Intel’s technology cycles have followed this pattern. 
Intel spends billions to develop new computer chips and to 
build new facilities to produce them. Intel has found that 
the technology cycle for its integrated circuits is about three 
years. In each three-year cycle, Intel spends billions to  
introduce a new chip, improves the chip by making it a 
little bit faster each year, and then replaces that chip at 
the end of the cycle with a brand-new, different chip that 
is substantially faster than the old chip. At first, though 
(point A), the billions Intel spends typically produce only 
small improvements in performance. But after six months 
to a year with a new chip design, Intel’s engineering and 
production people typically figure out how to make the 
new chips much faster than they were initially (point B). 
Yet, despite impressive gains in performance, Intel is un-
able to make a particular computer chip run any faster 
because the chip reaches its design limits.

After a technology has reached its limits at the top of 
the S-curve, significant improvements in performance usu-
ally come from radical new designs or new performance- 
enhancing materials. In Exhibit 7.1, that new technology 
is represented by the second S-curve. The changeover 
or discontinuity between the old and new technologies is 
represented by the dotted line. At first, the old and new 
technologies will likely coexist. Event ually, however, the 
new technology will replace the old technology. When 
that happens, the old technology cycle will be com-
plete, and a new one will have started. The changeover 
between newer and older computer chip designs typi-
cally takes about one year. Over time, improving exist-
ing technology (tweaking the performance of the current 
technology cycle), combined with replacing old techno-
logy with new technology cycles (that is new, faster com-
puter chip designs replacing older ones), has increased 
the speed of Intel’s computer processors by a factor of 
300. Today’s super-powerful Xeon processors, which 
provide instantaneous processing and results, have  
5.5 billion transistors compared to 3.1 million transistors 
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smartphones with HD photo and video 
capabilities far better than basic digital 
cameras. Shigenobu Nagamori, CEO 
of Nidec, which makes electric motors 
used in consumer electronics, says that 
thanks to smartphones, we should, “as-
sume that the inexpensive cameras are 
dead, just like PCs.”6 Tsugio Tsuchiya, a 
general manager at Tamron which makes 
lenses for more advanced DSLRS (digi-
tal single-lens reflex cameras), worries 
that, “Smartphones pose a threat not 
just to compact cameras but entry-level 
DSLRS,” which start at $400 and use 
interchangeable lenses, such as telescop-
ing zooms.7 But even that advantage may 
soon be lost. HTC’s Symon Whitehorn  
says, “I think we’re looking at about  
18 months to two years until that [zoom] 
lens barrier begins breaking down, and it 
becomes much harder to justify buying a 
dedicated camera outside of specialist or 
nostalgia reasons.”8

Companies that want to sustain a 
competitive advantage must understand 
and protect themselves from the strategic 
threats of innovation. Over the long run, 
the best way for a company to do that is 
to create a stream of its own innovative 
ideas and products year after year. Conse-
quently, we define innovation streams 
as patterns of innovation over time that can 
create sustainable competitive advantage.9 Exhibit 7.2  
shows a typical innovation consisting of a series of 

technology cycles. Recall that a technology cycle begins 
with a new technology and ends when that technology 
is replaced by a newer, substantially better technology. 
The innovation stream in Exhibit 7.2 shows three such 
technology cycles.

An innovation stream begins with a technological  
discontinuity, in which a scientific advance or a 
unique combination of ex-
isting technologies creates 
a significant breakthrough 
in performance or func-
tion. Imagine the inef-
ficiency of just one train 
running on the train track 
between two cities. It goes 
to the first, returns to the 
second, and so on. That, 
however, is exactly how  
elevators work, up to the 
top, down to the bottom, 

Exhibit 7.2

Innovation Streams: Technology Cycles over Time
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ThyssenKrupp is developing elevators 
without cables that levitate magnetically 
to move between floors, vertically and 
horizontally!

Innovation streams  
patterns of innovation over 
time that can create sustainable 
competitive advantage

Technological 
discontinuity the phase 
of an innovation stream in 
which a scientific advance or 
unique combination of existing 
technologies creates a significant 
breakthrough in performance or 
function
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just one car per elevator shaft. ThyssenKrupp, maker 
of the Multi elevator, hopes to solve that problem by re-
placing the steel safety cable and pulleys used to move 
elevators with magnetic levitation (similar to that used 
on high-speed trains) that allows elevators cars to “float” 
to their destinations. This not only reduces the space 
needed for elevators by half, but without cables, mul-
tiple cars can use the same shaft, just like a subway line, 
and they can even move horizontally, from one side of a 
building to another, all of which will allow the design of 
wider, uniquely shaped buildings.10  

Technological discontinuities are followed by a 
discontinuous change, which is characterized by 
technological substitution and design competition. 
Technological substitution occurs when customers 
purchase new technologies to replace older technolo-
gies. For example, just twenty years ago, nearly all phone 
calls were made via hardwired landline telephones. But, 
according to the U.S. National Health Interview Survey, 
52.1 percent of U.S. homes don’t have landline phones.11 
That’s up from 17 percent in 2008.12 Furthermore, only 
3.5 percent of U.S. homes have landlines only.13 Finally, 
with AT&T and Verizon replacing their old cable-based 
phone systems with wireless IP-based networks, landline 
phones won’t even be an option within several years.14 

Ironically, the growing number of free Wi-Fi hotspots 
may also pose a threat to wireless carriers by making it easy 
to use a smartphone without a mobile network. Charissa 
Struble canceled her contract with Verizon and switched 
to Wi-Fi only, saying, “I just got tired of paying an  
exorbitant bill.”15 With almost 3,100 hotspots per 100,000 
people in the United States, the risk of customer defec-
tion is growing. Rick Osterloh, president of Motorola  
Mobility, said, “The percentage of time that a phone is 

in Wi-Fi coverage is very 
high. This is the beginning 
of a trend.”16

Discontinuous change 
is also characterized by  
design competition, in 
which the old technology 
and several different new 
technologies compete to 
establish a new technologi-
cal standard or dominant 
design. Because of large 
investments in old technol-
ogy and because the new 
and old technologies are 
often incompatible with 
each other, companies and 
consumers are reluctant to 

switch to a different technology during a design compe-
tition. For example, the telegraph was so widely used as 
a means of communication in the late 1800s that at first 
almost no one understood why telephones would be a 
better way to communicate. It’s hard to envision today, 
with everyone constantly checking cell phones for email, 
texts, tweets, and voice mail, but as Edwin Schlossberg 
explains in his book Interactive Excellence, “People could 
not imagine why they would want or need to talk imme-
diately to someone who was across town or, even more 
absurdly, in another town. Although people could write 
letters to one another, and some could send telegraph 
messages, the idea of sending one’s voice to another 
place and then instantly hearing another voice in return 
was simply not a model that existed in people’s experi-
ence. They also did not think it was worth the money to 
accelerate sending or hearing a message.”17 In addition, 
during design competition, the older technology usu-
ally improves significantly in response to the competi-
tive threat from the new technologies; this response also 
slows the changeover from older to newer technologies.

Discontinuous change is followed by the emergence 
of a dominant design, which becomes the new ac-
cepted market standard for technology.18 Dominant de-
signs emerge in several ways. One is critical mass, meaning 
that a particular technology can become the dominant 
design simply because most people use it, for example, 
Blu-ray beating out HD-DVD. Critical mass will likely 
determine the dominant design for wireless device charg-
ing, where instead of plugging in your device to recharge, 
you simply place it on top of a recharging station contain-
ing magnetic charging coils. Over the last few years, three  
different wireless technologies were trying to become the 
dominant standard: the Power Matters Alliance (PMA) 
backing Duracell’s Powermat, a Duracell and Procter &  

Discontinuous change  
the phase of a technology cycle 
characterized by technological 
substitution and design 
competition 

Technological substitution  
the purchase of new technologies 
to replace older ones 

Design competition  
competition between old and 
new technologies to establish a 
new technological standard or 
dominant design

Dominant design a new 
technological design or process 
that becomes the accepted market 
standard

Qualcomm CEO, Steve Mollenkopf, agrees that 
there is a lot of work left to do when it comes 
to defining standards for 5G smart phones.
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Gamble joint venture supported by Google, AT&T,  
Starbucks, and McDonald’s; the Alliance for Wireless 
Power (A4WP) and its Rezence charging mats, backed 
by Samsung, Broadcom, Deutsche Telekom, and Texas  
Instruments; and the Wireless Power Consortium (WPC) 
and its Qi charging mats, supported by LG Electronics, 
Energizer, and Nokia. However, PMA and A4WP joined 
forces to create a new, combined standard for wireless 
charging devices.19 Again, why does this matter? It mat-
ters because the market for wireless charging, estimated 
at $785 million, is projected to increase to $8.5 billion by 
2018. In other words, becoming the dominant standard 
is worth billions to the winner.20

The best technology doesn’t always become the 
dominant design because a number of other factors 
come into play. For instance, a design can become domi-
nant if it solves a practical problem. The QWERTY key-
board (named for the top left line of letters) became the 
dominant design for typewriters because it slowed typists 
who, by typing too fast, caused mechanical typewriter 
keys to jam. Though computers can easily be switched 
to the Dvorak keyboard layout, which doubles typing 
speed and cuts typing errors in half, QWERTY lives on 
as the standard keyboard. In this instance, the QWERTY 
keyboard solved a problem that, with computers, is no 
longer relevant. Yet it remains the dominant design not 
because it is the best technology, but because most peo-
ple learned to type that way and continue to use it.

Dominant designs can also emerge through inde-
pendent standards bodies. The International Telecom-
munication Union (ITU) (www.itu.ch) is an independent 
organization that establishes standards for the communi-
cations industry. The ITU was founded in Paris in 1865 
because European countries all had different telegraph 
systems that could not communicate with each other. 
Messages crossing borders had to be transcribed from 
one country’s system before they could be coded and de-
livered on another. After three months of negotiations, 
twenty countries signed the International Telegraph 
Convention, which standardized equipment and instruc-
tions, enabling telegraph messages to flow seamlessly 
from country to country. Today, as in 1865, various stan-
dards are proposed, discussed, negotiated, and changed 
until agreement is reached on a final set of standards that 
communication industries (Internet, telephony, satel-
lites, radio) will follow worldwide. 

For example, the telecommunications industry has 
yet to agree on standards for 5G, or fifth-generation, ser-
vice on mobile devices. Telecom operators are hoping 
for a 5G standard data-transmission speed of 10 gigabits 
per second, fast enough to download high-def movies  
within seconds. Another desired 5G standard is for two 

5G devices to communicate with each other with a la-
tency (or wait time) of just 1 millisecond, down from  
50 milliseconds with 4G. Shorter 5G latencies would  
allow doctors in remote hospitals to conduct life-saving 
robotics-based surgeries on patients in other locations. 
The standards and technology are far from final, how-
ever. According to Qualcomm CEO Steve Mollenkopf, 
“There’s still a lot to do.”21

No matter how it happens, the emergence of a 
dominant design is a key event in an innovation stream. 
First, the emergence of a dominant design indicates that 
there are winners and losers. Technological innovation 
is both competence enhancing and competence destroy-
ing. Companies that bet on the now-dominant design 
usually prosper. By contrast, when companies bet on the 
wrong design or the old technology, they may experience 
technological lockout, 
which occurs when a new 
dominant design (that is a 
significantly better tech-
nology) prevents a com-
pany from competitively 

The Patent Trial  
and Appeal Board

The Patent Trial and Appeal Board was launched in September 
2012 as part of a congressional overhaul of the patent system. 

Created primarily to rule on patent lawsuit findings, the new reg-
ulatory body is overseen by 181 judges, all of whom have deep 
experience in intellectual property and technical fields. Compa-
nies in patent infringement lawsuits may appeal to the board to 
challenge whether a patent should have been issued in the first 
place. Of its twenty-five rulings issued so far, only a handful have 
upheld any portion of the challenged patent. Many advocates 
have cheered the board, saying that it both helps corporations 
fight back against cases based on vague and flawed patents and 
defends against groups that collect large patent portfolios to 
use solely for infringement cases. Opponents have complained, 
however, that the board makes it difficult for patent holders, 
especially small inventors, to hold onto patents that they could 
barely afford to secure in the first place. This could disincentivize 
work on technological advancement, they argue. The board has 
proven controversial, but it certainly promises to influence the 
way innovations are made going forward. 
source: A. Jones, “new Weapon in Corporate Patent Wars,” The Wall Street Journal, 
March 10, 2014, accessed April 25, 2014, http://online.wsj.com/news/articles 
/sB10001424052702304020104579431393308282698?KEyWoRDs=new 
+weapon+in+corporate+patent+wars&mg=reno64-wsj.

Technological lockout  
the inability of a company to 
competitively sell its products 
because it relies on old technology 
or a nondominant design
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selling its products or makes it difficult to do so.22 For 
example, while 85 percent of U.S. movie theatres (total-
ing 34,161 screens) use digital technology, 1,000 small 
theaters may go out of business because they can’t af-
ford the $60,000 cost to buy digital projectors. Patrick 
Corcoran, spokesman for the National Association of 
Theatre Owners, says, “When you have a business and 
technology that has always worked for you, it’s hard to 
imagine it going away. Some [theatres] are looking at the 
money they have to lay out. Some are scrambling to try 
to raise funds.”23 

In fact, more companies are likely to go out of busi-
ness in a time of discontinuous change and changing 
standards than in an economic recession or slowdown.

Second, the emergence of a dominant design signals 
a shift from design experimentation and competition to 
incremental change, a phase in which companies 
innovate by lowering the cost and improving the func-
tioning and performance of the dominant design. For 

example, manufacturing 
efficiencies enable Intel 
to cut the cost of its chips 
by one-half to two-thirds 
during a technology cycle, 
while doubling or tripling 
their speed. This focus on 

improving the dominant design continues until the next 
technological discontinuity occurs.

MAnAgIng 
InnovATIon

One consequence of technology cycles and innovation 
streams is that managers must be equally good at manag-
ing innovation in two very different circumstances. First, 
during discontinuous change, companies must find a way 
to anticipate and survive the technological changes that 
can suddenly transform industry leaders into losers and 
industry unknowns into powerhouses. Companies that 
can’t manage innovation following technological discon-
tinuities risk quick organizational decline and dissolution. 
Second, after a new dominant design emerges following 
discontinuous change, companies must manage the very 
different process of incremental improvement and in-
novation. Companies that can’t manage incremental in-
novation slowly deteriorate as they fall further behind 
industry leaders.

Unfortunately, what works well when managing in-
novation during discontinuous change doesn’t work well 

7-2

Shopping for Innovations

Not all innovations are developed internally. 
Sometimes companies in vastly different 

industries connect to generate true innovations,  
such as when Intel CEO Brian Krzanich attends 
fashion week. He says, “When I show up at 
fashion week, what I’m trying to do is connect 
with these innovators to partner with them 
and show them what’s possible. I want to know 
what problems they want solved so that I can 
go back and work on those problems.” Krzanich’s 
networking has produced results. A glove laden 
with Intel sensors leads the wearer through  
every step of changing a tire, and a robotic  
Spider Dress, designed by Anouk Wipprect and 
using Intel technology, monitors the wearer’s 
stress levels and extends a set of protective legs 
if it senses someone is getting too close. 
source: R. Feitelberg, “Intel CEo Plugs into FAsT A/W 2015,” WWD,  
February 14, 2015, p. 2.

Incremental change the 
phase of a technology cycle in 
which companies innovate by 
lowering costs and improving the 
functioning and performance of 
the dominant technological design
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when managing innovation during periods of incremen-
tal change (and vice versa). 

Consequently, to successfully manage innovation streams, 
companies need to be good at three things: 7-2a manag-
ing sources of innovation, 7-2b managing innovation 
during discontinuous change, and 7-2c managing  
innovation during incremental change.

7-2a Managing Sources  
of Innovation
Innovation comes from great ideas. So a starting point 
for managing innovation is to manage the sources of in-
novation, that is, where new ideas come from. One place 
where new ideas originate is with brilliant inventors. But 
only a few companies have the likes of a Thomas Edison 
or Alexander Graham Bell. Given that great thinkers and 
inventors are in short supply, what might companies do 
to ensure a steady flow of good ideas?

Well, when we say that innovation begins with 
great ideas, we’re really saying that innovation begins 
with creativity. As we defined it at the beginning of  
this chapter, creativity is the production of novel and 
useful ideas.24 Although companies can’t command em-
ployees to be creative (“You will be more creative!”), 
they can jump-start innovation by building creative 
work environments in which workers perceive that 
creative thoughts and ideas are welcomed and valued. 
As Exhibit 7.3 shows, creative work environments have 
six components that encourage creativity: challeng-
ing work, organizational encouragement, supervisory 

encouragement, work group encourage-
ment, freedom, and a lack of organizational 
impediments.25 

Work is challenging when it requires 
effort, demands attention and focus, and is 
perceived as important to others in the or-
ganization. According to researcher Mihaly 
Csikszentmihalyi (pronounced ME-high-ee 
CHICK-sent-me-high-ee), challenging work 
promotes creativity because it creates a re-
warding psychological experience known as 
“flow.” Flow is a psychological state of effort-
lessness, in which you become completely ab-
sorbed in what you’re doing and time seems 
to fly. When flow occurs, who you are and 
what you’re doing become one. Csikszent-
mihalyi first encountered flow when studying 
artists: “What struck me by looking at artists 
at work was their tremendous focus on the 
work, this enormous involvement, this forget-

ting of time and body. It wasn’t justified by expectation 
of rewards, like, ‘Aha, I’m going to sell this painting.’”26  
Csikszentmihalyi has found that chess players, rock 
climbers, dancers, surgeons, and athletes regularly ex-
perience flow, too. Today, achieving flow is increasingly 
challenging. A recent study by Professor Gloria Mark at 
the University of California, Irvine, found that workers 
focus on their computer screen an average of 1 minute 
15 seconds before shifting their attention, down from 
2 minutes 18 seconds in 2008. Office furniture maker 
Steelcase has designed a workstation that, according 
to designer Mark McKenna, encourages flow by reduc-
ing workers’ latent anxiety and distractions from physi-
cal surroundings. But Gloria Mark is skeptical, arguing 
that workers suffer more from digital distractions. In 
2015, she found that on a daily basis, workers visited 
Facebook an average of 21 times and checked email  
74 times.27 

Removing distractions assists in creating an environ-
ment conducive to flow. Another key part of creating flow 
experiences, and thus creative work environ ments, is to 
achieve a balance between 
skills and task challenge. 
Workers become bored 
when they can do more than 
is required of them. Or, they 
become anxious when their 
skills aren’t sufficient to ac-
complish a task. When skills 
and task challenges are bal-
anced, however, flow and 
creativity can occur.

Exhibit 7.3

Components of Creative Work Environments

Challenging
Work

Lack of Organizational
Impediments

Creative Work
Environments

Freedom

Organizational
Encouragement

Work Group
Encouragement

Supervisory
Encouragement

source: T. M. Amabile, R. Conti, H. Coon, J. Lazenby, and M. Herron, “Assessing the Work Environ-
ment for Creativity,” Academy of Management Journal 39 (1996): 1154–1184.

Creative work 
environments workplace 
cultures in which workers perceive 
that new ideas are welcomed, 
valued, and encouraged

Flow a psychological state 
of effortlessness, in which you 
become completely absorbed in 
what you’re doing, and time seems 
to pass quickly
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A creative work environment requires three kinds 
of encouragement: organizational, supervisory, and work 
group. Organizational encouragement of creativity occurs 
when management encourages risk taking and new ideas, 
supports and fairly evaluates new ideas, rewards and rec-
ognizes creativity, and encourages the sharing of new 
ideas throughout different parts of the company. When 
David Richter became the VP of information technology 
at Kimberly-Clark, the division had just had a round of 
layoffs in which nearly everyone was fired. A year later, 
200 IT engineers were hired back. He said, “We had 
very low morale and very low employee engagement. . . .  
People were in a self-preservation mode.” Creativity, 
innovation, and risk taking were at a standstill because 
people were afraid they would lose their jobs again. He 
said, “There was a palpable fear that if you tried some-
thing and failed, it would damage your career forever.” 
So Richter encouraged creativity by rewarding creative 
ideas with “start-up” funding. Anyone with an idea could 
pitch it to him in thirty minutes or less. They didn’t need 
a PowerPoint presentation. The only requirement before 
the pitch was a one-page form asking for an explanation 
regarding the benefit, the resources it would take, and 
the scope of the idea. Richter said, “It’s as simple as that. 
Make me a pitch. And, if it’s good. Let’s proceed.” If pilot 
trial of the idea succeeded, then Richter provided signifi-
cant resources to implement it throughout the division. 
Finally, to celebrate and encourage risk taking, he shared 
all employees’ ideas, whether they worked or not, on the 
division’s intranet. Says Richter, “Failure is simply the op-
portunity to begin again, this time more intelligently. It’s 
about what we learn from the failure. Not the failure it-
self. We celebrate that learning.”28 

Supervisory encouragement of creativity occurs when 
supervisors provide clear goals, encourage open interac-
tion with subordinates, and actively support development 
teams’ work and ideas. When it comes to clear goals, MIT’s 
Andrew McAfee says be specific. He says goals such as, 
“We need to figure out why so many people are leaving 
our site before completing a transaction,” or, “How can 
we increase sales to women in their 30s?” are much better 
at generating innovations than broad goals such as, “What 
should our next great idea be?”29 Burberry, the luxury 
British brand, on the other hand, has innovated by foster-
ing open interaction across all levels. Former CEO An-
gela Ahrendts says that Burberry’s “Strategic Innovation 
Council,” is “a monthly forum for our next generation of 
great thinkers, chaired by our chief creative officers. And 
the remit of the council is simple: to dream.”30 Likewise, 
Burberry took a social media platform used for working 
with customers and turned it into “Burberry Chat,” which 
allows everyone in the company to participate in broad 

and targeted discussions, ensuring, she says, that “every-
one has a voice, and every voice is heard.”31 

Work group encouragement occurs when group 
members have diverse experience, education, and back-
grounds, and the group fosters mutual openness to ideas; 
positive, constructive challenge to ideas; and shared  
commitment to ideas. Freedom means having autonomy 
over one’s day-to-day work and a sense of ownership 
and control over one’s ideas. Numerous studies have 
indicated that creative ideas thrive under conditions of 
freedom.

To foster creativity, companies may also have to 
remove impediments to creativity from their work en-
vironments. Internal conflict and power struggles, rigid 
management structures, and a conservative bias toward 
the status quo can all discourage creativity. They create 
the perception that others in the organization will decide  
which ideas are acceptable and deserve support.  
Like Richter at Kimberly-Clark, when Jim Donald be-
came CEO at Extended Stay America, the company 
had just gotten out of bankruptcy, and managers and 
employees were worried about losing their jobs and 
were afraid to make decisions that involved spending 
money. Said Donald, “They were waiting to be told 
what to do. They were afraid to do things.” So he re-
moved the greatest impediment to creativity, their fear, 
by handing out “Get Out of Jail, Free,” cards. If anyone 
made a decision or took big risks to try new things or  
improve performance, they could “play” their “Get 
Out of Jail, Free” card, just like in the Monopoly board  
game, without worrying about the consequences. Donald  
says that hotel managers have been sending in the cards, 
along with brief notes explaining what they tried. For 
instance, a New Jersey manager heard that a movie pro-
duction crew would be filming in the area, so she cold-
called them and struck a deal that resulted in a lengthy 
stay for the crew resulting in $250,000 in revenue for 
her hotel.32
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7-2b Experiential Approach: 
Managing Innovation during 
Discontinuous Change
A study of seventy-two product-development projects 
(that is innovation) in thirty-six computer companies 
across the United States, Europe, and Asia sheds light on 
how to manage innovation. Companies that succeeded 
in periods of discontinuous change (characterized by 
technological substitution and design competition, as 
described earlier) typically followed an experiential ap-
proach to innovation.33 The experiential approach 
to innovation assumes that innovation is occurring 
within a highly uncertain environment and that the key 
to fast product innovation is to use intuition, flexible op-
tions, and hands-on experience to reduce uncertainty 
and accelerate learning and understanding. The experi-
ential approach to innovation has five aspects: design it-
erations, testing, milestones, multifunctional teams, and 
powerful leaders.34

An iteration is a repetition. So a design iteration 
is a cycle of repetition in which a company tests a pro-
totype of a new product or service, improves on the de-
sign, and then builds and tests the improved product or 
service prototype. A product prototype is a full-scale 
working model that is being tested for design, function, 
and reliability. For example, Facebook-owned Oculus 
VR designed virtual reality headsets (that is goggles) to 
be used in simulations and digital games. Oculus shipped 
60,000 units of its first product prototype and used the 
resulting product feedback to develop its second proto-
type, the DK2, which it pre-sold to game developers who 
will not only test the DK2 but also how well the digital 
games they’re designing perform using the DK2.35 

Testing is a systematic comparison of different prod-
uct designs or design iterations. Companies that want to 
create a new dominant design following a technological 
discontinuity quickly build, test, improve, and retest a 
series of different product prototypes. While many com-
panies are developing driverless cars, prototype testing 
has occurred in controlled environments (Google’s driv-
erless car always has a driver at the wheel when on public 
roads—just in case) that often lack the authenticity—and 
chaos—of daily driving. That changed in 2015 with the 
opening of M City, a 23-acre mini-metropolis in Ann 
Arbor, Michigan, with forty building facades, a bridge, a 
tunnel, a traffic circle, gravel roads, angled intersections, 
obstructed views, and even robotic jaywalkers pushing 
baby carriages. M City allows researchers to test what 
happens if, say, a red light fails, something they could 
never do on real city streets. Hideki Hada, an electronics 

systems manager at Toyota, said, “We would never do 
any dangerous or risky tests on the open road, so this will 
be a good place to test some of the next technology.”36

By trying a number of very different designs or mak-
ing successive improvements and changes in the same 
design, frequent design iterations reduce uncertainty 
and improve understanding. Simply put, the more pro-
totypes you build, the more 
likely you are to learn what 
works and what doesn’t. 
Also, when designers and 
engineers build a number 
of prototypes, they are less 
likely to fall in love with a 
particular prototype. In-
stead, they’ll be more con-
cerned with improving the 
product or technology as 
much as they can. Testing 
speeds up and improves 
the innovation process, 
too. When two very differ-
ent design prototypes are 
tested against each other, or 
the new design iteration is 
tested against the previous 
iteration, product design 
strengths and weaknesses 

Creative Work
Stealing ideas is never a good idea. By taking credit for 
other people’s great work, you’re totally disregarding 
the efforts that they put into thinking of and developing 
the next great idea that will fuel your company’s success. 
But, did you know that stealing ideas is also bad for the 
entire organization? When you steal ideas from others, it 
actually squelches the creative powers in your company. 
After all, if someone else is just going to take credit for 
all of your creative work and get all of the benefits, then 
what’s the point? Why even bother thinking of anything 
innovative? So do the right thing, and don’t steal others’ 
ideas; it will help keep the creative juices flowing.
source: s. Carson, “Plagiarism and Its Effect on Creative Work,” Psychology Today,  
october 16, 2010, http://www.psychologytoday.com/blog/life-art/201010/plagiarism 
-and-its-effect-creative-work.

Doing the 
Right thing

Experiential approach to 
innovation an approach to 
innovation that assumes a highly 
uncertain environment and uses 
intuition, flexible options, and 
hands-on experience to reduce 
uncertainty and accelerate 
learning and understanding

Design iteration a cycle of 
repetition in which a company 
tests a prototype of a new product 
or service, improves on that 
design, and then builds and tests 
the improved prototype

Product prototype a full-
scale, working model that is being 
tested for design, function, and 
reliability

Testing the systematic 
comparison of different product 
designs or design iterations
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quickly become apparent. Likewise, testing uncovers er-
rors early in the design process when they are easiest to 
correct. Finally, testing accelerates learning and under-
standing by forcing engineers and product designers to 
examine hard data about product performance. When 
there’s hard evidence that prototypes are testing well, the 
confidence of the design team grows. Also, personal con-
flict between design team members is less likely when 
testing focuses on hard measurements and facts rather 
than on personal hunches and preferences.

Milestones are formal project review points used to 
assess progress and performance. For example, a company 
that has put itself on a twelve-month schedule to complete 
a project might schedule milestones at the three-month, 
six-month, and nine-month points on the schedule.  
By making people regularly assess what they’re doing, 
how well they’re performing, and whether they need to 
take corrective action, milestones provide structure to 
the general chaos that follows technological discontinui-
ties. Regularly meeting milestones gives people a sense 
of accomplishment and can shorten the innovation pro-
cess by creating a sense of urgency that keeps people on 
task. Google spends $9.8 billion annually on research 
and development. But, its growth and size have slowed 
the pace of innovation. Google Chairman Eric Schmidt 
says, “All of us believe we could execute faster.” To cre-
ate a sense of urgency, Google’s Advanced Technology 
and Project Lab now puts a strict two-year limit on re-
search projects. After two years, unsuccessful projects 
are killed, while successful projects are moved inside 
Google, spun off, or licensed to other companies. The 
two-year time frame forces project teams to make fast, 
focused decisions. Google CEO Eric Schmidt says, “We 
like this model because it puts pressure on people to per-
form and do relevant things or stop.”37

Multifunctional teams are work teams com-
posed of people from different departments. Multifunc-
tional teams accelerate learning and understanding by 
mixing and integrating technical, marketing, and manu-
facturing activities. By involving all key departments in 
development from the start, multifunctional teams speed 
innovation through early identification of new ideas or 
problems that would typically not have been generated 
or addressed until much later. Apple CEO Tim Cook 

assigned Steve Zadesky, a 
former Ford engineer who 
headed the teams that de-
veloped the iPhone and 
the iPad, to lead a secretive 
car project, code-named 
“Titan,” to apparently com-
pete with Tesla’s electric 

cars. Zadesky is building a multifunctional team by draft-
ing employees from different parts of Apple, while also 
recruiting outsiders with experience developing concept 
cars at Ford and Mercedes Benz and expertise in electric- 
car battery technology.38 

Powerful leaders provide the vision, discipline, and 
motivation to keep the innovation process focused, on 
time, and on target. Powerful leaders are able to get re-
sources when they are needed, are typically more expe-
rienced, have high status in the company, and are held 
directly responsible for the products’ success or failure. 
On average, powerful leaders can get innovation-related 
projects done nine months faster than leaders with little 
power or influence.

7-2c Compression Approach: 
Managing Innovation during 
Incremental Change
Whereas the experiential approach is used to manage in-
novation in highly uncertain environments during peri-
ods of discontinuous change, the compression approach is 
used to manage innovation in more certain environments 
during periods of incremental change. Whereas the goals 
of the experiential approach are significant improve-
ments in performance and the establishment of a new 
dominant design, the goals of the compression approach 
are lower costs and incremental improvements in the per-
formance and function of the existing dominant design.

The general strategies in each approach are differ-
ent, too. With the experiential approach, the general 
strategy is to build something new, different, and sub-
stantially better. Because there’s so much uncertainty—
no one knows which technology will become the market 
leader—companies adopt a winner-take-all approach by 
trying to create the market-leading, dominant design. 
With the compression approach, the general strategy is 
to compress the time and steps needed to bring about 
small, consistent improvements in performance and 
functionality. Because a dominant technology design 
already exists, the general strategy is to continue im-
proving the existing technology as rapidly as possible. 
For example, after using an experiential approach and 
investing $50 billion to develop its groundbreaking 787 
Dreamliner passenger jet, Boeing is now switching to 
a compression approach to innovation. Chief Operat-
ing Officer Dennis Muilenburg said, “In the past, we 
may have said our best engineers are working on the 
new thing. Now we want our best engineers working 
on innovative reuse.”39 Likewise, Ray Conner, CEO of 
Boeing’s commercial airplane unit said, “It’s not to say 

Milestones formal project 
review points used to assess 
progress and performance

Multifunctional 
teams work teams composed of 
people from different departments

61592_ch07_ptg01.indd   142 10/23/15   3:31 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



143CHAPTER 7: Innovation and Change 

you don’t innovate [but] how do you innovate to make it 
more producible? How do you innovate to make it more 
reliable?”40

In short, a compression approach to innovation  
assumes that innovation is a predictable process, that 
incremental innovation can be planned using a series of 
steps, and that compressing the time it takes to complete 
those steps can speed up innovation. The compression 
approach to innovation has five aspects: planning, sup-
plier involvement, shortening the time of individual steps, 
overlapping steps, and multifunctional teams.41

In Chapter 5, planning was defined as choosing 
a goal and a method or strategy to achieve that goal. 
When planning for incremental innovation, the goal is 
to squeeze or compress development time as much 
as possible, and the general strategy is to create a 
series of planned steps to accomplish that goal. 
Planning for incremental innovation helps 
avoid unnecessary steps and enables devel-
opers to sequence steps in the right order to 
avoid wasted time and delays between steps. 
Planning also reduces misunderstandings 
and improves coordination.

Most planning for incremental inno-
vation is based on the idea of generational 
change. Generational change occurs when incremen-
tal improvements are made to a dominant technological 
design such that the improved version of the technology 
is fully backward compatible with the older version.42 
Most computers, for instance, have USB (universal serial 
bus) input slots to connect and power USB thumb drives, 
monitors, or external hard drives used for backup stor-
age. USB 3.1, the latest USB standard, can transfer more 
than 10 Gbps (gigabytes per second), compared to USB 
3.0 devices, which operate at 5 Gbps, or USB 2.0 devices, 
which operate at roughly 1/2 Gbps.43 What happens if you 
buy a new computer with USB 3.1 slots, but still own a  
USB 3.0 external hard drive and a USB 2.0 thumb drive? 
Both will work because they are backward compatible 
with USB 3.1, but at slower speeds. 

Because the compression approach assumes that 
innovation can follow a series of preplanned steps, one 
of the ways to shorten development time is supplier in-
volvement. Delegating some of the preplanned steps in 
the innovation process to outside suppliers reduces the 
amount of work that internal development teams must 
do. Plus, suppliers provide an alternative source of ideas 
and expertise that can lead to better designs.

Another way to shorten development time is simply 
to shorten the time of individual steps in the innovation 
process. A common way to do that is through computer- 
aided design (CAD). CAD speeds up the design process 

by allowing designers and engineers to make and test de-
sign changes using computer models rather than physi-
cally testing expensive prototypes. CAD also speeds 
innovation by making it easy to see how design changes 
affect engineering, purchasing, and production. For ex-
ample, 3-D design software reduces the time and cost 
involved in creating new products. Ansys simulation 
software shows how products will actually operate in the 
real world. Created by 600 PhDs, it uses advanced al-
gorithms to mirror the physics of heat, friction, fluids, 
loads, and stress, allowing users to simulate anything 
from tennis rackets to passenger jet lift coefficients for 

takeoffs and landings. Instead of testing dozens 
of mock-up products, Ansys users save time 
and money by letting the software do the 
testing. Jim Shaikh wanted to design a baby 

bottle that instantly heated milk to the right 
temperature every time, so he used Ansys to test 
different designs and plastics. The best design, 

according to the software, was a bottle with an in-
ternal element that heats milk as it passes through the 

nipple to the baby. Only after finalizing the design via 
thousands of tests on Ansys did Shaikh spend $1,500 to 

produce a prototype of the finished product.44 
In a sequential design process, each 

step must be completed before the next 
step begins. But sometimes multiple 

development steps can be performed at the same time. 
Overlapping steps shorten the development process by 
reducing delays or waiting time between steps. 

oRgAnIzATIonAL 
DECLInE: THE RIsK  
oF noT CHAngIng

Founded in 1921 in Boston  
as a store for ham radio en-
thusiasts, RadioShack grew  
to more than 7,000 stores 
by stocking a wide range of 
components used to build 
or repair various electronic 
devices. In fact, before star-
ting Apple, co-founders  
Steve Jobs and Steve  
Wozniak bought parts at  
RadioShack to make a “blue  
box” device that illegally 

7-3

Compression approach 
to innovation an approach 
to innovation which assumes that 
incremental innovation can be 
planned using a series of steps and 
that compressing those steps can 
speed innovation

Generational change  
change based on incremental 
improvements to a dominant 
technological design such that 
the improved technology is fully 
backward compatible with the 
older technology
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switched on free long distance calling (which mattered 
when long distance calls were 40 cents a minute).45  
RadioShack’s growth was first propelled by hobbyists 
(nerds like Jobs and Wozniak), then by battery sales, com-
puters, and cell phones. The TRS-80, introduced in 1977, 
was one of the first broadly popular PCs. Following com-
puters, which it stopped making in 1993, its next growth 
cycle came from cell phones. The phone companies at 
first relied on RadioShack to sign up and service custo-
mers, but this changed as they eventually established their 
own retail stores. RadioShack moved away from its focus  
on serving technology power users and hobbyists by 
opening unsuccessful big-box electronics and appliance 
stores, such as Computer City and Incredible Universe, 
on which it lost hundreds of millions of dollars in the 
1990s. Outmaneuvered by BestBuy in brick-and-mortar  
retailing, and never really competitive on the Web,  
RadioShack filed for bankruptcy in spring 2015 after los-
ing $936 million since 2011, the last year it was profitable.46 

Businesses operate in a constantly changing en-
vironment. Recognizing and adapting to internal and 
external changes can mean the difference between con-
tinued success and going out of business. Companies 
that fail to change run the risk of organizational decline.47  
Organizational decline occurs when companies don’t 
anticipate, recognize, neutralize, or adapt to the internal or 
external pressures that threaten their survival. In other words, 
decline occurs when organizations don’t recognize the need 
for change. There are five stages of organizational decline: 
blinded, inaction, faulty action, crisis, and dissolution.

In the blinded stage, decline begins because key 
managers fail to recognize the internal or external 
changes that will harm their organizations. This blind-
ness may be due to a simple lack of awareness about 
changes or an inability to understand their significance. 
It may also come from the overconfidence that can de-
velop when a company has been successful.

In the inaction stage, as organizational performance 
problems become more visible, management may recog-
nize the need to change but still take no action. The man-
agers may be waiting to see if the problems will correct 
themselves. Or, they may find it difficult to change the 
practices and policies that previously led to success. Pos-
sibly, too, they wrongly assume that they can easily correct 

the problems, so they don’t 
feel the situation is urgent.

In the faulty action 
stage, faced with rising 
costs and decreasing profits 
and market share, manage-
ment will announce belt-
tightening plans designed  

to cut costs, increase efficiency, and restore profits. In other 
words, rather than recognizing the need for fundamental 
changes, managers assume that if they just run a tighter 
ship, company performance will return to previous levels.

In the crisis stage, bankruptcy or dissolution (break-
ing up the company and selling its parts) is likely to oc-
cur unless the company completely reorganizes the 
way it does business. At this point, however, companies 
typically lack the resources to fully change how they run 
their businesses. Cutbacks and layoffs will have reduced 
the level of talent among employees. Furthermore, tal-
ented managers who were savvy enough to see the cri-
sis coming will have found jobs with other companies, 
often with competitors. At this stage, hoping to gener-
ate enough cash to fund a much-needed redesign of its 
remaining stores, RadioShack took out $835 million in 
loans and closed 1,100 stores, However, during the 2014 
holiday season, its corporate finances amounted to the 
equivalent of just $15,000 cash per store.48

In the dissolution stage, after failing to make the 
changes needed to sustain the organization, the company 
is dissolved through bankruptcy proceedings or by selling 
assets to pay suppliers, banks, and creditors. At this point, 
a new CEO may be brought in to oversee the closing of 
stores, offices, and manufacturing facilities; the final lay-
off of managers and employees; and the sale of assets. It 
is important to note that decline is reversible at each of 
the first four stages and that not all companies in decline 
reach final dissolution. RadioShack declared bankruptcy 
in February 2015, and was acquired by its largest lender, 
hedge fund Standard General. Seventeen hundred stores 
will continue operating, but 1,400 will feature Sprint/ 
Radio Shack signage and branding. Sprint and its em-
ployees will use roughly one-third of each store to sell 
and display Sprint mobile phones and related products.49

“Radioshack filed for bankruptcy in 2015 and 
was acquired by its largest lender, hedge 
fund, Standard General.”

Organizational decline  
a large decrease in organizational 
performance that occurs when 
companies don’t anticipate, 
recognize, neutralize, or adapt to 
the internal or external pressures 
that threaten their survival
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MAnAgIng CHAngE
According to social psychologist Kurt Lewin, change is a 
function of the forces that promote change and the oppos-
ing forces that slow or resist change.50 Change forces 
lead to differences in the form, quality, or condition of 
an organization over time. In contrast to change forces,  
resistance forces support the status quo, that is, the 
existing conditions in an organization. Change is difficult 
under any circumstances. Production schedules on movie 
sets have changed dramatically as a result of directors hav-
ing switched from film to digital recordings. When shoot-
ing with film, a new film reel has to be loaded 
every ten minutes, creating fre-
quent breaks when stars would 
return to their trailers to read, 
rehearse, or rest. Because there 
are no film reels with digital re-
cording, shooting can occur con-
tinuously, significantly reducing film 
product ion time and costs. A number  
of famous actors, however, don’t  
like the change. Actor Robert  
Downey, Jr. complained, “I can’t  
work like this. I never get to 
go to my trailer … I’m on my 
feet fourteen hours a day. I’m 
shooting all the time.”51 

Resistance to change 
is caused by self-interest, 
misunderstanding and distrust, and a general intolerance 
for change.52 People resist change out of self-interest be-
cause they fear that change will cost or deprive them of 
something they value. Resistance might stem from a fear 
that the changes will result in a loss of pay, power, re-
sponsibility, or even perhaps one’s job. 

People also resist change because of misunderstand-
ing and distrust; they don’t understand the change or 
the reasons for it, or they distrust the people—typically  
management—behind the change. Resistance isn’t al-
ways visible at first. In fact, some of the strongest resist-
ers may initially support the changes in public, nodding 
and smiling their agreement, but then ignore the changes 
in private and do their jobs as they always have. Manage-
ment consultant Michael Hammer calls this deadly form 
of resistance the “Kiss of Yes.”53

Resistance may also come from a generally low toler-
ance for change. Some people are simply less capable of 
handling change than others. People with a low tolerance  
for change feel threatened by the uncertainty associated 
with change and worry that they won’t be able to learn 

7-4
the new skills and behaviors needed to successfully ne-
gotiate change in their companies.

Because resistance to change is inevitable, success-
ful change efforts require careful management. 

In this section, you will learn about 7-4a managing re-
sistance to change, 7-4b what not to do when leading  
organizational change, and 7-4c different change 
tools and techniques.

7-4a Managing Resistance  
to Change
According to psychologist Kurt Lewin, managing or-

ganizational change is a basic process of unfreez-
ing, change intervention, and refreezing.  

Unfreezing is getting the people 
affected by change to believe that 

change is needed. During the 
change intervention itself, 

workers and managers change 
their behavior and work prac-
tices. Refreezing is sup-

porting and reinforcing 
the new changes so that 
they stick.

Resistance to change 
is an example of frozen 
behavior. Given the choice 

between changing and not 
changing, most people 
would rather not change. 
Because resistance to 
change is natural and in-
evitable, managers need 
to unfreeze resistance to 
change to create success-
ful change programs. The 
following methods can be 
used to manage resistance 
to change: education and 
communication, partici-
pation, negotiation, top-
management support, and 
coercion.54

When resistance to 
change is based on in-
sufficient, incorrect, or 
misleading information, 
managers should educate 

The Kiss of Yes occurs when some of the 
strongest resisters support changes in 
public, but then ignore them in private.

Change forces forces 
that produce differences in the 
form, quality, or condition of an 
organization over time 

Resistance forces  
forces that support the existing 
conditions in organizations

Resistance to change  
opposition to change resulting from 
self-interest, misunderstanding and 
distrust, and a general intolerance 
for change

Unfreezing getting the 
people affected by change to 
believe that change is needed

Change intervention  
the process used to get workers 
and managers to change their 
behaviors and work practices

Refreezing supporting and 
reinforcing new changes so that  
they stick

iS
to

ck
ph

ot
o.

co
m

/ V
io

rik
a

61592_ch07_ptg01.indd   145 10/23/15   3:31 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



146 PART TWo

employees about the need for change and communicate 
change-related information to them. Managers must 
also supply the information and funding, or other sup-
port employees need to make changes. For example, re-
sistance to change can be particularly strong when one 
company buys another company. This is because one 
company in the merger usually has a higher status due to 
its size or its higher profitability or the fact that it is the 
acquiring company. These status differences are impor-
tant to managers and employees, particularly if they’re 
in the lower-status company, who worry about retain-
ing their jobs or influence after the merger. That fear 
or concern can greatly increase resistance to change.55 
When PMA Companies, an insurance risk management 
firm, was acquired by Old Republic International, an 
insurance company, PMA’s CEO Vince Donnelly com-
municated frequently with PMA’s employees about the 
merger. Four months before the acquisition became of-
ficial, he traveled to each of the company’s twenty of-
fices and gave employees a detailed description of how 
their day-to-day operations would change and why the 
acquisition was good for everyone involved. He also held 
quarterly updates with employees via videoconference. 
Said Donnelly, “It’s not just one and done. Communi-
cation needs to be continual. You need to continue to 
reinforce the messages that you want people to internal-
ize. So you need to understand that communication is a 
continuous process and not something that you do just 
once.” He went on to say, “What you are asking people 
to do is trust you, [trust] that you have the best interest 
of everybody in mind, and [trust that] when there is news 
to tell, you’re going to hear it directly from the CEO—
good, bad or indifferent.”56 

Another way to reduce resistance to change is to 
have those affected by the change participate in plan-
ning and implementing the change process. Employ-
ees who participate have a better understanding of the 
change and the need for it. Furthermore, employee con-
cerns about change can be addressed as they occur if em-
ployees participate in the planning and implementation 
process. When United Airlines and Continental Airlines 
merged to form one of the world’s largest airlines, there 
were thousands of decisions to be made to integrate the 
two companies, such as combining websites, ticketing 
systems, pay and promotion policies, and so on. They 
even had to decide which coffee to serve, as Continental 
served coffee from Fresh Brew, and United served Star-

bucks. While seemingly a 
small decision, United and 
Continental serve a com-
bined 62 million cups of 
coffee each year. Sandra 

Pineau-Boddison, the vice president of food services, 
picked a fourteen-member team consisting of people 
from flight operations, finance, food service, and mar-
keting to make the decision, even asking them to blindly 
taste twelve different coffees to identify which tasted 
best. Then, she took the committee’s selection and asked 
the company’s board of directors, as well as 1,100 flight 
attendants who also tried the new brew, for input.57

Employees are also less likely to resist change if they 
are allowed to discuss and agree on who will do what 
after change occurs. Craig Durosko, founder of Sun 
Design Home Remodeling Specialists in Burke,  
Virginia, says, “Unfortunately, the way most employees 
find out when a company isn’t doing well is when their 
paychecks bounce or when they show up and the front 
doors are locked. When changes go down and they don’t 
know about it, they can’t do anything about it.” So, when 
Sun Design’s business shrank dramatically during the 
recession, Durosko explained the problem, sharing de-
tailed financial information, and then asked his employ-
ees what could be done to minimize losses. He says, “No 
less than 20 employees gave line-by-line specific things 
they could do to make a difference.”58 

Resistance to change also decreases when change 
efforts receive significant managerial support. Managers 
must do more than talk about the importance of change, 
though. They must provide the training, resources, and 
autonomy needed to make change happen. Finally, resis-
tance to change can be managed through coercion, or 
the use of formal power and authority to force others to 
change. Because of the intense negative reactions it can 
create (for example fear, stress, resentment, sabotage of 
company products), coercion should be used only when 
a crisis exists or when all other attempts to reduce resis-
tance to change have failed.

7-4b What Not to Do When  
Leading Change
So far, you’ve learned about the basic change process 
(unfreezing, change intervention, refreezing) and man-
aging resistance to change. Harvard Business School 
professor John Kotter argues that knowing what not to 
do is just as important as knowing what to do when it 
comes to achieving successful organizational change.59

Managers commonly make certain errors when 
they lead change. The first two errors occur during the 
unfreezing phase, when managers try to get the peo-
ple affected by change to believe that change is really 
needed. The first and potentially most serious error is 
not establishing a great enough sense of urgency. In fact, 
Kotter estimates that more than half of all change efforts 

Coercion the use of formal 
power and authority to force 
others to change
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fail because the people affected are not convinced that 
change is necessary. People will feel a greater sense 
of urgency if a leader in the company makes a pub-
lic, candid assessment of the company’s problems and 
weaknesses. 

Nokia went from being the world’s largest cell 
phone company in 2007 to nearly going out of business 
and then selling off its handset division to Microsoft  
in 2013. Frank Nuovo, who designed several of Nokia’s 
most successful mobile phones, notes that Nokia was 
working on innovations, such as tablet computers and 
touch-screen devices, long before Apple’s iPad or iPhone 
came to market. Nuovo said, “We realized at Nokia that 
touch [screen technology] was increasingly important 
and were working towards doing it, but when a company 
is really busy holding on to what it has built, it is difficult 
to put enough of a push towards something so drastically 
new and engender urgency in it.” He further explained 
that instead of a sense of urgency, “There was a real 
sense of saying ‘we will get to that eventually.’”60 Nokia 
sacrificed innovation in favor of supporting existing  
customers and technology. As a result, companies like 
Apple began releasing new game-changing products, 
and Nokia was left behind.61

The second mistake that occurs in the unfreezing 
process is not creating a powerful enough coalition. 
Change often starts with one or two people. But change 
has to be supported by a critical and growing group of 
people to build enough momentum to change an entire 
department, division, or company. Besides top manage-
ment, Kotter recommends that key employees, manag-
ers, board members, customers, and even union leaders 
be members of a core change coalition that guides and 
supports organizational change. Celestica Inc., located 
in Toronto, Canada, is an electronics manufacturing 
services company that produces complex printed circuit 
assemblies, such as PC motherboards and networking 
cards, flat-screen TVs, and Xbox video game systems 
for Microsoft. Celestica’s CEO Craig Muhlhauser says, 
“In a turnaround, there are three kinds of employees, 
those on your side, those on the fence, and those who 
will never buy in. The latter have to be let go, and 
those on the fence should be persuaded to contribute 
or leave.” Says Muhlhauser, “We have to make change, 
change is difficult and as we make change, it is impor-
tant to realize that there are people who are going to 
resist that change. In talking to those people, the ob-
jective is to move everybody into the column of sup-
porters. But that is probably unachievable.”62 It’s also 
important to strengthen this core change coalition’s re-
solve by periodically bringing its members together for 
off-site retreats.

The next four errors that managers make occur 
during the change phase, when a change intervention 
is used to try to get workers and managers to change 
their behavior and work practices. Lacking a vision for 
change is a significant error at this point. As you learned 
in Chapter 5, a vision (defined as a purpose statement in 
Chapter 5) is a statement of a company’s purpose or rea-
son for existing. A vision for change makes clear where a 
company or department is headed and why the change is 
occurring. Change efforts that lack vision tend to be con-
fused, chaotic, and contradictory. By contrast, change ef-
forts guided by visions are clear, are easy to understand, 
and can be effectively explained in five minutes or less.

Undercommunicating the vision by a factor of ten 
is another mistake in the change phase. According to  
Kotter, companies mistakenly hold just one meeting to 
announce the vision. Or, if the new vision receives heavy 
emphasis in executive speeches or company newsletters, 
senior management then undercuts the vision by behav-
ing in ways contrary to it. Successful communication  
of the vision requires that top managers link everything 
the company does to the new vision and that they “walk 
the talk” by behaving in ways consistent with the vision. 
Furthermore, even companies that begin change with a 
clear vision sometimes make the mistake of not removing  
obstacles to the new vision. They leave formidable barriers 
to change in place by failing to redesign jobs, pay plans, and 
technology to support the new way of doing things. One 
of the biggest obstacles that Nokia CEO Stephen Elop 
removed soon after joining the company was Symbian,  
the core operating software on more than 400 million  

Nokia went from being the world’s largest 
cell phone company in 2007 to selling off 
its handset division to Microsoft in 2013, 
due in part to no sense of urgency when it 
came to innovation.
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Nokia phones. Killing Symbian saved Nokia $1.4 billion  
a year in software maintenance and research and devel-
opment costs. The software was out of date and buggy, 
and Nokia’s computer software engineers had not deli-
vered a new smartphone on schedule or on budget since 
2009. Plus, app developers hated programming for  
Symbian. Tuomas Artman, who used to work at Nokia, 
said, “Developing for Symbian could make you want to 
slice your wrists.”63 

Killing Symbian not only saved billions in costs, 
it also allowed Nokia to strike an exclusive deal with  
Microsoft to use Windows Phone 7 software on its 
phones. Microsoft agreed to allow Nokia to innovate by 
creating new features for Windows Phone and injected  
hundreds of millions of dollars of marketing funds to  
support Nokia’s efforts to sell new Windows-based smart-
phones. The change helped both companies, as Microsoft  
only had a 4 percent share of the smartphone market 
by itself, whereas in May 2013, Nokia and Microsoft  
had a combined 15 percent market share.64 

Another error in the change phase is not systemati-
cally planning for and creating short-term wins. Most 
people don’t have the discipline and patience to wait 
two years to see if the new change effort works. Change 
is threatening and uncomfortable, so people need to 
see an immediate payoff if they are to continue to sup-
port it. Kotter recommends that managers create short-
term wins by actively picking people and projects that 
are likely to work extremely well early in the change 
process. 

The last two errors that managers make occur during 
the refreezing phase, when attempts are made to sup-
port and reinforce changes so that they stick. Declaring 
victory too soon is a tempting mistake in the refreezing 
phase. Managers typically declare victory right after the 
first large-scale success in the change process. Declar-
ing success too early has the same effect as draining the 
gasoline out of a car: it stops change efforts dead in their 
tracks. With success declared, supporters of the change 
process stop pushing to make change happen. After all, 
why push when success has been achieved? Rather than 
declaring victory, managers should use the momentum 
from short-term wins to push for even bigger or faster 
changes. This maintains urgency and prevents change 
supporters from slacking off before the changes are fro-
zen into the company’s culture.

The last mistake that managers make is not an-
choring changes in the corporation’s culture. An orga-
nization’s culture is the set of key values, beliefs, and 
attitudes shared by organizational members that deter-
mines the accepted way of doing things in a company. As 

you learned in Chapter 3, changing cultures is extremely 
difficult and slow. According to Kotter, two things help 
anchor changes in a corporation’s culture. The first is 
directly showing people that the changes have actually 
improved performance. The second is to make sure 
that the people who get promoted fit the new culture. 
If they don’t, it’s a clear sign that the changes were only 
temporary.

7-4c Change Tools  
and Techniques
Imagine that your boss came to you and said, “All 
right, genius, you wanted it. You’re in charge of turn-
ing around the division.” Where would you begin? How 
would you encourage change-resistant managers to 
change? What would you do to include others in the 
change process? How would you get the change pro-
cess off to a quick start? Finally, what approach would 
you use to promote long-term effectiveness and per-
formance? Results-driven change, the General Electric 
workout, and organizational development are different 
change tools and techniques that can be used to ad-
dress these issues.

One of the reasons that organizational change efforts 
fail is that they are activity oriented rather than results 
oriented. In other words, they focus primarily on chang-
ing company procedures, management philosophy, or 
employee behavior. Typically, there is much buildup and 
preparation as consultants are brought in, presentations 
are made, books are read, and employees and manag-
ers are trained. There’s a tremendous emphasis on doing 
things the new way. But, with all the focus on “doing,” 

Shell’s new CEO, Ben van Beurden, split the 
company into 150 performance units, each 
to be evaluated on its profitability.
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149CHAPTER 7: Innovation and Change 

almost no attention is paid to results, to seeing if all this 
activity has actually made a difference.

By contrast, results-driven change supplants the 
emphasis on activity with a laser-like focus on quickly  
measuring and improving results.65 When Ben van  
Beurden became CEO of Royal Dutch Shell, one of the 
world’s largest oil companies, he put everyone in the 
company on notice by proclaiming that oil refining prof-
its were “simply too low,” and that Shell needed, “bet-
ter operational discipline.” Furthermore, he changed 
managers’ focus from “professional excellence,” which 
served Shell well after a serious financial scandal, to spe-
cific results-driven goals. So Beurden split Shell into 150 
performance units, each to be evaluated on its profit-
ability, with profitable units continuing, and unprofitable 
units closing or being sold. Likewise, managers now had 
to compete for additional funds for their units by sub-
mitting formal requests to a central committee, which in 
turn had its spending recommendations reviewed by a 
“challenge committee.”66

Another advantage of results-driven change is that 
managers introduce changes in procedures, philosophy, or 
behavior only if they are likely to improve measured per-
formance. In other words, managers and workers actually 
test to see if changes make a difference. A third advantage 
of results-driven change is that quick, visible improve-
ments motivate employees to continue to make additional 
changes to improve measured performance. Exhibit 7.4 
describes the basic steps of results-driven change.

The General Electric workout is a special kind of 
results-driven change. The “workout” involves a three-
day meeting that brings together managers and employ-
ees from different levels and parts of an organization to 
quickly generate and act on solutions to specific business 
problems.67 On the first morning, the boss discusses the 
agenda and targets specific business problems that the 
group will solve. Then, the boss leaves, and an outside fa-
cilitator breaks the group (typically thirty to forty people) 
into five or six teams and helps them spend the next day 
and a half discussing and debating solutions.

On day three, in what GE calls a “town meeting,” 
the teams present specific solutions to their boss, who 
has been gone since day one. As each team’s spokesper-
son makes specific suggestions, the boss has only three 
options: agree on the spot, say no, or ask for more in-
formation so that a decision can be made by a specific, 
agreed-on date. GE boss Armand Lauzon sweated his 
way through a town meeting. To encourage him to say 
yes, his workers set up the meeting room to put pressure 
on Lauzon. He says, “I was wringing wet within half an 
hour. They had 108 proposals, I had about a minute to 

say yes or no to each one, and I couldn’t make eye con-
tact with my boss without turning around, which would 
show everyone in the room that I was chicken.”68 In the 
end, Lauzon agreed to all but eight suggestions. Further-
more, after those decisions were made, no one at GE 
was allowed to overrule them.

Organizational development is a philosophy 
and collection of planned change interventions designed 
to improve an organization’s long-term health and per-
formance. Organizational development takes a long-
range approach to change; 
assumes that top-manage-
ment support is necessary 
for change to succeed; cre-
ates change by educating 
workers and managers to 
change ideas, beliefs, and 
behaviors so that problems 
can be solved in new ways; 
and emphasizes employee 
participation in diagnos-
ing, solving, and evaluating 
problems.69 As shown in 
Exhibit 7.5, organizational 
development interven-
tions begin with the recog-
nition of a problem. Then, 
the company designates a 
change agent to be for-
mally in charge of guiding 

Results-driven change  
change created quickly by 
focusing on the measurement and 
improvement of results

General Electric workout  
a three-day meeting in which 
managers and employees from 
different levels and parts of an 
organization quickly generate 
and act on solutions to specific 
business problems

Organizational 
development a philosophy 
and collection of planned change 
interventions designed to improve 
an organization’s long-term health 
and performance

Change agent the person 
formally in charge of guiding a 
change effort

Exhibit 7.4

How to Create a Results-Driven  
Change Program

1. Set measurable, short-term goals to improve performance.

2. Make sure your action steps are likely to improve measured 
performance.

3. Stress the importance of immediate improvements.

4. Solicit help from consultants and staffers to achieve quick 
improvements in performance.

5. Test action steps to see if they actually yield improvements. If they 
don’t, discard them and establish new ones.

6. Use resources you have or that can be easily acquired. It doesn’t 
take much.

source: R. H. schaffer and H. A. Thomson, “successful Change Programs Begin with 
Results,” Harvard Business Review on Change (Boston: Harvard Business school Press, 
1998), 189–213.
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the change effort. This person can be someone from 
within the company or a professional consultant. The 
change agent clarifies the problem, gathers information, 
works with decision makers to create and implement an 
action plan, helps to evaluate the plan’s effectiveness, 

implements the plan throughout the company, and then 
leaves (if from outside the company) after making sure 
the change intervention will continue to work.

Organizational development interventions are 
aimed at changing large systems, small groups, or 

Exhibit 7.5

General Steps for Organizational Development Interventions
1. Entry A problem is discovered, and the need for change becomes apparent. A search begins for someone to deal 

with the problem and facilitate change.

2. Startup A change agent enters the picture and works to clarify the problem and gain commitment to a change effort.

3. Assessment & feedback The change agent gathers information about the problem and provides feedback about it to decision makers 
and those affected by it.

4. Action planning The change agent works with decision makers to develop an action plan.

5. Intervention The action plan, or organizational development intervention, is carried out.

6. Evaluation The change agent helps decision makers assess the effectiveness of the intervention.

7. Adoption Organizational members accept ownership and responsibility for the change, which is then carried out 
through the entire organization.

8. Separation The change agent leaves the organization after first ensuring that the change intervention will continue to work.

source: W. J. Rothwell, R. sullivan, and g. M. McLean, Practicing Organizational Development: A Guide for Consultants (san Diego: Pfeiffer & Co., 1995).

Exhibit 7.6

Different Kinds of Organizational Development Interventions

Large-System Interventions

Sociotechnical 
systems

An intervention designed to improve how well employees use and adjust to the work technology used in an 
organization.

Survey feedback An intervention that uses surveys to collect information from the members of the system, reports the results of that 
survey to the members, and then uses those results to develop action plans for improvement.

Small-Group Interventions

Team building An intervention designed to increase the cohesion and cooperation of work group members.

Unit goal setting An intervention designed to help a work group establish short- and long-term goals.

Person-Focused Interventions

Counseling/coaching An intervention designed so that a formal helper or coach listens to managers or employees and advises them on how 
to deal with work or interpersonal problems.

Training An intervention designed to provide individuals with the knowledge, skills, or attitudes they need to become more 
effective at their jobs.

source: W. J. Rothwell, R. sullivan, and g. M. McLean, Practicing Organizational Development: A Guide for Consultants (san Diego: Pfeiffer & Co., 1995).
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LOcaTeD in TexTbOOk
 ◻ Rip-out and review chapter review card

LOcaTeD aT www.cengagebrain.cOm
 ◻ Review key term flashcards and create your  

own from StudyBits

 ◻ Track your knowledge and understanding of key  
concepts, using the concept tracker

 ◻ Complete practice and graded quizzes to prepare  
for tests

 ◻ Complete interactive content within the exposition

 ◻ View chapter highlight box content at the beginning  
of each chapter  

STUDY  
TOOLS 7

people.70 More specifically, the purpose of large-system 
interventions is to change the character and perfor-
mance of an organization, business unit, or department. 
Small-group intervention focuses on assessing how a 
group functions and helping it work more effectively 
to accomplish its goals. Person-focused intervention 
is intended to increase interpersonal effectiveness by 
helping people to become aware of their attitudes and 
behaviors and to acquire new skills and knowledge. 
Exhibit 7.6 describes the most frequently used organi-
zational development interventions for large systems, 
small groups, and people.
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8 Global Management

After you finish 

this chapter, go to  

PAGE 175 for

STUDY TOOLS

LEARNING OutcOmEs

Discuss the impact of global business and the trade rules and agreements that 
govern it.
Explain why companies choose to standardize or adapt their business procedures.

Explain the different ways that companies can organize to do business globally.

Explain how to find a favorable business climate.

Discuss the importance of identifying and adapting to cultural differences.

Explain how to successfully prepare workers for international assignments.

8-1

8-2

8-3

8-4

8-5

8-6
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153CHAPTER 8: Global Management

8-1a The Impact of Global Business
Multinational corporations are corporations that 
own businesses in two or more countries. In 1970, 
more than half of the world’s 7,000 multinational cor-
porations were headquartered in just two countries: 
the United States and the United Kingdom. There  
are now roughly 103,000 multinational corporations, 
more than fourteen times as many as in 1970, and 9,692, or  
9.4 percent, are based in the United States.1 Today, 
73,144 multinationals, or 71 percent, are based in 
other developed countries (for example Germany, Italy,  
Canada, and Japan), while 30,209, or 29.3 percent, are 
based in developing countries (for example Colombia 
and South Africa). So, today, multinational companies 
can be found by the thousands all over the world!

Another way to appreciate the impact of global busi-
ness is by considering direct foreign investment. Direct 
foreign investment occurs when a company builds a 
new business or buys an existing business in a foreign 
country. French information technology company Cap 
Gemini made a direct foreign investment in the U.S. 
when it purchased its U.S. rival IGATE for $4 billion.2

Of course, companies from many other countries 
also own businesses in the United States. As Exhibit 8.1 
shows, companies from the United Kingdom, Japan, the 
Netherlands, Canada, France, Switzerland, Germany, 
and Luxembourg have the largest direct foreign invest-
ment in the United States. Overall, foreign companies 
invest more than $2.7 trillion a year to do business in the 
United States.

But direct foreign investment in the United States 
is only half the picture. U.S. companies also have made 
large direct foreign investments in countries through-
out the world. FedEx is paying $4.8 billion to buy TNT  
Express, a Dutch package-delivery company. FedEx 
will gain TNT’s door-to-door delivery routes in forty 
countries, doubling its European market share to over  
20 percent, which will now  
rival the 25 percent share 
of its key competitor, UPS. 
FedEx executive Michael 
Glenn said, “The com-
bination of FedEx’s exist-
ing network and TNT’s  
broad ground-based net-
work will. . .  result [in]. . .  
enhanced coverage, a 
broader portfolio, obviou-
sly, [and] better pickup and 
delivery cost.”3

GlobAl businEss, 
TRAdE RulEs, And 
TRAdE AGREEMEnTs

Business is the buying and selling of goods or services. 
Buying this textbook was a business transaction. So was 
selling your first car and getting paid for babysitting 
or for mowing lawns. Global business is the buying 
and selling of goods and services by people from dif-
ferent countries. The Timex watch that I wore while I 
was writing this chapter was purchased at a Walmart 
in Texas. But because it was made in the Philippines, 
I participated in global business when I paid Walmart. 
Walmart, for its part, had already paid Timex, which had 
paid the company that employs the Filipino managers 
and workers who made my watch. Of course, there is 
more to global business than buying imported products 
at Walmart.

Global business presents its own set of challenges 
for managers. How can you be sure that the way you run 
your business in one country is the right way to run that 
business in another? This chapter discusses how organi-
zations answer that question. We will start by examining 
global business in two ways: first exploring its impact on 
U.S. businesses and then reviewing the basic rules and 
agreements that govern global trade. Next, we will ex-
amine how and when companies go global by examining 
the trade-off between consistency and adaptation and 
discussing how to organize a global company. Finally, we 
will look at how companies decide where to expand glob-
ally, including finding the best business climate, adapting 
to cultural differences, and better preparing employees 
for international assignments.

If you want a simple demonstration of the impact 
of global business, look at the tag on your shirt, the in-
side of your shoes, and the inside of your digital camera 
(take out your battery). Chances are all of these items 
were made in different places around the world. As 
I write this, my shirt, shoes, and digital camera were 
made in Thailand, China, and Korea. Where were 
yours made?

Let’s learn more about 8-1a the impact of global busi-
ness, 8-1b how tariff and nontariff trade barriers have 
historically restricted global business, 8-1c how today 
global and regional trade agreements are reducing 
those trade barriers worldwide, and 8-1d how consum-
ers are responding to those changes in trade rules and 
agreements.

8-1

Global business the buying 
and selling of goods and services 
by people from different countries 

Multinational 
corporation a corporation 
that owns businesses in two or 
more countries

Direct foreign investment  
a method of investment in which 
a company builds a new business 
or buys an existing business in a 
foreign country
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domestic businesses and workers. Infact, governments  
have done much more than hope that you will buy from 
domestic companies. Historically, governments have ac-
tively used trade barriers to make it much more expen-
sive or difficult (or sometimes impossible) for consumers to 
buy or consume imported goods. For example, the Mexican  
government adds a 25 percent tariff to clothes, textiles, 
and footwear imported to Mexico. Stephen Lamar of the 
American Apparel & Footwear Association explained that 
the tariffs, “. . .will make it more expensive for our mem-
bers to export to Mexico from the U.S. and everywhere. It’s  
disappointing.”4 By establishing these restrictions and taxes,  
the Mexican government is engaging in protectionism, 
which is the use of trade barriers to protect local compa-
nies and their workers from foreign competition.

Governments have used two general kinds of 
trade barriers: tariff and nontariff barriers. A tariff is a  
direct tax on imported goods. Tariffs increase the cost 
of imported goods relative to that of domestic goods. 
The Indian import tax on raw and refined sugar is 25 to  
40 percent.5

Nontariff barriers are nontax methods of increas-
ing the cost or reducing the volume of imported goods. 
There are five types of nontariff barriers: quotas, voluntary  
export restraints, government import standards, govern-
ment subsidies, and customs valuation/classification. 
Because there are so many different kinds of nontariff  

As Exhibit 8.2 shows, U.S. companies have made their 
largest direct foreign investments in the Netherlands,  
the United Kingdom, Luxembourg, Canada, and Bermuda.  
Overall, U.S. companies invest more than $4.6 trillion a 
year to do business in other countries.

So, whether foreign companies invest in the United 
States or U.S. companies invest abroad, direct foreign 
investment is an increasingly important and common 
method of conducting global business.

8-1b Trade 
Barriers
Although today’s consu-
mers usually don’t care 
where the products they 
buy come from (more 
on this in Section 8-1d),  
national governments 
have traditionally pre-
ferred that consumers 
buy domestically made 
products in hopes that 
such purchases would 
increase the number of 

Exhibit 8.1

Direct Foreign Investment  
in the United States

18.8%
United Kingdom

9.9%
Netherlands7.6%

Switzerland

8.6%
Canada

7.3%
Luxembourg

19.7%
Other

7.6%
Germany

12.4%
Japan

8.2%
France

source: bEA news, “direct investment Positions for 2013 now Available,” Bureau of  
Economic Analysis, June 25, 2014, accessed May 5, 2015. http://bea.gov/international 
/di1fdibal.htm.

Trade barriers government-
imposed regulations that increase 
the cost and restrict the number of 
imported goods

Protectionism a government’s 
use of trade barriers to shield 
domestic companies and their 
workers from foreign competition

Tariff a direct tax on imported 
goods

Nontariff barriers nontax 
methods of increasing the cost or 
reducing the volume of imported 
goods

Exhibit 8.2

U.S. Direct Foreign Investment Abroad

15.5%
Netherlands

12.3%
United Kingdom

8.9%
Luxembourg

7.9%
Canada

5.1%
Ireland5.0%

United Kingdom
Islands, Caribbean

3.3%
Singapore

2.8%
Switzerland

18.9%
Other

6.2%
Bermuda

3.4%
Australia

source: bEA news, “direct investment Positions for 2013 now Available,”  
Bureau of Economic Analysis, June 25, 2014, accessed May 5, 2015. http://bea.gov 
/international/di1usdbal.htm.
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155CHAPTER 8: Global Management

barriers, they can be an even more potent method of  
shielding domestic industries from foreign competition.

Quotas are specific limits on the number or volume 
of imported products. For example, the Chinese govern-
ment only allows thirty-four imported movies each year. 
To get around the quota, films must be at least partially 
shot in China, co-financed by a Chinese firm, and have 
some Chinese cultural elements.6 

Like quotas, voluntary export restraints limit 
the amount of a product that can be imported annu-
ally. The difference is that the exporting country rather 
than the importing country imposes restraints. Usually, 
however, the “voluntary” offer to limit exports occurs 
because the importing country has implicitly threat-
ened to impose quotas. For example, to protect 
Brazilian auto manufacturers from less ex-
pensive Mexican-made cars, the Brazilian 
government convinced Mexico to 
“voluntarily” restrict auto exports 
to Brazil to no more than $1.55 
billion a year for three years.7 
According to the World Trade 
Organization (see the discussion in 
Section 8-1c), however, voluntary export restraints are  
illegal and should not be used to restrict imports.8

In theory, government import standards are 
established to protect the health and safety of citizens. 
In reality, such standards are often used to restrict or ban 
imported goods. A 2014 U.S. law established elaborate 
safety standards for pangasius, a Vietnamese fish similar 
to the U.S. catfish. Vietnamese pangasius fish farmers 
must open their facilities to USDA inspectors, submit 
detailed sanitation plans, build inspection systems com-
parable to those in the United States, and submit their 
catfish for inspection before they leave Vietnam and 
again at U.S. ports of entry.9 Lisa Wedding of the Na-
tional Fisheries Institute says the new law, “is not about 
food safety and never has been.”10 She says, “For years 
there has been an ongoing attempt to block imports and 
thus stifle competition. The food-safety part of the equa-
tion is a charade.”11 Imports of pangasius increased from  
7 million pounds in 2014 to 215 million pounds in 2014. 

Many nations also use subsidies, such as long-
term, low-interest loans, cash grants, and tax deferments, 
to develop and protect companies in special industries. 
As part of the 1934 Sugar Act and the 2008 Farm Bill, 
American sugar processors, who employ 142,000 people, 
receive government guaranteed loans and a government 
subsidized price of 21 cents per pound, roughly twice 
the price of sugar outside the United States Further-
more, when U.S. sugar producers aren’t able to sell all 
of their sugar, the U.S. Department of Agriculture buys 

it and then sells it at a loss to ethanol producers.12 The 
Competitive Enterprise Institute estimates the annual 
cost of subsidies at $3.5 billion a year.13 Phillip Hayes of 
the U.S. Sugar Alliance says, “Other countries subsidize 
their sugar industries.” Indeed, Brazilian sugar proces-
sors, which provide half of the world’s sugar, receive  
$2.5 billion a year in subsidies from their government.14

The last type of nontariff barrier is customs  
classification. As products are imported into a coun-
try, they are examined by customs agents, who must 
decide which of nearly 9,000 categories they should 
be classified into (see the Official Harmonized Tariff  
Schedule of the United States at www.usitc.gov 

/tata/hts/index.htm for more information). The 
category assigned by customs agents can greatly 

affect the size of the tariff and whether 
the item is subject to import quotas. 

For example, the U.S. Customs 
Service has several customs clas-
sifications for imported shoes. 
Tariffs on imported leather or 
“nonrubber” shoes are about  

10 percent, whereas tariffs on imported 
rubber shoes, such as athletic footwear, range 

from 20 to 84 percent. The 
difference is large enough 
that some importers try to 
make their rubber shoes 
look like leather in hopes 
of receiving the nonrubber 
customs classi fication and 
lower tariff.

8-1c Trade 
Agreements
Thanks to the trade barriers  
described previously, buy-
ing imported goods has 
often been much more ex-
pensive and difficult than 
buying domestic goods. 
During the 1990s, however,  
the regulations gover ning  
global trade were trans-
formed. The most sig ni-
ficant change was that 
124 countries agreed 
to adopt the General 
Agreement on Tariffs  
and Trade (GATT). 
GATT, which existed from 

Quota a limit on the number or 
volume of imported products 

Voluntary export 
restraints voluntarily imposed 
limits on the number or volume of 
products exported to a particular 
country 

Government import 
standard a standard ostensibly 
established to protect the health 
and safety of citizens but, in reality, 
is often used to restrict imports 

Subsidies government loans, 
grants, and tax deferments given 
to domestic companies to protect 
them from foreign competition

Customs classification  
a classification assigned to imported 
products by government officials 
that affects the size of the tariff and 
the imposition of import quotas

General Agreement on 
Tariffs and Trade (GATT)  
a worldwide trade agreement that 
reduced and eliminated tariffs, 
limited government subsidies, 
and established protections for 
intellectual property
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1947 to 1995, was an agreement to regulate trade 
among (eventually) more than 120 countries, the pur-
pose of which was “substantial reduction of tariffs and 
other trade barriers and the elimination of prefer-
ences.”15 GATT members engaged in eight rounds of 
trade negotiations, with the Uruguay Round signed in 
1994 and going into effect in 1995. Although GATT  
itself was replaced by the World Trade Organization  
(WTO) in 1995, the changes that it made continue to 
encourage international trade. Today, the WTO and its 
member countries are negotiating what’s known as the 
Doha Round, which seeks to advance trade opportu-
nities for developing countries in areas ranging from 
agriculture to services to intellectual property rights. 
The WTO, headquartered in Geneva, Switzerland, ad-
ministers trade agreements, provides a forum for trade 
negotiations, handles trade 
disputes, monitors na-
tional trade policies, and 
offers technical assistance 
and training for deve-
lo ping countries for its  
161 member countries.

Through tremendous  
decreases in tariff and 
nontariff barriers, the 
Uruguay round of GATT 
made it much easier and 
cheaper for consumers in 
all countries to buy for-
eign products. First, tariffs  
were cut 40 percent on 
average worldwide by 
2005. Second, tariffs were 
eliminated in ten specific  
industries: beer, alcohol, construction equipment, farm 
machinery, furniture, medical equipment, paper, phar-

maceuticals, steel, and 
toys. Third, stricter limits 
were put on government 
subsidies. For example, the 
Uruguay round of GATT 
put limits on how much 
national governments can 
subsidize private research  
in electronic and high-
tech industries (see the 
discussion of subsidies in  
Section 8-1b). Fourth, the 
Uruguay round of GATT 
established protections for 

intellectual property, such as trademarks, patents, and 
copyrights.

Protection of intellec tual property has become an 
increasingly important issue in global trade because of 
widespread product piracy. For example, the Interna-
tional Federation of the Phonographic Industry esti-
mates that one-third of all Internet users download 
music from illegal access sites.16 The Information  
Technology & Innovation Foundation found that  
24 percent of global Internet traffic is used to down-
load pirated music, movies, and other copyrighted 
content.17 Likewise, according to BSA \ The Software  
Alliance, 42 percent of all software used in the world 
is pirated, costing companies $63 billion in lost sales.18 

Product piracy is also costly to the movie industry, 
as movie studios, distributors, and theaters, as well as 

video/DVD distributors, lose $18 billion 
each year to pirates. In fact, digital 

sales of movies rose 6 percent to 
10 percent for two movie studios 

after Megaupload, an illegal site 
for downloading movies, was 
closed.19 

Finally, trade disputes 
between countries now are 
fully settled by arbitration 
panels from the WTO. In 
the past, countries could use 
their veto power to cancel 
a panel’s decision. For in-
stance, the French govern-
ment routinely vetoed rulings 

that its large cash grants to 
French farmers constituted 

unfair subsidies. Now, however, 
countries that are members of the WTO no longer have 
veto power. Thus, WTO rulings are complete and final. 
Exhibit 8.3 provides a brief overview of the WTO and its 
functions.

The second major development that has reduced 
trade barriers has been the crea tion of regional  
trading zones, or zones in which tariff and nontariff 
barriers are reduced or eliminated for countries within 
the trading zone. The largest and most important trad-
ing zones are in Europe (the Maastricht Treaty), North 
America (the North American Free Trade Agreement, 
or NAFTA), Central America (Dominican Republic-
Central America Free Trade Agreement, or CAFTA-
DR), South America (Union of South American  
Nations, or USAN), and Asia (the Association of 
Southeast Asian Nations, or ASEAN, and Asia-Pacific  

World Trade Organization 
(WTO) the successor to GATT; 
the only international organization 
dealing with the global rules of 
trade between nations; its main 
function is to ensure that trade 
flows as smoothly, predictably, and 
freely as possible

Regional trading 
zones areas in which tariff 
and nontariff barriers on trade 
between countries are reduced or 
eliminated
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157CHAPTER 8: Global Management

Economic Cooperation, or APEC). The map in  
Exhibit 8.4 shows the extent to which free-trade agree-
ments govern global trade.

In 1992, Belgium, Denmark, France, Germany, 
Greece, Ireland, Italy, Luxembourg, the Netherlands, 
Portugal, Spain, and the United Kingdom adopted the 
Maastricht Treaty of Europe. The purpose of this 
treaty was to transform their twelve different econo-
mies and twelve currencies into one common economic 
market, called the European Union (EU), with one 
common currency. On January 1, 2002, a single com-
mon currency, the euro, went into circulation in twelve 
of the EU’s members (Austria, Belgium, Finland, 
France, Germany, Greece, Ireland, Italy, Luxembourg,  
the Netherlands, Portugal, and Spain). Austria,  
Finland, and Sweden joined the EU in 1995, followed by  
Cyprus, the Czech Republic, Estonia, Hungary, Latvia,  
Lithuania, Malta, Poland, Slovakia, and Slovenia in 
2004; Bulgaria and Romania in 2007; and Croatia in 
2013, bringing the total membership to twenty-eight 
countries.20 Macedonia, Iceland, Montenegro, Serbia, 
and Turkey have applied and are being considered for 
membership. 

Prior to the treaty, trucks carrying products were 
stopped and inspected by customs agents at each border.  
Furthermore, because the required paperwork, tariffs, 

and government product specifica-
tions could be radically different 
in each country, companies often 
had to file twelve different sets of 
paperwork, pay twelve different 
tariffs, produce twelve different 
versions of their basic product to 
meet various government speci-
fications, and exchange money in 
twelve different currencies. Like-
wise, open business travel, which 
we take for granted in the United 
States, was complicated by in-
spections at each border cross-
ing. If you lived in Germany but 
worked in Luxembourg, your car 
was stopped and your passport was 
inspected twice every day as you 
traveled to and from work. Also, 
every business transaction required 
a currency exchange, for example, 
from German deutsche marks to 
Italian lira, or from French francs 
to Dutch guilders. Imagine all of 

this happening to millions of trucks, cars, and workers 
each day, and you can begin to appreciate the diffi-
culty and cost of conducting business across Europe 
before the Maastricht Treaty. For more information 
about the Maastricht Treaty, the EU, and the euro, 
see http://europa.eu/index_en.htm.

NAFTA, the North American Free Trade  
Agreement among the United States, Canada, and 
Mexico, went into effect on January 1, 1994. More than 
any other regional trade agreement, NAFTA has libera-
lized trade between countries so that businesses can 
plan for one market (North America) rather than for 
three separate markets. One of NAFTA’s most impor-
tant achievements was to eliminate most product tariffs 
and prevent the three countries from increasing existing 
tariffs or introducing new ones. Overall, Mexican and  
Canadian exports to the United States are up 596 percent  
and 192 percent, respectively, 
since NAFTA went into effect. 
U.S. exports to Mexico and 
Canada are up 420 percent  
and 191 percent, growing 
twice as fast as U.S. exports 
to any other part of the world. 
In fact, Mexico and Canada 
now account for 32 percent 
of all U.S. exports.21

Exhibit 8.3

World Trade Organization

Location: Geneva, Switzerland
Established: January 1, 1995
Created by: Uruguay Round
negotiations (1986–1994)
Membership: 161 countries
(on April 26, 2015)
Budget: 197 million Swiss
francs for 2013
Secretariat staff: 640
Head: Roberto Azevêdo
(Director-General)

Functions: 
Administering WTO trade
agreements
Forum for trade negotiations
Handling trade disputes
Monitoring national trade
policies
Technical assistance and
training for developing countries
Cooperation with other
international organizations

FACT FILE

source: “Fact File: What is the WTo?” World Trade Organization. https://www.wto.org/english/thewto_e/whatis 
_e/whatis_e.htm.

Maastricht Treaty of 
Europe a regional trade 
agreement among most  
European countries

North American Free 
Trade Agreement 
(NAFTA) a regional trade 
agreement among the United 
States, Canada, and Mexico
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CAFTA-DR, the Dominican Republic-Central 
America Free Trade Agreement among the United 

States, the Dominican 
Republic, and the Central  
American countries of  
Costa Rica, El Salvador, 
Guatemala, Honduras, and  
Nicaragua, went into ef-
fect in August 2005. With 
a combined population of 
51.1 million, the CAFTA-
DR countries together are 
the twelfth-largest U.S. 
goods trading partner in 
the world and the third-
largest U.S. export market 
in Latin America, after  

Mexico and Brazil. U.S. companies export nearly  
$30 billion in goods each year to the CAFTA-DR countries.22 

On May 23, 2008, twelve South American coun-
tries signed the Union of South American Nations  
(UNASUR) Constitutive Treaty, which united the 
countries of the former Mercosur (Argentina, Brazil,  
Paraguay, Uruguay, and Venezuela) and the coun-
tries of the Andean Community (Bolivia, Colombia,  
Ecuador, and Peru) with Guyana, Suriname, and Chile. 
UNASUR aims to create a unified South America by 
permitting free movement between nations, creating 
a common infrastructure that includes an interoceanic 
highway, and establishing the region as a single market  
by eliminating all tariffs by 2019. UNASUR is one of 
the largest trading zones in the world, encompassing  
361 million people in South America with a combined 
gross domestic product (GDP) of nearly $973 billion.23 

Exhibit 8.4

Global Map of Regional Trade Agreements

APEC (Asia-Pacific Economic 
Cooperation) Australia, Canada, Chile, 
the People's Republic of China, Hong 
Kong (China), Japan, Mexico, New 
Zealand, Papua New Guinea, Peru, 
Russia, South Korea, Taiwan, the 
United States, and all members of 
ASEAN except Cambodia, Lao PDR, 
and Myanmar.

ASEAN (Association of Southeast 
Asian Nations) Brunei Darussalam, 
Cambodia, Indonesia, Lao PDR, 
Malaysia, Myanmar, the Philippines, 
Singapore, Thailand, and Vietnam.

NAFTA (North American Free Trade Agreement)
Canada, Mexico, and the United States.

CAFTA-DR (Dominican Republic-Central 
American Free Trade Agreement) Costa Rica, 
the Dominican Republic, El Salvador, Guatemala, 
Honduras, Nicaragua, and the United States.

UNASUR (Union of South American Nations)
Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, 
Guyana, Paraguay, Peru, Suriname, Uruguay, and 
Venezuela.

Maastricht Treaty of Europe  Austria, 
Belgium, Bulgaria, Croatia, Cyprus, 
the Czech Republic, Denmark, Estonia, 
Finland, France, Germany, Greece, 
Hungary, Ireland, Italy, Latvia, Lithuania, 
Luxembourg, Malta, the Netherlands, 
Poland, Portugal, Romania, Slovakia, 
Slovenia, Spain, Sweden, and the 
United Kingdom.
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Dominican Republic-
Central America Free 
Trade Agreement (CAFTA-
DR) a regional trade agreement 
among Costa Rica, the Dominican 
Republic, El Salvador, Guatemala, 
Honduras, Nicaragua, and the 
United States

Union of South American 
Nations (UNASUR) a 
regional trade agreement among 
Argentina, Brazil, Paraguay, 
Uruguay, Venezuela, Bolivia, 
Colombia, Ecuador, Peru, Guyana, 
Suriname, and Chile
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159CHAPTER 8: Global Management

ASEAN, the Association of Southeast Asian  
Nations, and APEC, the Asia-Pacific Economic 
Cooperation, are the two largest and most important 
regional trading groups in Asia. ASEAN is a trade agree-
ment among Brunei Darussalam, Cambodia, Indonesia,  
Lao PDR, Malaysia, Myanmar, the Philippines, Singapore,  
Thailand, and Vietnam, which form a market of more 
than 616 million people with a combined GDP of  
$2.3 trillion.24 U.S. trade with ASEAN countries exceeds 
$200 billion a year. 

In fact, the United States is ASEAN’s fourth- 
largest trading partner (China is its largest), and  
ASEAN’s member nations constitute the fifth-largest 
trading partner of the United States. An ASEAN free-
trade area will be established in 2015 for the six origi-
nal countries (Brunei Darussalam, Indonesia, Malaysia, 
the Philippines, Singapore, and Thailand) and in 2018 
for the newer member countries (Cambodia, Lao PDR, 
Myanmar, and Vietnam).25

APEC is a broad agreement that includes Australia, 
Canada, Chile, the People’s Republic of China, Hong 
Kong, Japan, Mexico, New Zealand, Papua New Guinea, 
Peru, Russia, South Korea, Taiwan, the United States, and 
all the members of ASEAN except Cambodia, Lao PDR, 
and Myanmar. APEC’s twenty-one member countries con-
tain 2.79 billion people, account for 44 percent of all global 
trade, and have a combined GDP of over $41 trillion.26 

APEC countries began reducing trade barriers in 
2000, though all the reductions will not be completely 
phased in until 2020.27

8-1d Consumers, Trade Barriers, 
and Trade Agreements
The average worker earns nearly $48,820 in Finland, 
$61,710 in Sweden, $102,700 in Norway, and $53,470 in 
the United States.28 Yet after adjusting these incomes for 
how much they can buy, the Finnish income is worth 
just $39,860, the Swedish $46,170, and the Norwegian 
$65,450.29 This is the same as saying $1 of income can buy 
only $0.82 worth of goods in Finland, $0.75 in Sweden,  
and $0.64 in Norway. In other words, Americans can buy 
much more with their incomes than those in many other  
countries can. 

One reason that Americans get more for their 
money is that the U.S. marketplace is the most com-
petitive in the world and has been one of the easiest  
for foreign companies to enter.30 Although some U.S. 
industries, such as textiles, have been heavily pro-
tected from foreign competition by trade barriers, for 
the most part, American consumers (and businesses) 
have had plentiful choices among American-made and 

foreign-made products. More important, the high level 
of competition between foreign and domestic companies 
that creates these choices helps keep prices low in the 
United States. Furthermore, it is precisely the lack of 
choice and the low level of competition that keep prices 
higher in countries that have not been as open to foreign 
companies and products. For example, Japanese trade 
barriers on agricultural products are high. In fact, over 
45 percent of the value of Japan’s agricultural industry 
comes from trade barriers or subsidies. The tariffs on 
rice alone amount to $8.4 billion in additional costs to 
Japanese consumers and taxpayers.31

So why do trade barriers and free-trade agreements 
matter to consumers? They’re important because free-
trade agreements increase choices, competition, and 
purchasing power and thus decrease what people pay 
for food, clothing, necessities, and luxuries. Accordingly, 
today’s consumers rarely care where their products and 
services come from. From seafood to diamonds, people 
don’t care where products are from—they just want to 
know which brand or kind is cheaper. And why do trade 
barriers and free-trade agreements matter to manag-
ers? The reason, as you’re about to read, is that while 
free-trade agreements create new business opportuni-
ties, they also intensify competition, and addressing that 
competition is a manager’s job.

ConsisTEnCy oR 
AdAPTATion?

After a company has decided that it will go global, it 
must decide how to go global. For example, if you de-
cide to sell in Singapore, 
should you try to find a 
local business partner 
who speaks the language, 
knows the laws, and un-
derstands the customs 
and norms of Singapore’s 
culture? Or should you 
simply export your prod-
ucts from your home 
country? What do you 
do if you are also enter-
ing Eastern Europe, per-
haps starting in Hungary? 
Should you use the same 
approach in Hungary that 
you use in Singapore?

8-2

Association of Southeast 
Asian Nations (ASEAN)  
a regional trade agreement among 
Brunei Darussalam, Cambodia, 
Indonesia, Laos, Malaysia, 
Myanmar, the Philippines, 
Singapore, Thailand, and Vietnam

Asia-Pacific Economic 
Cooperation (APEC) a 
regional trade agreement among 
Australia, Canada, Chile, the 
People’s Republic of China, Hong 
Kong, Japan, Mexico, New Zealand, 
Papua New Guinea, Peru, Russia, 
South Korea, Taiwan, the United 
States, and all the members of 
ASEAN except Cambodia, Lao PDR, 
and Myanmar
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160 PART TWo

In this section, we return to a key issue: How can 
you be sure that the way you run your business in one 
country is the right way to run that business in another? 
In other words, how can you strike the right balance  
between global consistency and local adaptation?

Global consistency means that a multinational 
company with offices, manufacturing plants, and dis-
tribution facilities in different countries uses the same 
rules, guidelines, policies, and procedures to run all of 
those offices, plants, and facilities. Managers at company 
headquarters value global consistency because it simpli-
fies decisions. For example, rather than stock its new São 
Paulo, Brazil, store with apparel according to 
South American seasonality, Ralph Lauren 
followed the North American seasons, put-
ting winter apparel on the shelves during 
the Brazilian summer.32 By contrast, a 
company following a policy of local 
adaptation modifies its standard 
operating procedures to adapt to 
differences in foreign customers, 
governments, and regulatory 
agencies. For example, Netflix 
changed its production sched-
ule in Europe to accommodate 
French and German preferences 
for voice dubbing, rather than 
subtitles. It also reworked its pay-
ment system to accept bank trans-
fers instead of credit cards, which are 
unpopular in Germany. A Netflix spokes-
person said, “Every market around the globe 
has its nuances. Our challenge is becoming a 
great global company where we really under-
stand the nuances of each market and do a 
great job for consumers around the world.”33 

Local adaptation is typically preferred by local 
managers who are charged with making the interna-
tional business successful in their countries.

If companies lean too 
much toward global con-
sistency, they run the risk 
of using management pro-
cedures poorly suited to  
particular countries’ mar-
kets, cultures, and emplo-
yees (that is a lack of 
local adaptation). Home 
Depot became the biggest 
hardware and home im-
provement retailer in the 
United States thanks to its 

big-box model featuring huge stores, thousands of suburban  
locations, a vast range of products, and strong customer  
service. But, after eight years, Home Depot closed its 
seven Chinese stores. Unlike Americans, who are do-it- 
yourselfers when it comes to home improvement because 
it saves money, the widespread availability of low-cost la-
bor makes China more of a “do-it-for-me culture,” says 
a Home Depot spokesperson. Furthermore, unlike the 
United States, where completing DIY projects is admired, 
there’s a stigma associated with performing manual labor in 
China. A Chinese middle-class customer said, “Poor people 
are the only group in China who would bother taking on a 
DIY project because they cannot afford to hire others.”34  
And, unlike in the United States, where a much higher 

percent age of people own their homes, most Chinese, 
especially those with the discretionary 

income to afford home projects, rent 
small apartments in cities, which fur-

ther diminished Home Depot’s  
opportunities in China.35 

If, however, companies 
focus too much on local ad-
aptation, they run the risk 
of losing the cost effective-
ness and productivity that 
result from using standard-

ized rules and procedures 
throughout the world. Be-

cause its French stores are 
nearly identical to its U.S. stores, 

Starbucks has never been profit-
able in France. As a result, says Parisian  

Marion Bayod, “I never go into Starbucks; 
it’s impersonal, the coffee is mediocre, 

and it’s expensive. For us, it’s like another 
planet.” Likewise, Parisian Laurent Pauzié 

says Starbucks stores, “are only here to comfort 
tourists when they’re lost.” Canadian Kate Menzies,  

who lives in Paris, concedes that while Starbucks may not 
be popular for its coffee, it “is one of the few places with 
public toilets and free WiFi in the city.”36 Starbucks, how-
ever, is now embracing local adaptation. Rather than offer-
ing strong coffee in paper cups as in the United States, its 
French stores will offer a lighter-tasting “blonde” espresso 
in glass coffee cups (because the French prefer to sit and 
drink) in larger redesigned stores with sumptuous wooden 
bars, bright chandeliers, and velvet couches, similar to 
traditional Parisian cafés. While Starbucks hopes these 
changes will attract French customers, spending tens of 
millions more to adapt its stores to French tastes may also 
sacrifice the cost effectiveness and productivity that make 
it profitable in the United States.37

Global consistency  
when a multinational company has 
offices, manufacturing plants, and 
distribution facilities in different 
countries and runs them all using 
the same rules, guidelines, policies, 
and procedures

Local adaptation modifying 
rules, guidelines, policies, and 
procedures to adapt to differences 
in foreign customers, governments, 
and regulatory agencies
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161CHAPTER 8: Global Management

FoRMs FoR GlobAl 
businEss

Besides determining whether to adapt organizational poli-
cies and procedures, a company must also determine how 
to organize itself for successful entry into foreign markets. 

Historically, companies have generally followed the phase 
model of globalization, in which a company makes the 
transition from a domestic company to a global company 
in the following sequential phases: 8-3a exporting, 8-3b 
cooperative contracts, 8-3c  strategic alliances, and 
8-3d wholly owned affiliates. At each step, the company 
grows much larger, uses those resources to enter more 
global markets, is less dependent on home-country sales, 
and is more committed in its orientation to global business. 
Some companies, however, do not follow the phase model 
of globalization. Some skip phases on their way to becoming 
more global and less domestic. Others don’t follow the phase 
model at all. These are known as 8-3e global new ventures. 
This section reviews these forms of global business.38

8-3a Exporting
When companies produce products in their home coun-
tries and sell those products to customers in foreign 

8-3

countries, they are exporting. Exporting as a form 
of global business offers many advantages. It makes 
the company less dependent on sales in its home mar-
ket and provides a greater degree of control over re-
search, design, and production decisions. Cayuga Milk 
Ingredients built a $100 million factory in New York 
to serve domestic customers. However, 79 percent  
of the plant’s milk production is exported to Mexico 
and Saudi Arabia. CEO Kevin Ellis says, “We can’t 
go back from the international market. There aren’t 
enough people to consume [dairy products] in this 
country.”39 Today, 16 percent of U.S. milk production is  
exported. Over the past decade, the U.S.share of global 
dairy exports has risen from 7 to 20 percent.40 Though 
advantageous in a number of ways, exporting also has its 
disadvantages. The primary disadvantage is that many 
exported goods are subject to tariff and nontariff bar-
riers that can substantially increase their final cost to 
consumers. A second disadvantage is that transportation 
costs can significantly increase the price of an exported 
product. There is a third disadvantage of exporting: 
companies that export depend on foreign importers for 
product distribution. If, for example, the foreign im-
porter makes a mistake on the paperwork that accom-
panies a shipment of imported goods, those goods can 
be returned to the foreign manufacturer at the manu-
facturer’s expense.

8-3b Cooperative Contracts
When an organization wants to expand its business  
globally without making a large financial commitment  
to do so, it may sign a cooperative contract with a 
foreign business owner who pays the company a fee for 
the right to conduct that business in his or her country. 
There are two kinds of co-
operative contracts: licens-
ing and franchising.

Under a licensing 
agreement, a domestic com-
pany, the licensor, receives 
royalty payments for al-
lowing another company, 
the licensee, to produce its  
product, sell its service, or  
use its brand name in a parti-
cular foreign market. For ex-
ample, in Turkey, Despe rate 
Women, a Turkish adapta-
tion of Desperate House-
wives, is produced by 
MBC Group (the licensee) 

A Company That 
Exports Companies 

Export Now, founded by former U.S. Ambassador to Singapore 
Frank Lavin, specializes in exports. The Ohio-based company 

doesn’t sell anything, however. Instead, it sets up an infrastructure 
that other companies can use for exports. For an annual fee and 
a percentage of sales, Export Now will handle all of the customs 
and legal issues involved in exporting and provide an online retail 
space for their customers’ products. According to Lavin, his ser-
vice allows clients to avoid wholesalers, middlemen, or distribu-
tors, meaning that they can charge consumers in China the same 
prices they do in the United States. So far, the items available 
on Export Now’s virtual mall include Osprey backpacks, singing 
toothbrushes from Brush Buddies, and hearing aid products from 
McKeon Products. 
source: n. leiber, “Ex-u.s. Ambassador Helps Companies break into China,” Bloomberg 
Businessweek, september 13, 2012, accessed June 10, 2013. http://www.businessweek 
.com/articles/2012-08-23/making-it-easier-to-sell-made-in-usa-in-china.

Exporting selling domestically 
produced products to customers in 
foreign countries

Cooperative contract an 
agreement in which a foreign 
business owner pays a company 
a fee for the right to conduct that 
business in his or her country

Licensing an agreement in 
which a domestic company, the 
licensor, receives royalty payments 
for allowing another company, the 
licensee, to produce the licensor’s 
product, sell its service, or use its 
brand name in a specified foreign 
market

61592_ch08_ptg01.indd   161 10/23/15   3:36 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



162 PART TWo

under a license from the Walt Disney Company (the 
licensor), which owns ABC, the network that produced 
Desperate Housewives. Similar licensing agreements 
are behind Married with Children being remade and 
adapted with local actors in twelve countries and Glee 
being remade and broadcast in China with Chinese 
actors.41 Forty percent of the revenue generated by 
popular television shows comes from foreign broadcast 
licenses.42

One of the most important advantages of licensing is 
that it allows companies to earn additional profits with-
out investing more money. As foreign sales increase, the 
royalties paid to the licensor by the foreign licensee in-
crease. Moreover, the licensee, not the licensor, invests 
in production equipment and facilities to produce the 
product. Licensing also helps companies avoid tariff and 
nontariff barriers. Because the licensee manu factures the 
product within the foreign country, tariff and nontariff 
barriers don’t apply.

The biggest disadvantage associated with licensing 
is that the licensor gives up control over the quality of 
the product or service sold by the foreign licensee. Un-

less the licensing agree-
ment contains specific 
restrictions, the licensee 
controls the entire busi-
ness from production to 
marketing to final sales. 
Many licensors include 
inspection clauses in their 

license contracts, but closely moni-
toring product or service quality from 
thousands of miles away can be dif-
ficult. An additional disadvantage is 
that licensees can eventually become 
competitors, especially when a licens-
ing agreement includes access to 
important technology or proprie tary 
business knowledge.

A franchise is a collection of 
networked firms in which the manu-
facturer or marketer of a pro duct or 
service, the franchisor, licenses the 
entire business to another person 
or organization, the franchisee. For 
the price of an initial franchise fee plus 
royalties, franchisors provide franchi-
sees with training, assistance with 
marketing and advertising, and an 
exclusive right to conduct business 
in a particular location. Most franchise 

fees run between $5,000 and $35,000. Franchisees 
pay McDonald’s, one of the largest franchisors in the 
world, an initial franchise fee of $45,000. Another 
$1,000,708 to $2,335,146 is needed beyond that to 
pay for food inventory, kitchen equipment, construc-
tion, landscaping, and other expenses (the cost varies 
by location). While franchisees typically borrow part 
of this cost from a bank, McDonald’s requires appli-
cants to have over $750,000 in nonborrowed assets 
and requires a 40 percent down payment in cash for 
the initial investment.43 Typical royalties are around  
8.5 percent of gross sales, but sometimes they go as 
high as 12 percent.44 So franchisors are well rewarded 
for the help they provide to franchisees. More than 400 
U.S. companies franchise their businesses to foreign  
franchise partners.

Despite franchising’s many advantages, franchisors 
face a loss of control when they sell businesses to fran-
chisees who are thousands of miles away. Franchising 
specialist Cheryl Scott says, “One franchisor I know was 
wondering why the royalties coming from India were 
so small when he knew the shop was always packed. It 
was because the franchisee wasn’t putting all of the sales 
through the cash register.”45

Although there are exceptions, franchising suc-
cess may be somewhat culture-bound. Because most 
global franchisors begin by franchising their businesses 
in similar countries or regions (Canada is by far the first 
choice for U.S. companies taking their first step into 
global franchising), and because 65 percent of franchisors 
make absolutely no change in their business for overseas 

Franchisees pay McDonald’s an initial franchise fee of 
$45,000 to get the rights to operate a restaurant.

Franchise a collection of 
networked firms in which the 
manufacturer or marketer of a 
product or service, the franchisor, 
licenses the entire business to 
another person or organization, 
the franchisee
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163CHAPTER 8: Global Management

franchisees, that success may not generalize to cultures 
with different lifestyles, values, preferences, and tech-
nological infrastructures. Customizing menus to local 
tastes is one of the primary ways that fast-food companies 
can succeed in international markets. Dunkin’ Donuts 
struggled at first in India with its traditional coffee and 
donuts menu because Indians don’t eat sweets for break-
fast, which they eat at home with their families. Dunkin’ 
adjusted by changing store schedules to afternoon and 
evening hours and creating a new menu featuring non-
beef burgers, sandwiches, and wraps using potatoes,  
pepper chicken, and spicy vegetables as ingredients. It 
also customized its donut menu to local tastes, adding 
donuts with curry, pistachios, and rice pudding. Two new 
menu items are the Brute Tough Guy Veg burger and 
the It’s a Mistake donut, a white-chocolate donut topped 
with guava and chili.46 

8-3c Strategic Alliances
Companies forming strategic alliances combine 
key resources, costs, risks, technology, and people. 
Hewlett-Packard, the world’s largest electronics manu-
facturer, with a 28 percent share of the computer 
server market, and Foxconn, the Taiwanese firm that 
assembles some of the world’s most popular electronic 
devices, such as the iPhone and iPad, have formed a 
strategic alliance to co-develop large servers that can 
handle cloud computing and process “big data” for 
multinational firms.47 The most common strategic  
alliance is a joint venture, which occurs when two  
existing companies collaborate to form a third company.  
The two founding companies remain intact and 

unchanged, except that together they now own the 
newly created joint venture.

One of the advantages of global joint ventures is 
that, like licensing and franchising, they help compa-
nies avoid tariff and nontariff barriers to entry. Another 
advantage is that companies participating in a joint  
venture bear only part of the costs and the risks of that 
business. Many companies find this attractive because of 
the expense of entering foreign markets or developing  
new products.  

Global joint ventures can be especially advan-
tageous to smaller local partners who link up with 
larger, more experienced foreign firms that can bring  
advanced management, resources, and business skills 
to the joint venture.

Global joint ventures are not without problems, 
though. Because companies share costs and risks with 
their joint venture partners, they must also share prof-
its. Managing global joint ventures can also be difficult 
because they represent a merging of four cultures: the 
country and the organizational culture of the first part-
ner, and the country and the organizational culture of 
the second partner. Often, to be fair to all involved, each 
partner in the global joint venture will have equal own-
ership and power. But this can result in power struggles 
and a lack of leadership. Because of these problems, 
companies forming global joint ventures should carefully 
develop detailed contracts that specify the obligations 
of each party. U.S.-based Kroger supermarkets and 
UK consumer research firm dunnhumby (owned by 
UK supermarket chain Tesco) were fifty-fifty partners 
in dunnhumby USA for twelve years. The joint venture 
helped Kroger build customized marketing programs 
that resulted in a huge advantage over its competitors 
and forty-five straight quarters of growth. When Tesco 
needed cash after losing $9.52 billion in 2014, Kroger 
bought Tesco’s interest in dunnhumby USA, ending the 
global joint venture. Kroger then launched 84.51°, which 
is its own consumer research division.48

8-3d Wholly Owned Affiliates  
(Build or Buy)
Approximately one-third 
of multinational compa-
nies enter foreign markets 
through wholly owned affi-
liates. In 2013, Japan-based 
Lixil, a maker of house-
hold kitchen and bath-
room products, entered  

Strategic alliance an 
agreement in which companies 
combine key resources, costs, risks, 
technology, and people 

Joint venture a strategic 
alliance in which two existing 
companies collaborate to form a 
third, independent company

In 2014, Kroger purchased Tesco’s interest 
in Dunhumby and launched it’s own 
market research division.
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the North American and European markets by pur-
chasing two long-established companies, American 
Standard Brands, a U.S.-based maker of toilets, as 
well as bathroom and kitchen fixtures, and Germany’s  
GROHE Group, a maker of luxury bathroom and 
kitchen metal fittings.49 Unlike licensing arrangements, 
franchises, or joint ventures, wholly 
owned affiliates, such as American  
Standard Brands and GROHE, are 
100 percent owned by their parent 
company, in this case, Lixil. 

The primary advantage of 
wholly owned businesses is that 
the parent company receives all 
of the profits and has complete 
control over the foreign facili-
ties. The biggest disadvantage is 
the expense of building new op-
erations or buying existing busi-
nesses. Although the payoff can 
be enormous if wholly owned 
affiliates succeed, the losses can 
be immense if they fail because 
the parent company assumes all 
of the risk. London-based Stan-
dard Chartered PLC is a banking 
and financial services company 
with 87,000 employees who work 
at branches in seventy countries. 
Ninety percent of its business comes 
from its wholly owned affiliates in Africa, 
the Middle East, and Asia. While still profitable overall,  
Standard Chartered lost $200 million last year at its 
South Korean units, which are now being sold at a sizable  
loss to a Japanese bank.50

8-3e Global New Ventures
Companies used to evolve slowly from small opera-
tions selling in their home markets to large businesses 
selling to foreign markets. Furthermore, as companies 

went global, they usually 
followed the phase model 
of globalization. Recently, 
however, three trends have 
combined to allow com-
panies to skip the phase 
model when going global. 
First, quick, reliable air 
travel can transport peo-
ple to nearly any point in 
the world within one day. 

Second, low-cost communication technologies such as 
email, teleconferencing and phone conferencing via the 
Internet, and cloud computing make it easier to com-
municate with global customers, suppliers, managers, 
and employees. Third, there is now a critical mass of 
businesspeople with extensive personal experience in 

all aspects of global business.51 This combina-
tion of developments has made it possible 
to start companies that are global from 

inception. With sales, employees, and fi-
nancing in different countries, global 
new ventures are companies that are 
founded with an active global strategy.52

Although there are several different 
kinds of global new ventures, all share 
two common factors. First, the company 
founders successfully develop and com-
municate the company’s global vision 
from inception. Second, rather than go-
ing global one country at a time, new 
global ventures bring a product or service 
to market in several foreign markets at 
the same time. MakerBot 3-D printers  
“print” items made of rigid plastic based 
on specifications from computer-aided 
design software such as AutoDesk. 
NASA’s Jet Propulsion Laboratory uses 
MakerBot’s Replicator 2 (hat tip to Star 

Trek) to print prototype parts cheaply and 
quickly. Cofounder Bre Pettis believes that 

MakerBot can fundamentally disrupt global manufac-
turing and replace “two centuries of mass production” by 
giving anyone with an idea the tools to design his or her 
own products without a factory. Though just five years old, 
MakerBot, which has been global since inception, has dis-
tributors in fourteen countries, including Australia, Brazil, 
China, Germany, Japan, and the United Kingdom.53

FindinG THE bEsT 
businEss CliMATE

When deciding where to go global, companies try to find 
countries or regions with promising business climates.

An attractive global business climate 8-4a positions the 
company for easy access to growing markets, 8-4b is 
an effective but cost-efficient place to build an office or 
manufacturing facility, and 8-4c minimizes the politi-
cal risk to the company.

8-4

Wholly owned 
affiliates foreign offices, 
facilities, and manufacturing 
plants that are 100 percent owned 
by the parent company

Global new ventures new 
companies that are founded with 
an active global strategy and have 
sales, employees, and financing in 
different countries
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165CHAPTER 8: Global Management

8-4a Growing Markets
The most important factor in an attractive business cli-
mate is access to a growing market. For example, no 
product is known and purchased by as many people 
throughout the world as Coca-Cola. Yet even Coke, 
which is available in more than 200 countries, still 
has tremendous potential for further global growth. 
Coca-Cola gets 80 percent of its sales outside of North 
America, and emerging markets, where it has seen its 
fastest growth, now account for half of Coke’s sales 
worldwide.54

Two factors help companies determine the growth 
potential of foreign markets: purchasing power and for-
eign competitors. Purchasing power is measured by 
comparing the relative cost of a standard set of goods and 
services in different countries. For example, a twenty-
ounce Coke costs $5.06 in Oslo, Norway. Because that 
same twenty-ounce Coke costs only $1.75 in the United 
States, the average American has more purchasing 
power than the average Norwegian.55 Purchasing power 
is growing in countries such as India and China, which 

have low average levels of income. This is because basic 
living expenses such as food, shelter, and transportation 
are very inexpensive in those countries, so consumers 
still have money to spend after paying for necessities, 
especially as salaries increase thanks to demand from in-
ternational trade (see box “Paying for a ‘Mac Attack’”).

Consequently, countries with high and growing 
levels of purchasing power are good choices for compa-
nies looking for attractive global markets. As Exhibit 8.5 
shows, Coke has found that the per capita consumption 
of Coca-Cola, or the number of Cokes a person drinks 
per year, rises directly with purchasing power. For ex-
ample, in China, Brazil, and Australia, where the aver-
age person earns, respectively, $11,850, $14,750 and 
$42,110 annually, the number of Coca-Cola soft drinks 
consumed per year increases, respectively, from 39 to 
241 to 315. The more 
purchasing power people 
have, the more likely they 
are to purchase soft drinks. 
And the Coca-Cola Com-
pany expects strong growth  

Exhibit 8.5

How Consumption of Coca-Cola Varies  
with Purchasing Power Around the World
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sources: “Coca-Cola 2012 Annual Review,” Coca-Cola Company, accessed June 10, 2013. http://www.coca-colacompany.com/annual-review/2012/year_in_review 
.html; “Gni Per Capita Ranking, Atlas Method and PPP based,” The World Bank, April 15, 2013, accessed June 10, 2013. http://data.worldbank.org/data-catalog 
/Gni-per-capita-Atlas-and-PPP-table.

Typically, the higher the purchasing power in a country,  the 
better that country will be for doing business. Why?  Because 
higher purchasing power means that consumers  have more 
money to spend on nonessential products, such as soft 
drinks. Coca-Cola has found that per capita  consumption of 
Coca-Cola, that is, the average number  of soft drinks a person 
will drink per year, rises directly  with purchasing power (see 
the dashed line). 
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to continue in these markets, stating in its annual re-
port, “To measure our growth potential, we look to our 
per capita consumption—the average number of eight-
ounce servings of our beverages consumed each year 
in a given market. It is predicted that by the year 2020, 
the world will have nearly 1 billion more people whose 
disposable incomes will afford them choices and oppor-
tunities unthinkable a generation ago. We must discover 
innovative ways to connect with our traditional consumer 
base and this emerging global middle class—by creating 
new products and packaging formats for all lifestyles and 
occasions.”56

The second part of assessing the growth poten-
tial of global markets involves analyzing the degree of 
global competition, which is determined by the number  
and quality of companies that already compete in a 
foreign market. As the Tata-Starbucks joint venture 
begins opening stores in India, one of its primary 
competitors is Café Coffee Day, India’s most popular 
coffee chain, which in the past few years has grown 
from a dozen stores to more than 1,200 locations in 
175 cities. Café Coffee Day, like most of India’s coffee 
shops, charges about $1 for a small cappuccino, which 
is about one-third the cost of the same drink in U.S. 
stores. By contrast, Starbucks plans to focus on selling 
premium coffee, tea, and food.57

8-4b Choosing an Office/
Manufacturing Location
Companies do not have to establish an office or manu-
facturing location in each country they enter. They can 
license, franchise, or export to foreign markets, or they 
can serve a larger region from one country. But there 
are many reasons why a company might choose to estab-
lish a location in a foreign country. Some foreign offices 
are established through global mergers and acquisi-
tions, and some are established because of a commit-
ment to grow in a new market. Chinese-owned Volvo 
Car is building a $500 million factory in the United 
States to take advan tage of the low cost of labor; avoid 
exchange rate fluctua tions, which affect cars imported 
into the United States from other countries; and to ful-
fill its commitment to grow its U.S. sales.58 CEO Håkan 
Samuelsson said, “Volvo Cars cannot claim to be a true 
global carmaker without an industrial presence in the 
U.S. The U.S. is an absolutely crucial part of our global 
transformation.”59 

Other companies choose locations by seeking a tax 
haven (although this is more difficult for U.S. companies  
due to legal concerns) or as part of creating a global 
brand. Ireland is a popular location to establish a 

company headquarters because of its corporate tax rate 
of 12.5 percent, which is much lower than the United 
Kingdom (25 percent), Germany (30.2 percent), or the 
United States (35 percent), which has the second highest 
corporate tax rate in the world.60

The criteria for choosing an office/manufacturing  
location are different from the criteria for entering a 
foreign market. Rather than focusing on costs alone, 
companies should consider both qualitative and quanti-
tative factors. Two key qualitative factors are workforce 
quality and company strategy. Workforce quality is im-
portant because it is often difficult to find workers with 
the specific skills, abilities, and experience that a com-
pany needs to run its business. Workforce quality is one 
reason that many companies doing business in Europe 
locate their customer call centers in the Netherlands. 
Workers in the Netherlands are the most linguistically 
gifted in Europe, with 77 percent trilingual (speaking 
Dutch, English, and a third language) and 90 percent 
bilingual (Dutch and English). Comparable numbers 
across Europe are 25 percent and 54 percent.61 Fur-
thermore, compared to sixty countries worldwide, 
the Netherlands ranks fourth in terms of the supply 
of skilled labor, tenth for workers with financial skills, 
and second for competent managers (the United States 
ranks fifteenth, seventh, and fifth).62

A company’s strategy is also important when choos-
ing a location. For example, a company pursuing a low-
cost strategy may need plentiful raw materials, low-cost 
transportation, and low-cost labor. A company pursuing 
a differentiation strategy (typically a higher-priced, bet-
ter product or service) may need access to high-quality 
materials and a highly skilled and educated workforce.

Volvo is builing a $500 million factory in 
the United States, to take advantage of the 
low cost of labor.
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Quantitative factors such as the kind of facility being  
built, tariff and nontariff barriers, exchange rates, and 
transportation and labor costs should also be conside-
red when choosing an office/manufacturing location. 
A real estate specialist in company location decisions 
explains how things change with different types of  
facility: “If it’s an assembly plant, a company might be 
inclined to look for incentives that would subsidize  
its hiring. With a distribution facility, an adequate 
transportation network will likely be critical. A corpo-
rate headquarters will need a good communications 
network, a multilingual labor force, and easy access  
by air. On the other hand, a research and development 
operation will require proximity to a high-tech infrastruc-
ture and access to good universities.”63 Companies rely 
on studies such as FM Global’s annually published “Re-
silience Index” to compare business climates throughout 
the world.64 Exhibit 8.6 offers a quick overview of the 
best cities for business based on a variety of criteria. This 
information is a good starting point if your company is 
trying to decide where to put an international office or 
manufacturing plant.

8-4c Minimizing Political Risk
When managers think about political risk in global 
business, they envision burning factories and riots in 
the streets. Although political events such as these  
receive dramatic and extended coverage in the media, 
the political risks that most companies face usually are 
not covered as breaking stories on Fox News or CNN. 
Nonetheless, the negative consequences of ordinary 

political risk can be just as devastating to companies that 
fail to identify and minimize that risk.65

When conducting global business, companies 
should attempt to identify two types of political risk:  
political uncertainty and policy uncertainty.66 Political  
uncertainty is associated with the risk of major changes 
in political regimes that can result from war, revolution, 
death of political leaders, social unrest, or other influen-
tial events. Policy uncertainty refers to the risk as-
sociated with changes in laws and government policies 
that directly affect the way foreign companies conduct 
business.

Policy uncertainty is the most common—and per-
haps most frustrating—form of political risk in global 
business, especially when changes in laws and govern-
ment policies directly undercut sizable investments 
made by foreign companies. India is the third-largest 
retail market in the world behind the United States and 
China. The Indian government has long protected Indian 
retail stores by preventing foreign retailers from entering  
India unless they had a 
joint venture partner. So 
when India changed that 
policy, global retailers such 
as Walmart (United States), 
Carrefour (France), and 
Tesco (United Kingdom) 
began making plans to en-
ter India on their own. The 
Indian government, how-
ever, reversed that decision 
following large protests 

Paying for a “Mac Attack”

Every year, The Economist magazine produces the Big Mac 
Index to illustrate differences in purchasing power across 

countries. By comparing the price of a single item, in this case, 
a Big Mac from McDonald’s, the index shows how much (or 
how little) consumers in each country get for their money. 
According to the latest index, a Big Mac costs an average of 
$4.62 in the United States, $5.01 in Canada, $5.25 in Brazil, and 
$7.14 in Switzerland, meaning that residents of those countries 
get far less for their money than U.S. residents do. Conversely, 
consumers in Russia only have to pay $2.62 for their Big Mac, 
while consumers in Turkey pay $3.76 and consumers in India 
pay only $1.54.
source: “The big Mac index,” Economist, January 23, 2014, accessed April 29, 2014. 
http://www.economist.com/content/big-mac-index.

Political uncertainty the 
risk of major changes in political 
regimes that can result from war, 
revolution, death of political 
leaders, social unrest, or other 
influential events

Policy uncertainty the risk 
associated with changes in laws 
and government policies that 
directly affect the way foreign 
companies conduct business
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from small-business owners and politicians who feared  
that huge retail stores would put locally owned mom-
and-pop shops out of business. Kamlesh Gupta and 
her husband own such a shop, the Radha Krisna Store 
in Central Delhi. She said that if large retailers are  
allowed into India, “Everything will be over. If they sell 
goods cheaper than us, who will come here? Already, we 
have lost 20 percent of our business since Big Bazaar and  
Reliance [two other Indian retailers] started operating in 
the last two years.” As a result, the only option for foreign 
retailers such as Walmart, and it’s not an attractive one, 
is to form joint ventures to establish “cash-and-carry” 
stores that sell to businesses but not consumers.67 

Several strategies can be used to minimize or 
adapt to the political risk inherent in global busi-
ness. An avoidance strategy is used when the  
political risks associated with a foreign country or region 
are viewed as too great. If firms are already invested in 
high-risk areas, they may divest or sell their businesses. 

If they have not yet invested, they will likely postpone 
their investment until the risk shrinks. Russia is an at-
tractive market for automakers because it has a grow-
ing middle class but ranks fifty-seventh worldwide in 
terms of the number of cars per 1,000 people (just 300). 
With the potential of a growing market, General Mo-
tors opened a manufacturing facility in St. Petersburg in 
2008 to produce 98,000 cars a year. Four years later, GM 
was hoping to double production capacity. But by 2015, 
the Russian car market was shrinking and amid increas-
ingly business-unfriendly regulations, GM closed the 
plant, taking a $600 million writeoff.68 GM’s president, 
Daniel Ammann, said, “This decision avoids significant 
investment into a market that has very challenging long-
term prospects.”69

Exhibit 8.7 shows the long-term political stability of 
various countries in the Middle East (higher scores indi-
cate less political risk). The following factors, which were 
used to compile these ratings, indicate greater political 

Exhibit 8.6

World’s Best Countries for Business

Top 10 Countries Worst 10 Countries

 6. Dominican Republic
 7. Nicaragua
 8. Mauritania
 9. Kyrgyz Republic
 10. Venezuela

 1. Tajikistan
 2. Egypt
 3. Pakistan
 4. Jamaica
 5. Honduras

 1. Norway
 2. Switzerland
 3. The Netherlands
 4. Ireland
 5. Luxembourg

 6. Germany
 7. Qatar
 8. Canada
 9. Finland
 10. United States

sources: s. Adams, “2015’s Most and least Reliable Countries to do business in,” Forbes, March 31, 2015, accessed April 28, 2015. http://www.forbes.com/sites 
/susanadams/2015/03/31/2015s-most-and-least-reliable-countries-to-do-business-in/; “Table 1: The Top 10 in 2015,” Resilience index 2015, FM Global. http://www 
.fmglobal.com/assets/pdf/Resilience_Methodology.pdf, p. 5; “Table 2: The bottom 10 in 2015,” Resilience index 2015, FM Global. http://www.fmglobal.com/assets/pdf 
/Resilience_Methodology.pdf, p. 5.
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169CHAPTER 8: Global Management

risk: government instability, poor socioeconomic condi-
tions, internal or external conflict, military involvement 
in politics, religious and ethnic tensions, high foreign 
debt as a percentage of GDP, exchange rate instability, 
and high inflation.70 An avoidance strategy would likely 
be used for the riskiest countries shown in Exhibit 8.7, 
such as Iran and Saudi Arabia, but might not be needed 
for the less risky countries, such as Israel or Oman. Risk  
conditions and factors change, so be sure to make risk decis-
ions with the latest available information from resources 
such as the PRS Group (www.prsgroup.com), which 
supplies information about political risk to 80 percent  
of Fortune 500 companies.

Control is an active strategy to prevent or reduce po-
litical risks. Firms using a control strategy lobby foreign 
governments or international trade agencies to change 
laws, regulations, or trade barriers that hurt their busi-
ness in that country. Seattle-based Amazon.com, the 
world’s largest Internet retailer, is lobbying the Indian 
government to change laws that prevent foreign com-
panies from selling directly to Indian consumers. Today, 
Indian consumers use Amazon’s Junglee.com to compare 
prices, but it only links to Indian retailers. Ankur Bisen 

of Technopak, an Indian-based 
retail consulting firm, says, 
“Amazon’s intent in launch-
ing Junglee.com was to have a 
presence in the Indian market 
till rules are changed to allow 
them to do business here.” 
Amazon is eager to expand in 
India, where retail Internet 
sales are predicted to increase 
from $600 million today to  
$70 billion in 2020.71

Another method for deal-
ing with political risk is coop-
eration, which involves using 
joint ventures and collabora-
tive contracts, such as franchis-
ing and licensing. Although 
cooperation does not eliminate 
the political risk of doing busi-
ness in a country, it can limit 
the risk associated with foreign 
ownership of a business. For 
example, a German company 
forming a joint venture with a 
Chinese company to do busi-
ness in China may structure 
the joint venture contract so 
that the Chinese company 

owns 51 percent or more of the joint venture. Doing so 
qualifies the joint venture as a Chinese company and ex-
empts it from Chinese laws that apply to foreign-owned 
businesses. However, cooperation cannot always protect 
against policy risk if a foreign government changes its 
laws and policies to directly affect the way foreign com-
panies conduct business.

bECoMinG AWARE 
oF CulTuRAl 
diFFEREnCEs

National culture is the set of shared values and beliefs 
that affects the percep-
tions, decisions, and be-
havior of the people from 
a particular country. The 
first step in dealing with 
culture is to recognize that 

8-5

Exhibit 8.7

Overview of Political Risk in the Middle East
Higher scores indicate less long-term political risk, which is calculated by estimating
government instability, socioeconomic conditions, internal or external conflicts, military
involvement in politics, religious and ethnic tensions, foreign debt as a percent of gross
domestic product, exchange rate instability, and whether there is high inflation.
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source: “united Arab Emirates business Forecast Report, 2014 2nd Quarter,” Business Monitor International, April 1, 2014, 1–50.

National culture the set 
of shared values and beliefs that 
affects the perceptions, decisions, 
and behavior of the people from a 
particular country
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there are meaningful differences. In recent years, Indian 
companies have targeted a group of mid-sized, indepen-
dent, often family-owned, German companies (called 
Mittlestand) for acquisition. When Rail.One GmbH was 
acquired by PCM Group, an Indian conglomerate, the 
new owners didn’t change the Bavarian management 
because, says PCM Chairman Kamal Mittal, “We didn’t 
want to disturb the business.”72 Professor Geert Hofstede 
spent twenty years studying cultural differences in fifty-
three different countries. His research shows that there 
are six consistent cultural dimensions across countries: 
power distance, individualism, masculinity, uncertainty 
avoidance, short-term versus long-term orientation, and 
indulgence versus restraint.73

Power distance is the extent to which people in a 
country accept that power is distributed unequally in  
society and organizations. In countries where power dis-
tance is weak, such as Denmark and Sweden, employees 
don’t like their organization or their boss to have power 
over them or tell them what to do. They want to have a 
say in decisions that affect them. As Exhibit 8.8 shows, 
Russia, China and Nigeria, with scores of 93, 80, and 80, 

respectively, are much stronger in power distance than 
Germany (35), the Netherlands (38), and the United 
States (40).

Individualism is the degree to which societies be-
lieve that individuals should be self-sufficient. In indi-
vidualistic societies, employees put loyalty to themselves 
first and loyalty to their company and work group second. 
In Exhibit 8.8, the United States (91), the Netherlands 
(80), France (71), and Germany (67) are the strongest 
in individualism, while Indonesia (14), China (20), and 
Hong Kong (25) are the weakest.

Masculinity and femininity capture the difference 
between highly assertive and highly nurturing cultures. 
Masculine cultures emphasize assertiveness, compe-
tition, material success, and achievement, whereas 
feminine cultures emphasize the importance of rela-
tionships, modesty, caring for the weak, and quality  
of life. In Exhibit 8.8, Japan (95), Germany (66), and 
China (66) have the most masculine orientations, 
while the Netherlands (14) has the most feminine  
orientation. Manu Parpia, the CEO of Geometric,  
Ltd., the Indian company that acquired German 

Exhibit 8.8

Hofstede’s Six Cultural Dimensions
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To determine the cultural characteristics of a country, compare the number and vertical distance 
(higher means more) of that country on a particular cultural dimension (color coded and labeled on 
the right side of the exihibit) with those of other countries.  For example, with a score of 87, China 
has the second-highest long-term orientation; it is exceeded only by Japan, which has a score of 88.  
By contrast, with a score of 13, Nigeria has the weakest long-term orientation. Likewise, while China 
has a strong long-term orientation (87), it has a very weak individualistic orientation (20).
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engineering company 3Cap, noted that, compared to 
India, “German culture is more precise, very process 
oriented [and] quite blunt. The emphasis on process in 
India is much lower, because if you focused on process, 
nothing would get done.”74

The cultural difference of uncertainty avoidance 
is the degree to which people in a country are uncom-
fortable with unstructured, ambiguous, unpredictable 
situations. In countries with strong uncertainty avoid-
ance, such as Greece and Portugal, people tend to be 
aggressive and emotional and seek security rather than 
uncertainty. In Exhibit 8.8, Russia (95), Japan (92), and 
France (86) are strongest in uncertainty avoidance, 
while Hong Kong (29) and China (30) are the weakest. 
Rail.One CEO Jochen Riepl has noticed this dimension 
playing itself out during meetings with PCM officials.  
“In India, a ‘no’ is a kind of invitation to start a discussion. 
In Germany, a ‘no’ is a ‘no,’” he says.75

The cultural dimension of short-term/long-term ori-
entation addresses whether cultures are oriented to the 
present and seek immediate gratification or to the future 
and defer gratification. Not surprisingly, countries with 
short-term orientations are consumer-driven, whereas 
countries with long-term orientations are savings-
driven. In Exhibit 8.8, Japan (88) and China (87) have 
very strong long-term orientations, while Nigeria (13) 
and the United States (26),  have very strong short-term  
orientations. The cultural dimension of indulgence versus 
restraint addresses the degree to which a society allows 
relatively free gratification of basic drives related to en-
joying life and having fun versus strict social norms that 
regulate and suppress gratification of needs and wants. 
Nigeria (81), the United States (68), and the Netherlands  
(68) are strongest in indulgence, while Hong Kong (17), 
Russia (20), and China (24) practice the most restraint. 
Part of what makes Mittelstand companies comfortable 
with new Indian owners is that Indian bidders usually 
offer long-term commitments. Attorney Christopher 
Wright says of Indian investors, “They tend to have a 
long-term vision and [that] gives German companies 
some assurance.”76

To generate a graphical comparison of two differ-
ent countries’ cultures, go to http://geert-hofstede.com 
/countries.html. Select a “Country” from the drop-
down list, and then select a “Comparison Country.” A 
graph comparing the countries on each of Hofstede’s six  
cultural differences will be generated automatically.

Cultural differences affect perceptions, understand-
ing, and behavior. Recognizing cultural differences is 
critical to succeeding in global business. Nevertheless, 
as Hofstede pointed out, descriptions of cultural dif-
ferences are based on averages—the average level of 

uncertainty avoidance in Portugal, the average level of 
power distance in Argentina, and so forth. Accordingly, 
says Hofstede, “If you are going to spend time with a 
Japanese colleague, you shouldn’t assume that overall 
cultural statements about Japanese society automatically 
apply to this person.”77 Similarly, cultural beliefs may dif-
fer significantly from one part of a country to another.78

After becoming aware of cultural differences, the 
second step is deciding how to adapt your company to 
those differences. Unfortunately, studies investigating 
the effects of cultural differences on management prac-
tices point more to difficulties than to easy solutions. 

Another difficulty is that cultural values are chang-
ing, albeit slowly, in many parts of the world. The fall 
of communism in Eastern Europe and the former  
Soviet Union and the broad economic reforms in China 
have produced sweeping changes on two continents in 
the past four decades. Thanks to increased global trade 
resulting from free-trade agreements, major economic 
transformations are also under way in India, China,  
Central America, and South America. Consequently, 
when trying to adapt management practices to cultural 
differences, companies must ensure that they are not 
basing their adaptations on outdated and incorrect as-
sumptions about a country’s culture.

PREPARinG FoR An 
inTERnATionAl 
AssiGnMEnT

During the 2014 Winter Olympics in Sochi, Russia, 
American reporters discovered that Russians on the 
streets, at their hotels, or in restaurants, would not re-
turn their smiles. When one reporter asked why this 
was, a Russian told him, “In Russia, only two types of 
people smile: idiots and rich people.” In Russia, you 
only smile if you have a particularly good reason. And 
if you smile just to be friendly, like Americans, Russians 
will think you’re insincere, or maybe a bit crazy. Also, 
Russians typically don’t smile while working because, 
well, they’re at work. But, at home, with friends and 
family, Russian smiles and laughter are as big and hearty 
as anyplace in the world.79

If you become an  
expatriate, someone who 
lives and works outside 
his or her native country, 
chances are you’ll run into 

8-6

Expatriate someone who lives 
and works outside his or her  
native country
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cultural surprises just like the American reporters cov-
ering the Sochi Olympics. The difficulty of adjusting to  
language, cultural, and social differences is the primary 
reason for expatriate failure in overseas assignments. 
For example, although there have recently been disagree-
ments among researchers about these numbers, it is 
probably safe to say that 5 to 20 percent of American 
expatriates sent abroad by their companies will return to 
the United States before they have successfully comp-
leted their assignments.80 Of those who do complete 
their international assignments, about one-third are 
judged by their companies to be no better than margi-
nally effective.81 Because even well-planned interna-
tional assignments can cost as much as three to five times 
an employee’s annual salary, failure in those assignments 
can be extraordinarily expensive.82 Furthermore, while 
it is difficult to find reliable indicators, studies typically 
show that 8 to 25 percent of expatriate managers leave 
their companies following an international assignment.83

The chances for a successful international assignment 
can be increased through 8-6a language and cross- 
cultural training and 8-6b consideration of spouse, 
family, and dual-career issues.

8-6a Language and  
Cross-Cultural Training
Predeparture language and cross-cultural training can 
reduce the uncertainty that expatriates feel, the misun-
derstandings that take place between expatriates and 
natives, and the inappropriate behaviors that expatri-
ates unknowingly commit when they travel to a foreign 
country. In fact, simple things such as using a phone, 
locating a public toilet, asking for directions, finding out 
how much things cost, exchanging greetings, or under-
standing what people want can become tremendously 
complex when expatriates don’t know a foreign language 
or a country’s customs and cultures. For example, Bing, 
the name of Microsoft’s search engine, means “illness” 
or “pancake” in Mandarin Chinese, so Microsoft had to 
change the name to “Biying” from the Chinese expres-
sion “you qui bi ying,” which means, more appropriately, 
“seek and you shall find.” Likewise, in Indonesia, an oil 
rig supervisor yelled to a worker to take a boat to shore. 
While the boss thought he was sharing instructions, 
the Indonesian and his workers thought he was being 
criticized in public, which is not done in their culture.  
Outraged at this behavior, they chased the supervisor 
with axes.84 

Expatriates who receive predeparture language and 
cross-cultural training make faster adjustments to for-
eign cultures and perform better on their international  
assignments.85 Unfortunately, only a third of the managers 
who go on international assignments are offered any kind  
of predeparture training, and only half of those actually 
participate in the training!86 Suzanne Bernard, director 
of international mobility at Bombardier Aerospace in 
Canada, says, “We always offer cross-cultural training, 
but it’s very seldom used by executives leaving in a rush 
at the last minute.”87 This is somewhat surprising given 
the failure rates for expatriates and the high cost of those 
failures. Furthermore, with the exception of some lan-
guage courses, predeparture training is not particularly 
expensive or difficult to provide. Three methods can be 
used to prepare workers for international assignments: 
documentary training, cultural simulations, and field 
experiences.

Documentary training focuses on identifying spe-
cific critical differences between cultures. For example, 
when sixty workers at Axcelis Technologies in Beverly, 
Massachusetts, were preparing to do business in India, 
they learned that while Americans make eye contact and 
shake hands firmly when greeting others, Indians, as a 
sign of respect, do just the opposite, avoiding eye contact 
and shaking hands limply.88

After learning specific critical differences through 
documentary training, trainees can participate in  
cultural simulations, in which they practice adapt-
ing to cultural differences. EMC, a global provider of 

Expatriates are still citizens of their native 
countries.
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information storage solutions, uses cultural simulations 
to train its people. In its early days, EMC was largely 
based in the United States, but with research labs, of-
fices, and customers on every continent, cross-cultural 
interactions are a daily part of business. EMC’s cultural 
simulations use photos and audio and video clips to pres-
ent real-world situations. EMC employees must decide 
what to do and then learn what happened as a result of 
their choices. Whether it’s interacting with customers 
or dealing with EMC employees from other countries, 
at every step they have the opportunity to learn good 
and bad methods of responding to cultural differences. 
EMC requires its worldwide workforce of 40,500 people 
to regularly use the cultural simulations. Louise Korver-
Swanson, EMC’s global head of executive development, 
said, “This is about ensuring that we’re truly a global 
company. We need everyone in the organization to be 
tuned in.”89

Finally, field simulation training, a technique made 
popular by the U.S. Peace Corps, places trai nees in an 

ethnic neighborhood for three to four hours to talk to 
residents about cultural differences. For example, a U.S. 
electronics manufacturer prepared workers for assign-
ments in South Korea by having trainees explore a nearby 
South Korean neighborhood and talk to shopkeepers and 
people on the street about South Korean politics, family 
orientation, and day-to-day living.

8-6b Spouse, Family,  
and Dual-Career Issues
Not all international assignments are difficult for ex-
patriates and their families, but the evidence clearly 
shows that how well an expatriate’s spouse and family  
adjust to the foreign culture is the most important 
factor in determining the success or failure of an in-
ternational assignment.90 In fact, a Harvard Business 
Review study found that 32 percent of those offered 
international assignments turned them down because 
they did not want their families to have to relocate, 

After learning specific critical differences through documentary training, trainees can 
participate in cultural simulations, in which they practice adapting to cultural differences.
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while 28 percent turned them down “to protect their 
marriages.”91 Unfortunately, despite its importance, 
there has been little systematic research on what does 
and does not help expatriates’ families successfully 
adapt. A number of companies, however, have found 
that adaptability screening and intercultural train-
ing for families can lead to more successful overseas 
adjustment.

Adaptability screening is used to assess how well 
managers and their families are likely to adjust to foreign 
cultures. For example, Prudential Relocation Manage-
ment’s international division has developed an “Overseas 
Assignment Inventory” (OAI) to assess a spouse and 
family’s open-mindedness, respect for others’ beliefs, 
sense of humor, and marital communication. The OAI 
was initially used to help the U.S. Peace Corps, the U.S. 
Navy, and the Canadian International Development 
Agency select people who could adapt well in foreign 
cultures. Success there led to its use in helping compa-
nies assess whether managers and their spouses were 
good candidates for international assignments.92 Like-
wise, Pennsylvania-based AMP, a worldwide producer of 
electrical connectors, conducts extensive psychological 
screening of expatriates and their spouses when making 
international assignments. But adaptability screening 
does not just involve a company assessing an employee; it 

can also involve an employee screening international as-
signments for desirability. Because more employees are 
becoming aware of the costs of international assignments 
(spouses having to give up or change jobs, children hav-
ing to change schools, everyone having to learn a new 
language), some companies are willing to pay for a pre-
assignment trip so the employee and his or her spouse 
can investigate the country before accepting the interna-
tional assignment.93

Only 40 percent of expatriates’ families receive 
language and cross-cultural training, yet such training 
is just as important for the families of expatriates as for 
the expatriates themselves.94 In fact, it may be more 
important because, unlike expatriates, whose profes-
sional jobs often shield them from the full force of a 
country’s culture, spouses and children are fully im-
mersed in foreign neighborhoods and schools. House-
holds must be run, shopping must be done, and bills 
must be paid. When Judy Holland’s husband was 
transferred to Shanghai, his company sent the family 
to a two-day cultural immersion class in the United 
Kingdom, where the family learned about business 
etiquette, the cultural importance of the number 8, 
the Chinese zodiac, and how to eat with chopsticks. 
The class even prepared the Hollands for differences 
they might not have anticipated, such as, in China, it’s 
uncommon to find men’s shoes in sizes larger than a  
U.S. 9.5 (Holland’s husband wore a U.S. 11.5). Holland 
was grateful for the instruction, saying, “Nothing can 
fully prepare you for China, but it certainly took the 
shock out of arriving.” Soon after arriving, however, 
her sense of confidence eroded. “I remember standing 
in a house with no furniture, not knowing anyone, and 
wishing they had buddied me up with someone from  
my husband’s company.”95 In addition to helping families  
prepare for the cultural differences they will en-
counter, language and cross-cultural training can help 
reduce uncertainty about how to act and decrease mis-
understandings between expatriates and their families 
and locals. For example, in the West, people enjoy a 
fairly large circle of personal space and are only com-
fortable with family and intimate friends being within 
inches of their bodies. But in China, where personal 
space is measured in inches and not feet, the constant 
jostling by strangers can be perceived as an encroach-
ment and unhinge many Westerners. New Zealander 
Marita Light, who spent five years in China, found that 

Expat Assignment as 
Career Builder

Among U.S. companies, expatriate assignments are becoming  
more common and even de rigueur for managers who want 

to advance their careers. Accepting foreign assignments gives 
managers the opportunity to test their mettle and gain deeper 
understandings about global markets. Before becoming CFO of 
Starwood Hotels, Thomas Mangas oversaw finances for Procter 
& Gamble in ten countries while working in Turkey and Central 
Asia. He says, “The experience of being in another country is  
essential. I don’t believe you can get there by being there a week 
or two and flying back out.”
source: K. Johnson, “Career builder: A stint Abroad,” Wall Street Journal, February 10, 
2015, b7.
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recalibrating her expectations and being intentionally 
open helped. “Letting go of my judgments and con-
sciously being more open enabled more creativity in 
how I dealt with awkward situations. It was a much 
more rewarding way to live in China.”96
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9 Designing Adaptive 
Organizations

PART 
3

After you finish 

this chapter, go to 

PAGE 196 for

STUDY TOOLS

LEARNING OutcOmEs

Describe the departmentalization approach to organizational structure.

Explain organizational authority.

Discuss the different methods for job design.

Explain the methods that companies are using to redesign internal 
organizational processes (that is intraorganizational processes).

Describe the methods that companies are using to redesign external 
organizational processes (that is interorganizational processes).

9-1

9-2

9-3

9-4

9-5
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DEPARTmEnTAli- 
zATiOn

Organizational structure is the vertical and hori-
zontal configuration of departments, authority, and 
jobs within a company. Organizational structure is 
concerned with questions such as, “Who reports to 
whom?” and “Who does what?” and “Where is the 
work done?” Thomson Reuters, which provides criti-
cal information for businesses and professionals, is or-
ganized into four separate business units: Financial & 
Risk ($6.5 billion in annual revenues), which provides 
information to traders, investors, and marketplaces;  
Legal ($3.4 billion), which provides information 
to global businesses, law firms, governments, and 
universities; Tax & Accounting ($1.4 billion), which 
provides information to tax professionals, compa-
nies, and governments; and Intellectual Property 
& Science ($1 billion), which provides information 
to life sciences companies, scientific and scholarly 
researchers, and those in need of intellectual property 
solutions. The company’s former CEO Thomas Glocer 
said that these changes will “streamline our organiza-
tion and enable us to work better across business units 
to achieve growth and capture operating efficiencies 
from scale. The professional markets in which we 
operate are marked by increasing collaboration among 

9-1
specialists, and Thomson Reuters must operate with 
the speed and agility needed to serve these demanding 
professionals.”1 

You can see Thomson Reuters’s organizational struc-
ture in Exhibit 9.1. In the first half of the chapter, you 
will learn about the traditional vertical and horizontal ap-
proaches to organizational structure, including depart-
mentalization, organizational authority, and job design. 

An organizational process is the collection of 
activities that transform inputs into outputs that custom-
ers value.2 Organizational process asks, “How do things 
get done?” For example, Microsoft uses basic internal 
and external processes, shown in Exhibit 9.2, to write 
computer software. The process starts when Microsoft 
gets feedback from customers through Internet discus-
sion forums, tweets, emails, and phone calls. This infor-
mation helps Microsoft understand customers’ needs 
and problems and identify important software issues and 
needed changes and functions. Microsoft then rewrites 
the software, testing it internally at the company and then 
externally through its beta testing process, in which cus-
tomers who volunteer or are selected by Microsoft give 
the company extensive feedback. The feedback is then 
used to make improvements to the software. For exam-
ple, Microsoft made three versions of Windows 10 avail-
able for a public beta test over a year before releasing it 
for sale. Over 2 million consumers and businesses down-
loaded and installed the beta, and then posted the bugs 
or errors they found on Microsoft’s forums. Microsoft 

hoped the beta test for  
Windows 10 went as well as 
the beta test for Windows 7, 
during which users found and 
reported 2,000 bugs, all of 
which Microsoft corrected 
before releasing the soft-
ware.3 The beta testing pro-
cess may take as long as a 
year and involve thousands 
of knowledgeable people. 
After final corrections are 

Exhibit 9.1
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The organizational chart displays the horizontal and vertical dimensions at Thomson Reuters.

Source: “About Us,” Thompson Reuters, march 13, 2015, accessed April 30, 2015. http://ir.thomsonreuters.com 
/phoenix.zhtml?c=76540&p=irol-reportsAnnual

Organizational 
structure the vertical and 
horizontal configuration of 
departments, authority, and jobs 
within a company

Organizational 
process the collection of 
activities that transforms inputs 
into outputs that customers value
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made to the software, the company distributes and sells 
it to customers. Customers then start the process again 
by giving Microsoft more feedback. 

This process view of Microsoft, which focuses on how 
things get done, is very different from the hierarchical 
view of Thomson Reuters, which focuses on accountabil-
ity, responsibility, and positions within the chain of com-
mand. In the second half of the chapter, you will learn 

how companies use reengi-
neering and empowerment 
to redesign their internal 
organizational processes. 
The chapter ends with a 
discussion about the ways 
in which companies are 
redesigning their external 
processes, that is, how they 
are changing to improve 
their interactions with 

those outside the company. In that discussion, 
you will explore the basics of modular and vir-
tual organizations.

Traditionally, organizational structures have  
been based on some form of departmentaliza-
tion. Departmentalization is a method of 
subdividing work and workers into separate 
organizational units that take responsibility for 
completing particular tasks.4 EBay has separate 
departments or divisions for payment systems, 
warehousing and logistics, and marketplaces 
and selling.5

Traditionally, organizational structures have  
been created by departmentalizing work ac- 
cording to five methods: 9-1a functional, 9-1b 
product, 9-1c customer, 9-1d geographic, 
and 9-1e matrix.

9-1a Functional 
Departmentalization
The most common organizational structure 
is functional departmentalization. Compa-
nies tend to use this structure when they 
are small or just sta rting out. Functional 
departmentalization organizes work and 
workers into separate units responsible for 
particular business functions or areas of exper-
tise. A common functional structure might 
have individuals organized into accounting, 
sales, marketing, production, and human re-
sources departments.

Not all functionally departmentalized companies 
have the same functions. The insurance company and 
the advertising agency shown in Exhibit 9.3 both have 
sales, accounting, human resources, and information 
systems departments, as indicated by the pale orange 
boxes. The purple and green boxes indicate the functions 
that are different. As would be expected, the insurance 
company has separate departments for life, auto, home, 
and health insurance. The advertising agency has de-
partments for artwork, creative work, print advertising, 
and Internet advertising. So the functional departments 
in a company that uses functional structure depend, in 
part, on the business or industry a company is in.

Functional departmentalization has some advan- 
tages. First, it allows work to be done by highly quali-
fied specialists. While the accountants in the accounting 
department take responsibility for producing accurate 
revenue and expense figures, the engineers in research 
and development can focus their efforts on designing a 

Exhibit 9.2

Process View of Microsoft’s Organization
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product that is reliable and simple to manufacture. Sec-
ond, it lowers costs by reducing duplication. When the 
engineers in research and development come up with 
a fantastic new product, they don’t have to worry about 
creating an aggressive advertising campaign to sell it. 
That task belongs to the advertising experts and sales 
representatives in marketing. Third, with everyone in 
the same department having similar work experience or 
training, communication and coordination are less prob-
lematic for departmental managers.

At the same time, functional departmentalization has 
a number of disadvantages. To start, cross-department 
coordination can be difficult. Managers and employees 
are often more interested in doing what’s right for their 
function than in doing what’s right for the entire organi-
zation. A good example is the traditional conflict between 
marketing and manufacturing. Marketing typically  
pushes for spending more money to make more products 
with more capabilities to meet customer needs. By contrast, 
manufacturing pushes for fewer products with simpler 
designs so that manufacturing facilities can ship finished 
products on time and keep costs within expense budgets. 

As companies grow, functional departmentalization may 
also lead to slower decision making and produce managers 
and workers with narrow experience and expertise.

9-1b Product Departmentalization
Product departmentalization organizes work and 
workers into separate units responsible for producing 
particular products or services. Exhibit 9.4 shows the 
product departmentalization structure used by United 
Technologies Corporation (UTC), which is organized  
along four different areas each with its own product line: 
Building & Industrial Systems (Carrier heating, venti-
lating, and air-conditioning; Kidde fire safety, security 
products and services; and Otis elevators and escalators), 
Aircraft Propulsion (Pratt & Whitney jet engines, and  
Inernational Aero Engines), Aerospace and Defense  
(wing and cockpit controls, landing systems and sensors, 
aerostructures, electric power systems and plane interiors) 
and Sikorsky (military and commercial helicopters).6

One of the advantages of product departmental-
ization is that, like functional departmentalization, it 
allows managers and workers to specialize in one area of 
expertise. Unlike the narrow expertise and experiences 
in functional departmentalization, however, managers 
and workers develop a broader set of experiences and 
expertise related to an entire product line. Likewise, 
product departmentalization makes it easier for top 
managers to assess work-unit performance. Because of 
the clear separation of their four different product divi-
sions, UTC’s top managers can easily compare the per-
formance of UTC Aerospace & Defense division and the 
Pratt & Whitney aircraft engines division. In 2014, Pratt 
& Whitney had a $1.5 billion advantage over UTC Aero-
space in net sales ($14.5 billion versus $14.2 billion). 
However, UTC Aerospace had a profit of $2.4 billion (a 
16.9 percent margin) compared to a profit of $2 billion  
(13.8 percent margin) for Pratt & Whitney.7

Finally, decision making should be faster because 
managers and workers are responsible for the entire prod-
uct line rather than for separate functional departments; 
in other words, there are fewer conflicts compared to 
functional departmentalization.

The primary disadvantage of product departmen-
talization is duplication. 
You can see in Exhibit 9.4 
that both the Building & 
Industrial division and the 
Aircraft Propulsion division 
have customer service, engi-
neering, human resources, 
legal, manufacturing, and 

Exhibit 9.3
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procurement (similar to sourcing and logistics) depart-
ments. Duplication like this often results in higher costs. 
If UTC were instead organized by function, one lawyer 
could handle matters related to both elevators and aircraft 
engines rather than working on only one or the other.

A second disadvantage is the challenge of coordinat-
ing across the different product departments. UTC would 
probably have difficulty standardizing its policies and 
procedures in product departments as different as the 
Carrier (heating, ventilating, and air-conditioning) and 
Sikorsky (military and commercial helicopters) divisions.

9-1c Customer Departmentalization
Customer departmentalization organizes work 
and workers into separate units responsible for particu-

lar kinds of customers. For 
example, as Exhibit  9.5 
shows, Swisscom AG, 
Switzerland’s leading tele-
communications provider, 
is organized into depart-
ments by type of customer: 

residential customers (fixed line and voice, mobile and 
voice, broadband Internet, and digital TV), small- and 
medium-sized businesses (fixed line and voice, mobile 
line and voice, Internet and data services, and mainte-
nance and operation of IT infrastructure), enterprise 
customers (fixed line, voice and data; mobile line and 
tablets, voice and data; Internet and data services; 
and maintenance and operation of IT infrastructure),  
and IT network and innovation (broadband Internet, 
data services, co-location of data services, and storage 
to wholesale customers).8

The primary advantage of customer departmental-
ization is that it focuses the organization on customer 
needs rather than on products or business functions. 
Furthermore, creating separate departments to serve 
specific kinds of customers allows companies to special-
ize and adapt their products and services to customer 
needs and problems. The primary disadvantage of cus-
tomer departmentalization is that, like product depart-
mentalization, it leads to duplication of resources. This 
is why Swisscom AG also has five “group” functions—
communication, strategy, security, business steering, and 
human resources—that support each of its four customer 

Exhibit 9.4

Product Departmentalization: UTC
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Source: “At a Glance,” UTC, accessed April 30, 2015. http://www.utc.com/Our-Businesses/Pages/At-A-Glance.aspx.

Customer departmen
talization organizing work 
and workers into separate units 
responsible for particular kinds of 
customers
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181CHAPTER 9: Designing Adaptive Organizations

departments, and avoids the disadvantage of duplication 
common to customer departmentalization structures. It 
can be difficult to achieve coordination across different 
customer departments, as is also the case with product 
departmentalization. Finally, the emphasis on meeting 
customers’ needs may lead workers to make decisions 
that please customers but hurt the business.

9-1d Geographic 
Departmentalization
Geographic departmentalization organizes work 
and workers into separate units responsible for doing 
business in particular geographic areas. Exhibit 9.6 shows  
the geographic departmentalization used by AB InBev,  
the largest beer brewer in the world. AB InBev has  
153 beverage plants in twenty-five countries, 155,000  
employees, and annual revenue of $47.1 billion.9 As 
shown in Exhibit 9.6, AB InBev has six regional groups:  

North America, Mexico, Latin America North, Latin 
America South, Europe, and Asia Pacific. Each of these 
regions would be a sizable company by itself. The smallest 
region, Mexico, for instance, sold 38.8 million hectoliters 
of beverages for annual revenue of $4.6 billion.

The primary advantage of geographic depart-
mentalization is that it helps companies respond to 
the demands of different markets. This can be espe-
cially important when the company sells in different 
countries. For example, while AB InBev has three 
brands sold worldwide (Budweiser, Stella Artois, and 
Corona), and three sold in 
multiple countries (Beck’s, 
Hoegaarden, and Leffe), 
most of its brands are local. 
You’ll find the Antarctica 
and Brahma brands in 
Brazil, the Belle-Vue and 
Jupiler brands in Belgium, 

Exhibit 9.5

Customer Departmentalization: Swisscom AG
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Geographic departmen
talization organizing work 
and workers into separate units 
responsible for doing business in 
particular geographic areas
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and the Sibirskaya Korona and Klinskoye brands in 
Russia.10

Another advantage is that geographic departmental-
ization can reduce costs by locating unique organizational 
resources closer to customers. For instance, it is cheaper 
in the long run for AB InBev to build bottling plants 
in each region than to, for example, transport beer to 
Mexico, where it has seven beverage plants, after it has 
been brewed and bottled in Brazil, where it has twenty-
five beverage plants.11

The primary disadvantage of geographic depart-
mentalization is that it can lead to duplication of re-
sources. For example, while it may be necessary to 
adapt products and marketing to different geographic 
locations, it’s doubtful that AB InBev needs signifi-
cantly different inventory tracking systems from loca-
tion to location. Also, even more than with the other 

forms of departmentaliza-
tion, it can be difficult to 
coordinate departments 
that are literally thousands 
of miles from each other 
and whose managers have 
very limited contact with 
each other.

9-1e Matrix 
Departmentalization
Matrix departmentalization is a 
hybrid structure in which two or more 
forms of departmentalization are used 
together. The most common matrix 
combines the product and functional 
forms of departmentalization, but 
other forms may also be used. Ex-
hibit 9.7 shows the matrix structure 
used by Procter & Gamble, which has 
180,000 employees working in sev-
enty different countries.12 Across the 
top of Exhibit 9.7, you can see that 
the company uses a product struc-
ture where it groups its twenty-three  
billion-dollar brands into four global 
business units: global beauty (beauty 
care, retail hair color, salon profes-

sional, and prestige); global baby, feminine, and family 
care (baby care, family care, and feminine care); global 
health and grooming (shave care, Braun, oral care, and 
health care); and global fabric and home care (fabric care 
and home care). Global business units are responsible 
for product initiatives or upgrades, which are typically 
launched simultaneously with a worldwide marketing 
campaign. The left side of the figure, however, shows that 
the company is also using a functional structure based 
on three functions: selling and marketing operations 
(SMOs), which makes sure that a product is sold, distrib-
uted, shelved, and priced well within a particular reg-
ion of the world (SMO regions include North America,  
Asia, Australia, Europe, Latin America, and India/Middle  
East/Africa (IMEA); global business services, which  
enable the company to operate efficiently, work effec-
tively with business partners, and increase employee 
productivity; and lean corporate functions, which pro-
vide global business units with the functional business 
assistance (that is finance, accounting, human resources, 
and information technology) they need.13

The boxes in the figure represent the matrix  
structure created by the combination of the product and  
functional structures. For example, P&G’s Gillette Group  
(Gillette is a global brand for men’s grooming products 

Exhibit 9.6

Geographic Departmentalization: AB InBev Company

 
Source: “Country information,” Anheuser-Busch inBev, accessed June 16, 2014. http://www.ab-inbev.com 
/go/about_abinbev/country_information.

Matrix 
departmentalization a 
hybrid organizational structure 
in which two or more forms of 
departmentalization, most often 
product and functional, are used 
together
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183CHAPTER 9: Designing Adaptive Organizations

within the Shave Care segment of the Global Health & 
Grooming unit) would work with SMOs to sell, market, 
and distribute Gillette products worldwide; use global 
business services to work with suppliers and keep costs 
down; and then rely on corporate functions for assistance 
in hiring employees, billing customers, and paying sup-
pliers. Similar matrix combinations are shown for Olay, 
Pantene Wella, Pampers, Bounty, Tampax, Braun, Crest, 
Vicks, Tide, and Swiffer within each of the segments of 
P&G’s four global business units.

Several things distinguish matrix departmentaliza-
tion from the other traditional forms of departmental-
ization.14 First, most employees report to two bosses, 
one from each core part of the matrix. For example, in 
Exhibit 9.7 a manager on the Pampers team respon-
sible for marketing would report to a boss in the baby 
care segment of the Global Baby, Feminine, & Family 
global business unit as well as to a manager in the mar-
ket development function. Second, by virtue of their 
hybrid design, matrix structures lead to much more 
cross-functional interaction than other forms of depart-
mentalization. In fact, while matrix workers are typically 
members of only one functional department (based on 
their work experience and expertise), they are also com-
monly members of several ongoing project, product, 
or customer groups. Third, because of the high level of 
cross-functional interaction, matrix departmentalization 
requires significant coordination between managers in 

the different parts of the matrix. 
In particular, managers have 
the complex job of tracking and 
managing the multiple demands 
(project, product, customer, or 
functional) on employees’ time.

The primary advantage 
of matrix departmentalization 
is that it allows companies to 
manage in an efficient man-
ner large, complex tasks such 
as researching, developing, 
and marketing pharmaceuti-
cals or carrying out complex 
global businesses. Efficiency 
comes from avoiding dupli-
cation. For example, rather 
than having an entire market-
ing function for each project, 
the company simply assigns 
and reassigns workers from 
the marketing department (or 
market development at P&G) 
as they are needed at various 

stages of product completion. More specifically, an 
employee may simultaneously be part of five different 
ongoing projects but may be actively completing work 
on only a few projects at a time. Another advantage is 
the pool of resources available to carry out large, com-
plex tasks. Because of the ability to quickly pull in ex-
pert help from all the functional areas of the company, 
matrix project managers have a much more diverse 
set of expertise and experience at their disposal than 
managers in the other forms of departmentalization.

Exhibit 9.7

Matrix Departmentalization: Procter & Gamble
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The primary disadvantage of matrix departmentaliza-
tion is the high level of coordination required to manage 
the complexity involved in running large, ongoing projects 
at various levels of completion. Matrix structures are noto-
rious for confusion and conflict between project bosses in 
different parts of the matrix. Disagreements or misunder-
standings about schedules, budgets, available resources, 
and the availability of employees with particular func-
tional expertise are common in matrix structures. Because 
of these problems, many matrix structures evolve from a 
simple matrix, in which managers in different parts of 
the matrix negotiate conflicts and resources directly, to 
a complex matrix, in which specialized matrix man-
agers and departments are added to the organizational 
structure. In a complex matrix, managers from different 
parts of the matrix might report to the same matrix 
manager, who helps them sort out conflicts and problems.

ORGAnizATiOnAl 
AUTHORiTy

The second part of traditional organizational structures 
is authority. Authority is the right to give commands, 
take action, and make decisions to achieve organizational 
objectives.15 

Traditionally, organizational authority has been char-
acterized by the following dimensions: 9-2a chain of 

command, 9-2b line ver-
sus staff authority, 9-2c 
delegation of author-
ity, and 9-2d degree of 
centralization.

9-2a Chain  
of Command
Consider again the United 
Technologies organizatio-
nal structure. A manager 
in any of the corporation’s 
divisions ultimately reports 
to the head of that division. 
That division head, in turn, 
reports to the corporation’s 
CEO Gregory. This line, 
which vertically connects 
every job in the company 
to higher levels of manage-
ment, represents the chain 

9-2 of command. The chain of command is the verti-
cal line of authority that clarifies who reports to whom 
throughout the organization. People higher in the chain 
of command have the right, if they so choose, to give 
commands, take action, and make decisions concerning 
activities occurring anywhere below them in the chain. 
In the following discussion about delegation and decen-
tralization, you will learn that managers don’t always 
choose to exercise their authority directly.16

One of the key assumptions underlying the chain 
of command is unity of command, which means 
that workers should report to just one boss.17 In prac-
tical terms, this means that only one person can be in 
charge at a time. Matrix organizations, in which em-
ployees have two bosses, automatically violate this  
principle. This is one of the primary reasons that matrix 
organizations are difficult to manage. Unity of command 
serves an important purpose: to prevent the confusion 
that might arise when an employee receives conflict-
ing commands from two different bosses. When Larry 
Ellison stepped down in 2014 after thirty-five years as 
Oracle’s CEO, he violated unity of command by ap-
pointing Mark Hurd and Safra Catz to succeed him as 
co-CEOs. Hurd oversees sales and marketing, and Catz 
focuses on finance, internal operations, and manufactur-
ing. With Ellison now Oracle’s chief technology officer, 
unity of command could be further fragmented. Man-
agement professor Lindred Greer doesn’t expect this 
to work, as her research indicates that having co-CEOs 
“causes conflict,” leads to “negative performance by  
[executive] teams, and may likely result in the develop-
ment of “hostile mindsets” as the co-CEOs struggle to 
work together.18

Simple matrix a form of 
matrix departmentalization in 
which managers in different parts 
of the matrix negotiate conflicts 
and resources 

Complex matrix a form of 
matrix departmentalization in 
which managers in different parts 
of the matrix report to matrix 
managers, who help them sort out 
conflicts and problems 

Authority the right to give 
commands, take action, and make 
decisions to achieve organizational 
objectives 

Chain of command  
the vertical line of authority that 
clarifies who reports to whom 
throughout the organization

Unity of command  
a management principle that workers 
should report to just one boss

Unity of command was broken in 2014 
when Oracle CEO, Larry Ellison, stepped 
down and appointed his successors,  
Co-CEOs Mark Hurd and Safra Cruz.

Dr
se

rg
/S

hu
tt

er
st

oc
k.

co
m

61592_ch09_ptg01.indd   184 10/23/15   3:42 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.
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9-2b Line versus Staff Authority
A second dimension of authority is the distinction 
between line and staff authority. Line authority is 
the right to command immediate subordinates in the 
chain of command. For example, Thomson Reuters 
CEO James C. Smith has line authority over the presi-
dent of the company’s Financial & Risk Information 
division. Smith can issue orders to that division presi-
dent and expect them to be carried out. In turn, the 
president of the Financial & Risk Information division 
can issue orders to his subordinates, who run the trad-
ing, investors, marketplaces, and governance, risk, and 
compliance divisions, and expect them to be carried 
out. By contrast, staff authority is the right to advise 
but not command others who are not subordinates in 
the chain of command. For example, a manager in hu-
man resources at Thomson Reuters might advise the 
manager in charge of the Thomson Reuters Tax & Ac-
counting group on a hiring decision but cannot order 
him or her to hire a certain applicant.

The terms line and staff are also used to describe dif-
ferent functions within the organization. A line function 
is an activity that contributes directly to creating or sell-
ing the company’s products. So, for example, activities 
that take place within the manufacturing and marketing 
departments would be considered line functions. A staff 
function, such as accounting, human resources, or legal 
services, does not contribute directly to creating or selling 
the company’s products but instead supports line activities. 
For example, marketing managers might consult with the 
legal staff to make sure the wording of a particular adver-
tisement is legal.

9-2c Delegation of Authority
Managers can exercise their authority directly by com-
pleting tasks themselves, or they can choose to pass on 
some of their authority to subordinates. Delegation of 
authority is the assignment of direct authority and re-
sponsibility to a subordinate to complete tasks for which 
the manager is normally responsible.

When a manager delegates work, three transfers 
occur, as illustrated in Exhibit 9.8. First, the manager 
transfers full responsibility for the assignment to the 
subordinate. At Apple, when you’ve been delegated to 
a certain task, you become the DRI, or the “directly 
responsible individual.” As a former Apple employee 
explains, “Any effective meeting at Apple will have an 
action list. Next to each action item will be the DRI,” 
who of course, is responsible for completing that del-
egated responsibility. Furthermore, when you’re trying 

to figure out who to contact to get something done in 
Apple’s corporate structure, people simply ask, “Who’s 
the DRI on that?”19

Many managers, however, find giving up full 
responsibility somewhat difficult. Helene Gayle, CEO of 
CARE U.S.A., a nonprofit dedicated to reducing poverty, 
admits that early in her career, she tried to do too much 
by herself without delegating. She says, “For me, it wasn’t 
a question of not being willing to delegate, it was switch-
ing from being on the technical side as an individual 
contribuor—where the way you prove yourself is to be 
smart—to focusing on how 
you actually make a team 
work and bring out others’ 
contributions.”20 One rea-
son it is difficult for some 
managers to delegate is 
that they often fear that the 
task won’t be done as well 
as if they did it themselves. 
However, one CEO says, “If 
you can delegate a task to 
somebody who can do it 75 
percent to 80 percent as well 
as you can today, you del-
egate it immediately.” Why? 
Many tasks don’t need to 
be done perfectly; they just 
need to be done. And del-
egating tasks that someone 
else can do frees managers 
to assume other important 

Exhibit 9.8

Delegation: Responsibility, Authority,  
and Accountability

Manager

Authority

Accountability

Responsibility

Subordinate

 
Source: C. D. Pringle, D. F. Jennings, and J. G. longenecker, managing 
Organizations: Functions and Behaviors. merrill Publishing, 1984, Columbus, Ohio.

Fu
se

/J
up

ite
r I

m
ag

es

Line authority the right to 
command immediate subordinates 
in the chain of command

Staff authority the right to 
advise, but not command, others 
who are not subordinates in the 
chain of command

Line function an activity that 
contributes directly to creating or 
selling the company’s products 

Staff function an activity 
that does not contribute directly to 
creating or selling the company’s 
products but instead supports line 
activities

Delegation of authority  
the assignment of direct authority 
and responsibility to a subordinate 
to complete tasks for which the 
manager is normally responsible
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responsibilities. Delegating authority can generate a 
related problem: micromanaging. Sometimes managers 
delegate only to interfere later with how the employee 
is performing the task. But delegating full responsibility 
means that the employee—not the manager—is now 
completely responsible for task completion. Good man-
agers need to trust their subordinates to do the job.

The second transfer that occurs with delegation is 
that the manager gives the subordinate full authority 
over the budget, resources, and personnel needed to 
do the job. To do the job effectively, subordinates must 
have the same tools and information at their disposal 
that managers had when they were responsible for the 
same task. In other words, for delegation to work, del-
egated authority must be commensurate with delegated 
responsibility. 

The third transfer that occurs with delegation is 
the transfer of accountability. The subordinate now has 
the authority and responsibility to do the job and, in 
return, is accountable for getting the job done. In other 
words, managers delegate their managerial authority and 
responsibility to subordinates in exchange for results.

9-2d Degree of Centralization
If you’ve ever called a company’s toll-free number with 
a complaint or a special request and been told by the 
customer-service representative, “I’ll have to ask my 
manager” or “I’m not authorized to do that,” you know 
that centralization of authority exists in that company.  
Centralization of authority is the location of most 
authority at the upper levels of the organization. In a 
centralized organization, managers make most decisions, 
even the relatively small ones. That’s why the customer-
service representative you called couldn’t make a deci-
sion without first asking the manager.

If you are lucky, however, you may have talked to a 
customer-service representative at another company who 
said, “I can take care of that for you right now.” In other 

words, the person was able 
to handle your problem 
without any input from or 
consultation with company 
management. Decentral
ization is the location of 
a significant amount of au-
thority in the lower levels 
of the organization. An or-
ganization is decentralized 
if it has a high degree of 
delegation at all levels. In a 
decentralized organization, 

workers closest to problems are authorized to make the 
decisions necessary to solve the problems on their own.

McDonald’s is moving away from centralized decision 
making regarding menu items in its U.S. stores. Whereas 
it used to offer the same menu items in Louisiana, such as 
sweet tea (a standard item at southern restaurants), as it 
did in Minnesota, it will now leave menu and marketing 
decisions up to managers in twenty-two different regions. 
McDonald’s U.S. President Mike Andres said, “We must 
evolve our culture and organizational structure to put de-
cision making closer to our customers.”21

Decentralization has a number of advantages. It 
develops employee capabilities throughout the company 
and leads to faster decision making and more satisfied cus-
tomers and employees. Furthermore, a study of 1,000 large 
companies found that companies with a high degree of 
decentralization outperformed those with a low degree of 
decentralization in terms of return on assets (6.9 percent 
versus 4.7 percent), return on investment (14.6 percent 
versus 9.0 percent), return on equity (22.8 percent ver-
sus 16.6 percent), and return on sales (10.3 percent versus 
6.3 percent). Surprisingly, the same study found that few 
large companies actually are decentralized. Specifically, 
only 31 percent of employees in these 1,000 companies 
were responsible for recommending improvements to 
management. Overall, just 10 percent of employees re-
ceived the training and information needed to support a 
truly decentralized approach to management.22

With results like these, the key question is no lon-
ger whether companies should decentralize, but where 
they should decentralize. One rule of thumb is to stay 
centralized where standardization is important and to 
decentralize where standardization is unimportant. 
Standardization is solving problems by consistently 

As Toyota became the largest automaker 
in the world, car quality declined as it 
increased its use of unstardardized parts 
across different cars and continents.
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Centralization of 
authority the location of most 
authority at the upper levels of the 
organization

Decentralization the 
location of a significant amount of 
authority in the lower levels of the 
organization

Standardization solving 
problems by consistently applying 
the same rules, procedures, and 
processes
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187CHAPTER 9: Designing Adaptive Organizations

applying the same rules, procedures, and processes. 
Toyota became the largest auto manufacturer in the 
world by producing highly reliable cars at competi-
tive costs. But as the company grew, it significantly in-
creased the number of kinds of parts used in its cars, 
for example, using 100 different radiators in the cars it 
made around the world. Using that many varieties for 
the same part not only increased costs, it decreased 
quality, which then reduced Toyota sales. Toyota’s lead-
ership addressed this issue by using standardization to 
significantly reduce the variety of kinds of basic parts. 
For example, it used just 21 different kinds of radiators 
in its cars rather than 100, as before. This led to greater 
volume for each part and lower costs. Standardization 
has proven so successful that Toyota aims to reduce the 
variety of parts it uses across all its car models by 75 per-
cent by grouping 100 different model platforms and 
800 different engine types into larger, but many fewer, 
model families.23 

JOB DESiGn
Could you stand to do the same simple tasks an aver-
age of 50 times per hour, 400 times per day, 2,000 times 
per week, 8,000 times per month? Few can. Fast-food 
workers rarely stay on the job more than six months. In 
fact, McDonald’s and other fast-food restaurants have 
well over 60 percent employee turnover each year.24 As 
a drive through employee at McDonald’s you would re-
peatedly perform the following steps:

1. “Welcome to McDonald’s. May I have your order 
please?”

2. Listen to the order. Repeat it for accuracy. State the 
total cost. “Please drive to the second window.”

3. Take the money. Make change.

4. Give customers drinks, straws, and napkins.

5. Give customers food.

6. “Thank you for coming to McDonald’s.”

In this section, you will learn about job design—
the number, kind, and variety of tasks that individual 
workers perform in doing their jobs. 

You will learn 9-3a why companies continue to use spe-
cialized jobs such as the McDonald’s drive-through 
job and 9-3b how job rotation, job enlargement, job 
enrichment, and 9-3c the job characteristics model are 
being used to overcome the problems associated with 
job specialization.

9-3

9-3a Job Specialization
Job specialization occurs when a job is composed of a 
small part of a larger task or process. Specialized jobs are 
characterized by simple, easy-to-learn steps; low variety; 
and high repetition, such as the McDonald’s drive-through 
window job just described. One of the clear disadvantages 
of specialized jobs is that, being so easy to learn, they 
quickly become boring. This, in turn, can lead to low job 
satisfaction and high absenteeism and employee turnover, 
all of which are very costly to organizations.

Why, then, do companies continue to create and use 
specialized jobs? The primary reason is that specialized 
jobs are very economical. As we learned from Frederick 
W. Taylor and Frank and Lillian Gilbreth in Chapter 2, 
after a job has been specialized, it takes little time to learn 
and master. Consequently, when experienced workers 
quit or are absent, the company can replace them with 
new employees and lose little productivity. For example, 
next time you’re at McDonald’s, notice the pictures of 
the food on the cash registers. These pictures make it 
easy for McDonald’s trainees to quickly learn to take 
orders. Likewise, to simplify and speed operations, the 
drink dispensers behind the counter are set to automati-
cally fill drink cups. Put a medium cup below the dis-
penser. Punch the medium drink button. The soft-drink 
machine then fills the cup to within a half-inch of the top, 
while the worker goes to get your fries. At McDonald’s, 
every task has been simplified in this way. Because the 
work is designed to be simple, wages can remain low 
because it isn’t necessary to pay high salaries to attract 
highly experienced, educated, or trained workers.

9-3b Job Rotation, Enlargement, 
and Enrichment
Because of the efficiency of specialized jobs, companies 
are often reluctant to eliminate them. Consequently, job 
redesign efforts have focused on modifying jobs to keep 
the benefits of specialized 
jobs while reducing their 
obvious costs and disadvan-
tages. Three methods—job 
rotation, job enlargement, 
and job enrichment—have 
been used to try to improve 
specialized jobs.25

Job rotation atte mpts 
to overcome the disadvan-
tages of job specialization by 
periodically moving work-
ers from one specialized job 

Job design the number, kind, 
and variety of tasks that individual 
workers perform in doing their jobs

Job specialization a job 
composed of a small part of a 
larger task or process

Job rotation periodically 
moving workers from one 
specialized job to another to 
give them more variety and the 
opportunity to use different skills
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188 PART THREE

to another to give them more variety and the opportunity 
to use different skills. For example, an office receptionist 
who does nothing but answer phones could be systemati-
cally rotated to a different job, such as typing, filing, or 
data entry, every day or two. Likewise, the “mirror at-
tacher” in an automobile plant might attach mirrors in 
the first half of the work shift and then install bumpers 
during the second half. Because employees simply switch 

from one specialized job to 
another, job rotation allows 
companies to retain the 
economic benefits of spe-
cialized work. At the same 
time, the greater variety of 
tasks makes the work less 
boring and more satisfying 
for workers.

Another way to counter 
the disadvantages of spe-
cialization is to enlarge the 
job. Job enlargement 
increases the number 
of different tasks that a 
worker performs within 

one particular job. Instead of being assigned just one 
task, workers with enlarged jobs are given several tasks to 
perform. For example, an enlarged “mirror attacher” job 
might include attaching the mirror, checking to see that the 
mirror’s power adjustment controls work, and then clean-
ing the mirror’s surface. Though job enlargement increases 
variety, many workers report feeling more stress when 
their jobs are enlarged. Consequently, many workers view 
enlarged jobs as simply more work, especially if they are 
not given additional time to complete the additional tasks.

Job enrichment attempts to overcome the defi-
ciencies in specialized work by increasing the number of 
tasks and by giving workers the authority and control to 
make meaningful decisions about their work.26

9-3c Job Characteristics Model
In contrast to job rotation, job enlargement, and job 
enrichment, which focus on providing variety in job tasks, 
the job characteristics model (JCM) is an approach 
to job redesign that seeks to formulate jobs in ways that 
motivate workers and lead to positive work outcomes.27

As shown in Exhibit 9.9, the primary goal of the 
model is to create jobs that result in positive personal 

Exhibit 9.9

Job Characteristics Model

Autonomy

Feedback

Task Significance

Redesigning
Jobs

Combining
Tasks

Core Job
Characteristics

Skill Variety

Task Identity

Critical
Psychological

States

Personal & Work
Outcomes

Experienced
Responsibility

for the Outcomes
of Work

Forming Natural
Work Units

Opening
Feedback
Channels

Vertically
Loading
the Job

Establishing
Client

Relationships

Knowledge
of the Actual
Results of 

Work Activity

Experienced
Meaningfulness

of the Work
High Internal

Work
Motivation

High “Growth”
Satisfaction

High General
Job Satisfaction

High Work
Effectiveness

Source: J. R. Hackman and G. R. Oldham, Work Redesign (Reading, mA: Addison-Wesley, 1980). 

Job enlargement increasing 
the number of different tasks that 
a worker performs within one 
particular job

Job enrichment increasing 
the number of tasks in a particular 
job and giving workers the authority 
and control to make meaningful 
decisions about their work

Job characteristics model 
(JCM) an approach to job 
redesign that seeks to formulate 
jobs in ways that motivate 
workers and lead to positive work 
outcomes
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189CHAPTER 9: Designing Adaptive Organizations

and work outcomes, such as internal work motivation, 
satisfaction with one’s job, and work effectiveness. Of 
these, the central concern of the JCM is internal moti-
vation. Internal motivation is motivation that comes 
from the job itself rather than from outside rewards 
such as a raise or praise from the boss. If workers feel 
that performing the job well is itself rewarding, then 
the job has internal motivation. Statements such as “I 
get a nice sense of accomplishment” or “I feel good 
about myself and what I’m producing” are examples of 
internal motivation.

In Exhibit 9.9, you can see that the JCM specifies 
three critical psychological states that must occur for 
work to be internally motivating. First, workers must ex-
perience the work as meaningful; that is, they must view 
their job as being important. Second, they must experi-
ence responsibility for work outcomes—they must feel 
personally responsible for the work being done well. 
Third, workers must have knowledge of results; that is, 
they must know how well they are performing their jobs. 
All three critical psychological states must occur for work 
to be internally motivating.

For example, grocery store cashiers usually have 
knowledge of results. When you’re slow, your checkout 
line grows long. If you make a mistake, customers point 
it out: “No, I think that’s on sale for $2.99, not $3.99.” 
Likewise, cashiers experience responsibility for work 
outcomes. At the end of the day, the register is totaled, 
and the money is counted. Ideally, the money matches 
the total sales in the register. If the money in the till 
is less than what’s recorded in the register, most stores 
make the cashier pay the difference. Consequently, 
most cashiers are very careful to avoid being caught 
short at the end of the day. Nonetheless, despite know-
ing the results and experiencing responsibility for work 
outcomes, most grocery store cashiers (at least where 
I shop) aren’t internally motivated because they don’t 
experience the work as meaningful. With scanners, it 
takes little skill to learn or do the job. Anyone can do it. 
In addition, cashiers have few decisions to make, and the 
job is highly repetitive.

What kinds of jobs produce the three critical 
psychological states? Moving another step to the left 
in Exhibit 9.9, you can see that these psychological 
states arise from jobs that are strong on five core job 
characteristics: skill variety, task identity, task sig-
nificance, autonomy, and feedback. Skill variety is 
the number of different activities performed in a job. 
Task identity is the degree to which a job, from 
beginning to end, requires completion of a whole 
and identifiable piece of work. Task significance 

is the degree to which a job is perceived to have a 
substantial impact on others inside or outside the 
organization. Autonomy is the degree to which a 
job gives workers the discretion, freedom, and in-
dependence to decide how and when to accomplish 
the work. Finally, feedback is the amount of infor-
mation the job provides to workers about their work 
performance.

To illustrate how the core job characteristics work 
together, let’s use them to assess more thoroughly 
why the McDonald’s drive-through window job is not 
particularly satisfying or motivating. To start, skill vari-
ety is low. Except for the size of an order or special re-
quests (“no onions”), the process is the same for each 
customer. At best, task identity is moderate. Although 
you take the order, handle the money, and deliver the 
food, others are responsible for a larger part of the 
process—preparing the food. Task identity will be even 
lower if the McDonald’s has two drive-through windows 
because each drive-through window worker will have an 
even more specialized task. The first is limited to taking 
the order and making change, while the second just de-
livers the food.

Task significance, the impact you have on oth-
ers, is probably low. Autonomy is also very low: 
McDonald’s has strict 
rules about dress, clean-
liness, and procedures. 
But the job does provide 
immediate feedback such 
as positive and nega-
tive customer comments, 
car horns honking, the 
amount of time it takes 
to process orders, and 
the number of cars in the 
drive-through. With the 
exception of feedback, the 
low levels of the core job 
characteristics show why 
the drive-through window 
job is not internally moti-
vating for many workers.

What can managers do 
when jobs aren’t internally 
motivating? The far left 
column of Exhibit  9.9 lists 
five job redesign tech-
niques that managers 
can use to strengthen a 
job’s core characteristics. 

Internal 
motivation motivation that 
comes from the job itself rather 
than from outside rewards

Skill variety the number of 
different activities performed in 
a job

Task identity the degree to 
which a job, from beginning to end, 
requires the completion of a whole 
and identifiable piece of work

Task significance  
the degree to which a job is 
perceived to have a substantial 
impact on others inside or outside 
the organization

Autonomy the degree 
to which a job gives workers 
the discretion, freedom, and 
independence to decide how and 
when to accomplish the job

Feedback the amount of 
information the job provides 
to workers about their work 
performance
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Combining tasks increases skill variety and task identity 
by joining separate, specialized tasks into larger work 
modules. For example, some trucking firms are now re-
quiring truck drivers to load their rigs as well as drive 
them. The hope is that involving drivers in loading will 
ensure that trucks are properly loaded, thus reducing 
damage claims.

Work can be formed into natural work units by 
arranging tasks according to logical or meaningful groups. 
Although many trucking companies randomly assign 
drivers to trucks, some have begun assigning drivers to 
particular geographic locations (for example, the North-
east or Southwest) or to truckloads that require special 
driving skill (for example, oversized loads or hazardous 
chemicals). Forming natural work units increases task 
identity and task significance.

Establishing client relationships increases skill 
variety, autonomy, and feedback by giving employees 
direct contact with clients and customers. In some 
companies, truck drivers are expected to establish 
business relationships with their regular customers. 
When something goes wrong with a shipment, customers 
are told to call drivers directly.

Vertical loading means pushing some manage-
rial authority down to workers. For truck drivers, this 
means that they have the same authority as managers 

to resolve customer prob-
lems. In some companies, 
if a late shipment causes 
problems for a customer, 
the driver has the authority 
to fully refund the cost of 
that shipment without first 
obtaining management’s 
approval.

The last job redesign 
technique offered by the 
model, opening feedback 
channels, means find-
ing additional ways to 
give employees direct, 
frequent feedback about 
their job performance. 
For example, with ad-
vances in electronics, 
many truck drivers get 
instantaneous data as to 
whether they’re on sched-
ule and driving their rigs 
in a fuel-efficient manner. 
Likewise, the increased 
contact with customers 

also means that many drivers now receive monthly 
data on customer satisfaction.

inTRAORGAnizA- 
TiOnAl PROCESSES

More than forty years ago, Tom Burns and G. M. 
Stalker described how two kinds of organizational 
designs, mechanistic and organic, are appropriate for  
different kinds of organizational environments.28 
Mechanistic organizations are characterized by 
specialized jobs and responsibilities; precisely defined, 
unchanging roles; and a rigid chain of command based 
on centralized authority and vertical communication. 
This type of organization works best in stable, un-
changing business environments. By contrast, organic  
organizations are characterized by broadly defined 
jobs and responsibilities; loosely defined, frequently 
changing roles; and decentralized authority and horizon-
tal communication based on task knowledge. This type 
of organization works best in dynamic, changing busi-
ness environments.

The organizational design techniques described in the 
first half of this chapter—departmentalization, authority, 
and job design—are better suited for mechanistic orga-
nizations and the stable business environments that were 
more prevalent before 1980. By contrast, the organizat-
ional design techniques discussed in the second part of the  
chapter, are more appropriate for organic organizations and 
the increasingly dynamic environments in which today’s 
businesses compete. The key difference between these 
approaches is that mechanistic organizational designs fo-
cus on organizational structure, whereas organic organiza-
tional designs are concerned with intraorganizational 
process, which is the collection of activities that take 
place within an organization to transform inputs into 
outputs that customers value.

Let’s take a look at how companies are using 9-4a 
reengineering and 9-4b empowerment to redesign 
intraorganizational processes like these.

9-4a Reengineering
In their best-selling book Reengineering the Corpo-
ration, Michael Hammer and James Champy define 
reengineering as “the fundamental rethinking and 
radical redesign of business processes to achieve dra-
matic improvements in critical, contemporary mea-
sures of performance, such as cost, quality, service and 

9-4

Mechanistic 
organization an organization 
characterized by specialized jobs 
and responsibilities; precisely 
defined, unchanging roles; and a 
rigid chain of command based on 
centralized authority and vertical 
communication

Organic organization an 
organization characterized 
by broadly defined jobs and 
responsibilities; loosely defined, 
frequently changing roles; and 
decentralized authority and 
horizontal communication based 
on task knowledge  

Intraorganizational 
process the collection of 
activities that take place within an 
organization to transform inputs 
into outputs that customers value

Reengineering fundamental 
rethinking and radical redesign 
of business processes to achieve 
dramatic improvements in critical 
measures of performance, such as 
cost, quality, service, and speed
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speed.”29 Hammer and Champy further explained the 
four key words shown in italics in this definition. The first 
key word is fundamental. When reengineering organi-
zational designs, managers must ask themselves, 
“Why do we do what we do?” and “Why 
do we do it the way we do?” The 
usual answer is “Because that’s 
the way we’ve always done it.” 
The second key word is radical. 
Reengineering is about significant 
change, about starting over by throw-
ing out the old ways of getting work done. 
The third key word is processes. Hammer and Champy 
noted that “most business people are not process ori-
ented; they are focused on tasks, on jobs, on people, on 
structures, but not on processes.” The fourth key word 
is dramatic. Reengineering is about achieving quantum 
improvements in company performance.

An example from IBM Credit’s operation illustrates 
how work can be reengineered.30 IBM Credit lends busi-
nesses money to buy IBM computers. Previously, the 
loan process began when an IBM salesperson called the 
home office to obtain credit approval for a customer’s 
purchase. The first department involved in the process 
took the credit information over the phone from the 
salesperson and recorded it on the credit form. The 
credit form was sent to the credit checking department, 

then to the pricing department (where the interest rate 
was determined), and on through a total of five depart-
ments. In all, it took the five departments six days to ap-
prove or deny the customer’s loan. Of course, this delay 

cost IBM business. Some customers got their 
loans elsewhere. Others, frustrated by 

the wait, simply canceled their 
orders.

Finally, two IBM man-
agers decided to walk a loan 
straight through each of the 
departments involved in the 

process. At each step, they asked the work-
ers to stop what they were doing and imme-
diately process their loan application. They 
were shocked by what they found. From 
start to finish, the entire process took just 

ninety minutes! The six-day turnaround time was almost 
entirely due to delays in handing off the work from one 
department to another. The solution: IBM redesigned 
the process so that one person, not five people in five 
separate departments, now handles the entire loan 
approval process without any handoffs. The results 
were indeed dramatic. Reengineering the credit process 
reduced approval time from six days to four hours and 
allowed IBM Credit to increase the number of loans it 
handled by a factor of 100! 
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Publishers Turn the Page on Their Office Plans

Despite its creative-intellectual vibe, the book publishing indus-
try could best be described as mechanistic. Editors moved in-

crementally up the career ladder through well-defined hierarchies 
as they pursued a private, corner office. These days, however, the 
genteel, old-fashioned industry is feeling the pressure from com-
petition, prompting many of its members to become more organic. 
One way they are doing this is by moving from hives of walled of-
fices to completely open floorplans. Before Hachette Book Group 
moved into its new Manhattan space, CEO Michael Pietsch toured 
companies with many office configurations and became increas-
ingly attracted to the 100 percent open plan. “As I looked at these 
places, there was just this energy and buzz and sense of excitement 
and collaborative human endeavor that really was kind of exhilarat-
ing.” So, in Hachette’s new office, everyone—including Pietsch—
has a cube.
Source: J. mahler, “Cubicles Rise in a Brave new World of Publishing,” New York Times, 
november 10, 2014, A1.
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192 PART THREE

Reengineering changes an organization’s orienta-
tion from vertical to horizontal. Instead of taking orders 
from upper management, lower- and middle-level man-
agers and workers take orders from a customer who is at 
the beginning and end of each process. Instead of run-
ning independent functional departments, managers 
and workers in different departments take ownership 
of cross-functional processes. Instead of simplifying 
work so that it becomes increasingly specialized, 
reengineering complicates work by giving workers in-
creased autonomy and responsibility for complete 
processes.

In essence, reengineering changes work by chang-
ing task interdependence, the extent to which 
collective action is required to complete an entire 
piece of work. As shown in Exhibit 9.10, there are 
three kinds of task interdependence.31 In pooled 
interdependence, each job or department con-
tributes to the whole independently. In sequential 
interdependence, work must be performed in suc-
cession because one group’s or job’s outputs become the 
inputs for the next group or job. Finally, in reciprocal 
interdependence, different jobs or groups work to-
gether in a back-and-forth manner to complete the pro-
cess. By reducing the handoffs between different jobs 

or groups, reengineering 
decreases sequential in-
terdependence. Likewise, 
reengineering decreases 
pooled interdependence 
by redesigning work so 
that formerly independent 
jobs or departments now 
work together to complete 
processes. Finally, reengi-
neering increases recip-
rocal interdependence by 
making groups or individ-
uals responsible for larger, 
more complete processes 
in which several steps may 
be accomplished at the 
same time.

As an organizational 
design tool, reengineer-
ing promises big rewards, 
but it has also come under 
severe criticism. The most 
serious complaint is that 
because it allows a few 
workers to do the work 
formerly done by many, 

reengineering is simply a corporate code word for cost 
cutting and worker layoffs.32 For this reason, detractors 
claim that reengineering hurts morale and perfor-
mance. Even though ordering times were reduced 
from three weeks to three days, Levi Strauss ended an 
$850 million reengineering project because of the fear 
and turmoil it created in the company’s workforce. One 
low point occurred when Levi management, encour-
aged by its reengineering consultants, told 4,000 work-
ers that they would have to “reapply for their jobs” as the 
company shifted from its traditional vertical structure 
to a process-based form of organizing. Thomas Kasten, 
Levi Strauss’s vice president for reengineering and cus-
tomer service at that time, says, “We felt the pressure 
building up [over reengineering efforts], and we were 
worried about the business.”33 Today, even reengineer-
ing gurus Hammer and Champy admit that roughly  
70 percent of all reengineering projects fail because of 
the effects on people in the workplace. Says Hammer, 
“I wasn’t smart enough about that [the people issues]. 
I  was reflecting my engineering background and was 
insufficiently appreciative of the human dimension. 
I’ve [now] learned that’s critical.”34

9-4b Empowerment
Another way of redesigning intraorganizational proce-
sses is through empowerment. Empowering workers 
means permanently passing decision-making authority  
and responsibility from managers to workers. For 
workers to be fully empowered, companies must 
give them the information and resources they need 
to make and carry out good decisions and then re-
ward them for taking individual initiative.35 In other 
words, employees won’t feel very empowered if they 
constantly have someone looking over their shoul-
ders. French-based Carrefour, the second largest 
retailer in the world, has seen its profits and mar-
ket share consistently shrink over the past decade.  
New CEO Georges Plassat feels that Carrefour had 
“excess centralization preventing it from delivering 
results.” The clearest sign of that was Carrefour head-
quarters determining which products to sell at what 
prices in each store worldwide. Today, however, Plassat 
says, “There is a change in culture” to empower local 
store managers to make these decisions. For example, 
the store manager, not headquarters, decides how 
much floor space to use to sell TVs, how many kinds 
of TVs to sell (a full range or only the best sellers), and 
how the TVs are priced. Says Plassat, “We have special-
ists in the store[s] who know what is selling,” and top 
management now listens to them.36

Task interdependence  
the extent to which collective 
action is required to complete an 
entire piece of work

Pooled 
interdependence work 
completed by having each job 
or department independently 
contribute to the whole

Sequential 
interdependence  
work completed in succession, 
with one group’s or job’s outputs 
becoming the inputs for the next 
group or job

Reciprocal 
interdependence  
work completed by different jobs 
or groups working together in a 
back-and-forth manner

Empowering 
workers permanently passing 
decision-making authority and 
responsibility from managers 
to workers by giving them the 
information and resources they need 
to make and carry out good decisions
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193CHAPTER 9: Designing Adaptive Organizations

When workers are given the proper information 
and resources and are allowed to make good deci-
sions, they experience strong feelings of empowerment. 
Empowerment is a feeling of intrinsic motivation in 
which workers perceive their work to have meaning and 
perceive themselves to be competent, having an impact, 
and capable of self-determination.37 Work has meaning 
when it is consistent with personal standards and beliefs. 
Workers feel competent when they believe they can per-
form an activity with skill. The belief that they are having 
an impact comes from a feeling that they can affect work 
outcomes. A feeling of self-determination arises from 
workers’ belief that they have the autonomy to choose 
how best to do their work.

Empowerment can lead to changes in organiza-
tional processes because meaning, competence, impact, 
and self-determination produce empowered employees 
who take active rather than passive roles in their work. 

At Ritz-Carlton hotels, all employees are empowered 
to spend up to $2,000 to solve customer service issues. 
That’s not $2,000 per year or $2,000 per day, it’s $2,000 
per incident. And, employees can spend that $2,000 
without asking for managerial approval. Carmine Gallo, 
president of Gallo Communications Group, and his wife 
were eating at a particularly busy Ritz-Carlton restau-
rant, which meant the service was slow. Gallo says, “Dur-
ing one especially busy time at the hotel’s restaurant, the 
waiter apologized for the wait, gave us complimentary 
appetizers, and paid for our desserts. When I asked 
him why he did so he said, ‘I’m empowered to keep my 
guests happy.’”38

inTERORGAnizA- 
TiOnAl PROCESSES

An interorganizational process is a collection of 
activities that occur among companies to transform 
inputs into outputs that customers value. In other words, 
many companies work together to create a product or 
service that keeps customers happy. Nutella, the choco-
late and hazelnut spread, is headquartered in Italy, has 
five factories in Europe, two in South America, and one 
each in Russia, North America, and Australia. Those fac-
tories work with suppliers in Turkey (hazelnuts), Malay-
sia (palm oil), Nigeria (cocoa), Brazil (sugar), and France 
(vanilla). The 250,000 tons of Nutella produced each 
year are then sold to grocers by sales offices and sales 
brokers in seventy-five different countries.39

In this section, you’ll explore interorganizational processes 
by learning about 9-5a modular organizations and 9-5b 
virtual organizations.

9-5a Modular Organizations
Stephen Roach, former  
chief economist for invest- 
 ment bank Morgan Stan-
ley, says that companies 
increasingly want to take 
“functions that aren’t cen-
tral to their core com-
petency” and outsource 
them.40 Except for the core 
business activities that they 
can perform better, faster, 
and cheaper than others, 

9-5

Exhibit 9.10

Reengineering and Task  
Interdependence

Pooled
Interdependence

Reciprocal
Interdependence

Sequential
Interdependence

Empowerment feeling of 
intrinsic motivation in which 
workers perceive their work 
to have impact and meaning 
and perceive themselves to be 
competent and capable of self-
determination

Interorganizational 
process a collection of 
activities that take place among 
companies to transform inputs 
into outputs that customers value
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194 PART THREE

modular organizations outsource 
all remaining business activities to 
outside companies, suppliers, spe-
cialists, or consultants. The term 
modular is used because the busi-
ness activities purchased from 
outside companies can be added 
and dropped as needed, much like 
adding pieces to a three-dimensional 
puzzle. Exhibit 9.11 depicts a modular 
organization in which the company has 
chosen to keep training, human resources, 
sales, product design, manufacturing, customer service, 
research and development, and information technology 
as core business activities but has outsourced the non-
core activities of product distribution, web page design, 
advertising, payroll, accounting, and packaging.

The primary advantage of modular organizations 
is that they can cost significantly less to run than tra-
ditional organizations because they pay for outsourced 
labor, expertise, or manufacturing capabilities only 
when needed. Merck, one of the world’s leading phar-
maceutical companies, is transforming into a 
modular organization. As little as three years 
ago, two-thirds of Merck’s research budget 
was spent on in-house scientists and research 
labs that conducted expensive clinical re-
search trials to test the drugs that Merck had  
in development. Today, Merck spends only 
one-third of its research budget on in-house 
clinical research. It outsources the rest to Quin-
tiles, a company with 29,000 employees in 100 
countries, that specializes in conducting large-
scale clinical research trials for pharmaceutical 
companies such as Merck.41 To obtain cost ad-
vantages, however, modular organizations need 
reliable partners—vendors and suppliers with 
whom they can work closely and can trust.

Modular organ-
izations have disad-
vantages, too. The 
primary disadvan-
tage is the loss of 
control that occurs 
when key business 
activities are out-
sourced to other 
companies. Also, 
companies may re-
duce their compet-
itive advantage in 

two ways if they mistakenly outsource a core business ac-
tivity. First, as a result of competitive and technological 

change, the noncore business activities 
a company has outsourced 

may suddenly become the 
basis for competitive 
advantage. Second, re-
lated to that point, sup-
pliers to whom work is 

outsourced can sometimes 
become competitors.

9-5b Virtual Organizations
In contrast to modular organizations, in which the 
interorganizational process revolves around a cen-
tral company, a virtual organization is part of a 
network in which many companies share skills, costs, 
capabilities, markets, and customers with each other. 
Exhibit 9.12 shows a virtual organization in which, for 
today, the parts of a virtual company consist of product 
design, purchasing, manufacturing, advertising, and 

Modular organization  
an organization that outsources 
noncore business activities to 
outside companies, suppliers, 
specialists, or consultants

Virtual organization  
an organization that is part of a 
network in which many companies 
share skills, costs, capabilities, 
markets, and customers to 
collectively solve customer 
problems or provide specific 
products or services

Exhibit 9.11

Modular Organization

Website Design Advertising

Payroll

Accounting

Packaging

Core Business Activities

Outsourced Noncore
Business Activities

Product Distribution

Training

Human 
Resources

Information 
Technology

Research &
Development

Customer 
Service

Sales Product
Design

Manufacturing
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195CHAPTER 9: Designing Adaptive Organizations

alliance is the best at what it does, virtual organizations 
should in theory provide better products and services in 
all respects.

As with modular organizations, a disadvantage 
of virtual organizations is that after work has been 
outsourced, it can be difficult to control the quality 
of work done by network partners. The greatest dis-
advantage, however, is that tremendous managerial 
skills are required to make a network of independent 
organizations work well together, especially because 
their relationships tend to be short and based on a 
single task or project. Virtual organizations are using 

information technology. Unlike modular organizations, 
in which the outside organizations are tightly linked to 
one central company, virtual organizations work with 
some companies in the network alliance, but not with 
all. So, whereas a puzzle with various pieces is a fitting 
metaphor for a modular organization, a potluck dinner 
is an appropriate metaphor for a virtual organization. 
All participants bring their finest food dish but eat only 
what they want.

Another difference is that the working relation-
ships between modular organizations and outside com-
panies tend to be more stable and longer lasting than 
the shorter, often temporary, rela-
tionships found among the virtual 
companies in a network alliance. The 
composition of a virtual organization 
is always changing. The combination 
of network partners that a virtual cor-
poration has at any one time depends 
on the expertise needed to solve a 
particular problem or provide a spe-
cific product or service. For instance, 
today the business might need to 
focus on advertising and product de-
sign, as shown in Exhibit  9.12, but 
tomorrow, the business could want 
something completely different. In 
this sense, the term “virtual organi-
zation” means the organization that 
exists “at the moment.”

Virtual organizations have a 
number of advantages. They let 
companies share costs, and because 
members can quickly combine their 
efforts to meet customers’ needs, 
they are fast and flexible. Finally, be-
cause each member of the network 

Plug-n-Play Software for Business Processes

Today’s businesses looking to outsource may not need to 
look for partner organizations, thanks to a whole new raft 

of software programs and apps. ZenPayroll software functions 
such as an internal payroll system, allowing companies to 
eliminate large swaths of their accounting, payroll, and even 
human resources departments. LeadGenius offers a hybrid 
software-crowdsourcing option that lets companies outsource 
the number crunching and intense research of generating 

sales leads. And with Managed by Q software, anyone in the 
company can tap a tablet to reorder supplies, schedule the of-
fice to be cleaned, or even work with a remote live assistant 
to organize other tasks, effectively eliminating the need for an 
office manager. 
Source: D. Hendricks, “now That Software’s Eaten the World, it’s Started to Eat the 
Company,” Inc., march 20, 2015, accessed may 1, 2015. http://www.inc.com/drew 
-hendricks/now-that-software-s-eaten-the-world-it-s-started-to-eat-the-company 
.html.

Exhibit 9.12

Virtual Organizations
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196 PART THREE

two methods to solve this problem. The first is to use a 
broker. In traditional, hierarchical organizations, man-
agers plan, organize, and control. But with the hori-
zontal, interorganizational processes that characterize 
virtual organizations, the job of a broker is to create 
and assemble the knowledge, skills, and resources 
from different companies for outside parties, such as 
customers.42 The second way to make networks of vir-
tual organizations more manageable is to use a virtual 
organization agreement that, somewhat like a contract, 
specifies the schedules, responsibilities, costs, payouts, 
and liabilities for participating organizations.43
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199CHAPTER 10: Managing Teams

Teams help businesses increase customer satisfaction  
in several ways. One way is to create work teams that 
are trained to meet the needs of specific customers.  
After financial scandals tarnished London-based Barclays 
Bank’s reputation, it hired a director of customer expe-
rience to lead teams that were directly responsible for 
making sure, “the voice of the customer is heard.”8 One of 
those customers is business consultant and blogger Maz 
Iqbal. When Iqbal moved his business’s bank accounts to 
Barclays from another bank, he blogged that his initial 
interactions were “frustrating.” When he subsequently 
changed his company’s registered name, he expected 
more paperwork, inefficiency, and frustration. Instead, 
before he visited his local branch, Barclays mailed him 
new checks and credit cards already imprinted with his 
company’s new name. Said an obviously satisfied Iqbal, 
“I feel grateful. Why? Because Barclays Bank helped me 
out—saved me time, effort, concern—without me even 
asking them to help me out. They anticipated a need  
and met it.”9 

Teams also help firms improve product and service 
quality in several ways.10 In contrast to traditional orga-
nizational structures, in which management is responsi-
ble for organizational outcomes and performance, teams 
take direct responsibility for the quality of the products 
and service they produce and sell. Oriental Trading 
Company (OTC) sells party supplies, arts and crafts, 
toys and games, and teaching supplies on the Internet. 
Like most retail websites, OTC’s site allows customers 
to write comments about the products they buy. When 
customers complained about its Inflatable Solar System, 
giving it two stars out of five, members of OTC’s intrade-
partmental teams sprang to action. A team member from 
the quality department worked directly with the manu-
facturer to improve quality. Another from copywriting 
worked with a team member from merchandising to 
post new photos of the improved product along with a 
more accurate product description. Other members of 
the team contacted dissatisfied customers to tell them 
that OTC had listened and had taken steps to address 
their concerns. Seven weeks after the first negative com-
ment appeared on OTC’s website, the improved product 
was available for sale. Customers consistently rate the 
new version at four out of 
five stars.11

Another reason for us-
ing teams is that teamwork 
often leads to increased  
job satisfaction.12 Team-
work can be more satisfy-
ing than traditional work 

THE Good And BAd 
of UsinG TEAMs

Ninety-one percent of organizations are significantly im-
proving their effectiveness by using work teams.1 Procter &  
Gamble and Cummins Engine began using teams in 
1962 and 1973, respectively. Boeing, Caterpillar, Cham-
pion International, Ford Motor Company, 3M, and 
General Electric established work teams in the mid- to 
late-1980s. Today, most companies use teams to tackle 
a variety of issues.2 “Teams are ubiquitous. Whether 
we are talking about software development, Olympic 
hockey, disease outbreak response, or urban warfare, 
teams represent the critical unit that ‘gets things done’ 
in today’s world.”3

Work teams consist of a small number of people 
with complementary skills who hold themselves mutually 
accountable for pursuing a common purpose, achieving 
performance goals, and improving interdependent work 
processes.4 By this definition, computer programmers 
working on separate projects in the same department 
of a company would not be considered a team. To be a 
team, the programmers would have to be interdepen-
dent and share responsibility and accountability for the 
quality and amount of computer code they produced.5 
Teams are becoming more important in many indus-
tries because they help organizations respond to spe-
cific problems and challenges. Though work teams are 
not the answer for every situation or organization, if the 
right teams are used properly and in the right settings, 
teams can dramatically improve company performance 
over more traditional management approaches while 
also instilling a sense of vitality in the workplace that is 
otherwise difficult to achieve.

Let’s begin our discussion of teams by learning about  
10-1a the advantages of teams, 10-1b the disadvan-
tages of teams, and 10-1c when to use and not use 
teams.

10-1a The Advantages of Teams
Companies are making greater use of teams because 
teams have been shown to improve customer satisfac-
tion, product and service quality, speed and efficiency in 
product development, employee job satisfaction, and de-
cision making.6 For example, one survey indicated that 
80 percent of companies with more than 100 employees 
use teams, and 90 percent of all U.S. employees work 
part of their day in a team.7

10-1

Work team a small number 
of people with complementary 
skills who hold themselves 
mutually accountable for pursuing 
a common purpose, achieving 
performance goals, and improving 
interdependent work processes

61592_ch10_ptg01.indd   199 10/23/15   3:48 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



200 PART THREE

because it gives workers a chance to improve their skills. 
This is often accomplished through cross-training, in 
which team members are taught how to do all or most of 
the jobs performed by the other team members. The ad-
vantage for the organization is that cross-training allows 
a team to function normally when one member is absent, 
quits, or is transferred. The advantage for workers is that 
cross-training broadens their skills and increases their 
capabilities while also making their work more varied 
and interesting.

Teamwork is also satisfying because work teams often 
receive proprietary business information that typically is 
available only to managers. The Great Little Box Com-
pany (GLBC), which makes corrugated boxes, custom 
product displays, and flexible and protective packaging 
for manufacturers, has an “open books” philosophy, where 
team members are given full access to the company’s finan-
cial information. Founder Robert Meggy says, “It makes 
people feel more a part of the company. It instills a sense of 

trust. Regardless of whether 
the news is good or bad, 
people want to know and, 
ultimately, will try harder 
to make the company more 

profitable.” After all, he says, “We want employees to run 
the company like their own business.” Team member and 
customer-service representative Sandra Fung says, “If we 
have been profitable that month, it makes me feel good 
to learn that I have contributed to that.” Finally, to drive 
home the importance of teams and teamwork, everyone 
receives equal monthly profit sharing checks. Says Meggy, 
“When it comes to teamwork, everyone is equal here. The 
truck drivers, the controller, office staff, plant supervisor—
everybody gets the same amount.”13

Team members also gain job satisfaction from unique 
leadership responsibilities that are not typically available 
in traditional organizations. Finally, teams share many 
of the advantages of group decision making discussed in 
Chapter 5. For instance, because team members possess 
different knowledge, skills, abilities, and experiences, a 
team is able to view problems from multiple perspec-
tives. This diversity of viewpoints increases the odds that 
team decisions will solve the underlying causes of prob-
lems and not just address the symptoms. The increased 
knowledge and information available to teams also make 
it easier for them to generate more alternative solut-
ions, a critical part of improving the quality of decisions.  
Because team members are involved in decision-making 

Avoiding Team-Building Fiascos

Regardless of where they fall on the spectrum of too boring or 
too extreme, corporate team-building activities are a notori-

ous source of dread and eye rolling. According to David Jacobsen, 
founder of TrivWorks team-building company, “The worst possible 
outcome is having the exact opposite of what you intended hap-
pen,” Jacobson says. “You’ve crushed morale and left your employ-
ees alienated or disconnected.” Team building can be positive and 
meaningful, however, if overeager managers can stick to a few 
guidelines:

1. Clearly identify the purpose and goals of the activity and let 
your staff know up front.

2. Let the purpose and goals dictate the type of activity.

3. Avoid activities that simulate violence, cause harm, or humili-
ate the participants.

4. Draw clear connections between the activity and how the team performs in the workplace.

5. Incorporate a challenge.

The key is to make the activity relevant. “If the exercise is good, your team will take what they did or learned back to the workplace,” 
says Jacobson. “They’re going to collaborate and communicate better.”
source: J. A. Graves, “Corporate Team-Building Activities: The Good, the Bad, and the Really Ugly,” U.S. News, september 24, 2014, accessed May 2, 2015. http://money.usnews 
.com/money/careers/articles/2014/09/25/corporate-team-building-activities-the-good-the-bad-and-the-really-ugly/.

Cross-training training team 
members to do all or most of the 
jobs performed by the other team 
members
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201CHAPTER 10: Managing Teams

processes, they are also likely to be more committed to 
making those decisions work. In short, teams can do a 
much better job than individuals in two important steps 
of the decision-making process: defining the problem 
and generating alternative solutions.

10-1b The Disadvantages of Teams
Although teams can significantly improve customer satis-
faction, product and service quality, speed and efficiency 
in product development, employee job satisfaction, and 
decision making, using teams does not guarantee these 
positive outcomes. In fact, if you’ve ever participated in 
team projects in your classes, you’re probably already 
aware of some of the problems inherent in work teams. 
Despite all of their promise, teams and teamwork are 
also prone to these significant disadvantages: initially 
high turnover, social loafing, and the problems associ-
ated with group decision making.

The first disadvantage of work teams is initially high 
turnover. Teams aren’t for everyone, and some workers 
balk at the responsibility, effort, and learning required in 
team settings. When Zappos, the online shoe company 
changed from a traditional to a team-based structure 
(what it calls Holacracy), where there are no bosses and 
no titles, and employees manage themselves, it offered 
everyone in the company three months of severance pay 
to leave if they decided that it wasn’t right for them. Turns 
out that of its 1,500 employees, 14 percent, decided to 
leave. Zappos’ John Bunch, who is managing the transi-
tion to Holacracy, said, “Whatever the number of people 
who took the offer was the right number as they made the 
decision that was right for them and right for Zappos.”14

Social loafing is another disadvantage of work 
teams. Social loafing occurs when workers withhold 
their efforts and fail to perform their share of the work.15  

A nineteenth-century French engineer named Maximil-
ian Ringlemann first documented social loafing when he 
found that one person pulling on a rope alone exerted an 
average of 139 pounds of force on the rope. In groups 
of three, the average force dropped to 117 pounds per  
person. In groups of eight, the average dropped to just  
68 pounds per person. Ringlemann concluded that the 
larger the team, the smaller the individual effort. In fact, 
social loafing is more likely to occur in larger groups 
where identifying and monitoring the efforts of indi-
vidual team members can be difficult.16 In other words, 
social loafers count on being able to blend into the back-
ground, where their lack of effort isn’t easily spotted. 

From team-based class projects, most students 
already know about social loafers or “slackers,” who 
contribute poor, little, or no work whatsoever. Not sur-
prisingly, a study of 250 student teams found that the 
most talented students are typically the least satisfied 
with teamwork because of having to carry slackers and 
do a disproportionate share of their team’s work.17 Per-
ceptions of fairness are negatively related to the extent of 
social loafing within teams.18

Finally, teams share many of the disadvantages 
of group decision making discussed in Chapter 5, such  
as groupthink. In groupthink, members of highly cohesive  
groups feel intense pressure not to disagree with each 
other so that the group can approve a proposed solution. 
Because groupthink restricts discussion and leads to con-
sideration of a limited number of alternative solutions, 
it usually results in poor decisions. Also, team decision 
making takes considerable time, and team meetings can 
often be unproductive and inefficient. Another possible 
pitfall is minority domination, where just one or two peo-
ple dominate team discussions, restricting consideration 
of different problem definitions and alternative solutions. 
Minority domination is especially likely to occur when the 
team leader talks so much during team discussions, effec-
tively discouraging other team members from speaking 
up. When that happens, team performance drops signifi-
cantly.19 Finally, team members may not feel accountable 
for the decisions and actions taken by the team.

10-1c When to Use Teams
As the two previous subsections made clear, teams have 
significant advantages and disadvantages. Therefore, 
the question is not whether 
to use teams, but when 
and where to use teams 
for maximum benefit and 
minimum cost. As Doug 
Johnson, associate director 

Zappos moved to what it calls “Holacracy.” 
There are no bosses, no titles, and 
employees manage themselves.

Social loafing behavior in 
which team members withhold 
their efforts and fail to perform 
their share of the work
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at the Center for Collaborative Organizations at the  
University of North Texas, puts it, “Teams are a means to 
an end, not an end in themselves. You have to ask your-
self questions first. Does the work require interdepen-
dence? Will the team philosophy fit company strategy? 
Will management make a long-term commitment to this 
process?”20 Exhibit 10.1 provides some additional guide-
lines on when to use or not use teams.21

First, teams should be used when there is a clear, 
engaging reason or purpose for using them. Too many 
companies use teams because they’re popular or because 
the companies assume that teams can fix all problems. 
Teams are much more likely to succeed if they know  
why they exist and what they are supposed to accomp-
lish, and they are more likely to fail if they don’t. 

Second, teams should be used when the job can’t be 
done unless people work together. This typically means 
that teams are needed when tasks are complex, require 
multiple perspectives, or require repeated interaction 
with others to complete. Because of the enormous com-
plexity of today’s cars, you would think that auto com-
panies routinely use interconnected design teams. After 
all, the typical car has 30,000 parts, eighty different 
computer modules, indicators sensing how close other 
cars are when parking or going 70 mph, and the ability 
to automatically adjust braking, cornering, gas mileage, 
and acceleration. But auto companies don’t routinely use 
interconnected design teams, as most designers are re-
sponsible for separate sections or parts of the car. Achim 
Badstübner, head of Audi Group exterior design, says, 
“We tend to make the mistake that we have an exterior 
department, an interior department and a technology 

department, and they all know what they’re doing but 
the connection is not so good.” Audi, however, takes a 
team approach. Badstübner says, “I think it’s very impor-
tant to basically lock them in one room, literally speak-
ing. Then there is an interaction: you talk to the guy who 
does seats and he tells you something about his exper-
tise and you might take something from him that helps 
you to develop a new wheel, for example.” Badstübner 
says by connecting the teams, “you get a different result 
because through this method you get the best of every 
brain. I think you can’t survive if you just depend on one 
brain to do a complex thing like [design] a car.”22

Third, teams should be used when rewards can be 
provided for teamwork and team performance. Rewards 
that depend on team performance rather than individual 
performance are the key to rewarding team behaviors and 
efforts. You’ll read more about team rewards later in the 
chapter, but for now it’s enough to know that if the type of 
reward (individual versus team) is not matched to the type 
of performance (individual versus team), teams won’t work.

Kinds of TEAMs
Let’s continue our discussion of teams by learning about 
the different kinds of teams that companies such as Google 
and Maytag use to make themselves more competitive. We 
look first at 10-2a how teams differ in terms of auton-
omy, which is the key dimension that makes one team 
different from another, and then at 10-2b some special 
kinds of teams.

10-2

Exhibit 10.1

When to Use and When Not to Use Teams
Use Teams When . . . Don’t Use Teams When . . .

there is a clear, engaging reason or purpose. there isn’t a clear, engaging  reason or purpose. 

the job can’t be done unless people work  
together.

the job can be done by people  working 
independently. 

rewards can be provided for teamwork and team 
performance.

rewards are provided for individual  effort and 
performance.

ample resources are available. the necessary resources are not available. 

source: R. Wageman, “Critical success factors for Creating superb self-Managing Teams,” Organizational Dynamics 26, no. 1 (1997): 49–61.
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203CHAPTER 10: Managing Teams

10-2a Autonomy, the Key 
Dimension
Teams can be classified in a number of ways, such as per-
manent or temporary, or functional or cross-functional. 
However, studies indicate that the amount of autonomy 
possessed by a team is the key difference among teams.23 
Autonomy is the degree to which workers have the dis-
cretion, freedom, and independence to decide how and 
when to accomplish their jobs. Exhibit 10.2 shows how 
five kinds of teams differ in terms of autonomy. Mov-
ing left to right across the autonomy continuum at the 
top of the exhibit, traditional work groups and employee 
involvement groups have the least autonomy, semi- 
autonomous work groups have more autonomy, and, 

finally, self-managing teams and self-designing teams 
have the most autonomy. Moving from bottom to top 
along the left side of the exhibit, note that the number 
of responsibilities given to each kind of team increases  
directly with its autonomy. Let’s review each of these 
kinds of teams and their autonomy and responsibilities 
in more detail.

The smallest amount of autonomy is found in  
traditional work groups, where two or more people 
work together to achieve a 
shared goal. In these groups, 
workers are respon sible for 
doing the work or execut-
ing the task, but they do not 
have direct responsibility 

Exhibit 10.2

Team Autonomy Continuum
Low
Team
Autonomy

High
Team
Autonomy

Responsibilities
Traditional 

Work Groups

Employee 
Involvement 

Groups

Semi- 
Autonomous 
Work Groups

Self-
Managing 

Teams

Self-
Designing 

Teams

Control Design of

 Team

 Tasks

 Membership

Production/Service Tasks

 Make Decisions

 Solve Problems

Major Production/Service Tasks 

 Make Decisions

 Solve Problems

Information

Give Advice/Make Suggestions 

Execute Task

sources: R. d. Banker, J. M. field, R. G. schroeder, and K. K. sinha, “impact of Work Teams on Manufacturing Performance: A Longitudinal field study,” Academy of 
Management Journal 39 (1996): 867–890; J. R. Hackman, “The Psychology of self-Management in organizations,” in Psychology and Work: Productivity, Change, and 
Employment, ed. M. s. Pallak and R. Perlof (Washington, dC: American Psychological Association), 85–136.

Traditional work group a 
group composed of two or more 
people who work together to 
achieve a shared goal
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or control over their work. Workers report to managers, 
who are responsible for their performance and have the 
authority to hire and fire them, make job assignments, 
and control resources. For instance, suppose that an ex-
perienced worker blatantly refuses to do his share of the 
work, saying, “I’ve done my time. Let the younger em-
ployees do the work.” In a team with high autonomy, the 
responsibility of getting this employee to put forth his fair 
share of effort would belong to his teammates. But, in a 
traditional work group, that responsibility belongs to the 
boss or supervisor. The supervisor in this situation calmly 
confronted the employee and told him, “We need your 
talent, [and] your knowledge of these machines. But if 
you won’t work, you’ll have to go elsewhere.” Within days, 
the employee’s behavior improved.24

Employee involvement teams, which have 
somewhat more autonomy, meet on company time on a 
weekly or monthly basis to provide advice or make sug-
gestions to management concerning specific issues such 
as plant safety, customer relations, or product quality.25  
Though they offer advice and suggestions, they do not 
have the authority to make decisions. Membership on 
these teams is often voluntary, but members may be 
selected because of their expertise. The idea behind 
employee involvement teams is that the people clos-
est to the problem or situation are best able to recom-
mend solutions. For more than three years, production  
of Boeing’s 787 Dreamliner was delayed by multiple 
problems—parts shortages, improper installation, failed 
test flights, and more. Because of production delays,  
Boeing must build ten planes per month, up from the 
typical two and a half planes. To meet this aggressive goal, 
it established nearly 200 employee involvement teams to 
analyze the way 787s are assembled and make changes 
to maximize efficiency. For example, one employee in-
volvement team found that ducts already installed in the 

plane were being damaged 
because workers were kick-
ing and stepping on them 
while doing other work. The 
damaged ducts then had to 
be removed and replaced. 
The team recommended 
that temporary covers be 
placed over the ducts, thus 
eliminating delays and in-
creased costs.26

Semi-autonomous  
work groups not only 
pro vide advice and sug-
gestions to management 
but also have the authority 

to make decisions and solve problems related to the 
major tasks required to produce a product or service. 
Semi-autonomous groups regularly receive informa-
tion about budgets, work quality and performance, and 
competitors’ products. Furthermore, members of semi-
autonomous work groups are typically cross-trained in 
a number of different skills and tasks. In short, semi-
autonomous work groups give employees the authority 
to make decisions that are typically made by supervisors 
and managers.

That authority is not complete, however. Managers  
still play a role, though one that is much reduced 
compared with traditional work groups, in support-
ing the work of semi-autonomous work groups. The 
role a manager plays on a team usually evolves over 
time. “It may start with helping to transition problem- 
solving responsibilities to the team, filling miscellaneous 
requests for the team, and doing ad hoc tasks,” says  
Steven Hitchcock, president of Axis Performance Advi-
sors in Portland, Oregon. Later, the team may develop 
into a mini-enterprise, and the former manager becomes 
externally focused—sort of an account manager for the 
customer. Managers have to adjust what they do based 
on the sophistication of the team.27 A lot of what man-
agers of semi-autonomous work groups do is ask good 
questions, provide resources, and facilitate performance 
of group goals.

Self-managing teams are different from semi-
autonomous work groups in that team members man-
age and control all of the major tasks directly related to 
production of a product or service without first getting 
approval from management. This includes managing and 
controlling the acquisition of materials, making a prod-
uct or providing a service, and ensuring timely delivery. 
At Connecticut Spring & Stamping, a precision manufac-
turing firm, self-managing teams determine the master 
schedule that controls the order in which parts will flow 
from machines to workers, the location and proximity of 
machines and work stations, when and who gets overtime 
work (and how much), and how teams will be rewarded. 
For example, the teams designed a three-stage program 
in which constant improvement in on-time delivery is 
required to receive rewards. All of these decisions are 
made without management’s input or approval.28 

The use of self-managing teams has significantly 
increased productivity at a number of other companies, 
increasing quality by 12 percent at AT&T, reducing er-
rors by 13 percent at FedEx, and helping 3M increase 
production by 300 percent at one of its manufacturing 
plants.29 Seventy-two percent of Fortune 1,000 com-
panies have at least one self-managing team, up from  
28 percent in 1987.30

Employee involvement 
team team that provides 
advice or makes suggestions to 
management concerning specific 
issues

Semi-autonomous work 
group a group that has the 
authority to make decisions and 
solve problems related to the 
major tasks of producing a product 
or service

Self-managing team a 
team that manages and controls 
all of the major tasks of producing 
a product or service
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205CHAPTER 10: Managing Teams

Self-designing teams have all the characteris-
tics of self-managing teams, but they can also control 
and change the design of the teams themselves, the 
tasks they do and how and when they do them, and the 
membership of the teams. Valve a Bellevue, Washington  
maker of video games, has no managers. In fact, the 
company defines “manager” in its employee handbook 
as, “The kind of people we don’t have any of. So, if you 
see one, tell somebody, because it’s probably the ghost of 
whoever was in this building before us.”31 “We do have a 
founder/president, but even he isn’t your manager. This 
company is yours to steer—toward opportunities and 
away from risks. You have the power to green-light proj-
ects. You have the power to ship projects.”32 But what 
makes Valve’s team self-designing (and not just self-man-
aging), is that they control and change the teams them-
selves by deciding who gets hired, fired, promoted, and 
what they get paid (which is determined by peer rank-
ings regarding contributions to team projects).33

10-2b Special Kinds of Teams
Companies are also increasingly using several other 
kinds of teams that can’t easily be categorized in terms 
of autonomy: cross-functional teams, virtual teams, and 
project teams. Depending on how these teams are de-
signed, they can be either low- or high-autonomy teams.

Cross-functional teams are intentionally com-
posed of employees from different functional areas of 
the organization.34 Because their members have differ-
ent functional backgrounds, education, and experience, 
cross-functional teams usually attack problems from 
multiple perspectives and generate more ideas and al-
ternative solutions, all of which are especially important 
when trying to innovate or solve problems creatively.35 
Cross-functional teams can be used almost anywhere 
in an organization and are often used in conjunction  
with matrix and product organizational structures (see 
Chapter 9). They can also be used either with part-time 
or temporary team assignments or with full-time, long-
term teams.

Virtual teams are groups of geographically and/or 
organizationally dispersed coworkers who use a combi-
nation of telecommunications and information technolo-
gies to accomplish an organizational task.36 Virtual teams 
are increasingly common, and are used by 28 percent 
of U.S.-based corporations and 66 percent of multi-
national firms.37 Members of virtual teams rarely meet 
face-to-face; instead, they use email, videoconferencing, 
and group communication software.Virtual teams can be 
employee involvement teams, self-managing teams, or 
nearly any kind of team discussed in this chapter. Virtual 

teams are often (but not necessarily) temporary teams 
that are set up to accomplish a specific task.

Virtual teams are highly flexible because employees 
can work with each other regardless of physical loca-
tion or time zones, but they’re also much more complex 
than face-to-face teams when it comes to purpose, com-
munication, and trust. Virtual teams often suffer from 
a lack of understanding regarding the team’s purpose 
and team member roles. Dave Davis of RedFly Market-
ing has managed virtual teams for more than a decade 
and says, “You’d be surprised how many people will wait 
until halfway through a project to admit they don’t un-
derstand something.”38 Because of distance and differ-
ent time zones, 38 percent of virtual team members cite 
communication as their biggest challenge. Digital com-
munication (email, IM, virtual conferencing) accounts 
for 63 percent of communication on virtual teams, yet 
23 percent of team members find that long email discus-
sion threads threaten (rather than help) effective project 
communication.39 So, it’s important for members to know 
when to use different communication media. Mary Ellen 
Slater, a manager at Reputation Capital, says, “At Rep 
Cap, we IM each other throughout the day, but there are 
times when a phone call or face-to-face meeting is better. 
A new project or something that deviates from our usual 
process may merit a phone call.”40 Finally, trust is critical 
for virtual teams to be successful. Andrea Rozman, owner 
of Your Gal Friday, a company that provides virtual per-
sonal assistants, says, “You have to take that leap of faith. 
You have to believe that once you hand them the work, 
they will do it, and get it done on time.”41 See Exhibit 10.3 
for more information on managing virtual teams.

Project teams are 
created to complete spe-
cific, one-time projects or  
tasks within a limited time.42  
Project teams are often 
used to develop new prod-
ucts, significantly improve 
existing products, roll out 
new information systems, 
or build new factories or 
offices. The project team 
is typically led by a project 
manager who has the over-
all responsibility for plann-
ing, staffing, and managing 
the team, which usually 
includes employees from 
different functional areas. 
Effective project teams de-
mand both individual and 

Self-designing team  
a team that has the characteristics 
of self-managing teams but also 
controls team design, work tasks, 
and team membership

Cross-functional team  
a team composed of employees  
from different functional areas of 
the organization

Virtual team a team 
composed of geographically 
and/or organizationally 
dispersed coworkers who 
use telecommunication and 
information technologies to 
accomplish an organizational task

Project team a team created 
to complete specific, one-time  
projects or tasks within a limited 
time
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collective responsibility.43 One advantage of project teams 
is that drawing employees from different functional areas 
can reduce or eliminate communication barriers. In turn, 
as long as team members feel free to express their ideas, 
thoughts, and concerns, free-flowing communication en-
courages cooperation among separate departments and 
typically speeds up the design process.44 Another advan-
tage of project teams is their flexibility. When projects 
are finished, project team members either move on to 
the next project or return to their functional units. For 
example, publication of this book required designers, 
editors, page compositors, and web designers, among 
others. When the task was finished, these people applied 
their skills to other textbook projects. Because of this 
flexibility, project teams are often used with the matrix 
organizational designs discussed in Chapter 9.

WoRK TEAM 
CHARACTERisTiCs

‘‘Why did I ever let you talk me into teams? They’re 
nothing but trouble.”45 Lots of managers have this re-

action after making the 
move to teams. Many don’t 
realize that this reaction is 
normal, both for them and 

10-3

for workers. In fact, such a reaction is characteristic of 
the storming stage of team development (discussed in 
Section 10-3e). Managers who are familiar with these 
stages and with the other important characteristics of 
teams will be better prepared to manage the predictable 
changes that occur when companies make the switch to 
team-based structures.

Understanding the characteristics of work teams is essential 
for making teams an effective part of an organization. There-
fore, in this section you’ll learn about 10-3a team norms, 
10-3b team cohesiveness, 10-3c team size, 10-3d team 
conflict, and 10-3e the stages of team development.

10-3a Team Norms
Over time, teams develop norms, which are informally 
agreed-on standards that regulate team behavior.46 Norms 
are valuable because they let team members know what 
is expected of them. While leading Orbis International, 
a nonprofit organization in which a DC-10 jet, converted 
to a “Flying Eye Hospital,” transports volunteer doctors 
and nurses to treat eye disease throughout the world, Jilly 
Stephens noticed a problem with punctuality. She said, 
“When I first got to the field, you would have the nurses, 
engineers, whoever, waiting, and you would maybe have 
one [person] who just couldn’t drag himself out of bed 
and everybody’s waiting.” So she simply decided that there 
would be a new norm for the team: they leave on time. “If 
they aren’t there [on time], the bus leaves. You get to the 
airport yourself. If we were in Tunisia, that meant finding 
a bike and cycling across the desert to get to the airport.” 
Says Stephens, “We saw behaviors change fairly rapidly.”47

Studies indicate that norms are one of the most pow-
erful influences on work behavior because they regulate 
the everyday actions that allow teams to function effec-
tively. Team norms are often associated with positive out-
comes such as stronger organizational commitment, more 
trust in management, and stronger job and organizational 
satisfaction.48 Effective work teams develop norms about 
the quality and timeliness of job performance, absentee-
ism, safety, and honest expression of ideas and opinions.

Surgeon Atul Gawande, author of The Checklist 
Manifesto, says that with 6,000 drugs, 4,000 medical pro-
cedures, and doctors and nurses specializing in hundreds 
of medical subfields, “The complexity of what we [in 
modern medicine] have to deliver on exceeds our abilities 
as experts partly because the volume of knowledge has 
exceeded what training can possibly provide.”49 So, in his 
operating rooms, Gawande and his surgical teams use and 
review checklists to make sure each small but critical step 
is completed. Before administering anesthesia, the nurse 
and anesthetist will determine if the site of the surgery is 

Norms informally agreed-on 
standards that regulate team 
behavior

Exhibit 10.3

Tips for Managing Virtual Teams
1. Invest in an online resource where members can learn quickly 

about one another.

2. Choose a few team members who already know each other.

3. Break the team’s work up into modules so that progress in 
one location is not overly dependent on progress in another.

4. Create an online site where a team can collaborate, exchange 
ideas, and inspire one another.

5. Encourage frequent communication, but don’t try to force 
social gatherings.

6. Assign only tasks that are challenging and interesting.

7. Ensure the task is meaningful to the team and the company.

8. When building a virtual team, solicit volunteers as much as 
possible.

source: L. Gratton, “Working Together… When Apart,” Wall Street Journal,  
June 19, 2012, accessed May 8, 2015. http://www.wsj.com/articles 
/sB118165895540732559.
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207CHAPTER 10: Managing Teams

marked, whether the anesthesia machine and medication 
check have been completed, and whether the patient has 
a difficult airway or is at risk of aspiration (vomiting into 
the airway). Likewise, before the first incision takes place, 
all team members will be asked to introduce themselves 
and the roles they’ll be performing, and the surgeon will 
be asked to state where the incision will be made and 
what kind of critical, nonroutine steps might be taken if 
things don’t go as planned.50 The review checklists are 
a powerful way of making sure that all members of the 
surgical team do what they’re supposed to, that is, follow 
agreed-on standards of behavior or norms.

Norms can also influence team behavior in negative 
ways. For example, most people would agree that dam-
aging organizational property; saying or doing something 
to hurt someone at work; intentionally doing one’s work 
badly, incorrectly, or slowly; griping about coworkers; 
deliberately bending or breaking rules; and doing some-
thing to harm the company or boss are negative behav-
iors. A study of workers from thirty-four teams in twenty 
different organizations found that teams with negative 
norms strongly influenced their team members to en-
gage in these negative behaviors. In fact, the longer in-
dividuals were members of a team with negative norms 
and the more frequently they interacted with their team-
mates, the more likely they were to perform negative be-
haviors. Because team norms typically develop early in 
the life of a team, these results indicate how important it 
is for teams to establish positive norms from the outset.51

10-3b Team Cohesiveness
Cohesiveness is another important characteristic of work 
teams. Cohesiveness is the extent to which team mem-
bers are attracted to a team and motivated to remain in it.52 
What can be done to promote team cohesiveness? First, 
make sure that all team members are present at team 
meetings and activities. Team cohesiveness suffers when 
members are allowed to withdraw from the team and miss 
team meetings and events.53 Second, create additional op-
portunities for teammates to work together by rearranging 
work schedules and creating common workspaces. Bank 
of America discovered the value of cohesive teams when 
it did a study tracking employee behavior. When Bank of 
America experimented by having call center employees 
wear sensors monitoring their movements throughout the 
office, it found that the most productive employees were 
in cohesive teams that communicated frequently. So, to 
encourage more interaction, it scheduled team members 
to all have breaks at the same time, rather than solo breaks. 
As a result, worker productivity rose 10 percent.54 When 
task interdependence is high, and team members have 

lots of chances to work together, team cohesiveness tends 
to increase.55 Third, engaging in nonwork activities as a 
team can help build cohesion. The NBA’s Golden State 
Warriors do something that most NBA teams don’t—they 
eat together when on the road. Ten-year veteran center 
Andrew Bogut says, “We go out together and eat together 
way more than any other team I’ve been on.” Why? They 
like each other. Center Festus Ezili says, “And you see it 
on the court.” Indeed, when this was written, the Warriors 
had the number one offense, the number two defense, 
and the most assists in the league, including secondary  
assists, “the pass before the pass which created the basket.” 
Forward David Lee says, “Chemistry is not something you 
can fake. You either have it or you don’t.”56 Finally, com-
panies build team cohesiveness by making employees feel 
that they are part of an organization.

10-3c Team Size
The relationship between team size and performance 
appears to be curvilinear. Very small or very large teams 
may not perform as well as moderately sized teams. For 
most teams, the right size is somewhere between six and 
nine members.57 A team of this size is small enough for 
the team members to get to know each other and for 
each member to have an opportunity to contribute in a 
meaningful way to the success of the team. At the same 
time, the team is large enough to take advantage of team 
members’ diverse skills, knowledge, and perspectives. 
It is also easier to instill a sense of responsibility and 
mutual accountability in teams of this size.58 Team size 
has a significant impact on the value of a company as 
well. Among companies with a market capitalization of  
$10 billion or more, those with smaller boards of direc-
tors outperform their peers by 8.5 percent, and those 
with larger boards underperform their peers by nearly 
11 percent. With only seven directors, Netflix’s board 
was able to spend nine months discussing a potential 
price increase. Director Jay Hoag says, “We get in-depth. 
That’s easier with a small group.” Netflix outperforms its 
sector peers by 32 percent.59 The General Motors board 
of directors, however, has fourteen members. Its chair-
man, Tim Solso says, “Often you have people saying the 
same thing. It’s just not as efficient as a smaller board.”60 

Like GM, pharmaceutical company Eli Lilly also has 
fourteen members, and someone close to the company 
said its board “is too big 
to encourage the kinds of 
discussions you want. . . a 
number of people feel con-
strained asking a second or 
third question.”61

Cohesiveness the extent to 
which team members are attracted  
to a team and motivated to remain 
in it
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When teams get too large, team members find it dif-
ficult to get to know one another, and the team may splin-
ter into smaller subgroups. When this occurs, subgroups 
sometimes argue and disagree, weakening overall team 
cohesion. As teams grow, there is also a greater chance 
of minority domination, where just a few team members 
dominate team discussions. Even if minority domination 
doesn’t occur, larger groups may not have time for all team 
members to share their input. And when team members 
feel that their con-
tributions are un-
important or not 
needed, the result 
is less involvement, 
effort, and account-
ability to the team.62 
Large teams also 
face logistical prob-
lems such as finding 
an appropriate time 
or place to meet. Finally, the incidence of social loafing, dis-
cussed earlier in the chapter, is much higher in large teams.

Just as team performance can suffer when a team is 
too large, it can also be negatively affected when a team 
is too small. Teams with just a few people may lack the 
diversity of skills and knowledge found in larger teams. 
Also, teams that are too small are unlikely to gain the 
advantages of team decision making (multiple perspec-
tives, generating more ideas and alternative solutions, 
and stronger commitment) found in larger teams.

What signs indicate that a team’s size needs to be 
changed? If decisions are taking too long, if the team has 
difficulty making decisions or taking action, if a few mem-
bers dominate the team, or if the commitment or efforts of 

team members are weak, chances are the team is too big.  
In contrast, if a team is having difficulty coming up with 
ideas or generating solutions, or if the team does not 
have the expertise to address a specific problem, chances 
are the team is too small.

10-3d Team Conflict
Conflict and disagreement are inevitable in most teams. 
But this shouldn’t surprise anyone. From time to time, 
people who work together are going to disagree about 
what and how things get done. What causes conflict in 
teams? Although almost anything can lead to conflict—
casual remarks that unintentionally offend a team mem-
ber or fighting over scarce resources—the primary cause 
of team conflict is disagreement over team goals and pri-
orities.63 Other common causes of team conflict include 
disagreements over task-related issues, interpersonal in-
compatibilities, and simple fatigue.

Though most people view conflict negatively, the key 
to dealing with team conflict is not avoiding it, but rather 
making sure that the team experiences the right kind of 
conflict. In Chapter 5, you learned about c-type conflict, 
or cognitive conflict, which focuses on problem-related 
differences of opinion, and a-type conflict, or affective 
conflict, which refers to the emotional reactions that can 
occur when disagreements become personal rather than 

professional.64 
Cognitive con-
flict is strongly 
a s s o c i a t e d 
with improve-
ments in team 
performance, 
whereas affec-
tive conflict 
is strongly as-

sociated with 
decreases in team performance.65 Why does this hap-
pen? With cognitive conflict, team members disagree 
because their different experiences and expertise lead 
them to different views of the problem and solutions. 
Indeed, managers who participated on teams that em-
phasized cognitive conflict described their teammates as 
“smart,” “team players,” and “best in the business.” They 
described their teams as “open,” “fun,” and “productive.” 
One manager summed up the positive attitude that team 
members had about cognitive conflict by saying, “We 
scream a lot, then laugh, and then resolve the issue.”66 
Thus, cognitive conflict is also characterized by a willing-
ness to examine, compare, and reconcile differences to 
produce the best possible solution.

Very small or very large teams may not 
perform as well as moderately sized teams.
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By contrast, affective conflict often results in 
hostility, anger, resentment, distrust, cynicism, and 
apathy. Managers who participated on teams that expe-
rienced affective conflict described their teammates as  
“manipulative,” “secretive,” “burned out,” and “political.”67 
Dana Browlee, who runs a corporate training company in  
Atlanta, gives the example of the naysayer, who, “whatever 
you bring up, it will never work,” and the silent plotter, 
who she says, “may be the quiet person sitting in the back, 
but as soon as the [team] meeting is over, they’re over by 
the Coke machine, planning your demise.”68 surprisingly, 
affective conflict can make people uncomfortable and 
cause them to withdraw and decrease their commitment 
to a team.69 Affective conflict also lowers the satisfaction 
of team members, may lead to personal hostility between 
coworkers, and can decrease team cohesiveness.70 So, un-
like cognitive conflict, affective conflict undermines team 
performance by preventing teams from engaging in the 
kinds of activities that are critical to team effectiveness.

So, what can managers do to manage team conflict? 
First, they need to realize that emphasizing cognitive 
conflict alone won’t be enough. Studies show that cogni-
tive and affective conflicts often occur together in a given 
team activity! Sincere attempts to reach agreement on a 
difficult issue can quickly deteriorate from cognitive to af-
fective conflict if the discussion turns personal, and tem-
pers and emotions flare. While cognitive conflict is clearly 
the better approach to take, efforts to engage in cognitive 
conflict should be managed well and checked before they 
deteriorate causing the team to become unproductive.

Can teams disagree and still get along? Fortunately, 
they can. In an attempt to study this issue, researchers 
examined team conflict in twelve high-tech companies. 

In four of the companies, work teams used cognitive 
conflict to address work problems but did so in a way 
that minimized the occurrence of affective conflict.

There are several ways teams can have a good fight.71 
First, work with more, rather than less, information.  A 
senior retail executive said, “Disagreement is great as 
long as it’s fact-based.”72 If data are plentiful, objective, 
and up-to-date, teams will focus on issues, not person-
alities. Second, develop multiple alternatives to enrich  
debate. Focusing on multiple solutions diffuses conflict 
by getting the team to keep searching for a better solution. 
Positions and opinions are naturally more flexible with 
five alternatives than with just two. Third, establish com-
mon goals. Remember, most team conflict arises from 
disagreements over team goals and priorities. Therefore, 
common goals encourage collaboration and minimize 
conflict over a team’s purpose. The late Steve Jobs, former 
CEO of Apple, explained it this way: “It’s okay to spend 
a lot of time arguing about which route to take to San  
Francisco when everyone wants to end up there, but a lot 
of time gets wasted in such arguments if one person wants  
to go to San Francisco and another secretly wants to go  
to San Diego.”73 Fourth, inject humor into the work-
place. Humor relieves tension, builds cohesion, and just 
makes being in teams fun. Fifth, maintain a balance of 
power by involving as many people as possible in the de-
cision process. And, sixth, resolve issues without forcing 
a consensus. Consensus means that everyone must agree 
before decisions are finalized. Effectively, requiring con-
sensus gives everyone on the team veto power. Noth-
ing gets done until everyone agrees, which, of course, 
is nearly impossible. As a result, insisting on consensus 
usually promotes affective rather than cognitive conflict. 
If team members can’t agree after constructively discuss-
ing their options, it’s better to have the team leader make 
the final choice. Most team members can accept the 
team leader’s choice if they’ve been thoroughly involved 
in the decision process.

10-3e Stages of Team Development
As teams develop and grow, they pass through four 
stages of development. As shown in Exhibit 10.4, those 
stages are forming, storming, norming, and perform-
ing.74 Although not every team passes through each of 
these stages, teams that do tend to be better perform-
ers.75 This holds true even for teams composed of sea-
soned executives. After a period of time, however, if a 
team is not managed well, its performance may start 
to deteriorate as the team begins a process of decline 
and progresses through the stages of de-norming, de- 
storming, and de-forming.76

Avoid Getting Sucked 
in by Venting

A common residual of conflict is venting. It tends to be a 
default reaction to frustrating events or conflicts. A typical 

response to a venting colleague is to express sympathy and  
reaffirm the validity of the venting. Unfortunately, that response 
is actually less helpful than providing the venter with a new 
perspective on the conflict, problem, or feeling, which helps 
the venter work through the situation with the other party. So, 
the next time someone needs to vent to you, instead of offering  
affirmation, offer fresh insights to reach better outcomes.
source: L. Geller, “Kristin Behfar on How We fight at Work, and Why it Matters,” 
Strategy+Business, March 2, 2015, accessed May 3, 2015. http://www.strategy 
-business.com/article/00314?pg=2. 
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Forming is the initial stage of team development. 
This is the getting-acquainted stage in which team mem-
bers first meet each other, form initial impressions, and 
try to get a sense of what it will be like to be part of 

the team. Some of the 
first team norms will be 
established during this 
stage as team members 
begin to find out what 
behaviors will and won’t 
be accepted by the team. 
During this stage, team 
leaders should allow time 
for team members to get to 
know each other, set early 
ground rules, and begin to 
set up a preliminary team 
structure.

Conflicts and disagree-
ments often characterize 
the second stage of team 
development, storming. 
As team members begin 
working together, differ-
ent personalities and work 

styles may clash. Team members be-
come more assertive at this stage and 
more willing to state opinions. This 
is also the stage when team members 
jockey for position and try to establish 
a favorable role for themselves on the 
team. In addition, team members are 
likely to disagree about what the group 
should do and how it should do it. Team 
performance is still relatively low, given 
that team cohesion is weak and team 
members are still reluctant to support 
each other. Because teams that get stuck 
in the storming stage are almost always 
ineffective, it is important for team lead-
ers to focus the team on team goals and 
on improving team performance. Team 
members need to be particularly pa-
tient and tolerant with each other in this 
stage.

During norming, the third stage 
of team development, team members 
begin to settle into their roles as team 
members. Positive team norms will have 
developed by this stage, and teammates 
should know what to expect from each 

other. Petty differences should have been 
resolved, friendships will have developed, and group 
cohesion will be relatively strong. At this point, team 
members will have accepted team goals, be operating as 
a unit, and, as indicated by the increase in performance, 
be working together effectively. This stage can be very 
short and is often characterized by someone on the team 
saying, “I think things are finally coming together.” Note, 
however, that teams may also cycle back and forth be-
tween storming and norming several times before finally 
settling into norming.

In the last stage of team development, performing,  
performance improves because the team has finally ma-
tured into an effective, fully functioning team. At this 
point, members should be fully committed to the team 
and think of themselves as members of a team and not 
just employees. Team members often become intensely 
loyal to one another at this stage and feel mutual ac-
countability for team successes and failures. Trivial 
disagreements, which can take time and energy away 
from the work of the team, should be rare. At this stage, 
teams get a lot of work done, and it is fun to be a team 
member.

The team should not become complacent, however. 
Without effective management, its performance may 
begin to decline as the team passes through the stages 

Forming the first stage of 
team development, in which team 
members meet each other, form 
initial impressions, and begin to 
establish team norms

Storming the second stage  
of development, characterized by  
conflict and disagreement, in 
which team members disagree 
over what the team should do and 
how it should do it

Norming the third stage of 
team development, in which team 
members begin to settle into their 
roles, group cohesion grows, and 
positive team norms develop

Performing the fourth and 
final stage of team development, 
in which performance improves 
because the team has matured into 
an effective, fully functioning team

Exhibit 10.4

Stages of Team Development
Te

am
 P

er
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an

ce

Forming

Storming

Norming

Performing

De-Forming

De-Storming

De-Norming

Time
sources: J. f. McGrew, J. G. Bilotta, and J. M. deeney, “software Team formation and decay: Extending 
the standard Model for small Groups,” Small Group Research 30, no. 2 (1999): 209–234; B. W. Tuckman, 
“development sequence in small Groups,” Psychological Bulletin 63, no. 6 (1965): 384–399.
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of de-norming, de-storming, and de-forming.77 
John Puckett, manufacturing vice president for circuit-
board manufacturer XEL Communications, says, “The 
books all say you start in this state of chaos and march 
through these various stages, and you end up in this 
state of ultimate self-direction, where everything is go-
ing just great. They never tell you it can go back in the 
other direction, sometimes just as quickly.”78

 EnHAnCinG WoRK 
TEAM EffECTivEnEss

Making teams work is a challenging and difficult process. 
Nonetheless, companies can increase the likelihood that 
teams will succeed by carefully managing 10-4a the  
setting of team goals and priorities and 10-4b how 
work team members are selected, 10-4c trained, and 
10-4d compensated.79

10-4a Setting Team Goals  
and Priorities
In Chapter 5, you learned that having specific, mea-
surable, attainable, realistic, and timely (S.M.A.R.T.) 
goals is one of the most effective means for improving 
individual job performance. Fortunately, team goals also 
improve team performance. In fact, team goals lead to 
much higher team performance 93 percent of the time.80

Why is setting specific team goals so critical to team 
success? One reason is that increasing a team’s perfor-
mance is inherently more complex than just increasing 
one individual’s job performance. For instance, consider 
that any team is likely to involve at least four different 
kinds of goals: each member’s goal for the team, each 
member’s goal for himself or herself on the team, the 
team’s goal for each member, and the team’s goal for 
itself.81 In other words, without a specific goal for the 
team itself (the last of the four goals listed), team mem-
bers may head off in all directions at once pursuing these 
other goals. Consequently, setting a specific goal for the 
team clarifies team priorities by providing a clear focus 
and purpose.

Challenging team goals affect how hard team mem-
bers work. In particular, they greatly reduce the inci-
dence of social loafing. When faced with difficult goals, 
team members necessarily expect everyone to contrib-
ute. Consequently, they are much more likely to notice 
and complain if a teammate isn’t doing his or her share. 
In fact, when teammates know each other well, when 

10-4

team goals are specific, when team communication is 
good, and when teams are rewarded for team perfor-
mance (discussed later in this section), there is only a one 
in sixteen chance that teammates will be social loafers.82

What can companies and teams do to ensure that 
team goals lead to superior team performance? One 
increasingly popular approach is to give teams stretch 
goals. Stretch goals are extremely ambitious goals that 
workers don’t know how to reach.83 The world’s largest 
auto company, GM, went 
bankrupt in 2009. Now, just 
six years later, GM wants to 
be “the world’s most valu-
able automotive company.” 
How big a stretch is this 
goal? Pretty big. GM’s value 
(that is market capitaliza-
tion) when this was written 
was $44 billion, sixth among 
the world’s top nine auto 
companies and well be-
hind market leader Toyota, 
which has a market cap of 
$181 billion. So, GM will 
have to more than triple 
its stock price relative to 

To effectively  

motivate teams:

1.  Teams must have a high 

degree of autonomy.

2.  Teams must be empowered 

with control of resources.

3.  Teams need structural  

accommodation.

4.  Teams need bureaucratic  

immunity.

De-norming a reversal of 
the norming stage, in which team 
performance begins to decline as 
the size, scope, goal, or members 
of the team change

De-storming a reversal of 
the storming phase, in which the 
team’s comfort level decreases, 
team cohesion weakens, and angry 
emotions and conflict may flare

De-forming a reversal of 
the forming stage, in which team 
members position themselves to 
control pieces of the team, avoid 
each other, and isolate themselves 
from team leaders
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Toyota to achieve this goal. GM spokesman Jim Cain ex-
plains, “It’s a way to get people focused around a couple 
of issues. We don’t have competitive [profit] margins. If 
we can get competitive [profit] margins, it’ll drive the 
stock price.” And how will GM do that? It’s not clear.84

Four things must occur for stretch goals to effec-
tively motivate teams.85 First, teams must have a high  
degree of autonomy or control over how they achieve 
their goals. Second, teams must be empowered with  
control of resources, such as budgets, workspaces, com-
puters, or whatever else they need to do their jobs. Third,  
teams need structural accommodation. Structural  
accommodation means giving teams the ability to 
change organizational structures, policies, and practices 
if doing so helps them meet their stretch goals. Finally, 
teams need bureaucratic immunity. Bureaucratic  
immunity means that teams no longer have to go 
through the frustratingly slow process of multilevel re-
views and sign-offs to get management approval before 
making changes. Once granted bureaucratic immu-
nity, teams are immune from the influence of various 
organizational groups and are accountable only to top  
management. Research teams at Google X, Google’s  
research lab, work on “moonshots,” meaning hard to ac-
complish projects such as self-driving cars and Google 
Glass, eyeglasses that display email and can record videos 
and photos. Google X’s teams work in two buildings half 
a mile from Google’s main campus to separate and free 
them from Google’s main business. With bureaucratic 
immunity, teams can act quickly, and even experiment,  
with little fear of failure. Richard DeVaul, who heads the  
Rapid Evaluation and Design Kitchen teams at Google 
X, says, “Google X is very consciously looking at things 
that Google in its right mind wouldn’t do. They build 
the rocket pad far away from the widget factory, so if the 

rocket blows up, it’s hope-
fully not disrupting the 
core business.”86

10-4b Selecting 
People for 
Teamwork
University of Southern 
California management 
professor Edward Lawler 
says, “People are very naive  
about how easy it is to cre-
ate a team. Teams are the 
Ferraris of work design. 
They’re high performance 

but high maintenance and expensive.”87 It’s almost im-
possible to have an effective work team without care-
fully selecting people who are suited for teamwork or  
for working on a particular team. A focus on teamwork 
(individualism-collectivism), team level, and team diver-
sity can help companies choose the right team members.88

Are you more comfortable working alone or with 
others? If you strongly prefer to work alone, you may not 
be well suited for teamwork. Studies show that job sat-
isfaction is higher in teams when team members prefer 
working with others.89 An indirect way to measure some-
one’s preference for teamwork is to assess the person’s 
degree of individualism or collectivism. Individualism-
collectivism is the degree to which a person believes 
that people should be self-sufficient and that loyalty to 
one’s self is more important than loyalty to one’s team 
or company.90 Individualists, who put their own welfare 
and interests first, generally prefer independent tasks in 
which they work alone. In contrast, collectivists, who put 
group or team interests ahead of self-interests, generally 
prefer interdependent tasks in which they work with oth-
ers. Collectivists would also rather cooperate than com-
pete and are fearful of disappointing team members or 
of being ostracized from teams. Given these differences, 
it makes sense to select team members who are collectiv-
ists rather than individualists. In fact, many companies 
use individualism-collectivism as an initial screening de-
vice for team members. If team diversity is desired, how-
ever, individualists may also be appropriate, as discussed 
next. To determine your preference for teamwork, take 
the Team Player Inventory shown in Exhibit 10.5.

Structural 
accommodation the 
ability to change organizational 
structures, policies, and practices 
in order to meet stretch goals

Bureaucratic immunity  
the ability to make changes 
without first getting approval from 
managers or other parts of an 
organization

Individualism-
collectivism the degree 
to which a person believes that 
people should be self-sufficient 
and that loyalty to one’s self is 
more important than loyalty to 
team or company

Having too many people that want to 
be stars on your team may result in 
coordination issues as the team develops 
and faces performance challenges.

Ed
ha

r/
Sh

ut
te

rs
to

ck
.c

om

61592_ch10_ptg01.indd   212 10/23/15   3:49 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



213CHAPTER 10: Managing Teams

Team level is the average level of ability, experience, 
personality, or any other factor on a team. For example, a 
high level of team experience means that a team has partic-
ularly experienced team members. This does not mean that 
every member of the team has considerable experience, 
but that enough team members do to significantly raise the 
average level of experience on the team. Team level is used 
to guide selection of teammates when teams need a par-
ticular set of skills or capabilities to do their jobs well. For 
example, SAP, a German software company, has struggled 
to deliver cloud-based solutions and hopes to replicate a 
team approach to innovation pioneered by Xerox Parc in 
the 1970s. So it hired Alan Kay, a renowned technologist 
who was a computer scientist at Xerox Parc, to build a simi-
lar high-level team. So far, Kay has recruited twenty poly-
mathic technologists, funded their research projects, and 
then given them the independence to work alone to pursue 
their research interests.91 (A polymath is someone who is a 
genius in more than one field.) Kay understands the risks 
of having too many “stars.” Based on his research on NBA 
teams, management professor Adam Galinsky says, “If you 
have too many people [on teams], and they all want to be 
stars, coordination [on the team] goes down. But if you have 
a bunch of star programmers all working on their own proj-
ects, and they don’t need to integrate their programs with 
each other, then more stars is probably better.”92

Whereas team level represents the average level or 
capability on a team, team diversity represents the 
variances or differences in ability, experience, personality,  
or any other factor on a team.93 From a practical perspec-
tive, why is team diversity important? Andy Zynga, CEO 
of NineSigma International, an innovation consulting 
firm, says, “Technologists, engineers, and designers not 
only have their own expertise, they have their own way 
of applying their expertise. Ironically, the more success 
they’ve had with their approach to a solution, the harder 
it is to imagine a different one.”94 Team diversity ensures 
that strong teams not only have talented members (that 
is, a high team level), but those talented members also 
have different abilities, experiences, and personalities 
from which to view and solve problems.

After the right team has been put together in terms 
of individualism-collectivism, team level, and team diver-
sity, it’s important to keep 
the team toge ther as long 
as practically possible. In-
teresting re sea rch by the 
National Transportation 
Safety Board shows that  
73 percent of serious mis-
takes made by jet cockpit 
crews are made the very 

Exhibit 10.5

The Team Player Inventory

 Strongly  Strongly 
 Disagree Agree

1. I enjoy working on team/group projects. 1 2 3 4 5

2. Team/group project work easily allows others to not pull their weight. 1 2 3 4 5

3. Work that is done as a team/group is better than work done individually. 1 2 3 4 5

4. I do my best work alone rather than in a team/group. 1 2 3 4 5

5. Team/group work is overrated in terms of the actual results produced. 1 2 3 4 5

6. Working in a team/group gets me to think more creatively. 1 2 3 4 5

7. Teams/groups are used too often when individual work would be more effective. 1 2 3 4 5

8. My own work is enhanced when I am in a team/group situation. 1 2 3 4 5

9. My experiences working in team/group situations have been primarily negative. 1 2 3 4 5

10. More solutions/ideas are generated when working in a team/group situation than 
when working alone.

1 2 3 4 5

Reverse score items 2, 4, 5, 7, and 9. Then add the scores for items 1 to 10. Higher scores indicate a preference for teamwork, whereas lower total 
scores indicate a preference for individual work.

source: T. J. B. Kline, “The Team Player inventory: Reliability and validity of a Measure of Predisposition Toward organizational Team-Working Environments,” Journal 
for Specialists in Group Work 24, no. 1 (1999): 102–112.

Team level the average level 
of ability, experience, personality, 
or any other factor on a team

Team diversity the 
variances or differences in ability, 
experience, personality, or any 
other factor on a team
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214 PART THREE

first day that a crew flies together as a team and that  
44 percent of serious mistakes occur on their very first 
flight together that day (pilot teams fly two to three flights 
per day). Moreover, research has shown that fatigued pilot 
crews who have worked together before make significantly 
fewer errors than rested crews who have never worked 
together.95 Their experience working together helps them 
overcome their fatigue and outperform new teams that 
have not worked together before. So, after you’ve created 
effective teams, keep them together as long as possible.

10-4c Team Training
After selecting the right people for teamwork, you need to 
train them. To be successful, teams need significant train-
ing, particularly in interpersonal skills, decision-making 
and problem-solving skills, conflict resolution skills, and 
technical training. Organizations that create work teams 
often underestimate the amount of training required to 
make teams effective. This mistake occurs frequently in 
successful organizations where managers assume that if 
employees can work effectively on their own, they can 
work effectively in teams. In reality, companies that suc-
cessfully use teams provide thousands of hours of training 
to make sure that teams work. Stacy Myers, a consultant 
who helps companies implement teams, says, “When we 
help companies move to teams, we also require that em-
ployees take basic quality and business knowledge classes 
as well. Teams must know how their work affects the 
company, and how their success will be measured.”96

Most commonly, members of work teams receive 
training in interpersonal skills. Interpersonal skills  
such as listening, communicating, questioning, and pro-
viding feedback enable people to have effective working  
relationships with others. Consultant Peter Grazier, 
founder of Teambuilding Inc., says, “Teams have 
told us that if they had to do it over again, they would 
have more of the people skills up front. They don’t 
struggle with the technical stuff. They tend to struggle 
with the people skills.”97 Because of teams’ autonomy 
and responsibility, many companies also give team 
members training in decision-making and problem- 
solving skills to help them do a better job of cutting 
costs and improving quality and customer service. Many 
organizations also teach teams conflict resolution skills. 

Teambuilding Inc.’s Grazier 
explains that “the diversity 
of values and personalities 
makes a team powerful, but 
it can be the greatest source 
of conflict. If you’re a detail 
person, and I’m not, and we 

get on a team, you might say that we need more analysis 
on a problem before making a decision, [while I] may want 
to make a decision [right away]. But, if I’ve been trained 
in problem-solving and conflict resolution, then I look at 
your detail [focus] as something that is needed in a team 
because it’s a shortcoming of mine.”98 Taine Moufarrige, 
executive director of Servcorp, a global company hosting 
serviced and virtual offices for about 12,000 clients, agrees. 
Says Moufarrige, “It’s not just about disagreements, it’s 
about working through problems, managing differences 
of opinion, and that’s vital for moving forward.”99

Firms must also provide team members with the 
technical training they need to do their jobs, particularly 
if they are being cross-trained to perform all of the dif-
ferent jobs on the team. Before teams were created at 
Milwaukee Mutual Insurance, separate employees per-
formed the tasks of rating, underwriting, and processing 
insurance policies. After extensive cross-training, how-
ever, each team member can now do all three jobs.100 
Cross-training is less appropriate for teams of highly 
skilled workers. For instance, it is unlikely that a group of 
engineers, computer programmers, and systems analysts 
would be cross-trained for each other’s jobs.

Team leaders need training, too, as they often feel un-
prepared for their new duties. New team leaders face myriad 
problems ranging from confusion about their new roles as 
team leaders (compared with their old jobs as managers or 
employees) to not knowing where to go for help when their 
teams have problems. The solution is extensive training. 
Overall, does team training work? One recent study found 

The Rights and Wrongs 
of Socializing

Looking for a way to bring your team members closer  
together? There may be nothing better than a team outing. 

Whether it’s dinner on a Friday night or a weekend retreat to 
Niagara Falls, a group outing is a great way to develop cohesive-
ness and interpersonal skills within a team. There are, however, 
certain situations to avoid. For example, you may not want to 
go to a bar for drinks if a team member is a recovering alcoholic. 
You may not want to schedule an event too late at night, or too 
far away, if some team members have young children at home. 
So do the right thing—make sure you get to know your team 
members, and their unique circumstances, so that you can plan 
team activities that everyone can participate in and enjoy. 
source: “7 Ways to socialize with Your Employees (Without Getting in Trouble)” Inc.,  
August 11, 2010, accessed August 19, 2010. http://www.inc.com/guides/2010 
/08/7-ways-to-socialize-with-your-employees.html.

Interpersonal skills skills, 
such as listening, communicating, 
questioning, and providing 
feedback, that enable people 
to have effective working 
relationships with others
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215CHAPTER 10: Managing Teams

that across a wide variety of settings, tasks, team types, and 
2,650 teams in different organizations, team training was 
positively related to team performance outcomes.101

10-4d Team Compensation  
and Recognition
Compensating teams correctly is very difficult. For in-
stance, one survey found that only 37 percent of compa-
nies were satisfied with their team compensation plans 
and even fewer, just 10 percent, reported being “very 
positive.”102 One of the problems, according to Susan 
Mohrman of the Center for Effective Organizations at 
the University of Southern California, is that “there is a 
very strong set of beliefs in most organizations that people 
should be paid for how well they do. So when people first 
get put into team-based organizations, they really balk at 
being paid for how well the team does. It sounds illogical 
to them. It sounds like their individuality and their sense 
of self-worth are being threatened.”103 Consequently, 
companies need to carefully choose a team compensation 
plan and then fully explain how teams will be rewarded. 
One basic requirement for team compensation to work 
is that the level of rewards (individual versus team) must 
match the level of performance (individual versus team).

Employees can be compensated for team participa-
tion and accomplishments in three ways: skill-based pay, 
gainsharing, and nonfinancial rewards. Skill-based pay 
programs pay employees for learning additional skills or 
knowledge.104 These programs encourage employees to 
acquire the additional skills they will need to perform 
multiple jobs within a team and to share knowledge with 
others within their work groups.105 For example, at the 
Patience & Nicholson (P&N) drill bit factory in Kaiapoi,  
New Zealand, workers produce 50,000 drill bits a day 
for export to Australia, Taiwan, Thailand, and other 
loca tions primarily in Asia. P&N uses a skill-based pay 
system. As employees learn how to run the various ma-
chines required to produce drill bits, their pay increases. 
According to operations manager Rick Smith, workers 
who are dedicated to learning can increase their pay by 
$6 an hour over the course of three or four years.106

In gainsharing programs, companies share the 
fin ancial value of performance gains, such as productiv-
ity increases, cost savings, or quality improvements, with 
their workers.107 Nonfinancial rewards are another way to 
reward teams for their performance. These rewards, which 
can range from vacations to T-shirts, plaques, and coffee 
mugs, are especially effective when coupled with manage-
ment recognition, such as awards, certificates, and praise.108 
Nonfinancial awards tend to be most effective when teams 
or team-based interventions, such as total quality manage-
ment (see Chapter 18), are first introduced.109

Which team compensation plan should your com-
pany use? In general, skill-based pay is most effective for 
self-managing and self-directing teams performing com-
plex tasks. In these situa-
tions, the more each team 
member knows and can do, 
the better the whole team 
performs. By contrast, gain-
sharing works best in rela-
tively stable environments 
where employees can focus 
on improving productivity, 
cost savings, or quality.
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Skill-based pay  
compensation system that pays 
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gains, such as increased 
productivity, cost savings, or 
quality, with their workers
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Explain how different employment laws affect human resource practice.

Explain how companies use recruiting to find qualified job applicants.

Describe the selection techniques and procedures that companies use when 
deciding which applicants should receive job offers.

Describe how to determine training needs, and select the appropriate training 
methods.

Discuss how to use performance appraisal to give meaningful performance feedback.

Describe basic compensation strategies, and discuss the four kinds of employee 
separations.
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217CHAPTER 11: Managing Human Resource Systems

 EMPloyMEnT 
lEgiSlATion

Human resource management (HRM), or the pro-
cess of finding, developing, and keeping the right people 
to form a qualified workforce, is one of the most difficult 
and important of all management tasks. This chapter is 
organized around the three parts of the human resource 
management process shown in Exhibit 11.1: attracting, 
developing, and keeping a qualified workforce.

This chapter will walk you through the steps of the 
HRM process. We explore how companies use recruit-
ing and selection techniques to attract and hire qualified 
employees to fulfill human resource needs. The next part 
of the chapter discusses how training and performance 
appraisal can develop the knowledge, skills, and abilities 
of the workforce. The chapter concludes with a review 
of compensation and employee separation, that is, how 
companies can keep their best workers through effective 
compensation practices and how they can manage the sep-
aration process when employees leave the organization.

Before we explore how human resource systems 
work, you need to understand better the complex legal 
environment in which they exist. So we’ll begin the 
chapter by reviewing the federal laws that govern human 
resource management decisions.

DSI Security Services, which hires and provides se-
curity guards for organizations, spends hundreds of hours 
each year interviewing applicants with criminal histories 
who are prevented by laws in twenty-three states from 
working as security guards. “It defies common sense,” says 
COO and general counsel Eddie Sorrels.1 So why does DSI 
interview applicants with criminal histories that it cannot 
hire? Because the U.S. Equal Employment Opportunity 
Commission (EEOC) advises that while it is appropriate 
to conduct background checks later in the hiring  
process, applicants should not be asked about criminal 
records on application forms. With African American men 
six times more likely to be incarcerated than Whites and 
three times more likely than Hispanics, the EEOC, as well 
as thirteen states, are concerned that asking about criminal 
records early in the hiring process could lead to racial dis-
crimination.2 The NAACP’s ReNika Moore says, “People 
who are trying to work, trying to be productive citizens, are 
being blocked from jobs.”3 As discussed later in the chap-
ter, however, companies use background checks to provide 
safe environments for employees and customers and to 
avoid negligent hiring lawsuits in which they may be liable 
for an employee’s harmful actions. So, what are employers 
to do? Scott Fallavollita, who owns United Tool & Machine 

11-1

in Wilmington, Massachusetts, said, “I think most people 
can see both sides and really want to do the right thing.”4

As the DSI Security Services example illustrates, 
the human resource planning process occurs in a very 
complicated legal environment. 

Let’s explore employment legislation by reviewing 11-1a 
the major federal employment laws that affect human 
resource practice, 11-1b how the concept of adverse im-
pact is related to employment discrimination, and 11-1c 
the laws regarding sexual harassment in the workplace.

11-1a Federal Employment Laws
Exhibit 11.2 lists the major 
federal employment laws 
and their websites, where 
you can find more detailed 
information. Except for the 
Family and Medical Leave 
Act and the Uniformed  

Human resource 
management (HRM) the 
process of finding, developing, and 
keeping the right people to form a 
qualified workforce

Exhibit 11.1

The Human Resource Management Process

Employee
Separation

Developing
Qualified
Employees

Keeping
Qualified
Employees

Attracting
Qualified
Employees

Recruiting

Selection

Training

Performance
Appraisal
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218 PART THREE

Services Employment and Reemployment Rights Act, 
which are administrated by the Department of Labor 
(www.dol.gov), all of these laws are administered by the 
EEOC (www.eeoc.gov). The general effect of this body 
of law, which is still evolving through court decisions, 
is that employers may not discriminate in employment 

decisions on the basis of 
sex, age, religion, color, 
national origin, race, dis-
ability, or genetic history.5 
The intent is to make these 
factors irrelevant in em-
ployment decisions. Stated 
another way, employ-
ment decisions should be 
based on factors that are 
“job related,” “reasonably 
necessary,” or a “business 

necessity” for successful job performance. The only 
time that sex, age, religion, and the like can be used 
to make employment decisions is when they are con-
sidered a bona fide occupational qualification. Title VII 
of the 1964 Civil Rights Act says that it is legal to hire 
and employ someone on the basis of sex, religion, or na-
tional origin when there is a bona fide occupational 
qualification (BFOQ) that is “reasonably necessary 
to the normal operation of that particular business.” A 
Baptist church hiring a new minister can reasonably 
specify that being a Baptist rather than a Catholic or 
Presbyterian is a BFOQ for the position. However, it’s 
unlikely that the church could specify race or national 
origin as a BFOQ. In general, the courts and the EEOC 
take a hard look when a business claims that sex, age, 
religion, color, national origin, race, or disability is a 
BFOQ. For example, citing the risk for sexual abuse and 
misconduct, the San Francisco Sheriff’s Department 

Bona fide occupational 
qualification (BFOQ) an 
exception in employment law 
that permits sex, age, religion, 
and the like to be used when 
making employment decisions, 
but only if they are “reasonably 
necessary to the normal operation 
of that particular business.” BFOQs 
are strictly monitored by the 
Equal Employment Opportunity 
Commission

Exhibit 11.2

Summary of Major Federal Employment Laws

◼◼ Genetic Information 
Nondiscrimination Act of 2008

www.eeoc.gov/laws/types/genetic.cfm Prohibits discrimination on the basis of genetic 
information.

◼◼ Equal Pay Act of 1963 www.eeoc.gov/laws/statutes/epa.cfm Prohibits unequal pay for males and females doing 
substantially similar work.

◼◼ Title VII of the Civil Rights Act 
of 1964

www.eeoc.gov/laws/statutes/titlevii.cfm Prohibits employment discrimination on the basis 
of race, color, religion, gender, or national origin.

◼◼ Age Discrimination in 
Employment Act of 1967

www.eeoc.gov/laws/statutes/adea.cfm Prohibits discrimination in employment decisions 
against persons age 40 and older.

◼◼ Pregnancy Discrimination Act 
of 1978

www.eeoc.gov/laws/statutes/pregnancy.cfm Prohibits discrimination in employment against 
pregnant women.

◼◼ Americans with Disabilities Act 
of 1990

www.eeoc.gov/laws/statutes/ada.cfm Prohibits discrimination on the basis of physical or 
mental disabilities.

◼◼ Civil Rights Act of 1991 www.eeoc.gov/laws/statutes/cra-1991.cfm Strengthened the provisions of the Civil Rights Act 
of 1964 by providing for jury trials and punitive 
damages.

◼◼ Family and Medical Leave Act 
of 1993

www.dol.gov/whd/fmla/index.htm Permits workers to take up to twelve weeks of 
unpaid leave for pregnancy and/or birth of a new 
child, adoption or foster care of a new child, illness 
of an immediate family member, or personal 
medical leave.

◼◼ Uniformed Services 
Employment and 
Reemployment Rights  
Act of 1994

www.dol.gov/compliance/laws/comp-userra.htm Prohibits discrimination against those serving in 
the armed forces reserve, the National Guard, or 
other uniformed services; guarantees that civilian 
employers will hold and then restore civilian 
jobs and benefits for those who have completed 
uniformed service.
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219CHAPTER 11: Managing Human Resource Systems

prohibited male prison guards from supervising female 
inmates. Dozens of deputies filed a lawsuit arguing that 
sex was not a BFOQ for a prison guard, and the courts 
agreed, ruling that background checks and psychologi-
cal testing could weed out applicants likely to engage in 
misconduct.6

It is important to understand, however, that these 
laws apply to the entire HRM process and not just to 
selection decisions (for example, hiring or promotion). 
These laws also cover all training and development 
activities, performance appraisals, terminations, and 
compensation decisions. Employers who use sex, age, 
race, or religion to make employment-related decisions 
when those factors are unrelated to an applicant’s or 
employee’s ability to perform a job may face charges of 
discrimination from employee lawsuits or the EEOC.

In addition to the laws presented in Exhibit 11.2, 
there are two other important sets of federal laws: la-
bor laws and the laws and regulations governing safety 
standards. Labor laws regulate the interaction between 
management and labor unions that represent groups of 
employees. These laws guarantee employees the right to 
form and join unions of their own choosing. For more 
information about labor laws, see the National Labor 
Relations Board at www.nlrb.gov.

The Occupational Safety and Health 
Act (OSHA) requires that employers 
provide employees with a workplace 
that is “free from recognized haz-
ards that are causing or are 
likely to cause death or seri-
ous physical harm.” This law 
is administered by the Occu-
pational Safety and Health 
Administration (which, like 
the act, is referred to as 
OSHA). OSHA sets safety 
and health standards for 
employers and conducts 
inspections to determine 
whether those standards are 
being met. Employers who do not 
meet OSHA standards may be fined.7 
Even though working with wild animals 
has inherent risks, OSHA found 
that Sea World did not have ade-
quate procedures in place to pro-
tect employees and supervisors 
properly from killer whales while 
riding on or swimming with the ani-
mals. Building fast-rising pool floors and emergency 
air systems to protect its trainers did not prevent the 

death of a trainer at a park in Orlando, so OSHA fined 
the company $25,770.

For more information about OSHA, see www.osha 
.gov.

11-1b Adverse Impact and 
Employment Discrimination
The EEOC has investigatory, enforcement, and informa-
tional responsibilities. Therefore, it investigates charges 
of discrimination, enforces the employment discrimina-
tion laws in federal court, and publishes guidelines that 
organizations can use to ensure they are in compliance 
with the law. One of the most important guidelines, 
jointly issued by the EEOC, the U.S. Department of 
Labor, the U.S. Department of Justice, and the federal 
Office of Personnel Management, is the Uniform Guide-
lines on Employee Selection Procedures, which can be 
read in their entirety at www.uniformguidelines.com 
/uniformguidelines.html. These guidelines define two im-
portant criteria, disparate treatment and adverse impact, 
which are used in determining whether companies have 
engaged in discriminatory hiring and promotion practices.

Disparate treatment, which is intentional dis-
crimination, occurs when people, despite being quali-

fied, are intentionally not given the same 
hiring, promotion, or membership 

opportunities as other employees 
because of their race, color, age, 

sex, ethnic group, national 
origin, or religious beliefs.8 
Bobby Nickel, a former 
facilities manager at Staples, 
the office supply retailer, 
was awarded $26  million 
by a jury that found Staples 
guilty of harassing him by 
calling him an “old coot” 
and an “old goat” and firing 
him because he was an older 

employee with a higher salary.9 

Disparate 
treatment intentional 
discrimination that occurs when 
people are purposely not given 
the same hiring, promotion, 
or membership opportunities 
because of their race, color, sex, 
age, ethnic group, national origin, 
or religious beliefs
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Legally, a key element of discrimination lawsuits 
is establishing motive, meaning that the employer in-
tended to discriminate. If no motive can be established, 
then a claim of disparate treatment may actually be  
a case of adverse impact. Adverse impact, which is 
unintentional discrimination, occurs when members of 
a particular race, sex, or ethnic group are unintentionally 
harmed or disadvantaged because they are hired, pro-
moted, or trained (or any other employment decision) 
at substantially lower rates than others. The courts and 
federal agencies use the four-fifths (or 80%) rule 
to determine if adverse impact has occurred. Adverse 
impact is determined by calculating the impact ratio, 
which divides the decision rate for a protected group of 

people by the decision rate 
for a nonprotected group 
(usually white males). If 
the impact ratio is less than 
80%, then adverse impact 
may have occurred. For ex-
ample, if twenty out of one 
hundred black applicants 
are hired (20/100 5 20%), 
but sixty white applicants 
are hired (60/100 5 60%), 
then adverse impact has 
occurred because the im-
pact ratio is less than 80% 
(.20/.60 5 33%).

Violation of the four-
fifths rule is not an au-
tomatic indication of 
discrimination, however. 
If an employer can dem-
onstrate that a selection 
procedure or test is valid, 
meaning that the test ac-
curately predicts job 
performance or that the 
test is job related because 
it assesses applicants 

on specific tasks actually used in the job, then the 
organization may continue to use the test. If validity 
cannot be established, however, then a violation of the 
four-fifths rule may likely result in a lawsuit brought by 
employees, job applicants, or the EEOC itself.

11-1c Sexual Harassment
According to the EEOC, sexual harassment is a form 
of discrimination in which unwelcome sexual advances, 
requests for sexual favors, or other verbal or physical 
conduct of a sexual nature occurs. From a legal perspec-
tive, there are two kinds of sexual harassment, quid pro 
quo and hostile work environment.10

Quid pro quo sexual harassment occurs when 
employment outcomes, such as hiring, promotion, 
or simply keeping one’s job, depend on whether an 
individual submits to being sexually harassed. For ex-
ample, in a quid pro quo sexual harassment lawsuit 
against First Student, a company that provides school 
bus transportation, four females alleged that a supervi-
sor made explicit comments about their bodies and what 
he wanted to do to them. He was also alleged to have 
touched a female worker’s breasts, exposed himself, 
and then rubbed himself against her. When his sexual 
advances were refused, he punished the women by cut-
ting their work hours, while promising longer hours to 
the other women if they would do what he asked. This  
made it a quid pro quo case by linking sexual acts to 
economic outcomes.11

A hostile work environment occurs when 
unwelcome and demeaning sexually related behavior 
creates an intimidating, hostile, and offensive work 
environment. In contrast to quid pro quo cases, a 
hostile work environment may not result in economic 
injury. However, it can lead to psychological injury 
when the work environment becomes stressful. A 
federal court jury found Mercy General Hospital in 
Sacramento, California, guilty of creating a sexually 

hostile work environment for 
Ani Chopourian, a cardiac 
surgery physician assistant. 
Chopourian was awarded 
$125 million in punitive 
damages, $3.5 million for 
lost wages and benefits, 
and $39 million for mental 
anguish. Chopourian was 
frequently subjected to 
touching and sex talk in the 
operating room. She says, 
“One harasser told me one 

Adverse impact  
unintentional discrimination 
that occurs when members of 
a particular race, sex, or ethnic 
group are unintentionally harmed 
or disadvantaged because they  
are hired, promoted, or trained  
(or any other employment 
decision) at substantially lower 
rates than others

Four-fifths (or 80%) 
rule a rule of thumb used by the 
courts and the EEOC to determine 
whether there is evidence of 
adverse impact; a violation of 
this rule occurs when the impact 
ratio (calculated by dividing the 
decision ratio for a protected 
group by the decision ratio for a 
nonprotected group) is less than 
80%, or four-fifths

Sexual harassment a 
form of discrimination in which 
unwelcome sexual advances, 
requests for sexual favors, or 
other verbal or physical conduct 
of a sexual nature occurs while 
performing one’s job

Quid pro quo sexual 
harassment a form of sexual 
harassment in which employment 
outcomes, such as hiring, promotion, 
or simply keeping one’s job, depend 
on whether an individual submits to 
sexual harassment

Hostile work environment  
a form of sexual harassment in 
which unwelcome and demeaning 
sexually related behavior creates 
an intimidating and offensive 
work environment
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221CHAPTER 11: Managing Human Resource Systems

day, ‘You’ll give in to me.’ I’d look at him [and say], ‘I’ll 
never give in to you.’ I’d look at my supervisor and say, 
‘Do something.’ They’d just laugh.”12 She was fired after 
filing eighteen complaints in two years. Mercy General 
is appealing the decision.

Finally, what should companies do to make sure that 
sexual harassment laws are followed and not violated?13 
First, respond immediately when sexual harassment is 
reported. A quick response encourages victims of sexual 
harassment to report problems to management rather 
than to lawyers or the EEOC. Furthermore, a quick 
and fair investigation may serve as a deterrent to future 
harassment. A lawyer for the EEOC says, “Worse than 
having no sexual harassment policy is a policy that is not 
followed. It’s merely window dressing. You wind up with 
destroyed morale when people who come forward are 
ignored, ridiculed, retaliated against, or nothing happens 
to the harasser.”14 

Then take the time to write a clear, understand-
able sexual harassment policy that is strongly worded, 
gives specific examples of what constitutes sexual ha-
rassment, spells outs sanctions and punishments, and 
is widely publicized within the company. This lets po-
tential harassers and victims know what will not be 
tolerated and how the firm will deal with harassment 
should it occur.

Next, establish clear reporting procedures that 
indicate how, where, and to whom incidents of sexual 
harassment can be reported. The best procedures 
ensure that a complaint will receive a quick response, 
that impartial parties will handle the complaint, and 
that the privacy of the accused and accuser will be 
protected. At DuPont, Avon, and Texas Industries, 
employees can call a confidential hotline 24 hours a 
day, 365 days a year.15

Finally, managers should also be aware that most 
states and many cities or local governments have 
their own employment-related laws and enforcement 
agencies. So compliance with federal law is often not 
enough. In fact, organizations can be in full compliance 
with federal law and at the same time be in violation of 
state or local sexual harassment laws.

RECRuiTing
Gail Hyland-Savage, CEO of the real estate and 
marketing firm Michaelson, Connor & Boul, says, 
“Staffing is absolutely critical to the success of every 
company. To be competitive in today’s economy, com-
panies need the best people to create ideas and execute 

11-2

them for the organization. Without a competent and tal-
ented workforce, organizations will stagnate and eventu-
ally perish. The right employees are the most important 
resources of companies today.”16

Recruiting is the process of developing a pool of 
qualified job applicants.

Let’s examine 11-2a what job analysis is and how it is 
used in recruiting, 11-2b how companies use internal 
recruiting, and 11-2c external recruiting to find 
qualified job applicants.

11-2a Job Analysis and Recruiting
Job analysis is a “purposeful, systematic process for 
collecting information on the important work-related 
aspects of a job.”17 A job analysis typically collects four 
kinds of information:

 ▸ Work activities, such as what workers do and how, 
when, and why they do it

 ▸ The tools and equipment used to do the job

 ▸ The context in which the job is performed, such as 
the actual working conditions or schedule

 ▸ The personnel requirements for performing the 
job, meaning the knowledge, skills, and abilities 
needed to do a job well18

Job analysis information can be collected by having 
job incumbents and/or supervisors complete question-
naires about their jobs, by direct observation, by inter-
views, or by filming employees as they perform their 
jobs.

Job descriptions and job specifications are two 
of the most important results of a job analysis. A job 
description is a written description of the basic tasks, 
duties, and responsibilities 
required of an employee 
holding a particular job. 
Job specifications, 
which are often included 
as a separate section of a 
job description, are a sum-
mary of the qualifications 
needed to successfully per-
form the job. Exhibit 11.3 
shows a job description for 
a firefighter for the city of 
Portland, Oregon.

Because a job analysis 
specifies what a job entails 
as well as the knowledge, 
skills, and abilities that are 

Recruiting the process of 
developing a pool of qualified job 
applicants

Job analysis a purposeful, 
systematic process for collecting 
information on the important 
work-related aspects of a job

Job description a written 
description of the basic tasks, 
duties, and responsibilities 
required of an employee holding a 
particular job

Job specifications a written 
summary of the qualifications 
needed to successfully perform a 
particular job
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222 PART THREE

needed to do the job well, companies must complete a 
job analysis before beginning to recruit job applicants. Job 
analyses, job descriptions, and job specifications are the 
foundation on which all critical human resource activities 
are built. They are used during recruiting and selection 
to match applicant qualifications with the requirements 
of the job. Reddit, a news consolidation website where 
readers vote on which stories and discussions are the 
most important, wanted to hire a new programmer, but it 
didn’t want to sort through thousands of applications from 
people who had no coding skills but thought it would be 
cool to work for the popular website. So it used the job 
description as a test to make sure the company would only 
receive applications from highly skilled programmers. 
Applications for the job were to be sent to S@reddit.com, 
with “S” representing a real email address that applicants  
had to figure out by solving a series of problems and 
equations. If you couldn’t figure it out, you couldn’t 
send in your job application. This puzzle helped Reddit 
match  applicant qualifications to the requirements of 
the job.19

Job descriptions are also used throughout the 
staffing process to ensure that selection devices and the 
decisions based on these devices are job related. For 
example, the questions asked in an interview should 
be based on the most important work activities identi-
fied by a job analysis. Likewise, during performance 
appraisals, employees should be evaluated in areas that 
a job analysis has identified as the most important in 
a job.

Job analyses, job descriptions, and job specifica-
tions also help companies meet the legal requirement 
that their human resource decisions be job related. To 
be judged job related, recruitment, selection, training, 
performance appraisals, and employee separations 
must be valid and be directly related to the important 
aspects of the job, as identified by a careful job analy-
sis. In fact, in Griggs v. Duke Power Co. and Albemarle 
Paper Co. v. Moody, the U.S. Supreme Court stated 
that companies should use job analyses to help 
establish the job relatedness of their human resource 
procedures.20 The EEOC’s Uniform Guidelines on 

Exhibit 11.3

Job Description for a Firefighter for the City of Portland, Oregon

Yes, as a Firefighter you will fight fire and provide emergency medical services to your community. But it doesn’t end there: your firefighting 
career offers you the opportunity to expand your skills to include Hazardous Materials Response, Specialty Response Teams (dive, rope 
rescue, confined space, etc.), Paramedic Care, Public Education and Information, Fire Investigation, and Fire Code Enforcement.

Teamwork
Professional Firefighters work as a team at emergency scenes. The workday also includes training, fire station and equipment maintenance, 
fire prevention activities, and public education. As a Firefighter, you must be in excellent physical condition to meet the demands of the 
job; this means you must work quickly, handling heavy equipment for long periods of time while wearing special protective gear in hot and 
hazardous environments. If you can meet the challenge of strenuous work and like the idea of helping people, consider applying for the 
position of Firefighter.

Work Schedule
Portland Fire & Rescue Firefighters work a 24-on/48-off shift. This means that Firefighters report 
to work at 8:00 a.m. the day of their shift and continue working until 8:00 a.m. the following 
morning. Our Firefighters then have the following two days (48 hours) off. Firefighters are 
required to work shifts on holidays and weekends. Portland Fire & Rescue also has 40-hour-a-
week firefighters who work in Training, Inspections/Investigations, Public Education, Logistics, 
and Emergency Management. These positions are usually filled after a Firefighter has met the 
minimum requirements for these positions.
Source: Portland Fire and Rescue, accessed August 13, 2008. http://www.portlandonline.com/fire/index 
.cfm?a=haea&c=cgbil.
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223CHAPTER 11: Managing Human Resource Systems

Employee Selection Procedures also recommend that 
companies base their human resource procedures on 
job analysis.

11-2b Internal Recruiting
Internal recruiting is the process of developing a 
pool of qualified job applicants from people who already 
work in the company. Internal recruiting, sometimes 
called “promotion from within,” improves employee 
commitment, morale, and motivation. Recruiting cur-
rent employees also reduces recruitment start-up time 
and costs, and because employees are already familiar 
with the company’s culture and procedures, they are 
more likely to succeed in new jobs. Crédit Suisse was 
posting less than half of its open jobs internally until it 
discovered that those taking a new job within the com-
pany were more likely to stay long term. So, it now posts 
80 percent of its openings internally—even cold-calling 
employees to let them know when jobs have opened. 
Doing so has resulted in promotions for 300 of its peo-
ple. William Wolf, the bank’s global head of talent acqui-
sition and development, says, “We believe we’ve saved a 
number of them from taking jobs at other banks.”21 Job 
posting and career paths are two methods of internal 
recruiting.

Job posting is a procedure for advertising job open-
ings within the company to existing employees. A job 
description and requirements are typically posted on a 
bulletin board, in a company newsletter, or in an inter-
nal computerized job bank that is accessible only to em-
ployees. Job posting helps organizations discover hidden 
talent, allows employees to take responsibility for career 
planning, and makes it easier for companies to retain 
talented workers who are dissatisfied in their current 
jobs and would otherwise leave the company.22 In fact, 
a LinkedIn survey of workers who changed jobs found 
that 42 percent would have stayed with their former 
employers if a relevant position had been available.23 
LinkedIn vice president Parker Barrile says it’s often 
the case that, “People quit their job, not the company.”24 

Booz Allen Hamilton, an international consult-
ing firm, uses an internal recruiting 

platform called Inside 
First, which lists 

job openings 
and current 
e m p l o y e e 
profiles indi-
cating skills, 
experience, 
l a n g u a g e s 

spoken, and willingness to relocate. Thirty percent of 
its positions are now filled with internal hires thanks to 
Inside First, compared to 10 percent before.25

A study of seventy large global companies found 
that organizations that formalize internal recruiting and 
job posting have a lower average rate of turnover (11%) 
compared to companies that don’t (15%).26 Likewise, a 
University of Pennsylvania study found external hires 
generally are more costly, less reliable hires. Specifically, 
external hires get paid 18 percent to 20 percent more 
than internal hires, are 61 percent more likely to be 
fired, and are 21 percent more likely to quit their jobs. 27

A career path is a planned sequence of jobs through 
which employees may advance within an organization. 
According to Brian Hoyt of RetailMeNot, an online cou-
pon company in Austin, Texas, “Workers were saying, ‘It 
isn’t enough for me to work at a fun Internet company,’ . . .  
they wanted to know where their career was going.”28  
So the company revamped its internal recruiting system, 
adding to each job posting a detailed list of responsi-
bilities, required competencies, and skills needed to get 
each job. Garrett Bircher, an associate product manager, 
said that when he when was hired, the company lacked 
a coherent approach. “Now, I feel more secure,” he says. 
“I know four jobs ahead of me now where I want to go 
and what it takes to get there.”29

Career paths help employees focus on long-term 
goals and development while also helping companies 
increase employee retention. As you can see in Garrett 
Bircher’s case, career paths can also help employees gain 
a broad range of experience, which is especially useful at 
higher levels of management.

11-2c External Recruiting
External recruiting is the process of developing a pool 
of qualified job applicants from outside the company. 
Walmart will guarantee a job over the next five years to 
any veteran who applies for a job within twelve months of 
being honorably discharged. Walmart estimates it will hire 
100,000 veterans during that time. William Simon, CEO 
and president of Walmart USA, says, “Let’s be clear: Hiring 
a veteran can be one of the 
best decisions any of us can 
make. These are leaders 
with discipline, training, 
and a passion for service.” 
The focus on veterans—
company outsiders—is a 
critical part of Walmart’s 
recruiting strategy in all 
parts of the company.30

Internal recruiting the 
process of developing a pool of 
qualified job applicants from 
people who already work in the 
company

External recruiting the 
process of developing a pool of 
qualified job applicants from 
outside the company
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224 PART THREE

External recruitment methods include advertising 
(newspapers, magazines, direct mail, radio, or television), 
employee referrals (asking current employees to recom-
mend possible job applicants), walk-ins (people who apply 
on their own), outside organizations (universities, tech-
nical/trade schools, professional societies), employment 
services (state or private employment agencies, tem-
porary help agencies, and professional search firms), 
special events (career conferences or job fairs), Internet 
job sites (CareerBuilder.com and Monster.com), and 
social media (LinkedIn and Facebook), as well as career 
portals on company websites. Which external recruiting 
method should you use? Historically, studies show that 
employee referrals, walk-ins, advertisements, and state 
employment agencies tend to be used most frequently 
for office/clerical and production/service employees. By 
contrast, advertisements and college/university recruit-
ing are used most frequently for professional/technical 
employees. When recruiting managers, organizations 
tend to rely most heavily on advertisements, employee 
referrals, and search firms.31

Recently, social media sites and industry-specific job 
boards have been gaining momentum at the expense of 

generalist job boards and newspapers. Facebook’s job 
search platform is used effectively to recruit lower-skilled 
workers, and sites such as LinkedIn and Ladders.com 
tend to attract more highly-skilled or senior-level job 
seekers.32 Even though 76 percent of people seeking 
jobs using social media found their current jobs through 
Facebook, LinkedIn continues to be where job hunters do 
most of their looking.33 Whereas only 26 percent of recruit-
ers have hired someone through Facebook, 89 percent of 
recruiters have hired someone through LinkedIn.34

One of the biggest trends in recruiting is identifying 
passive candidates, people who are not actively seeking a 
job but who might be receptive to a change. Why pursue 
passive candidates? About half of all workers would be 
willing to change jobs if recruited by another company.35 
Apps such as Switch, Poacht, and Poachable allow pas-
sive candidates to indicate they are open to jobs without 
letting their bosses know. Then, like online dating sites, 
they use algorithms and questionnaires to match people 
with potential jobs, to which they indicate their level 
of interest. Yahoo!, Walmart, Amazon, eBay—and, yes, 
even Facebook—have used these apps to post openings. 
Poachable CEO Tom Leung says, “Going on some job 

Walmart estimates it will hire 100,00 veterans during the next five years.

N
ilo

o/
Sh

ut
te

rs
to

ck
.c

om

61592_ch11_ptg01.indd   224 10/23/15   2:19 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



225CHAPTER 11: Managing Human Resource Systems

board feels so 1990. Now we can say we know a lot about 
you, [but] we don’t contact you unless we have a match.”36

Some companies are even hosting virtual job fairs, 
where job applicants click on recruiting booths to learn 
about the company, see the kinds of available jobs, and 
speak with company representatives via video chat or 
instant message. Because they don’t need to send HR rep-
resentatives on long trips and can interact with potential 
hires from all over the world, Boeing, Progressive, 
Citibank, and Amazon have found virtual job fairs to be an 
efficient, cost-effective way to find qualified candidates. 
Still an important part of external recruiting, job fairs 
are being repositioned as branding events. With nearly 
half of its U.S. workforce expected to retire by 2025, the  
insurance and risk management industry is aggressively 
recruiting younger workers. Allstate bolsters its campus 
recruiting and job fairs with trivia nights, free food, and 
hackathons to attract computer science majors. And in-
stead of wearing business suits, its campus recruiters wear 
t-shirts emblazoned with “Jobhunting is Mayhem,” a ref-
erence to the star character in its popular ad campaign.37

SElECTion
After the recruitment process has produced a pool of 
qualified applicants, the selection process is used to deter-
mine which applicants have the best chance of perform-
ing well on the job. When hiring programmers, Jocelyn 
Golden, Facebook’s engineering director, says, “I’d rather 
have the top student out of U.T. or University of Central 
Florida than the 30th best from Stanford.” Anyone who 
successfully completes a timed online coding challenge 
gets a phone interview. Phone interviews involve discus-
sion of applicants’ résumés but finish with programming 
exercises. Applicants invited to Facebook’s campus for 
onsite interviews must solve more difficult coding prob-
lems, including a take-home “hack.” Facebook engineer  
Carlos Bueno says, “If it says ‘expert in X’ [on your 
résumé], we will try to schedule you with a proven expert 
in X, so be prepared. If you are not, leave it off.”38

As this example illustrates, selection is the process 
of gathering information about job applicants to decide 
who should be offered a job. To make sure that selec-
tion decisions are accurate and legally defendable, the 
EEOC’s Uniform Guidelines on Employee Selection 
Procedures recommend that all selection procedures be 
validated. Validation is the process of determining how 
well a selection test or procedure predicts future job per-
formance. The better or more accurate the prediction of 
future job performance, the more valid a test is said to be.

11-3

Let’s examine common selection procedures such as 11-3a 
application forms and résumés, 11-3b references and 
background checks, 11-3c selection tests, and 11-3d 
interviews.

11-3a Application Forms  
and Résumés
The first selection devices that most job applicants en-
counter when they seek a job are application forms and 
résumés. Both contain similar information about an ap-
plicant, such as name, address, job and educational his-
tory, and so forth. Though an organization’s application 
form often asks for information already provided by the 
applicant’s résumé, most organizations prefer to collect 
this information in their own format for entry into a 
human resource information system (HRIS).

Employment laws apply to application forms just 
as they do to all selection devices. Application forms 
may ask applicants only for valid, job-related informa-
tion. Nonetheless, application forms commonly ask ap-
plicants for non-job-related information such as marital 
status, maiden name, age, or date of high school gradu-
ation. One study found that 73 percent of organizations 
had application forms that violated at least one federal 
or state law.39 Likewise, interviewers may not ask about 
medical histories or genetics, religious beliefs, or citi-
zenship. Exhibit 11.4 provides a more detailed explana-
tion and list of the kinds of information that companies 
may not request in application forms, during job inter-
views, or in any other part of the selection process. 

Courts will assume that you consider all of the 
information you request of applicants even if you 
actually don’t. Be sure to ask only those questions that 
relate directly to the can-
didate’s ability and moti-
vation to perform the job. 
Furthermore, using social 
media such as Facebook 
and LinkedIn at the initial 
stage of the hiring process 
can give employers access 
to information they’re not 
allowed to obtain directly 
from applicants. Attorney 
James McDonald says, 
“I advise employers that 
it’s not a good idea to use 
social media as a screen-
ing tool. You need to con-
trol the information you 
receive so you’re only 

Selection the process of 
gathering information about job 
applicants to decide who should 
be offered a job

Validation the process of 
determining how well a selection 
test or procedure predicts future 
job performance; the better or 
more accurate the prediction of 
future job performance, the more 
valid a test is said to be

Human resource 
information system (HRIS)  
a computerized system for 
gathering, analyzing, storing, and 
disseminating information related 
to the HRM process
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226 PART THREE

getting information that is legal for you to take into 
accounting.”40

Résumés also pose problems for companies, but in 
a different way. A CareerBuilder survey of hiring man-
agers found that 58 percent had found a lie on a résumé, 
with the most common being embellished skills, em-
ployment dates, job titles, academic degrees, and the 
companies one for which one has supposedly worked. 
Applicants in financial services (73%), leisure and hos-
pitality (71%), and IT and health care (both 63%) were 
the most likely to have lies caught on resumes.41 There-
fore, managers should verify the information collected 
via résumés and application forms by comparing it with 
additional information collected during interviews and 
other stages of the selection process, such as references 
and background checks, which are discussed next.

11-3b References and 
Background Checks
In the United States, drivers for Uber’s ride-sharing ser-
vice undergo an independent screening by Hirease, a 
company that runs each applicant’s name through seven 
years of federal and county background checks, sex of-
fender registries, and motor vehicle records. Despite 
those checks, Uber still cleared an applicant, who had 
spent fourteen years in federal prison on drug charges, 
to be a driver on its network in the Houston area. While 
giving a ride to a drunken female passenger, the driver 
allegedly took her to his home and raped her. Lara Cot-
tingham, an administrator for the city of Houston says, 
“Not all background checks are created equal. It’s easy to 
lie about your name . . . Social Security number . . . where 

Exhibit 11.4

Don’t Ask! Topics to Avoid in an Interview
 1.  Children. Don’t ask applicants if they have children, plan to have 

them, or have or need child care. Questions about children can 
unintentionally single out women.

 2.  Age. Because of the Age Discrimination in Employment Act, 
employers cannot ask job applicants their age during the hiring 
process. Because most people graduate high school at the age 
of eighteen, even asking for high school graduation dates could 
violate the law.

 3.  Disabilities. Don’t ask if applicants have physical or mental 
disabilities. According to the Americans with Disabilities Act, 
disabilities (and reasonable accommodations for them) cannot 
be discussed until a job offer has been made.

 4.  Physical characteristics. Don’t ask for information about height, 
weight, or other physical characteristics. Questions about weight could 
be construed as leading to discrimination toward overweight people, 
and studies show that they are less likely to be hired in general.

 5.  Name. Yes, you can ask an applicant’s name, but you cannot ask a 
female applicant for her maiden name because it indicates marital 
status. Asking for a maiden name could also lead to charges that the 
organization was trying to establish a candidate’s ethnic background.

 6.  Citizenship. Asking applicants about citizenship could lead to 
claims of discrimination on the basis of national origin. However, 
according to the Immigration Reform and Control Act, companies 
may ask applicants if they have a legal right to work in the  
United States.

 7.  Lawsuits. Applicants may not be asked if they have ever filed a 
lawsuit against an employer. Federal and state laws prevent this to 
protect whistle-blowers from retaliation by future employers.

 8.  Arrest records. Applicants cannot be asked about their arrest 
records. Arrests don’t have legal standing. However, applicants can 
be asked whether they have been convicted of a crime.

 9.  Smoking. Applicants cannot be asked if they smoke. Smokers 
might be able to claim that they weren’t hired because of fears of 
higher absenteeism and medical costs. However, they can be asked 
if they are aware of company policies that restrict smoking at work.

10.  AIDS/HIV. Applicants can’t be asked about AIDS, HIV, or any 
other medical condition, including genetics. Questions of this 
nature would violate the Americans with Disabilities Act, as well as 
federal and state civil rights laws.

11.  Religion. Applicants can’t be asked about religious beliefs. Questions 
of this nature would violate federal and state civil rights laws. 

12.  Genetic information. Employers should avoid asking about 
genetic test results or family medical history. This would violate 
the Genetic Information Nondiscrimination Act, or GINA, which 
was designed to help encourage people to get more genetic 
screening done without the fear of employers or insurers using 
that information to deny employment or coverage.

Sources: J. S. Pouliot, “Topics to Avoid with Applicants,” Nation’s Business 80,  
no. 7 (1992): 57; M. Trottman, “Employers Beware When Asking about Workers’ 
Health,” Wall Street Journal, July 22, 2013, accessed July 9, 2014. http://blogs 
.wsj.com/atwork/2013/07/22/employers-beware-when-asking-about-workers 
-health/; l. Weber, “Hiring Process Just got Dicier,” Wall Street Journal,  
July 3, 2014, accessed July 9, 2014. http://www.wsj.com/articles/hiring-process 
-just-got-dicier-1404255998. iS
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227CHAPTER 11: Managing Human Resource Systems

you’ve lived.”42 Houston requires all drivers to undergo an 
FBI background check, including fingerprinting. Nearly 
all companies ask an applicant to provide employment 
references, such as the names of previous employers or 
coworkers, whom they can contact to learn more about 
the candidate. Background checks are used to verify 
the truthfulness and accuracy of information that appli-
cants provide about themselves and to uncover negative, 
job-related background information not provided by ap-
plicants. Background checks are conducted by contacting 
“educational institutions, prior employers, court records, 
police and governmental agencies, and other informa-
tional sources, either by telephone, mail, remote com-
puter access, or through in-person investigations.”43

Unfortunately, previous employers are increasingly 
reluctant to provide references or background check in-
formation for fear of being sued by previous employees 
for defamation.44 If former employers provide potential 
employers with unsubstantiated information that dam-
ages applicants’ chances of being hired, applicants can 
(and do) sue for defamation. As a result, 54 percent of 
employers will not provide information about previous 
employees.45 Many provide only dates of employment, 
positions held, and date of separation.

When previous employers decline to provide mean-
ingful references or background information, they put 
other employers at risk of negligent hiring lawsuits, in 
which an employer is held liable for the actions of an 
employee who would not have been hired if the em-
ployer had conducted a thorough reference search and 
background check.46 Heyl Logistics hired Washington 
Transportation, a trucking firm, to deliver bottled water, 
but its driver took drugs, fell asleep, hit a truck, and 
killed another driver. The killed driver’s family sued Heyl 
Logistics for negligent hiring, alleging it should have 
known that Washington Transportation operated with-
out a license, did not test its drivers for drug use, and 
carried no insurance. Heyl was found guilty, Washington 
Transportation’s driver was sent to prison for negligent 
homicide and driving under the influence, and the family 
was awarded $5.2 million in punitive damages.47

With previous employers generally unwilling to give 
full, candid references and with negligent hiring law-
suits awaiting companies that don’t get such references 
and background information, what can companies do? 
They can conduct criminal record checks, especially if 
the job for which the person is applying involves money, 
drugs, control over valuable goods, or access to the 
elderly, people with disabilities, or people’s homes.48 
According to the Society for Human Resource Man-
agement, 69 percent of organizations conduct criminal 
record checks, and 47 percent conduct credit checks.49  

Now that companies provide criminal record checks 
for $10 an applicant, pulling data from 3,100 court sys-
tems nationwide, there’s no excuse to not check. Louis 
DeFalco, corporate director of safety, security, and 
investigations at ABC Fine Wine & Spirits, which has 
175 stores in Florida, makes the case for criminal record 
checks: “If I have a guy with four arrests and bad credit 
versus someone who has never been in trouble in his life, 
who am I going to hire? It’s not rocket science.”50 While 
companies are legally entitled to use criminal background 
checks at some point in the hiring process, they should,  
as was discussed at the beginning of the chapter, follow 
state laws and EEOC guidelines that restrict asking appli-
cants about criminal records on initial application forms.51

Another option is to use public networking sites 
such as LinkedIn to identify and contact the colleagues, 
customers, and suppliers who are linked or connected 
to job applicants. LinkedIn’s former CEO Dan Nye says 
that the company called twenty-three of his LinkedIn 
connections without his knowledge before offering 
him a face-to-face interview. With the growing use and 
popularity of social networking websites, Nye says such 
practices are “fair game.” One downside to this approach 
is that it could unintentionally alert an applicant’s cur-
rent employer that the person is seeking another job. As 
a result, says Chuck Wardell, managing director at Korn/
Ferry International, an executive recruitment firm, “You 
have to be careful referencing people who have jobs 
because you might blow them out of their jobs.”52

After doing a background check, dig deeper for 
more information. Ask references to provide additional 
references. Next, ask applicants to sign a waiver that 
permits you to check references, run a background 
check, or contact anyone else with knowledge of their 
work performance or history. Likewise, ask applicants if 
there is anything they would like the company to know 
or if they expect you to hear anything unusual when 
contacting references.53 This in itself is often enough 
to get applicants to share 
information they typically 
withhold. When you’ve 
finished checking, keep 
the findings confidential 
to minimize the chances 
of a defamation charge. 
Always document all ref-
erence and background 
checks, noting who was 
called and what informa-
tion was obtained. Docu-
ment everything, not just 
information you received. 

Employment 
references sources such as 
previous employers or coworkers 
who can provide job-related 
information about job candidates

Background checks  
procedures used to verify the 
truthfulness and accuracy of 
information that applicants 
provide about themselves  
and to uncover negative,  
job-related background 
information not provided  
by applicants
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228 PART THREE

To reduce the likelihood that negligent hiring lawsuits 
will succeed, it’s particularly important to document 
even which companies and people refused to share 
reference checks and background information.

Finally, consider hiring private investigators to conduct 
background checks, which can often uncover information 
missed by traditional background checks. For example, 
while traditional background checks should be able to ver-
ify applicants’ academic credentials, a private investigator 
hired by the Wall Street Journal found that 7 out of 358 se-
nior executives at publicly traded firms had falsified claims 
regarding the college degrees they had earned.54 Likewise, 
private investigators can potentially identify when appli-
cants hire companies that provide fake references from 
fake bosses (to avoid negative references from previous 
employers). Indeed, one such business claims, “We can re-
place a supervisor with a fictitious one, alter your work his-
tory, provide you with a positive employment reputation, 
and give you the glowing reference you need.”55

11-3c Selection Tests
Selection tests give organizational decision makers a 
chance to know who will likely do well in a job and who 
won’t. Pre-hiring assessments are growing in popularity, 
with 57 percent of large U.S. employers using some sort 
of pre-hiring test to ensure a better fit. “The incentives to 
screen before hiring have increased over time, while costs 
have declined,” says economist Steve Davis. “Both those 
things are encouraging employers to move away what was 
essentially a trial employment situation to just screening 
out people in advance.”56 The basic idea behind selec-
tion testing is to have applicants take a test that measures 
something directly or indirectly related to doing well on 
the job. The selection tests discussed here are specific 
ability tests, cognitive ability tests, biographical data, per-
sonality tests, work sample tests, and assessment centers.

Specific ability tests measure the extent to 
which an applicant possesses the particular kind of 

ability needed to do a job 
well. Specific ability tests 
are also called aptitude 
tests because they mea-
sure aptitude for doing a 
particular task well. For 
example, if you took the 
SAT to get into college, 
then you’ve taken the  
aptly named Scholastic 
Aptitude Test, which is 
one of the best predictors 
of how well students will 

do in college (that is scholastic performances).57 Specific 
ability tests also exist for mechanical, clerical, sales, and 
physical work. For example, clerical workers have to be 
good at accurately reading and scanning numbers as they 
type or enter data. Exhibit 11.5 shows items similar to the 
Minnesota Clerical Test, in which applicants have only a 
short time to determine if the two columns of numbers 
and letters are identical. Applicants who are good at this 
are likely to do well as clerical or data entry workers.

Cognitive ability tests measure the extent to 
which applicants have abilities in perceptual speed, 
verbal comprehension, numerical aptitude, general 
reasoning, and spatial aptitude. In other words, these 
tests indicate how quickly and how well people under-
stand words, numbers, logic, and spatial dimensions. 
Whereas specific ability tests predict job performance 
in only particular types of jobs, cognitive ability tests 
accurately predict job performance in almost all kinds 
of jobs.58 Why is this so? The reason is that people with 
strong cognitive or mental abilities are usually good at 
learning new things, processing complex information, 
solving problems, and making decisions, and these abili-
ties are important in almost all jobs.59 In fact, cognitive 

Specific ability tests 
(aptitude tests) tests that 
measure the extent to which an 
applicant possesses the particular 
kind of ability needed to do a job well

Cognitive ability tests  
tests that measure the extent to 
which applicants have abilities 
in perceptual speed, verbal 
comprehension, numerical 
aptitude, general reasoning, and 
spatial aptitude

Exhibit 11.5

Clerical Test Items Similar to Those 
Found on the Minnesota Clerical Test

Numbers/Letters Same

1. 3468251 3467251 Yes No

O O

2. 4681371 4681371 Yes No

O O

3. 7218510 7218520 Yes No

O O

4. ZXYAZAB ZXYAZAB Yes No

O O

5. ALZYXMN ALZYXNM Yes No

O O

6. PRQZYMN PRQZYMN Yes No

O O

Source: n. W. Schmitt and R. J. Klimoski, Research Methods in Human Resource 
Management (Mason, oH: South-Western, 1991).
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229CHAPTER 11: Managing Human Resource Systems

ability tests are almost always the best predictors of job 
performance. Consequently, if you were allowed to use 
just one selection test, a cognitive ability test would be 
the one to use.60 (In practice, though, companies use a 
battery of different tests because doing so leads to much 
more accurate selection decisions.)

Biographical data, or biodata, are extensive 
surveys that ask applicants questions about their personal 
backgrounds and life experiences. The basic idea behind 
biodata is that past behavior (personal background and 
life experience) is the best predictor of future behavior. 
For example, during World War II, the U.S. Air Force 
had to test tens of thousands of men without flying 
experience to determine who was likely to be a good pi-
lot. Because flight training took several months and was 
very expensive, quickly selecting the right people for 
training was important. After examining extensive bio-
data, the Air Force found that one of the best predictors 
of success in flight school was whether students had ever 
built model airplanes that actually flew. This one biodata 
item was almost as good a predictor as the entire set of 
selection tests that the air force was using at the time.61

Most biodata questionnaires have more than 
100 items that gather information about habits and atti-
tudes, health, interpersonal relations, money, what it was 
like growing up in your family (parents, siblings, child-
hood years, teen years), personal habits, current home 
(spouse, children), hobbies, education and training, val-
ues, preferences, and work.62 In general, biodata are very 
good predictors of future job performance, especially in 
entry-level jobs.

You may have noticed that some of the information 
requested in biodata surveys is related to those topics 
employers should avoid in applications, interviews, or 
other parts of the selection process. This information can 
be requested in biodata questionnaires provided that the 
company can demonstrate that the information is job re-
lated (that is valid) and does not result in adverse impact 
against protected groups of job applicants. Biodata sur-
veys should be validated and tested for adverse impact 
before they are used to make selection decisions.63

Work sample tests, also called performance tests, 
require applicants to perform tasks that are actually done 
on the job. So, unlike specific ability tests, cognitive 
ability tests, biographical data surveys, and personality 
tests, which are indirect predictors of job performance, 
work sample tests directly measure job applicants’ capa-
bility to do the job. For example, a candidate applying to 
be a pharmacist might be asked to consult medical data-
bases and accurately fill prescriptions. An applicant for a 
sales position might have to role-play a sales pitch. Hire 
Results, which designs work sample tests, has doubled 

the number of work sample tests it conducts for employ-
ers over the past five years. At Coupons.com, only can-
didates who successfully complete a series of business 
challenges are offered an interview. Business consultant 
Brian Stern, who has designed application tryouts for 
companies such as Starbucks, Walmart, and Sherwin-
Williams, says tryouts (that is, work sample tests) are 
gaining in popularity because, “A job tryout says ‘show 
me your stuff.’”64 Work sample tests are generally very 
good at predicting future job performance; however, 
they can be expensive to administer and can be used for 
only one kind of job. For example, an auto dealership 
could not use a work sample test for mechanics as a se-
lection test for sales representatives.

Assessment centers use a series of job-specific 
simulations that are graded by multiple trained observers 
to determine applicants’ ability to perform managerial 
work. Unlike the previously described selection tests 
that are commonly used for specific jobs or entry-level 
jobs, assessment centers are most often used to select 
applicants who have high potential to be good manag-
ers. Assessment centers often last two to five days and 
require participants to complete a number of tests and 
exercises that simulate managerial work.

Some of the more common assessment center 
exercises are in-basket exercises, role-plays, small-group 
presentations, and leaderless group discussions. An in-
basket exercise is a paper-and-pencil test in which an 
applicant is given a manager’s in-basket containing memos, 
phone messages, organizational policies, and other 
communications normally received by and available to 
managers. Applicants have a limited time to read through 
the in-basket, prioritize the items, and decide how to deal 
with each item. Experienced managers then score the ap-
plicants’ decisions and recommendations. Exhibit 11.6 
shows an item that could be used in an assessment center 
for evaluating applicants for a job as a store manager.

In a leaderless group 
discussion, another com-
mon assessment center 
exercise, a group of six ap-
plicants is given approxi-
mately two hours to solve a 
problem, but no one is put 
in charge (hence the name 
leaderless group discussion). 
Trained observers watch 
and score each participant 
on the extent to which he or 
she facilitates discussion, lis-
tens, leads, persuades, and 
works well with others.

Biographical data 
(biodata) extensive surveys 
that ask applicants questions 
about their personal backgrounds 
and life experiences

Work sample tests tests 
that require applicants to perform 
tasks that are actually done on 
the job

Assessment centers a 
series of managerial simulations, 
graded by trained observers, that 
are used to determine applicants’ 
capability for managerial work
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Are tests perfect predictors of job performance? No, 
they aren’t. Some people who do well on selection tests 
will do poorly in their jobs. Likewise, some people who 
do poorly on selection tests (and therefore weren’t hired) 
would have been very good performers. Nonetheless, 
valid tests will minimize selection errors (hiring people 
who should not have been hired and not hiring people 
who should have been hired) while maximizing correct 
selection decisions (hiring people who should have been 

hired and not hiring people 
who should not have been 
hired). Charles Handler, 
president of Rocket-Hire, 
a consulting firm on selec-
tion tests, says, “Predict-
ing what humans will do is  
really . . . hard. Tests are a 
predictor and better than a 
coin toss, but you have to 
be realistic about them.”65 
In short, tests increase the 
chances that you’ll hire 
the right person for the 
job, that is, someone who 
turns out to be a good per-
former. So, although tests 

aren’t perfect, almost nothing predicts future 
job performance as well as the selection tests 
discussed here.

11-3d Interviews
In interviews, company representatives ask 
job applicants job-related questions to deter-
mine whether they are qualified for the job. 
Interviews are probably the most frequently 
used and relied on selection device. There 
are several basic kinds of interviews: unstruc-
tured, structured, and semistructured.

In unstructured interviews, inter-
viewers are free to ask applicants anything 
they want, and studies show that they do. 
Because interviewers often disagree about 
which questions should be asked during 
interviews, different interviewers tend to ask 
applicants very different questions.66 Further-
more, individual interviewers even seem to 
have a tough time asking the same questions 
from one interview to the next. This high level 
of variety can make things difficult. As a result, 
while unstructured interviews do predict job 
performance with some success, they are 

about half as accurate as structured interviews at predict-
ing which job applicants should be hired.67

By contrast, with structured interviews, stan-
dardized interview questions are prepared ahead of 
time so that all applicants are asked the same job-related 
questions.68 Structuring interviews also ensures that in-
terviewers ask only for important, job-related informa-
tion. Not only are the accuracy, usefulness, and validity 
of the interview improved, but the chances that inter-
viewers will ask questions about topics that violate em-
ployment laws (see Exhibit 11.4) are reduced.

The primary advantage of structured interviews is 
that comparing applicants is much easier because they 
are all asked the same questions. Google uses structured 
interviews by having different interviewers ask the can-
didate the same question. Because Google hires by com-
mittee, each member of the hiring committee will ask 
an identical set of questions, allowing committee mem-
bers to compare how an individual candidate answered 
the questions each time. Laszlo Bock, head of human 
resources at Google, says that the practice enables easy 
comparisons between interviews and identification of 
interviewer bias.69 Four kinds of questions are typically 
asked in structured interviews. Situational questions ask 
applicants how they would respond in a hypothetical 
situation (“What would you do if . . .?”). These questions 

Exhibit 11.6

In-Basket Item for an Assessment Center  
for Store Managers

Source: Adapted from n. W. Schmitt and R. J. Klimoski, Research Methods in Human Resource  
Management (Mason, oH: South-Western 1991). 

February 28
Sam & Dave's Discount Warehouse
Orange, California

Dear Store Manager,

Last week, my children and I were shopping in your store.
After doing our grocery shopping, we stopped in the
electronics department and asked the clerk, whose name
is Donald Block, to help us find a copy of the latest
version of the Madden NFL video game. Mr. Block was rude,
unhelpful, and told us to find it for ourselves as he
was busy.

I've been a loyal customer for over six years and expect
you to immediately do something about Mr. Block's
behavior. If you don't, I'll start doing my shopping
somewhere else.

Sincerely,
Margaret Quinlan

Interview a selection tool in 
which company representatives 
ask job applicants job-related 
questions to determine whether 
they are qualified for the job

Unstructured interviews  
interviews in which interviewers 
are free to ask the applicants 
anything they want 

Structured interviews  
interviews in which all applicants 
are asked the same set of 
standardized questions, usually 
including situational, behavioral, 
background, and job-knowledge 
questions
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231CHAPTER 11: Managing Human Resource Systems

are more appropriate for hiring new graduates, who are 
unlikely to have encountered real-work situations be-
cause of their limited work experience. Behavioral ques-
tions ask applicants what they did in previous jobs that 
were similar to the job for which they are applying (“In 
your previous jobs, tell me about . . .”). These questions 
are more appropriate for hiring experienced individuals. 
Background questions ask applicants about their work 
experience, education, and other qualifications (“Tell me 
about the training you received at . . .”). Job-knowledge 
questions ask applicants to demonstrate their job knowl-
edge (for example, nurses might be asked, “Give me an 
example of a time when one of your patients had a severe 
reaction to a medication. How did you handle it?”).70

Semistructured interviews lie between structured 
and unstructured interviews. A major part of the semi-
structured interview (perhaps as much as 80%) is based 
on structured questions, but some time is set aside for 
unstructured interviewing to allow the interviewer to 

probe into ambiguous or missing information uncovered 
during the structured portion of the interview.

How well do interviews predict future job perfor-
mance? Contrary to what you’ve probably heard, recent 
evidence indicates that even unstructured interviews do 
a fairly good job.71 When conducted properly, however, 
structured interviews can lead to much more accurate 
hiring decisions than unstructured interviews. In some 
cases, the validity of structured interviews can rival that 
of cognitive ability tests.

But even more important, because interviews are 
especially good at assessing applicants’ interpersonal 
skills, they work particularly well with cognitive ability 
tests. Combining the two—using structured inter-
views together with cognitive ability tests to identify 
smart people who work well with others—leads to even 
better selection decisions than using either alone.72  
Exhibit 11.7 provides a set of guidelines for conducting 
effective structured employment interviews.

Exhibit 11.7

Guidelines for Conducting Effective Structured Interviews

Source: B. M. Farrell, “The Art and Science of Employment interviews,“ Personnel Journal 65 (1986): 91–94.

Immediately after the interview, review your notes and make sure they are complete.

Evaluate the applicant on each essential KSAO.

Determine each applicant’s probability of success, and make a hiring decision.

Identify and define the knowledge, skills, abilities, and other (KSAO) characteristics
needed for successful job performance.

For each essential KSAO, develop key behavioral questions that will elicit examples
of past accomplishments, activities, and performance.

For each KSAO, develop a list of things to look for in the applicant’s responses to key
questions.

Create a relaxed, nonstressful interview atmosphere.

Review the applicant’s application form, résumé, and other information.

Allocate enough time to complete the interview without interruption.

Put the applicant at ease; don’t jump right into heavy questioning.

Tell the applicant what to expect. Explain the interview process.

Obtain job-related information from the applicant by asking those questions prepared
for each KSAO.

Describe the job and the organization to the applicant. Applicants need adequate
information to make a selection decision about the organization.

Interview Stage What to Do

Conducting
the

Interview

Planning
the

Interview

After
the

Interview
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TRAining
According to the American Society for Training and 
Development, a typical investment in training increases 
productivity by an average of 17 percent, reduces em-
ployee turnover, and makes companies more profit-
able.73 Giving employees the knowledge and skills they 
need to improve their performance is just the first step in 
developing employees, however. The second step—and 
not enough companies do this—is giving employees for-
mal feedback about their actual job performance.

Training means providing opportunities for em-
ployees to develop the job-specific skills, experience, and 
knowledge they need to do their jobs or improve their 
performance. American companies spend an estimated 
$164 billion a year on training.74 

To make sure those training dollars are well spent, compa-
nies need to 11-4a determine specific training needs, 
11-4b select appropriate training methods, and 11-4c 
evaluate training.

11-4a Determining Training Needs
Needs assessment is the process of identifying and 
prioritizing the learning needs of employees. Needs as-
sessments can be conducted by identifying performance 
deficiencies, listening to customer complaints, surveying 
employees and managers, or formally testing employees’ 
skills and knowledge.

Note that training should never be conducted with-
out first performing a needs assessment. Sometimes, 
training isn’t needed at all or isn’t needed for all em-
ployees. Unfortunately, however, many organizations 
simply require all employees to attend training whether 
they need to or not. As a result, employees who are not 
interested or don’t need the training may react nega-
tively during or after training. Likewise, employees 
who should be sent for training but aren’t may also re-
act negatively. Consequently, a needs assessment is an 
important tool for deciding who should or should not 
attend training. In fact, employment law restricts em-

ployers from discriminat-
ing on the basis of age, 
sex, race, color, religion, 
national origin, or disabil-
ity when selecting training 
participants. Just like hir-
ing decisions, the selection 
of training participants 
should be based on job-
related information.

11-4

11-4b Training Methods
Assume that you’re a training director for a hospital 
system and that you’re in charge of making sure all 
employees in the biocontaminant unit can safely treat 
patients with Ebola.75 Exhibit 11.8 lists a number of 
training methods you could use: films and videos, lec-
tures, planned readings, case studies, coaching and 
mentoring, group discussions, on-the-job training, role-
playing, simulations and games, vestibule training, and 
computer-based learning. Which method would be best?

To choose the best method, you should consider a 
number of factors, such as the number of people to be 
trained, the cost of training, and the objectives of the 
training. For instance, if the training objective is to im-
part information or knowledge to trainees, then you 

Training developing the 
skills, experience, and knowledge 
employees need to perform their 
jobs or improve their performance

Needs assessment the 
process of identifying and 
prioritizing the learning needs of 
employees

Mind the Gap! 
Companies Take 
Training to the Schools

Roughly 2 million U.S. jobs  
go unfilled because of 

shortfalls in working train-
ing, education, or skills, 
and by 2020, roughly 
one third of U.S. jobs will 
require more than a high-
school diploma but less 
than a bachelor’s degree. 
To fill that gap, companies 
across the country are investing in technical 
training at the high school and community college levels, but 
few initiatives compare to the vocational programs developed 
by German robotics company Festo, which has been building 
and delivering industrial training programs and growing at a rate 
of 8 percent per year since the 1970s. The training division, called 
Festo Didactic, arrived in the United States in 2015, and its man-
agers are passionate about its ability to help fill the U.S. skills gap. 
Festo Didactic’s strategy is to target companies, governments, 
colleges, and even high schools and younger, all in a quest to 
elevate the skill levels of U.S. workers. CEO Nader Imani says, “We 
feel almost like missionaries at times, but there’s a hard-headed 
business case as well.”
Source: C. gummer, “german Robots School u.S. Workers,” Wall Street Journal, 
September 10, 2014, accessed May 7, 2015. http://www.wsj.com/articles/german 
-style-training-for-american-factory-workers-1410296094; A. Campoy, “Training 
Programs Target Skills gap,” Wall Street Journal, April 24, 2015, A3.
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should use films and videos, lectures, and planned read-
ings. In our example, trainees might read a manual or at-
tend a lecture about how to put on and remove personal 
protective gear.

If developing analytical and problem-solving skills 
is the objective, then use case studies, coaching and 
mentoring, and group discussions. In our example, train-
ees might view a video documenting how a team handled 
exposure to the disease, talk with first responders who 
have worked in West Africa, and discuss what they would 
do in a similar situation.

If practicing, learning, or changing job behaviors is 
the objective, then use on-the-job training, role-playing, 
simulations and games, and vestibule training. Employ-
ees at the biocontainment unit of the University of Texas 
Southwestern Medical Center (UTSMC) role-play put-
ting on and taking off their protective gear. Because of the 
number of steps involved, this is done in teams to ensure 
compliance so as to prevent the spread of the deadly dis-
ease. UTSMC sprays the fake Ebola patients used during 
the training with spicy, peppery Tabasco sauce. Dr. Bruce 
Myer says that if doctors and nurses get Tabasco on their 

Exhibit 11.8

Training Objectives and Methods

Training Objective Training Methods

Impart Information and Knowledge ◼◼ Films and videos. Films and videos present information, illustrate problems and solutions, 
and effectively hold trainees’ attention.

◼◼ Lectures. Trainees listen to instructors’ oral presentations.

◼◼ Planned readings. Trainees read about concepts or ideas before attending training.

Develop Analytical and Problem-
Solving Skills

◼◼ Case studies. Cases are analyzed and discussed in small groups. The cases present a specific problem 
or decision, and trainees develop methods for solving the problem or making the decision.

◼◼ Coaching and mentoring. Coaching and mentoring of trainees by managers involves informal 
advice, suggestions, and guidance. This method is helpful for reinforcing other kinds of 
training and for trainees who benefit from support and personal encouragement.

◼◼ Group discussions. Small groups of trainees actively discuss specific topics. The instructor may 
perform the role of discussion leader.

Practice, Learn, or Change Job 
Behaviors

◼◼ On-the-job training. New employees are assigned to experienced employees. The trainee learns 
by watching the experienced employee perform the job and eventually by working alongside 
the experienced employee. Gradually, the trainee is left on his or her own to perform the job.

◼◼ Role-playing. Trainees assume job-related roles and practice new behaviors by acting out 
what they would do in job-related situations.

◼◼ Simulations and games. Experiential exercises place trainees in realistic job-related situations 
and give them the opportunity to experience a job-related condition in a relatively low-cost 
setting. The trainee benefits from hands-on experience before actually performing the job, 
where mistakes may be more costly.

◼◼ Vestibule training. Procedures and equipment similar to those used in the actual job are set up 
in a special area called a “vestibule.” The trainee is then taught how to perform the job at his or 
her own pace without disrupting the actual flow of work, making costly mistakes, or exposing 
the trainee and others to dangerous conditions.

Impart Information and Knowledge; 
Develop Analytical and Problem-
Solving Skills; and Practice, Learn, or 
Change Job Behaviors

◼◼ Computer-based learning. Interactive videos, software, CD-ROMs, PCs, teleconferencing, and 
the Internet may be combined to present multimedia-based training.

Source: A. Fowler, “How to Decide on Training Methods,” People Management 25, no. 1 (1995): 36.
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skin, “it gives immediate feedback,” to let them know a 
potentially deadly mistake has just been made.76

If training is supposed to meet more than one 
of these objectives, then your best choice may be to 
combine one of the previous methods with computer-
based training. Siemens, which makes everything from 
power plants to electronic scanners, developed an on-
line video game called Plantville, in which users take 
on the role of Pete, the plant manager. The goal is to 
revitalize three old factories by hiring new workers, re-
designing factory layouts, and replacing old machines 
with new ones from Siemens. Raj Batra, president of 
the Industry Automation division at Siemens, says, “The 
virtual activity in Plantville mimics the real-world envi-
ronment where plant managers continually watch key 
performance indicators and strive to maximize produc-
tivity and efficiency.” Plantville’s “hands-on” experience 
helps employees and outsiders better understand the 
intricacies of running a factory and serves not only as a 
training tool for employees but also as a recruiting tool 
for outsiders. Sign up to play and join 21,000 gamers 
from 160 countries at Plantville.com.77

These days, many companies are adopting Internet 
training, or “computer-based learning.” E-learning can 
offer several advantages. Because employees don’t need 
to leave their jobs, travel costs are greatly reduced. Also, 
because employees can take training modules when it is 
convenient (that is they don’t have to fall behind at their 
jobs to attend week-long training courses), workplace 
productivity should increase, and employee stress should 

decrease. And, if a company’s tech-
nology infrastructure can support 
it, e-learning can be much faster 
than traditional training methods. 
Westinghouse Electric, which 
provides technology, services, and 
equipment for the nuclear electric 
power industry, had difficulty hir-
ing managers and workers with 
prior nuclear experience. Former 
director of talent management 
Jim Ice says, “We were bringing 
in first-line employees and even 
managers that hadn’t been in the 
nuclear industry before.” So it 
invested “tens of millions” of dol-
lars to create Westinghouse Uni-
versity, which has 100 percent of 
its classes online and is organized 
into seven “colleges”: project man-
agement, nuclear, technical, lead-
ership, business, behavioral, and 

manufacturing. For example, employees take Westing-
house University courses where they learn to analyze air 
samples and conduct radiation surveys.78

There are, however, several disadvantages to 
e-learning. First, despite its increasing popularity, it’s not 
always the appropriate training method. E-learning can 
be a good way to impart information, but it isn’t always 
as effective for changing job behaviors or developing 
problem-solving and analytical skills. Second, e-learning 
requires a significant investment in computers and high-
speed Internet and network connections for all em-
ployees. Finally, though e-learning can be faster, many 
employees find it so boring and unengaging that they may 
choose to do their jobs rather than complete e-learning 
courses when sitting alone at their desks. E-learning may 
become more interesting, however, as more companies 
incorporate game-like features such as avatars and com-
petition into their e-learning courses.

11-4c Evaluating Training
After selecting a training method and conducting the 
training, the last step is to evaluate the training. Training 
can be evaluated in four ways: on reactions (how satis-
fied trainees were with the program), on learning (how 
much employees improved their knowledge or skills), 
on behavior (how much employees actually changed 
their on-the-job behavior because of training), or on 
results (how much training improved job performance, 
such as increased sales or quality, or decreased costs).79  
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In general, training provides meaningful benefits for 
most companies if it is done well. For example, a study 
by the American Society for Training and Development  
shows that a training budget as small as $680 per 
employee can increase a company’s total return on 
investment by 6 percent.80 Chuck Runyon, CEO of Any-
time Fitness, which has 2,500 locations, says, “The only 
thing worse than training people and having them leave 
is not training people and having them stay.”81

PERFoRMAnCE 
APPRAiSAl

Performance appraisal is the process of assessing 
how well employees are doing their jobs. Most employees 
and managers intensely dislike the performance 
appraisal process. Samuel Culbert, professor of manage-
ment at UCLA, says there is nothing constructive about 
performance appraisals and calls them a “dysfunctional 
pretense.” Culbert says, “It’s a negative to corporate 
performance, an obstacle to straight-talk relationships, 
and a prime cause of low morale at work.”82

Many people share this view. In fact, 70 percent of 
employees are dissatisfied with the performance appraisal 
process in their companies. Likewise, according to the 
Society for Human Resource Management, 90 percent of 
human resource managers are dissatisfied with the per-
formance appraisal systems used by their companies.83

Performance appraisals are used for four broad pur-
poses: making administrative decisions (for example, pay 
increase, promotion, retention), providing feedback for 
employee development (for example, performance, de-
veloping career plans), evaluating human resource pro-
grams (for example, validating selection systems), and for 
documentation purposes (for example, documenting per-
formance ratings and decisions based on those ratings).84

Let’s explore how companies can avoid some of these prob-
lems with performance appraisals by 11-5a accurately 
measuring job performance and 11-5b effectively 
sharing performance feedback with employees.

11-5a Accurately Measuring 
Job Performance
Workers often have strong doubts about the accuracy of 
their performance appraisals—and they may be right. For 
example, it’s widely known that assessors are prone to er-
rors when rating worker performance. Three of the most 
common rating errors are central tendency, halo, and 

11-5

leniency. Central tendency error occurs when assessors 
rate all workers as average or in the middle of the scale. 
Halo error occurs when assessors rate all workers as per-
forming at the same level (good, bad, or average) in all 
parts of their jobs. Leniency error occurs when assessors 
rate all workers as performing particularly well. One of 
the reasons managers make these errors is that they often 
don’t spend enough time gathering or reviewing perfor-
mance data. Mark Farrugia, vice president of human re-
sources at Sun Communities, a maker of manufactured 
housing, is concerned that managers are giving high 
scores on performance appraisals to make their lives eas-
ier (and employees happier) or to maximize bonuses for 
employees they are worried are thinking of leaving. He 
says, “I’m more and more convinced that [performance 
appraisal] ratings are doing more harm than good,” he 
says.85 What can be done to minimize rating errors and 
improve the accuracy with which job performance is 
measured? In general, two approaches have been used: 
improving performance appraisal measures themselves 
and training performance raters to be more accurate.

One of the ways companies try to improve 
performance appraisal measures is to use as many ob-
jective performance measures as possible. Objective  
performance measures are measures of performance 
that are easily and directly counted or quantified. Common 
objective performance measures include output, scrap, 
waste, sales, customer complaints, and rejection rates.

But when objective performance measures aren’t 
available (and frequently they aren’t), subjective perfor-
mance measures have to be used instead. Subjective 
performance measures require that someone judge 
or assess a worker’s perfor-
mance. The most common 
kind of subjective per-
formance measure is the 
graphic rating scale (GRS) 
shown in Exhibit 11.9. 
Graphic rating scales are 
most widely used because 
they are easy to construct, 
but they are very suscep-
tible to rating errors.

A popular alternative to 
graphic rating scales is the 
behavior observation 
scale (BOS). BOSs re-
quires raters to rate the fre-
quency with which workers 
perform specific behaviors 
representative of the job 
dimensions that are critical 

Performance appraisal  
the process of assessing how well 
employees are doing their jobs

Objective performance 
measures measures of job 
performance that are easily and 
directly counted or quantified 

Subjective performance 
measures measures of job 
performance that require someone 
to judge or assess a worker’s 
performance

Behavior observation 
scales (BOSs) rating scales 
that indicate the frequency  
with which workers perform 
specific behaviors that are 
representative of the job 
dimensions critical to successful 
job performance
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to successful job performance. Exhibit 11.9 shows a BOS 
for two important job dimensions for a retail salesperson: 
customer service and money handling. Notice that each 
dimension lists several specific behaviors characteristic 
of a worker who excels in that dimension of job perfor-
mance. (Normally, the scale would list seven to twelve 
items per dimension, not three, as in the exhibit.) No-
tice also that the behaviors are good behaviors, meaning 
they indicate good performance, and the rater is asked 

to judge how frequently an 
employee engaged in those 
good behaviors. The logic 
behind the BOS is that bet-
ter performers engage in 
good behaviors more often.

Not only do BOSs work well for rating critical di-
mensions of performance, but studies also show that 
managers strongly prefer BOSs for giving performance 
feedback; accurately differentiating between poor, aver-
age, and good workers; identifying training needs; and 
accurately measuring performance. And in response 
to the statement, “If I were defending a company, this 
rating format would be an asset to my case,” attorneys 
strongly preferred BOSs over other kinds of subjective 
performance appraisal scales.86

The second approach to improving the measurement 
of workers’ job performance is rater training. The most 
effective is frame-of-reference training, in which a group 
of trainees learn how to do performance appraisals by 
watching a videotape of an employee at work. Next, they 

Rater training training 
performance appraisal raters in 
how to avoid rating errors and 
increase rating accuracy

Exhibit 11.9

Subjective Performance Appraisal Scales
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Example 2: Quality of work performed is 1 2 3 4 5

Behavioral Observation Scale
Dimension: Customer Service A
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1. Greets customers with a smile and a “hello.”  1 2 3 4 5

2. Calls other stores to help customers find merchandise that is not in stock.  1 2 3 4 5

3. Promptly handles customer concerns and complaints.  1 2 3 4 5

Dimension: Money Handling A
lm
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A
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1. Accurately makes change from customer transactions.  1 2 3 4 5

2. Accounts balance at the end of the day, no shortages or surpluses.  1 2 3 4 5

3. Accurately records transactions in computer system.  1 2 3 4 5
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evaluate the performance of the person in the videotape. 
A trainer (an expert in the subject matter) then shares his 
or her evaluations, and trainees’ evaluations are compared 
with the expert’s. The expert then explains the rationales 
behind his or her evaluations. This process is repeated 
until the differences in evaluations given by trainees and 
evaluations by the expert are minimized. The underlying 
logic behind the frame-of-reference training is that by 
adopting the frame of reference used by an expert, trainees 
will be able to accurately observe, judge, and use relevant 
appraisal scales to evaluate the performance of others.87

11-5b Sharing Performance 
Feedback
After gathering accurate performance data, 
the next step is to share performance 
feedback with employees. Unfortu-
nately, even when performance 
appraisal ratings are accurate, 
the appraisal process often 
breaks down at the feedback 
stage. Employees become 
defensive and dislike hear-
ing any negative assess-
ments of their work, no 
matter how small. Man-
agers become defensive, 
too, and dislike giving ap-
praisal feedback as much 
as employees dislike re-
ceiving it. In response, 
many companies are asking 
managers to ease up on harsh 
feedback and instead accen-
tuate the positive by focusing 
on employee strengths. In the 
past, Michelle Russell of Boston 
Consulting Group says, “We would 
bring them in and beat them down a 
bit.”88 Some employees would suffer a crisis 
of confidence and performance and then quit. At  
Intel, telling employees they “need improvement” 
deflates morale, says HR manager Devra Johnson, “We 
call them the walking wounded.”89

What can be done to overcome the inherent 
difficulties in performance appraisal feedback? First, be 
mindful of being overly critical and making employees  
so defensive that they quit listening. The top half of Ex-
hibit 11.10 offers some suggestion for being less negative 
and more positive in feedback sessions. Also, because 
performance appraisal ratings have traditionally been 

the judgments of just one person, the boss, another 
possibility is to use 360-degree feedback. In this 
approach, feedback comes from four sources: the boss, 
subordinates, peers and coworkers, and the employees 
themselves. The data, which are obtained anonymously 
(except for the boss’s), are compiled into a feedback 
report comparing the employee’s self-ratings with those 
of the boss, subordinates, and peers and coworkers. 
Usually, a consultant or human resource specialist dis-
cusses the results with the employee. The advantage of 
360-degree programs is that negative feedback (“You 
don’t listen”) is often more credible when it comes from 
several people.

Herbert Meyer, who has been studying perfor-
mance appraisal feedback for more than thirty 

years, recommends a list of topics to dis-
cuss in performance appraisal feed-

back sessions (see the bottom half 
of Exhibit 11.10).90 Furthermore, 

managers can do three different 
things to make performance 
reviews more comfortable 
and productive. First, they 
should separate develop-
mental feedback, which is 
designed to improve future 
performance, from admin-
istrative feedback, which is 
used as a reward for past 
performance, such as for 
raises. When managers give 
developmental feedback, 

they’re acting as coaches, but 
when they give administra-

tive feedback, they’re acting as 
judges. These roles, coaches and 

judges, are clearly incompatible. 
As coaches, managers encourage, 

pointing out opportunities for growth 
and improvement, and employees are typ-

ically open and receptive to feedback. But as 
judges, managers are evaluative, and employees are 

typically defensive and closed to feedback.
Second, Meyer suggests that performance appraisal 

feedback sessions be based on self-appraisals, in which 
employees carefully assess 
their own strengths, weak-
nesses, successes, and fail-
ures in writing. Because 
employees play an active 
role in the review of their 
performance, managers can 

360-degree feedback a 
performance appraisal process in 
which feedback is obtained from 
the boss, subordinates, peers and 
coworkers, and the employees 
themselves
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be coaches rather than judges. Also, because 
the focus is on future goals and development, 
both employees and managers are likely to 
be more satisfied with the process and more 
committed to future plans and changes. 
And, because the focus is on development 
and not administrative assessment, studies 
show that self-appraisals lead to more candid 
self-assessments than traditional supervisory  
reviews.91

Finally, what people do with the perfor-
mance feedback they receive really matters. 
A study of 1,361 senior managers found that 
managers who reviewed their 360-degree 
feedback with an executive coach (hired by 
the company) were more likely to set spe-
cific goals for improvement, ask their bosses 
for ways to improve, and subsequently im-
prove their performance.92

A five-year study of 252 managers 
found that their performance improved 
dramatically if they met with their subordi-
nates to discuss their 360-degree feedback 
(“You don’t listen”) and how they were 
going to address it (“I’ll restate what oth-
ers have said before stating my opinion”). 
Performance was dramatically lower 
for managers who never discussed their 
360-degree feedback with subordinates 
and for managers who did not routinely do 
so. Why is discussing 360-degree feedback 
with subordinates so effective? These dis-
cussions help managers understand their 
weaknesses better, force them to develop 
a plan to improve, and demonstrate to the 

Exhibit 11.10

How and What to Discuss in a Performance 
Appraisal Feedback Session

Source: H. H. Meyer, “A Solution to the Performance Appraisal Feedback Enigma,” Academy of 
Management Executive 5, no. 1 (1991): 68–76; R. Feintzeig, “Everything is Awesome! Why you Can’t 
Tell Employees They’re Doing a Bad Job.” Wall Street Journal, February 10, 2015, accessed May 7, 2015. 
http://www.wsj.com/articles/everything-is-awesome-why-you-cant-tell-employees-theyre-doing-a 
-bad-job-1423613936.

Overall progress—an analysis of
accomplishments and shortcomings
Problems encountered in meeting job
requirements
Opportunities to improve performance
Long-range plans and opportunities—
for the job and for the individual’s career
General discussion of possible plans and
goals for the coming year

How to Discuss Performance Feedback

Don’t say…

A

1

2

3

4

5

B

Instead say…

“What are we stuck on?”

“Nice work.”

“You need to get better at….”

“We can’t do this.”

“What are we doing really well?”

“You show great promise with….”

“This is another way that’s been successful.”

“We haven’t done this yet.”

A New Way of Onboarding

For many, the first day of work is often the worst. Many com-
panies are trying to change this by mixing up the typical 

onboarding process of stacks of paperwork and orientation 
meetings. According to Harvard Business School associate 
professor Francesca Gino, people find greater satisfaction and 
perform better when they’re able to bring more of themselves 
to the job. Studies indicate that activities emphasizing auton-
omy and learning contribute to greater employee satisfaction 

and retention. Dog-boarding site Rover.com tries to help em-
ployees experience this from day one, allowing them to jump 
into projects immediately. Business process outsourcer Wipro 
experimented with an employee-centric onboarding program 
whereby new hires discussed their strengths and were given 
personalized sweatshirts. After six months, they discovered 
that those who went through the employee-centric program 
were 32 percent more likely to stay with the company.

Source: R.E. Silverman, “‘Companies Try to Make the First Day for new Hires More Fun,” Wall Street Journal, May 28, 2013, accessed May 8, 2014. http://www.wsj.com/news 
/articles/SB10001424127887323336104578501631475934850?KEyWoRDS=companies+try+to+make+the+first+day&mg=reno64-wsj.
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subordinates the managers’ public commitment to im-
proving.93 In short, it helps to have people discuss their 
performance feedback with others, but it particularly 
helps to have them discuss their feedback with the 
people who provided it.

CoMPEnSATion 
AnD EMPloyEE 
SEPARATion

While China has more than a billion people, 80 percent 
of its manufacturers are having difficulty finding and 
keeping workers. Employers are responding by hiking 
wages, which have increased 74 percent in four years. 
Pacific Resources International, which has ten Chi-
nese factories, pays its workers 20 percent more than 
minimum wage, provides insurance and free meals, and 
only asks employees to work forty to forty-five hours a 
week, which is low in China. Still, it loses employees 
to the insurance industry, where salaries are 40 per-
cent larger.94 Factories, which have already raised pay, 
are now addressing nonfinancial issues in hopes of be-
coming more attractive places to work. Flextronics 
International sponsors company picnics, talent shows 
(karaoke), speed-dating for unmarried workers, sports 
facilities for soccer and basketball, and hair salons. 
Chief procurement officer Tom Linton says, “If you are 
able to get employees connected socially, they’re more 
likely to stay.”95

Compensation includes both the financial and the 
nonfinancial rewards that organizations give employees 
in exchange for their work. Employee separation is 
a broad term covering the loss of an employee for any 
reason. Involuntary separation occurs when employers 
terminate or lay off employees. Voluntary separation oc-
curs when employees quit or retire. Because employee 

separations affect recruiting, 
selection, training, and 

11-6

compensation, organizations should forecast the number 
of employees they expect to lose through terminations, 
layoffs, turnover, or retirements when doing human re-
source planning.

Let’s learn more about compensation by examining the 
11-6a compensation decisions that managers must 
make as well as 11-6b termination, 11-6c downsizing, 
11-6d retirement, and 11-6e turnover.

11-6a Compensation Decisions
There are three basic kinds of compensation decisions: 
pay level, pay variability, and pay structure.96 Pay-level 
decisions regard whether to pay workers at a level that 
is below, above, or at current market wages. Com-
panies use job evaluation to set their pay structures.  
Job evaluation determines the worth of each job by 
determining the market value of the knowledge, skills, 
and requirements needed to perform it. After conducting 
a job evaluation, most companies try to pay the going 
rate, meaning the current market wage. There are always 
companies, however, whose financial situation causes 
them to pay considerably less than current market wages.

Some companies choose to pay above-average wages 
to attract and keep employees. Above-market wages can 
attract a larger, more qualified pool of job applicants, in-
crease the rate of job acceptance, decrease the time it 
takes to fill positions, and increase the time that employ-
ees stay.97 While the average U.S. grocery store cashier 
makes $20,000 per year, entry-level cashiers at QuikTrip, 
a chain of convenience stores and gas stations, make 
$40,000  per year. Despite paying employees twice as 
much as its competitors, QuikTrip is profitable and grow-
ing. Compared to other convenience stores, its sales per 
square foot are 50 percent higher, and its sales per labor 
hour are 66 percent larger. Furthermore, QuikTrip trains 
new workers for two weeks before putting them in stores, 
teaching them everything from the right way to clean 
bathrooms to ordering 
merchandise and tracking 
inventory. Finally, because 
the company pays well and 
invests in its workers, most 
of its managers work their 
way up from entry-level 
cashier jobs. QuikTrip’s 
Mike Thornbrugh says, 
“They can see that if you 
work hard, if you’re smart, 
the opportunity to grow 
within the company is very, 
very good.”98

Compensation the financial 
and nonfinancial rewards that 
organizations give employees in 
exchange for their work

Employee separation the 
voluntary or involuntary loss of an 
employee

Job evaluation a process 
that determines the worth of each 
job in a company by evaluating the 
market value of the knowledge, 
skills, and requirements needed to 
perform it
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Pay-variability decisions concern the extent to 
which employees’ pay varies with individual and orga-
nizational performance. Linking pay to performance is 
intended to increase employee motivation, effort, and 
job performance. Piecework, sales commissions, profit 
sharing, employee stock ownership plans, and stock op-
tions are common pay-variability options. For instance, 
under piecework pay plans, employees are paid a set 

rate for each item produced 
up to some standard (for ex-
ample, thirty-five cents per 
item produced for output 
up to 100 units per day). 
After productivity exceeds 
the standard, employees are 
paid a set amount for each 
unit of output over the stan-
dard (for example, forty-five 
cents for each unit above 
100 units). Under a sales  
commission plan, sales-
people are paid a percent-
age of the purchase price 
of items they sell. The 
more they sell, the more 
they earn. At Installation 
& Services Technologies, 
which sells point-of-sales 
systems (high-tech cash 
registers), a salesperson’s 
pay is determined in large  
part by how much he or 

she sells. All members of the sales staff receive a small 
base salary (about 35 percent of total pay) and a com-
mission based on how much gross profit they make on 
sales—17  percent for $1 to $50,000, 24 percent for 
$50,001 to $100,000, and 30 percent over $100,000. 
Plus, every time a salesperson reaches a new profit level, 
he or she receives an extra $1,000.99

Because pay plans such as piecework and commis-
sions are based on individual performance, they can re-
duce the incentive that people have to work together. 
Therefore, companies also use group rewards (discussed 
in Chapter 10) and organizational incentives, such as 
profit sharing, employee stock ownership plans, and 
stock options, to encourage teamwork and cooperation.

With profit sharing, employees receive a portion 
of the organization’s profits over and above their regu-
lar compensation. Southwest Airlines posted a profit of 
$754 million in 2013. Thirty percent of those profits, 
$228 million, will go to its employees as a result of the 
company’s profit-sharing plan.100

Employee stock ownership plans (ESOPs) 
compensate employees by awarding them shares of 
the company stock in addition to their regular compen-
sation. Central States Manufacturing, a steel cutting 
firm in Lowell, Arkansas, is 100 percent owned by its 
517 employees. Six and a half percent of each employ-
ee’s annual pay goes into a tax-deferred ESOP account. 
Aaron King, a 60-year old truck driver with the company 
for twenty-three years, has accumulated $1.25  million 
in his ESOP account. Because of the ESOP, he says, 
“We hold one another accountable. Somebody leav-
ing a bundle of metal where it could be run over— 
a $3,000 bundle—we go and get that guy and talk 
to him. [Because] It’s going to come out of all of our 
paychecks.”101

Stock options give employees the right to 
purchase shares of stock at a set price. Options work 
like this. Let’s say you are awarded the right (or option) 
to buy 100 shares of stock from the company for $5 a 
share. If the company’s stock price rises to $15 a share, 
you can exercise your options, sell the stock for $15 a 
share, come out with $1,000. When you exercise your 
options, you pay the company $500 (100 shares at $5 
a share), but because the stock is selling for $15 in the 
stock market, you can sell your 100 shares for $1,500 
and make $1,000. Of course, as the company’s profits 
and share values increase, stock options become even 
more valuable to employees. Stock options have no 
value, however, if the company’s stock falls below the 
option “grant price,” the price at which the options have 
been issued to you. The options you have on 100 shares 

Piecework a compensation 
system in which employees are 
paid a set rate for each item they 
produce

Commission a compensation 
system in which employees earn a 
percentage of each sale they make

Profit sharing a 
compensation system in which a 
company pays a percentage of its 
profits to employees in addition to 
their regular compensation

Employee stock 
ownership plan (ESOP) a 
compensation system that awards 
employees shares of company 
stock in addition to their regular 
compensation

Stock options a 
compensation system that gives 
employees the right to purchase 
shares of stock at a set price, even 
if the value of the stock increases 
above that price

Prominent companies like United Airlines, 
Avis and Polaroid, offer their employees 
a chance to “own” part of the company 
through ESOPs.
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241CHAPTER 11: Managing Human Resource Systems

of stock with a grant price of $5 aren’t going to do you 
a lot of good if the company’s stock is worth $2.50. Pro-
ponents of stock options argue that this gives employees 
and managers a strong incentive to work hard to make 
the company successful. If they do, the company’s prof-
its and stock price increase, and their stock options in-
crease in value. If they don’t, profits stagnate or turn 
into losses, and their stock options decrease in value 
or become worthless. To learn more about ESOPs and 
stock options, see the National Center for Employee 
Ownership (www.nceo.org).

The incentive has to be more than just a piece of pa-
per, however. It has to motivate employees with the real 
opportunity to grow the value of the company and their 
wealth. Adworkshop, a digital marketing agency that 
does website design and development, search marketing, 
media buying, and creative work, became an employee-
owned company in 2007. Account supervisor Kelly Frady 
says the ESOP has energized employee commitment. 
She says, “Everyone knows that you do well, and your 
stock will rise. It’s a driving factor in making the com-
pany succeed in the long term.” In the United States, 
10,900 employee-owned businesses, worth $860 billion, 
are owned by 10 million employees.102

Pay-structure decisions are concerned with in-
ternal pay distributions, meaning the extent to which 
people in the company receive very different levels of 
pay.103 With hierarchical pay structures, there are big 
differences from one pay level to another. The high-
est pay levels are for people near the top of the pay 
distribution. The basic idea behind hierarchical pay 
structures is that large differences in pay between jobs 
or organizational levels should motivate people to work 
harder to obtain those higher-paying jobs. Many pub-
licly owned companies have hierarchical pay structures, 
paying huge salaries to their top managers and CEOs.  
For example, CEOs of Fortune 500 companies, the  
500 largest U.S. firms, now make an average of 
$15.2 million per year, which is 296 times the average 
employee salary of $52,100.104

By contrast, compressed pay structures typically 
have fewer pay levels and smaller differences in pay 
between levels. Pay is less dispersed and more similar 
across jobs in the company. The basic idea behind com-
pressed pay structures is that similar pay levels should 
lead to higher levels of cooperation, feelings of fairness 
and a common purpose, and better group and team 
performance.

So should companies choose hierarchical or com-
pressed pay structures? The evidence isn’t straight-
forward, but studies seem to indicate that there are 

significant problems with the hierarchical approach. 
The most damaging finding is that there appears to be 
little link between organizational performance and the 
pay of top managers.105 Furthermore, studies of profes-
sional athletes indicate that hierarchical pay structures 
(for example, paying superstars forty to fifty times as 
much as the lowest-paid athlete on the team) hurt the 
performance of teams and individual players.106 Like-
wise, managers are twice as likely to quit their jobs 
when their companies have very strong hierarchical pay 
structures (that is when they’re paid dramatically less 
than the people above them).107 For now, it seems that 
hierarchical pay structures work best for independent 
work, where it’s easy to determine the contributions 
of individual performers, and little coordination with 
others is needed to get the job done. In other words, 
hierarchical pay structures work best when clear links 
can be drawn between individual performance and indi-
vidual rewards. By contrast, compressed pay structures, 
in which everyone receives similar pay, seem to work 
best for interdependent work, which requires employ-
ees to work together. Some companies are pursuing a 
middle ground: combining hierarchical and compressed 
pay structures by giving ordinary workers the chance to 
earn more through ESOPs, stock options, and profit 
sharing.

11-6b Terminating Employees
The words “You’re fired!” may have never been di-
rected at you, but lots of people hear them, as more than 
400,000 people a year get fired from their jobs. Getting 
fired is a terrible thing, but many managers make it even 
worse by bungling the firing process, needlessly provok-
ing the person who was fired and unintentionally inviting 
lawsuits. Manager Craig Silverman had to fire the head 
of a company whom his organization had just acquired. 
He was specifically instructed to invite her to a meet-
ing, which would require her to travel halfway across 
the country, and then fire her immediately on arrival. 
He said, “I literally had to tell the car service to wait. I 
don’t think it ever entered [her] mind that [she] would 
be terminated.”108 When Zynga terminated almost all of 
the employees from OMGPOP, a startup company it had 
acquired a year before, one of the employees tweeted, “I 
learned via Facebook I was laid off today and @omgpop 
office is closed. Thanks @zynga for again reminding me 
how not to operate a business.”109 A computer systems 
engineer was fired on “Take Your Daughter to Work 
Day,” with his eight-year-old daughter sitting next to 
him in the human resource manager’s office. He and 
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his daughter were both escorted from the building.110 
How would you feel if you had been fired in one of these 
ways? Though firing is never pleasant (and managers 
hate firings nearly as much as employees do), managers 
can do several things to minimize the problems inherent 
in firing employees.

To start, in most situations, firing should not be the 
first option. Instead, employees should be given a chance 
to change their behavior. When problems arise, employ-
ees should have ample warning and must be specifically 
informed as to the nature and seriousness of the trouble 
they’re in. After being notified, they should be given suf-
ficient time to change their behavior. Ron Cohen is CEO 
and founder of Acorda Therapeutics, a company 
that develops therapies to restore neurologi-
cal function for people with multiple sclerosis 
and spinal cord injuries. Cohen first fired an 
employee when he was 31 years old. He says 
it was painful, and “I wound up hugging the 
employee, and she was crying on my shoulder.” 
Since then, however, when he fires someone, 
they’ve had plenty of opportunities to 
address performance issues. Says 
Cohen, “I’ve learned over the 
years that if the employee doesn’t 
expect it and know it’s coming, 
you’re not doing your job as a 
manager.”111

If problems continue, the 
employees should again be 
counseled about their job per-
formance, what could be done 
to improve it, and the possible 
consequences if things don’t 
change (such as a written rep-
rimand, suspension without pay, or 
firing). Sometimes this is enough to 
solve the problem. If the problem 
isn’t corrected after several rounds of 
warnings and discussions, however, 
the employee may be terminated.112

Second, employees should be fired only for a good 
reason. Employers used to hire and fire employees un-
der the legal principle of employment at will, which 

allowed them to fire em-
ployees for a good rea-
son, a bad reason, or no 
reason at all. (Employees 
could also quit for a good 
reason, a bad reason, or 
no reason whenever they 
desired.) As employees 

began contesting their firings in court, however, the 
principle of wrongful discharge emerged. Wrongful 
discharge is a legal doctrine that requires employers 
to have a job-related reason to terminate employees. 
In other words, like other major human resource de-
cisions, termination decisions should be made on the 
basis of job-related factors such as violating company 
rules or consistently poor performance. And with for-
mer employees winning 68 percent of wrongful dis-
charge cases and the average wrongful termination 
award at $532,000 and climbing, managers should re-
cord the job-related reasons for the termination, docu-
ment specific instances of rule violations or continued 

poor performance, and keep notes and docu-
ments from the counseling sessions held with 
employees.113

11-6c Downsizing
Downsizing is the planned elimination of 

jobs in a company (see box “How to Conduct 
Layoffs”). Whether it’s because of 

cost cutting, declining market 
share, previous overaggres-
sive hiring and growth, or 
outsourcing, companies typi-
cally eliminate 1 million to 
1.26 million jobs a year.114 
Two-thirds of companies 
that downsize will down-
size a second time within 
a year.115 In 2012, Cisco  

cut 8,000 employees—about 
9 percent of its workforce—in 

an effort to cut costs. In March 
2013, it cut another 500 workers. 

Then, just five months later, Cisco 
cut 4,000 more employees—around 
5 percent of its workforce—despite 
meeting earnings expectations.116 

Does down-sizing work? In theory, downsizing is 
supposed to lead to higher productivity and profits, 
better stock performance, and increased organiza-
tional flexibility. However, numerous studies dem-
onstrate that it doesn’t. For instance, a fifteen-year 
study of downsizing found that downsizing 10 percent 
of a company’s workforce produced only a 1.5 percent 
decrease in costs; that downsizing firms increased 
their stock price by only 4.7 percent over three years, 
compared with 34.3 percent for firms that didn’t; and 
that profitability and productivity were generally not 
improved by downsizing. Downsizing can also result 

Wrongful discharge a legal 
doctrine that requires employers 
to have a job-related reason to 
terminate employees

Downsizing the planned 
elimination of jobs in a company
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243CHAPTER 11: Managing Human Resource Systems

in the loss of skilled workers who would be expen-
sive to replace when the company grows again. These 
results make it clear that the best strategy is to con-
duct effective human resource planning and avoid 
downsizing altogether. Downsizing should always be 
a last resort.117

If companies do find themselves in financial or 
strategic situations where downsizing is required for 
survival, however, they should train managers in how 
to break the news to downsized employees, have senior 
managers explain in detail why downsizing is necessary, 
and time the announcement so that employees hear it 
from the company and not from other sources, such 
as TV or online reports.118 Finally, companies should 
do everything they can to help downsized employees 
find other jobs. One of the best ways to do this is to 
use outplacement services that provide employ-
ment counseling for employees faced with downsiz-
ing. Outplacement services often include advice and 
training in preparing résumés, getting ready for job 
interviews, and even identifying job opportunities 
in other companies. Sixty-nine percent of companies 
provide outplacement services for laid-off employees, 
61 percent provide extended health coverage, and most 
offer up to 26 weeks of severance payments.119 Offering 
this kind of assistance can soften the blow from being 
laid off, preserve goodwill, and lower the risk of future 
lawsuits.120

Outplacement 
services employment-
counseling services offered to 
employees who are losing their 
jobs because of downsizing

Early retirement 
incentive programs 
(ERIPs) programs that offer 
financial benefits to employees to 
encourage them to retire early

How to Conduct Layoffs
1. Provide clear reasons and explanations for the layoffs.

2. To avoid laying off employees with critical or irreplaceable skills, knowledge, and 
expertise, get input from human resources, the legal department, and several levels of 
management.

3. Train managers in how to tell employees that they are being laid off (that is stay calm; 
make the meeting short; explain why but don’t be personal; and provide information 
about immediate concerns such as benefits, finding a new job, and collecting 
personal goods).

4. Give employees the bad news early in the day, and try to avoid laying off employees 
before holidays.

5. Provide outplacement services and counseling to help laid-off employees find 
new jobs.

6. Communicate with employees who have not been laid off to explain how the 
company and their jobs will change.

Source: M. Boyle, “The not-So-Fine Art of the layoff,” Fortune, March 19, 2001, 209.
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Companies also need to pay attention to the sur-
vivors, the employees remaining after layoffs have 
occurred. University of Pennsylvania management pro-
fessor Peter Cappelli says that survivors “may feel like 
they could just as easily be the next person laid off.”121 
Lori Stewart Coletti, director of client services at Elaine 
Construction, a Newton, Massachusetts–based firm, 
said, “The general feeling is, ‘Could I be next?’ That’s the 
level of uncertainty that you really have to combat.”122 
The key to working with layoff survivors, according to 
Barry Nickerson, president of Dallas-based Marlow 
Industries, which downsized from 800 to 200 employees, 
is “Communicate. Communicate. Communicate.” 
Nickerson says, “Every time we had a change we had a 
meeting to explain exactly what we were doing. We were 
very open with our employees about where we were 
financially. We would explain exactly the current status 
and where we were.”123

11-6d Retirement
Early retirement 
incentive programs 
(ERIPs) offer financial 
benefits to employees to 
encourage them to re-
tire early. Companies 
use ERIPs to reduce the 
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244 PART THREE

number of employees in the organization, to lower 
costs by eliminating positions after employees retire, 
to lower costs by replacing high-paid retirees with 
lower-paid, less-experienced employees, or to create 
openings and job opportunities for people inside the 
company. For example, the state of Wyoming offered 
its employees a lump-sum bonus, additional insur-
ance benefits, and increased monthly retirement pay-
ments to encourage early retirement. Its ERIP must 
have been fairly attractive, because 56 percent of 
the state employees eligible for early retirement ac-
cepted. Thirty percent of the 437 positions vacated 
by the early retirees remained empty, saving the state  
$23.2 million over the first forty-six months of the 
program and a projected $65 million over eight years. 
After accounting for the costs of the increased early 
retirement benefits, the predicted savings came to 
more than $148,000 per retiree.124

Although ERIPs can save companies money, they 
can pose a big problem for managers if they fail to ac-
curately predict which employees—the good performers 
or the poor performers—and how many will retire early. 
Consultant Ron Nicol says, “The thing that doesn’t work 
is just asking for volunteers. You get the wrong volun-
teers. Some of your best people will feel they can get 
a job anywhere. Or you have people who are close to 
retirement and are a real asset to the company.”125 When 
Progress Energy, in Raleigh, North Carolina, identified 
450 jobs it wanted to eliminate with an ERIP, it care-
fully shared the list of jobs with employees, indicated 
that layoffs would follow if not enough people took early 
retirement, and then held eighty meetings with em-
ployees to answer questions. Despite this care, an extra 
1,000 employees, for a total of 1,450, took the ERIP of-

fer and applied for early 
retirement!126

Because of the prob-
lems associated with ER-
IPs, many companies are 
now offering phased 
retirement, in which 
employees transition to 
retirement by working re-
duced hours over a period 
of time before completely 
retiring. The advantage 
for employees is that they 
have more free time but 
continue to earn sala-
ries and benefits without 
changing companies or 
careers. The advantage for 

companies is that it allows them to reduce salaries and 
hiring and training costs and retain experienced, valu-
able workers.127

11-6e Employee Turnover
In 2015, 51 percent of workers with a job were either 
actively seeking or open to a new job.128 Employee 
turnover is the loss of employees who voluntarily 
choose to leave the company. In general, most compa-
nies try to keep the rate of employee turnover low to 
reduce recruiting, hiring, training, and replacement 
costs. Not all kinds of employee turnover are bad for 
organizations, however. In fact, some turnover can ac-
tually be good. Functional turnover is the loss of 
poor-performing employees who choose to leave the 
organization.129 Functional turnover gives the organi-
zation a chance to replace poor performers with better 
workers. In fact, one study found that simply replacing 
poor-performing workers with average workers would 
increase the revenues produced by retail salespeople in 
an upscale department store by $112,000 per person per 
year.130 By contrast, dysfunctional turnover, the loss 
of high performers who choose to leave, is a costly loss 
to the organization. To minimize dysfunctional turnover, 
VoloMetrix, Inc. uses algorithms to identify so-called 
flight risks—employees who are gearing up to quit. Soft-
ware examines anonymized data from employee emails 
and calendars to identify patterns of communication that 
indicate the employee is spending less time interacting 
with colleagues and attending only required meetings. 
The analysis helps the company predict a departure up 
to a year in advance, which is important, as the median 
cost of turnover for most jobs is 21 percent of the em-
ployee’s annual salary.131

Employee turnover should be carefully analyzed to 
determine whether good or poor performers are choos-
ing to leave the organization. If the company is losing 
too many high performers, managers should determine 
the reasons and find ways to reduce the loss of valu-
able employees. The company may have to raise sal-
ary levels, offer enhanced benefits, or improve working 
conditions to retain skilled workers. One of the best 
ways to influence functional and dysfunctional turnover 
is to link pay directly to performance. A study of four 
sales forces found that when pay was strongly linked 
to performance via sales commissions and bonuses, 
poor performers were much more likely to leave (that 
is, functional turnover). By contrast, poor performers 
were much more likely to stay when paid large, guaran-
teed monthly salaries and small sales commissions and 
bonuses.132

Phased retirement  
employees transition to retirement 
by working reduced hours over a 
period of time before completely 
retiring

Employee turnover loss of 
employees who voluntarily choose 
to leave the company

Functional turnover loss 
of poor-performing employees 
who voluntarily choose to leave a 
company

Dysfunctional 
turnover loss of high-
performing employees who 
voluntarily choose to leave a 
company
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 Describe diversity and explain why it matters.

Understand the special challenges that the dimensions of 
surface-level diversity pose for managers.

Explain how the dimensions of deep-level diversity affect 
individual behavior and interactions in the workplace.

Explain the basic principles and practices that can be used to 
manage diversity.
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12-4

Managing Individuals 
and a Diverse Workforce12
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show, the workforce of the near future will be increas-
ingly Hispanic, Asian American, and female. It will also 
be older, as the average baby boomer approaches the 
age of 70 around 2020. Because many boomers are likely 
to postpone retirement and work well into their 70s to  
offset predicted reductions in Social Security and Medi-
care benefits, the workforce may become even older 
than expected. For instance, between 1992 and 2022, 
16- to 24-year olds (16.9% to 11.3%), 25- to 34-year 
olds (27.6% to 22.5%), and 35- to 44-year-olds (26.5% to  
21.3%) will have become a smaller part of the U.S. labor 
force. By contrast, those 45- to 54-year-olds (17.3% 
to 19.3%), 55- to 64-year-olds (9.0% to 17.3%), and 
65 years and older (2.7% to 6.7%) will all have become 
larger parts of the U.S. labor force.3 

Diversity means variety. Therefore, diversity exists 
in organizations when there is a variety of demographic, 
cultural, and personal differences among the people who 
work there and the customers who do business there. With 
36,000 locations in 120 countries, few businesses have 
the diversity of locations and customers that McDonald’s  
has.4 Thanks to its global footprint, McDonald’s  
has 160 global menu items, 
ranging from a Rice Burger 
(chicken or beef between 
two rice cakes) in Taiwan, 
to a Paneer Salsa Wrap 
(flatbread stuffed with fried  

DIvERsITy: 
DIffEREnCEs 
THAT MATTER

Workplace diversity as we know it is changing.  
Exhibit  12.1 shows predictions from the U.S. Census 
Bureau of how the U.S. population will change over the 
next forty years. The percentage of white, non-Hispanic 
Americans in the general population is expected to 
decline from 61.8 percent in 2015 to 42.6  percent by 
2060. By contrast, the percentage of black Americans 
will increase (from 12.4% to 13.2%), as will the per-
centage of Asian Americans (from 5.1% to 7.9%). 
Meanwhile, the proportion of Native Americans will hold 
steady at 0.7 percent. The fastest-growing group by far, 
though, will be Hispanics, who are expected to increase 
from 17.8 percent of the total population in 2015 to  
30.6 percent by 2060. Other significant changes have 
already occurred. For example, today women hold  
46.8 percent of the jobs in the United States, up from 
38.2 percent in 1970.1 Furthermore, white males, who 
composed 63.9 percent of the workforce in 1950, hold 
just 35.8 percent of today’s jobs.2

These rather dramatic changes have taken place 
in a relatively short time. And, as these trends clearly 

12-1

Exhibit 12.1

Percent of the Projected Population by Race and Hispanic Origin  
for the United States: 2015 to 2060
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source: “Table 6. Percent Distribution of the Projected Population by Race, and Hispanic Origin for the United states: 2015 to 2060,”  
U.s. Census Bureau, accessed July 10, 2014. http://www.census.gov/population/projections/data/national/2012/summarytables.html.

Diversity a variety of 
demographic, cultural, and 
personal differences among an 
organization’s employees and 
customers
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paneer cheese, lettuce, red cabbage, celery, mayo, cheddar 
cheese, and salsa) in India, to McMollettes (English 
muffins covered with refried beans, cheese, and pico de 
gallo) in Mexico.5 Former McDonald’s former CEO Don 
Thompson said that diversity is not about “chasing the 
number, but chasing the insight, the experience, the back-
ground. Diversity fuels innovation, and innovation fuels 
success. You don’t get products like what we’ve done, you 
don’t create some of the newer products without having 
the insight.” Thompson recognized, however, that progress 
still needed to be made, saying, “We still have a long way 
to go, especially as we become a more global company.”6

You’ll begin your exploration of diversity by learning 12-1a 
that diversity is not affirmative action and 12-1b that 
diversity makes good business sense.

12-1a Diversity Is Not  
Affirmative Action
A common misconception is that workplace diversity 
and affirmative action are the same, yet these concepts 
differ in several critical ways, including their purpose, 
how they are practiced, and the reactions they produce. 
To start, affirmative action refers to purposeful steps 
taken by an organization to create employment opportu-
nities for minorities and women.7 By contrast, diversity 
has a broader focus that includes demographic, cultural, 
and personal differences.

A second difference is that affirmative action is a policy  
for actively creating diversity, but diversity can exist even 
if organizations don’t take purposeful steps to create it. A 
local restaurant located near a university in a major city 
is likely to have a more diverse group of employees than 
one located in a small town. So, organizations can achieve 
diversity without affirmative action. Conversely, affirma-
tive action does not guarantee diversity. An organization 
can create employment opportunities for women and mi-
norities yet not have a diverse workforce.

A third important difference is that affirmative ac-
tion is required by law for private employers with fifty or 
more employees, whereas diversity is not. Affirmative ac-
tion originated with Executive Order 11246 (www.dol.gov 
/ofccp/regs/compliance/fs11246.htm) but is also related 
to the 1964 Civil Rights Act, which bans dis crimination 
in voting, public places, federal gov ern ment programs, 

feder ally supported public 
education, and employ-
ment. Title VII of the Civil 
Rights Act (www.eeoc.gov 
/laws/statutes/titlevii.cfm) 
requires that workers have 

equal employment opportunities when being hired or pro-
moted. More specifically, Title VII prohibits companies 
from discriminating on the basis of race, color, religion, 
sex, or national origin. Title VII also created the Equal 
Employment Opportunity Commission, or EEOC (www 
.eeoc.gov), to administer these laws. By contrast, there is 
no federal law or agency to oversee diversity. Organizations  
that pursue diversity goals and programs do so voluntarily. 

Fourth, affirmative action programs and diversity pro-
grams have different purposes. The purpose of affirmative 
action programs is to compensate for past discrimination, 
which was widespread when legislation was introduced in 
the 1960s; to prevent ongoing discrimination; and to pro-
vide equal opportunities to all, regardless of race, color, 
religion, sex, or national origin. Organizations that fail to 
uphold affirmative action laws may be required to

 ▸ hire, promote, or give back pay to those not hired 
or promoted;

 ▸ reinstate those who were wrongly terminated;

 ▸ pay attorneys’ fees and court costs for those who 
bring charges against them; or

 ▸ take other actions that make individuals whole by 
returning them to the condition or place they would 
have been had it not been for discrimination.8

Affirmative action  
purposeful steps taken by 
an organization to create 
employment opportunities for 
minorities and women
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249CHAPTER 12: Managing Individuals and a Diverse Workforce

Consequently, affirmative action is basically a pu-
nitive approach.9 By contrast, the general purpose of 
diversity programs is to create a positive work environ-
ment where no one is advantaged or disadvantaged, 
where “we” is everyone, where everyone can do his or 
her best work, where differences are respected and not 
ignored, and where everyone feels comfortable.10 So, 
unlike affirmative action, which punishes companies for 
not achieving specific sex and race ratios in their work-
forces, diversity programs seek to benefit both organiza-
tions and their employees by encouraging organizations 
to value all kinds of differences.

Despite the overall success of affirmative action in 
making workplaces much fairer than they used to be, 
many people argue that some affirmative action programs 
unconstitutionally offer preferential treatment to fe-
males and minorities at the expense of other employees, 
a view accepted by some courts.11 The American Civil 
Rights institute successfully campaigned via state ballot 
initiatives to ban race- and sex-based affirmative action in 
college admissions, government hiring, and government 
contracting programs in California (1996), Washington 
(1998), and Michigan (2006). Led by Ward Connerly, 
the institute backed similar efforts in Arizona, Colorado,  
Missouri, Nebraska, and Oklahoma in 2008. In an April 
2014 decision, the U.S. Supreme Court ruled 6-2 that 

state ballot initiatives banning race- and sex-based action 
are constitutional.12 Opponents of affirmative action, like 
Connerly, believe that affirmative action policies estab-
lish only surface-level diversity and, ironically, promote 
preferential treatment.13

Research shows that people who have gotten a job 
or promotion as a result of affirmative action are com-
monly viewed as unqualified, even when clear evidence 
of their qualifications exists.14 This effect is so robust 
that those benefitting from affirmative action experience 
doubts about their competence.15 So, while affirmative 
action programs have created opportunities for minori-
ties and women, they unintentionally produce persistent 
doubts and self-doubts regarding the qualifications of 
those who are believed to have obtained their jobs as a 
result of affirmative action.

12-1b Diversity Makes Good 
Business Sense
Those who support the idea of diversity in organizations 
often ignore its business aspects altogether, claiming in-
stead that diversity is simply the right thing to do. Yet 
diversity actually makes good business sense in several 
ways: cost savings, attracting and retaining talent, and 
driving business growth.16

Diversity helps companies with cost savings by re-
ducing turnover, decreasing absenteeism, and avoiding 
expensive lawsuits.17 Because of lost productivity and 
the cost of recruiting and selecting new workers, compa-
nies lose substantial amounts of money when employees 
quit their jobs. In fact, turnover costs typically amount 
to more than 90 percent of employees’ salaries. By this 
estimate, if an executive who makes $200,000 leaves, the 
organization will have to spend approximately $180,000 
to find a replacement; even the lowest-paid hourly work-
ers can cost the company as much as $10,000 when they 
quit. Because turnover rates for African Americans aver-
age 40 percent higher than for whites, and since women 
quit their jobs at twice the rate men do, companies that 
manage diverse workforces well can cut costs by reduc-
ing the turnover rates of these employees.18 And, with 
women absent from work 60 percent more often than 
men, primarily because of family responsibilities, diver-
sity programs that address the needs of female workers 
can also reduce the substantial costs of absenteeism.

Diversity programs also save companies money by 
helping them avoid discrimination lawsuits, which have 
increased by a factor of twenty since 1970 and quadru-
pled just since 1995. In one survey conducted by the  
Society for Human Resource Management, 78 percent of 
respondents reported that diversity efforts helped them Bi
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avoid lawsuits and litigation costs.19 In fact, because com-
panies lose two-thirds of all discrimination cases that go 
to trial, the best strategy from a business perspective is 
not to be sued for discrimination at all. When companies 
lose, the average individual settlement amounts to more 
than $600,000.20 And settlement costs can be substan-
tially higher in class-action lawsuits, in which individuals 
join together to sue a company as a group. Investment 
brokerage firm Merrill Lynch faced a class-action lawsuit 
alleging it denied 1,400 African American stock brokers 
promotions, bonus-based compensation, and fair access 
to client accounts and resources. Merrill Lynch settled 
the case for $160 million and agreed to changes that  
“will enhance opportunities for financial advisors in  
the future,” which will be monitored by a committee of 
African American brokers who work at the firm.21

Diversity also makes business sense by help-
ing companies attract and retain talented workers.22 
Diversity-friendly companies tend to attract better and 
more diverse job applicants. Very simply, diversity begets 
more diversity. Companies that make Fortune magazine’s 
list of the fifty best companies for minorities or are rec-
ognized by Working Women and Diversity Inc. magazine 
have already attracted a diverse and talented pool of job 
applicants. But, after being recognized for their efforts, 
they subsequently experience big increases in both the 
quality and the diversity of people who apply for jobs. 
Research shows that companies with acclaimed diversity 
programs not only attract more talented workers but also 
have higher performance in the stock market.23

The third way that diversity makes business sense 
is by driving business growth. In the United States to-
day, there are 45 million African Americans, 55.8 million  
Hispanic Americans, and 19.4 million Asian Americans 
with, respectively, $1 trillion, $1.2 trillion, and $713 billion 
in purchasing power. Given the size of those markets, it  
shouldn’t be surprising that a survey conducted by the 
Society for Human Resource Management found that 
tapping into “diverse customers and markets” was the 
number-one reason managers gave for implementing di-
versity programs.24 Kimberly-Clark, maker of well-known 
household brands such as Kotex, Depend, Kleenex,  
Huggies, and Scott paper products, has a customer base 
that is 83 percent female. But, from first-level managers 
to the boardroom, women are strongly in the minority.  

So, from China to the 
U.S. to Latin America, 
Kimberly-Clark is imple-
menting more generous 
maternity leave and flex-
ible working schedules in  
hopes of growing and 

retaining promising female leaders who understand 
the company’s customers.25 Likewise, with an increas-
ingly large share of global sales outside of their home 
countries, multinational firms are putting key leaders or 
divisions closer to global customers. Procter & Gamble 
moved its global cosmetics and personal-care division  
to Singapore from Cincinnati. GE relocated its X-ray  
unit to Beijing from Wisconsin. And German-based 
Daimler-Benz is now requiring that young managers 
tapped for its “high potential” training and development 
program must be from outside of Germany.26 When 
companies have diverse workforces, they are better able 
to understand the needs of their increasingly diverse 
customer bases. 

Diversity also helps companies grow through higher-
quality problem solving. Though diverse groups initially 
have more difficulty working together than homo geneous 
groups, diverse groups eventually establish a rapport 
and do a better job of identifying problems and gene-
rating alternative solutions, the two most important 
steps in problem solving.27 When Novartis CEO David  
Epstein ran Novartis Oncology earlier in his career, he 
was given the opportunity to build his leadership team 
from scratch. The division at that time was heavily staffed 
with Americans and Europeans. But because the team 
was responsible for products and customers in seventy 
different countries, he picked his leaders based on career  
successes and diverse experiences. Says Epstein, “I ended 
up with a team that came from all over the world. We had 
phenomenally productive discussions. At the beginning, 
it was very difficult because we had different cultural 
backgrounds and the norms within which we communi-
cated were different, but after a while I saw the power of 
people with different backgrounds and what they could 
contribute to business ideas. Once we got that group 
working as a high-performing team, we were able to  
accomplish feats that nobody thought were possible.”28

sURfACE-LEvEL 
DIvERsITy

A survey that asked managers “What is meant by diversity 
to decision makers in your organization?” found that they 
most frequently mentioned race, culture, sex, national 
origin, age, religion, and regional origin.29 When managers  
describe workers this way, they are focusing on surface-
level diversity. Surface-level diversity consists of 
differences that are immediately observable, typically 
unchangeable, and easy to measure.30 In other words,  

12-2

Surface-level diversity  
differences such as age, sex, race/
ethnicity, and physical disabilities 
that are observable, typically 
unchangeable, and easy to measure
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251CHAPTER 12: Managing Individuals and a Diverse Workforce

independent observers can usually agree on dimensions 
of surface-level diversity, such as another person’s age, 
sex, race/ethnicity, or physical capabilities.

Most people start by using surface-level diversity to 
categorize or stereotype other people. But those initial 
categorizations typically give way to deeper impressions 
formed from knowledge of others’ behaviors and psycho-
logical characteristics such as personality and attitudes.31 
When you think of others this way, you are focusing on 
deep-level diversity. Deep-level diversity consists 
of differences that are communicated through verbal 
and nonverbal behaviors and are learned only through 
extended interaction with others.32 Examples of deep-
level diversity include personality differences, attitudes, 
beliefs, and values. In other words, as people in diverse 
workplaces get to know each other, the initial focus on 
surface-level differences such as age, race/ethnicity, sex, 
and physical capabilities is replaced by deeper, more 
complex knowledge of coworkers.

If managed properly, the shift from surface- to 
deep-level diversity can accomplish two things.33 First, 
coming to know and understand each other better can 
result in reduced prejudice and conflict. Second, it can 
lead to stronger social integration. Social integration 
is the degree to which group members are psychologi-
cally attracted to working with each other to accomplish 
a common objective, or, as one manager put it, “working 
together to get the job done.”

Because age, sex, race/ethnicity, and disabilities are 
usually immediately observable, many managers and 
workers use these dimensions of surface-level diversity to 
form initial impressions and categorizations of coworkers, 
bosses, customers, or job applicants. Whether intention-
ally or not, sometimes those initial categorizations and  
impressions lead to decisions or behaviors that discrimi-
nate. Consequently, these dimensions of surface-level di-
versity pose special challenges for managers who are trying 
to create positive work environments where everyone feels 
comfortable, and no one is advantaged or disadvantaged.

Let’s learn more about those challenges and the ways that 
12-2a age, 12-2b sex, 12-2c race/ethnicity, and 12-2d 
mental or physical disabilities can affect decisions and 
behaviors in organizations.

12-2a Age
Age discrimination is treating people differently (for ex-
ample, in hiring and firing, promotion, and compensation 
decisions) because of their age. The victims of age discrim-
ination are almost always older workers, and the discrimi-
nation is based on the assumption that “you can’t teach 
an old dog new tricks.” It’s commonly believed that older 

workers are less motivated, less productive, more prone to 
illness and accidents, not interested in learning new things, 
cost more, and make greater—more expensive—use of 
health care benefits.34 Facebook founder and CEO Mark  
Zuckerberg once said, “I want to stress the importance 
of being young and technical… Young people are just 
smarter.”35 Consistent with that stereotype, Apple, Yahoo!, 
and Dropbox are among the companies that have specified 
preferences for “new grads” in job openings. Because that 
clearly violates the Age Discrimination in Employment Act, 
companies such as Zipcar, Panasonic, and, yes, Facebook, 
now list being a “digital native” as a job requirement.36  
Ingrid Fredeen of NAVEX Global, a supplier of ethics 
and compliance programs, says the term makes her cringe  
because it implies that “only young applicants need apply.”37 
The increase in age discrimi-
nation claims filed with the 
EEOC, 20,588 in 2014, up 
from 15,785 in 199738, sug-
gests that discriminatory  
attitudes like this still exist.

So, what’s reality and 
what’s myth? Do older em-
ployees actually cost more? 
In some ways, they do. 
The older people are and 
the longer they stay with 
a company, the more the 
company pays for salaries, 
pension plans, and vacation 
time. But older workers 
cost companies less, too, 

It’s commonly – and wrongly – believed 
that older workers are less motivated, 
less productive, more prone to illness and 
accidents.

Deep-level diversity  
differences such as personality and 
attitudes that are communicated 
through verbal and nonverbal 
behaviors and are learned only 
through extended interaction  
with others

Social integration the 
degree to which group members 
are psychologically attracted 
to working with each other to 
accomplish a common objective

Age discrimination treating 
people differently (for example in 
hiring and firing, promotion, and 
compensation decisions) because 
of their age

Al
ex

74
/S

hu
tt

er
st

oc
k.

co
m

61592_ch12_ptg01.indd   251 10/23/15   3:54 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



252 PART THREE

because they show better judgment, care more about the 
quality of their work, and are less likely to quit, show up 
late, or be absent, the cost of which can be substantial.39 
A meta-analysis combining the results of 118 individual 
studies also found that older workers are more likely to 
help others at work and are much less likely to use drugs 
or alcohol at work, engage in workplace aggression, or 
be involved in accidents. The authors of this study con-
cluded, “The stereotype of older workers as difficult col-
leagues, then, seems largely unfounded.”40 

As for the widespread belief that job performance 
declines with age, the scientific evidence clearly refutes 
this stereotype. Performance does not decline with age, 
regardless of the type of job.41

What can companies do to reduce age discrimina-
tion? 42 To start, managers need to recognize that age dis-
crimination is much more pervasive than they probably 
think. Whereas “old” used to mean mid-50s, in today’s 
workplace “old” is closer to 40. When 773 CEOs were 
asked, “At what age does a worker’s productivity peak?” 
the average age they gave was 43. Thus, age discrimina-
tion may be affecting more workers because perceptions 
about age have changed. In addition, with the aging of 

the baby boomers, age 
discrimination is more 
likely to occur simply be-
cause there are millions 
more older workers than 
there used to be. And, 
because studies show that 
interviewers rate younger 
job candidates as more 

qualified (even when they aren’t), companies need to 
train managers and recruiters to make hiring and pro-
motion decisions on the basis of qualifications, not age. 

Companies also need to monitor the extent to which 
older workers receive training. The U.S. Bureau of Labor  
Statistics found that the number of training courses and 
number of hours spent in training drop dramatically  
after employees reach the age of 44.43 Finally, companies 
need to ensure that younger and older workers interact 
with each other. One study found that younger workers 
generally hold positive views of older workers and that 
the more time they spent working with older coworkers, 
the more positive their attitudes became.44

12-2b Sex
Sex discrimination occurs when people are treated 
differently because of their sex. Sex discrimination and  
racial/ethnic discrimination (discussed in the next section) 
are often associated with the so-called glass ceiling, 
the invisible barrier that prevents women and minorities 
from advancing to the top jobs in organizations.

To what extent do women face sex discrimination in 
the workplace? Almost every year, the EEOC receives 
between 23,000 and 30,000 charges of sex-based discrim-
ination.45 In some ways, there is much less sex discrimina-
tion than there used to be. For example, whereas women 
held only 17 percent of managerial jobs in 1972, today 
they hold 51.4 percent of managerial and professional 
jobs, and they hold 47 percent of all jobs in the work-
place.46 Likewise, women own 40 percent of all U.S. busi-
nesses. Whereas women owned 2.8 million businesses in 

One Is the Loneliest Number

Even as the number of women in the managerial ranks of 
U.S. companies is growing, in many companies, it seems 

there is an upper limit. Researchers have found that, if there is 
a woman on an executive team, then the chances of another  
woman joining the team drops by 51 percent. Among the 
1,500 Standard & Poor’s companies, 8.7 percent have a top 
female manager, but when one of the top five executive posi-
tions in the company is held by a woman, she is usually the 
only one on the team. Researcher Cristian Dezso speculates 
that top male managers may just want to fill a quota and 
“check a box. They are one and done.” 
source: R. feintzeig, “One Often Appears to Be the Limit for Women at the Top,”  
Wall Street Journal, April 8, 2015, B6.

Sex discrimination treating 
people differently because of 
their sex

Glass ceiling the invisible 
barrier that prevents women and 
minorities from advancing to the 
top jobs in organizations
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1982 and 5.4 million businesses in 1997, today they own  
9.1 million businesses, generating $1.4 trillion in sales and 
employing 7.9 million people!47 Finally, though women 
still earn less than men on average, the differential is nar-
rowing, as Exhibit 12.2 shows. Women earned 82 percent 
of what men did in 2013, up from 63 percent in 1979.48

Although progress is being made, sex discrimination 
continues to operate via the glass ceiling at higher levels 
in organizations, as shown in Exhibit 12.3. For instance, 
while the trends are going upward, women were the 
top earners in just 8.1 percent of companies in 2014.49 

Likewise, only 14.6 percent of corporate officers (that is 
top management) were women, and the numbers were 
even lower for women of color. Indra K. Nooyi, PepsiCo’s 
CEO, and Ursula Burns, Xerox’s CEO, are the only 
women of color heading Fortune 500 companies.50 In 
fact, only 24 of the 500 largest companies in the United 
States have women CEOs.51 Similarly, only 16.9 percent 
of the members of U.S. corporate boards of directors 
are women.52 

Is sex discrimination the sole reason for the slow 
rate at which women have been promoted to middle 
and upper levels of management and corporate boards? 
Some studies indicate that it’s not.53 In some instances, 
the slow progress appears to be due to career and job 
choices. Whereas men’s career and job choices are often 
driven by the search for higher pay and advancement, 
women are more likely to choose jobs or careers that 
also give them a greater sense of accomplishment, more 
control over their work schedules, and easier movement 
in and out of the workplace.54 For instance, 82 percent 
of women without children are interested in being 
promoted to the next level compared to 73 percent of 
women with two or more children.55 As those numbers 
suggest, women are historically much more likely than 
men to prioritize family over work at some time in their 
careers. For example, 96 percent of 600 female Harvard 
MBAs held jobs while they were in their 20s. That 
dropped to 71 percent in their late 30s when they had 
children but then increased to 82.5 percent in their late 
40s as their children became older.56 Even Indra Nooyi,  
PepsiCo’s CEO, says, “My observation .  .  .  is that the 

Exhibit 12.2

Women’s Earnings as a Percentage of Men’s, 1979–2013
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source: “Women’s Earnings, 1979–2012 : The Editor’s Desk,” U.s. Bureau of Labor statistics, november 4, 2013, accessed July 12, 2014. http://www.bls.gov/opub 
/ted/2013/ted_20131104.htm; BLs Reports, “Highlights of Women’s Earnings in 2013,” U.s. Bureau of Labor statistics, December 2014, accessed May 9, 2015. http://www 
.bls.gov/opub/reports/cps/highlights-of-womens-earnings-in-2013.pdf.

The Mommy-Daddy 
Track

Research has long shown that women who take time off from 
work for the birth of a child or for family obligations tend 

to have lower lifetime earnings. A recent survey conducted by 
The Atlantic aimed to find out if the same was true for men. In 
processing survey data from 12,000 respondents, researchers 
controlled multiple variables as a way to isolate the impact of 
taking time off to care for family. Their results show that, for men 
and women alike, taking time off for family carries a financial risk. 
Still, women were ten times more like to report that they actu-
ally had modified their work commitments for family than men.
source: s. Coltrane, “The Risky Business of Paternity Leave,” The Atlantic, December 28,  
2014, accessed May 7, 2015. http://www.theatlantic.com/business/archive/2013 
/12/the-risky-business-of-paternity-leave/282688/.

61592_ch12_ptg01.indd   253 10/23/15   3:54 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



254 PART THREE

biological clock and the career clock are in total con-
flict with each other. Total, complete conflict. When you 
have to have kids you have to build your career. Just as 
you’re rising to middle management your kids need you 
because they’re teenagers, they need you for the teenage 
years . . . And as you grow even more, your parents need 
you because they’re aging. So . . . we cannot have it all.”57 

Beyond these reasons, however, it’s likely that sex 
discrimination does play a role in women’s slow prog-
ress into the higher levels of management. And even if 
you don’t think so, many of the women you work with 
probably do. In fact, studies indicate that 90 percent 
of women believe the glass ceiling hurts their careers, 
and 80 percent said they left their last job because of 
the glass ceiling and that starting a business allows them 
to avoid the career limitations of the glass ceiling.58 Dis-
crimination is believed to be the most significant factor 
behind the lack of women at top levels of management.59

So, what can companies do to make sure that 
women have the same opportunities for development 
and advancement as men? One strategy is mentoring, 
or pairing promising female executives with senior ex-
ecutives from whom they can seek advice and support.60  
Salesforce, a leading customer relationship manage-

ment software company, 
has a mentoring program 
for women. So, co-founder 
Parker Harris, who encou-
rages Salesforce managers 
to speak up about their 

ambitions, was surprised when 
he discovered that Leyla Seka, 
who ran their mobile apps unit, 
was preparing to leave. Seka 
wanted to lead a larger division 
but thought her bosses didn’t 
think she was capable, so she 
didn’t share her aspirations. 
In fact, her bosses found her 
so capable, they hired her to 
run Desk.com, a company re-
cently acquired by Salesforce, 
and coached her as she devel-
oped her leadership skills. “I’ve 
never had more fun at work, 
and I’ve never felt more chal-
lenged,” she says. “I almost 
missed this opportunity by 
shutting the doors on myself.”61 
In fact, 91 percent of female 
executives had a mentor at 
some point and felt their men-

tor was critical to their advancement.
Another strategy is to make sure that male-dominated 

social activities don’t unintentionally exclude women. 
Nearly half (47%) of women in the workforce believe that 
“exclusion from informal networks” makes it more dif-
ficult to advance their careers (by contrast, just 18% of 
male CEOs thought this was a problem). For instance, 
at company conferences, Rockwell Automation has re-
placed cocktail receptions (that is, hanging out at the bar), 
which are a traditional social function at conferences, with 
alternative activities, such as chili cook-offs.62 Another is to 
designate a go-to person other than their supervisors that 
women can talk to if they believe that they are being held 
back or discriminated against because of their sex. Make 
sure this person has the knowledge and authority to con-
duct a fair, confidential internal investigation.

12-2c Race/Ethnicity
Racial and ethnic discrimination occurs when peo-
ple are treated differently because of their race or eth-
nicity. To what extent is racial and ethnic discrimination a 
factor in the workplace? Every year, the EEOC receives 
between 26,000 and 36,000 charges of racial discrimi-
nation, which is more than any other type of charge of 
discrimination.63 However, it is true that since the pas-
sage of the 1964 Civil Rights Act and Title VII, there 
is much less racial and ethnic discrimination than there 
used to be. For example, twenty-five Fortune 500 firms 
had an African American (6), Hispanic (10), or Asian (9) 

Exhibit 12.3
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Racial and ethnic 
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people differently because of their 
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255CHAPTER 12: Managing Individuals and a Diverse Workforce

CEO in 2014, whereas none did in 1988.64 Nonethe-
less, strong racial and ethnic disparities still exist. For 
instance, whereas 11.2 percent of employed Americans 
are black, only 6.5 percent of managers and 2.9 percent 
of CEOs are black. Similarly, 15.6 percent of employed 
Americans are Hispanic, but only 8.5 percent are manag-
ers and 4.3 percent are CEOs. By contrast, Asians, who 
constitute 5.7 percent of employed workers, are better 
represented, holding 5.4 percent of management jobs 
and 4.8 percent of CEO jobs.65

What accounts for the disparities between the per-
centages of minority groups in the general population and 
their smaller representation in management positions? 
Some studies have found that the disparities are due to 
preexisting differences in training, education, and skills. 
When African Americans, Hispanics, Asian Americans, 
and whites have similar skills, training, and education, they 
are much more likely to have similar jobs and salaries.66

Other studies, however, provide increasingly strong 
direct evidence of racial or ethnic discrimination in the 
workplace. For example, one study directly tested hir-
ing discrimination by sending pairs of black and white 
males and pairs of Hispanic and non-Hispanic males 
to apply for the same jobs. Each pair had résumés with 
identical qualifications, and all were trained to present 
themselves in similar ways to minimize differences dur-
ing interviews. The researchers found that the white 
males got three times as many job offers as the black 
males, and that the non-Hispanic males got three times 
as many offers as the Hispanic males.67 Another study, 
which used similar methods to test hiring procedures 
at 149 different companies, found that whites received  
10 percent more interviews than blacks. Half of the whites 
interviewed then received job offers, but only 11 percent 
of the blacks. And when job offers were made, blacks 
were much more likely to be offered lower-level posi-
tions, while whites were more likely to be offered jobs at 
higher levels than the jobs they had applied for.68

Critics of these studies point out that it’s nearly im-
possible to train different applicants to give identical 
responses in job interviews and that differences in inter-
viewing skills may have somehow accounted for the results. 
However, researchers at the University of Chicago mailed 

thousands of résumés to employers that were identical ex-
cept for the candidate’s name, which was either stereotyp-
ically black, such as “Jamal,” or stereotypically white, such 
as “Brendan.” Applicants with the “white” name were 
called back for interviews 50 percent more often those 
with “black” names.69 Comparable studies in the United 
Kingdom with Indian and Pakistani applicants and in 
Australia with Greek and Vietnamese applicants produced 
similar results.70 In short, the evidence indicates that there 
is strong and persistent racial and ethnic discrimination in 
the hiring processes of many organizations.

What can companies do to make sure that people 
of all racial and ethnic backgrounds have the same op-
portunities?71 Start by looking at the numbers. Compare 
the hiring rates of whites with the hiring rates for racial 
and ethnic applicants. Do the same thing for promotions 
within the company. See if nonwhite workers quit the 
company at higher rates than white workers. Also, survey 
employees to compare white and nonwhite employees’ 
satisfaction with jobs, bosses, and the company as well 
as their perceptions concerning equal treatment. Next, if 
the numbers indicate racial or ethnic disparities, consider 
employing a private firm to test your hiring system by 
having applicants of different races with identical quali-
fications apply for jobs in your company.72 Although dis-
parities aren’t proof of discrimination, it’s much better to 
investigate hiring and promotion disparities yourself than 
to have the EEOC or a plaintiff’s lawyer do it for you.

Another step companies can take is to eliminate 
unclear selection and promotion criteria. Vague criteria 
allow decision makers to focus on nonjob-related char-
acteristics that may unintentionally lead to employment 
discrimination. Instead, selection and promotion criteria 
should spell out the specific knowledge, skills, abilities, 
education, and experience needed to perform a job well. 
Finally, as explained in Chapter 11, “Managing Human 
Resource Systems,” it is also important to train managers 
and others who make hiring and promotion decisions.

12-2d Mental or Physical Disabilities
According to the Americans with Disabilities Act (www 
.ada.gov), a disability is a mental or physical impairment 
that substantially limits one or more major life activities.73 
Approximately 38 million 
Americans—12.1 percent 
of the po pulation—are 
disabled.74 Disability 
discrimination occurs 
when people are treated 
differently because of 
their disabilities. To what 

Disability a mental or physical 
impairment that substantially limits 
one or more major life activities

Disability discrimination  
treating people differently because 
of their disabilities
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extent is disability discrimination a factor in the work-
place? While 76.3 percent of the U.S. population was 
employed in 2012, only 33.5 percent of disabled people 
had jobs. Individuals with sensory disabilities, such as 
blindness (37.7%) or deafness (50.2%), had the high-
est employment rates; those with self-care disabilities 
(16.2%), who can’t dress or bathe themselves, or with 
independent living disabilities (15.7%), who can’t do 
basic errands such as shopping or go to the doctor with-
out assistance, were the least likely to work.75 Likewise, 
28.4 percent of disabled people are in poverty, compared 
to 11.9 percent of those without disabilities.76 Numer-
ous studies also indicate that managers and the general 
public believe that discrimination against people with 
disabilities is common and widespread.77

What accounts for the disparities between those with 
and without disabilities? Contrary to popular opinion, it 
has nothing to do with how well people with disabilities 
can do their jobs. Studies show that as long as companies 
make reasonable accommodations for disabilities (for 
example, changing procedures or equipment), people 
with disabilities perform their jobs just as well as people 
without disabilities. Furthermore, they have better safety 
records and are not any more likely to be absent or quit 
their jobs.78 At a recent disability summit sponsored by 
the state of Michigan, speakers from Walgreens, Meijer, 
and Trijicon said that, compared to employees without 
disabilities, disabled employees were more dependable, 
took less time off, and had better safety records.79

What can companies do to make sure that people 
with disabilities have the same opportunities as everyone 
else? Beyond educational efforts to address incorrect 

stereotypes and expectations, a good place to start is to 
commit to reasonable workplace accommodations such 
as changing work schedules, reassigning jobs, acquiring 
or modifying equipment, or providing assistance when 
needed. Accommodations for disabilities needn’t be ex-
pensive. According to the Job Accommodation Network, 
58 percent of accommodations don’t cost anything at all, 
while those with costs are typically just $500.80 

At Laser Soft Info Systems, an India-based software 
developer, 15 percent of the staff has some disability, 
with causes ranging from hearing, speech, and sight im-
pairment to cerebral palsy, polio, or accidents, and work 
throughout the company. “We don’t have any rule that 
teams must take a minimum or maximum number of 
people with disabilities in their roles. They are recruited 
like any other associate,” says Suresh Kamath, Laser 
Soft’s founder and president. Laser Soft’s accommo-
dations include wheelchair ramps, wider office aisles, 
elevators with audio controls for the blind, and facilita-
tors to provide physical assistance when an employee 
asks for it. The company also allows employees to work 
from home should it become difficult to make it into  
the office.81

Some of the accommodations just described involve 
assistive technology that gives workers with disabilities 
the tools they need to overcome their disabilities. Provid-
ing workers with assistive technology is also an effective 
strategy to recruit, retain, and enhance the productiv-
ity of people with disabilities. According to the National 
Council on Disability, 92 percent of workers with disabili-
ties who use assistive technology report that it helps them 
work faster and better, 81 percent indicate that it helps 
them work longer hours, and 67 percent say that it is crit-
ical to getting a job.82 To learn about assistive technolo-
gies that can help workers with disabilities, see AbleData 
(www.abledata.com), which lists 40,000 products, or the 
National Rehabilitation Information Center (www.naric 
.com), which provides information for specific disabilities.

Finally, companies should actively recruit qualified 
workers with disabilities. Numerous organizations, such 
as Mainstream, Kidder Resources, the American Coun-
cil of the Blind (www.acb.org), the National Federation 
of the Blind (http://nfb.org), the National Association of 
the Deaf (www.nad.org), the Epilepsy Foundation (www 
.epilepsy.com), and the National Amputation Founda-
tion (www.nationalamputation.org), actively work with 
employers to find jobs for qualified people with dis-
abilities. Companies can also place advertisements in 
publications, such as Careers and the disABLED, or on 
online job boards, such as Recruit AbilityJobs.com or 
RecruitDisability.org, that specifically target workers 
with disabilities.

A recent summit in Michigan gave speakers 
from companies like Walgreens, Meijer and 
Trijicon a chance to discuss the benefits of 
hiring employees with disabilities. 
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DEEP-LEvEL 
DIvERsITy

As you learned in Section 12-2, people often use the di-
mensions of surface-level diversity to form initial impres-
sions about others. Over time, however, as people have 
a chance to get to know each other, initial impressions 
based on age, sex, race/ethnicity, and mental or physical 
disabilities give way to deeper impressions based on be-
havior and psychological characteristics. When we think 
of others this way, we are focusing on deep-level diversity. 
Deep-level diversity represents differences that can be 
learned only through extended interaction with others. 
Examples of deep-level diversity include differences in 
personality, attitudes, beliefs, and values. In short, recog-
nizing deep-level diversity requires getting to know and 
understand one another better. And that matters, because 
it can result in less prejudice, discrimination, and conflict 
in the workplace. These changes can then lead to better 
social integration, the degree to which organizational or 
group members are psychologically attracted to working 
with each other to accomplish a common objective.

Stop for a second and think about your boss (or the 
boss you had in your last job). What words would you 
use to describe him or her? Is your boss introverted or 
extraverted? Emotionally stable or unstable? Agreeable 
or disagreeable? Organized or disorganized? Open or 
closed to new experiences? When you describe your boss 
or others in this way, what you’re really doing is describ-
ing dispositions and personality.

A disposition is the tendency to respond to situa-
tions and events in a predetermined manner. Personality  
is the relatively stable set of behaviors, attitudes, and emo-
tions displayed over time that makes people different 
from each other.83 For example, which of your aunts or 
uncles is a little offbeat, a little out of the ordinary? What 
were they like when you were small? What are they like 
now? Chances are that she or he is pretty much the same 
wacky person. In other words, the person’s core personal-
ity hasn’t changed. For example, as a child, Kip Tindell, 
CEO of the Container Store, would reorganize the pantry 
or closets when his parents were out of the house. “If your 
house is unbelievably messy, I probably won’t come back 
to visit. I’ll meet you at a restaurant. I’m just not comfort-
able around mess. You don’t have to be obsessive-compul-
sive about it. Well, OK, maybe just a tiny bit.”84 Research 
conducted in different cultures, different settings, and dif-
ferent languages has shown that five basic dimensions of 
personality account for most of the differences in peoples’ 
behaviors, attitudes, and emotions (or why your boss is the 

12-3
way he or she is!). The Big Five Personality Dimensions 
are extraversion, emotional stability, agreeableness, con-
scientiousness, and openness to experience.85

Extraversion is the degree to which someone is 
active, assertive, gregarious, sociable, talkative, and en-
ergized by others. In contrast to extraverts, introverts are 
less active, prefer to be alone, and are shy, quiet, and re-
served. For the best results in the workplace, introverts 
and extraverts should be correctly matched to their jobs.

Emotional stability is the degree to which some-
one is not angry, depressed, anxious, emotional, insecure, 
or excitable. People who are emotionally stable respond 
well to stress. In other words, they can maintain a calm, 
problem-solving attitude in even the toughest situations 
(for example, conflict, hostility, dangerous conditions, or 
extreme time pressures). By contrast, emotionally un-
stable people find it difficult to handle the most basic 
demands of their jobs under only moderately stressful 
situations and become distraught, tearful, self-doubting, 
and anxious. Emotional stability is particularly impor-
tant for high-stress jobs such as police work, firefight-
ing, emergency medical treatment, piloting planes, 
or commanding Tragically, Investigators found emo-
tional stability was a factor in the deliberate crash of a 
Germanwings flight that killed 150 people. The co-pilot, 
who had struggled with depression before, used Google, 
just days before to search for ways to commit suicide.86 
When the pilot left the cabin for a bathroom break, the 
co-pilot locked the cabin door and set the plane’s auto 
pilot to descend to a lower altitude where it slammed 
into a mountain. While most Asian airlines conduct reg-
ular psychological assess-
ments of their pilots, U.S. 
and European airlines only 
screen for emotional stabil-
ity issues during initial pilot 
recruitment and training, 
or if staff members report 
unusual behavior.87

Agreeableness is the 
degree to which someone is 
cooperative, polite, flexible,  
forgiving, good-natured, tole-
rant, and trusting. Basi ca lly,  
agreeable people are easy to 
work with and be around, 
whereas disagreeable peo-
ple are distrusting and dif-
ficult to work with and be 
around. A number of com-
panies have made general 
attitude or agreeableness 

Disposition the tendency to 
respond to situations and events in 
a predetermined manner

Personality the relatively 
stable set of behaviors, attitudes, 
and emotions displayed over time 
that makes people different from 
each other

Extraversion the degree to 
which someone is active, assertive, 
gregarious, sociable, talkative, and 
energized by others

Emotional stability  
the degree to which someone is 
not angry, depressed, anxious, 
emotional, insecure, and excitable 

Agreeableness the degree 
to which someone is cooperative, 
polite, flexible, forgiving, good-
natured, tolerant, and trusting
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the most important factor in their hiring decisions. Small-
business owner Roger Cook says, “Hire nice people. I’m 
looking for personal—not professional—traits. I want a 
good or nice person. I can teach the skills. I call their refer-
ences and ask, ‘Is he or she a nice person?’ I take a close 
look at how applicants answer questions and carry them-
selves. Why nice people? Because they’re trustworthy; 
they get along with other crew members: they are good 
with customers, and they are usually hard workers.”88

Conscientiousness is the degree to which some-
one is organized, hardworking, responsible, persevering, 
thorough, and achievement oriented. One management 
consultant wrote about his experiences with a conscien-
tious employee: “He arrived at our first meeting with 
a typed copy of his daily schedule, a sheet bearing his 

home and office phone 
numbers, addresses, and 
his email address. At his 
request, we established a 
timetable for meetings for 
the next four months. He 
showed up on time every 
time, day planner in hand, 
and carefully listed tasks 
and due dates. He ques-
tioned me exhaustively if 
he didn’t understand an 

assignment and returned on schedule with the com-
pleted work or with a clear explanation as to why it wasn’t 
done.”89 Conscientious employees are also more likely to 
engage in positive behaviors, such as helping new em-
ployees, coworkers, and supervisors, and are less likely  
to engage in negative behaviors, such as verbally or  
physically abusing coworkers or stealing.90

Openness to experience is the degree to which 
someone is curious, broadminded, and open to new ideas, 
things, and experiences; is spontaneous; and has a high 
tolerance for ambiguity. Most companies need people 
who are strong in terms of openness to experience to 
fill certain positions, but for other positions, this dimen-
sion is less important. People in marketing, advertising,  
research, or other creative jobs need to be curious, open 
to new ideas, and spontaneous. By contrast, openness to 
experience is not particularly important to accountants, 
who need to apply stringent rules and formulas consis-
tently to make sense out of complex financial information.

Which of the Big Five Personality Dimensions has 
the largest impact on behavior in organizations? The 
cumulative results of multiple studies indicate that con-
scientiousness is related to job performance across five 
different occupational groups (professionals, police, man-
agers, salespeople, and skilled or semiskilled workers).91 
In short, people “who are dependable, persistent, goal 
directed, and organized tend to be higher performers on 

Conscientiousness  
the degree to which someone 
is organized, hardworking, 
responsible, persevering, thorough, 
and achievement oriented

Openness to experience  
the degree to which someone 
is curious, broad-minded, and 
open to new ideas, things, and 
experiences; is spontaneous; and 
has a high tolerance for ambiguity

What a Jerk!

Most people have worked with (and been frustrated by or 
begrudgingly admiring of ) an overly ambitious colleague 

who seems to accomplish a lot but is, at the same time, ma-
nipulative, narcissistic, and inconsiderate. Toby Bishop, formerly 
with the Association of Certified Fraud Examiners, says, “It’s hard 
to go anywhere and not find such people.” People who exhibit 
those traits might advance in their careers, but over time, they 
also tend to derail because their focus is on short-term ben-
efits for themselves rather than longer-term results for the or-
ganization. According to management professor Seth Spain, 
managers can benefit from understanding this “dark triad” of 
personality traits so that they can rein in any extreme cases be-
fore they become problematic. How to spot dark traits among 
co-workers? Be on the lookout for bullying, overly ingratiating 
behavior, and extreme or continuous flattery.”
source: s. shellenbarger, “What Corporate Climbers Can Tell Us,” Wall Street Journal, 
July 14, 2014, accessed May 7, 2015. http://www.wsj.com/articles/what-corporate 
-climbers-can-teach-us-1404862389.
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virtually any job; viewed negatively, those who are care-
less, irresponsible, low achievement striving, and impul-
sive tend to be lower performers on virtually any job.”92 
The results also indicate that extraversion is related to 
performance in jobs, such as sales and management, that 
involve significant interaction with others. In people-
intensive jobs like these, it helps to be sociable, assertive, 
and talkative and to have energy and be able to energize 
others. Finally, people who are extraverted and open to 
experience seem to do much better in training. Being cu-
rious and open to new experiences as well as sociable, 
assertive, talkative, and full of energy helps people per-
form better in learning situations.93 Hyper Island CEO 
Johanna Frelin sums up the importance of personality by 
saying, “There is a growing desire for talent with a unique 
combination of skill and flexibility—people who can col-
laborate, adapt quickly, and are enjoyable company, but 
also have the drive to get things done. All those traits boil 
down to a personality that is essential for businesses oper-
ating in an ever-changing digital landscape.”94

MAnAgIng 
DIvERsITy

How much should companies change their standard busi-
ness practices to accommodate the diversity of their work-
ers? What do you do when a talented top executive has a 
drinking problem that seems to affect his behavior only 
at company business parties (for entertaining clients), 
where he has made inappropriate advances toward female  
employees? What do you do when, despite aggressive 
company policies against racial discrimination, employees 
continue to tell racist jokes and publicly post cartoons dis-
playing racist humor? And, because many people confuse 
diversity with affirmative action, what do you do to make 
sure that your company’s diversity practices and policies are 
viewed as benefiting all workers and not just some workers?

No doubt about it, questions like these make man-
aging diversity one of the toughest challenges that man-
agers face.95 Nonetheless, there are steps companies can 
take to begin to address these issues.

As discussed earlier, diversity programs try to create 
a positive work environment where no one is advantaged 
or disadvantaged, where “we” is everyone, where everyone 
can do his or her best work, where differences are respected 
and not ignored, and where everyone feels comfortable.

Let’s begin to address those goals by learning about 12-4a 
different diversity paradigms, 12-4b diversity princi-
ples, and 12-4c diversity training and practices.

12-4

12-4a Diversity Paradigms
There are several different methods or paradigms for 
managing diversity: the discrimination and fairness para-
digm, the access and legitimacy paradigm, and the learn-
ing and effectiveness paradigm.96

The discrimination and fairness paradigm, which is 
the most common method of approaching diversity, fo-
cuses on equal opportunity, fair treatment, recruitment 
of minorities, and strict compliance with the equal em-
ployment opportunity laws. Under this approach, success  
is usually measured by how well companies achieve  
recruitment, promotion, and retention goals for women, 
people of different racial/ethnic backgrounds, or other un-
derrepresented groups. According to a recent workplace 
diversity practices survey conducted by the Society for  
Human Resource Management, 66 percent to 91 percent of 
companies use specialized strategies to recruit, retain, and 
promote talented women and minorities. The percentages 
increase with company size, and companies of more than 
500 employees are the most likely to use these strategies.  
Of companies with more than 500 employees, 77 percent 
systematically collect measurements on diversity-related 
practices.97 One manager says, “If you don’t measure 
something, it doesn’t count. You measure your market 
share. You measure your profitability. The same should be 
true for diversity. There has to be some way of measuring 
whether you did, in fact, cast your net widely and whether 
the company is better off today in terms of the experience 
of people of color than it was a few years ago. I measure my 
market share and my profitability. Why not this?”98 The pri-
mary benefit of the discrimination and fairness paradigm is 
that it generally brings about fairer treatment of employees 
and increases demographic diversity. The primary limita-
tion is that the focus of diversity remains on the surface-
level diversity dimensions of sex, race, and ethnicity.99

The access and legitimacy paradigm focuses on the 
acceptance and celebration of differences to ensure that 
the diversity within the company matches the diversity 
found among primary stakeholders, such as customers, 
suppliers, and local communities. This is similar to the 
business growth advantage of diversity discussed earlier 
in the chapter. The basic idea behind this approach is to 
create a demographically diverse workforce that attracts a 
broader customer base. For example, the diversity strategy 
at Oshkosh, a maker of specialty trucks and truck bodies, 
states, “We operate and sell our products and services in 
over 100 countries on six continents, each with its own cul-
ture, customs, and business practices. We seek employees 
who are passionate about serving customers and who re-
flect our diverse customer base so that we can truly under-
stand our customers to better serve and delight them.”100

61592_ch12_ptg01.indd   259 10/23/15   3:54 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



260 PART THREE

The primary benefit of this approach is that it estab-
lishes a clear business reason for diversity. Like the dis-
crimination and fairness paradigm, however, it focuses 
only on the surface-level diversity dimensions of sex, 
race, and ethnicity. Furthermore, employees who are as-
signed responsibility for customers and stakeholders on 
the basis of their sex, race, or ethnicity may eventually 
feel frustrated and exploited.

Whereas the discrimination and fairness paradigm 
focuses on assimilation (having a demographically rep-
resentative workforce), and the access and legitimacy 
paradigm focuses on differentiation (having demo-
graphic differences inside the company match those 
of key customers and stakeholders), the learning and 
effectiveness paradigm focuses on integrating deep-level 
diversity differences, such as personality, attitudes, be-
liefs, and values, into the actual work of the organization. 
One sign that a company hasn’t yet created a learning 
and effectiveness paradigm is that people withhold their 
opinions for fear of being seen as different. For example, 

while Helena Morrissey 
is the CEO of Newton 
Investment Management, 
a London firm that invests 
$71 billion for its clients, 
she admits to sometimes 
keeping her business opin-
ions to herself for fear of 
being seen as “the annoy-
ing” woman at the table. 
She says, “At a recent 

meeting, I wasn’t comfortable with a controversial point 
and I spoke up, but I also had a different view on the 
next item on the agenda but instead of speaking up I 
held back.” Says Morrissey, “I have been conscious of 
feeling that where I did have different views from the 
rest of the [all-male] group, I may be being perceived 
as the ‘difficult woman’ rather than being listened to for 
what I was saying.” She felt this way despite there being 
“no evidence that the men were actually feeling that.”101

The learning and effectiveness paradigm is consistent  
with achieving organizational plurality. Organizational  
plurality is a work environment where (1) all members 
are empowered to contribute in a way that maximizes the 
benefits to the organization, customers, and themselves, 
and (2) the individuality of each member is respected by 
not segmenting or polarizing people on the basis of their 
membership in a particular group.102

The learning and effectiveness diversity paradigm 
offers four benefits.103 First, it values common ground. 
David Thomas of the Harvard Business School explains, 
“Like the fairness paradigm, it promotes equal opportunity  
for all individuals. And like the access paradigm, it ac-
knowledges cultural differences among people and recog-
nizes the value in those differences. Yet this new model 
for managing diversity lets the organization internalize 
differences among employees so that it learns and grows 
because of them. Indeed, with the model fully in place, 
members of the organization can say, ‘We are all on the 
same team, with our differences—not despite them.’”104

Second, this paradigm makes a distinction between 
individual and group differences. When diversity focuses 

Organizational plurality  
a work environment where  
(1) all members are empowered to 
contribute in a way that maximizes 
the benefits to the organization, 
customers, and themselves, and  
(2) the individuality of each 
member is respected by not 
segmenting or polarizing people 
on the basis of their membership 
in a particular group

“We are all on the same team...[
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261CHAPTER 12: Managing Individuals and a Diverse Workforce

only on differences between groups, such as females ver-
sus males, large differences within groups are ignored.105 
For example, think of the women you know at work. Now, 
think for a second about what they have in common. After 
that, think about how they’re different. If your situation 
is typical, the list of differences should be just as long as 
the list of commonalties, if not longer. In short, managers 
can achieve a greater understanding of diversity and their 
employees by treating them as individuals and by realiz-
ing that not all African Americans, Hispanics, women, or 
white males want the same things at work.106

Third, because the focus is on individual differences, 
the learning and effectiveness paradigm is less likely to 
encounter the conflict, backlash, and divisiveness some-
times associated with diversity programs that focus only 
on group differences. Taylor Cox, one of the leading man-
agement writers on diversity, says, “We are concerned 
here with these more destructive forms of conflict which 
may be present with diverse workforces due to language 
barriers, cultural clash, or resentment by majority-group 
members of what they may perceive as preferential and 
unwarranted treatment of minority-group members.”107 
And Ray Haines, a consultant who has helped companies 
deal with the aftermath of diversity programs that became 
divisive, says, “There’s a large amount of backlash related 
to diversity training. It stirs up a lot of hostility, anguish, 
and resentment but doesn’t give people tools to deal with 
[the backlash]. You have people come in and talk about 
their specific ax to grind.”108 Not all diversity programs are 
divisive or lead to conflict. But by focusing on individual 

rather than group differences, the learning and effective-
ness paradigm helps to minimize these potential problems.

Finally, unlike the other diversity paradigms that 
simply focus on surface-level diversity, the learning and 
effectiveness paradigm focuses on bringing different 
talents and perspectives (that is deep-level diversity) 
together to make the best organizational decisions and to 
produce innovative, competitive products and services.

12-4b Diversity Principles
Diversity paradigms are general approaches or strategies 
for managing diversity. Whatever diversity paradigm a 
manager chooses, diversity principles will help managers 
do a better job of managing company diversity programs.109

Swift Punishment

When two Asian men ordered meals at their local Chick-Fil-A, the 
cashier did not ask for their names, which are usually printed 

on the receipts. Instead, she typed in two derogatory words about 
the customers’ Asian heritage, which then showed up on the receipts. 
When the restaurant manager found out what happened, he acted 
quickly by firing the employee. What’s more, the company rushed 
to issue a detailed apology in which it fully admitted to what the 
employee had done and pledged to serve all customers with respect.
source: “Chick-fil-A Cashier fired for Racist Receipts Mocking Asians” MSNBC.com, 
December 14, 2011, accessed March 15, 2012. http://usnews.nbcnews.com/_newsz 
/2011/12/14/9444087-chick-fil-a-cashier-fired-for-racist-receipts-mocking-asians?lite

with our differences—not despite them.” [
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Begin by carefully and faithfully following and  
enforcing federal and state laws regarding equal oppor-
tunity employment. Diversity programs can’t and won’t 
succeed if the company is being sued for discriminatory 
actions and behavior. Faithfully following the law will 
also reduce the time and expense associated with EEOC 
investigations or lawsuits. Start by learning more at the 
EEOC website (www.eeoc.gov). Following the law also 
means strictly and fairly enforcing company policies.

Treat group differences as important but not spe-
cial. Surface-level diversity dimensions such as age, sex, 
and race/ethnicity should be respected but should not 
be treated as more important than other kinds of dif-
ferences (that is deep-level diversity). Remember, the 
shift in focus from surface- to deep-level diversity helps 
people know and understand each other better, reduces 
prejudice and conflict, and leads to stronger social in-
tegration with people wanting to work together and get 
the job done. Also, find the common ground. Although 

respecting differences is important, it’s just as important, 
especially with diverse workforces, to actively find ways 
for employees to see and share commonalties.

Tailor opportunities to individuals, not groups. 
Special programs for training, development, mentoring, 
or promotion should be based on individual strengths 
and weaknesses, not on group status. Instead of making 
mentoring available for just one group of workers, cre-
ate mentoring opportunities for everyone who wants to  
be mentored. DuPont Corporation’s mentoring program, 
for example, is voluntary and open to all employees. 
Through candid and confidential conversations, DuPont’s 
mentors help younger workers and managers with prob-
lem solving and career and leadership development.110 

Maintain high standards. Companies have a legal and 
moral obligation to make sure that their hiring and promo-
tion procedures and standards are fair to all. At the same 
time, in today’s competitive markets, companies should 
not lower standards to promote diversity. This not only 
hurts the organizations but also feeds the stereotype that 
applicants who are hired or promoted in the name of af-
firmative action or diversity are less qualified. After a knee 
injury ended the career of WNBA player and Olympic 
medalist Becky Hammon, she became a coaching intern 
for the NBA’s San Antonio Spurs. While rehabbing her 
knee, Hammon attended coaches’ meetings, gave instruc-
tions during practices, and, when asked, willingly shared 
her opinions with head coach Gregg Popovich, who has 
led the Spurs to five NBA championships. Popovich told 
her, “As cool as it would be to hire you [as a full-time  
assistant coach], you’d have to be qualified, and I’d have to 
make sure you’re qualified.” She agreed. When Popovich  
hired her after the completion of her internship,  
Hammon said, “Honestly, I don’t think he gives two cents 
that I’m a woman. And, I don’t want to be hired because 
I’m a woman . . . I’m getting hired because I’m capable.”111

Solicit negative as well as positive feedback. 
Diversity is one of the most difficult management is-
sues. No company or manager gets it right from the 
start. Consequently, companies should aggressively 
seek positive and negative feedback about their diver-
sity programs. One way to do that is to use a series of 
measurements to see if progress is being made. Jaya 
Bohlmann, a former vice president at Sodexo, a food 
services and faci lities management company, said, “We 
measure our progress systematically, using an objective 
scorecard that ties 15 percent of managers’ compensa-
tion and 25 percent of our executives’ compensation to 
their success [to ensure that] we continue to attract, 
develop, and retain a diverse and highly skilled work-
force. We report on our diversity progress annually, 
posting the reports on our website.”112

After her playing days in the WNBA, Becky 
Hammon has gone on to become the first 
female assistant in the NBA; due to her 
capabilities as a coach and not because she 
is a woman.
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263CHAPTER 12: Managing Individuals and a Diverse Workforce

Set high but realistic goals. Just because diversity is 
difficult doesn’t mean that organizations shouldn’t try to 
accomplish as much as possible. The general purpose of di-
versity programs is to try to create a positive work environ-
ment where no one is advantaged or disadvantaged, where 
“we” is everyone, where everyone can do his or her best 
work, where differences are respected and not ignored, 
and where everyone feels comfortable. Even if progress is 
slow, companies should not shrink from these goals.

12-4c Diversity Training  
and Practices
Organizations use diversity training and several common 
diversity practices to manage diversity. There are two  
basic types of diversity training programs, skills-based and 
awareness. Skills-based diversity training teaches 
employees the practical skills they need for managing a 
diverse workforce, skills such as flexibility and adaptabil-
ity, negotiation, problem solving, and conflict resolution.113  
By contrast, awareness training is designed to raise 
employees’ awareness of diversity issues and to challenge 
underlying assumptions or stereotypes we may have about 
others. Dell Inc. enrolled several male executives in a  
six-month program run by Catalyst, a nonprofit group that 
tracks and advocates for women’s advancement. The pro-
gram teaches managers to recognize the hurdles facing 
women in the workplace. As a result of the training, Doug 
Hillary, a Dell vice president, checked in with a female 
staff member with two young children and asked her if 
he was adequately accommodating her family needs. She 
told him that, actually, he was regularly scheduling staff 
conference calls at an hour when she was dropping her 
children off at school. He changed the meeting times, say-
ing that, previously, “He didn’t pay as much attention.”114 

Some companies use the Implicit Association Test 
(IAT) for awareness training.115 The IAT measures the 
extent to which people associate positive or negative 
thoughts (that is underlying assumptions or stereotypes) 
with blacks or whites, men or women, homosexuals or 
heterosexuals, young or old, or other groups. For the 
race IAT (versions also exist for weight, age, sexuality, 
and other ethnic groups), test takers are shown black 
or white faces that they must instantly pair with vari-
ous words. Response times (shorter responses gener-
ally indicate stronger associations) and the pattern of 
associations indicate the extent to which people are 
biased. Most people are, and strongly so. For example, 
88 percent of whites have a more positive mental asso-
ciation toward whites than toward blacks but, surpris-
ingly, 48 percent of blacks show the same bias. Do the 
strong biases measured by the IAT mean we’re likely to 

discriminate against others? Thankfully, no.116 But they 
indicate the importance of becoming aware of our po-
tential biases and then monitoring our workplace behav-
ior and decision making. So, taking the IAT is a good way 
to increase awareness of diversity issues. To take the IAT 
and to learn more about the decade of research behind 
it, go to https://implicit.harvard.edu/implicit/demo.

Companies also use diversity audits, diversity pair-
ing, and minority experiences for top executives to bet-
ter manage diversity. Diversity audits are formal 
assessments that measure employee and management 
attitudes, investigate the extent to which people are  
advantaged or disadvantaged with respect to hiring and 
promotions, and review companies’ diversity-related poli-
cies and procedures. At Intel, the world’s leading computer 
chip manufacturer, diversity is a key part of its competitive 
strategy and vision. Accordingly, Intel’s managers develop 
annual diversity action plans with specific measures and 
indicators that are reviewed every three months. For  
example, since the creation of Intel’s Women’s Initiative in 
2004, the percentage of women in technical middle-level 
to senior-level jobs has increased by 24 percent.117 

Intel also assesses its diversity practices through  
an annual survey about the company’s policies and  
their effectiveness at creat-
ing a supportive environ-
ment. The survey results are 
shared with all employees 
and used to create or revise 
action plans consistent with 
its annual diversity action 
plans.118 

Earlier in the chapter, 
you learned that mentoring, 
pairing a junior employee 
with a senior employee, 
is a common strategy for 
creating learning and pro-
motional opportunities for 
women. Diversity pairing 
is a special kind of mentor-
ing. In diversity pairing, 
people of different cultural 
backgrounds, sexes, or 
races/ethnicities are paired 
for mentoring. The hope is 
that stereotypical beliefs and 
attitudes will change as peo-
ple get to know each other 
as individuals.119 Consultant 
Tom McGee, who has set 
up mentoring programs for 

Skills-based diversity 
training training that teaches 
employees the practical skills 
they need for managing a diverse 
workforce, such as flexibility and 
adaptability, negotiation, problem 
solving, and conflict resolution 

Awareness training  
training that is designed to 
raise employees’ awareness of 
diversity issues and to challenge 
the underlying assumptions or 
stereotypes they may have about 
others

Diversity audits formal 
assessments that measure 
employee and management 
attitudes, investigate the extent 
to which people are advantaged 
or disadvantaged with respect to 
hiring and promotions, and review 
companies’ diversity-related 
policies and procedures 

Diversity pairing  
a mentoring program in which 
people of different cultural 
backgrounds, sexes, or races/
ethnicities are paired together to 
get to know each other and change 
stereotypical beliefs and attitudes
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264 PART THREE

numerous companies, supports diversity pairing, saying, 
“The assumption that people participating in diversity 
mentoring programs are looking for someone of the same 
race or gender has been proved wrong in many cases.”120

For more than twenty years, Xerox has been foster-
ing a culture where women and minorities are prepared 
and considered for top positions. CEO Ursula Burns, 
the first African American woman to lead a major U.S. 
company, worked as special assistant to Xerox’s presi-
dent of marketing and customer operations, Wayland 
Hicks. Reginald Brown, Jr., CEO of Brown Technology  
Group, who worked with Burns at Xerox, said, “These 
[appointments as special assistants] were jobs in the 
company that division presidents put their best peo-
ple in. Most of them were white males, so to have an 
African American female in such a position of power, 
you knew early on she had great potential.” Burns was 
then given a similar role with former Xerox CEO Paul  
A. Allaire. When Anne Mulcahy became CEO in 
2001, Burns was gradually given control of day-to-day 
operations while Mulcahy repaired Xerox’s financial 
position and customer service. David Thomas, a Harvard 
Business School professor, says that because of steps 
(such as diversity pairing) to promote diversity at Xerox, 
“you have a culture where having women and people of 
color as candidates for powerful jobs has been going on 
for two decades.”121

Finally, because top managers are still overwhelm-
ingly white and male, a number of companies believe 
that it is worthwhile to have top executives experience 
what it is like to be in the minority. This can be done by 
having top managers go to places or events where 
nearly everyone else is of a different sex or racial/ethnic 
background. For example, managers at Raytheon are 
required to spend an entire day in the office in a wheel-
chair so that they have a better understanding of the 
challenges faced by their disabled colleagues. Managers 
and executives at Sodexho Alliance are asked to spend 

time working with organizations that represent minori-
ties. One male manager became the sponsor of a women 
employees group at Sodexho and accompanied a female 
colleague to a meeting of the Women’s Food Service 
Forum. The manager called the experience, in which 
he was at a conference with 1,500 women, “profound” 
and said that it taught him what it feels like to be differ-
ent. He also describes how his experiences working with 
women made him more sensitive to women’s feelings 
and even led him to change the social activities that he 
plans with coworkers from golf to dinner cruises. Rohini 
Anand, Sodexho’s chief diversity officer, endorses this 
experiential approach, saying, “To really engage people, 
you have to create a series of epiphanies and take leaders 
through those epiphanies.”122
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PART 
4

LEARNING OutcOmEs

Explain the basics of motivation.

Use equity theory to explain how employees’ perceptions of fairness affect 
motivation.

Use expectancy theory to describe how workers’ expectations about rewards,  
effort, and the link between rewards and performance influence motivation.

Explain how reinforcement theory works and how it can be used to motivate.

Describe the components of goal-setting theory and how managers can use  
them to motivate workers.

Discuss how the entire motivation model can be used to motivate workers.

13-1

13-2

13-3

13-4

13-5

13-6

After you finish 

this chapter, go to 

PAGE 287 for

STUDY TOOLS
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267CHAPTER 13: Motivation 267

BAsiCs of 
MoTivATion

What makes people happiest and most produc-
tive at work? Is it money, benefits, opportunities for 
growth, interesting work, or something else alto-
gether? And if people desire different things, how 
can a company keep everyone motivated? It takes 
insight and hard work to motivate workers to join 
the company, perform well, and then stay with the 
company. In fact, a 2013 worldwide study by Gallup 
found that only 13 percent of employees are “en-
gaged” or motivated at work, whereas 63 percent  
are “not engaged,” meaning they are unmotivated and 
not interested in organizational goals or outcomes. 
Even worse, 24 percent of employees are “actively dis-
engaged” and are “unhappy, unproductive, and liable to 
spread negativity.”1 

So what is motivation? Motivation is the set of 
forces that initiates, directs, and makes people persist 
in their efforts to accomplish a goal.2 Initiation of effort  
is concerned with the choices that people make about 
how much effort to put forth in their jobs. (“Do I really 
knock myself out or just do a decent job?”) Direction of 
effort is concerned with the choices that people make in 
deciding where to put forth effort in their jobs. (“I should 
be spending time with my high-dollar accounts instead 
of learning this new computer system!”) Persistence of  
effort is concerned with the choices that people make 
about how long they will put forth effort in their jobs 
before reducing or eliminating those efforts. (“I’m only 
halfway through the project, and I’m exhausted. Do  
I plow through to the end, or just call it quits?”) Initiation,  
direction, and persistence are at the heart of motivation.

At 37signals, a Chicago software company, co-founder  
Jason Fried has avoided using promotions to reward  
his thirty employees. Says Fried, “We revere ‘horizontal’ 
ambition—in which employees who love what they do are 
encouraged to dig deeper, expand their knowledge, and  
become better at it. We always try to hire people who yearn 
to be master craftspeople, that is, designers who want to be 
great designers, not managers of designers; developers who 
want to master the art of programming, not management.”3

Which would motivate you more, the chance to 
become a master craftsperson or the opportunity for 
promotion and management responsibilities? Or, in 
Gallup’s terms, are you engaged at work? Are your co-
workers? If you and your co-workers are “disengaged” 
or “actively disengaged,” why? Are there parts of the 
job that interest and energize you? If so, what are they 

13-1
Exhibit 13.1

A Basic Model of Work Motivation 
and Performance

Effort

Initiation

Direction

Persistence

Performance

and why? Answering questions like these is at the heart 
of figuring out how best to motivate people at work.

Let’s learn more about motivation by building a basic 
model of motivation out of 13-1a effort and perfor-
mance, 13-1b need satisfaction, and 13-1c extrinsic 
and intrinsic rewards and then discussing 13-1d how to 
motivate people with this basic model of motivation.

13-1a Effort and Performance
When most people think of work motivation, they think 
that working hard (effort) should lead to a good job (per-
formance). Exhibit 13.1 shows a basic model of work 
motivation and performance, displaying this process. 
The first thing to notice about Exhibit 13.1 is that this is 
a basic model of work motivation and performance. In 
practice, it’s almost impossible to talk about one without 
mentioning the other. Not surprisingly, managers often 
assume motivation to be the only determinant of per-
formance, saying things such as “Your performance was  
really terrible last quarter. What’s the matter? Aren’t you 
as motivated as you used to be?” In fact, motivation is just 
one of three primary determinants of job performance. 
In industrial psychology, job performance is frequently 
represented by this equation:

Job Performance 5  
Motivation 3 Ability 3 Situational Constraints

In this formula, job performance is how well some-
one performs the requirements of the job. Motivation, as  
defined previously, is effort, 
the degree to which some-
one works hard to do the job 
well. Ability is the degree to 
which workers possess the 
knowledge, skills, and talent 

Motivation the set of forces 
that initiates, directs, and makes 
people persist in their efforts to 
accomplish a goal
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needed to do a job well. And situational constraints are 
factors beyond the control of individual employees, such 
as tools, policies, and resources that have an effect on job 
performance.

Because job performance is a multiplicative function 
of motivation times ability times situational constraints, 
job performance will suffer if any one of these compo-
nents is weak. This doesn’t mean that motivation doesn’t 
matter. It just means that all the motivation in the world 
won’t translate into high performance when an employee 
has little ability and high situational constraints. So, even 
though we will spend this chapter developing a model of 
work motivation, it is important to remember that ability 
and situational constraints affect job performance as well.

13-1b Need Satisfaction
In Exhibit 13.1 we started with a very basic model of moti-
vation in which effort leads to job performance. But man-
agers want to know, “What leads to effort?” Determining 
employee needs is the first step to answering that question.

Needs are the physical or psychological require-
ments that must be met to ensure survival and well- 
being.4 As shown on the left side of Exhibit 13.2, a person’s  
unmet need creates an uncomfortable, internal state 
of tension that must be resolved. For example, if you 
normally skip breakfast but then have to work through 

lunch, chances are you’ll be 
so hungry by late afternoon 
that the only thing you’ll 
be motivated to do is find 
something to eat. So, ac-
cording to needs theories, 

people are motivated by unmet needs. But a need no 
longer motivates once it is met. For example, when the 
author of the Mr. Everyday Dollar financial strategies 
website learned that he had become a millionaire at 35, 
he described it as a, “huge letdown,” saying, “You might 
think when your account rolls over to seven digits that 
fireworks light up the sky, confetti falls, and champagne 
starts flowing. I can tell you that doesn’t happen, in fact, 
it’s pretty anticlimactic; I was like, ‘Oh, cool,’ and then 
went back to work.” In other words, once obtained, his 
need for financial independence, no longer motivated 
him as much.5 When this occurs, people become satis-
fied, as shown on the right side of Exhibit 13.2.

Note: Throughout the chapter, as we build on this 
basic model, the parts of the model that we’ve 
already discussed will appear shaded in color. For 
example, because we’ve already discussed the 
effort → performance part of the model, those 
components are shown with a colored background. 
When we add new parts to the model, they will have 
a white background. We’re adding need satisfaction 
to the model at this step, so the need-satisfaction 
components of unsatisfied need, tension, energized 
to take action, and satisfaction are shown with a 
white background. This shading convention should 
make it easier to understand the work motivation 
model as we add to it in each section of the chapter.

Because people are motivated by unmet needs, 
managers must learn what those unmet needs are and 
address them. This is not always a straightforward task, 
however, because different needs theories suggest dif-
ferent needs categories. Consider three well-known 

Exhibit 13.2

A Basic Model of Work Motivation and Performance

Performance

Effort

Initiation

Direction

Persistence

SatisfactionUnsatisfied
Need

As shown on the left side of this exhibit, a person’s unsatisfied need creates an uncomfortable internal state of tension
that must be resolved. So, according to needs theories, people are motivated by unmet needs. But after a need is met,
it no longer motivates. When this occurs, people become satisfied, as shown on the right side of the exhibit.

Tension Energized
to Take
Action

Needs the physical or 
psychological requirements that 
must be met to ensure survival 
and well-being
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269CHAPTER 13: Motivation

needs theories. Maslow’s Hierarchy of Needs suggests 
that people are motivated by physiological (food and 
water), safety (physical and economic), belongingness 
(friendship, love, social interaction), esteem (achieve-
ment and recognition), and self-actualization (realiz-
ing your full potential) needs.6 Alderfer’s ERG Theory  
collapses Maslow’s five needs into three: existence 
(safety and physiological needs), relatedness (belong-
ingness), and growth (esteem and self-actualization).7  
McClelland’s Learned Needs Theory suggests that people 
are motivated by the need for affiliation (to be liked and 
accepted), the need for achievement (to accomplish chal-
lenging goals), or the need for power (to influence others).8

Things become even more complicated when we 
consider the different predictions made by these theories.  
According to Maslow, needs are arranged in a hierarchy 
from low (physiological) to high (self-actualization). Within 
this hierarchy, people are motivated by their lowest unsat-
isfied need. As each need is met, they work their way up 
the hierarchy from physiological to self-actualization needs. 
By contrast, Alderfer says that people can be motivated by 
more than one need at a time. Furthermore, he suggests that 
people are just as likely to move down the needs hierarchy 

as up, particularly when they are unable 
to achieve satisfaction at the next higher 
need level. McClelland argues that the 
degree to which particular needs moti-
vate varies tremendously from person 
to person, with some people being mo-
tivated primarily by achievement and 
others by power or affiliation. Moreover, 
McClelland says that needs are learned, 
not innate. For instance, studies show 
that children whose parents own a small 
business or hold a managerial position 
are much more likely to have a high need 
for achievement.9

So, with three different sets of 
needs and three very different ideas 
about how needs motivate, how do we 
provide a practical answer to manag-
ers who just want to know what leads 
to effort? Fortunately, the research evi-
dence simplifies things a bit. To start, 
studies indicate that there are two ba-
sic kinds of needs categories.10 Lower-
order needs are concerned with safety 
and with physiological and existence 
requirements, whereas higher-order 
needs are concerned with relationships 
(belongingness, relatedness, and affilia-
tion), challenges and accomplishments 

(esteem, self-actualization, growth, and achievement), 
and influence (power). Studies generally show that higher- 
order needs will not motivate people as long as lower-
order needs remain unsatisfied.11

For example, imagine that you graduated from college 
six months ago and are still looking for your first job. With 
money running short (you’re probably living on your credit 
cards), and the possibility of having to move back in with 
your parents looming (if this doesn’t motivate you, what 
will?), your basic needs for food, shelter, and security drive 
your thoughts, behavior, and choices at this point. But after 
you land that job, find a great place (of your own!) to live, 
and put some money in the bank, these basic needs should 
decrease in importance as you begin to think about making 
new friends and taking on challenging work assignments. 
In fact, after lower-order needs are satisfied, it’s difficult for 
managers to predict which higher-order needs will motivate 
behavior.12 Some people will be motivated by affiliation, 
while others will be motivated by growth or esteem. Also, 
the relative importance of the various needs may change 
over time but not necessarily in any predictable pattern.  
So, what leads to effort? In part, needs do. After we dis-
cuss rewards in Subsection 13-1c, in Subsection 13-1d, we 

Consistent with needs theories, which state that satisfied 
needs no longer motivate, the owner of the website  
“Mr. Everyday Dollar” found out that becoming a 
millionaire was “anticlimactic.”
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discuss how managers can use what we know from need-
satisfaction theories to motivate workers.

13-1c Extrinsic and Intrinsic Rewards
No discussion of motivation would be complete without 
considering rewards. Let’s add two kinds of rewards,  
extrinsic and intrinsic, to the model in Exhibit 13.3.13

Extrinsic rewards are tangible and visible to  
others and are given to employees contingent on the  
performance of specific tasks or behaviors.14 External 
agents (managers, for example) determine and control 
the distribution, frequency, and amount of extrinsic re-
wards, such as pay, company stock, benefits, and promo-
tions. For example, eighty percent of 1,000 large- and 
medium-sized U.S. companies surveyed by Hewitt Associ-
ates, a consulting company based in Lincolnshire, Illinois,  
offer incentives or bonuses to reward employees.15

Lincoln Electric, a manufacturer of arc welding 
tools and technology, has paid annual profit sharing bo-
nuses to its factory workers for eighty straight years. In 

2013, Lincoln paid out 
one-third of its pre-tax 
profits, $100.7 million,  
to employees who received 
bonuses of $33,029 each, 
worth 62 percent of total 
wages. In the eighty years 
in which Lincoln has paid 
profit-sharing bonuses, the 

percentage has never dropped below 25 percent of total 
wages and has been as high as 120 percent. Over the past 
decade, bonuses have averaged 40 percent of total salary.16

Why do companies need to offer extrinsic rewards? 
To get people to do things they wouldn’t otherwise do. 
Companies use extrinsic rewards to motivate people to 
perform four basic behaviors: join the organization, reg-
ularly attend their jobs, perform their jobs well, and stay 
with the organization.17 Think about it. Would you show 
up at work every day to do the best possible job that you 
could just out of the goodness of your heart? Very few 
people would. 

Intrinsic rewards are the natural rewards associ-
ated with performing a task or activity for its own sake. 
For example, aside from the external rewards man-
agement offers for doing something well, employees  
often find the activities or tasks they perform interest-
ing and enjoyable. Examples of intrinsic rewards include 
a sense of accomplishment or achievement, a feeling of 
responsibility, the chance to learn something new or in-
teract with others, or simply the fun that comes from per-
forming an interesting, challenging, and engaging task.

Each year, 1,300 students enter the U.S. Military 
Academy at West Point. About 1,000 will graduate , and 
roughly 40 percent of graduates stay beyond the Army’s five 
years of required service. To better understand why some 
cadets graduate and serve longer than others, a team of re-
searchers analyzed fourteen years of data on 10,000 cadets. 
Regardless of race, sex, religion, scholastic achievement, 
or economic background, cadets who were motivated by 

Extrinsic reward a reward 
that is tangible, visible to 
others, and given to employees 
contingent on the performance of 
specific tasks or behaviors  

Intrinsic reward a natural 
reward associated with performing 
a task or activity for its own sake

Exhibit 13.3

Adding Rewards to the Model

Performance

Effort

Initiation

Direction

Persistence

SatisfactionUnsatisfied
Need

Tension Energized
to Take
Action

Extrinsic
Rewards

Intrinsic
Rewards

Performing a job well can be rewarding intrinsically (the job itself is fun, challenging, or interesting) or extrinsically
(as you receive better pay, promotions, and so on). Intrinsic and extrinsic rewards lead to satisfaction of various needs.
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271CHAPTER 13: Motivation

intrinsic rewards, such as wanting to be an Army officer, 
were 20 percent more likely to make it through West Point’s 
rigorous program than those motivated by extrinsic factors, 
such as attending West Point because their parents wanted 
them to. Compared to those with weak internal motivation, 
internally motivated cadets were also more likely to be con-
sidered for early promotion (35% vs. 16%).18

Which types of rewards are most important to work-
ers in general? A number of surveys suggest that both 
extrinsic and intrinsic rewards are important and that em-
ployee preferences for either intrinsic or extrinsic rewards 
are relatively stable.19 A 2014 Society for Human Resource 
Management national survey found that over the past 
six years, three extrinsic factors—pay, benefits, and job se-
curity/organizational financial stability—and two intrinsic 
factors, the work itself and opportunities to use one’s skills 
and abilities, have consistently been among the top five 
factors rated as “very important” by employees.20

13-1d Motivating with the Basics
So, given the basic model of work motivation in 
Exhibit 13.3, what practical steps can managers take to 
motivate employees to increase their effort?

The first step is to start by asking people what their 
needs are. Jonathan Robinson, the CEO of Freetextbooks 
.com, an online college textbook seller (sorry, the text-
books aren’t really free), says the key to motivating employ-
ees is finding out what they like and then giving them the 
rewards they want. To do that, Robinson gives each new 
hire a brief survey asking them about their favorite candy, 
restaurant, hobby, or music. Says Robinson, “You just have 
to know your team. We’re pretty small so I have to stay 

in tune with the preferences and pulse of our employees. 
The perks are in the details.” As a result, he recently gave 
one employee a free round of golf, another $100 to be 
used at a great restaurant, and another IMAX theater tick-
ets. Because he asked, all got what they wanted.21 So, if 
you want to meet employees’ needs, just ask.

Next, satisfy lower-order needs first. Because higher-
order needs will not motivate people as long as lower- 
order needs remain unsatisfied, companies should satisfy 
lower-order needs first. In practice, this means providing  
the equipment, training, and knowledge to create a safe 
workplace free of physical risks; paying employees well 
enough to provide financial security; and offering a bene-
fits package that will protect employees and their families 
through good medical coverage and health and disability 
insurance. Indeed, the Society for Human Resource Man-
agement study mentioned previously found that three of 
the five most important factors in 2013—compensation/ 
pay (60%), job security (59%), and benefits (53%)—were 
all lower-order needs.22 Consistent with the idea of satisfy-
ing lower-order needs first, a survey of 12,000 employees 
found that inadequate compensation is the number-one 
reason employees leave organizations. This is why The 
Container Store CEO Kip Tindell pays his employees an 
average salary of $48,000 per year, twice the average retail 
salary. As a result, says Tindell, “My employees advance on 
Maslow’s hierarchy [from lower- to higher-order needs].” 
He says, “I didn’t think about this when we started out. 
But it’s the most powerful thing you can do.”23

Third, managers should expect people’s needs to 
change. As some needs are satisfied or situations change, 
what motivated people before may not motivate them 
now. Likewise, what motivates people to accept a job may 
not necessarily motivate them after they have the job. For 
instance, David Stum, president of the Loyalty Institute, 
says, “The [attractive] power of pay and benefits is only 
[strong] during the recruitment stage. After employees 
take the job, pay and benefits become entitlements to 
them. They think: ‘Now that I work here, you owe me 
that.’ ”24 Managers should also expect needs to change as 
people mature. For older employees, benefits are as im-
portant as pay, which is always ranked as more important 
by younger employees. Older employees also rank job se-
curity as more important than personal and family time, 
which is more important to younger employees.25

Finally, as needs change and lower-order needs are 
satisfied, create opportunities for employees to satisfy 
higher-order needs. Recall that intrinsic rewards such 
as accomplishment, achievement, learning something 
new, and interacting with others are the natural rewards  
associated with performing a task or activity for its own 
sake. And, with the exception of influence (power), 
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Cadets motivated by intrinsic rewards, 
such as wanting to be an Army officer, 
were 20 percent more likely to make it 
through West Point’s rigorous program 
than those motivated by extrinsic factors.
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intrinsic rewards correspond very closely to higher-
order needs that are concerned with relationships 
(belongingness, relatedness, and affiliation) and chal-
lenges and accomplishments (esteem, self-actualization,  
growth, and achievement). Therefore, one way for 
managers to meet employees’ higher-order 
needs is to create opportunities for employ-
ees to experience intrinsic rewards by 
providing challenging work, encouraging 
employees to take greater responsibility 
for their work, and giving employees the 
freedom to pursue tasks and projects 
they find naturally interesting.

EquiTy THEoRy
We’ve seen that people are motivated to achieve intrinsic 
and extrinsic rewards. However, if employees don’t be-
lieve that rewards are fairly awarded or don’t believe that 
they can achieve the performance goals the company has 
set for them, they won’t be very motivated.

Fairness, or what people perceive to be fair, is also 
a critical issue in organi-
zations. Equity theory 
says that people will be 
motivated at work when 
they perceive that they 
are being treated fairly. 

13-2

In particular, equity theory stresses the importance 
of perceptions. So, regardless of the actual level of 
rewards people receive, they must also perceive that, 
relative to others, they are being treated fairly. For 

example, you learned in Chapter 11 that the CEOs 
of the largest U.S. firms now make $15.2 mil-

lion per year, which is 296 times their av-
erage employee salary of $52,100.26 The 
ten highest paid CEOs averaged earn-
ings of $61.6 million per year, led by 
John H. Hammergren, the CEO of 
Discovery Communications, who made  
$156.1 million.27 By contrast, in 

most companies with less than $1  bil-
lion a year in revenues, CEOs typically 

make 2.3 to 12.5 times what the average  
employee makes.28

Many people believe that CEO pay is obscenely 
high and unfair. Others believe that CEO pay is fair 
because the supply and demand for executive talent 
largely determine what CEOs are paid. They argue that 
if it were easier to find good CEOs, then CEOs would be 
paid much less. Equity theory doesn’t focus on objective 
equity (that is, that CEOs make 296 times more than 
blue-collar workers). Instead, equity theory says that 
equity, like beauty, is in the eye of the beholder.

Let’s learn more about equity theory by examining 13-2a 
the components of equity theory, 13-2b how people 
react to perceived inequity, and 13-2c how to motivate 
people using equity theory.

What’s Better than Cash? Try Something 
Unconventional

Perks like flex time and working from home that used to be un-
common are increasingly standard, and companies are digging 

to find unconventional, noncash incentives that inspire and reward 
workers. Software company 2HB gives employees a $50 grooming 
perk each month to go toward manicures, pedicures, and hair-
cuts. Freeborn & Peters law firm holds an annual luggage party—
employees show up with a packed bag, and four are chosen for 
an all-expenses-paid weekend in Las Vegas. Apple’s pregnancy 
benefits and Facebook’s surrogacy benefits pay up to $20,000 to-
ward expenses incurred by female employees who want to freeze 
their eggs.
source: B. Helmrich, “Think freezing Eggs is odd? Check out These strange Employee 
Benefits,” Business News Daily, october 14, 2014, accessed May 8, 2015. http://www 
.businessnewsdaily.com/7321-strange-job-benefits.html. Va
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Equity theory a theory 
that states that people will be 
motivated when they perceive that 
they are being treated fairly
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273CHAPTER 13: Motivation

13-2a Components of Equity Theory
The basic components of equity theory are inputs, out-
comes, and referents. Inputs are the contributions 
employees make to the organization. They include 
education and training, intelligence, experience, effort, 
number of hours worked, and ability. Outcomes are 
what employees receive in exchange for their contribu-
tions to the organization. They include pay, fringe ben-
efits, status symbols, and job titles and assignments. And, 
because perceptions of equity depend on comparisons, 
referents are other people with whom people compare 
themselves to determine if they have been treated fairly. 
The referent can be a single person (comparing yourself 
with a coworker), a generalized other (comparing yourself 
with “students in general,” for example), or even yourself 
over time (“I was better off last year than I am this year”). 
Usually, people choose to compare themselves with ref-
erents who hold the same or similar jobs or who are oth-
erwise similar in gender, race, age, tenure, or other 
characteristics.29 For example, 1,300 employees at 
Amazon’s eight German distribution centers have 
gone on strike in pursuit of higher 
pay. The workers want to be 
paid 12 euros an hour, similar 
to employees (that is, their ref-
erents) at German retail and 
catalog-order companies. 
Amazon, however, argues 
that the employees, who 
are paid 9.30 euros an hour 
plus bonuses and shares of  
Amazon stock (after two 
years), are paid at the top end 
of the range for logistical employ-
ees who work in distribution warehouses. 
So, with clearly different referents, it’s no sur-
prise they disagree on what constitutes fair pay.30

According to equity theory, employees compare their 
outcomes (the rewards they receive from the organization) 
with their inputs (their contributions to the organization). 
This comparison of outcomes with inputs is called the 
outcome/input (O/I) ratio. After an internal compari-
son in which they compare their outcomes with their inputs, 
employees then make an external comparison in which they 
compare their O/I ratio with the O/I ratio of a referent.31

When people perceive that their O/I ratio is equal 
to the referent’s O/I ratio, they conclude that they are 
being treated fairly. But when people perceive that 
their O/I ratio is different from their referent’s O/I ra-
tio, they conclude that they have been treated inequi-
tably or unfairly.

Inequity can take two forms, underreward and over-
reward. Underreward occurs when a referent’s O/I 
ratio is better than your O/I ratio. In other words, you 
are getting fewer outcomes relative to your inputs than 
the referent you compare yourself with is getting. When 
people perceive that they have been underrewarded, 
they tend to experience anger or frustration. Auto as-
sembly workers at Toyota’s two Indian facilities went on 
strike out of frustration that they were being paid un-
fairly. Toyota is offering 3,050 rupees ($51) a month, 
but workers want to be paid 4,000 rupees a month ($67) 
and have more holidays and company-provided housing. 
Satish Rangaswamy, the general secretary of the union 
representing the workers, said, “Whenever it makes a 
good profit in a year, it [Toyota] shifts all the profit to the 
headquarters, that is [in] Japan. Why can’t they share it 
with our employees?”32

By contrast, overreward occurs when a referent’s 
O/I ratio is worse than your O/I ratio. In this case, you are 

getting more outcomes relative to your inputs than your 
referent is. In theory, when people perceive that they 
have been overrewarded, they experience guilt. But, not 

surprisingly, people have a very 
high tolerance for overreward. 
It takes a tremendous amount 

of overpayment before people 

decide that 
their pay or benefits 

are more than they deserve.

13-2b How 
People React  
to Perceived 
Inequity
So what happens when peo-
ple perceive that they have 
been treated inequitably at 
work? Exhibit  13.4 shows 
that perceived inequity  

Inputs in equity theory, the 
contributions employees make to 
the organization 

Outcomes in equity theory, 
the rewards employees receive 
for their contributions to the 
organization

Referents in equity theory, 
others with whom people compare 
themselves to determine if they 
have been treated fairly

Outcome/input (O/I) 
ratio in equity theory, an 
employee’s perception of how 
the rewards received from an 
organization compare with the 
employee’s contributions to that 
organization

Underreward a form of 
inequity in which you are getting 
fewer outcomes relative to inputs 
than your referent is getting

Overreward a form of 
inequity in which you are getting 
more outcomes relative to inputs 
than your referent
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affects satisfaction. In the case of underreward, this usu-
ally translates into frustration or anger; with overreward, 
the reaction is guilt. These reactions lead to tension and 
a strong need to take action to restore equity in some 
way. At first, a slight inequity may not be strong enough 
to motivate an employee to take immediate action. If 
the inequity continues, or there are multiple inequities, 
however, tension may build over time until a point of in-
tolerance is reached and the person is energized to take 
action.

Revenues at Plum Creek Timber had been flat for 
two years and net income was dropping when CEO Rick 
Holley informed the company’s board of directors that 
he was returning 44,445 restricted stock options valued 
at $1.85 million that the board’s compensation commit-
tee had awarded him ten months earlier. Holley said, “I 
didn’t feel comfortable taking them . . . This has been a 

year where total shareholder returns are down 10 per-
cent or more. It just wasn’t the right thing to do.”33

When people perceive that they have been treated 
unfairly, they may try to restore equity by reducing 
inputs, increasing outcomes, rationalizing inputs or 
outcomes, changing the referent, or simply leaving. We 
will discuss these possible responses in terms of the ineq-
uity associated with underreward, which is much more 
common than the inequity associated with overreward.

People who perceive that they have been under-
rewarded may try to restore equity by decreasing or 
withholding their inputs (that is, effort). After filing for 
bankruptcy and seeking sizable pay and benefits cuts, 
American Airlines pilots engaged in a sick-out that can-
celled hundreds of flights. Furthermore, pilots who showed 
for work allegedly delayed flights by filing maintenance 
requests that required mechanics to inspect planes before 

Exhibit 13.4

Adding Equity Theory to the Model

Extrinsic
Rewards

Performance

Effort

Initiation

Direction

Persistence

SatisfactionUnsatisfied
Need

Tension Energized
to Take
Action

Perceived
Equity/Inequity

Intrinsic
Rewards

When people perceive that they have been treated inequitably at work because of the intrinsic or extrinsic rewards
they receive relative to their efforts, they are dissatisfied (or frustrated or angry), their needs aren't met, and those
reactions lead to tension and a strong need to take action to restore equity in some way.

Perceived
Equity/Inequity

Restoring Equity

Decrease inputs

Increase outcomes

Rationalize inputs or
outcomes

Change the referent

Leave
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275CHAPTER 13: Motivation

departure. While the pilots’ union denied the slowdown, 
its president said, “The pilots of American Airlines are 
angry. While AMR management continues paying lip ser-
vice to needing a consensual agreement with us, their pu-
nitive approach of extracting far more value than they need 
is hardly conducive to reaching a consensual agreement.”34

Increasing outcomes is another way people try to 
restore equity. This might include asking for a raise or 
pointing out the inequity to the boss and hoping that he or 
she takes care of it. Sometimes, however, employees may 
go to external organizations such as labor unions, federal 
agencies, or the courts for help in increasing outcomes 
to restore equity. For instance, the U.S. Department of 
Labor estimates that 10 percent of workers are not get-
ting the extra overtime pay they deserve when they work 
more than forty hours a week. These are known as Fair 
Labor Standards Act (FLSA) violations.35 After a U.S. 
Department of Labor ruling, Walmart paid $5.26 million 
in back wages to 4,500 security guards who were at first 
denied overtime pay after incorrectly being classified as 
exempt employees (who are ineligible for overtime).36 
Somewhere between 25,000 and 30,000 FLSA cases 
are brought each year, and employees win two-thirds of 
them.37 From 2001 to 2011, the number of FLSA filings 
in federal court rose by nearly 500 percent.38 

Another method of restoring equity is to rationalize 
or distort inputs or outcomes. Instead of decreasing inputs 
or increasing outcomes, employees restore equity by mak-
ing mental or emotional adjustments in their O/I ratios 
or the O/I ratios of their referents. For example, suppose 
that a company downsizes 10 percent of its workforce. 
It’s likely that the people who still have jobs will be angry 
or frustrated with company management because of the 
layoffs. If alternative jobs are difficult to find, however, 
these survivors may rationalize or distort their O/I ratios 
and conclude, “Well, things could be worse. At least I still 
have my job.” Rationalizing or distorting outcomes may be 
used when other ways to restore equity aren’t available.

Changing the referent is another way of restoring eq-
uity. In this case, people compare themselves with someone 
other than the referent they had been using for previous 
O/I ratio comparisons. Because people usually choose to 
compare themselves with others who hold the same or sim-
ilar jobs or who are otherwise similar (that is, friends, family 
members, neighbors who work at other companies), they 
may change referents to restore equity when their personal 
situations change, such as a decrease in job status or pay.39

13-2c Motivating with Equity Theory
What practical steps can managers take to use equity 
theory to motivate employees? They can start by looking 

for and correcting major inequities. Among other things, 
equity theory makes us aware that an employee’s sense 
of fairness is based on subjective perceptions. What one 
employee considers grossly unfair may not affect another 
employee’s perceptions of equity at all. Although these 
different perceptions make it difficult for managers to 
create conditions that satisfy all employees, it’s critical 
that they do their best to take care of major inequities 
that can energize employees to take disruptive, costly, or 
harmful actions such as decreasing inputs or leaving. So, 
whenever possible, managers should look for and correct 
major inequities.

For example, with Chinese wages rising between 10 
and 15 percent per year on average and 30 percent a 
year where demand is high, the average factory worker 
in China, who makes between $317 and $350 a month, 
is generally underpaid.40 So for two consecutive years, 
Lenovo CEO Yang Yuanqing has given his annual bonus 
to Lenovo’s 10,000 employees. Approximately 90 per-
cent of his 2013 $3.25 million bonus will go to factory 
employees in China, each of whom will receive about 
$325 dollars, roughly a month’s salary. Lenovo spokes-
woman Angela Lee said, “As you can imagine, an extra 
$300 [or more] in a manufacturing environment in China 
does make an impact, especially to employees support-
ing families.”41 Lenovo’s communication to employees 
stated, “This payment is personally funded by Yuanqing. 
He believes that he has the responsibility as an owner 
of the company, and the opportunity as our leader, to 
ensure all of our employees understand the impact they 
have on building Lenovo.”42 

Second, managers can reduce employees’ inputs. In-
creasing outcomes is often the first and only strategy that 
companies use to restore equity, yet reducing employee 
inputs is just as viable a strategy. In fact, with dual-career 

People who perceive that they have been 
underrewarded at the office, may withhold 
their efforts until they feel they are fairly 
compensated.
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couples working fifty-hour weeks, more and more em-
ployees are looking for ways to reduce stress and restore 
a balance between work and family. Consequently, it may 
make sense to ask employees to do less, not more; to have 
them identify and eliminate the 20 percent of their jobs 
that doesn’t increase productivity or add value for cus-
tomers; and to eliminate company-imposed requirements 
that really aren’t critical to the performance of managers, 
employees, or the company (for example, unnecessary 
meetings and reports). According to Chinese labor laws, 
employees may not work more than thirty-six hours of 
overtime per month, or no more than nine overtime hours 
per week. However, after a catastrophic plant explosion 
and a series of employee suicides disrupted production at 
a Foxconn factory in China, factory workers, who assemble 
everything from iPads to laptop computers, worked 80 to 
100 overtime hours each month on top of their 174 regu-

lar hours to make up for the 
production shortfalls. Dur-
ing this time, employees 
regularly worked twelve-
hour shifts, six days a week, 
or sixty hours a month over 
the legal limit. As a result 
of pressure from Apple and 
from international workers’ 
rights groups, Foxconn has 
agreed to immediately in-
crease pay as much as 25 
percent and limit the num-
ber of hours an employee 
works to forty-nine per 
week.43 

Distributive justice  
the perceived degree to which 
outcomes and rewards are fairly 
distributed or allocated

Procedural justice  
the perceived fairness of the 
process used to make reward 
allocation decisions

Expectancy theory  
the theory that people will be 
motivated to the extent to which 
they believe that their efforts 
will lead to good performance, 
that good performance will be 
rewarded, and that they will be 
offered attractive rewards

Transparent Pay—Not a Big Deal
Dane Atkison has run almost a dozen companies during his ca-
reer, often paying different employees vastly different salaries for 
the same skill set, only because some negotiated better than oth-
ers. Tired of employee outrage when significant differences are 
discovered, he adopted a transparent salary system at his new 
tech company SumAll. During the hiring process, he lets can-
didates know what the job pays—no negotiating allowed—and 
that everyone knows everyone else’s salary. Sometimes seasoned 
job candidates balk. Atkison remembers one candidate who told 
him, “This is unfair because I can’t actually negotiate.” And al-
though tensions sometimes surface, Atkison says talking to em-
ployees about their perceptions of inequity gives him the chance 
to explain why some people make more money than others.

source: L. Pollak, “The Company Where Everyone Knows Everyone Else’s salary,”  
Planet Money on national Public Radio, July 2, 2014, accessed May 8, 2015. http:// 
www.npr.org/blogs/money/2014/07/02/327758712/the-company-where 
-everyone-knows-everyone-elses-salary.

Finally, managers should make sure decision-making 
processes are fair. Equity theory focuses on distributive 
justice, the perceived degree to which outcomes and 
rewards are fairly distributed or allocated. However, 
procedural justice, the perceived fairness of the pro-
cedures used to make reward allocation decisions, is just 
as important.44 Procedural justice matters because even 
when employees are unhappy with their outcomes (that 
is, low pay), they’re much less likely to be unhappy with 
company management if they believe that the proce-
dures used to allocate outcomes were fair. For example, 
employees who are laid off tend to be hostile toward their  
employer when they perceive that the procedures lead-
ing to the layoffs were unfair. By contrast, employees who 
perceive layoff procedures to be fair tend to continue 
to support and trust their employers.45 Also, if employ-
ees perceive that their outcomes are unfair (that is, dis-
tributive injustice) but that the decisions and procedures 
leading to those outcomes were fair (that is, procedural 
justice), they are much more likely to seek constructive 
ways of restoring equity, such as discussing these matters 
with their manager. By contrast, if employees perceive 
both distributive and procedural injustice, they may re-
sort to more destructive tactics, such as withholding effort, 
absenteeism, tardiness, or even sabotage and theft.46

ExPECTAnCy THEoRy
One of the hardest things about motivating people is that 
not everyone is attracted to the same rewards. Expectancy 
theory says that people will be motivated to the extent to 

13-3

Valence the attractiveness or desirability of a reward or outcome
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277CHAPTER 13: Motivation

which they believe that their efforts will lead to good per-
formance, that good performance will be rewarded, and 
that they will be offered attractive rewards.47

Let’s learn more about expectancy theory by examining 
13-3a the components of expectancy theory and 13-3b 
how to use expectancy theory as a motivational tool.

13-3a Components  
of Expectancy Theory
Expectancy theory holds that people make conscious 
choices about their motivation. The three factors 
that affect those choices are valence, expectancy, and 
instrumentality.

Valence is simply the attractiveness or desir-
ability of various rewards or outcomes. Expectancy 
theory recognizes that the same reward or outcome—
say, a promotion—will be highly attractive to some 
people, will be highly disliked by others, and will not 
make much difference one way or the other to still 
others. Accordingly, when people are deciding how 
much effort to put forth, expectancy theory says that 
they will consider the valence of all possible rewards 
and outcomes that they can receive from their jobs.  

The greater the sum of those valences, each of which 
can be positive, negative, or neutral, the more effort 
people will choose to put forth on the job. Consultant 
Carol Schultz spent nine years working for a com-
pany where the boss rewarded top-performing em-
ployees with five-day trips to expensive resorts, with 
the company paying for the flight, the hotel, and one 
dinner, leaving employees to pay for the rest of their 
food and all of their drinks and resort activities. Said 
Schultz, “It always irked me that they’d fly us to some 
expensive resort and expect us to pay for everything 
outside of our flight and hotel room. To me, this was 
no ‘reward.’ ” In other words, when Schultz added up 
all of the valences, the positive valence of rewarding 
her with an expensive resort trip could not overcome 
the negative valence of getting stuck with large food, 
drink, and resort expenses.48

Expectancy is the perceived relationship between 
effort and performance. 
When expectancies are 
strong, employees believe 
that their hard work and 
efforts will result in good 
performance, so they work 
harder. By contrast, when 

Fair—or Foolish?

Dan Price’s announcement that he 
was going to cut his salary from 

$1 million to $70,000 per year so that 
he could increase the salary of his 
employees to $70,000 per year was 
met with a combination of cheers and 
jeers. Price is the CEO of Gravity Pay-
ments, a credit-card processing com-
pany, where his employees’ average 
annual salary had been $48,000. And 
although his decision enjoyed a posi-
tive response from labor activists, oth-
ers were skeptical that Price’s method 
of creating equity would be successful. 
Management professor Patrick Rogers 
says, “Mr. Price probably thinks happy 
workers are productive workers. How-
ever, there’s just no evidence that this is true. So he’ll improve happiness, only in the short term, and will not improve produc-
tivity. Which doesn’t bode well for his long-term viability as a firm.”
sources: P. Cohen, “Praise and skepticism as one Executive sets Minimum Wage to $70,000 a year,” New York Times, April 19, 2015, B1; A. Kaufman, “CEo slashes $1 Million salary to 
Give Lowest-Paid Workers a Raise,” Huffington Post, April 14, 2015, accessed May 8, 2015. http://www.huffingtonpost.com/2015/04/14/gravity-payments-raise_n_7061676.html.

Valence the attractiveness or 
desirability of a reward or outcome

Expectancy the perceived 
relationship between effort and 
performance
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278 PART fouR

expectancies are weak, employees figure that no matter 
what they do or how hard they work, they won’t be able 
to perform their jobs successfully, so they don’t work as 
hard.

Instrumentality is the perceived relationship 
between performance and rewards. When instrumen-
tality is strong, employees believe that improved per-
formance will lead to better and more rewards, so they 
choose to work harder. When instrumentality is weak, 
employees don’t believe that better performance will 
result in more or better rewards, so they choose not to 
work as hard.

Expectancy  theory 
holds that for people to 
be highly motivated, all 
three variables—valence, 

expectancy, and instrumentality—must be high. Thus, 
expectancy theory can be represented by the following 
simple equation:

Motivation 5  
Valence 3 Expectancy 3 Instrumentality

If any one of these variables (valence, expectancy, or instru-
mentality) declines, overall motivation will decline, too.

Exhibit 13.5 incorporates the expectancy theory 
variables into our motivation model. Valence and 
instrumentality combine to affect employees’ willing-
ness to put forth effort (that is, the degree to which they 
are energized to take action), while expectancy trans-
forms intended effort (“I’m really going to work hard 
in this job”) into actual effort. If you’re offered rewards 

Instrumentality the 
perceived relationship between 
performance and rewards

Exhibit 13.5

Adding Expectancy Theory to the Model

If rewards are attractive (valence) and linked to performance (instrumentality), then people are energized to take
action. In other words, good performance gets them rewards that they want. Intended effort (that is, becoming
energized to take action) turns into actual effort when people expect that their hard work and efforts will result
in good performance. After all, why work hard if that hard work is wasted?
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279CHAPTER 13: Motivation

that you desire and you believe that you will in fact 
receive these rewards for good performance, you’re 
highly likely to be energized to take action. However, 
you’re not likely to actually exert effort unless you also 
believe that you can do the job (that is, that your efforts 
will lead to successful performance).

13-3b Motivating with Expectancy 
Theory
What practical steps can managers take to use expec-
tancy theory to motivate employees? First, they can 
systematically gather information to find out what em-
ployees want from their jobs. In addition to individual 
managers directly asking employees what they want 
from their jobs (see Subsection 13-1d, “Motivating with 
the Basics”), companies need to survey their employees 
regularly to determine their wants, needs, and dissatis-
factions. Because people consider the valence of all the 
possible rewards and outcomes that they can receive 
from their jobs, regular identification of wants, needs, 
and dissatisfactions gives companies the chance to turn 
negatively valent rewards and outcomes into positively 
valent rewards and outcomes, thus raising overall mo-
tivation and effort. Mark Peterman, vice president of 
client solutions at Maritz Incentives, says that individ-
ual employees are motivated in vastly different ways: 
“For some, being honored in front of one’s peers is a 
great award, but for others, the thought of being put 
on display in front of peers embarrasses them.” And 
companies have a long way to go to ensure that their 
employees feel valued, Peterman says. A Maritz survey 
found that only 27 percent of employees who want to 
be recognized by nonmonetary incentives are recog-
nized that way.49 Such findings suggest that employers 
should routinely survey employees to identify not only 
the range of rewards that are valued by most employ-
ees but also to understand the preferences of specific 
employees.

Second, managers can take specific steps to link 
rewards to individual performance in a way that is clear 
and understandable to employees. Unfortunately, most 
employees are extremely dissatisfied with the link between 
pay and performance in their organizations, and their 
companies are, too. Mercer’s 2013 Pay for Performance 
Survey found that while 55 percent of firms say they link 
rewards to performance, only 42 percent measure to 
make sure that happens, and 48 percent say that programs 
linking performance to rewards need improvement.50

One way to establish a clear connection between pay 
and performance (see Chapter 11 for a discussion of com-
pensation strategies) is for managers to publicize the way in 

which pay decisions are made. This is especially important 
given that only 52 percent of employees know how their 
pay increases are determined.51 Inspired by fantasy sports 
leagues, Clayton Homes director of inside sales, David 
Schwall, had his sales managers become team “owners” who 
drafted sales representatives onto their sales teams, which 
competed against each other in a rotating schedule, with 
the best four teams moving on to the “championships.” 
Sales reps (players) scored points by making more calls to 
sales leads, by increasing the percentage of leads who made 
appointments at Clayton Homes retail stores, and upping 
the percentage of leads whose phone calls were success-
fully transferred to a local store. Scores were tallied in real 
time, and the best scores were posted on TVs for everyone 
to see (poor scores were only visible within teams), with 
an individual’s theme music played when sales milestones 
were reached. The connection between efforts and results 
was clear, prompting one sales rep to say, “When I saw 
one of my colleagues leaving, I thought—‘Yes, now I can 
catch up and climb above him in the ranks.’” Calls rose by  
18 percent, appointments jumped by 200 percent, as did 
visits to stores. And, after the “season” was over, employees 
were eager for the next season to begin, saying they missed 
the immediate feedback, recognition, and energy.52

Finally, managers should empower employees 
to make decisions if management really wants them 
to believe that their hard work and effort will lead to 
good performance. If valent rewards are linked to good 
performance, people should be energized to take action. 
However, this works only if they also believe that their 
efforts will lead to good performance. One of the ways 
that managers destroy the expectancy that hard work 
and effort will lead to good performance is by restrict-
ing what employees can do or by ignoring employees’ 
ideas. In Chapter 9, you learned that empowerment is a 
feeling of intrinsic motivation in which workers perceive 
their work to have meaning and perceive themselves to 
be competent, to have an impact, and to be capable of 
self-determination.53 So, if managers want workers to 
have strong expectancies, they should empower them 
to make decisions. Doing so will motivate employees to 
take active rather than passive roles in their work.

REinfoRCEMEnT 
THEoRy

When used properly, rewards motivate and energize 
employees. But when used incorrectly, they can demo-
tivate, baffle, and even anger them. Goals are supposed 
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280 PART fouR

to motivate employees. But leaders who focus blindly 
on meeting goals at all costs often find that they destroy 
motivation.

Reinforcement theory says that behavior is a 
function of its consequences, that behaviors followed 
by positive consequences (that is, reinforced) will occur 
more frequently, and that behaviors either followed by 
negative consequences or not followed by positive con-
sequences will occur less frequently.54 United Airlines 
employees get a $50 monthly bonus if 80 percent of do-
mestic or international flights arrive on time. The bonus 
increases to $100 when both domestic and international 
flights arrive on time 80 percent of the time. Motivated by 
the bonuses, United employees achieved on-time rates 
of 85.5 percent for domestic flights and 81.2 percent for 
international flights in November 2012, the second-best 
performance in five years. And during the Thanksgiving 
holiday, arguably the busiest travel season, United aver-

aged 88.3 percent on-time 
arrivals.55 More specifically, 
reinforcement is the pro-
cess of changing behavior by 
changing the consequences 
that follow behavior.56

Reinforcement has two 
parts: reinforcement contin-
gencies and schedules of rein-
forcement. Reinforcement 
contingencies are the 
cause-and-effect relation-
ships between the perfor-
mance of specific behaviors 
and specific consequences. 
For example, if you get docked 
an hour’s pay for being late to 
work, then a reinforcement 
contingency exists between a 
behavior (being late to work) 
and a consequence (losing an 
hour’s pay). A schedule of 
reinforcement is the set 
of rules regarding reinforce-
ment contingencies such as 
which behaviors will be rein-
forced, which consequences 
will follow those behaviors, 
and the schedule by which 
those consequences will be 
delivered.57

Exhibit 13.6 incorpo rates 
reinforcement contingencies 
and reinforcement schedules 

into our motivation model. First, 
notice that extrin-
sic rewards 
and the 
schedules 
of reinforcement 
used to deliver them are the primary 
methods for creating reinforcement contingencies in 
organ izations. In turn, those reinforcement contingencies 
directly affect valences (the attractiveness of rewards), in-
strumentality (the perceived link between rewards and per-
formance), and effort (how hard employees will work).

Let’s learn more about reinforcement theory by examining 
13-4a the components of reinforcement theory, 13-4b 
the different schedules for delivering reinforcement, 
and 13-4c how to motivate with reinforcement theory.

13-4a Components of 
Reinforcement Theory
As just described, reinforcement contingencies are the 
cause-and-effect relationships between the performance of 
specific behaviors and specific consequences. There are four 
kinds of reinforcement contingencies: positive reinforce-
ment, negative reinforcement, punishment, and extinction.

Positive reinforcement strengthens behavior 
(that is, increases its frequency) by following behaviors 
with desirable consequences. While some companies 
are penalizing unhealthy behaviors, others have chosen 
to reward employees who practice healthy behaviors. 
For each of its full-time employees, JetBlue puts up to 
$400 a year into a wellness account that the employee 
can use to pay for a variety of healthy activities, ranging 
from smoking-cessation programs to Ironman triathlons. 
Similarly, at Johnson & Johnson, employees who partic-
ipate in a health assessment and health coaching receive a  
$500 credit toward their annual medical insurance pre-
mium. Seventy-four percent (up from 57 percent in 
2009) of employers now offer similar incentives with their 
wellness programs.58

Negative reinforcement strengthens behav-
ior by withholding an unpleasant consequence when 
employees perform a specific behavior. Negative re-
inforcement is also called avoidance learning because 
workers perform a behavior to avoid a negative conse-
quence. With the cost of health care averaging $12,136 
annually per employee, companies are linking positive 
health actions and outcomes to the avoidance of negative 
consequences. At Honeywell, an automation and aero-
space company, employees participating in voluntary 
health screenings to check their cholesterol, body mass 

Reinforcement theory  
the theory that behavior is a 
function of its consequences, 
that behaviors followed by 
positive consequences will 
occur more frequently, and that 
behaviors followed by negative 
consequences, or not followed by 
positive consequences, will occur 
less frequently

Reinforcement the process 
of changing behavior by changing 
the consequences that follow 
behavior 

Reinforcement 
contingencies cause-and-
effect relationships between the 
performance of specific behaviors 
and specific consequences 

Schedule of 
reinforcement rules that 
specify which behaviors will be 
reinforced, which consequences 
will follow those behaviors, and 
the schedule by which those 
consequences will be delivered

Positive reinforcement  
reinforcement that strengthens 
behavior by following behaviors 
with desirable consequences

Negative reinforcement  
reinforcement that strengthens 
behavior by withholding an 
unpleasant consequence when 
employees perform a specific 
behavior
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281CHAPTER 13: Motivation

index, and more will avoid a $4,000 increase in the cost 
of their medical insurance. Even though the company 
was threatened with discrimination lawsuits, it stood by 
the program, saying, “Honeywell wants its employees to 
be well-informed about their health status. We don’t be-
lieve that those employees who do work to lead health-
ier lifestyles should subsidize health care premiums for 
those who don’t.”59 The company claims that 60 percent 
of those screened have found and addressed at least one 
health risk so far.

By contrast, punishment weakens behavior (that 
is, decreases its frequency) by following behaviors with 
undesirable consequences. For example, the standard 

disciplinary or punishment process in most companies 
is an oral warning (“Don’t ever do that again”), followed  
by a written warning (“This letter is to discuss the 
serious problem you’re having with . . .”), followed 
by three days off without pay (“While you’re at home 
not being paid, we want you to think hard about . . .”),  
followed by being fired (“That was your last chance”). 
Though punishment can 
weaken behavior, managers 
have to be careful to avoid 
the backlash that some-
times occurs when employ-
ees are punished at work.

Exhibit 13.6

Adding Reinforcement Theory to the Model
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Valence Instrumentality Expectancy

Schedules of
Reinforcement

Reinforcement Contingencies

Extrinsic rewards and the schedules of reinforcement used to deliver them are the primary methods for creating
reinforcement contingencies in organizations. In turn, those reinforcement contingencies directly affect valence
(the attractiveness of rewards), instrumentality (the perceived link between rewards and performance), and effort
(how hard employees will work).

Satisfaction

Punishment reinforcement 
that weakens behavior by 
following behaviors with 
undesirable consequences

©
 C

en
ga

ge
 L

ea
rn

in
g

61592_ch13_ptg01.indd   281 10/23/15   4:00 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



282 PART fouR

Extinction is a reinforcement strategy in which 
a positive consequence is no longer allowed to fol-
low a previously reinforced behavior. By removing the 
positive consequence, extinction weakens the behav-
ior, making it less likely to occur. Based on the idea of 
positive reinforcement, most companies give company 
leaders and managers substantial financial rewards 
when the company performs well. Based on the idea 
of extinction, you would then expect that leaders and 
managers would not be rewarded (that is, the positive  
consequence would be removed) when companies 

perform poorly. This is 
not what happened at 
Staples, the office supply 
retailer. With two years 
of declining revenue and 
store sales and a below-
the-industry average stock 
price, top managers didn’t 
hit the performance goals 
required in the compa-
ny’s compensation plan.  
But instead of seeing their 
compensation drop, the 
Staples board of directors 
awarded top managers a 
new “Reinvention Cash 
Award,” which resulted 
in a bonus of $300,000 to 
the CEO, whose total pay 
was $10.8 million, and a 
bonus of $49,000 to the 
CFO, whose total pay was 
$2.2 million.60 If companies 
really want pay to reinforce 
the right kinds of behaviors 
then, unlike at Staples, re-
wards have to be removed 
when company manage-
ment doesn’t produce suc-
cessful performance. 

13-4b Schedules 
for Delivering 
Reinforcement
As mentioned earlier, a 
schedule of reinforce-
ment is the set of rules 
regarding reinforcement 
contingencies, such as 

which behaviors will be reinforced, which consequences 
will follow those behaviors, and the schedule by which 
those consequences will be delivered. There are two 
categories of reinforcement schedules: continuous and 
intermittent.

With continuous reinforcement schedules, 
a consequence follows every instance of a behav-
ior. For example, employees working on a piece-rate 
pay system earn money (consequence) for every part 
they manufacture (behavior). The more they produce, 
the more they earn. By contrast, with intermittent  
reinforcement schedules, consequences are deliv-
ered after a specified or average time has elapsed or 
after a specified or average number of behaviors has 
occurred. As Exhibit 13.7 shows, there are four types 
of intermittent reinforcement schedules. Two of these 
are based on time and are called interval reinforcement 
schedules; the other two, known as ratio schedules, are 
based on behaviors.

With fixed interval reinforcement schedules,  
consequences follow a behavior only after a fixed time 
has elapsed. For example, most people receive their 
paychecks on a fixed interval schedule (for example,  
once or twice per month). As long as they work  
(behavior) during a specified pay period (interval), they 
get a paycheck (consequence). With variable interval  
reinforcement schedules, consequences follow a 
behavior after different times, some shorter and some 
longer, that vary around a specified average time. On 
a 90-day variable interval reinforcement schedule, you 
might receive a bonus after 80 days or perhaps after  
100 days, but the average interval between perform-
ing your job well (behavior) and receiving your bonus  
(consequence) would be 90 days.

With fixed ratio reinforcement schedules, 
consequences are delivered following a specific num-
ber of behaviors. For example, a car salesperson might 
receive a $1,000 bonus after every ten sales. Therefore, 
a salesperson with only nine sales would not receive the 
bonus until he or she finally sold a tenth car.

With variable ratio reinforcement schedules, 
consequences are delivered following a different num-
ber of behaviors, sometimes more and sometimes less, 
that vary around a specified average number of behav-
iors. With a ten-car variable ratio reinforcement sched-
ule, a salesperson might receive the bonus after seven 
car sales, or after twelve, eleven, or nine sales, but the 
average number of cars sold before receiving the bonus 
would be ten cars.

Which reinforcement schedules work best? In 
the past, the standard advice was to use continuous 
reinforcement when employees were learning new 

Extinction reinforcement in 
which a positive consequence 
is no longer allowed to follow a 
previously reinforced behavior, 
thus weakening the behavior

Continuous reinforcement 
schedule a schedule that 
requires a consequence to be 
administered following every 
instance of a behavior

Intermittent reinforcement  
schedule a schedule in which 
consequences are delivered after 
a specified or average time has 
elapsed or after a specified or 
average number of behaviors has 
occurred

Fixed interval reinforcement  
schedule an intermittent 
schedule in which consequences 
follow a behavior only after a fixed 
time has elapsed

Variable interval 
reinforcement 
schedule an intermittent 
schedule in which the time 
between a behavior and the 
following consequences varies 
around a specified average

Fixed ratio reinforcement 
schedule an intermittent 
schedule in which consequences 
are delivered following a specific 
number of behaviors

Variable ratio 
reinforcement 
schedule an intermittent 
schedule in which consequences 
are delivered following a different 
number of behaviors, sometimes 
more and sometimes less, that 
vary around a specified average 
number of behaviors
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behaviors because reinforcement after each success 
leads to faster learning. Likewise, the standard ad-
vice was to use intermittent reinforcement schedules 
to maintain behavior after it is learned because inter-
mittent rewards are supposed to make behavior much 
less subject to extinction.61 Research shows, however, 
that except for interval-based systems, which usually 
produce weak results, the effectiveness of continuous 
reinforcement, fixed ratio, and variable ratio schedules 
differs very little.62 In organizational settings, all three 
consistently produce large increases over noncontin-
gent reward schedules. So managers should choose 
whichever of these three is easiest to use in their 
companies.

13-4c Motivating with 
Reinforcement Theory
What practical steps can managers take to use rein-
forcement theory to motivate employees? University 
of Nebraska business professor Fred Luthans, who 
has been studying the effects of reinforcement theory 
in organizations for more than a quarter of a century, 
says that there are five steps to motivating workers 
with reinforcement theory: identify, measure, analyze, 
intervene, and evaluate critical performance-related 
behaviors.63

Identify means singling out critical, observable, 
performance-related behaviors. These are the be-
haviors that are most important to successful job 
performance. In addition, they must also be eas-
ily observed so that they can be accurately measured. 
Measure means determining the baseline frequencies 
of these behaviors. In other words, find out how often 
workers perform them. Analyze means studying the 
causes and consequences of these behaviors. Analyz-
ing the causes helps managers create the conditions 

that produce these critical behaviors, and analyzing the 
consequences helps them determine if these behaviors 
produce the results that they want. Intervene means 
changing the organization by using positive and nega-
tive reinforcement to increase the frequency of these 
critical behaviors. Evaluate means assessing the extent 
to which the intervention actually changed workers’ 
behavior. This is done by comparing behavior after the 
intervention to the original baseline of behavior before 
the intervention.

In addition to these five steps, managers should re-
member three other key things when motivating with 
reinforcement theory. First, Don’t reinforce the wrong be-
haviors. Although reinforcement theory sounds simple, it’s 
actually very difficult to put into practice. One of the most 
common mistakes is accidentally reinforcing the wrong 
behaviors. Sometimes managers reinforce behaviors that 
they don’t want! If you want to become a merit-based 
company, stop rewarding behavior that is not exceptional, 
says Dave Anderson, a management consultant. Accord-
ing to him, “the average car sales-
person in the United States 
sells ten cars per month, 
but many pay plans 
begin to pay 
bonuses at 

Exhibit 13.7

Intermittent Reinforcement Schedules

Fixed Variable

INTERVAL (TIME) Consequences follow behavior after a fixed 
time has elapsed.

Consequences follow behavior after different times, some shorter and 
some longer, that vary around a specific average time.

RATIO (BEHAVIOR) Consequences follow a specific number of 
behaviors.

Consequences follow a different number of behaviors, sometimes more 
and sometimes less, that vary around a specified average number of 
behaviors.
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seven, eight, nine, or ten cars. Under a typical plan, an 
employee who sells eight cars gets a $200 bonus, another 
$250 for selling two additional cars, and $300 for selling 
two more cars. The total bonus for selling twelve cars in 
a month is $750.” Anderson notes, “Based on national av-
erages, such a pay plan financially rewards average and 
below-average results.” Many of his clients have revised 
their system and only pay an $800 bonus to an employee 
after he or she has sold twelve cars, thus ending bonus 
payments for employees who sell fewer than the target 
amount of cars.64 In this system, you pay more for better 
performance but don’t fall into the trap of rewarding and 
endorsing the wrong things—that is, rewarding below-
average performance.

Managers should also correctly administer punish-
ment at the appropriate time. Many managers believe 
that punishment can change workers’ behavior and help 
them improve their job performance. Furthermore, 
managers believe that fairly punishing workers also lets 
other workers know what is or isn’t acceptable.65 A danger  
of using punishment is that it can produce a backlash 
against managers and companies. But, if administered 
properly, punishment can weaken the frequency of 
undesirable behaviors without creating a backlash.66 To 
be effective, the punishment must be strong enough to 
stop the undesired behavior and must be administered 
objectively (same rules applied to everyone), imperson-
ally (without emotion or anger), consistently and con-
tingently (each time improper behavior occurs), and 
quickly (as soon as possible following the undesirable 
behavior). In addition, managers should clearly explain 
what the appropriate behavior is and why the employee 
is being punished. Employees typically respond well 
when punishment is administered this way.67

Finally, managers should choose the simplest and 
most effective schedule of reinforcement. When choosing 
a schedule of reinforcement, managers need to balance 
effectiveness against simplicity. In fact, the more complex 

the schedule of reinforce-
ment, the more likely it is 
to be misunderstood and 
resisted by managers and 
employees. For example, a 
forestry and logging com-
pany experimented with a 
unique variable ratio sched-
ule. When tree-planters  
finished planting a bag 
of seedlings (about 1,000 
seedlings per bag), they got 
to flip a coin. If they called 
the coin flip correctly 

(heads or tails), they were paid $4, double the regular rate 
of $2 per bag. If they called the coin flip incorrectly, they 
got nothing. The company began having problems when 
several workers and a manager, who was a part-time min-
ister, claimed that the coin flip was a form of gambling. 
Then another worker found that the company was taking 
out too much money for taxes from workers’ paychecks. 
Because the workers didn’t really understand the rein-
forcement schedule, they blamed the payment plan asso-
ciated with it and accused the company of trying to cheat 
them out of their money. After all of these problems, the 
researchers who implemented the variable ratio schedule 
concluded that “the results of this study may not be so 
much an indication of the relative effectiveness of differ-
ent schedules of reinforcement as they are an indication 
of the types of problems that one encounters when ap-
plying these concepts in an industrial setting.”68 In short, 
choose the simplest, most effective schedule of reinforce-
ment. Because continuous reinforcement, fixed ratio, and 
variable ratio schedules are about equally effective, con-
tinuous reinforcement schedules may be the best choice 
in many instances by virtue of their simplicity.

GoAL-sETTinG 
THEoRy

The basic model of motivation with which we began 
this chapter showed that individuals feel tension after  
becoming aware of an unfulfilled need. When they ex-
perience tension, they search for and select courses of  
action that they believe will eliminate this tension. In 
other words, they direct their behavior toward some-
thing. This something is a goal. A goal is a target, ob-
jective, or result that someone tries to accomplish.  
Goal-setting theory says that people will be motivated 
to the extent to which they accept specific, challenging 
goals and receive feedback that indicates their progress  
toward goal achievement. 

Let’s learn more about goal setting by examining 13-5a 
the components of goal-setting theory and 13-5b how 
to motivate with goal-setting theory.

13-5a Components of  
Goal-Setting Theory
The basic components of goal-setting theory are goal 
specificity, goal difficulty, goal acceptance, and perfor-
mance feedback.69 Goal specificity is the extent to 

13-5

Goal a target, objective, or 
result that someone tries to 
accomplish

Goal-setting theory 
the theory that people will be 
motivated to the extent to which 
they accept specific, challenging 
goals and receive feedback that 
indicates their progress toward 
goal achievement 

Goal specificity the extent 
to which goals are detailed, exact, 
and unambiguous
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which goals are detailed, exact, and unambiguous. Spe-
cific goals, such as “I’m going to have a 3.0 average this 
semester,” are more motivating than general goals, such 
as “I’m going to get better grades this semester.”

Goal difficulty is the extent to which a goal is 
hard or challenging to accomplish. Difficult goals, 
such as “I’m going to have a 3.5 average and make the 
dean’s list this semester,” are more motivating than 
easy goals, such as “I’m going to have a 2.0 average 
this semester.”

Goal acceptance, which is similar to the idea 
of goal commitment discussed in Chapter 5, is the  
extent to which people consciously understand and agree 
to goals. Accepted goals, such as “I really want to get a  
3.5 average this semester to show my parents how much 
I’ve improved,” are more motivating than unaccepted 
goals, such as “My parents really want me to get a 3.5  
average this semester, but there’s so much more I’d 
rather do on campus than study!”

Performance feedback is information about the 
quality or quantity of past performance and indicates 
whether progress is being made toward the accom-
plishment of a goal. To improve employees’ health and 
lower health care costs, Accenture, a global consulting 
company, gave 3,000 employees pedometers to record 
how many steps they took per day. More steps earned 
employees more points toward an electronic game from 
which they could earn cash awards. Linking awards 
to the feedback from pedometers led to employees 

walking 500 more steps per day. But employees walked 
an additional 664 steps per day on average after a  
Facebook-like “friends” feature allowed them to com-
pare their daily steps to their friends’. In short, in this 
case, performance feedback led to larger improvements 
than rewards. Stanford researcher Balaji Prabhakar 
said, “Money gets the ball rolling, but we know from the 
data that having friends has a big effect.”70 

How does goal setting work? To start, challenging 
goals focus employees’ attention (that is, direction of ef-
fort) on the critical aspects of their jobs and away from 
unimportant areas. Goals also energize behavior. When 
faced with unaccomplished goals, employees typically de-
velop plans and strategies to reach those goals. Goals also 
create tension between the goal, which is the desired fu-
ture state of affairs, and where the employee or company 
is now, meaning the current state of affairs. This tension 
can be satisfied only by achieving or abandoning the goal. 
Finally, goals influence persistence. Because goals only 
go away when they are accomplished, employees are 
more likely to persist in their efforts in the presence of 
goals, especially with performance feedback. Exhibit 13.8 
incorporates goals into the motivation model by showing 
how goals directly affect tension, effort, and the extent to 
which employees are energized to take action.

13-5b Motivating with  
Goal-Setting Theory
What practical steps can managers take to use goal-setting 
theory to motivate employees? Managers can do three 
things, beginning with assign specific, challenging goals. 
One of the simplest, most effective ways to motivate 
workers is to give them specific, challenging goals. At The  
Container Store, every morning begins with a huddle 
during which sales managers announce the sales goals 
for the day. Because 12 percent of sales go toward their  
higher-than-industry-average salaries, everyone under-
stands that sales volume is 
critical. Minute-by-minute 
status reports are posted 
for all stores in a particular 
region so that staff can see 
not only if they are keeping 
up, but how they are per-
forming compared to other 
stores. And staff members 
who are struggling are 
coached by managers so 
that they can better contrib-
ute to meeting the goal.71

Goal difficulty the extent to 
which a goal is hard or challenging 
to accomplish 

Goal acceptance the extent 
to which people consciously 
understand and agree to goals 

Performance feedback  
information about the quality or 
quantity of past performance that 
indicates whether progress is being 
made toward the accomplishment 
of a goal

Performance feedback is key to attaining 
goals. To improve employee awareness 
when it came to health, Accenture provided 
their employees with pedometers, to track 
the amount of steps they took daily.
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Second, managers should make sure workers 
truly accept organizational goals. Specific, challeng-
ing goals won’t motivate workers unless they really  
accept, understand, and agree to the organization’s goals. 
For this to occur, people must see the goals as fair and 
reasonable. Employees must also trust management 
and believe that managers are using goals to clarify 
what is expected from them rather than to exploit or 
threaten them (“If you don’t achieve these goals . . .”).  
Participative goal setting, in which managers and employ-
ees generate goals together, can help increase trust and 
understanding and thus acceptance of goals. Further-
more, providing workers with training can help increase 
goal acceptance, particularly when workers don’t believe 
they are capable of reaching the organization’s goals.72

Finally, managers should provide frequent, spe-
cific, performance-related feedback. After employees 
have accepted specific, challenging goals, they should 
receive frequent performance-related feedback so 
that they can track their progress toward goal com-
pletion. Feedback leads to stronger motivation and  
effort in three ways.73 Receiving specific feedback 
about the quality of their performance can encour-
age employees who don’t have specific, challeng-
ing goals to set goals to improve their performance.  
After people meet goals, performance feedback often 
encourages them to set higher, more difficult goals. 
And feedback lets people know whether they need to 
increase their efforts or change strategies in order to 
accomplish their goals.

Exhibit 13.8

Adding Goal-Setting Theory to the Model

Extrinsic
Rewards

Performance

Effort

Initiation

Direction

Persistence

Unsatisfied
Need

Tension Energized
to Take
Action

Perceived
Equity/Inequity

Intrinsic
Rewards

Perceived
Equity/Inequity

Restoring Equity

Decrease inputs

Increase outcomes

Rationalize inputs or
outcomes

Change the referent

Leave

Valence Instrumentality Expectancy

Satisfaction

Goals

Goals create tension between the goal, which is the desired future state of affairs, and where the employee or
company is now, meaning the current state of affairs. This tension can be satisfied only by achieving or abandoning
the goal. Goals also energize behavior. When faced with unaccomplished goals, employees typically develop plans
and strategies to reach those goals. Finally, goals influence persistence.
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287CHAPTER 13: Motivation

MoTivATinG WiTH 
THE inTEGRATEd 
ModEL

We began this chapter by defining motivation as the set 
of forces that initiates, directs, and makes people persist 
in their efforts to accomplish a goal. We also asked the 
basic question that managers ask when they try to figure 
out how to motivate their workers: What leads to effort? 
The answer to that question is likely to be somewhat dif-
ferent for each employee. So, if you’re having difficulty 
figuring out why people aren’t motivated where you 
work, check your Review Card for a useful, theory-based 
starting point.

13-6

LOcaTeD in TexTbOOk
 ◻ Rip-out and review chapter review card

LOcaTeD aT www.cengagebrain.cOm
 ◻ Review key term flashcards and create your  

own from StudyBits

 ◻ Track your knowledge and understanding of key  
concepts, using the concept tracker

 ◻ Complete practice and graded quizzes to prepare  
for tests

 ◻ Complete interactive content within the exposition

 ◻ View chapter highlight box content at the beginning  
of each chapter  

STUDY  
TOOLS 13
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Explain what leadership is.

Describe who leaders are and what effective leaders do.

Explain Fiedler’s contingency theory.

Describe how path-goal theory works.

Explain the normative decision theory.

Explain how visionary leadership (that is, charismatic or transformational) 
helps leaders achieve strategic leadership.
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LEAdERs vERsus 
MAnAgERs

If you’ve ever been in charge, or even just thought 
about it, chances are you’ve considered questions such 
as these: Do I have what it takes to lead? What are the 
most important things leaders do? How can I transform 
a poorly performing department, division, or company? 
Do I need to adjust my leadership depending on the 
situation and the employee? Why doesn’t my leadership 
inspire people? If you feel overwhelmed at the prospect 
of being a leader, you’re not alone—millions of leaders in 
organizations across the world struggle with these funda-
mental leadership issues on a daily basis.

The most common view of leaders is that they are “in 
charge.” But leadership is about more than just making 
decisions and giving orders. Bill Flemming, president of 
Skanska USA Building, a division of one of the world’s 
largest construction companies, notes, “When people 
[I lead] ask me a question [about solving a problem], I 
don’t always answer it with, ‘Yes, this is what I want you 
to do,’ or, ‘This is what I’d do.’” He goes on, “I’ve seen 
organizations where the boss makes all the decisions. 
That’s not leadership; that’s a boss. I don’t want to be 
the boss, I want to be the leader. So I want to get you to 
help me figure out what we’ve got to do here. Because 
if you’re deeply immersed in the problem or the issue, 
you probably know a lot more about it than I’m going to 
know. So what do you think is going to work?”1 

Whether you construct buildings, create and inno-
vate to bring new products to markets, or simply help 
a company gain competitive advantage and thereby in-
crease profits, leadership is the process of influenc-
ing others to achieve group or organizational goals. The 
knowledge and skills you’ll learn in this chapter won’t 
make the task of leadership less daunting, but they will 
help you navigate your journey as a leader.

According to late business professor Warren Bennis, 
the primary difference between leaders and managers 
is that leaders are concerned with doing the right thing, 
while managers are concerned with doing things right.2 
In other words, leaders begin with the question “What 
should we be doing?” while managers start with “How 
can we do what we’re already doing better?” Etsy.com is 
an online marketplace where creative entrepreneurs sell 
items, such as arts and crafts for homes, gifts, jewelry, 
and clothes, to customers. When Chad Dickerson in-
herited the difficult task of replacing Etsy’s founder and 
CEO, he focused on the leadership issue of what Etsy 
should be doing. He said, “We were losing our minds; 

14-1
the site was blowing up every day. I started a small group 
of the best engineers, and I called it the Breakfast Club.” 
He told them, “I know you don’t like to get up early, but 
I want you to come here for breakfast three days a week, 
and we’re going to talk about the future only, nothing 
about what’s going on [today]. We’re going to build the 
Etsy future.”3 

Leaders focus on vision, mission, goals, and ob-
jectives, while managers focus on productivity and ef-
ficiency. Managers see themselves as preservers of the 
status quo, while leaders see themselves as promoters 
of change and challengers of the status quo in that they 
encourage creativity and risk taking. Virginia Rometty, 
IBM’s CEO, plans to keep her $100 billion company 
growing and innovating by doing one thing—pressing 
managers and employees to take risks and embrace 
change. Rometty recently visited a team of IBM soft-
ware developers, and when the team leader assured her 
they would meet their year-end roll-out target, Rometty 
whipped around and replied, “No, no, no! Too slow. 
What can I do you help you move faster?” For this year’s 
planning retreat, she told her top executives, “Your as-
signment: one paragraph on what is IBM 10 years from 
now—no constraints, no sacred cows.” When IBM lead-
ers asked for more time and money to roll out IBM’s 
SmartCloud services, she told them, “The market is 
moving too fast. I can’t give you more time.” Finally, on 
a Saturday morning at Starbucks near his home, IBM 
VP Jeff Smith saw Rometty out of the corner of his eye 
and pulled his baseball cap down to avoid being seen. 
Rometty saw him nonetheless, walked straight over to 
him, lifted his cap, and asked, “What are we doing to 
change the company?”4

Another difference is that managers have a rela-
tively short-term perspective, while leaders take a 
long-term view. Managers are concerned with control 
and limiting the choices of others, while leaders are 
more concerned with expanding people’s choices and 
options.5 Managers also solve problems so that others 
can do their work, while leaders inspire and motivate 
others to find their own solutions. Finally, managers 
are also more concerned with means, how to get things 
done, while leaders are more concerned with ends, 
what gets done.

Although leaders are different from managers, 
organizations need them both. Managers are critical to 
getting out the day-to-day work, and leaders are critical 
to inspiring employees and 
setting the organization’s 
long-term direction. The 
key issue for any organiza-
tion is the extent to which 

Leadership the process of 
influencing others to achieve 
group or organizational goals
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it is properly led and properly managed. As Bennis 
said in summing up the difference between leaders 
and managers, “American organizations (and probably 
those in much of the rest of the industrialized world) 
are underled and overmanaged. They do not pay enough 
attention to doing the right thing, while they pay too 
much attention to doing things right.”6

WHo LEAdERs  
ARE And WHAT 
LEAdERs do

Chuck Robbins, CEO of Cisco, has a strong background 
in sales and is known as a relationship builder who is 
responsive and has a warm personal style.7 By contrast, 
Tony Rothman, CEO of Sony Pictures, is known for 
being a hard-nosed businessman, focused more on tasks 
than people, who is not afraid to cut costs or ruffle the 
feathers of the studio’s talent to bring a movie in on or 
under budget.8

Which one is likely to 
be successful as a CEO? 
According to a survey of 
1,542 senior managers, 
it’s the extrovert. Of those 
1,542 senior managers, 
47 percent felt that extro-
verts make better CEOs, 
while 65 percent said that 

14-2

being an introvert hurts a CEO’s chances of success.9 So 
clearly, senior managers believe that extroverted CEOs 
are better leaders. But are they? Not necessarily. In 
fact, a relatively high percentage of CEOs, 40 percent, 
are introverts. Yahoo! CEO Marissa Mayer admits she 
is an introvert who suffers from shyness, so much so 
that she even wants to leave parties at her home. She 
says, “I will literally look at my watch and say, ‘You can’t 
leave until time X. And if you’re still having a terrible 
time at time X, you can leave.” She’s learned, though, 
that if she stays till “time X,” she relaxes and begins to 
enjoy herself.10

So, what makes a good leader? Does leadership 
success depend on who leaders are, such as introverts  
or extroverts, or on what leaders do and how they 
behave?

Let’s learn more about who leaders are by investigating  
14-2a leadership traits and 14-2b leadership behaviors.

14-2a Leadership Traits
Trait theory is one way to describe who leaders are. Trait 
theory says that effective leaders possess a similar set 
of traits or characteristics. Traits are relatively stable 
characteristics such as abilities, psychological motives, or 
consistent patterns of behavior. For example, trait theory 
holds that leaders are taller and more confident and have 
greater physical stamina (that is, higher energy levels) 
than nonleaders. In fact, studies show we perceive those 
in authority as being taller than they actually are, and 
that taller people see themselves as more qualified to 
lead.11 Indeed, while just 14.5 percent of men are six 
feet tall, 58 percent of Fortune 500 CEOs are six feet or 
taller. Author Malcolm Gladwell says, “We have a sense, 
in our minds, of what a leader is supposed to look like, 
and that stereotype is so powerful that when someone 
fits it, we simply become blind to other considerations.”12 
Likewise, in terms of physical stamina, companies whose 
CEOs have run and finished a marathon have a stock 
valuation that is 5 percent larger than those whose CEO 
had not.13 Trait theory is also known as the “great person” 
theory because early versions of the theory stated that 
leaders are born, not made. In other words, you either 
have the right stuff to be a leader, or you don’t. And if 
you don’t, there is no way to get it.

For some time, it was thought that trait theory was 
wrong and that there are no consistent trait differences 
between leaders and nonleaders, or between effective 
and ineffective leaders. However, more recent evi-
dence shows that “successful leaders are not like other 

Trait theory a leadership 
theory that holds that effective 
leaders possess a similar set of 
traits or characteristics

Traits relatively stable 
characteristics, such as abilities, 
psychological motives, or 
consistent patterns of behavior

Sony CEO, Tony Rothman, is known for 
being a hard-nosed businessman, focused 
more on tasks than people. 
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291CHAPTER 14: Leadership

people,” that successful leaders are indeed different 
from the rest of us.14 More specifically, leaders are dif-
ferent from nonleaders in the following traits: drive, 
the desire to lead, honesty/integrity, self-confidence, 
emotional stability, cognitive ability, and knowledge of 
the business.15

Drive refers to high levels of effort and is character-
ized by achievement, motivation, initiative, energy, and 
tenacity. In terms of achievement and ambition, lead-
ers always try to make improvements or achieve suc-
cess in what they’re doing. Because of their initiative, 
they have strong desires to promote change or solve 
problems. Leaders typically have more energy—they 
have to, given the long hours they put in and followers’  
expectations that they be positive and upbeat. Thus, 
leaders must have physical, mental, and emotional 
vitality. Leaders are also more tenacious than nonlead-
ers and are better at overcoming obstacles and problems 
that would deter most of us. In an interview of Jack Ma, 
founder and board chair of China-based e-commerce 
giant Alibaba, veteran journalist Charlie Rose men-
tioned that Ma had faced a lot of rejection. Ma replied, 
“There’s an examination for young people [in China] to 
go to university. I failed it three times. I failed a lot. 
So, I applied to thirty different jobs and got rejected. 
I went for a job with the police; they said, ‘You’re no 
good.’ I  even went to KFC when it came to my city. 
Twenty-four people went for the job. Twenty-three were  
accepted. I was the only guy. . . .”16

Successful leaders also have a stronger desire to 
lead. They want to be in charge and think about ways 
to influence or convince others about what should or 
shouldn’t be done. Honesty/integrity is also impor-
tant to leaders. Honesty, being truthful with others, is 
a cornerstone of leadership. Without it, leaders won’t 
be trusted. When leaders are honest, subordinates are 
willing to overlook other flaws. Mike Lazzo, the execu-
tive vice president and creative director of Comedy 
Central’s Adult Swim, is known for giving honest feed-
back directly—even when it’s negative. Robert Smigel, 
creator of “The Jack and Triumph Show,” says, “He can 
be humorously blunt, which is refreshing compared to 
other network people who think you can’t take criticism 
without hearing five compliments first.”17 Integrity is 
the extent to which leaders do what they say they will 
do. Leaders may be honest and have good intentions, 
but if they don’t consistently deliver on what they prom-
ise, they won’t be trusted.

Self-confidence, or believing in one’s abilities, also 
distinguishes leaders from nonleaders. Self-confident 
leaders are more decisive and assertive and are more 
likely to gain others’ confidence. Moreover, self-confident 
leaders will admit mistakes because they view them as 
learning opportunities rather than as refutations of their 
leadership capabilities. LinkedIn CEO Jeff Weiner 
admits how challenging it can be for managers to recog-
nize their mistakes. One of the most difficult mistakes, 
he says, can be accepting when new hires don’t work out.  

Does Coke’s CEO Lack Sparkle?

For a company whose current motto “Open Happiness” is only one in a history of 
upbeat, feel-good slogans, Coke’s CEO Muhtar Kent can be decidedly gruff. Critics 

complain that he surrounds himself with “yes people” and may not realize when he’s 
shutting down discussion. Coke veteran Sandy Douglas says, “It’s a full-contact sport 
to argue strategy with Mr. Kent.” Despite an abrupt, and perhaps autocratic, leader-
ship style, Kent is devoted to Coke and its operations. He even carries a paint chip 
with the exact color of Coke red in his pocket so that, wherever he is in the world, he 
can compare it to delivery trucks, bottles, cans, and vending machines. And he un-
derstands the challenges facing the soft drink industry. “If we don’t do what we need 
to do quickly, effectively, execute 100%,” he says, “then somebody else will come and 
do it for us.”
source: M. Esterl, “Coke’s Chief’s solution for Lost fizz: More soda,” Wall Street Journal, A1, A12.

Muhtar Kent, CEO of Coca-Cola
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“It’s not easy to admit this to yourself. 
After all, as the CEO or owner, you’re 
largely responsible for the fact that 
the employee is now in over his or 
her head,” Weiner says. “Plus, admit-
ting the mistake means that you’ll have 
to overcome your internal wiring to 
‘finish the job’ and ‘not give up.’ Per-
sistence is often an admirable trait, but 
not when it prevents you from making 
a necessary midcourse adjustment.”18 

Leaders also have emotional stabil-
ity. Even when things go wrong, they re-
main even-tempered and consistent in their outlook and 
in the way they treat others. Leaders who can’t control 
their emotions, who anger quickly or attack and blame 
others for mistakes, are unlikely to be trusted.

Leaders are also smart—they typically have strong 
cognitive abilities. This doesn’t mean that leaders are 

necessarily geniuses—far from it. But 
it does mean that leaders have the 
capacity to analyze large amounts of 
seemingly unrelated, complex informa-
tion and see patterns, opportunities, 
or threats where others might not see 
them. Finally, leaders also know their 
stuff, which means they have superior 
technical knowledge about the busi-
nesses they run. Leaders who have a 
good knowledge of the business under-
stand the key technological decisions 

and concerns facing their companies. 
More often than not, studies indicate that effective lead-
ers have long, extensive experience in their industries. 
Tom Staggs has been with Walt Disney Co. nearly 
forty years, starting as a strategic planner. As CFO, 
he was involved in digital strategy and acquiring Pixar 
and Marvel. He ran Disney’s parks and resorts division, 
rolling out the My Magic Plus wireless wristband tech-
nology to help park guests make purchases and better 
plan their trips, and oversaw the $5.5 billion construc-
tion of Disney Shanghai. In 2015, he was promoted to 
Chief Operating Officer and is a leading candidate to be 
the next CEO.19

14-2b Leadership Behaviors
Thus far, you’ve read about who leaders are. But traits 
alone are not enough to make a successful leader. They 
are, however, a precondition for success. After all, it’s 
hard to imagine a truly successful leader who lacks most 
of these qualities. Leaders who have these traits (or many 
of them) must then take actions that encourage people 
to achieve group or organizational goals.20 Accordingly, 
we now examine what leaders do, meaning the behaviors 
they perform or the actions they take to influence others 
to achieve group or organizational goals.

Researchers at the University of Michigan, Ohio 
State University, and the University of Texas examined 
the specific behaviors that leaders use to improve subor-
dinate satisfaction and performance. Hundreds of stud-
ies were conducted, and hundreds of leader behaviors 
were examined. At all three universities, two basic leader 
behaviors emerged as central to successful leadership: 
initiating structure (called job-centered leadership at the 
University of Michigan and concern for production at 
the University of Texas) and considerate leader behavior 
(called employee-centered leadership at the University 
of Michigan and concern for people at the University of 
Texas).21 These two leader behaviors form the basis for 
many of the leadership theories discussed in this chapter.

Tom Staggs has had extremely 
successful career at Walt Disney Co. His 
accomplishments include the acquisition 
of Pixar and the construction and 
completion of Disney Shanghai.
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Initiating structure is the degree to which 
a leader structures the roles of followers by setting 
goals, giving directions, setting deadlines, and as-
signing tasks. A leader’s ability to initiate structure 
primarily affects subordinates’ job performance. 
CEO Carlos Ghosn has decreed that by 2016 Nissan 
will obtain an 8 percent global market share and an  
8 percent profit. This unusually specific strategic plan, 
called “Nissan Power 88,” has clear deadlines, direction, 
and tasks. It specifies that by 2016 Nissan will deliver 
an all-new car “every six weeks for six years,” for a total 
of sixty-six different models worldwide, it will launch 
ninety new technologies (fifteen per year) for its cars, 
sell 1.56 million electric cars, and its Infiniti brand will 
sell 10 percent of all luxury cars worldwide. Said Ghosn, 
“Nissan Power 88 is a demanding business plan, but 
our company has a proven track record of achieving 
challenging objectives.”22

Consideration is the extent to which a leader is 
friendly, approachable, and supportive and shows con-
cern for employees. Consideration primarily affects 
subordinates’ job satisfaction. Specific leader consider-
ation behaviors include listening to employees’ problems 
and concerns, consulting with employees before mak-
ing decisions, and treating employees as equals. Cheryl 
Bachelder, CEO of Popeye’s, spends a lot of time listen-
ing to franchisees who own and run Popeye’s restaurants. 
Before her arrival, Popeye’s had suffered several years of 
management turnover, strained relationships with fran-
chisees, and weak sales. To turn the chain around, Bach-
elder outlined a very specific plan and then consulted 
franchisees every step of the way. She listened when 
they asked to delay plans to remodel restaurants until 
they got their sales up and could afford the construction. 
Determining a national beverage supplier (that is, Coke 
or Pepsi) is a contentious issue in fast food, but Popeye’s 
needed to consolidate for cost savings. So, she convened 
a team, with equal numbers of franchisees who sold 
Coke and Pepsi, and then had them listen to supplier 
presentations and pick the winner.23 Asked about her 
leadership style, Bachelder responded, “We give dignity 
to human beings, and we attempt to be humble. People 
perform better under those conditions.”24

Although researchers at all three universities gen-
erally agreed that initiating structure and consideration 
were basic leader behaviors, their interpretation dif-
fered on how these two behaviors are related to one 
another and which are necessary for effective leader-
ship. The University of Michigan studies indicated that 
initiating structure and consideration were mutually 
exclusive behaviors on opposite ends of the same con-
tinuum. In other words, leaders who wanted to be more 

considerate would have to do less initiating of structure 
(and vice versa). The University of Michigan studies 
also indicated that only considerate leader behaviors 
(that is, employee-centered behaviors) were associ-
ated with successful leadership. By contrast, research-
ers at Ohio State University and the University of Texas 
found that initiating structure and consideration were  
independent behaviors, meaning that leaders can be 
considerate and initiate structure at the same time. 
Additional evidence confirms this finding.25 The same 
researchers also concluded that the most effective 
leaders were strong on both initiating structure and 
considerate leader behaviors.

This “high-high” approach can be seen in the upper-
right corner of the Blake/Mouton leadership grid, shown 
in Exhibit 14.1. Blake and Mouton used two leadership 
behaviors, concern for people (that is, consideration) 
and concern for production (that is, initiating structure), 
to categorize five different leadership styles. Both behav-
iors are rated on a nine-point scale, with 1 represent-
ing “low” and 9 representing “high.” Blake and Mouton 
suggest that a “high-high,” or 9,9, leadership style is the 
best. They call this style team management because lead-
ers who use it display a high concern for people (9) and a 
high concern for production (9).

By contrast, leaders use a 9,1 authority-compliance 
leadership style when they have a high concern for pro-
duction and a low concern for people. A 1,9 country club 
style occurs when leaders care about having a friendly, 
enjoyable work environment but don’t really pay much 
attention to production or performance. The worst 
leadership style, according to the grid, is the 1,1 impov-
erished leader, who shows little concern for people or 
production and does the bare minimum needed to keep 
his or her job. Finally, the 5,5 middle-of-the-road style 
occurs when leaders show a moderate amount of con-
cern for both people and production.

Is the team management style, with a high con-
cern for production and a high concern for people, 
the best leadership style? Logically, it would seem so. 
Why wouldn’t you want to show high concern for both 
people and production? Nonetheless, nearly fifty years 
of research indicates that 
there isn’t one best leader-
ship style. The best leader-
ship style depends on the 
situation. In other words, 
no one leadership behavior 
by itself and no one combi-
nation of leadership behav-
iors works well across all 
situations and employees.

Initiating structure the 
degree to which a leader structures 
the roles of followers by setting 
goals, giving directions, setting 
deadlines, and assigning tasks

Consideration the extent 
to which a leader is friendly, 
approachable, and supportive and 
shows concern for employees
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Exhibit 14.1

Blake/Mouton Leadership Grid
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1,9 Country Club Management
Thoughtful attention to needs of
people for satisfying relationships
leads to a comfortable, friendly
organizational atmosphere and work
tempo.

9,9 Team Management
Work accomplished is from
committed people. Interdependence
through a common stake in
organizational purpose leads to
relationships of trust and respect.

1,1 Impoverished Management
Exertion of minimum effort to get
required work done is appropriate to
sustain organization membership.

9,1 Authority-Compliance
Efficiency in operations results
from arranging conditions of work
in such a way that human elements
interfere to a minimum degree.

5,5 Middle-of-the-Road Management
Adequate organization performance is
possible through balancing the need to
get work done with maintaining morale of
people at a satisfactory level.

source: R. R. Blake and A. A. McCanse, “The Leadership grid®,” Leadership dilemmas—grid solutions (Houston: gulf Publishing Company), 21. 

PuTTing LEAdERs 
in THE RigHT 
siTuATion: fiEdLER’s 
ConTingEnCy 
THEoRy

After leader traits and behaviors, the situational approach 
to leadership is the third major method used in the study 

of leadership. We’ll review 
three major situational ap-
proaches to leadership—
Fiedler’s contingency 
theory, path-goal theory, 

14-3
and Vroom, Yetton, and Jago’s normative decision model. 
All assume that the effectiveness of any leadership 
style, the way a leader generally behaves toward follow-
ers, depends on the situation.26 A study of 130 restaurants 
in a pizza franchise examined the interaction between 
how extroverted store managers were and how involved 
employees were in trying “to bring about improved 
procedures [in the store.]” Profits were 16 percent above 
average in stores with extroverted managers and less in-
volved employees. In those instances, the strengths of 
the more outgoing boss fit well with the less involved 
employees. By contrast, profits were 14 percent below 
average in stores with extroverted leaders and highly in-
volved employees. Why? Because the extroverted lead-
ers were less comfortable with employees who wanted a 
say in making improvements. Again, leadership success 
depends on the situation.27 

Leadership style the way a 
leader generally behaves toward 
followers
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According to situational leader-
ship theories, there is no one best 
leadership style. But one of these 
situational theories differs from 
the other three in one significant 
way. Fiedler’s contingency theory 
assumes that leadership styles are 
consistent and difficult to change. 
Therefore, leaders must be placed 
in or matched to a situation that fits 
their leadership style. By contrast, 
the other three situational theories 
all assume that leaders are capable 
of adapting and adjusting their lead-
ership styles to fit the demands of 
different situations.

Fiedler’s contingency theory 
states that in order to maximize work 
group performance, leaders must be 
matched to the right leadership situation.28 
More specifically, the first basic assumption 
of Fiedler’s theory is that leaders are effective 
when the work groups they lead perform well. So, in-
stead of judging leaders’ effectiveness by what they do 
(that is, initiating structure and consideration) or who 
they are (that is, trait theory), Fiedler assesses leaders by 
the conduct and performance of the people they super-
vise. Second, Fiedler assumes that leaders are generally 
unable to change their leadership styles and that they will 
be more effective when their styles are matched to the 
proper situation. “There are some things that each of us 
are naturally good at, and there are some things that we 
probably are going to struggle with,” says Angus Davis, 
CEO of Swipely, which makes customer-management 
software. “It’s better to find a way to just work around 
your flaws rather than focusing too much on just trying 
to correct them. If you’re a great guitar player, it’s silly to 
focus too much on your piano skills.”29 

Third, Fiedler assumes that the favorableness of a 
situation for a leader depends on the degree to which the 
situation permits the leader to influence the behavior of 
group members. Fiedler’s third assumption is consistent 
with our definition of leadership as the process of influ-
encing others to achieve group or organizational goals. 
In other words, in addition to traits, behaviors, and a fa-
vorable situation to match, leaders have to be allowed 
to lead.

Let’s learn more about Fiedler’s contingency theory by 
examining 14-3a the least preferred coworker and 
leadership styles, 14-3b situational favorableness, and 
14-3c how to match leadership styles to situations.

14-3a Leadership Style: 
Least Preferred Coworker
When Fiedler refers to leadership style, 

he means the way that leaders generally 
behave toward their followers. Do the lead-

ers yell and scream and blame others when 
things go wrong? Or do they correct mistakes 

by listening and then quietly but directly 
make their point? Do they take credit 

for others’ work when things go 
right? Or do they make sure that 
those who did the work receive 
the credit they rightfully deserve? 
Do they let others make their own 
decisions and hold them account-

able for the results? Or do they mi-
cromanage, insisting that all decisions 

be approved first by them? Fiedler also 
assumes that leadership styles are tied to lead-

ers’ underlying needs and personalities. Because person-
alities and needs are relatively stable, he assumes that 
leaders are generally incapable of changing their lead-
ership styles. In other words, the way that leaders treat 
people now is probably the way they’ve always treated 
others. So, according to Fiedler, if your boss’s first in-
stinct is to yell and scream and blame others, chances are 
he or she has always done that.

Fiedler uses a questionnaire called the Least Pre-
ferred Coworker (LPC) scale to measure leadership style. 
When completing the LPC scale, people are instructed 
to consider all of the people with whom they have ever 
worked and then to choose the one person with whom 
they have worked least well. Fiedler explains, “This does 
not have to be the person you liked least well, but should 
be the one person with whom you have the most trouble 
getting the job done.”30

Would you describe your LPC as pleasant, friendly, 
supportive, interesting, cheerful, and sincere? Or would 
you describe the person as unpleasant, unfriendly, 
hostile, boring, gloomy, and insincere? People who 
describe their LPC in a positive way (scoring 64 and 
above) have relationship-oriented leadership styles. After 
all, if they can still be positive about their least preferred 
coworker, they must be 
people-oriented. By con-
trast, people who describe 
their LPC in a negative 
way (scoring 57 or below) 
have task-oriented leader-
ship styles. Given a choice, 

Contingency theory a 
leadership theory states that 
to maximize work group 
performance, leaders must be 
matched to the situation that best 
fits their leadership style
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How LPC is described Leadership style

positively relationship-oriented

negatively task-oriented

moderately flexible

296 PART fouR

they’ll focus first on getting the job done and second 
on making sure everyone gets along. Finally, those with 
moderate scores (from 58 to 63) have a more flexible 
leadership style and can be somewhat relationship-
oriented or somewhat task-oriented.

14-3b Situational Favorableness
Fiedler assumes that leaders will be more effective 
when their leadership styles are matched to the proper 
situation. More specifically, Fiedler defines situational 
favorableness as the degree to which a particular sit-
uation either permits or denies a leader the chance to 
influence the behavior of group members.31 In highly 
favorable situations, leaders find that their actions in-
fluence followers. But in highly unfavorable situations, 

leaders have little or no 
success influencing the 
people they are trying to 
lead.

Three situational fac-
tors determine the fa-
vorability of a situation: 
leader-member relations, 
task structure, and po-
sition power. The most 
important situational fac-
tor is leader-member 
relations, which refers to 
how well followers respect, 
trust, and like their lead-
ers. When leader-member 
relations are good, follow-
ers trust the leader, and 

there is a friendly work atmosphere. Task structure is 
the degree to which the requirements of a subordinate’s 
tasks are clearly specified. With highly structured tasks, 
employees have clear job responsibilities, goals, and 
procedures. Position power is the degree to which 
leaders are able to hire, fire, reward, and punish work-
ers. The more influence leaders have over hiring, firing, 
rewards, and punishments, the greater their power.

Exhibit 14.2 shows how leader-member relations, 
task structure, and position power can be combined into 
eight situations that differ in their favorability to leaders. 
In general, Situation I, on the left side of Exhibit 14.2, is 
the most favorable leader situation. Followers like and 
trust their leaders and know what to do because their 
tasks are highly structured. Also, the leaders have the 
formal power to influence workers through hiring, firing, 
rewarding, and punishing them. Therefore, it’s relatively 
easy for a leader to influence followers in Situation I. By 
contrast, Situation VIII, on the right side of Exhibit 14.2, 
is the least favorable situation for leaders. Followers 
don’t like or trust their leaders. Plus, followers are not 
sure what they’re supposed to be doing, given that their 
tasks or jobs are highly unstructured. Finally, leaders find 
it difficult to influence followers because they don’t have 
the ability to hire, fire, reward, or punish the people who 
work for them. In short, it’s very difficult to influence fol-
lowers given the conditions found in Situation VIII.

14-3c Matching Leadership Styles 
to Situations
After studying thousands of leaders and followers in 
hundreds of different situations, Fiedler found that the 

Situational 
favorableness the degree to 
which a particular situation either 
permits or denies a leader the 
chance to influence the behavior 
of group members

Leader-member 
relations the degree to which 
followers respect, trust, and like 
their leaders

Task structure the degree 
to which the requirements of a 
subordinate’s tasks are clearly 
specified

Position power the degree 
to which leaders are able to hire, 
fire, reward, and punish workers
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297CHAPTER 14: Leadership

performance of relationship- and task-oriented leaders 
followed the pattern displayed in Exhibit 14.3.

Relationship-oriented leaders with high LPC scores 
were better leaders (that is, their groups performed more 
effectively) under moderately favorable situations. In 
moderately favorable situations, the leader may be liked 
somewhat, tasks may be somewhat structured, and the 
leader may have some position power. In this situation, 
a relationship-oriented leader improves leader-member 
relations, which is the most important of the three situa-
tional factors. In turn, morale and performance improve.

By contrast, as Exhibit 14.3 shows, task-oriented 
leaders with low LPC scores are better leaders in highly 
favorable and unfavorable situations. Task-oriented 
leaders do well in favorable situations where leaders are 
liked, tasks are structured, and the leader has the power 
to hire, fire, reward, and punish. In these favorable situ-
ations, task-oriented leaders effectively step on the gas 
of a well-tuned car. Their focus on performance sets the 

goal for the group, which then charges forward to meet 
it. But task-oriented leaders also do well in unfavorable 
situations where leaders are disliked, tasks are unstruc-
tured, and the leader doesn’t have the power to hire, fire, 
reward, and punish. In these unfavorable situations, the 
task-oriented leader sets goals, which focus attention on 
performance and clarify what needs to be done, thus 
overcoming low task structure. This is enough to jump-
start performance even if workers don’t like or trust the 
leader.

Finally, though not shown in Exhibit 14.3, people 
with moderate LPC scores, who can be somewhat rela-
tionship-oriented or somewhat task-oriented, tend to do 
fairly well in all situations because they can adapt their 
behavior. Typically, though, they don’t perform quite as 
well as relationship-oriented or task-oriented leaders 
whose leadership styles are well matched to the situation.

Recall, however, that Fiedler assumes leaders 
to be incapable of changing their leadership styles. 

Exhibit 14.2

Situational Favorableness

Leader-Member Relations Good Good Good Good Poor Poor Poor Poor

Task Structure High High Low Low High High Low Low

Position Power Strong Weak Strong Weak Strong Weak Strong Weak

Situation I II III IV V VI VII VIII

Favorable Moderately Favorable Unfavorable

Exhibit 14.3

Matching Leadership Styles to Situations

Favorable Moderately Favorable Unfavorable

Task-
Oriented
Leaders

Relationship-
Oriented
Leaders

Good

G
ro

u
p

 P
er

fo
rm

an
ce Leader-Member

Relations
Good Good Good Good Poor Poor Poor Poor

Situation

Weak

High High Low Low High High Low

Strong Strong Weak Strong Weak Strong Weak

I II III IV V VI VII VIII

Low

Poor

Task
Structure

Position

Power
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298 PART fouR

Accordingly, the key to applying Fiedler’s contingency 
theory in the workplace is to accurately measure and 
match leaders to situations or to teach leaders how to 
change situational favorableness by changing leader-
member relations, task structure, or position power. 
Although matching or placing leaders in appropriate 
situations works particularly well, practicing managers 
have had little luck reengineering situations to fit their 
leadership styles. The primary problem, as you’ve no 
doubt realized, is the complexity of the theory.

In a study designed to teach leaders how to reengi-
neer their situations to fit their leadership styles, Fiedler 
found that most of the leaders simply did not understand 
what they were supposed to do to change their situa-
tions. Furthermore, if they didn’t like their LPC profile 
(perhaps they felt they were more relationship-oriented 
than their scores indicated), they arbitrarily changed it 
to better suit their view of themselves. Of course, the 
theory won’t work as well if leaders are attempting to 
change situational factors to fit their perceived leader-
ship style rather than their real leadership style.32

AdAPTing LEAdER 
BEHAvioR: PATH-
goAL THEoRy

Just as its name suggests, path-goal theory states 
that leaders can increase subordinate satisfaction and 
performance by clarifying and clearing the paths to goals 
and by increasing the number and kinds of rewards avail-
able for goal attainment. Said another way, leaders need 

to clarify how followers 
can achieve organizational 
goals, take care of problems 
that prevent followers from 
achieving goals, and then 
find more and varied re-
wards to motivate followers 
to achieve those goals.33

Leaders must meet 
two conditions for path 
clarification, path clear-
ing, and rewards to in-
crease followers’ motivation 
and effort. First, leader 
behavior must be a source 
of immediate or future 
satisfaction for followers. 

14-4

The things you do as a leader must either please 
your followers today or lead to activities or rewards 
that will satisfy them in the future. One of the key 
cultural principles followed by Charlie Kim, CEO of 
New  York-based Next Jump, which runs web-based  
reward programs for 90,000 companies, is “Better Me 1  
Better You 5 Better Us.” Kim says, “The culture we’re 
building is predicated on the concept of long-term, 
sustained happiness.”34 This is why Next Jump’s leadership 
frequently asks its people what would make them happier. 
Because of the long hours they put in, employees were 
spending half a day per weekend in a NYC laundromat 
doing their laundry. So they asked if washers and dryers 
could be installed at work to be used (and which they 
would pay for) when working late hours. Recognizing the 
problem (not laundry, but the secondary effect of long 
hours resulting in lost weekend time), Next Jump now 
pays for laundry service. Employees bring in laundry on 
Fridays and it returns done on Mondays in a bag with 
Next Jump’s logo and this phrase: “My company gets my 
laundry. I get my weekends back.”35 Next Jump’s culture 
is so positive, rewarding, and satisfying that 18,000 people 
applied for thirty-five openings last year. Furthermore, 
while the quit rate in the tech industry is 22 percent per 
year, Next Jump has an incredibly low 1 percent quit rate.

Second, while providing the coaching, guidance, 
support, and rewards necessary for effective work per-
formance, leader behaviors must complement and not 
duplicate the characteristics of followers’ work environ-
ments. Thus, leader behaviors must offer something 
unique and valuable to followers beyond what they’re 
already experiencing as they do their jobs or what they 
can already do for themselves.

In contrast to Fiedler’s contingency theory, path-
goal theory assumes that leaders can change and adapt 
their leadership styles. Exhibit 14.4 illustrates this 
process, showing that leaders change and adapt their 
leadership styles contingent on their subordinates or the 
environment in which those subordinates work.

Let’s learn more about path-goal theory by examining  
14-4a the four kinds of leadership styles that leaders 
use, 14-4b the subordinate and environmental 
contingency factors that determine when different 
leader styles are effective, and 14-4c the outcomes of 
path-goal theory in improving employee satisfaction 
and performance.

14-4a Leadership Styles
As illustrated in Exhibit 14.4, the four leadership styles in 
path-goal theory are directive, supportive, participative, 
and achievement oriented.36 Directive leadership 

Path-goal theory a 
leadership theory states that 
leaders can increase subordinate 
satisfaction and performance by 
clarifying and clearing the paths 
to goals and by increasing the 
number and kinds of rewards 
available for goal attainment

Directive leadership a 
leadership style in which the 
leader lets employees know 
precisely what is expected of them, 
gives them specific guidelines for 
performing tasks, schedules work, 
sets standards of performance, 
and makes sure that people follow 
standard rules and regulations
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299CHAPTER 14: Leadership

involves letting employees know precisely what is 
expected of them, giving them specific guidelines for 
performing tasks, scheduling work, setting standards 
of performance, and making sure that people follow 
standard rules and regulations. Directive leadership is 
very similar to initiating structure. 

Supportive leadership involves being approach-
able and friendly to employees, showing concern for 
them and their welfare, treating them as equals, and 
creating a friendly climate. Supportive leadership is very 
similar to considerate leader behavior. Supportive lead-
ership often results in employee satisfaction with the job 

and with leaders. This leadership 
style may also result in improved 
performance when it increases 
employee confidence, lowers 
employee job stress, or improves 
relations and trust between em-
ployees and leaders.37

Participative leadership 
involves consulting employees 
for their suggestions and input 
before making decisions. Partici-
pation in decision making should 
help followers understand which 
goals are most important and 
clarify the paths to accomplishing 
them. Furthermore, when people 
participate in decisions, they be-
come more committed to making 
them work. In Domino’s Pizza’s 
“Failure Is an Option” advertis-
ing campaign, Scott Hinshaw, 
Domino’s EVP of operations, says, 

“In order to get better, in order to 
move ahead, you’re going to make mistakes.”38 Domino’s 
President Russell Weiner explains, “Not every risk we 
have taken has turned out to be successful, but as a brand 
we have learned that sometimes you have to fail in or-
der to be great.”39 Andy Wetzel, Director of Product and 
Brand Innovation, uses the cookie pizza—an idea that 
never made it out of the test kitchens—as an example. 
Participative leadership is at the heart of Domino’s inno-
vation culture because everyone in the company, down to 
franchisees and entry-level 
employees, is encouraged 
to test new ideas. Patrick 
Doyle, Domino’s CEO, 
says, “At a big company, 
new ideas don’t typically 
come from the local store 
level. But a great idea can 
come from anywhere.”40 
Indeed, some of Domino’s 
best ideas, such as Par-
mesan Bread Bites, which 
were created by a fran-
chise manager in Findlay, 
Ohio, come straight from 
Domino’s stores.41

A c h i e v e m e n t -
oriented leadership 
means setting challeng-
ing goals, having high 

Exhibit 14.4

Path-Goal Theory

Leadership Styles
   Directive
   Supportive
   Participative
   Achievement-oriented

Subordinate
Contingencies
   Perceived ability
   Locus of control
   Experience

Environmental
Contingencies
   Task structure
   Formal authority system
   Primary work group

Outcomes
   Subordinate satisfaction
   Subordinate  performance

Supportive leadership a 
leadership style in which the 
leader is friendly and approachable 
to employees, shows concern for 
employees and their welfare, treats 
them as equals, and creates a 
friendly climate

Participative leadership a 
leadership style in which the 
leader consults employees for 
their suggestions and input before 
making decisions

Achievement-oriented 
leadership a leadership 
style in which the leader sets 
challenging goals, has high 
expectations of employees, 
and displays confidence 
that employees will assume 
responsibility and put forth 
extraordinary effort

Domino’s “Failure Is an Option” campaign, 
in which ideas can come from anywhere in 
the company and failures are encouraged, 
is an example of participatory leadership.
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300 PART fouR

expectations of employees, and displaying confi-
dence that employees will assume responsibility and 
put forth extraordinary effort. Asustek, a Taiwanese 
computer and phone maker, is the world’s largest pro-
ducer of computer motherboards and the fifth-largest 
producer of laptop computers (sold under the Asus 
brand). CEO Jerry Shen has challenged his manag-
ers and employees to make Asustek the world’s larg-
est supplier of touchscreen notebooks and the world’s 
second-largest seller of tablets, just behind Apple. 
Chen believes its Nexus 7, a $199 Android tablet with 
a 7-inch screen, and its VivoBook, a $500 Android tab-
let with an 11.6-inch screen, combined with its plans 
to offer an inexpensive 7-inch Windows 8 tablet will 
help Asustek achieve this challenging goal. One year 
after announcing the goal, Asustek had moved ahead 
of Amazon’s Kindle tablets to third place behind 
Samsung and Apple.42 

14-4b Subordinate and 
Environmental Contingencies
As shown in Exhibit 14.4, path-goal theory specifies 
that leader behaviors should be adapted to subordinate 
characteristics. The theory identifies three kinds of 
subordinate contingencies: perceived ability, experience, 
and locus of control. Perceived ability is simply how 
much ability subordinates believe they have for doing 
their jobs well. Subordinates who perceive that they have 
a great deal of ability will be dissatisfied with directive 
leader behaviors. Experienced employees are likely to 
react in a similar way. Because they already know how to 
do their jobs (or perceive that they do), they don’t need 
or want close supervision. By contrast, subordinates with 
little experience or little perceived ability will welcome 
directive leadership.

Locus of control is a personality measure that indi-
cates the extent to which people believe that they have 
control over what happens to them in life. Internals be-
lieve that what happens to them, good or bad, is largely 
a result of their choices and actions. Externals, on the 
other hand, believe that what happens to them is caused 
by external forces beyond their control. Accordingly, 
externals are much more comfortable with a directive 
leadership style, whereas internals greatly prefer a par-
ticipative leadership style because they like to have a say 
in what goes on at work.

Path-goal theory specifies that leader behaviors 
should complement rather than duplicate the character-
istics of followers’ work environments. There are three 
kinds of environmental contingencies: task structure, the 

formal authority system, and the primary work group. As 
in Fiedler’s contingency theory, task structure is the de-
gree to which the requirements of a subordinate’s tasks 
are clearly specified. When task structure is low, and 
tasks are unclear, directive leadership should be used be-
cause it complements the work environment. When task 
structure is high and tasks are clear, however, directive 
leadership is not needed because it duplicates what task 
structure provides. Alternatively, when tasks are stress-
ful, frustrating, or dissatisfying, leaders should respond 
with supportive leadership.

The formal authority system is an organization’s 
set of procedures, rules, and policies. When the 
formal authority system is unclear, directive leadership 
complements the situation by reducing uncertainty and 
increasing clarity. But when the formal authority system 
is clear, directive leadership is redundant and should not 
be used.

Primary work group refers to the amount of work-
oriented participation or emotional support that is 
provided by an employee’s immediate work group. 
Participative leadership should be used when tasks 
are complex, and there is little existing work-oriented 
participation in the primary work group. When tasks are 
stressful, frustrating, or repetitive, supportive leadership 
is called for.

Finally, because keeping track of all of these sub-
ordinate and environmental contingencies can get a bit 
confusing, Exhibit 14.5 provides a summary of when 
directive, supportive, participative, and achievement-
oriented leadership styles should be used.

14-4c Outcomes
Does following path-goal theory improve subordinate 
satisfaction and performance? Preliminary evidence 
suggests that it does.43 In particular, people who work 
for supportive leaders are much more satisfied with 
their jobs and their bosses. Likewise, people who work 
for directive leaders are more satisfied with their jobs 
and bosses (but not quite as much as when their bosses 
are supportive) and perform their jobs better, too. 
Does adapting one’s leadership style to subordinate 
and environmental characteristics improve subordinate 
satisfaction and performance? At this point, because it 
is difficult to completely test this complex theory, it’s too 
early to tell.44 However, because the data clearly show 
that it makes sense for leaders to be both supportive and 
directive, it also makes sense that leaders could improve 
subordinate satisfaction and performance by adding 
participative and achievement-oriented leadership styles 
to their capabilities as leaders.
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301CHAPTER 14: Leadership

AdAPTing LEAdER 
BEHAvioR: noRMATivE 
dECision THEoRy

Many people believe that making tough decisions is at 
the heart of leadership. Yet experienced leaders will tell 
you that deciding how to make decisions is just as impor-
tant. The normative decision theory (also known as 
the Vroom-Yetton-Jago model) helps leaders decide how 
much employee participation (from none to letting em-
ployees make the entire decision) should be used when 
making decisions.45

Let’s learn more about normative decision theory by 
investigating 14-5a decision styles and 14-5b decision 
quality and acceptance.

14-5a Decision Styles
Unlike nearly all of the other leadership theories dis-
cussed in this chapter, which have specified leadership 
styles, that is, the way a leader generally behaves toward 
followers, the normative decision theory specifies five 
different decision styles, or ways of making decisions. 
(See Chapter 5 for a more complete review of decision 
making in organizations.) As shown in Exhibit 14.6, those 
styles vary from autocratic decisions (AI or AII) on the 

14-5
left, in which leaders make the decisions by themselves, 
to consultative decisions (CI or CII), in which leaders 
share problems with subordinates but still make the de-
cisions themselves, to group decisions (GII) on the right, 
in which leaders share the problems with subordinates 
and then have the group make the decisions.

 GE Aircraft Engines in Durham, North Carolina, 
uses a similar approach when making decisions. Accord-
ing to Fast Company magazine, “At GE/Durham, every 
decision is either an ‘A’ decision, a ‘B’ decision, or a ‘C’ 
decision. An ‘A’ decision is one that the plant manager 
makes herself, without consulting anyone.”46 One plant 
manager said, “I don’t make very many of those, and 
when I do make one, everyone at the plant knows it. I 
make maybe ten or twelve a year.”47 “B” decisions are 
also made by the plant manager but with input from the 
people affected. “C” decisions, the most common type, 
are made by consensus, by the people directly involved, 
with plenty of discussion. With “C” decisions, the view of 
the plant manager doesn’t necessarily carry more weight 
than the views of those affected.48

14-5b Decision Quality  
and Acceptance
Management consultant 
John Canfield says, “Lead-
ers are responsible for im-
proving the performance 

Exhibit 14.5

Path-Goal Theory: When to Use Directive, Supportive, Participative,  
or Achievement-Oriented Leadership

Directive  
Leadership

Supportive 
Leadership

Participative 
Leadership

Achievement-Oriented 
Leadership

Unstructured tasks Structured, simple,  
repetitive tasks  
Stressful, frustrating tasks

Complex tasks Unchallenging tasks

Workers with external 
locus of control

Workers lack confidence Workers with internal 
locus of control

Unclear formal 
authority system

Clear formal authority 
system

Workers not satisfied 
with rewards

Inexperienced workers Experienced workers

Workers with low  
perceived ability

Workers with high 
perceived ability

Normative decision theory  
a theory that suggests how leaders 
can determine an appropriate 
amount of employee participation 
when making decisions
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of organizations. Two significant components of 
[a leader’s] decisions are the quality of the decision and 
the level of buy-in associated with it. Effective leaders 
want them both.”49 According to the normative decision 
theory, using the right degree of employee participa-
tion improves the quality of decisions and the extent to 
which employees accept and are committed to decisions 

(that is, buy-in). Exhibit 14.7 lists the decision rules that 
normative decision theory uses to increase the quality 
of a decision and the degree to which employees accept 
and commit to it.

The quality, leader information, subordinate infor-
mation, goal congruence, and problem structure rules 
are used to increase decision quality. For example, the 

Determining Your Priorities

Leaders are often asked to participate in a flood of strategic 
initiatives, both internal and external. According to Sandy 

Ogg, the former chief human resources officer at Unilever, ex-
ecutives often have more than 100 invitations to participate 
in corporate initiatives at any one time, so he devised a three-
step decision tree to help busy executives identify where to 
invest their time and effort. First, make a list of every initiative 
asking for your participation. Second, rank each initiative ac-
cording to the stature of its sponsor, the quality of the team, 
the time frame, and the budget. Finally, put less effort into low-
ranking initiatives to free up time for higher-ranking initiatives. 
source: H. ibarra, “The Way to Become a ‘strategic’ Executive,” Wall Street Journal, 
february 23, 2015, R7.

Exhibit 14.6

Normative Theory, Decision Styles, and Levels of Employee Participation

Leader solves the 
problem or makes the 
decision

Leader is willing to accept 
any decision supported by 

the entire group

AI
Using information 
available at the time, 
the leader solves the 
problem or makes the 
decision.

AII
The leader obtains 
necessary information 
from employees and 
then selects a solution to 
the problem. When asked 
to share information, 
employees may or may 
not be told what the 
problem is. 

CI
The leader shares the 
problem and gets ideas 
and suggestions from 
relevant employees 
on an individual basis. 
Individuals are not 
brought together as a 
group. Then the leader 
makes the decision, 
which may or may not 
reflect their input. 

CII
The leader shares the 
problem with employees 
as a group, obtains their 
ideas and suggestions, 
and then makes the 
decision, which may 
or may not reflect their 
input.

GII
The leader shares the problem with 
employees as a group. Together, 
the leader and employees generate 
and evaluate alternatives and try to 
reach an agreement on a solution. 
The leader acts as a facilitator and 
does not try to influence the group. 
The leader is willing to accept and 
implement any solution that has the 
support of the entire group.

source: Table 2.1, decision Methods for group and individual Problems, from Leadership and Decision-Making (Pittsburgh: university of Pittsburgh Press, 1973),  
by v. H. vroom and P. W. yetton.

Do
cs

to
ck

m
ed

ia
/S

hu
tt

er
st

oc
k.

co
m

61592_ch14_ptg01.indd   302 10/23/15   4:04 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.
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leader information rule states that if a leader doesn’t 
have enough information to make a decision on his or 
her own, then the leader should not use an autocratic 
decision style. The commitment probability, subor-
dinate conflict, and commitment requirement rules 
shown in Exhibit 14.7 are used to increase employee 
acceptance and commitment to decisions. For exam-
ple, the commitment requirement rule says that if de-
cision acceptance and commitment are important, and 
the subordinates share the organization’s goals, then 
you shouldn’t use an autocratic or consultative style. In 
other words, if followers want to do what’s best for the 
company, and you need their acceptance and commit-
ment to make a decision work, then use a group deci-
sion style and let them make the decision. As you can 
see, these decision rules help leaders improve decision 
quality and follower acceptance and commitment by 
eliminating decision styles that don’t fit the particular 
decision or situation they’re facing. Normative decision 
theory, like path-goal theory, is situational in nature. The 
abstract decision rules in Exhibit 14.7 are framed as  
yes/no questions, which makes the process of applying 
these rules more concrete. These questions are shown 
in the decision tree displayed in Exhibit 14.8. You start 
at the left side of the tree and answer the first question, 

“How important is the technical quality of this decision?” 
by choosing “high” or “low.” Then you continue by an-
swering each question as you proceed along the decision 
tree until you get to a recommended decision style.

Let’s use the model to make the decision of whether 
to change from private offices to open offices and cubi-
cles. The problem sounds simple, but it is actually more 
complex than you might think. Follow the yellow line 
in Exhibit 14.8 as we work through the decision in the 
following discussion.

Exhibit 14.7

Normative Theory Decision Rules

sources: Adapted from v. H. vroom, “Leadership,” in Handbook of Industrial and Organizational Psychology, ed. M. d. dunnette (Chicago: Rand Mcnally, 1976);  
v. H. vroom and A. g. Jago, The New Leadership: Managing Participation in Organizations (Englewood Cliffs, nJ: Prentice Hall, 1988).

Decision Rules to Increase Decision Quality

Quality Rule. If the quality of the decision is important, then don’t use an autocratic decision style.
Leader Information Rule. If the quality of the decision is important, and if the leader doesn’t have enough information to make the decision 
on his or her own, then don’t use an autocratic decision style.
Subordinate Information Rule. If the quality of the decision is important, and if the subordinates don’t have enough information to make 
the decision themselves, then don’t use a group decision style.
Goal Congruence Rule. If the quality of the decision is important, and subordinates’ goals are different from the organization’s goals, then 
don’t use a group decision style.
Problem Structure Rule. If the quality of the decision is important, the leader doesn’t have enough information to make the decision on his 
or her own, and the problem is unstructured, then don’t use an autocratic decision style.

Decision Rules to Increase Decision Acceptance

Commitment Probability Rule. If having subordinates accept and commit to the decision is important, then don’t use an autocratic 
decision style.
Subordinate Conflict Rule. If having subordinates accept the decision is important and critical to successful implementation, and 
subordinates are likely to disagree or end up in conflict over the decision, then don’t use an autocratic or consultative decision style.
Commitment Requirement Rule. If having subordinates accept the decision is absolutely required for successful implementation, and 
subordinates share the organization’s goals, then don’t use an autocratic or consultative style.

Problem: Change to oPen 
offiCes and CubiCles?

1. Quality requirement: How important is the technical 
quality of this decision? High. This question has to do 
with whether there are quality differences in the alter-
natives and whether those quality differences matter. 
In other words: Is there a lot at stake in this decision? 
People have incredibly strong reactions to giving up 
private offices for cubicles. While companies use open 
offices to increase communication, workers will see this 
as a loss of privacy and status. Yes, there is a lot at stake.
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Exhibit 14.8

Normative Decision Theory Tree for Determining the Level of Participation  
in Decision Making

source: figure 9.3, decision-Process flow Chart for Both individual and group Problems, from Leadership and Decision-Making (Pittsburgh: university of Pittsburgh 
Press, 1973), by v. H. vroom and P. W. yetton.
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visionARy 
LEAdERsHiP

Strategic leadership is the ability to anticipate, en-
vision, maintain flexibility, think strategically, and work 
with others to initiate changes that will create a posi-
tive future for an organization.52 When he first became 
CEO at Ryder System, Robert Sanchez gave an inef-
fective one-hour speech trying to lay out his strategic 
priorities in truck rental and leasing, logistics and sup-
ply chain, and truck fleet management. The speech, 
he says, was overly complex with too many financial 
terms and numbers, so, “People weren’t paying atten-
tion. Several front-line employees gave blank stares 
when I asked if they understood what we were try-
ing to accomplish.” When strategic change didn’t take 
hold as fast as he liked, he reshaped his message into 
a fifteen-minute focused presentation at the company’s 
management summit. There, he had much more suc-
cess creating urgency to change when he displayed a 
slide with 100 trucks representing their markets. Only 
two were yellow, which is Ryder’s color. That, he says, 
finally, “Clicked with a lot of people.”53 Thus, strategic 
leadership captures how leaders inspire their compa-
nies to change and their followers to give extraordinary 
effort to accomplish organizational goals.

In Chapter 5, we defined a purpose statement, 
which is often referred to as an organizational mission or 
vision, as a statement of a company’s purpose or reason 
for existing. Similarly, visionary leadership creates a 
positive image of the future that motivates organizational 
members and provides direction for future planning and 
goal setting.54

Two kinds of visionary leadership are 14-6a charismatic 
leadership and 14-6b transformational leadership.

14-6a Charismatic Leadership
Charisma is a Greek word 
meaning “divine gift.” The 
ancient Greeks saw people 
with charisma as inspired 
by the gods and capable 
of incredible accomplish-
ments. German sociolo-
gist Max Weber viewed 
charisma as a special bond 
between leaders and fol-
lowers.55 Weber wrote 
that the special qualities 

14-62. Commitment requirement: How important is subor-
dinate commitment to the decision? High. Changes 
in offices, from private to open settings, require 
subordinate commitment or they fail. In fact, it’s not 
uncommon for companies to abandon open offices 
after trying them.

3. Leader’s information: Do you have sufficient 
information to make a high-quality decision?  
Yes. Let’s assume that you’ve done your homework. 
Much has been written about open offices and 
cubicles, from how to make the change to the effects 
it has in companies (which are mixed, sometimes 
positive, and sometimes negative.).

4. Commitment probability: If you were to make the 
decision by yourself, is it reasonably certain that your 
subordinate(s) would be committed to the decision? 
No. Studies of companies that change from private 
offices to open offices find that employees’ initial 
reactions are almost uniformly negative. Employees 
are likely to be angry if you change something as 
personal as their offices without consulting them.

5. Goal congruence: Do subordinates share the organi-
zational goals to be attained in solving this problem? 
Probably not. The goals that usually accompany a 
change to open offices are a more informal culture, 
better communication, and less money spent 
on renting or buying office space (because open 
offices and cubicles take less square footage than 
private offices), none of which will matter much to 
employees who are losing their private offices.

6. CII is the answer: With a CII, or consultative decision 
process, the leader shares the problem with 
employees as a group, obtains their ideas and sug-
gestions, and then makes the decision, which may 
or may not reflect their input. So, given the answers 
to these questions (remember, different managers 
won’t necessarily answer these questions the same 
way), the normative decision theory recommends 
that leaders consult with their subordinates before 
deciding whether to change from private offices to 
open offices and cubicles.

How well does the normative decision theory work? 
A prominent leadership scholar has described it as the 
best supported of all leadership theories.50 In general, the 
more managers violate the decision rules in Exhibit 14.7, 
the less effective their decisions are, especially with 
respect to subordinate acceptance and commitment.51

Strategic leadership the 
ability to anticipate, envision, 
maintain flexibility, think 
strategically, and work with others 
to initiate changes that will create a 
positive future for an organization

Visionary leadership  
leadership that creates a positive 
image of the future that motivates 
organizational members and 
provides direction for future 
planning and goal setting
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of charismatic leaders enable them to strongly influ-
ence followers. Weber also noted that charismatic lead-
ers tend to emerge in times of crisis and that the radical 
solutions they propose enhance the admiration that fol-
lowers feel for them. In fact, charismatic leaders tend 
to have incredible influence over followers who may be 
inspired by their leaders and become fanatically devoted 
to them. From this perspective, charismatic leaders are 
often seen as larger-than-life or more special than other 
employees of the company.

Charismatic leaders have strong, confident, dynamic 
personalities that attract followers and enable the lead-
ers to create strong bonds with their followers. Followers 
trust charismatic leaders, are loyal to them, and are 

inspired to work toward 
the accomplishment of 
the leader’s vision. Follow-
ers who become devoted 
to charismatic leaders 
may go to extraordinary 
lengths to please them. 
Therefore, we can define 
charismatic leadership 
as the behavioral tenden-
cies and personal character-
istics of leaders that create 
an exceptionally strong rela-
tionship between them and 
their followers. Charismatic 
leaders also

 ▸ articulate a clear vision for the future that is based 
on strongly held values or morals;

 ▸ model those values by acting in a way consistent 
with the vision;

 ▸ communicate high performance expectations to 
followers; and

 ▸ display confidence in followers’ abilities to achieve 
the vision.56

Does charismatic leadership work? Studies indicate 
that it often does. In general, the followers of charismatic 
leaders are more committed and satisfied, are better 
performers, are more likely to trust their leaders, and 
simply work harder.57 Nonetheless, charismatic leadership 
also has risks that are at least as large as its benefits. The 
problems are likely to occur with ego-driven charismatic 
leaders who take advantage of fanatical followers.

In general, there are two kinds of charismatic lead-
ers, ethical charismatics and unethical charismatics.58 
Ethical charismatics provide developmental opportu- 
nities for followers, are open to positive and nega-
tive feedback, recognize others’ contributions, share 
information, and have moral standards that empha-
size the larger interests of the group, organization, or 
society. Twenty years ago, J. J. Irani, then CEO of Tata 
Steel, had to close down a money-losing steel plan in 
Jamshedpur, India. Given that Tata not only guaranteed 
all employees’ jobs but also jobs for their children (after 
you had worked at Tata twenty-five years), this was the 
first time that any Tata employees would lose their jobs. 

Charismatic leadership  
the behavioral tendencies and 
personal characteristics of leaders 
that create an exceptionally strong 
relationship between them and 
their followers

Ethical charismatics  
charismatic leaders who provide 
developmental opportunities for 
followers, are open to positive 
and negative feedback, recognize 
others’ contributions, share 
information, and have moral 
standards that emphasize the 
larger interests of the group, 
organization, or society
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Rather  than doing only what was best for Tata, Irani 
decided that laid-off employees, age 40 or under, would 
receive full salaries for the remainder of their working 
lives. Laid-off employees over 40 would get salaries plus 
a 20  percent to 50 percent bonus, depending on how 
close they were to retirement. Moreover, workers’ fami-
lies would receive the payments even if the workers died 
prior to retiring. Tata benefitted, too, because it no lon-
ger had to pay payroll taxes, and part of the deal was that 
workers’ payments would not increase over time. Over 
time, its labor costs shrunk, but its reputation as a car-
ing employer among Indian managers and workers per-
sisted.59 As you would expect, ethical charismatics like 
Irani produce stronger commitment, higher satisfaction, 
more effort, better performance, and greater trust.

By contrast, unethical charismatics control and 
manipulate followers, do what is best for themselves 
instead of their organizations, want to hear only positive 
feedback, share information that is only beneficial to 
themselves, and have moral standards that put their in-
terests before everyone else’s. Russell Wasendorf, Sr., 
former CEO and founder of Peregrine Financial Group, 
a commodities trading firm, stole $215 million over the 
course of twenty years from his clients and the company. 
Wasendorf printed false bank statements to hide his 
theft, used some of the stolen money to falsely boost 
Peregrine’s financial performance, and used the money 
to live well above his means, “hiring a ‘four-star chef’ to 
run Peregrine’s cafeteria, building an expansive house 
with a swimming pool, and sinking investor money into 
ventures like an Italian restaurant—the staff of which 
he once flew to Italy for a vacation.” The 65-year-old 
Wasendorf was sentenced to fifty years in prison.60

Because followers can become just as committed 
to unethical charismatics as to ethical charismatics, 
unethical characteristics pose a tremendous risk 
for companies. Professor Diane Chandler explains, 
“By being greatly influenced by charismatic leaders, 
followers are apt to agree with, feel affection for, and 
obey them. With charismatic leaders fostering a sense 
of strong identification with followers, they may likewise 
curry followers’ inordinate allegiance to them in the face 
of unethical or moral leadership indiscretion.”61

Exhibit 14.9 shows the stark differences between 
ethical and unethical charismatics on several leader 
behaviors: exercising power, creating the vision, commu-
nicating with followers, accepting feedback, stimulating 
followers intellectually, developing followers, and living 
by moral standards. For example, ethical charismatics 
account for the concerns and wishes of their followers 
when creating a vision by having followers participate 
in the development of the company vision. By contrast, 

unethical charismatics develop a vision by themselves 
solely to meet their personal agendas. One unethical 
charismatic said, “The key thing is that it is my idea; and 
I am going to win with it at all costs.”62

14-6b Transformational Leadership
While charismatic leadership involves articulating a 
clear vision, modeling values consistent with that vision, 
communicating high performance expectations, and 
establishing very strong relationships with followers, 
transformational leadership goes further by 
generating awareness and acceptance of a group’s 
purpose and mission and by getting employees to see 
beyond their own needs and self-interest for the good of 
the group.63 Like charismatic leaders, transformational 
leaders are visionary, but they transform their organiza-
tions by getting their followers to accomplish more than 
they intended and even more than they thought possible.

Transformational leaders are able to make their fol-
lowers feel that they are a vital part of the organization 
and help them see how their jobs fit with the organiza-
tion’s vision. By linking individual and organizational in-
terests, transformational leaders encourage followers to 
make sacrifices for the organization because they know 
that they will prosper when the organization prospers. 
Transformational leadership has four components: char-
ismatic leadership or idealized influence, inspirational 
motivation, intellectual stimulation, and individualized 
consideration.64

Charismatic leadership or idealized influence means 
that transformational leaders act as role models for their 
followers. Because transformational leaders put others’ 
needs ahead of their own and share risks with their fol-
lowers, they are admired, 
respected, and trusted, and 
followers want to emulate 
them. When Whole Foods’ 
profit dropped 10 percent 
and the company needed 
to trim costs, co-CEO 
John Mackey voluntarily 
cut his pay by 67 percent. 
Likewise, Jay Leno, who 
hosted the Tonight Show 
for twenty-two years, vol-
untarily took a $15 million 
cut in pay when NBC an-
nounced that it needed to 
cut $20 million in costs for 
the show. While twenty 
employees were let go, 

Unethical charismatics  
charismatic leaders who control 
and manipulate followers, do what 
is best for themselves instead of 
their organizations, want to hear 
only positive feedback, share 
only information that is beneficial 
to themselves, and have moral 
standards that put their interests 
before everyone else’s

Transformational 
leadership leadership 
that generates awareness and 
acceptance of a group’s purpose 
and mission and gets employees 
to see beyond their own needs 
and self-interests for the good of 
the group
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mission. In turn, this leads to greater enthusiasm and op-
timism about the future. 

Intellectual stimulation means that transformational 
leaders encourage followers to be creative and innova-
tive, to question assumptions, and to look at problems 
and situations in new ways even if their ideas are dif-

ferent from those of leaders. In-
tolerant of mediocrity and 

the status quo, Sir James 
Dyson, is a unique combi-
nation of inventor, engineer, 
businessman, and artist. 
From its launch of the dual 
cyclone vacuum, his com-
pany has grown from a few 
people all using one phone 
to 6,000 employees in the 
United Kingdom, Singapore, 
and Malaysia booking nearly 
$2 billion in annual revenue 

Exhibit 14.9

Ethical and Unethical Charismatics

source: J. M. Howell and B. J. Avolio, “The Ethics of Charismatic Leadership: submission or Liberation?” Academy of Management Executive 6, no. 2 (1992): 43–54.

Charismatic 
Leader Behaviors Ethical Charismatics . . . Unethical Charismatics . . .

Exercising power . . . use power to serve others. . . . use power to dominate or manipulate others for personal gain.

Creating the vision . . . allow followers to help develop the vision. . . . are the sole source of vision, which they use to serve their 
personal agendas.

Communicating  
with followers

. . . engage in two-way communication and 
seek out viewpoints on critical issues.

. . . engage in one-way communication and are not open to 
suggestions from others.

Accepting feedback . . . are open to feedback and willing to learn 
from criticism. 

. . . have inflated egos, thrive on attention and admiration of 
sycophants, and avoid candid feedback.

Stimulating followers 
intellectually

. . . want followers to think and question status 
quo as well as leader’s views. 

. . . don’t want followers to think but instead want uncritical 
acceptance of leader’s ideas.

Developing followers . . . focus on developing people with whom 
they interact, express confidence in them, and 
share recognition with others.

. . . are insensitive and unresponsive to followers’ needs and 
aspirations.

Living by moral 
standards

. . . follow self-guided principles that may 
go against popular opinion and have three 
virtues: courage, a sense of fairness or justice, 
and integrity.

. . . follow standards only if they satisfy immediate self-interests, 
manipulate impressions so that others think they are doing the 
right thing, and use communication skills to manipulate others to 
support their personal agendas.

Leno’s voluntary pay cut absorbed 75 percent of the 
needed cost reduction so that many other long-time staff-
ers on the show could keep their jobs.65 Thus, in contrast 
to purely charismatic leaders (especially unethical char-
ismatics), transformational leaders can be counted on to 
do the right thing and maintain high standards for ethical 
and personal conduct. 

Inspirational motiva-
tion means that transforma-
tional leaders motivate 
and inspire followers by 
providing meaning and 
challenge to their work.  
By clearly communicating 
expectations and demon-
strating commitment to 
goals, transformational lead-
ers help followers envi-
sion future states, such as 
the organizational vision or Ve
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from vacuums, lighting, robotics, and even agriculture. 
Dyson’s top-secret laboratory is staffed by more than 
1,000 engineers, and even though Sir James is no lon-
ger involved in the daily operation of the company, he 
still holds monthly “James Reviews” of new initiatives. 
Engineer Annmarie Nicolson says, “It can be nerve-
wracking because he’s so inquisitive. He’ll always ask 
you a question you don’t have an answer to. We’ll sit for 
hours brainstorming, and we’ll filter it down to what we 
think works best and build a prototype. James will say, 
‘Have you thought about this?’ and we’ll say, ‘Well no, 
we haven’t.’”66

Individualized consideration means that transforma-
tional leaders pay special attention to followers’ individual 
needs by creating learning opportunities, accepting and 
tolerating individual differences, encouraging two-way 
communication, and being good listeners.

Finally, a distinction needs to be drawn between 
transformational leadership and transactional lead-
ership. While transformational leaders use vision-
ary and inspirational appeals to influence followers, 
transactional leadership is based on an exchange 
process in which followers are rewarded for good per-
formance and punished for poor performance. When 
leaders administer rewards fairly and offer followers the 
rewards that they want, followers will often reciprocate 
with effort. A problem, however, is that transactional 
leaders often rely too heavily on discipline or threats to 
bring performance up to standards. This may work in 
the short run, but it’s much less effective in the long run. 
Also, as discussed in Chapters 11 and 13, many leaders 
and organizations have difficulty successfully linking pay 
practices to individual performance. As a result, stud-
ies consistently show that transformational leadership 
is much more effective on average than transactional 

leadership. In the United 
States, Canada, Japan, and 
India at all organizational 
levels, from first-level su-
pervisors to upper-level 
executives, followers view 
transformational leaders as 
much better leaders and are much more satisfied when 
working for them. Furthermore, companies with trans-
formational leaders have significantly better financial 
performance.67
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15 Managing Communication

LEARNING OutcOmEs

Explain the role that perception plays in communication and 
communication problems.

Describe the communication process and the various kinds  
of communication in organizations.

Explain how managers can manage effective one-on-one 
communication.

Describe how managers can manage effective organization-wide 
communication.

15-1

15-2

15-3

15-4
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311CHAPTER 15: Managing Communication

heard over lunch, stories about the company in the press, 
or a video broadcast of a speech from the CEO to all 
employees. Just being exposed to an informational stimu-
lus, however, is no guarantee that an individual will pay 
attention or attend to that stimulus. People experience 
stimuli through their own perceptual filters—the  
personality-, psychology-, or  
experience-based differen-
ces that influence them to 
ignore or pay attention to 
particular stimuli. Because 
of filtering, people exposed 
to the same information will 
often disagree about what 
they saw or heard. As shown 
in Exhibit 15.1, perceptual 
filters affect each part of the 
perception process: atten-
tion, organization, interpre-
tation, and retention.

PERCEPTion And 
CoMMuniCATion 
PRoblEMs

It’s estimated that managers spend over 80 percent of 
their day communicating with others.1 Indeed, much 
of the basic management process—planning, organiz-
ing, leading, and controlling—cannot be performed 
without effective communication. If this weren’t reason 
enough to study communication, consider that effective 
oral communication—achieved by listening, following 
instructions, conversing, and giving feedback—is the 
most important skill for college graduates who are en-
tering the workforce.2 Communication is the process 
of transmitting information from one person or place to 
another. While some bosses sugarcoat bad news, smart 
managers understand that effective, straightforward 
communication between managers and employees is es-
sential for success.

One study found that when employees were asked 
whether their supervisor gave recognition for good work, 
only 13 percent said their supervisor gave a pat on the 
back, and a mere 14 percent said their supervisor gave 
sincere and thorough praise. But when the supervisors of 
these employees were asked if they gave recognition for 
good work, 82 percent said they gave pats on the back, 
while 80 percent said that they gave sincere and thor-
ough praise.3 Given that these managers and employees 
worked closely together, how could they have had such 
different perceptions of something as simple as praise?

Let’s learn more about perception and communication 
problems by examining 15-1a the basic perception 
process, 15-1b perception problems, 15-1c how we 
perceive others, and 15-1d how we perceive our-
selves. We’ll also consider how all of these factors make 
it difficult for managers to communicate effectively.

15-1a Basic Perception Process
As shown in Exhibit 15.1, perception is the process by 
which individuals attend to, organize, interpret, and re-
tain information from their environments. And because 
communication is the process of transmitting informa-
tion from one person or place to another, perception is 
obviously a key part of communication. Yet perception 
can also be a key obstacle to communication.

As people perform their jobs, they are exposed to a 
wide variety of informational stimuli such as emails, di-
rect conversations with the boss or coworkers, rumors 

15-1
Exhibit 15.1

Basic Perception Process

Filter

Perceptual Filter

Filter

Perceptual

Perceptual

Perceptual Filter

Stimulus Stimulus Stimulus

Retention

Perception

Interpretation

Organization

Attention

Communication the process 
of transmitting information from 
one person or place to another

Perception the process 
by which individuals attend 
to, organize, interpret, and 
retain information from their 
environments

Perceptual filters  
the personality-, psychology-, or 
experience-based differences that 
influence people to ignore or pay 
attention to particular stimuli
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Attention is the process of noticing, or becom-
ing aware of, particular stimuli. Because of perceptual 
filters, we attend to some stimuli and not others. For  
instance, a study at the University of Illinois asked viewers 
to watch people in black shirts and white shirts toss a 
basketball back and forth and to count the number of 
times someone in a black shirt tossed the basketball.  
Because their perceptual filters had narrowed to track the  
activities of people in black shirts, half of the viewers did  
not notice when the experimenters had someone in a go-
rilla suit walk through the midst of the people tossing the 
basketball back and forth.4 Organization is the process of 
incorporating new information (from the stimuli that you 
notice) into your existing knowledge. Because of percep-
tual filters, we are more likely to incorporate new knowl-
edge that is consistent with what we already know or 
believe. Interpretation is the process of attaching mean-
ing to new knowledge. Because of perceptual filters, our 
preferences and beliefs strongly influence the meaning 
we attach to new information (for example, “This de-
cision must mean that top management supports our 
project”). Finally, retention is the process of remember-
ing interpreted information. Retention affects what we 
recall and commit to memory after we have perceived 
something. Of course, perceptual filters affect retention 
as much as they do organization and interpretation.

For instance, imagine that you miss the first ten min-
utes of a TV show and turn on your TV to see two people 
talking to each other in a living room. As they talk, they 
walk around the room, picking up and putting down vari-
ous items. Some items, such as a ring, watch, and credit 
card, appear to be valuable, while others appear to be 
drug-related, such as a water pipe for smoking mari-
juana. In fact, this situation was depicted on videotape in 
a well-known study that manipulated people’s perceptual 
filters.5 Before watching the video, one-third of the study 
participants were told that the people were there to rob 
the apartment. Another third were told that police were 
on their way to conduct a drug raid and that the people 
in the apartment were getting rid of incriminating evi-
dence. The remaining third of the participants were told 
that the people were simply waiting for a friend.

After watching the video, participants were asked 
to list all of the objects from the video that they could 

remember. Not surpris-
ingly, the different per-
ceptual filters (theft, drug 
raid, and waiting for a 
friend) affected what the 
participants attended to,  
how they organized the 

information, how they interpreted it, and ultimately 
which objects they remembered. Participants who 
thought a theft was in progress were more likely  
to remember the valuable objects in the video. Those 
who thought a drug raid was imminent were more likely 
to remember the drug-related objects. There was no dis-
cernible pattern to the items remembered by those who 
thought that the people in the video were simply waiting 
for a friend.

In short, because of perception and perceptual 
filters, people are likely to pay attention to different 
things, organize and interpret what they pay attention 
to differently, and, finally, remember things differ-
ently. Consequently, even when people are exposed to 
the same communications (for example, organizational 
memos, discussions with managers or customers), they 
can end up with very different perceptions and under-
standings. This is why communication can be so difficult 
and frustrating for managers. Let’s review some of the 
communication problems created by perception and 
perceptual filters.

15-1b Perception Problems
Perception creates communication problems for orga-
nizations because people exposed to the same commu-
nication and information can end up with completely 
different ideas and understandings. Two of the most 
common perception problems in organizations are selec-
tive perception and closure.

At work, we are constantly bombarded with sen-
sory stimuli: phones ringing, people talking in the back-
ground, computers dinging as new email arrives, people 
calling our names, and so forth. As limited processors 
of information, we cannot possibly notice, receive, and 
interpret all of this information. As a result, we attend to 
and accept some stimuli but screen out and reject others. 
This isn’t a random process.

Selective perception is the tendency to notice 
and accept objects and information consistent with 
our values, beliefs, and expectations, while ignoring or 
screening out inconsistent information. For example, in 
a research study, pedestrians are stopped on a sidewalk 
by a man who asks for directions. Ten seconds into giving 
directions, two people carrying a door walk between the 
man who asked for directions, on the left, and the pedes-
trian, on the right. When the door goes by, the man who 
asked for directions quickly switches places with one of 
the young men carrying the door. The pedestrian, how-
ever, doesn’t see this switch because the door blocks the 
view. Like the invisible gorilla example above, 50 percent 
of the time people don’t even notice that they’re talking 

Selective perception the 
tendency to notice and accept 
objects and information consistent 
with our values, beliefs, and 
expectations, while ignoring or 
screening inconsistent information
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to a different man and go right back to giving directions. 
Selective perception, is one of the biggest contributors 
to misunderstandings and miscommunication, because 
it strongly influences what people see, hear, read, and 
understand at work.6

After we have initial information about a person, 
event, or process, closure is the tendency to fill in the 
gaps where information is missing, that is, to assume that 
what we don’t know is consistent with what we already 
do know. If employees are told that budgets must be 
cut by 10 percent, they may automatically assume that 
10 percent of employees will lose their jobs, too, even if 
that isn’t the case. Not surprisingly, when closure occurs, 
people sometimes fill in the gaps with inaccurate infor-
mation, which can create problems for organizations.

15-1c Perceptions  
of Others
Attribution theory says 
that we all have a basic need 
to understand and explain 
the causes of other people’s 
behavior.7 In other words, 
we need to know why people 
do what they do. According 
to attribution theory, we use 
two general reasons or attri-
butions to explain people’s 
behavior: an internal attri
bution, in which behavior 
is thought to be voluntary 
or under the control of the 
individual, and an external attribution, in which be-
havior is thought to be involuntary and outside of the 
control of the individual.

If you’ve ever seen someone changing a flat tire on 
the side of the road and thought to yourself, “What rotten  
luck—somebody’s having a bad day,” you perceived the 
person through an external attribution known as the de-
fensive bias. The defensive bias is the tendency for 
people to perceive themselves as personally and situ-
ationally similar to someone who is having difficulty or 
trouble.8 When we identify with the person in a situa-
tion, we tend to use external attributions (that is, features 
related to the situation) to explain the person’s behavior. 
For instance, because flat tires are common, it’s easy to 
perceive ourselves in that same situation and put the 
blame on external causes such as running over a nail.

Now, let’s assume a different situation, this time in 
the workplace:

A utility company worker puts a ladder on a utility 
pole and then climbs up to do his work. As he’s do
ing his work, he falls from the ladder and seriously 
injures himself.9

Answer this question: Who or what caused the acci-
dent? If you thought, “It’s not the worker’s fault. Anybody 
could fall from a tall ladder,” then you interpreted the 
incident with a defensive bias in which you saw yourself 
as personally and situationally similar to someone who 
is having difficulty or trouble. In other words, you made 
an external attribution by attributing the accident to an 
external cause or some feature of the situation.

Most accident investigations, however, initially  
blame the worker (that is, an internal attribution)  
and not the situation (that is, an external attribution).  

Typically, 60 to 80 percent 
of workplace accidents 
each year are blamed on 
“operator error,” that is, 
on the employees them-
selves. In reality, more 
complete investigations usu-
ally show that workers are 
responsible for only 30 to  
40 percent of all work-
place accidents.10 Why are 
acci dent investigators so 
quick to blame workers? The 
reason is that they are com-
mitting the fundamental  
attribution error, which 

is the tendency to ignore 
external causes of behavior 
and to attribute other 
people’s actions to internal 
causes.11 In other words, 
when investigators exam-
ine the possible causes of 
an accident, they’re much 
more likely to assume that 
the accident is a function 
of the person and not the 
situation.

Which attribution—
the defensive bias or the 
fundamental attribution 
error—are workers likely 
to make when something 
goes wrong? In general, 

Closure the tendency to fill in 
gaps of missing information by 
assuming that what we don’t know 
is consistent with what we already 
know

Attribution theory the 
theory that we all have a basic 
need to understand and explain 
the causes of other people’s 
behavior

Defensive bias the tendency 
for people to perceive themselves 
as personally and situationally 
similar to someone who is having 
difficulty or trouble

Fundamental attribution 
error the tendency to ignore 
external causes of behavior and to 
attribute other people’s actions to 
internal causes
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as shown in Exhibit 15.2, employees and coworkers 
are more likely to perceive events and explain behavior 
from a defensive bias. Because they do the work them-
selves and see themselves as similar to others who make 
mistakes, have accidents, or are otherwise held respon-
sible for things that go wrong at work, employees and 
coworkers are likely to attribute problems to external 
causes such as failed machinery, poor support, or inad-
equate training. By contrast, because they are typically 
observers (who don’t do the work themselves) and see 
themselves as situationally and personally different from 
workers, managers tend to commit the fundamental at-
tribution error and blame mistakes, accidents, and other 
things that go wrong on workers (that is, an internal 
attribution).

Consequently, workers and managers in most 
workplaces can be expected to take opposite views 

when things go wrong.  
Therefore, the defensive 
bias, which is typically used 
by workers, and the fun-
damental attribution error, 
which is typically made by 
managers, together present 

a significant challenge to effective communication and 
understanding in organizations.

15-1d Self-Perception
The self-serving bias is the tendency to overestimate 
our value by attributing successes to ourselves (internal 
causes) and attributing failures to others or the environ-
ment (external causes).12 The self-serving bias can make 
it especially difficult for managers to talk to employees 
about performance problems. In general, people have 
a need to maintain a positive self-image. This need is 
so strong that when people seek feedback at work, they 
typically want verification of their worth (rather than in-
formation about performance deficiencies) or assurance 
that mistakes or problems weren’t their fault.13 People 
can become defensive and emotional when manage-
rial communication threatens their positive self-image. 
They quit listening, and communication becomes in-
effective. In the second half of the chapter, which 
focuses on improving communication, we’ll explain 
ways in which managers can minimize this self-serving  
bias and improve effective one-on-one communication  
with employees.

Exhibit 15.2

Defensive Bias and Fundamental Attribution Error

How can they expect us to
make sales if they don’t

have hot-selling inventory
in stock? We can’t sell

what’s not there.

That new employee isn’t
 very good. I may have to

 get rid of him if his 
sales don’t improve.

Fundamental Attribution Error—
the tendency to ignore external causes 
of behavior and to attribute other 
people’s actions to internal causes

The BossThe Coworker

Defensive Bias—
the tendency for people to perceive themselves 
as personally and situationally similar to someone 
who is having difficulty or trouble

That’s the third sale I’ve lost this
week because company management

doesn't keep enough inventory in
 stock. I can't sell it if we don't have it.

The Employee

Defensive Bias—
the tendency for people to perceive themselves 
as personally and situationally similar to someone 
who is having difficulty or trouble

Self-serving bias the 
tendency to overestimate our 
value by attributing successes to 
ourselves (internal causes) and 
attributing failures to others or the 
environment (external causes)

©
 C

en
ga

ge
 L

ea
rn

in
g

61592_ch15_ptg01.indd   314 10/23/15   4:31 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



315CHAPTER 15: Managing Communication

Kinds oF 
CoMMuniCATion

There are many kinds of communication—formal, infor-
mal, coaching/counseling, and nonverbal—but they all 
follow the same fundamental process.

Let’s learn more about the different kinds of comm
unication by examining 15-2a the communication  
process, 15-2b formal communication channels, 15-
2c informal communication channels, 15-2d coaching 
and counseling, or one-on-one communication, and 
15-2e nonverbal communication.

15-2a The Communication Process
At the beginning of this chapter, we defined communi
cation as the process of transmitting information from 
one person or place to another. Exhibit 15.3 displays 
a model of the communication process and its major  
components: the sender (message to be conveyed, encod-
ing the message, transmitting the message); the receiver  
(receiving message, decoding the message, and the mes-
sage that was understood); and noise, which interferes 
with the communication process.

The communication process begins when a sender 
thinks of a message he or she wants to convey to another 
person. For example, you had a 
flu shot and a pneumonia shot, 
and yet you’ve had an unexplain-
able fever for nine days, so you 
visit the doctor. The doctor asks a 
series of questions regarding your 
appetite, fatigue, tenderness in 
your abdomen, and whether your 
fever comes and goes during the 
day. The doctor, the sender, runs 
some tests and then has you, the 
receiver, come back the next day 
to provide a diagnosis and recom-
mend a treatment. 

The next step is to encode 
the message. Encoding means 
putting a message into a written,  
verbal, or symbolic form that can 
be recognized and understood by 
the receiver. In our example, this 
means the doctor has to take the 
technical language of medicine and 
lab test results and communicate it 

15-2
in a way that patients can understand. This is not easy to 
do. And the difficulty of doing this well is compounded by 
the average doctor’s visit lasting less than fifteen minutes. 
And, while your visit might be fifteen minutes, you’re not 
getting a full fifteen minutes to talk to the doctor. Not 
surprisingly, 60 percent of patients feel as if their doctor 
is rushing through their exam. Despite this, 58 percent 
of surveyed patients say their doctors do a good job of 
explaining things to them. But, as we’ll see in a few steps, 
that doesn’t mean communication has been effective.14

The sender then transmits the message via commu
nication channels. The traditional communication chan-
nel for doctors and patients is face-to-face discussion in 
the doctor’s office. Ironically, though, the introduction 
of electronic health records may be interfering with 
that. Dr. Rita Redberg, at the University of California 
San Francisco Medical Center, says, “The recent intro-
duction of electronic health records in the office, for 
example, requires many doctors to spend much of a  
patient exam looking at a computer screen instead of the 
patient in order to record information.” Studies show 
that one-third of the time, doctors forget to give patients 
critical information. An-
other critical study found 
that across thirty differ-
ent medical conditions, 
patients only received all 

Exhibit 15.3

The Interpersonal Communication Process

Communication  Channel

Sender

Feedback to Sender

Receiver

Message to
be conveyed

Encode 
message

Transmit
message

Message that
was understood

Decode 
message

Receive
message

Com nel
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Encoding putting a message 
into a written, verbal, or symbolic 
form that can be recognized and 
understood by the receiver
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the information they needed from their doctors 
about 55 percent of the time.15 Why? In an 
average fifteen-minute doctor’s visit, the doctor 
will spend just 1.3 minutes telling the patient 
about his or her condition, prognosis, and 
treatment. Furthermore, as we will see, that 
1.3 minutes is filled with information that 
is too complex and technical for the typical  
patient to understand.16

With some communication channels such 
as the telephone and face-to-face communi-
cation, the sender receives immediate feedback,  
whereas with others such as email  
(or text messages and file attachments), 
fax, beepers, voice mail, memos, 
and letters, the sender must wait 
for the receiver to respond. Un-
fortunately, because of techni-
cal difficulties (for example, fax 
down, dead battery in the cell 
phone, inability to read email  
attachments) or people-based transmission problems 
(for example, forgetting to pass on the message), mess-
ages aren’t always transmitted. 

If the message is transmitted and received, however, 
the next step is for the receiver to decode it. Decoding  
is the process by which the receiver translates the ver-
bal or symbolic form of the message into an understood 
message. Surveys indicate that many patients clearly do 
not understand what their doctors are telling them. Up 
to 85 percent of hospitalized patients don’t even know 
the name of the doctor in charge of their treatment. As 
many as 58 percent don’t know why they were admit-
ted to the hospital. Likewise, in a typical fifteen-minute 
doctor’s appointment, half of patients will leave without 
understanding what their doctor has told to them to do 
to get better.17 Unfortunately, even when patients seem 
to understand what their doctors are telling them in that 

fifteen-minute visit, it turns 
out that they immediately 
forget 80 percent of that 
medical information, and 
then half of what they re-
member is wrong!18 

The last step of the com-
munication process occurs 
when the receiver gives the 
sender feedback. Feedback  
to sender is a return mes-
sage to the sender that 
indicates the receiver’s un-
derstanding of the message 

(of what the receiver was supposed to know, to 
do, or not to do). Feedback makes senders 

aware of possible miscommunications and 
enables them to continue communicat-
ing until the receiver understands the 
intended message. Because of the diffi-
culties of communicating complex medi-

cal information in too little time, many 
doctors now employ the “teach-back” 

method at the end of a patient visit, where 
they ask patients to explain in their own words 

what they’ve heard the doctor say regard-
ing their problem (diagnosis), 

whether they’ll get better 
(prognosis), and what the 
patient is supposed to do 
after they leave the doctor’s  
office (that is, treatment 
plan and managing medi-
cations).19 Even so, much 
progress needs to be made 

as about half of patients are not even asked if they have 
questions.20

Unfortunately, feedback doesn’t always occur in the 
communication process. Complacency and overconfi-
dence about the ease and simplicity of communication 
can lead senders and receivers to simply assume that 
they share a common understanding of the message and,  
consequently, to not use feedback to improve the  
effectiveness of their communication. This is a serious 
mistake, especially as messages and feedback are always 
transmitted with and against a background of noise. Part of 
the background noise in medicine is how well medical in-
formation is communicated between medical profession-
als. After all, medicine is a “team sport” involving various 
doctors, physician assistants, nurses, and other care profes-
sionals for each patient. Medical mistakes kill 500 people 
per day, and 80 percent of those deaths are caused by mis-
communication that occurs when patients are transferred 
from one set of caregivers to another, for instance, the 
night-shift nurses not communicating key information to 
the day-shift nurses, or one doctor not being aware of the 
diagnosis and treatment plan of another doctor on a case.21 

Noise is anything that interferes with the transmis-
sion of the intended message. Noise can occur in any of 
the following situations:

 ▸ The sender isn’t sure what message to  
communicate.

 ▸ The message is not clearly encoded.

 ▸ The wrong communication channel is chosen.

 ▸ The message is not received or decoded properly.

Decoding the process by 
which the receiver translates the 
written, verbal, or symbolic form 
of a message into an understood 
message

Feedback to sender in 
the communication process, a 
return message to the sender 
that indicates the receiver’s 
understanding of the message

Noise anything that interferes 
with the transmission of the 
intended message
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317CHAPTER 15: Managing Communication

 ▸ The receiver doesn’t have the experience or time 
to understand the message. Emotional outbursts 
are an often unrecognized type of noise. Whether 
yelling, crying, sulking, or table pounding, strong 
emotions interfere with the transmission of in-
tended messages. The outburst itself, however, is a 
signal that what’s being discussed touches strongly 
held beliefs or values. The first step in addressing 
noise related to strong emotions is spotting early 
indicators, such as body language not matching 
words. Acknowledge the difficulty of the issue, and 
then ask them to share their views. Next, listen to 
the response, and ask follow-up questions. Finally, 
work toward resolution by helping them articulate 
their core issues.22 We’ll cover listening and asking 
questions in greater detail in the “Coaching and 
Counseling: One-on-One Communication” section 
later in this chapter.

Jargon, which is vocabulary particular to a profes-
sion or group, is another form of noise that interferes 
with communication in the workplace. Any idea what 
“rightsizing,” “unsiloing,” “pain points,” “drilling down,” 
and “sync up” mean? Rightsizing means laying off work-
ers. Unsiloing means getting workers in different parts of 
the company (that is, different vertical silos) to work with 
others outside their own areas. Pain points are customer 

problems that represent opportunities for businesses 
to fix. Drilling down is moving from a general analysis 
to a more specific, in-depth focus with greater detail.  
Finally, sync up means making sure everyone knows what 
is happening.23 Unfortunately, the business world is rife 
with jargon. Carol Hymowitz of the Wall Street Journal 
points out, “A new crop of buzzwords usually sprouts ev-
ery three to five years, or about the same length of time 
many top executives have to prove themselves. Some 
can be useful in swiftly communicating, and spread-
ing, new business concepts. Others are less useful, even 
devious.”24

15-2b Formal  
Communication  
Channels
An organization’s formal 
communication channel,  
is the system of offi-
cial channels that carry 
organizatio nally approved 
messages and information. 
Organiza tional objectives, 
rules, poli cies, procedures, 

Jargon vocabulary particular 
to a profession or group that 
interferes with communication in 
the workplace

Formal communication 
channel the system of 
official channels that carry 
organizationally approved 
messages and information

An App for Sender’s Remorse

Most everyone has experienced send-
er’s remorse—that sinking feeling 

you get when you send an email to the 
wrong person, or divulge one opinion too 
many about a coworker in an interoffice 
memo. Gmail and Outlook have features 
for recalling emails, but they rarely work 
as desired. UnSend.it is an app that aims 
to solve sender’s remorse by converting 
messages to JPEG images and embedding 
the JPEG into the email body. Until the 
recipient opens the message, the sender 
can edit or replace the JPEG. The app 
does have a few practical limitations. Most  
Outlook and Gmail inboxes block images 
by default, and users of any service might find a business email containing an image with no text a little suspect. Additionally, without a  
CC function, UnSend.it is only suitable for direct communications to one or more recipients. But for those with overzealous sending 
habits, it might just provide the extra time for an email do-over.
source: K. Wiggers, “sent an Email to the Wrong Person? unsend.it lets You Remove it from Their inbox,” digital Trends, April 7, 2015, accessed April 23, 2015.   
http://www.digitaltrends.com/computing/unsend-it-email-app/.
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instructions, commands, and requests for information are 
all transmitted via the formal communication system or 
channel. There are three formal communication chan-
nels: downward communication, upward communication, 
and horizontal communication.25

Downward communication flows from higher 
to lower levels in an organization. Downward commu-
nication is used to issue orders down the organizational 
hierarchy, to give organizational members job-related 
information, to give managers and workers performance 
reviews from upper managers, and to clarify organiza-
tional objectives and goals.26 Michael Beer, professor 
emeritus at Harvard Business School, says, “You can 
never overcommunicate. When you think you’ve com-
municated well, go out three or four more times and 
communicate again.” Beer’s consulting firm, TruePoint, 
studied forty CEOs whose companies have been above-
average performers for more than a decade. He found 
that those remarkable leaders spend an enormous 
amount of time in communicating downward. They 
have a simple story, and that story gets out every place 
they go.”27

Upward communication flows from lower levels 
to higher levels in an organization. Upward communi-
cation is used to give higher-level managers feedback 
about operations, issues, and problems; to help higher-
level managers assess organizational performance and 
effectiveness; to encourage lower-level managers and 
employees to participate in organizational decision mak-
ing; and to give those at lower levels the chance to share 
their concerns with higher-level authorities. At restau-
rants, tables with big groups bring big tips, so competi-
tion among servers can get fierce—and unfriendly—to 
wait on them. The “system” of assigning tables where 
waitress Michelle Burke worked as a waitress involved 
servers racing to the table, and whoever got there first 

got the table. Burke says 
this made her, “angry at 
work, and after work,” and 
that she, “finally decided to 
take a stand.” So she dis-
cussed the problem with 
her manager. First, she ex-
plained the situation and 
that most of the staff were 
upset. Then she proposed 
rotating the big tables 
among servers, which she 
said would be fairer, but 
also give customers better 
service. He boss agreed and 
adopted her suggestion.28

Horizontal communication flows among man-
agers and workers who are at the same organizational 
level, such as when a day shift nurse comes in at 7:30 a.m.  
for a half-hour discussion with the midnight nurse 
supervisor who leaves at 8:00 a.m. Horizontal com-
munication helps facilitate coordination and coopera-
tion between different parts of a company and allows 
coworkers to share relevant information. It also helps 
people at the same level resolve conflicts and solve 
problems without involving high levels of management. 
Two executives at Business Value Group regularly 
undermined each other wherever their responsibilities 
overlapped. Rather than complain to their boss, one of 
the managers, Patrick Hehir, went directly to his col-
league, Paul Humphries, and said, “I’m playing games 
with you and you’re playing games with me, yet you and 
I both talk with others on our team about collaborating 
more.”29 Humphries described his relief at finally ad-
dressing the problem as, “liberating.” They discussed 
their concerns, agreeing to handle all future issues 
face-to-face.30

In general, what can managers do to improve 
formal communication? First, decrease reliance 
on downward communication. Second, increase 
chances for upward communication by increasing 
personal contact with lower-level managers and work-
ers. Third, encourage much better use of horizontal 
communication. 

Shut It Down—How 
to Handle Gossip 
(About You)

There can be a fine line between news and gossip, and, at 
some point, you might find yourself a target of the rumor 

mill. How should you handle it? Groundless gossip can often be 
extinguished with simple denial. Sometimes, however, a direct 
denial only attracts more attention. In those cases, consider 
asking the person spreading the rumors to be an advocate for 
you to help shut down the gossip. And as a proactive measure, 
maintain strong alliances with colleagues above, below, and at 
your own level of the organization. That way, you’ll know who to 
enlist on your behalf to diffuse gossip about you. 
source: s. shellenbarger, “What to do When You Are the subject of office  
Gossip,” Wall Street Journal, october 7, 2014, accessed May 12, 2015. http:// 
www.wsj.com/articles/what-to-do-when-you-are-the-subject-of-office 
-gossip-1412701581.

Downward  
communication  
communication that flows from  
higher to lower levels in an 
organization

Upward  
communication  
communication that flows from 
lower to higher levels in an 
organization

Horizontal  
communication  
communication that flows among 
managers and workers who are at 
the same organizational level
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15-2c Informal Communication 
Channels
An organization’s informal communication chan-
nel, sometimes called the grapevine, is the transmis-
sion of messages from employee to employee outside of 
formal communication channels. The grapevine arises 
out of curiosity, that is, the need to know what is  
going on in an organization and how it might affect you 
or others. To satisfy this curiosity, employees need a con-
sistent supply of relevant, accurate, in-depth informa-
tion about what is going on in the company and why. At  
Net Optics, a manufacturer of computer networking 
equipment, CEO Bob Shaw understands the importance 
of the grapevine to better communication. He says, “If 
there’s something out there that the organization’s not 
clear on, my role and responsibility is to make sure I fill 
it in with the right information.” So Net Optics has a  
rumor jar in which employees can insert anonymous notes 
about the rumors they’ve heard. Then, at the monthly 

company meeting, Shaw 
pulls out the notes, reads 
them to the employ-
ees, and addresses each 
one. Shaw says, “I never 
know what’s going to be 
in there, so it’s as much a 
surprise for me as it is for 
the audience.” After two 
employees lost their jobs 
(for performance rea-
sons), notes asked if the 
rumor that the company 
was going to have layoffs 
was true. Shaw explained 

that not only was Net Optics not downsizing, it was quite 
successful and growing.31 

Grapevines arise out of informal communication 
networks such as the gossip or cluster chains shown in  
Exhibit 15.4. In a gossip chain, one highly connected in-
dividual shares information with many other managers 
and workers. By contrast, in a cluster chain, numerous 
people simply tell a few of their friends. The result in 
both cases is that information flows freely and quickly 
through the organization. Some believe that grapevines 
are a waste of employees’ time, that they promote gossip 
and rumors that fuel political speculation, and that they 
are sources of highly unreliable, inaccurate information. 
Yet studies clearly show that grapevines are highly ac-
curate sources of information for a number of reasons.32 
First, because grapevines typically carry “juicy” informa-
tion that is interesting and timely, information spreads 
rapidly. During Allstate’s annual Leaders Forum, a 
gathering of 2,000 agents and employees, CEO Thomas  
Wilson announced plans for reducing the company’s 
sales force and changing sales commission rates. Later 
that evening, a group of employees were at the hotel 
bar, complaining about the changes and about Wilson, 
when Joseph Lacher, the president of Allstate’s home 
and auto insurance division, 
was allegedly overheard  
using two expletives in ref-
erence to Wilson. By the 
next day, nearly all confer-
ence attendees had heard 

There is a fine line between news and 
gossip. At some point, you might find 
yourself a target of the rumor mill.

Informal communication 
channel (grapevine) the 
transmission of messages from 
employee to employee outside of 
formal communication channels

Exhibit 15.4

Grapevine Communication Networks
Gossip
Chain

Cluster
Chain

source: K. davis and J. W. newstrom, Human Behavior at Work: Organizational 
Behavior, 8th ed. (new York: McGraw-Hill, 1989). 

“ The main focus of 
rumor is To figure 
ouT The TruTh. iT’s 
The group Trying 
To make sense of 
someThing ThaT’s 
imporTanT To Them.”
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about Lacher’s critical remarks. Lacher was abruptly let 
go just a few weeks later.33 

Second, because information is typically spread by 
face-to-face conversation, receivers can send feedback to 
make sure they understand the message that is being com-
municated. This reduces misunderstandings and increases 
accuracy. Third, because most of the information in a 
company moves along the grapevine rather than through 
formal communication channels, people can usually verify 
the accuracy of information by checking it out with others.

What can managers do to manage organizational 
grapevines? The very worst thing they can do is withhold 
information or try to punish those who share information 
with others. The grapevine abhors a vacuum, so rumors 
and anxiety will flourish in the absence of information 
from company management. Why does this occur?  
According to workplace psychologist Nicholas DiFonzo, 
“The main focus of rumor is to figure out the truth. It’s 
the group trying to make sense of something that’s im-
portant to them.”34 A better strategy is to embrace the 
grapevine and keep employees informed about possible 
changes and strategies. Failure to do so will just make 
things worse. And, in addition to using the grapevine to 
communicate with others, managers should not overlook 
the grapevine as a tremendous source of valuable infor-
mation and feedback. In fact, research shows that, con-
trary to popular belief, grapevines are fast, accurate, and 
focused on information more than gossip.35

15-2d Coaching and Counseling: 
One-on-One Communication
When the Wyatt Company surveyed 531 U.S. companies 
undergoing major changes and restructuring, it asked the 
CEOs, “If you could go back and change one thing, what 
would it be?” The answer: “The way we communicated 
with our employees.” The CEOs said that instead of flashy 
videos, printed materials, or formal meetings, they would 
make greater use of one-on-one communication, especially 
with employees’ immediate supervisors instead of with 
higher-level executives whom employees didn’t know.36 

Coaching and counseling are two kinds of one-on-one 
communication. Coaching 
is communicating with some-
one for the direct pur pose 
of improving the person’s 
on-the-job performance or 
behavior.37 Managers tend 
to make several mistakes 
when coaching employees. 
First, they wait for a prob-
lem to arise before coaching.  

Jim Concelman, manager for leadership development at 
Development Dimensions International, says, “Of course, 
a boss has to coach an employee if a mistake has been 
made, but they shouldn’t be waiting for the error. While 
it is a lot easier to see a mistake and correct it, people 
learn more through success than through failure, so 
bosses should ensure that employees are experiencing as 
many successes as possible. Successful employees lead to 
a more successful organization.”38 Second, when mistakes 
are made, managers wait much too long before talking to 
the employee about the problem. The late management 
professor Ray Hilgert said, “A manager must respond as 
soon as possible after an incident of poor performance. 
Don’t bury your head.  .  .  .  When employees are told 
nothing, they assume everything is okay.”39 Jack Welch, 
who was CEO at GE for two decades, says, “I’ve spoken  
to more than 500,000 people around the world, and I  
always ask audiences, ‘How many of you know where 
you stand in your organization?’” He says, “Typically no 
more than 10 percent raise their hands. That’s criminal! 
As a manager, you owe candor to your people. They must 
not be guessing about what the organization thinks of 
them. My experience is that most employees appreciate 
this reality check, and today’s ‘Millenials’ practically de-
mand it.”40 In short, says Welch, “You have no right to 
be a leader if someone who works for you doesn’t know 
where they stand.”41 So coach your employees about their 
job performance. 

In contrast to coaching, counseling is communi-
cating with someone about nonjob-related issues such as 
stress, child care, health issues, retirement planning, or 
legal issues that may be affecting or interfering with the 
person’s performance. But counseling does not mean that 
managers should try to be clinicians, even though an esti-
mated 20 percent of employees are dealing with personal 
problems at any one time. Dana Kiel, regional director 
in Account Management at Magellan Health, says, “We 
call it the quicksand. If you’re a good supervisor, you do 
care about your employees, but it’s not your job to be a  
therapist.”42 Instead, managers should discuss specific 
performance problems, listen if the employee chooses to 
share personal issues, and then recommend that the em-
ployee call the company’s Employee Assistance Program 
(EAP). EAPs are typically free when provided as part of 
a company’s benefit package. In emergencies or times 
of crisis, EAPs can offer immediate counseling and sup-
port; they can also provide referrals to organizations and 
professionals that can help employees and their family 
members address personal issues. Apparel maker Levi 
Strauss, for example, established an EAP called HIV Con-
nect, which aims to improve employees’ access to HIV/
AIDS education, testing, treatment, and care. Paurvi 

Coaching communicating with 
someone for the direct purpose of 
improving the person’s on-the-job 
performance or behavior

Counseling communicating 
with someone about non-
job-related issues that may be 
affecting or interfering with the 
person’s performance
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Bhatt, senior director of stra-
tegic health initiatives and the 
employee HIV/AIDS program 
at Levi Strauss, says, “How we 
make [HIV] relevant is [by] un-
derstanding the importance of 
prevention and how it affects 
people at work. Addressing 
HIV isn’t just addressing the 
health side, but learning how to 
manage the issue at work. This, 
like a lot of issues, can affect 
teamwork and collaboration.” 
HIV Connect is a part of Levi 
Strauss’s larger EAP program.43

15-2e Nonverbal 
Communication
Nonverbal communication  
is any communication that 
doesn’t involve words. Non-
verbal communication almost 
always accompanies verbal 
communication and may ei-
ther support and reinforce the 
verbal message or contradict 
it. The importance of nonver-
bal communication is well established. Researchers have 
estimated that as much as 93 percent of any message is 
transmitted nonverbally, with 55 percent coming from 
body language and facial expressions, and 38 percent  
coming from the tone and pitch of the voice.44 Because 
many nonverbal cues are unintentional, receivers of-
ten consider nonverbal communication to be a more 
accurate representation of what senders are thinking 
and feeling than the words they use. If you have ever 
asked someone out on a date and been told “yes,” but 
realized that the real answer was “no,” then you under-
stand the importance of paying attention to nonverbal 
communication.

Kinesics and paralanguage are two kinds of nonver-
bal communication.45 Kinesics (from the Greek word 
kinesis, meaning “movement”) are movements of the 
body and face.46 These movements include arm and 
hand gestures, facial expressions, eye contact, folding 
arms, crossing legs, and leaning toward or away from 
another person. For example, people tend to avoid eye 
contact when they are embarrassed or unsure of the 
message they are sending. Crossed arms or legs usually 
indicate defensiveness or that the person is not receptive 

to the message or the sender. Also, people tend to smile 
frequently when they are seeking someone’s approval.

It turns out that kinesics play an incredibly impor-
tant role in communication. Studies of married couples’  
kinesic interactions can predict whether they will stay 
married with 93 percent accuracy.47 The key is the  
ratio of positive to negative kinesic interactions between 
husbands and wives as they communicate. Negative  
kinesic expressions such as eye rolling suggest contempt, 
whereas positive kinesic expressions such as maintain-
ing eye contact and nodding suggest listening and caring.  
When the ratio of positive to negative interactions drops 
below 5 to 1, the chances for divorce quickly increase. 
Kinesics operate similarly in the workplace, provid-
ing clues about people’s true feelings, over and above  
what they say (or don’t say). 
Unfortunately, not making 
or maintaining eye contact 
is an increasingly frequent 
occurrence in today’s work-
place. Consultant Suzanne 
Bates, author of Speak 
Like a CEO, says that some 

Consultant, Suzanne Bales, says that some of her CEO clients check 
their phones so much during meetings, “it’s the equivalent of not 
showing up for half of the meeting.”

Nonverbal 
communication any 
communication that doesn’t 
involve words

Kinesics movements  
of the body and face
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of her CEO clients check their phones so much during  
appointments that, “it’s the equivalent of not showing up 
for half of the meeting.” And that, she says, breeds resent-
ment in others who think, “I’m just as busy as the CEO. I 
just have different things to juggle.”48 In fact, a survey of 
business professionals found that strong majorities think it 
is inappropriate to answer phone calls (86%) or write texts 
or emails (84%) in meetings or at business lunches (66%). 
The kinesics related to checking smartphones in these 
situations communicate a lack of respect, attention, lis-
tening, and self-control.49 TalentSmart’s Travis Bradberry 
says, “Take a page out of the Old West and put a basket by 
the conference room door with an image of a smartphone 
and the message, ‘Leave your guns at the door.’”50 

Paralanguage includes the pitch, rate, tone, 
volume, and speaking pattern (use of silences, pauses, 
or hesitations) of one’s voice. When people are unsure 
of what to say, for example, they tend to decrease 
their communication effectiveness by speaking softly. 
When people are nervous, they tend to speak faster 
and louder. How much does paralanguage matter? A 
study in which 1,000 people listened to 120 different 
speeches found that the tone of the speaker’s voice  

accounted for 23 percent  
of the difference in lis-
tener’s evaluations of the  
speech, compared to speech  
content, which accounted 
for only 11 percent.51  

So paralanguage was twice as important as what was 
actually said. 

In short, because nonverbal communication is so 
informative, especially when it contradicts verbal com-
munication, managers need to learn how to monitor and 
control their nonverbal behaviors.

MAnAGinG 
onE-on-onE 
CoMMuniCATion

When it comes to improving communication, managers 
face two primary tasks, managing one-on-one communi-
cation and managing organization-wide communication.

On average, first-line managers spend 57 percent 
of their time with people, middle managers spend  
63 percent of their time directly with people, and top 
managers spend as much as 78 percent of their time 
dealing with people.52 These numbers make it clear that 
managers spend a great deal of time in one-on-one com-
munication with others.

Let’s learn more about managing oneonone communi
cation by reading how to 15-3a choose the right commu-
nication medium, 15-3b be a good listener, and 15-3c 
give effective feedback.

15-3

 

What If Your Emotions Were an Open Book?

Over the course of his career, 80-year-old psychologist 
Dr. Paul Ekman built a catalog of more than 5,000 facial 

muscle movements that communicate one of six base emo-
tions: anger, disgust, fear, happiness, sadness, or surprise. 
What started out for Ekman as an anthropological study has 
recently been transformed by big data, as a host of software 
start-ups are building programs to uncover people’s hid-
den emotions. One software company, Emotient, has video recorded encounters with hundreds of thousands of people and ex-
tracted 90,000 data points from each frame. Rival company Affectiva has measured billions of emotional reactions from 2.4 million  
face videos taken in eighty countries. Enthusiastic organizations such as Procter & Gamble, Coca-Cola, and others have used the soft-
ware to gauge consumers’ emotional reactions to products and advertisements; law-enforcement agencies have used the software in 
criminal interrogations; and retailers have used it to determine how people are feeling as they exit their stores. But despite their founda-
tion on big data, emotional software programs run the risk of misinterpreting emotions or incorrectly labeling people as liars. Critics are 
wary, however, because people are not always aware they are being recorded. Privacy advocate Ginger McCall says, “I can see few things 
more invasive than trying to record someone’s emotions in a database.” 
source: E. dwoskin and E. M. Rusli, “The Technology That unmasks Your Hidden Emotions,” Wall Street Journal, January 28, 2015, accessed May 12, 2015. http://www.wsj.com 
/articles/startups-see-your-face-unmask-your-emotions-1422472398.

Paralanguage the pitch, rate, 
tone, volume, and speaking pattern 
(that is, use of silences, pauses, or 
hesitations) of one’s voice
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15-3a Choosing the Right 
Communication Medium
Sometimes messages are poorly communicated 
simply because they are delivered using the wrong 
communication medium, which is the method used 
to deliver a message. For example, the wrong communi-
cation medium is being used when an employee returns 
from lunch, picks up the note left on her office chair, 
and learns she has been fired. The wrong communica-
tion medium is also being used when an employee pops 
into your office every ten minutes with a simple request. 
(An email would be better.)

There are two general kinds of communication media: 
oral and written communication. Oral communication 
includes face-to-face interactions and group meetings 
through telephone calls, videoconferencing, or any other 
means of sending and receiving spoken messages. Studies  
show that managers generally prefer oral communication 
over written because it provides the opportunity to ask 
questions about parts of the message that they don’t under-
stand. Oral communication is also a rich communication 
medium because it allows managers to receive and assess 
the nonverbal communication that accompanies spoken 
messages (that is, body language, facial expressions, and 
the voice characteristics associated with paralanguage).
Furthermore, you don’t need a PC and an Internet con-
nection to conduct oral communication. Simply sched-
ule an appointment, track someone down in the hall, or 
catch someone on the phone. A&E Network executive 
Mel Berning travels two weeks a month, and when he is 
at headquarters, he forgoes what he calls “antiseptic” for-
mal meetings and instead prefers impromptu informal 
meetings in which he breezes into the offices of direct 
reports in the morning. “You have a conversation that 
is less hurried and less guarded,” he says. “Face-to-face 
encounters are so much more revealing than a text or  
an email.”53

In fact, former Wall Street Journal columnist Jason 
Fry worries that voice mail and email have made man-
agers less willing to engage in meaningful, face-to-face 
oral communication than before. In fact, 67 percent of 
managers admit to using email as a substitute for face-to-
face conversations. While there are advantages to email 
(for example, it creates a record of what’s been said), it’s 
often better to talk to people instead of just emailing 
them. Fry writes, “If you’re close enough that the person 
you’re emailing uses the plonk of your return key as a cue 
to look for the little Outlook envelope, [it’s] best [to] think 
carefully about whether you should be typing instead of 
talking.”54 But the oral medium should not be used for all 
communication. In general, when the message is simple, 

such as a quick request or a presentation of straightfor-
ward information, a memo or email is often the better 
communication medium.

Written communication includes letters, email, and 
memos. Although most managers still like and use oral 
communication, email in particular is changing how 
they communicate with workers, customers, and each 
other. Email is the dominant form of communication in 
organizations primarily because of its convenience and 
speed. For instance, because people read six times faster 
than they can listen, they usually can read thirty email 
messages in ten to fifteen minutes.55 By contrast, deal-
ing with voice messages can take a considerable amount 
of time.

Written communication such as email is well suited 
for delivering straightforward messages and informa-
tion. Furthermore, with email accessible at the office, at 
home, and on the road (by laptop computer, cell phone, 
or web-based email), managers can use email to stay in 
touch from anywhere at almost any time. And, because 
email and other written communications don’t have to 
be sent and received simultaneously, messages can be 
sent and stored for reading at any time. Consequently, 
managers can send and receive many more messages  
using email than by using oral communication, which  
requires people to get together in person or by phone or 
videoconference.

Email has its own drawbacks, however. One is that 
it lacks the formality of paper memos and letters. It is 
easy to fire off a rushed email that is not well written or 
fully thought through. The opportunity to lash out with 
an angry email reply is incredibly tempting. To avoid 
that temptation and the damage it does to your work  
relationships, Pamela Rutledge of the Media Psychology  
Research Center recommends asking yourself, “Do 
I want an outcome where someone throws a cup of  
coffee at me? Or do I want an outcome where we work  
toward a solution?”56 Another drawback to email is 
that it lacks nonverbal cues, making emails very easy to 
misinterpret.

Although written communication is well suited for 
delivering straightforward messages and information, it 
is not well suited to complex, ambiguous, or emotionally 
laden messages, which are better delivered through oral 
communication.

15-3b Listening
Are you a good listener? 
You probably think so. In 
fact, most people, includ-
ing managers, are terrible 

Communication 
medium the method used to 
deliver an oral or written message
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listeners. A recent study from Stanford Graduate School 
of Business showed that listening was among the least 
mentioned strengths in CEO performance evaluations.57 
You qualify as a poor listener if you frequently interrupt 
others, jump to conclusions about what people will say 
before they’ve said it, hurry the speaker to finish his or 
her point, are a passive listener (not actively working 
at your listening), or simply don’t pay attention to what 
people are saying.58 On this last point—attentiveness—
college students were periodically asked to record 
their thoughts during a psychology course. On average,  
20 percent of the students were paying attention (only 
12% were actively working at being good listeners), 
20 percent were thinking about sex, 20 percent were 
thinking about things they had done before, and the 
remaining 40 percent were thinking about other things 
unrelated to the class (for example, worries, religion, 
lunch, daydreaming).59

How important is it to be a good listener? In gen-
eral, about 45 percent of the total time you spend com-
municating with others is spent listening. Furthermore, 
listening is important for managerial and business  
success, even for those at the top of an organization.  
T-Mobile CEO John Legere says that when he took the 
top job at the telecommunications company, he needed 
Wireless for Dummies. His response to his lack of famil-
iarity with the industry was simple—listen. He listened 
to customer service calls, visited stores to listen to cus-
tomers and employees, and even interacted with users 
over social media. Legere says, “My business philosophy 
is to listen to your employees, listen to your customers.  
Shut up and do what they tell you. And each of our  
uncarrier moves and the way I run my company is com-
pletely aligned with that.”60

Listening is a more important skill for manag-
ers than ever because Generation X and Millennial  
employees tend to expect a high level of interaction 
with their supervisors. They want feedback on their 

performance, but they 
also want to offer feed-
back and know that it is 
heard. In fact, managers 
with better listening skills 
are rated more highly by 
their employees and are 
much more likely to be 
promoted.61

So, what can you do 
to improve your listening 
ability? First, understand 
the difference between 

hearing and listening. According to Webster’s New 
World Dictionary, hearing is the “act or process of 
perceiving sounds,” whereas listening is “making a 
conscious effort to hear.” In other words, we react to 
sounds, such as bottles breaking or music being played 
too loud, because hearing is an involuntary physiological  
process. By contrast, listening is a voluntary behavior. 
So, if you want to be a good listener, you have to choose 
to be a good listener. Typically, that means choosing to 
be an active, empathetic listener.62

Active listening means assuming half the respon-
sibility for successful communication by actively giving 
the speaker nonjudgmental feedback that shows you’ve 
accurately heard what he or she said. Active listeners 
make it clear from their behavior that they are listening 
carefully to what the speaker has to say. Active listeners 
put the speaker at ease, maintain eye contact, and show 
the speaker that they are attentively listening by nodding 
and making short statements.

Several specific strategies can help you be a better 
active listener. First, engage in immediacy behaviors, 
such as putting your phone away, turning off the TV, 
leaning forward and making eye contact, and using short 
words such as “yes,” “uh-huh,” “okay,” to encourage the 
speaker to continue and to demonstrate that you’re 
listening.63 Second, clarify responses by asking the 
speaker to explain confusing or ambiguous statements. 
Third, when there are natural breaks in the speaker’s 
delivery, use this time to paraphrase or summarize what 
has been said. Paraphrasing is restating what has been 
said in your own words. Summarizing is reviewing the 
speaker’s main points or emotions. Paraphrasing and 
summarizing give the speaker the chance to correct the 
message if the active listener has attached the wrong 
meaning to it. Paraphrasing and summarizing also show 
the speaker that the active listener is interested in the 
speaker’s message. 

Exhibit 15.5 reviews immediacy behaviors and 
lists specific statements that listeners can use to clarify 
responses, paraphrase, or summarize what has been 
said. Active listeners also avoid evaluating the message 
or being critical until the message is complete. They 
recognize that their only responsibility during the 
transmission of a message is to receive it accurately 
and derive the intended meaning from it. Evaluation 
and criticism can take place after the message is accu-
rately received. Finally, active listeners recognize that 
a large portion of any message is transmitted nonver-
bally and thus pay very careful attention to nonverbal 
cues (that is, immediacy behaviors) transmitted by  
the speaker.

Hearing the act or process of 
perceiving sounds

Listening making a conscious 
effort to hear

Active listening assuming 
half the responsibility for 
successful communication by 
actively giving the speaker 
nonjudgmental feedback that 
shows you’ve accurately heard 
what he or she said
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Empathetic listening means understanding the 
speaker’s perspective and personal frame of reference 
and giving feedback that conveys that understanding to 
the speaker. Empathetic listening goes beyond active  
listening because it depends on our ability to set aside our 
own attitudes or relationships to be able to see and un-
derstand things through someone else’s eyes. Empathetic 
listening is just as important as active listening, especially 
for managers, because it helps build rapport and trust 
with others. When Cheryl Bachelder became CEO of 
Popeyes Louisiana Kitchen, a fast-food franchise famous 
for its fried chicken, trust between headquarters and its 
1,600 franchised restaurants was low. She says, “During 
the first meeting I had with franchisees, they wanted a 
palace coup—they wanted everyone replaced, and they 
didn’t trust anyone. You only trust people you know, and 
that was the problem.”64 Bachelder improved things by 
listening. She says, “We started listening to them. I know 
that sounds simplistic, but we were at a stage where, in 
our quarterly meetings with franchisees, the company 
told them stuff and didn’t listen. When we told them we 
wanted to remodel the restaurants, the first thing they said 
was, ‘No, we need to get our sales up so we have cash to 
invest.’ We were disappointed, but we waited. We showed 
them our first design, and they hated it and thought it cost 
too much. We came back with a new store design that was 
more cost-effective, and we built twelve new stores in New 
Orleans that they could go and see and touch, and we laid 
out all the costs. We got our sales up . . . and had a new 
design they loved, and they started getting excited about 
remodeling.”65 Indeed, after listening to franchisees’ con-
cerns, Popeye’s remodeled 80 percent of its restaurants.

The key to being a more empathetic listener is to 
show your desire to understand and to reflect people’s 
feelings. You can show your desire to understand by 
listening, that is, asking people to talk about what’s most 
important to them and then by giving them sufficient 
time to talk before responding or interrupting. 

Reflecting feelings is also an important part of empa-
thetic listening because it demonstrates that you under-
stand the speaker’s emotions. Unlike active listening, in 
which you restate or summarize the informational content 
of what has been said, the focus is on the affective part of 
the message. As an empathetic listener, you can use the 
following statements to reflect the speaker’s emotions:

 ▸ So, right now it sounds like you’re feeling . . . .

 ▸ You seem as if you’re . . . .

 ▸ Do you feel a bit . . . ?

 ▸ I could be wrong, but I’m sensing that you’re 
feeling . . . .

In the end, says management consultant Terry 
Pearce, empathetic listening can be boiled down to these 
three steps. First, wait ten seconds before you respond. 
It will seem an eternity, but waiting prevents you from 
interrupting others and rushing your response. Second, 
to be sure you understand 
what the speaker wants, 
ask questions to clarify the 
speaker’s intent. Third, only 
then should you respond 
first with feelings and then 
facts (notice that facts  
follow feelings).66

Exhibit 15.5

Immediacy Behaviors, and Paraphrasing and Summarizing Responses  
for Active Listeners

Immediacy Behaviors Clarifying Responses Paraphrasing Responses Summarizing Responses
Put your phone away. Could you explain that again? What you’re really saying is . . . . Let me summarize . . . .

Turn off the TV. I don’t understand what you mean. If I understand you correctly . . . . Okay, your main concerns are . . . .

Sit close and lean forward. I’m not sure how . . . . In other words . . . . To recap, what you’ve said . . . .

Make eye contact. I’m confused. Would you run
through that again?

So your perspective is that . . . . Thus far, you’ve discussed . . . .

Use “yes,” “uh-huh,” “okay,” and 
other short words to encourage 
the speaker to continue.

Tell me if I’m wrong, but what you  
seem to be saying is . . . .

source: E. Atwater, I Hear You, rev. ed. (new York: Walker, 1992); E. bernstein, “How ‘Active listening ’ Makes both Participants in a Conversation Feel better,” Wall Street 
Journal, January 12, 2015, accessed May 13, 2015. http://www.wsj.com/articles/how-active-listening-makes-both-sides-of-a-conversation-feel-better-1421082684.

Empathetic 
listening understanding 
the speaker’s perspective and 
personal frame of reference and 
giving feedback that conveys that 
understanding to the speaker
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A word of caution, however: not everyone appre-
ciates having what they said repeated back to them. 
Manager Candy Friesen says that whenever she did 
that, “I seemed to engender animosity or hostility. . . . 
the person to whom you’re speaking may not appreci-
ate having his thoughts paraphrased one little bit.”67 So, 
when applying these listening techniques, pay attention 
to the body language and tone of voice of the person 
you’re communicating with to make sure they appreci-
ate your attempts to be a better listener.

15-3c Giving Feedback
In Chapter 11, you learned that performance appraisal 
feedback (that is, judging) should be separated from de-
velopmental feedback (that is, coaching).68 We can now 
focus on the steps needed to communicate feedback 
one-on-one to employees.

To start, managers need to recognize that feed-
back can be constructive or destructive. Destructive 
feedback is disapproving without any intention of being 
helpful and almost always causes a negative or defensive 
reaction in the recipient. By contrast, constructive 
feedback is intended to be helpful, corrective, and/
or encouraging. It is aimed at correcting performance 
deficiencies and motivating employees. Business author 
Tim Harford says the problem with constructive feed-
back is that it’s given like a sandwich—something nice 
to start with, some constructive feedback in the middle, 
and then something positive at the end. Harford says, 
“We say [to the people we’re managing], ‘That was a 
great piece of work, there was just a small problem.’ ” 
“What we tend to hear,” he says, is, “That was a great 
piece of work.”69

For feedback to be constructive rather than 
destructive, it must be immediate, focused on specific 
behaviors, and problem-oriented. Immediate feedback 
is much more effective than delayed feedback because 
manager and worker can recall the mistake or incident 
more accurately and discuss it in detail. For example, if 
a worker is rude to a customer, and the customer imme-

diately reports the incident 
to management, and if the 
manager, in turn, immedi-
ately discusses the incident 
with the employee, there 
should be little disagree-
ment over what was said 
or done. By contrast, it’s 
unlikely that either the 
manager or the worker 
will be able to accurately 

remember the specifics of what occurred if the man-
ager waits several weeks to discuss the incident. When 
that happens, it’s usually too late to have a meaningful 
conversation.

Specific feedback focuses on particular acts or  
incidents that are clearly under the control of the em-
ployee. For instance, instead of telling an employee that 
he or she is “always late for work,” it’s much more con-
structive to say, “In the last three weeks, you have been 
thirty minutes late on four occasions and more than an 
hour late on two others.” Furthermore, specific feedback 
isn’t very helpful unless employees have control over the 
problems that the feedback addresses. Giving negative 
feedback about behaviors beyond someone’s control is 
likely to be seen as unfair. Similarly, giving positive feed-
back about behaviors beyond someone’s control may be 
viewed as insincere.

Last, problemoriented feedback focuses on the 
problems or incidents associated with the poor perfor-
mance rather than on the worker or the worker’s person-
ality. Giving feedback does not give managers the right 
to personally attack workers. Although managers may be 
frustrated by a worker’s poor performance, the point of 
problem-oriented feedback is to draw attention to the 
problem in a nonjudgmental way so that the employee 
has enough information to correct it. For example, if an 
employee has body odor, a surprisingly common work-
place problem, don’t leave deodorant, soap, or shampoo 
on the person’s desk (for all to see) or say, “You stink.” 
HR Magazine advises handling the problem this way:  
“Because this is a sensitive issue and the employee will 

Destructive 
feedback feedback that 
disapproves without any intention 
of being helpful and almost always 
causes a negative or defensive 
reaction in the recipient

Constructive 
feedback feedback intended 
to be helpful, corrective, and/or 
encouraging

For feedback to be constructive rather than 
desctructive, it must be immediate and 
focused on specific behaviors and problems.
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likely be uncomfortable and embarrassed in discussing 
it, keep the meeting private and confidential. Be compas-
sionate but direct. Treat it as you would handle any other 
job-related performance issue. Explain the problem and 
the need to correct it. Be specific about expectations. . . .  
If the employer has a dress and grooming policy, refer to 
the policy and provide the employee with a copy.”70

MAnAGinG 
oRGAnizATion-WidE 
CoMMuniCATion

Although managing one-on-one communication is impor-
tant, managers must also know how to communicate  
effectively with a larger number of people throughout an 
organization.

Learn more about organizationwide communication by 
reading the following sections about 15-4a improving 
transmission by getting the message out and 15-4b  
improving reception by finding ways to hear what 
others feel and think.

15-4a Improving Transmission: 
Getting the Message Out
Several methods of electronic communication—email, col-
laborative discussion sites, televised/videotaped speeches 
and conferences, and broadcast voice mail—now make it 
easier for managers to communicate with people through-
out the organization and get the message out.

Although we normally think of email, the trans-
mission of messages via computers, as a means of one-
on-one communication, it also plays an important role 
in organization-wide communication. With the click 
of a button, managers can send an email to everyone 
in the company via distribution lists. When Microsoft 
announced it would be laying off 18,000 employees,  
14 percent of its workforce, CEO Satya Nadella announced  
the news in a speech to Microsoft employees, accompa-
nied by a long, detailed email, in which he said, “Nothing 
is off the table in how we think about shifting our culture 
to deliver on this core strategy [to become a mobile-first, 
cloud-first company]. Organizations will change. Mergers  
and acquisitions will occur. Job responsibilities will 
evolve. New partnerships will be formed. Tired tradi-
tions will be questioned. Our priorities will be adjusted. 
New skills will be built. New ideas will be heard. New 

15-4

hires will be made. Processes will be simplified. And if 
you want to thrive at Microsoft and make a world impact, 
you and your team must add numerous more changes 
to this list that you will be enthusiastic about driving.”71 
He finished by saying, “Culture change means we will do 
things differently. Often people think that means every-
one other than them. In reality, it means all of us taking 
a new approach and working together to make Microsoft 
better.”72 

Collaborative websites are another means of elec-
tronically promoting organization-wide communication. 
Online discussion forums use web- or software-
based discussion tools to allow employees across the 
company to easily ask questions and share knowledge 
with each other. The point is to share expertise and not 
duplicate solutions already discovered by others in the 
company. Furthermore, because collaborative discus-
sion sites remain online, they provide a historical data-
base for people who are dealing with particular problems 
for the first time.

Collaborative discussion sites are typically orga-
nized by topic, project, or person and can take the shape 
of blogs that allow readers to post comments, wikis to al-
low collaborative discussions, document sharing and ed-
iting, or traditional discussion forums (see Chapter 17, 
Managing Information, for further explanation). Slack 
is a robust group communication platform (on comput-
ers, smartphones, and tablets) that includes automatic 
archiving, a powerful search engine, and more informal 
and accessible online collaboration. Slack’s “open chan-
nels” increase communication transparency by making 
messages, files, comments, images, and video visible to 
everyone else in the team (or company). And with ev-
erything searchable, anyone can quickly catch up to find 
out where projects or discussions stand. Walmart, Com-
cast, Blue Bottle Coffee Company, the New York Times, 
and many other companies have adopted  Slack primar-
ily because it increases communication effectiveness so 
much that email usage within teams or companies often 
drops by 70 or 80 percent. New York Times reporter 
Farhad Manjoo is based in California and has found 
that Slack helps him stay connected to “the mother ship 
in New York. Using Slack, I can peer into discussions 
that would never have been 
accessible to me. I can see 
how the producers and edi-
tors who are handling my 
column are discussing how 
to present it, and how the 
team overseeing the home 
page is thinking about  
my work.”73

Online discussion 
forums the in-house equivalent 
of Internet newsgroups. By using 
web- or software-based discussion 
tools that are available across the 
company, employees can easily ask 
questions and share knowledge 
with each other
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Exhibit 15.6 lists the steps companies need to take 
to establish successful collaborative discussion sites. First, 
pinpoint your company’s top intellectual assets through 
a knowledge audit and spread that knowledge through-
out the organization. Second, create an online directory 
detailing the expertise of individual workers and make 
it available to all employees. Third, set up collaborative 
discussion sites on the intranet so that managers and 
workers can collaborate on problem solving. Finally,  
reward information sharing by making the online sharing 
of knowledge a key part of performance ratings.

Televised/videotaped speeches and meetings are 
a third electronic method of organization-wide com-
munication. Televised/videotaped speeches and 
meetings are simply speeches and meetings origi-
nally made to a small audience that are either simulta-
neously broadcast to other locations in the company or 
videotaped for subsequent distribution and viewing by a 
broader audience.

Voice messaging, or voice mail, is a telephone 
answering system that records audio messages. In one 
survey, 89 percent of respondents said that voice messag-
ing is critical to business communication, 78 percent said 
that it improves productivity, and 58 percent said they 
would rather leave a message on a voice messaging system  

than with a receptionist.74  
Nonetheless, most people 
are unfamiliar with the 
ability to broadcast voice 
mail by sending a recorded 
message to everyone in the 
company. Broadcast voice 
mail gives top managers a 
quick, convenient way to 
address their workforces 
via oral communication— 
but only if people actu-
ally listen to the message, 
and that turns out to be 

a challenge with today’s workers, who are much 
more likely to use their smartphones for social me-
dia rather than phone calls. Consequently, company 
leaders are increasingly using tools like Yammer, 
a Facebook-like social media platform for com-
panies, or Lync, a version of Skype for companies, 
to broadcast text or video-based messages to their 
workforces. Ryan Holmes, CEO of Hootsuite, a 
social media measurement and monitoring system 
for companies, says, “I believe that social media is 
the new water cooler, in the sense that more and 
more people are talking, sharing stories, and gener-
ally bonding through social channels like Facebook 

and Twitter. In this way, social media is like an ongoing  
team building exercise. When C-Suite members join 
that conversation, they become more in touch with their 
employees and only then can they use those channels to 
drive internal engagement.”75

15-4b Improving Reception: 
Hearing What Others Feel  
and Think
When people think of “organization-wide” comm-
unication, they think of the CEO and top managers get-
ting their message out to people in the company. But 
organization-wide com munication also means finding 
ways to hear what people throughout the organization 
are thinking and feeling. This is important because most 
employees and managers are reluctant to share their 
thoughts and feelings with top managers. Surveys indi-
cate that only 29 percent of first-level managers feel that 
their companies encourage employees to express their 
opinions openly. Another study of twenty-two companies 
found that 70 percent of the people surveyed were afraid 
to speak up about problems they knew existed at work.

Withholding information about organizational pro-
blems or issues is called organizational silence. 
Organizational silence occurs when employees believe 
that telling management about problems won’t make a 
difference or that they’ll be punished or hurt in some 
way for sharing such information.76 A survey of execu-
tives found that 85 percent had at some point kept quiet 
when they saw a serious problem at work.77 At Jetstar 
Airways, an Australia-based airline, pilots were afraid 
to speak up about fatigue from flying too many hours. 
Captain Richard Woodward, then vice president of the 
Australian and International Pilots Association, said that 
his organization had received dozens of complaints from 
Jetstar pilots, but that the pilots were afraid to complain 
to Jetstar management because “there was a culture of 

Televised/videotaped 
speeches and meetings  
speeches and meetings originally 
made to a smaller audience 
that are either simultaneously 
broadcast to other locations in  
the company or videotaped  
for subsequent distribution  
and viewing

Organizational silence  
when employees withhold 
information about organizational 
problems or issues

Exhibit 15.6
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329CHAPTER 15: Managing Communication

fear and intimidation at that airline.”78 One pilot sched-
uler told his pilots, “Toughen up princesses! You aren’t 
fatigued, you are tired and can’t be bothered to go into 
work.” A report from Australia’s Civil Aviation Safety 
Authority concluded, “There remains reluctance from a 
number of flight crew to report fatigue risk and/or to say 
no to an extension of duty based on the perceived puni-
tive nature of taking such actions.”79

Company hotlines, survey feedback, frequent 
informal meetings, surprise visits, and blogs are 

additional ways of overcoming organizational silence. 
Company hotlines are phone numbers that anyone 
in the company can call anonymously to leave infor-
mation for upper manage-
ment. Company hotlines 
are incredibly useful, as  
47 percent of the calls 
placed to them result in 
an investigation and some 
form of corrective action 

A corporate blog is an effective way for leaders to communicate to broad groups throughout a company.

Company hotlines phone 
numbers that anyone in the 
company can call anonymously 
to leave information for upper 
management
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within the organization. Anonymity is critical, too, 
because as those investigations proceeded, 54 percent 
of the callers did not want their identities revealed.80

Survey feedback is information that is collected 
by survey from organization members and then compiled, 
disseminated, and used to develop action plans for im-
provement. Many organizations make use of survey feed-
back by surveying their managers and employees several 
times a year. Sunovian Pharmaceuticals, a small drug 
maker in Massachusetts, which had a divided office, with 
employees on the second floor and executives two floors 
up, discovered through its annual survey that employees 
felt walled off from their leaders. So, chief commercial 
officer Rick Russell, who managed 1,100 people, put a 
desk in a glass-walled office in the middle of the second 
floor, which employees quickly dubbed “the fish bowl,” 
where he worked every Friday without an assistant. 
Soon, the company’s chief medical officer joined him, 
and the following year, survey feedback showed that 
employee trust in senior leadership improved. Russell 

says, “You have to rally the 
troops. You can’t do it from 
a memo.”81

Frequent informal me
etings between top managers  
and lower-level employees 
are one of the best ways  

for top managers to hear what others think and feel. Many 
people assume that top managers are at the center of 
everything that goes on in organizations, but top manag-
ers commonly feel isolated from most of their lower-level 
managers and employees.82 Consequently, more and more 
top managers are scheduling frequent informal meetings 
with people throughout their companies.

Mazor Robotics, an Israeli-based medical technol-
ogy company, has facilities in the United States, Asia, and 
Europe. With employees scattered worldwide, maintain-
ing good communication is critical. CEO Ori Hadomi 
says, “I think that the most constructive and the most 
productive way to communicate is informal communi-
cation.” So once a week he has a joint one-hour phone 
call with people in all of the offices. With no set agenda, 
employees take turns explaining what is going on in their 
division, what was accomplished in the past few days, and 
what kind of issues are coming up in the near future. Says 
Hadomi, “So in one hour, everyone is synchronized. And 
when I talk with many of the employees I hear that it’s a 
very important meeting for them because it gives them 
the opportunity to hear about the business.”

Have you ever been around when a supervisor 
learns that upper management is going to be paying a 
visit? First, there’s shock. Next, there’s anxiety. And then 
there’s panic, as everyone is told to drop what he or she 
is doing to polish, shine, and spruce up the workplace so 

Take a Memo: The Rise in Anonymous Venting

A new app called Memo allows employees to vent about their 
employers by posting anonymous “memos” (vents). Users of 

the app can post new memos, comment on existing memos, 
and even upload photos and documents to support their 
memos. Employees at companies such as Delta Airline, Ernst & 
Young, and Hasbro are using Memo to vent about compensa-
tion, managerial inefficiency, and working from home. After a 
user is verified, Memo removes all identifiable data about the 
person’s activity, making that person’s posts completely anony-
mous. Memos (posts) are organized onto public message boards 
that can be seen by all users and private boards organized by 
company. Not all companies are thrilled at the availability of 
Memo. Visa, Boeing, and Hewlett-Packard have all circulated  
internal corporate memos (the traditional kind) discouraging 
employees from using the app and reminding them of the risk 
of proprietary information being released to the public. 
source: l. Gellman, “App lets Workers Vent Anonymously,” Wall Street Journal, 
January 20, 2015, accessed May 12, 2015. http://www.wsj.com/articles/memo 
-app-lets-workers-vent-anonymously-1421805377. 

Survey feedback  
information that is collected 
by surveys from organizational 
members and then compiled, 
disseminated, and used to develop 
action plans for improvement
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that it looks perfect for the visit. Of course, when visits 
are conducted under these conditions, top managers 
don’t get a realistic look at what’s going on in the com-
pany. Consequently, one of the ways to get an accurate 
picture is to pay surprise visits to various parts of the 
organization. These visits should not just be surprise 
inspections but should also be used as opportunities to 
encourage meaningful upward communication from 
those who normally don’t get a chance to communicate 
with upper management.

Blogs are another way to hear what people are think-
ing and saying, both inside and outside the organization. 
A blog is a personal website that provides personal opin-
ions or recommendations, news summaries, and reader 
comments. When the recession hit, GTE Financial, a 
Florida-based credit union with twenty-one locations, 
saw its assets shrink from $2.2 billion to $1.5 billion 
and had to lay off 245 of its 690 employees. When new 
CEO Joe Brancucci came on board, he reduced check 
and ATM fees that were frustrating customers, reduced 
bad loans from 4.06 percent to 3.58 percent, and, after 
cutting employees’ pay, created pay incentives linked to 
growth in loans and new members. But, from a commu-
nication standpoint, the most important thing he did was 
start an internal blog to which he posted updates to all of 
GTE’s employees. Brancucci says he never “sugarcoated 
anything. I talked about what we were going through, 
the situations we faced, why we faced them, and why we 
were making changes.” Now quarterly financial state-
ments are posted on the blog. “Our membership knows 
exactly what’s going on. We don’t hide anything,” adds 
Brancucci.84

Monitoring social media, such as blogs, Twitter, 
and Facebook, written by people outside the company 
can be a good way to find out what others are saying or 
thinking about your organization or its products or ac-
tions. But keeping up with these communication media 
requires someone in the firm to actively monitor what 
is being said on social media. At its Texas headquarters, 
Dell operates a Social Media Listening Command Center, 
where staff members track what is being said about Dell 
on a variety of social media sites such as Facebook, Twit-
ter, and YouTube, as well as blogs. When they see that a 
Dell customer posts a problem with a Dell product, they 
quickly contact the customer and take steps to address 
the issue. Nearly two-thirds of Dell consumers contacted 
through the Social Media Listening Command Cen-
ter report positive service experiences. Manish Mehta, 
Dell’s then–vice president for social media and commu-
nity, says, “Customers were thrilled and elated that Dell 

was reaching out to them. It changed their perception of  
the company.”85 

Finally, in addition to being a way to deliver orga-
nizational communication, so-called town hall meetings 
can be an effective way for companies to hear feed-
back from employees. In 2014, Dubai-based Emirates  
Airline carried 44.5 million passengers, and by 2020, it 
expects that number to rise to 70 million. To meet growing 
demand, Emirates Airline will hire 5,000 additional cabin 
staff, but in the meantime, the 20,000 current cabin crew 
employees are working more hours on shorter layovers. 
Crew members who had worked their way to first-class 
assignments, a prestigious posting, are having to return 
to economy class to cover staff shortages. Many staff 
members have had annual leave allocations deferred. 
To better understand crew member complaints, the air-
line held three town hall meetings—the first of which 
lasted four hours—during which staff aired grievances 
to senior management. Terry Daly, Emirates’ senior 
vice president of service delivery announced the meet-
ings in an email, writing that he was “aware that there 
are a number of subjects 
that are causing concern  
at the moment” and that 
the meetings would be “an 
opportunity to talk about 
these directly with me.”86

Blog a personal website that 
provides personal opinions 
or recommendations, news 
summaries, and reader comments
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PART 
5

LEARNING OutcOmEs

Describe the basic control process.

Discuss the various methods that managers can use to maintain control.

Describe the behaviors, processes, and outcomes that today’s managers  
are choosing to control in their organizations.

16-1

16-2

16-3

After you finish 

this chapter, go to 

PAGE 349 for

STUDY TOOLS

Control16

A
nn

op
k/

Sh
ut

te
rs

to
ck

.c
om

61592_ch16_ptg01.indd   332 10/23/15   7:19 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



333CHAPTER 16: Control

standards that must be met to accomplish those goals. 
Standards are a basis of comparison for measuring the 
extent to which organizational performance is satisfac-
tory or unsatisfactory. For example, many pizzerias use 
thirty to forty minutes as the standard for delivery time. 
Because anything longer is viewed as unsatisfactory, 
they’ll typically reduce the price if they can’t deliver a 
hot pizza to you within that time period.

So how do managers set standards? How do they 
decide which levels of performance are satisfactory and 
which are unsatisfactory? The first criterion for a good 
standard is that it must enable goal achievement. If you’re 
meeting the standard but still not achieving company 
goals, then the standard may have to be changed. When 
introduced, Apple’s iPhone 5 had an aluminum body 
crafted to be stronger, lighter, thinner, and more stylish 
than previous models. However, after only a few days of 
light use, the back and sides of the phone could end up 
scratched or dented. Even worse, early customers re-
ported finding scratches on brand-new phones right out 
of the box. Apple responded by asking its iPhone manu-
facturer, Foxconn, to implement stricter quality-control 
standards in the manufacture and handling of iPhone 5s 
in its factories, as well as more rigorous inspections so that 
iPhones with scratches do not get shipped to customers.3 

Companies also determine standards by listening to 
customers’ comments, complaints, and suggestions or by 
observing competitors. Sarah Beatty started Green Depot, 
which sells environmentally responsible construction 
materials, because “greenwashing”—representing prod-
ucts as green when they’re not—was widespread among 
competitors. Beatty hired engineers to help Green Depot 
develop CLEAR standards, for Conservation (recycled, 
reclaimed, reused, or rapidly renewable resources), Local 
(low-carbon footprint), Energy (energy-conserving or 
renewable resources), Air quality (nontoxic, nonallergenic, 
or no gases or particulates), and Responsibility (green 
jobs, worker protection, and truthful marketing). When 
the standards were developed, Beatty and her team sent 
out ten-page questionnaires 
to manufacturers, asking for 
detailed explanations re-
garding product production 
and materials. Each product 
is measured on each of the 
five standards. If a standard 
has been met, Green Depot  
displays an icon for that 
standard on the product’s 
page on GreenDepot.com. 
As Green Depot’s website 

 THE ConTRol 
PRoCEss

For all companies, past success is no guarantee of future 
success. Even successful companies fall short or face 
challenges and thus have to make changes. Control is 
a regulatory process of establishing standards to achieve 
organizational goals, comparing actual performance to 
the standards, and taking corrective action when neces-
sary to restore performance to those standards. Control  
is achieved when behavior and work procedures conform  
to standards and when company goals are accomplished.1 
Control is not just an after-the-fact process, however. 
Preventive measures are also a form of control.

The French Open grand slam tennis tournament at 
Roland Garros Stadium in Paris uses birds of prey, spe-
cifically raptors, to prevent—and thus control—pigeon 
problems, such as pigeon droppings and play interrupted 
by pigeons landing on the courts. With nearly 430,000 
people in attendance during the two-week tournament, 
Roland Garros is the equivalent of a Parisian corner cafe 
for pigeons thanks to all the food served and thrown away. 
But with raptors circling the skies, “It creates a sense of 
danger for the pigeons and they won’t dare to land,” says 
Raptor trainer Ludwig Verschatse.2 While the raptors 
can’t be airborne when crowds are in attendance during 
the day, they circle high over Roland Garros each morn-
ing before play starts and in the evening as play ends 
for the day. To avoid protests from animal rights groups, 
the raptors are fed 10 percent of their body weight each 
day so they aren’t tempted to catch and eat the pigeons. 
Similar prevention or control strategies are used at the 
Australian Open, which uses eagles, and at Wimbledon, 
which uses a hawk named Rufus. 

The basic control process 16-1a begins with the establish-
ment of clear standards of performance; 16-1b involves 
a comparison of performance to those standards; 
16-1c takes corrective action, if needed, to repair per-
formance deficiencies; 16-1d is a dynamic, cybernetic 
process; and 16-1e consists of three basic methods: 
feedback control, concurrent control, and feedforward 
control. However, as much as managers would like, 16-1f 
control isn’t always worthwhile or possible.

16-1a Standards
The control process begins when managers set goals such 
as satisfying 90 percent of customers or increasing sales 
by 5 percent. Companies then specify the performance 

16-1

Control a regulatory process of 
establishing standards to achieve 
organizational goals, comparing 
actual performance against the 
standards, and taking corrective 
action when necessary

Standards a basis of 
comparison for measuring the 
extent to which various kinds of 
organizational performance are 
satisfactory or unsatisfactory
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explains, “Our Green Depot Icon System is designed to 
show at a glance why we call a particular item green.”4 

Standards can also be determined by benchmarking 
other companies. Benchmarking is the process of  
determining how well other companies (not just com-
petitors) perform business functions or tasks. In other 
words, benchmarking is the process of determining other 
companies’ standards. When setting standards by bench-
marking, the first step is to determine what to benchmark.  
Organizations can benchmark anything from cycle time 
(how fast) to quality (how well) to price (how much). 
For example, based on national benchmarking studies 
of thousands of fire departments, many firefighters are 
expected to respond to an alarm within fifteen seconds 
95 percent of the time. Additionally, 90 percent of the 
time, it should take no more than sixty seconds to leave 

the firehouse, and then no 
more than four minutes to 
arrive at the scene.5

After setting stan-
dards, the next step is to 
identify the companies 

against which to benchmark those standards. The last 
step is to collect data to determine other companies’ 
performance standards. Intuit, maker of financial soft-
ware and websites such as QuickBooks, Intuit Payroll, 
and TurboTax, gets nearly 40 percent of its revenues 
by selling its products and services to tens of thousands 
of small- to medium-sized businesses in different in-
dustries. Fred Shilmover, CEO of InsightSquared,  
which sells data-analytic tools to those businesses, says, 
“Intuit figured out how to leverage its internal data team 
for their customers, when those companies couldn’t 
gather enough data on their own to understand the big-
ger [industry and business] trends.”6 And because Intuit 
also sells add-on products and services to help manage 
payroll, inventory, financing, customers, point of sale 
trends, and online/social media marketing, he says those 
businesses “can now benchmark their costs [and organi-
zational performance in all of those areas] against each 
other.” This benchmarking shows them whether they 
perform at, above, or below thousands of other compa-
nies on a number of critical dimensions.

16-1b Comparison to Standards
The next step in the control process is to compare actual 
performance to performance standards. Although this 
sounds straightforward, the quality of the comparison 
depends largely on the measurement and information 
systems a company uses to keep track of performance. 
The better the system, the easier it is for companies to 
track their progress and identify problems that need to 
be fixed. 

On average, 5 percent of hospital patients catch an 
infection at the hospital. It costs an average of $15,000 per 
incident to treat such infections, and 100,000 patients will 
die each year from them. Why? Because in most hospi-
tals, health care workers wash their hands only 50 percent  
of the time before examining or touching a patient. Be-
cause of the risks, the Center for Disease Control created a 
video, “Hand Hygiene Saves Lives,” to be shown to patients  
admitted to hospitals. In the video, a patient’s wife asks 
her husband’s doctor, on entering the hospital room, to 
wash his hands before beginning the medical exam.7

So, how can a hospital measure the rate at which its 
employees wash their hands so it can compare the actual 
rate of handwashing to its goal for handwashing? At the 
University Health Network in Toronto, researchers elect-
ronically monitored the hand-hygiene system. Pushing 
the lever on a soap dispenser sent a signal time-stamping  
the handwashing event and logging it into a central data-
base. Even though the hospital was able to measure 
the rate of handwashing digitally, it found that with the 

Kering Sets  
the Standard  
for Sustainability  
in Fashion

Of the dozens of brands owned by fashion conglomerate 
Kering, several are implementing large-scale sustainability 

initiatives. Stella McCartney, a longtime animal-rights activist, 
has developed a technique for producing real leather in a labo-
ratory using DNA from cows. Gucci, which still uses actual hides 
for its leather, has developed a tanning process that uses far less 
pollutants, and it is sharing that technology and methodology 
with anyone who wants it. Across all its companies, Kering is 
testing a technique developed by a British firm that allows color, 
chemicals, and fibers to be separated so that the fiber can be 
recycled. The conglomerate also has a fifty-person team dedi-
cated to sustainability that works with an associate committee 
of fifteen experts from the energy and transportation sectors. For 
CEO François-Henri Pinault, sustainability extends beyond cost-
savings and brand building. Of the tanning technology, he says, 
“If you find a solution like this and you use it as a competitive 
advantage, you miss completely the point.”
source: R. Feitelberg, “Pinault Delves into sustainability,” WWD, April 6, 2015, 2.

Benchmarking the process 
of identifying outstanding 
practices, processes, and standards 
in other companies and adapting 
them to your company
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presence of an auditor—a person in a white lab coat 
(who did not know the purpose of the study)—the 
rate of handwashing nearly tripled to 3.75 washes per 
hour versus 1.07 washes per hour when no auditor was 
present.8 

16-1c Corrective Action
The next step in the control process is to identify per-
formance deviations, analyze those deviations, and 
then develop and implement programs to correct 
them. This is similar to the planning process discussed 
in Chapter 5. Regular, frequent performance feedback 
allows workers and managers to track their perfor-
mance and make adjustments in effort, direction, and 
strategies. 

After discovering that its ICU staff were washing 
their hands only 6.5 percent of the time, North Shore 
University Hospital decided that frequent feedback was 
the best way to change its health care workers’ hand-
washing behavior. So, it provided feedback in two ways. 
First, an LED display by the nurses’ station shows that 
shift’s handwashing percentage and an evaluation, such 
as “Great Shift!” Second, the nursing shift manager 
receives an email with the shift’s handwashing rates three 
hours into the shift and then again at the shift’s conclu-
sion. Since this system was installed, handwashing rates 
at North Shore’s ICU have risen from 6.5 percent to  
81 percent.9

16-1d Dynamic, Cybernetic Process
As shown in Exhibit 16.1, control is a continuous, 
dynamic, cybernetic process. Control begins by setting 
standards, measuring performance, and then comparing 
performance to the standards. If the performance 
deviates from the standards, then managers and  
employees analyze the deviations and develop and 
implement corrective programs that (they hope) achieve 
the desired performance by meeting the standards. 
Managers must repeat the entire process again and 
again in an endless feedback loop (a continuous process). 
Thus, control is not a one-time achievement or result. It 
continues over time (that is, it is dynamic) and requires 
daily, weekly, and monthly attention from managers to 
maintain performance levels at the standard (that is, 
it is cybernetic). Cybernetic derives from the Greek 
word kubernetes, meaning “steersman,” that is, one who 
steers or keeps on course.10 The control process shown 
in Exhibit 16.1 is cybernetic because constant attention 
to the feedback loop is necessary to keep the company’s 
activity on course.

16-1e Feedback, Concurrent,  
and Feedforward Control
The three basic control methods are feedback control, 
concurrent control, and feedforward control. Feedback  
control is a mechanism for gathering information about 
performance deficiencies after they occur. This infor-
mation is then used to correct or prevent performance 
deficiencies. Study after study has clearly shown that 
feedback improves both individual and organizational 
performance. In most instances, any feedback is better 
than no feedback.

If feedback has a downside, it’s that feedback al-
ways comes after the fact. For example, when an electri-
cal transformer malfunctions on a neighborhood utility 
pole, 90 percent of the time the cause of the problem is 
a squirrel. Brian Manthey, manager of media relations 
for We Energies, says, “If they are on a wire and touch 
a piece of equipment that’s grounded, the current flows 
through them. They’re killed and sometimes the power 
to homes and businesses goes out.”11 And, there’s never 
any warning until after the 
fact and usually nothing 
left of the squirrel because 
of the electrical surge or 
because predators have 
taken the remains. Utility 
companies have experi-
mented with a wide range 

Exhibit 16.1

Cybernetic Control Process

Develop and
Implement
Program for
Corrective

Action

Analyze
Deviations

Set Standards

Measure
Performance

Compare with
Standards

Identify
Deviations

source: From Business Horizons, June 1972, H. Koontz and R. W. Bradspies, 
“Managing through Feedforward Control: A Future Directed View,” pp. 25–36.

Cybernetic the process of 
steering or keeping on course

Feedback control a 
mechanism for gathering 
information about performance 
deficiencies after they occur
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of solutions, such as arrester caps and brushing covers 
to protect the wires, and free-spinning baffles that make 
squirrels fall off the wires. But a foolproof method has 
yet to be invented.12 The city of Austin, Texas, estimates 
that squirrels cause 300 power outages a year. Squirrel-
related power outages cost California’s economy up to 
$317 million per year.13

Concurrent control addresses the problems in-
herent in feedback control by gathering information 
about performance deficiencies as they occur. Thus, it 
is an improvement over feedback because it attempts to 
eliminate or shorten the delay between performance and 
feedback about the performance. Concussions represent 
one of the biggest health concerns for football players. 
Sometimes, however, it can be difficult to tell whether 
a player has suffered a concussion. And, because they 
don’t want to come out of the game, players won’t always 
be honest with doctors about their symptoms. Other 
times, teams, especially high school and small college 
teams, don’t have staff who have been properly trained 
to diagnose concussions. To address this problem, Battle 
Sports Science created the Impact Indicator, a helmet 
chin strap equipped with an accelerometer that instantly 
measures the force that a player experiences when 
hit. When sensors detect a hit so hard that there is a  
50 percent chance or better of injury, an indicator light 
flashes, letting sideline medical personnel know that 
they should further examine the player for possible signs 
of a concussion.14 

Feedforward control is a mechanism for gather-
ing information about performance deficiencies before  
they occur. In contrast to feedback and concurrent 

control, which provide 
feedback on the basis of 
outcomes and results, feed-
forward control provides 
information about perfor-
mance deficiencies by mo-
nitoring inputs rather than 
outputs. Thus, feedforward 
control seeks to prevent 
or minimize performance 
deficiencies before they 
happen. Power companies 
have traditionally relied on 
consumers to call in power 
outages. Then, when re-
pair crews arrive, fault de-
tectors displaying a flag or 
a light can tell them which 
line is out, but the crews 
still have to visually inspect 

miles of power lines, often in weather with poor visibi lity, 
to find the precise cause of the outage. Tollgrade, how-
ever, is making sensors the size of a loaf of bread, which 
sit on and are powered by the electricity flowing through 
the wires, that can notify power companies about  
problems before they happen (that is, feedforward). 
With GPS (location) and wireless (communication) 
capa bilities, the sensors monitor the fluctuations in the 
flow of electricity—from outages to drops to normal 
transmissions to surge overloads—and instantaneously 
send text alerts to power company engineers when there 
are problems.15 Pennsylvania’s Orange & Rockland Utili-
ties were alerted to an electrical line problem over a 
Fourth of July weekend, and the advanced notice of the  
outage offered ample time for repair crews to fix the  
issue before a single customer could complain. Haukur  
Asgeirsson, technology manager at DTE Energy says, 
“You can actually go out there and do some preemptive 
work before a permanent outage occurs. It looks actually 
very promising.”16

16-1f Control Isn’t Always 
Worthwhile or Possible
Control is achieved when behavior and work proce-
dures conform to standards, and goals are accomplished.  
By contrast, control loss occurs when behavior and 
work procedures do not conform to standards.17 For the 
first time in its 108-year history, Blue Bell Creameries 
experienced an outbreak of listeria, a bacterium that 
thrives in refrigerated conditions, which can cause fever, 
muscle aches, nausea, abdominal pain, and sometimes 
death. As a result, Blue Bell announced a voluntary, com-
plete recall of 8 million gallons of ice cream and frozen  
yogurt products across twenty-three states.18 

Maintaining control is important because control 
loss prevents organizations from achieving their goals. 
When control loss occurs, managers need to find out 
what, if anything, they could have done to prevent it. 
Usually, that means identifying deviations from standard 
performance, analyzing the causes of those deviations, 
and taking corrective action. Even so, implementing 
controls isn’t always worthwhile or possible. Let’s look 
at regulation costs and cybernetic feasibility to see why 
this is so.

To determine whether control is worthwhile, man-
agers need to carefully assess regulation costs, that is, 
whether the costs and unintended consequences of con-
trol exceed its benefits. If a control process costs more 
than it benefits, it may not be worthwhile. Because glass 
can be recycled over and over again, and because it was 

Concurrent control  
a mechanism for gathering 
information about performance 
deficiencies as they occur, thereby 
eliminating or shortening the 
delay between performance and 
feedback

Feedforward control  
a mechanism for monitoring 
performance inputs rather than 
outputs to prevent or minimize 
performance deficiencies before 
they occur

Control loss the situation 
in which behavior and work 
procedures do not conform to 
standards

Regulation costs the costs 
associated with implementing or 
maintaining control
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profitable to recycle, waste companies paid cities for the 
glass they collected. In fact, to increase the amount of 
glass collected for recycling, the waste industry encour-
aged cities to allow households to mix glass, plastic, and 
cans together in one recycling bin. The unintended con-
sequence of that decision, according to Curt Bucey of 
Strategic Materials, the largest U.S. glass recycler, is that 
half of the “glass” loads headed to recycling aren’t glass. 
Bucey says, “Now what comes with the glass are rocks, 
shredded paper, chicken bones people left in their take-
out containers, and hypodermic needles.”19 Because very 
expensive equipment is needed to separate glass from 
other materials, Strategic Materials now charges cities 
from $10 to $40 per ton, depending on how “dirty” their 
glass recycling loads are. And for cities used to being paid 
for recycling glass, having to pay waste companies to take 
their glass comes as a high regulation cost. James Young, 
director of solid waste programs around Charleston,  
South Carolina, says, “When you’re losing money and 
time processing glass for not much revenue, it is just a 
losing battle, and not sustainable.”20

Another factor to consider is cybernetic  
feasibility, the extent to which it is possible to implement 
each of the three steps in the control process. If one or 
more steps cannot be implemented, then maintaining 
effective control may be difficult or impossible.

ConTRol METHoDs
In January 2010, a gallon of diesel fuel cost $2.95. By 
May 2014, the price had climbed 34 percent to $3.95.21 
Consequently, companies with truck fleets became 
much more aggressive in exploring ways to reduce fuel 
costs and increase gas mileage. For example, in May 
2014, Kroger bought forty natural gas-powered trucks 
that use a state-of-the-art cold natural gas tank (for in-
creased driving range). Natural gas costs $1.50 less per 
gallon than diesel fuel.22 UPS, on the other hand, is con-
trolling fuel costs by using composite materials in trucks 
that are 1,000 pounds lighter than its standard steel 

and aluminum 
trucks. Com-
bined with 
13 percent 

better 

16-2

aerodynamics, UPS’s composite trucks use 40 percent 
less diesel fuel. Dale Spencer, director of engineering 
for UPS, says, “This technology is available to us today. 
We don’t have to worry about plugging it in or getting 
propane or CNG (compressed natural gas).”23

Managers can use five different methods to achieve control 
in their organizations: 16-2a bureaucratic, 16-2b objec-
tive, 16-2c normative, 16-2d concertive, and 16-2e 
self-control.

16-2a Bureaucratic Control
When most people think of managerial control, 
what they have in mind is bureaucratic control.  
Bureaucratic control is top-down control, in which 
managers try to influence employee behavior by re-
warding or punishing employees for compliance or 
noncompliance with organizational policies, rules, and 
procedures. Most employees, however, would argue that 
bureaucratic managers emphasize punishment for non-
compliance much more than rewards for compliance.

As you learned in Chapter 2, bureaucratic manage-
ment and control were created to prevent just this type 
of managerial behavior. By encouraging managers to 
apply well-thought-out rules, policies, and procedures 
in an impartial, consistent manner to everyone in the 
organization, bureaucratic control is supposed to make 
companies more efficient, effective, and fair. Ironically, 
it frequently has just the opposite effect. Managers who 
use bureaucratic control often emphasize following the 
rules above all else.

Another characteristic of bureaucratically controlled 
companies is that, due to their rule- and policy-driven 
decision making, they are highly resistant to change and 
slow to respond to customers and competitors. Recall 
from Chapter 2 that even Max Weber, the German phi-
losopher who is largely credited with popularizing bu-
reaucratic ideals in the late nineteenth century, referred 
to bureaucracy as the “iron cage.” He said, “Once fully 
established, bureaucracy is 
among those social struc-
tures which are the hardest  
to destroy.”24 Of course, the  
national government, with  
hundreds of bureaus, agen-
cies, and departments, is  
typically the largest bure-
aucracy in most countries. 
Under new U.S. Depart-
ment of Transportation 
rules for long-haul truck-
ers, drivers can now drive 

Cybernetic feasibility  
the extent to which it is possible 
to implement each step in the 
control process

Bureaucratic control the 
use of hierarchical authority to 
influence employee behavior  
by rewarding or punishing 
employees for compliance or  
noncompliance with  
organizational policies,  
rules, and procedures
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only seventy hours per week, down from eighty-two. And, 
they must take a thirty-four hour break over two nights be-
tween work weeks. Intended to increase safety by prevent-
ing tired truck drivers from getting behind the wheel, the 
changes are instead increasing driver turnover (ironically 
putting less experienced drivers on the road), putting more 
trucks on the road during rush hour, and forcing drivers to  
try to sleep when they’re not tired and to drive when they 
are. Manny Hernandez, who has driven trucks for three 
decades, says the new rules prevent him from gett ing 
home to see his family. Wherever he is when the seventy  
hour limit kicks in, he has to stop for thirty-four hours over 
two nights. Says Hernandez, “It can be a nightmare of hav-
ing to sit for forty-eight hours, tired, when all you want to 
do is get home. . . . Who made up these rules?” he asks. 
“Did they have any experience in driving truck[s], and traf-
fic and dealing with customers and [the time lost from] 
your [truck] breakdowns? Sometimes I think they’re trying 
to choke out the trucking industry.”25 

16-2b Objective Control
In many companies, bureaucratic control has evolved 
into objective control, which is the use of observ-
able measures of employee behavior or output to assess 
performance and influence behavior. Whereas bureau-
cratic control focuses on whether policies and rules are 
followed, objective control focuses on observing and 
measuring worker behavior or output. The Angus Barn, 
a steakhouse in Raleigh, North Carolina, has a strict pri-
vacy policy because it is visited by numerous celebrities—
employees and managers are to keep all guests’ dining 
experiences private. A waiter was fired for violating the 
policy after uploading a copy of NFL quarterback Peyton 

Manning’s dinner receipt, 
following Manning’s din-
ner at the restaurant. The 
picture, which quickly went 
viral, showed that Manning 
had left a generous tip of 
$200, on top of an 18 per-
cent gratuity that the res-
taurant had already added 
to the bill. Speaking about 
the incident and the firing, 
Van Eure, the owner of the 
Angus Barn, said, “This 
goes against every policy we 
have. It’s just horrible.”26

There are two kinds  
of objective control: be-
havior control and output 

control. Behavior control is regulating behaviors 
and actions that workers perform on the job. The  
basic assumption of behavior control is that if you do 
the right things (that is, the right behaviors) every  
day, then those things should lead to goal achievement.  
Behavior control is still management-based, how-
ever, which means that managers are responsible for  
monitoring and then rewarding or punishing workers 
for exhibiting desired or undesired behaviors.

Instead of measuring what managers and workers 
do, output control measures the results of their 
efforts. Whereas behavior control regulates, guides, and 
measures how workers behave on the job, output con-
trol gives managers and workers the freedom to behave 
as they see fit as long as they accomplish prespecified, 
measurable results. Output control is often coupled with 
rewards and incentives.

Three things must occur for output control to 
lead to improved business results. First, output control 
measures must be reliable, fair, and accurate. Second, 
employees and managers must believe that they can pro-
duce the desired results. If they don’t, then the output 
controls won’t affect their behavior. Third, the rewards 
or incentives tied to output control measures must truly 
be dependent on achieving established standards of per-
formance. The “Drive Safe & Save” program at State 
Farm Insurance is based on output control. Using a de-
vice that plugs into your car’s diagnostic port, State Farm 
tracks when you drive, and your braking, acceleration, 
left and right turns, and whether you exceed 80 mph. 
Drivers who participate are eligible for discounts up to  
50 percent, with their driving scores determining the size 
of the discount. Ed Scharlau of Austin, Texas, says, “How 
I drive should affect my insurance premium.” Moreover, 
he says the program’s daily feedback has him and his wife 
talking, “about our own driving and what we see around 
us: ‘Oops, did we just lose points?’”27 

16-2c Normative Control
Rather than monitoring rules, behavior, or output, 
another way to control what goes on in organizations is to 
use normative control to shape the beliefs and values of 
the people who work there. With normative controls,  
a company’s widely shared values and beliefs guide work-
ers’ behavior and decisions.

JPMorgan Chase realizes that culture has as much 
to do with control as algorithms, so it has designated 
more than 300 executives as “cultural ambassadors” who 
focus on standards. The company published a memo that 
encouraged employees to flag any compliance concerns 
and emphasized that poor compliance and scandals 

Objective control the 
use of observable measures of 
worker behavior or outputs to 
assess performance and influence 
behavior

Behavior control the 
regulation of the behaviors and 
actions that workers perform on 
the job

Output control the 
regulation of workers’ results or 
outputs through rewards and 
incentives

Normative control the 
regulation of workers’ behavior and 
decisions through widely shared 
organizational values and beliefs
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damage the bank’s reputation and affect everyone, both 
professionally and financially. The goal of the program is 
to reshape the beliefs and values of the bank’s employees 
so that compliance and ethical financial stewardship are 
part of the company culture.28

Normative controls are created in two ways. First, 
companies that use normative controls are very care-
ful about who they hire. While many companies screen 
potential applicants on the basis of their abilities, norma-
tively controlled companies are just as likely to screen po-
tential applicants based on their attitudes and values. Four 
Seasons hotels, a luxury five-star brand, are renowned for 
their exceptional guest service. Founder Isadore Sharp 
says, “Competence we can teach. Attitude is ingrained.”29 
Former executive vice-president of HR, Nick Mutton 
agrees, saying, “Job skills can be taught later. The quality 
of our people—their attitude, professionalism, personal 
growth—is actually what we are as a business. Our focus 

on attitude is paramount because engaged employees who 
care about our customers create our product, and that 
clearly contributes directly to our bottom line.”30 

Second, with normative controls, managers and 
employees learn what they should and should not do by 
observing experienced employees and by listening to 
the stories they tell about the company. We learned the 
importance of storytelling and organizational culture 
in Chapter 3. For normative controls to work, however, 
managers must not only select the right people, they must 
reward employees who honor those attitudes and val-
ues, and deal with those who don’t. Elite SEM is a New 
York City-based search engine marketing firm that helps  
Fortune 500 companies increase their profile when poten-
tial customers do web searches. Elite SEM values hiring 
people with advanced technical skills and cooperative atti-
tudes. More specifically, the company prides itself on being  
a “jerk-free workplace.” So, there are consequences for 
employees and managers who, as CEO Ben Kirshner says, 
“don’t embrace our core values.” When a new employee 
refused to work late his first week on the job, he was let go. 
Kirshner says, “He was a bad seed!” And, because of the 
long hours people put in to meet client needs, Elite SEM 
has a free meal policy. So when another new employee  
ordered himself groceries and $30 breakfasts, Kirshner 
says, “Everyone jumped on him.”31

16-2d Concertive Control
Whereas normative controls are based on beliefs that are 
strongly held and widely shared throughout a company, 
concertive controls are based on beliefs that are 
shaped and negotiated by work groups.32 Whereas nor-
mative controls are driven by strong organizational cul-
tures, concertive controls usually arise when companies 
give work groups complete autonomy and responsibility 
for task completion (see Chapter 10, “Managing Teams,” 
for a complete discussion of the role of autonomy in 
teams and groups). The most autonomous groups oper-
ate without managers and are completely responsible for 
controlling work group processes, outputs, and behav-
ior. Such groups do their own hiring, firing, worker dis-
cipline, scheduling, materials ordering, budget making 
and meeting, and decision making.

Concertive control is not established overnight. 
Highly autonomous work groups evolve through two 
phases as they develop con-
certive control. In phase  
one, group members learn 
to work with each other, 
supervise each other’s 
work, and develop the 

JPMorgan Chase realizes that culture has 
as much to do with control as algorithms, 
so it has added and designated more than 
300 executives as “cultural ambassadors.”

Concertive control the 
regulation of workers’ behavior 
and decisions through work group 
values and beliefs
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values and beliefs that will 
guide and control their behav-
ior. And because they develop 
these values and beliefs them-
selves, work group members 
feel strongly about following 
them.

 In the steel industry, 
Nucor was long considered 
an upstart compared with 
the “biggies,” U.S. Steel and  
Bethlehem Steel. Today, how-
ever, not only has Nucor man-
aged to outlast many other 
mills, the company has bought 
out thirteen other mills in the 
past five years. Nucor has a 
unique culture that gives real power to employees on the 
line and fosters teamwork throughout the organization. 
This type of teamwork can be a difficult thing for a newly 
acquired group of employees to get used to. For exam-
ple, at Nucor’s first big acquisition in Auburn, New York,  
David Hutchins is a frontline supervisor or “lead man” in 
the rolling mill, where steel from the furnace is spread 
thin enough to be cut into sheets. When the plant was 
under the previous ownership, if the guys doing the cut-
ting got backed up, the guys doing the rolling—including  
Hutchins—would just take a break. He says, “We’d sit 
back, have a cup of coffee, and complain: ‘Those guys 
stink.’” It took six months to convince the employees at 
the Auburn plant that the Nucor teamwork way was bet-
ter than the old way. Now, Hutchins says: “At Nucor, we’re 
not ‘you guys’ and ‘us guys.’ It’s all of us guys. Wherever 
the bottleneck is, we go there, and everyone works on it.”33

The second phase in the development of concertive 
control is the emergence and formalization of objective 
rules to guide and control behavior. The beliefs and val-
ues developed in phase one usually develop into more 
objective rules as new members join teams. The clearer 
those rules, the easier it becomes for new members to 
figure out how and how not to behave.

Ironically, concertive control may lead to even 
more stress for workers to conform to expectations than  

bureaucratic control. Under  
bureaucratic control, most 
workers only have to worry 
about pleasing the boss. 
But with concertive con-
trol, their behavior has to 
satisfy the rest of their team 
members. For example, 
one team member says, 

“I don’t have to sit there 
and look for the boss to be 
around; and if the boss is 
not around, I can sit there 
and talk to my neighbor or 
do what I want. Now the 
whole team is around me 
and the whole team is ob-
serving what I’m doing.”34 
Plus, with concertive con-
trol, team members have a 
second, much more stress-
ful role to perform: that 
of making sure that their 
team members adhere to 
team values and rules.

16-2e Self-Control
Self-control, also known as self-management, is a 
control system in which managers and workers control 
their own behavior.35 Self-control does not result in anarchy,  
in which everyone gets to do whatever he or she wants. 
In self-control, or self-management, leaders and manag-
ers provide workers with clear boundaries within which 
they may guide and control their own goals and behav-
iors.36 Leaders and managers also contribute to self-control 
by teaching others the skills they need to maximize and 
monitor their own work effectiveness. In turn, individu-
als who manage and lead themselves establish self-control 

Resistance Is Futile! 
(Or Is It?)

The easiest way to resist temptation may be to avoid it alto-
gether. A study by researchers at Florida State gave partici-

pants the option of taking an online test in one of two formats. 
The standard format was static, but the stylized format included 
art on both sides of the screen that would change periodically. 
Of participants with high self-control, 67 percent selected the 
standard black-and-white test. By contrast, only 43 percent of 
the participants with low self-control chose the standard test; 
the majority chose the stylized test, even though they had 
been warned ahead of time of the potential distraction. The 
secret of highly disciplined people is proactive avoidance, or 
simply avoiding situations in which their self-control might fail. 
source: A. lukits, “The secret to Resisting Temptation,” Wall Street Journal,  
november 24, 2014, accessed May 13, 2015. http://www.wsj.com/articles/the-secret 
-to-resisting-temptation-1416852990.

Self-control (self-
management) a control 
system in which managers and 
workers control their own behavior 
by setting their own goals, 
monitoring their own progress, 
and rewarding themselves for goal 
achievement
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341CHAPTER 16: Control

by setting their own goals, monitoring their own progress, 
rewarding or punishing themselves for achieving or for 
not achieving their self-set goals, and constructing positive 
thought patterns that remind them of the importance of 
their goals and their ability to accomplish them.37

For example, let’s assume you need to do a better job 
of praising and recognizing the good work that your staff 
does for you. You can use goal setting, self-observation, 
and self-reward to manage this behavior on your own. For 
self-observation, write “praise/recognition” on a three-by-
five-inch card. Put the card in your pocket. Put a check 
on the card each time you praise or recognize someone. 
(Wait until the person has left before you do this.) Keep 
track for a week. This serves as your baseline, or starting 
point. Simply keeping track will probably increase how 
often you do this. After a week, assess your baseline, or 
starting point, and then set a specific goal. For instance, 
if your baseline was twice a day, you might set a specific 
goal to praise or recognize others’ work five times a day. 
Continue monitoring your performance with your cards. 
After you’ve achieved your goal every day for a week, give 
yourself a reward (perhaps a movie or lunch with a friend 
at a new restaurant) for achieving your goal.38

As you can see, the components of self-management, 
self-set goals, self-observation, and self-reward have 
their roots in the motivation theories you read about in 
Chapter 13. The key difference, though, is that the goals, 
feedback, and rewards originate from employees them-
selves and not from their managers or organizations.

WHAT To ConTRol?
In the first section of this chapter, we discussed the basics 
of the control process and the fact that control isn’t always 
worthwhile or possible. In the second section, we looked 
at the various ways in which control can be achieved. In 
this third and final section, we address an equally impor-
tant issue: What should managers control? Costs? Qual-
ity? Customer satisfaction? The way managers answer this 
question has critical implications for most businesses.

If you control for just one thing, such as costs, as 
many grocers have done in their meat departments, 
then other dimensions such as marketing, customer 
service, and quality are likely to suffer. But if you try 
to control for too many things, then managers and em-
ployees become confused about what’s really impor-
tant. In the end, successful companies find a balance 
that comes from doing three or four things right, such 
as managing costs, providing value, and keeping cus-
tomers and employees satisfied.

16-3

After reading this section, you should be able to explain 
16-3a the balanced scorecard approach to control and 
how companies can achieve balanced control of company 
performance by choosing to control 16-3b budgets, cash 
flows, and economic value added; 16-3c customer de-
fections; 16-3d quality; and 16-3e waste and pollution.

16-3a The Balanced Scorecard
Most companies measure performance using standard 
financial and accounting measures such as return on 
capital, return on assets, return on investments, cash flow, 
net income, and net margins. The balanced scorecard  
encourages managers to look beyond such traditional 
financial measures to four different perspectives on com-
pany performance. How do customers see us (the cus-
tomer perspective)? At what must we excel (the internal 
perspective)? Can we continue to improve and create 
value (the innovation and learning perspective)? How do 
we look to shareholders (the financial perspective)?39

The balanced scorecard has several advantages over 
traditional control processes that rely solely on financial 
measures. First, it forces managers at each level of the 
company to set specific goals and measure performance 
in each of the four areas. For example, Exhibit 16.2 shows 
that Southwest Airlines uses nine different measures in 
its balanced scorecard to determine whether it is meeting 
the standards it has set for itself in the control process. 
Of those, only three—market value, seat revenue, and 
plane lease costs (at various compounded annual growth 
rates, or CAGR)—are standard financial measures of per-
formance. In addition, Southwest measures its Federal 
Aviation Administration (FAA) on-time arrival rating and 
the cost of its airfares compared with those of competi-
tors (customer perspective); how much time each plane 
spends on the ground after landing and the percentage of 
planes that depart on time (internal business perspective); 
and the percentage of its ground crew workers, such as 
mechanics and luggage handlers, who own company stock 
and have received job training (learning perspective).

The second major advantage of the balanced 
scorecard approach to 
control is that it mini-
mizes the chances of  
suboptimization, which 
occurs when performance 
improves in one area at 
the expense of decreased 
performance in others. Jon 
Meliones, medical director 
of pediatric cardio ICU at 
Duke Children’s Hospital, 

Balanced scorecard  
measurement of organizational 
performance in four equally 
important areas: finances, 
customers, internal operations, 
and innovation and learning
Suboptimization  
performance improvement  
in one part of an organization but 
only at the expense of decreased 
performance in another part
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342 PART FIVE

says, “We explained the [balanced scorecard] theory to 
clinicians and administrators like this: if you sacrifice too 
much in one quadrant to satisfy another, your organiza-
tion as a whole is thrown out of balance. We could, for 
example, cut costs to improve the financial quadrant by 
firing half the staff, but that would hurt quality of service, 
and the customer quadrant would fall out of balance. 
Or we could increase productivity in the internal busi-
ness quadrant by assigning more patients to a nurse, but  
doing so would raise the likelihood of errors—an  

unacceptable trade-off.”40 
Let’s examine some 

of the ways in which 
companies are control-
ling the four basic parts 
of the balanced scorecard: 

the financial perspective (budgets, cash flows, and eco-
nomic value added), the customer perspective (customer  
defections), the internal perspective (total quality man-
agement), and the innovation and learning perspective 
(sustainability).

16-3b The Financial Perspective: 
Controlling Budgets, Cash Flows, 
and Economic Value Added
The traditional approach to controlling financial perfor-
mance focuses on accounting tools such as cash flow anal-
ysis, balance sheets, income statements, financial ratios, 
and budgets. Cash flow analysis predicts how changes 
in a business will affect its ability to take in more cash than 

Exhibit 16.2

Southwest Airlines—Balanced Scorecard

source: G. Anthes, “RoI Guide: Balanced scorecard,” Computer World, February 17, 2003, accessed september 5, 2008. http://www.computerworld.com/article/2579980 
/it-management/roi-guide--balanced-scorecard.html.
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Customer

Internal

Innovation
andLearning

Goals Standards Measures Initiatives

30% CAGR Market Value

Increased Revenue

Profitability

20% CAGR Seat Revenue

Lower Costs 5% CAGR Plane Lease Cost

On-Time Flights #1 FAA On-Time Arrival Rating
Quality Management,
Customer Loyalty ProgramLowest Prices #1 Customer Ranking 

(Market Survey)

Fast Ground Turnaround
30 Minutes Time on Ground Cycle Time Optimization

Program90% On-Time Departure

Ground Crew Alignment 
with Company Goals

Year 1: 70%
Year 3: 90%
Year 5: 100%

% Ground Crew
Shareholders Employee Stock Option Plan,

Ground Crew Training
% Ground Crew Trained

Cash flow analysis a type of 
analysis that predicts how changes 
in a business will affect its ability to 
take in more cash than it pays out
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it pays out. Balance sheets provide a snapshot of a com-
pany’s financial position at a particular time (but not the 
future). Income statements, also called profit and loss 
statements, show what has happened to an organization’s 
income, expenses, and net profit (income less expenses) 
over a period of time. Financial ratios are typically used 
to track a business’s liquidity (cash), efficiency, and prof-
itability over time compared with other businesses in its 
industry. Finally, budgets are used to project costs and 
revenues, prioritize and control spending, and ensure that 
expenses don’t exceed available funds and revenues. In a 
typical budgeting process, a manager uses the previous 
year’s budget and adjusts it to reflect the current situation, 
but zero-based budgeting requires managers to outline 
a budget from scratch each year. In doing so, they must 
justify every expenditure—down to the number of color 
photocopies and garbage bags used—every year. Heinz, 
Kraft, and Anheuser-Busch all use zero-based budgeting, 
as does chicken-processor Pilgrim’s Pride, which zealously  
monitors the amount of paper used to print documents, 
soap employees use in washrooms, and Gatorade work-
ers drink each shift. According to one plant manager, the 
budgeting process has transformed the culture. When 
one worker said to him, “Hey, I need a flashlight,” he  
responded, “Do you really need a flashlight?”41

By themselves, none of these tools—cash flow analy-
ses, balance sheets, income statements, financial ratios, 
or budgets—tell the whole financial story of a business. 
They must be used together when assessing a company’s 
financial performance. Because these tools are reviewed 
in detail in your accounting and finance classes, only a 
brief overview is provided here. Still, these are necessary 
tools for controlling organizational finances and expenses, 
and they should be part of your business toolbox. Unfor-
tunately, most managers don’t have a good understand-
ing of these accounting tools even though they should.42

Though no one would dispute the importance of 
cash flow analyses, balance sheets, income statements, 
financial ratios, or budgets for determining the financial 
health of a business, accounting research also indicates 
that the complexity and sheer amount of information 
contained in these accounting tools can shut down the 
brain and glaze over the eyes of even the most experi-
enced manager.43 Sometimes there’s simply too much 
information to make sense of. The balanced scorecard 
simplifies things by focusing on one simple question 
when it comes to finances: How do we look to sharehold-
ers? One way to answer that question is through some-
thing called economic value added.

Conceptually, economic value added (EVA) is 
not the same thing as profits. It is the amount by which 
profits exceed the cost of capital in a given year. It is 

based on the simple idea that capital is necessary to run a 
business and that capital comes at a cost. Although most 
people think of capital as cash, after it is invested (that is, 
spent), capital is more likely to be found in a business in 
the form of computers, manufacturing plants, employees, 
raw materials, and so forth. And just like the interest that 
a homeowner pays on a mortgage or that a college stu-
dent pays on a student loan, there is a cost to that capital.

The most common costs of capital are the interest paid 
on long-term bank loans used to buy all those resources, 
the interest paid to bondholders (who lend organizations 
their money), and the dividends (cash payments) and 
growth in stock value that accrue to shareholders. EVA is 
positive when company profits (revenues minus expenses 
minus taxes) exceed the cost of capital in a given year. In 
other words, if a business is to truly grow, its revenues must 
be large enough to cover both short-term costs (annual ex-
penses and taxes) and long-term costs (the cost of borrow-
ing capital from bondholders and shareholders). If you’re a 
bit confused, the late Roberto Goizueta, the former CEO 
of Coca-Cola, explained it this way: “You borrow money at 
a certain rate and invest it at a higher rate and pocket the 
difference. It is simple. It is the essence of banking.”44

Exhibit 16.3 shows how to calculate EVA. First, 
starting with a company’s income statement, you cal-
culate the net operating profit after taxes (NOPAT) by 
subtracting taxes owed from income from operations. 
(Remem ber, a quick review of an income statement is 
on the Financial Review 
Card found at the back of 
your book.) The NOPAT 
shown in Exhibit 16.3  
is $3,500,000. Second, 
identify how much capital 
the company has invested 
(that is, spent). Total li-
abilities (what the com-
pany owes) less accounts 
payable and less accrued 
expenses, neither of which 
you pay interest on, pro-
vides a rough approxima-
tion of this amount. In 
Exhibit 16.3, total capital 
invested is $16,800,000. 
Third, calculate the cost 
(that is, rate) paid for capi-
tal by determining the in-
terest paid to bondholders 
(who lend organizations 
their money), which is usu-
ally somewhere between  

Balance sheets accounting 
statements that provide a snapshot 
of a company’s financial position at 
a particular time

Income statements  
accounting statements, also called 
“profit and loss statements,” that 
show what has happened to an 
organization’s income, expenses, 
and net profit over a period of time

Financial ratios calculations 
typically used to track a business’s 
liquidity (cash), efficiency, and 
profitability over time compared to 
other businesses in its industry

Budgets quantitative plans 
through which managers decide 
how to allocate available money to 
best accomplish company goals

Economic value added 
(EVA) the amount by which 
company profits (revenues minus 
expenses minus taxes) exceed the 
cost of capital in a given year

61592_ch16_ptg01.indd   343 10/23/15   4:35 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



344 PART FIVE

5 and 8 percent, and the return that stockholders want in 
terms of dividends and stock price appreciation, which is his-
torically about 13 percent. Take a weighted average of the 
two to determine the overall cost of capital. In Exhibit 16.3,  
the cost of capital is 10 percent. Fourth, multiply the total  
capital ($16,800,000) from Step 2 by the cost of capital 
(10 percent) from Step 3. In Exhibit 16.3, this amount is 
$1,680,000. Fifth, subtract the total dollar cost of capital 
in Step 4 from the NOPAT in Step 1. In Exhibit 16.3, this 
value is $1,820,000, which means that our example com-
pany has created economic value or wealth this year. If our 
EVA number had been negative, meaning that the com-
pany didn’t make enough profit to cover the cost of capi-
tal from bondholders and shareholders, then the company 
would have destroyed economic value or wealth by taking 
in more money than it returned.45

Why is EVA so important? First and most impor-
tantly, because it includes the cost of capital, it shows 
whether a business, division, department, profit center, or 
product is really paying for itself. The key is to make sure 
that managers and employees can see how their choices 
and behaviors affect the company’s EVA. For example, 
because of EVA training and information systems, factory 
workers at Herman Miller, a leading office 
furniture manufacturer, understand that 
using more efficient materials, such as 
less expensive wood-dust board instead 
of real wood sheeting, contributes an 
extra dollar of EVA from each desk the 
company makes. On its website, Herman 
Miller explains, “Under the terms of the 
EVA plan, we shifted our focus from bud-
get performance to long-term continuous 
improvements and the creation of economic 

value. When we make plans for improvements around 
here, we include an EVA analysis. When we make deci-
sions to add or cut programs, we look at the impact on 
EVA. Every month, we study our performance in terms 
of EVA, and this measurement system is one of the first 
things new recruits to the company learn.”46 “The result 
is a highly motivated and business-literate workforce 
that challenges convention and strives to create increas-
ingly greater value for both customers and owners. Every 
month the company and all employees review perfor-
mance in terms of EVA, which has proven to be a strong 
corollary to shareholder value.”47

Second, because EVA can easily be determined for 
subsets of a company such as divisions, regional offices, 
manufacturing plants, and sometimes even depart-
ments, it makes managers and workers at all levels pay 
much closer attention to their segment of the business. 
In other words, EVA motivates managers and workers 
to think like small-business owners who must scramble 
to contain costs and generate enough business to meet 

their bills each month. And, unlike many kinds 
of financial controls, EVA doesn’t specify what 
should or should not be done to improve perfor-

mance. Thus, it encourages managers and 
workers to be creative in looking for ways 
to improve EVA performance.

Remember that EVA is the amount 
by which profits exceed the cost of capi-
tal in a given year. So the more that EVA 

exceeds the total dollar cost of capi-
tal, the better a company has used 
investors’ money that year. For ex-

ample, Apple had an EVA of $28 billion  
in 2012, by far the largest EVA in the 

Exhibit 16.3

Calculating Economic Value Added (EVA)

1. Calculate net operating profit after taxes (NOPAT). $ 3,500,000

2. Identify how much capital the company has invested (that is, spent). $16,800,000

3. Determine the cost (that is, rate) paid for capital (usually between  
5 percent and 8 percent).

 
10%

4. Multiply capital used (Step 2) times cost of capital (Step 3). (10% × $16,800,000) = $1,680,000

5. Subtract the total dollar cost of capital from net profit  
after taxes. 

 $3,500,000 NOPAT
 − $1,680,000 Total cost of capital 
 $1,820,000  EVA
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345CHAPTER 16: Control

world. The next-closest company was Google at 
$5.28 billion. To put Apple’s 2012 EVA performance  
in perspective, note that its EVA grew by an astronomical  
74 percent per year between 2010 and 2012 and that  
2012’s EVA of $28 billion is 16.5 times Apple’s average 
EVA of “just” $1.7 billion a year from 2005 to 2009. Apple’s 
EVA financial performance in 2012 was truly extraordi-
nary and the largest ever achieved by any company.48

16-3c The Customer  
Perspective: Controlling  
Customer Defections
The second aspect of organizational performance that 
the balanced scorecard helps managers monitor is cus-
tomers. It does so by forcing managers to address the 
question, “How do customers see us?” Unfortunately, 
most companies try to answer this question through 
customer satisfaction surveys, but these are often 
misleadingly positive. Most customers are reluctant 
to talk about their problems because they don’t know 
who to complain to or think that complaining will not 
do any good. In fact, a study by the Australian federal  
Office of Consumer Affairs found that 96 percent  
of unhappy customers never complain to anyone in 
the company.49

One reason that customer satisfaction surveys can 
be misleading is that sometimes even very satisfied 
customers will leave to do business with competitors. 
Rather than poring over customer satisfaction surveys 
from current customers, studies indicate that companies 
may do a better job of answering the question, “How do 
customers see us?” by closely monitoring customer 
defections, that is, by identifying which customers are 
leaving the company and measuring the rate at which 
they are leaving. Unlike the results of customer satisfac-
tion surveys, customer defections and retention have a 
great effect on profits.

Because most accounting systems measure the fi-
nancial impact of a customer’s current activity (sales), 
rather than the lifetime value of each customer, few 
managers realize the financial impact that even a low 
rate of customer defection can have on a business. Busi-
nesses frequently lose 15 to 20 percent of their custom-
ers each year, so even a small improvement in retention 
can have a significant impact on profits. In fact, retain-
ing just 5 percent more customers per year can increase 
annual profits 25 to 100 percent. Managers, therefore, 
should pay closer attention to customer defections. John 
Tschohl, an author and business consultant, worked 
with a network of seventeen blood plasma donation 

centers to determine the financial impact of defections. 
With 40,600 donors each year, analysis of the network 
showed that the “lifetime” of a typical donor—the time 
when the donor was active—was 3.4 years. During that 
time, each lifetime donor contributed roughly $6,000 
in profits to the company. Each year, however, a cohort 
of 2,340 donors defected, making the network’s annual 
customer defection rate 6 percent. While the defection 
rate was modest, the financial impact was considerable, 
resulting in more than $100 million in lost revenue and 
$60 million less in profits each year, or $200 million in  
profits over the lifetime (3.4 years) of a single cohort 
(2,430 people) of defectors.50

Beyond the clear benefits to the bottom line, the 
second reason to study customer defections is that cus-
tomers who have left are much more likely than current 
customers to tell you what you are doing wrong. Perhaps 
the best way to tap into this source of good feedback is 
to have top-level managers from various departments talk 
directly to customers who have left. It’s also worthwhile to 
have top managers talk to dissatisfied customers who are 
still with the company. Finally, companies that understand  
why customers leave not 
only can take steps to fix  
ongoing problems but 
also can identify which 
customers are likely to leave 
and can make changes to 
prevent them from leaving.

Focus on the Best 
Customers by Firing 
the Worst

Ironically, serving the best customers requires differentiating the 
best from the worst. Uber and Lyft want their drivers to be able to 

focus on their best customers, so their robust ranking systems allow 
drivers to rate each passenger on a scale of one to five stars after 
each ride. Drivers’ ratings can identify customers who have vomited 
in their car or whose driving requests appear to make the driver a 
chauffeur for criminal activity. (Airbnb and OpenTable use similar 
customer-rating systems.) Identifying bad customers actually allows 
companies (and drivers and property owners) to cultivate a great 
clientele by avoiding bad customers and focusing on serving the 
needs of the best.  
source: J. Weed, “For Uber, Airbnb and other Companies, Customer Ratings Go 
Both Ways,” New York Times, December 1, 2014, B7.

Customer defections a 
performance assessment in 
which companies identify which 
customers are leaving and measure 
the rate at which they are leaving
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16-3d The Internal Perspective: 
Controlling Quality
The third part of the balanced scorecard, the internal 
perspective, consists of the processes, decisions, and 
actions that managers and workers make within the or-
ganization. In contrast to the financial perspective of 
EVA and the outward-looking customer perspective, the  
internal perspective focuses on internal processes and sys-
tems that add value to the organization. For McDonald’s,  
it could be processes and systems that enable the  
company to provide consistent, quick, low-cost food. For 
Toyota, it could be reliability—when you turn on your 
car, it starts, no matter whether the car has 20,000 or 
200,000 miles on it. Yet, no matter what area a company 
chooses, the key is to excel in that area. Consequently, 
the internal perspective of the balanced scorecard usu-
ally leads managers to a focus on quality.

Quality is typically defined and measured in three 
ways: excellence, value, and conformance to expectations.51 
When the company defines its quality goal as excellence, 
managers must try to produce a product or service of un-
surpassed performance and features. Condé Nast Traveler 
magazine has been ranking global airlines for twenty-six 
years. For twenty-five of those years, Singapore Airlines 
was named the best airline in the world.52 Whereas many 
airlines try to cram passengers into every available inch on 
a plane, Singapore Airlines delivers creature comforts to 
encourage repeat business and lure customers willing to 
pay premium prices. On its newer planes, the first-class 
cabin is divided into eight private mini-rooms, each with 
an unusually wide leather seat that folds down flat for 
sleeping, a twenty-three-inch LCD TV that doubles as a 
computer monitor, and an adjustable table. 

These amenities and services are common for pri-
vate jets but truly unique in the commercial airline in-
dustry.53 Singapore Airlines was the first airline, in the 
1970s, to introduce a choice of meals, complimentary 
drinks, and earphones in coach class. It was the first to 
introduce worldwide video, news, telephone, and fax 
services, and it was the first to feature personal video 
monitors for movies, news, documentaries, and games. 
Singapore Airlines has had AC power for laptop comput-
ers for some time, and recently it became the first airline 
to introduce on-board high-speed Internet access.

Value is the customer perception that the product 
quality is excellent for the price offered. At a higher price, 

for example, customers 
may perceive the product 
to be less of a value. When 
a company emphasizes  
value as its quality goal, 

managers must simultaneously control excellence, 
price, durability, and any other features of a product or  
service that customers strongly associate with value. 
The Kia Optima was recently recognized by Kiplinger’s  
Personal Finance as a Best New Car Value. It has a turbo-
charged engine with not only the highest horsepower  
in its class but also the highest fuel efficiency as well. 
Standard equipment includes Bluetooth connectivity, 
power seats, satellite radio, a cooled glove box, and a 
voice-controlled entertainment system. The car is also 
backed by a five-year warranty, as well as a five-year 
roadside assistance program. With all these features  
and a $25,000 to $30,000 price that is several thousand 
dollars cheaper than the Toyota Camry and Honda  
Accord, sales have jumped 131 percent.54

When a company defines its quality goal as confor-
mance to specifications, employees must base decisions 
and actions on whether services and products measure 
up to the standard. In contrast to excellence and value-
based definitions of quality that can be somewhat am-
biguous, measuring whether products and services are 
“in spec” is relatively easy. Furthermore, while confor-
mance to specifications (for example, precise tolerances 
for a part’s weight or thickness) is usually associated with 
manufacturing, it can be used equally well to control 
quality in nonmanufacturing jobs. Exhibit 16.4 shows a 
checklist that a cook or restaurant owner would use to 
ensure quality when buying fresh fish.

The way in which a company defines quality affects 
the methods and measures that workers use to control 
quality. Accordingly, Exhibit 16.5 shows the advantages 
and disadvantages associated with the excellence, value, 
and conformance to specification definitions of quality.

16-3e The Innovation and Learning 
Perspective: Sustainability
The last part of the balanced scorecard, the innovation 
and learning perspective, addresses the question, “Can 
we continue to improve and create value?” Thus, the 
innovation and learning perspective involves continuous 
improvement in ongoing products and services (discussed 
in Chapter 18), as well as relearning and redesigning the 
processes by which products and services are created 
(discussed in Chapter 7). Because these are discussed in 
more detail elsewhere in the text, this section reviews an 
increasingly important topic, sustainability. Exhibit 16.6 
shows the four levels of sustainability, ranging from waste 
disposal, which produces the smallest minimization of 
waste, to waste prevention and reduction, which produces 
the greatest minimization.55

Value customer perception that 
the product quality is excellent for 
the price offered
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The goals of the top level, waste prevention and 
reduction, are to prevent waste and pollution before 
they occur or to reduce them when they do occur. In 
its new $1.2 billion stadium in Santa Clara, California, 
the National Football League’s San Francisco 49ers in-
stalled Bander Bermuda Grass on the field because it 
uses half the water of regular sports turf. The stadium 

has an 18,000 square-foot garden on top of the luxury 
box suites to provide insulation and reduce energy use, 
1,000 solar panels to generate energy, and a rainwater 
collection system for cooling and irrigation. In all, the 
stadium is energy neutral, meaning it generates all of 
its own energy for home games. 49ers President Paraag 
Marathe says, “Where we are in Silicon Valley it’s sort 

Exhibit 16.4

Conformance to Specifications Checklist for Buying Fresh Fish
Fresh Whole Fish Acceptable Not Acceptable

Gills  bright red, free of slime, clear mucus  brown to grayish, thick, yellow mucus

Eyes  clear, bright, bulging, black pupils  dull, sunken, cloudy, gray pupils

Smell  inoffensive, slight ocean smell  ammonia, putrid smell

Skin   opalescent sheen, scales adhere tightly to skin   dull or faded color, scales missing or easily removed

Flesh   firm and elastic to touch, tight to the bone   soft and flabby, separating from the bone

Belly  
cavity

  no viscera or blood visible, lining intact, no bone 
protruding

  incomplete evisceration, cuts or protruding bones, 
off-odor

sources: “A Closer look: Buy It Fresh, Keep It Fresh,” Consumer Reports Online, accessed June 20, 2005. http://www.seagrant.sunysb.edu/seafoodTechnology 
/seafoodMedia/CR02-2001/CR-seafoodII020101.htm; “How to Purchase: Buying Fish,” AboutSeaFood, accessed June 20, 2005. http://www.aboutseafood.com/faqs 
/purchase1.html.
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Exhibit 16.5

Advantages and Disadvantages of Different Measures of Quality
Quality Measure Advantages Disadvantages

Excellence Promotes clear organizational vision. Provides little practical guidance for managers.

Being/providing the “best” motivates and inspires 
managers and employees. Excellence is ambiguous. What is it? Who defines it?

Value
Appeals to customers who know excellence “when they 
see it.” Difficult to measure and control.

Customers recognize differences in value. Can be difficult to determine what factors influence whether 
a product/service is seen as having value.

Easier to measure and compare whether products/
services differ in value.

Controlling the balance between excellence and cost (that is, 
affordable excellence) can be difficult.

Conformance to
Specifications

If specifications can be written, conformance to 
specifications is usually measurable.

Many products/services cannot be easily evaluated in terms 
of conformance to specifications.

Should lead to increased efficiency. Promotes standardization, so may hurt performance when 
adapting to changes is more important.

Promotes consistency in quality. May be less appropriate for services, which are dependent on 
a high degree of human contact.

source: Briar Cliff Manor, nY, 10510-8020; C. A. Reeves and D. A. Bednar, “Defining Quality: Alternatives and Implications,” Academy of Management Review 19 (1994): 419–445. 
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of our mandate. If it wasn’t environmentally responsible, 
we wouldn’t be as successful.”56 

There are three strategies for waste prevention and 
reduction:

1. Good housekeeping—performing regularly sched-
uled preventive maintenance for offices, plants, and 
equipment. Examples of good housekeeping in-
clude fixing leaky valves quickly to prevent wasted 
water and making sure machines are running prop-
erly so that they don’t use more fuel than necessary. 
Likewise, companies are also beginning to apply 
good housekeeping practices to their cloud com-
puting services. Companies tend to overestimate 
their capacity needs, but because cloud computing 
charges work similarly to a taxicab (the meter is 
always running), companies can end up spending 
a lot of money on unused computing power. To 
remedy this problem, engineers at Netflix wrote 
software that automatically shuts down service  
during off-peak hours and resumes it when activity  
picks back up. ThermoFisher, a biotechnology 
company, did likewise and also downgraded to 
less powerful cloud computing servers that better 
matched its needs—and cost a lot less to use.57 

2. Material/product substitution—replacing toxic or 
hazardous materials with less harmful materials.

3. Process modification—changing steps or procedures 
to eliminate or reduce waste.

At the second level of sustainability, recycle and re-
use, wastes are reduced by reusing materials as long as 
possible or by collecting materials for on- or off-site recy-
cling. H&M, a worldwide clothing retailer, uses recycled 
polyester from more than 9.5 million PET water bottles 
in its products and has an in-store recycling program 

through which it has collected more than 
5,000 metric tons of used clothing that it 
either donates to charities, recycles into 
rags, or uses to make new jeans. H&M 
sells five new kinds of denim clothing 
made with at least 20 percent recycled 
cotton and 28 percent recycled polyes-
ter. Henrik Lampa, H&M’s sustainability 
manager, says, “We don’t want clothes to 
become waste; we want them to become 
a resource instead.”58

A growing trend in recycling is  
design for disassembly, where products 
are designed from the start for easy dis-
assembly, recycling, and reuse after they 
are no longer usable. Japan-based Kyocera  
used design for disassembly principles to 
create laser printers that are cartridge-
free (because of their complexity, printer  
cartridges are difficult to recycle). To make 
its printers easy to take apart at the end 
of their life cycle, Kyocera designed them 
with just five parts, down from seventy,  
used plastic clips instead of metal 

Recycle & Reuse

Waste Treatment

Waste Disposal

Waste  
Prevention  

& Reduction

source: Business Horizons, september-october 1995, D. R. May and B. l. Flannery, “Cutting Waste with 
Employee Involvement Teams,” pp. 28–38.

Exhibit 16.6 Four Levels of Sustainability

In the new Levi’s Stadium, there are 1,000 
solar panels that are used to generate 
energy, and a rainwater collection system 
for cooling and irrigation.
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349CHAPTER 16: Control

fasteners, and marked each part with codes explaining 
how they should be recycled. Kyocera’s careful designs 
have reduced carbon footprints by 55 percent, waste by  
85 percent, and costs by 54 percent.59

At the third level of sustainability, waste treatment, 
companies use biological, chemical, or other processes to 
turn potentially harmful waste into harmless compounds 
or useful by-products. Usually, supermarkets throw away 
the food they don’t sell, but in the United Kingdom, sev-
eral supermarket chains are using warm water and bac-
teria to convert food waste to a methane-rich biogas that 
powers electricity plants. Because the supermarkets are 
taxed $98 for every ton of trash that goes into landfills, 
Marks & Spencer now sends 89 percent of its food waste 
for biogas conversion, saving the company $163 million 
a year.60 

The fourth and lowest level of sustainability is waste 
disposal. Wastes that cannot be prevented, reduced, re-
cycled, reused, or treated should be safely disposed of in 
processing plants or in environmentally secure landfills 
that prevent leakage and contamination of soil and un-
derground water supplies. Contrary to common belief, 
all businesses, not just manufacturing firms, have waste 
disposal problems. For example, with the average com-
puter lasting just three years, approximately 60 million 
computers come out of service each year, creating dis-
posal problems for offices all over the world. But organi-
zations can’t just throw old computers away because they 
have lead-containing cathode ray tubes in the monitors, 
toxic metals in the circuit boards, paint-coated plastic, 
and metal coatings that can contaminate groundwater.61 
Many companies give old computers and computer 
equipment to local computer recycling centers that dis-
tribute usable computers to nonprofit organizations or 
safely dispose of lead and other toxic materials. A number  
of retailers and electronics manufacturers operate  
recycling programs to keep electronics out of landfills. 
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For example, customers can drop off computers, TVs, 
DVD players, batteries, and other items at Best Buy 
stores. There is a $10 recycling fee for anything with a 
screen, but Best Buy offsets that with a $10 gift card. 
Best Buy will recycle 80 million pounds of electronics 
this year. But for those items that still function, Costco 
and Newegg.com work with Gazelle.com, which buys, 
refurbishes, and resells 250,000 items overseas and 
on eBay. College student Bobby Lozano sold his used 
iPod Nano and LG EnV Touch phone to Gazelle, be-
cause he says, “I got an iPhone, so I no longer needed 
the other two.” Gazelle wiped the devices of personal  
information and put $70 into his PayPal account.62
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LEARNING OutcOmEs

Explain the strategic importance of information.

Describe the characteristics of useful information (that is,  
its value and costs).

Explain the basics of capturing, processing, and protecting 
information.

Describe how companies can access and share information  
and knowledge.

17-1

17-2

17-3

17-4
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this chapter, go to 

PAGE 371 for
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Managing Information17
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chips are already based on circuitry 1 billionth of a  
meter thin) may eventually slow the rate of development.  
But chip makers are already addressing the challenges 
of smaller circuitry with practical solutions such as stack-
ing circuits on top of each other. Instead of one layer of 
circuity, so-called 3-D NAND chips will have thirty-two 
to forty-eight layers on each chip that already can hold 
384 gigabytes, three times as much as one-layer chips.3

Raw data are facts and figures. For example, 11, 
$762, 32, and 26,100 are some data that I used the day I 
wrote this section of the chapter. However, facts and fig-
ures aren’t particularly useful unless they have meaning. 
For example, you probably can’t guess what these four 
pieces of raw data represent, can you? If you can’t, these 
data are useless. That’s why researchers make the dis-
tinction between raw data and information. Whereas raw 
data consist of facts and figures, information is useful 
data that can influence someone’s choices and behavior. 
One way to think about the difference between data 
and information is that information has context. Frits 
van Paasschen, CEO of Starwood Hotels & Resorts,  
values information much 
more than data. If em-
ployees send him a bulky 
spreadsheet, he won’t even 
open it. “When I get the 
massive file, the first thing 
I’ll do is send it back and 
say tell me the key points 
that I actually need to 
understand.”4

STRATEgIC 
IMPoRTAnCE  
of InfoRMATIon

A generation ago, computer hardware and software had 
little to do with managing business information. Rather 
than storing information on hard drives, managers stored 
it in filing cabinets. Instead of uploading daily sales and in-
ventory levels by satellite to corporate headquarters, they 
mailed hard-copy summaries to headquarters at the end 
of each month. Instead of word processors, reports were 
typed on electric typewriters. Instead of spreadsheets, 
calculations were made on adding machines. Managers 
communicated by sticky notes, not email. Phone mes-
sages were written down by assistants and coworkers, not 
forwarded in your email as a sound file with the message 
converted to text. Workers did not use desktop, laptop, or 
tablet computers or smartphones as daily tools to get work 
done. Instead, they scheduled limited access time to run 
batch jobs on the mainframe computer (and prayed that 
the batch job computer code they wrote would work).

Today, a generation later, computer hardware and 
software are an integral part of managing business in-
formation. This is due mainly to something called 
Moore’s law. Gordon Moore is one of the founders of 
Intel Corporation, which makes 75 percent of the inte-
grated processors used in PCs. In 1965, Moore predicted 
that computer-processing power would double and that 
its cost would drop by 50 percent every two years.1 As  
Exhibit 17.1 shows, Moore was right. Computer power, 
as measured by the number of transistors per computer 
chip, has more than doubled every few years, as have 
hard drive sizes and pixel density (that is, screen reso-
lution). Consequently, the computer sitting in your lap 
or on your desk (or in your hand!) is not only smaller 
but also much cheaper and more powerful than the large 
mainframe computers used by Fortune 500 companies 
thirty years ago. For instance, your iPhone replaces  
thirteen of the fifteen items, such as a desktop computer,  
mobile phone, CD player, camcorder, and so on, com-
monly sold by Radio Shack in 1991, items that would 
have cost you $3,071.21 then, or, after adjusting for in-
flation, $5,374.46 today. So your $600 iPhone not only 
replaces a trunkful of 1991 electronics gear, it does so 
for only 11 percent of the cost.2 That’s Moore’s law in 
action. Will Moore’s law eventually fail and technologi-
cal progress eventually slow? Perhaps, as the physics and 
costs of developing faster, more powerful chips (today’s 

17-1

Moore’s law the prediction 
that about every two years, 
computer processing power would 
double and its cost would drop by 
50 percent

Raw data facts and figures 

Information useful data that 
can influence people’s choices  
and behavior

Frits van Paasschen, CEO of Starwood 
Hotels & Resorts, values information much 
more than data. If employees send him a 
bulky spreadsheet, he sends it back, asking 
them to summarize the key points instead.
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Exhibit 17.1

Moore’s Law

“Moore’s Law Timeline,” Intel, http://download.intel.com, accessed September 27, 2015.
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So what did those four pieces of data mean to me? 
Well, 11 stands for Channel 11, the local CBS affiliate 
on which I watched part of the men’s PGA golf tour-
nament; $762 is how much it would cost me to rent a 
minivan for a week if I go skiing over spring break; 32 
is for the 32-gigabyte storage card that I want to add 
to my digital camera (prices are low, so I’ll probably 
buy it); and 26,100 means that it’s time to get the oil 
changed in my car.

In today’s hyper competitive busi-
ness environments, information is as 
important as capital (that is, money) 
for business success, whether it’s about 
product inventory, pricing, or costs. It 
takes money to get businesses started, 
but businesses can’t survive and grow 
without the right information.

Information has strategic importance 
for organizations because it can be 
used to 17-1a obtain first-mover 
advantage and 17-1b sustain com-
petitive advantage after it has been 
created.

17-1a First-Mover 
Advantage
First-mover advantage is the 
strategic advantage that companies 
earn by being the first in an indus-
try to use new information techno-
logy to substantially lower costs or to 
differentiate a product or service from 
that of competitors. Pandora, for example, 
pioneered music streaming and leads this highly 
competitive market with a 9.13 percent share of the 
total U.S. radio listening market (which includes all radio 
stations and streaming services), up from 7.29 percent a 
year earlier. Pandora, which is free to listeners because 
it makes money via advertising, has 79.2 million active 
listeners, up from 75.3 million a year ago.5 

While first-mover advantage typically leads to above 
average profits and market share, it doesn’t immunize a 
company from competition. Pandora already faces three  
primary competitors: Spotify (60 million listeners, 15 million  
subscribers), Deezer (16 million listeners, 6 million 
subscribers), and Apple’s iTunes Radio (free/ad-based, 
40 million listeners). Two brand-new entrants to music  
streaming, Amazon’s Prime Music, which is free for  
Amazon’s estimated 40 million Prime members (who pay 
$99 a year for Prime membership which includes two-day 

shipping and a number of other benefits), and Apple’s 
Beats Music (300,000 subscribers), acquired for $3 billion 
from Beats Electronics for its Beats Music subscription 
service, represent new, serious threats to Pandora.6

Many first-movers have failed to capitalize on their 
strategic advantages. Netscape lost first-mover advantage 
in web browsers, as did MySpace in social media, and 
Yahoo! in search engines.7 A study of thirty first-movers  
found two key factors mattered in terms of sustaining 

first-mover advantage: the pace at 
which product technology is chang-
ing and how fast the market is grow-
ing.8 As these examples show, if 
better technology is quickly being 
introduced by new market entrants, 
and the market is quickly growing 
(which attracts new competitors who 
want a share of that growing market), 
it can be difficult to sustain first-
mover advantage. 

17-1b Sustaining 
Competitive 
Advantage
As described, companies that use 
information technology to establish 

first-mover advantage usually have 
higher market shares and profits. 

According to the resource-
based view of informa-
tion technology shown in 
Exhibit 17.2, companies 

need to address three critical 
questions to sustain a competi-

tive advantage through information technol-
ogy. First, does the information technology create 

value for the firm by lowering costs or providing a bet-
ter product or service? If an information technology doesn’t 
add value, then investing in it would put the firm at a com-
petitive disadvantage relative to companies that choose in-
formation technologies that do add value.

Second, is the information technology the same or 
different across competing 
firms? If all the firms have 
access to the same infor-
mation technology and use 
it in the same way, then no 
firm has an advantage over 
another (that is, there is 
competitive parity).

The key to sustaining 
a competitive 
advantage is 

using information 
technology to 
continuously 

improve and support 
the core functions of  

a business.[ [

First-mover advantage  
the strategic advantage that 
companies earn by being the first 
to use new information technology 
to substantially lower costs or to 
make a product or service different 
from that of competitors
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Third, is it difficult for another company to create 
or buy the information technology used by the firm? If 
so, then the firm has established a sustainable competi-
tive advantage over competitors through information 
technology. If not, then the competitive advantage is  
just temporary, and competitors should eventually be 
able to duplicate the advantages the leading firm has 
gained from information technology.

In short, the key to sustaining a competitive advan-
tage is not faster computers, more memory, or larger 

hard drives. The key is using information technology to 
continuously improve and support the core functions 
of a business. While American Airlines was the first air-
line to issue tablet computers to pilots to replace manu-
als and navigation charts (previously held in binders 
in forty-pound carry-on bags), British Airways is using 
iPads to improve a core part of its business—the level 
of customer service flight attendants deliver to high-
value business- and first-class travelers. Previously, prior 
to each departure, flight attendants read through stacks 
of printouts to memorize key passengers’ preferences. 
Now, however, with iPads automatically updated hours 
before flights depart and available discreetly in the cabin 
throughout the flight, attendants have immediate access 
to passengers’ likes and dislikes, special meal requests, 
and even medical needs. Furthermore, the iPads contain 
seating charts showing where loyalty club members are 
seated, so attendants can greet them personally when 
they board. Flight attendant Daljit Kaur says, “I’m ahead 
of myself in knowing where our corporate and high-value 
customers are sitting, and who needs help.” Because 
flight attendants can attend to them so well, “They look  
at you and say ‘have you been on a special course?’”  
Finally, flight attendants use the iPads to submit cus-
tomer complaints. Pippa Grech, who manages British 
Airways’ iPad program, says, “The crew does it so that 
passengers don’t have to run around on holiday trying to 
do it themselves. Otherwise, by the time they get off the 
plane, they think ‘oh, I won’t bother about it.’”9 

CHARACTERISTICS 
And CoSTS 
of USEfUL 
InfoRMATIon

Last year, NFL players swapped thick three-ring binders 
for PlayerLync, an electronic platform for viewing play-
books on tablet computers. Denver Broncos tight end 
Jacob Tamme says, “It changes the way you prepare. You 
can come off the practice field, get in the cold tub, and 
watch film . . . on your iPad.”10 The next wave of use-
ful information is coming via devices that players wear  
in practice or games. Cameras on quarterbacks’ hel-
mets show where the quarterback was looking during 
play check downs (that is, “My first receiver is covered. 
Look at the 2nd receiver. He’s covered. Look at the run-
ning back in the backfield. He’s open. Throw to him.”). 

17-2

Exhibit 17.2

Using Information Technology to Sustain 
a Competitive Advantage

Does the
information

technology create
value?

No

No

Yes

Yes
No

Is the information
technology

different across
competing firms?

Is it difficult
for another firm

to create or buy the
information
technology?

Sustained
Competitive
Advantage

Temporary
Competitive
Advantage

Competitive
Parity

Competitive
Disadvantage

Yes

Source: Adapted from f. J. Mata, W. L. fuerst, and J. B. Barney, “Information 
Technology and Sustained Competitive Advantage: A Resource-Based Analysis,” 
MIS Quarterly 19, no. 4 (december 1995): 487–505. 
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Likewise, radio frequency identification tags (discussed 
in Section 17-3a) in shoulder pads indicate how fast play-
ers run, whether they consistently work hard in practice, 
or how many calories they burn. Pittsburgh Steelers  
general manager Kevin Colbert is excited about the pos-
sibilities, saying, “To be able to tell a quarterback where 
he should be, to be able to show a defense what an of-
fense looks like at ground level would be great. That 
would be more realistic.”11 

As the NFL’s use of cameras and RFID chips demonstrates, 
information is useful when it is 17-2a accurate, 17-2b 
complete, 17-2c relevant, and 17-2d timely. How-
ever, there can be significant 17-2e acquisition, 17-2f  
processing, 17-2g storage, 17-2h retrieval, and 17-2i 
communication costs associated with useful information.

17-2a Accurate Information
Information is useful when it is accurate. Before rely-
ing on information to make decisions, you must know 
that the information is correct. But what if it isn’t? Many 
retailers use customer satisfaction surveys to determine 
what they need to improve, and checkout wait times 
are always near the top of the list. But asking custom-
ers about checkout wait times can produce inaccurate 
data. Shoppers accurately estimate wait times of three 
minutes or less but overestimate four-minute waits, 
which they report as five or six minutes, and completely 
misestimate five-minute waits, which they report as ten 
minutes. Typically, retailers relying on these data over-
estimate checkout wait time and can end up hiring too 
many cashiers to solve the problem.12

Kroger, instead, gets more accurate data from  
infrared cameras that count the number of customers in 
the store and waiting at checkout registers. These data 
showed Kroger that its stores had many customers at 
lunch and in the morning buying just a few items, who 
would be better served by express lanes, so Kroger added 
2,000 more to its stores. As a result of these changes, 
made on the basis of more accurate information, the  
average wait at Kroger has dropped from four minutes to 
twenty-six seconds.13 

17-2b Complete Information
Information is useful when it is complete. Incomplete 
or missing information makes it difficult to recognize 
problems and identify potential solutions. Following an 
airplane crash, investigators recover critical information 
from the plane’s black box recordings. If the black box 
is lost or damaged, then investigators may never under-
stand what happened. “Everyone talks about the black 
box on an airplane,” says Vic Charlebois, vice president 
of flight operations at Canadian airline First Air, “but it is  

Greg Menard, Co-Founder and CTO of 
PlayerLync, shows how players and 
coaching staff for The Denver Broncos 
review game tape on tablet computers.

Controlling the Risks  
of BYOD (Bring Your  
Own Device) Programs

At work, millions of employees use their own devices to  
conduct business. Bring-your-own-device programs are 

convenient and economical for both employees and employers. 
Employees no longer have to juggle devices and are often reim-
bursed for a portion of their wireless bills. Employers don’t have 
to buy everyone at the office the latest smartphone. But BYOD 
programs are not without drawbacks, particularly in the event 
of a security breach. Using software developed by Fiberlink,  
employers can remotely wipe every device in their network com-
pletely clean—without differentiating between professional 
and personal information. That means personal photos, music, 
and apps are erased along with company emails, contacts, and 
documents. Fiberlink wipes clean nearly 100,000 devices a year, 
and although the erasures can be inconvenient for employees, 
the BYOD trend shows no sign of slowing. According to Gartner 
Research, by 2017, half of all U.S. employers will stop providing 
hardware to employees for work purposes and will expect them 
to use their own.  
Source: L. Weber, “Workers’ devices get a Remote Cleaning,” Wall Street Journal, 
September 10, 2014, B7
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permanently installed on an airplane, and if the airplane 
goes missing so does the black box.”14 Indeed, when 
Malaysia Airlines Flight 370 disappeared en route from 
Kuala Lumpur to Beijing in March 2014, investigators 
were left guessing as to the cause because the plane and 
its black box were still missing after a four-month search.15

Regulators have long suggested putting live data 
systems on planes to transmit real time in-flight data, 
but airlines have hesitated because of costs estimated  
at $100,000 per plane.16 Canadian-based First Air is in-
stalling a live data streaming service that can provide 
much more complete and useful information. Made by 
Canadian-based Flyht, First Air’s FLYHTStream sys-
tem can be preprogrammed to automatically transmit 
live data under certain conditions, or it can be manually 
activated by the pilot or ground-based flight controllers. 
First Air’s Vic Charlebois says, “Let’s take the case of the 
Malaysian aircraft. If it was being monitored through 
satellites and a dispatcher did see it wander off course 
somewhere, the procedure would be to activate the 
FLYHTStream and then contact the crew to see what 
was going on.”17 

17-2c Relevant 
Information
You can have complete, accu-
rate information, but it’s not 
very useful if it doesn’t pertain 
to the problems you’re facing. 
For instance, if you’re unlucky 
enough to contract bullous 
pemphigoid, a rare skin condi-
tion resulting in large, watery 
blisters on your inner thighs and 
upper arms, chances are the 
dermatologist you visit won’t 
have any relevant experience 
with this condition to be able 
to recognize and treat it. And 
that’s exactly what happened 
to Dr. Kavita Mariwalla, who 
was stumped when a patient 
came in with these problems. 
So she turned to Moderniz-
ing Medicine, an iPad-based 
medical records system to ob-
tain the relevant information 
needed to determine what was 
wrong. Modernizing Medicine 
is a web-based database, con-
taining information from more 

than 14 million patient visits compiled by 3,700 doctors,  
that uses the same kind of data mining and artificial  
intelligence used by websites such as Amazon.com.  
Dr. Eric Horvitz, Microsoft’s managing director of re-
search, says, “Electronic health records [are] like large 
quarries where there’s lots of gold, and we’re just begin-
ning to mine them.”18 Dr. Mariwalla was able to quickly 
access similar cases on Modernizing Medicine’s database 
and find other drugs that had been effective in those 
cases. Mariwalla said that Modernizing Medicine, “Gives 
you access to data, and data is king. It’s been very helpful, 
especially in clinically challenging situations.”19

17-2d Timely Information
Finally, information is useful when it is timely. To be 
timely, the information must be available when needed 
to define a problem or to begin to identify possible  
solutions. If you’ve ever thought, “I wish I had known 
that earlier,” then you understand the importance of 

To reduce the time spent looking for leaks, Meadowbrook Maple 
Syrup installed a Tap Track system that uses solar power to track 
line pressure for each tree.
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timely information and the opportunity cost of not 
having it. 

Maple syrup used to come from buckets hanging 
from taps bored into trees to extrude maple sap. Instead of 
buckets, modern maple syrup production uses long flex-
ible plastic tubes to transport the sap miles away to sugar- 
storage houses. When the sap stops flowing because of 
leaks, it can take workers days to walk the lines to loc ate 
them. And with a short 4–6 week season, fixing leaks quickly  
is critical. Meadowbrook Maple Syrup, in Vermont,  
has 5,000 taps and 18 miles of tubes spread out over 
100 acres. To reduce the time spent looking for leaks, 
Meadowbrook installed a Tap Track system that uses  
solar-powered sensors to monitor line pressure at each 
tree. When the system detects a drop in pressure (indicat-
ing a leak), it sends an alert to company computers and 
smartphones. Eric Sorkin of Thunder Basin Maple Works,  
described how the Tap Track system directed his workers 
to a porcupine-caused leak. Just as they fixed that leak, the 
system alerted them to one nearby. Sorkin said, “You could 
follow the porcupine right to the next line where he’d cut 
it. Otherwise, it would have been a few more days before 
we found those two lines.”20

17-2e Acquisition Costs
Acquisition cost is the cost of obtaining data that you 
don’t have. Acxiom, a billion-dollar company, gathers 
and processes data for direct-mail marketing companies. 
If you’ve received an unsolicited, “preapproved” credit 
card application recently (and who hasn’t?), chances are 
Acxiom helped the credit card company gather informa-
tion about you. Where does Acxiom get that information? 
The first place it turns is to companies that sell consumer 
credit reports at a wholesale cost of $1 each. Acxiom also 
obtains information from retailers. Each time you use 
your credit card, websites and retailers’ checkout scan-
ners gather information about your spending habits and 
product preferences. Acxiom also uses publicly avail-
able information such as motor vehicle and real estate 
records, as well as website traffic.

So why pay for this information? Acquiring it can 
help credit card companies better identify who will 
mail back a signed credit card application and who will 
rip the credit card application in half and toss it in the  
trash. Likewise, Acxiom’s information helps retailers 
by categorizing consumers into seventy demographic 
groups. For example, Nordstrom, an upscale depart-
ment store, would find it worthwhile to advertise to 
“Apple Pie Families,” married homeowners between the 
ages of 46 and 65 who live in urban areas, earn $100,000 
to $500,000, and have school-age children. Likewise, 

Walmart is better off advertising to “Trucks and Trailers,”  
people between the ages of 30 and 45 who earn less than 
$100,000 and live in rural areas. Paying Acxiom to acquire  
this kind of data significantly increases the return that 
retailers and credit card companies get from advertising 
and direct marketing.

17-2f Processing Costs
Companies often have massive amounts of data but not 
in the form or combination they need. Processing cost 
is the cost of turning raw data into usable information. 
While Google offers a wide range of online services, 
most of its revenues come from search-related ads. But 
those ads are effective only when Google serves up accu-
rate searches that help people find what they’re looking 
for. While Google already operates ten extraordinarily 
expensive data centers around the world, it’s process-
ing needs keep growing, so it has committed to build-
ing a new $1 billion data center in Council Bluffs, Iowa  
(after already building a $1.5 billion data center there in 
2007).21 Likewise in Europe, it will spend $772 million to 
build a data center in Eemshaven, Holland, where there 
is low-cost renewable energy, a landing station for un-
derwater international data cables, and a mild climate.22 
The payback from these multibillion dollar investments? 
They allow Google to process 40,000 searches per second 
(3.5 billion per day, 1.2 trillion per year), handle email 
for 500 million+ Gmail accounts, and serve up YouTube 
videos to 1 billion users, all with the aim of more accu-
rately targeting ads to the people who use its services.23

17-2g Storage Costs
Storage cost is the cost of physically or electroni-
cally archiving information for later retrieval and use. 
While your Facebook account is free, Facebook spends 
billions so that its more than 1 billion users worldwide 
can connect with their friends, play online games, and 
share photos. In addition to existing data centers in  
Oregon, North Carolina, and Sweden, Facebook is 
building a 476,000 sq. ft. 
$300 million data center in 
Altoona, Iowa. Jay Parikh, 
Facebook’s vice president 
of Infrastructure Engineer-
ing, says, “When complete, 
Altoona will be among 
the most advanced and 
energy-efficient facilities 
of its kind.” Tom Furlong, 
Facebook’s vice president 

Acquisition cost the cost of 
obtaining data that you don’t have

Processing cost the cost 
of turning raw data into usable 
information

Storage cost the cost of 
physically or electronically 
archiving information for later 
retrieval and use
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of Site Operations, says, “This location had fiber, power, 
and a shovel-ready site.” Facebook has plans to triple its 
initial investment in Iowa to more than a billion.24

17-2h Retrieval Costs
Retrieval cost is the cost of accessing already-stored and 
processed information. One of the most common misun-
derstandings about information is that it is easy and cheap to 
retrieve after the company has it. Not so. First, you have to 
find the information. Then, you’ve got to convince whoever 
has it to share it with you. Then the information has to be 
processed into a form that is useful for you. By the time you 
get the information you need, it may not be timely anymore.

For example, as companies move toward paperless 
office systems, how will employees quickly and easily 
retrieve archived emails, file records, website informa-
tion, word processing documents, or images? Likewise, 
how will managers and employees quickly and easily 
retrieve information about costs, inventory, and sales? 

One solution is broadly known as business  
intelligence software (BIS), which transforms stored, 

unstructured data in real 
time into meaningful in-
formation for business 
analysis and decision mak-
ing. For example, retailers 
now commonly use sensors, 
video, and bluetooth cell 
phone tracking to count and 

monitor the flow of shoppers throughout their stores. 
These sensors track which entrances and exits are most 
commonly used, where customers spend most of their 
time in the store, how long they stay in a particular loca-
tion, and so on. During the holiday season when stores 
were crowded, Sunhee Moon, a San Francisco retailer, 
was surprised to learn that customers spent more time at 
tables near the back of the store, and not the entrance. So 
holiday scarves were moved to the back where more cus-
tomers would see them.25 Likewise, through bluetooth 
tracking of your phone, retailers could, for instance, see 
that you’ve been to the store four times without buy-
ing. The tracking system could then be programmed to 
send your phone a mobile coupon on entering the store. 
Because mobile coupons are used ten times more than 
paper coupons, and smartphone users are 14 percent 
more likely than those without smartphones to use those 
mobile coupons while in the store, BIS monitoring gives 
retailers powerful new tools to track store performance 
and increase sales.26 

17-2i Communication Costs
Communication cost is the cost of transmitting 
information from one place to another. For example, 
a small business with twenty people needing phone 
lines, a hosted website, and high-speed Internet access 
pays Comcast about $1,300 a month for that access. 
Google, Microsoft, and Facebook do the same for their 
employees. But because of the size of the data flowing 

Treasure Trove of Data

If there are costs associated with information, there is value 
associated with data. At least that’s what the creditors of Cae-

sars Entertainment think of the Caesars’s Total Rewards loyalty 
program, which is 45 million members strong and even has a 
dedicated ebsite. Fans of the program are obsessed with the 
upgrades and the ability to redeem points. The company’s 
creditors became equally obsessed with the program when 
Caesars filed bankruptcy, owing them $18.4 billion. With an 
estimated valuation of $1 billion, the program was one of Cae-
sars’s significant assets and soon part of a legal dispute for who 
would control the program (and its data). Another company 
to declare bankruptcy but have a huge data treasure trove 
is Radio Shack, whose database includes names, addresses, 
and transaction data gathered over decades on roughly  
65 million people. In the case of Radio Shack, its original—and 

strict—privacy agreements may be the only thing keeping its 
data out of its creditors hands. 
Sources: K. o’Keefe, “Real Prize in Caesars fight: data on Players,” Wall Street Journal, 
March 20, 2015, B1; P. Brickley and d. fitzgerald, “RadioShack Is dead, Long Live 
RadioShack,” Wall Street Journal, April 2, 2015, B1.

Retrieval cost the cost of 
accessing already-stored and 
processed information  

Communication cost the 
cost of transmitting information 
from one place to another
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from their websites to customers, they pay millions more 
in access fees to Comcast and Time Warner Cable, which 
provide the backbone through which Internet data run. 
While such payments are rare, it makes sense that gen-
erators of heavy Internet traffic pay more, especially be-
cause Comcast’s Internet traffic is growing at 55 percent 
per year. Netflix, which accounts for 35 percent of eve-
ning traffic on the Internet due to video streaming, has 
also begun paying Comcast and other Internet providers 
so that its streaming services are prioritized in network 
traffic to customers’ homes.27

CAPTURIng, 
PRoCESSIng, 
And PRoTECTIng 
InfoRMATIon

In 1907, Metropolitan Life Insurance built a huge office 
building in New York City for its brand-new, state-of-the-
art information technology system. What was this great 
breakthrough in information management? Card files. 
That’s right, the same card file system that every library 
in America used before computers. Metropolitan Life’s 
information technology consisted of 20,000 separate 
file drawers that sat in hundreds of file cabinets more 
than fifteen feet tall. This filing system held 20 million  
insurance applications, 700,000 accounting books, and  
500,000 death certificates. Metropolitan Life employed 
sixty-one workers who did nothing but sort, file, and climb  
ladders to pull files as needed.28

How we get and share information has clearly 
changed. The cost, inefficiency, and ineffectiveness of 
using this formerly state-of-the-art system would put 
an insurance company out of business within months. 
Today, if storms, fire, or accidents damage policyhold-
ers’ property, insurance companies write checks on the 
spot to cover the losses. When policyholders buy a car, 
they call their insurance agent from the dealership to 
activate their insurance before driving off in their new 
cars. And now, insurance companies are marketing their 
products and services to customers directly from the  
Internet. From card files to Internet files in just under a 
century, the rate of change in information technology is 
spectacular.

In this section, you will learn about the information tech-
nologies that companies use to 17-3a capture, 17-3b 
process, and 17-3c protect information.

17-3

17-3a Capturing Information
There are two basic methods of capturing information: 
manual and electronic. Manual capture of information 
is a slow, costly, labor-intensive, and often inaccurate 
process, which entails recording and entering data by 
hand into a data storage device. For example, when you 
applied for a driver’s license, you probably recorded 
personal information about yourself by filling out a form. 
Then, after you passed your driver’s test, someone typed 
your handwritten information into the department of 
motor vehicles’ computer database so that local and state 
police could access it from their patrol cars in the event 
they pulled you over for speeding. (Isn’t information 
great?) To avoid the problems inherent in such a system, 
companies are relying more on electronic capture. They 
use electronic storage devices such as bar codes, radio 
frequency identification (RFID) tags, and document 
scanners to capture and record data electronically.

Bar codes represent numerical data by varying the 
thickness and pattern of vertical bars. The primary ad-
vantage of bar codes is that the data they represent can 
be read and recorded in an instant with a handheld or 
pen-type scanner. One pass of the scanner (okay, some-
times several) and “beep!” the information has been 
captured. Bar codes cut checkout times in half, reduce 
data entry errors by 75 percent, and save stores money 
because stockers don’t have to go through the labor- 
intensive process of putting a price tag on each item in 
the store.29 And, with mobile phone apps, bar codes are 
becoming ubiquitous in travel (mobile boarding passes), 
for customer loyalty and payment programs (Starbucks), 
and in entertainment, such as movies (Fandango) and 
live events (LiveNation or TicketMaster). QR (quick  
response) codes are bar codes with black and white pat-
terns scanned with your smartphone. While they’ve been 
used in Japan for a decade, QR codes are being used in a 
variety of different ways. At Dick’s Sporting Goods stores, 
scanning a QR code for a 12 lb. medicine ball shows a 
video demonstrating how to perform a lunge, pushups, 
and a squat toss, all while incorporating the medicine 
ball in the exercise.30 Chinese consumers can quickly pay 
for taxi rides by scanning the taxi driver’s QR code using  
Alipay Wallet (China-based Alibaba’s PayPal equivalent).31  
Replicon’s CloudClock system works by having emplo-
yees scan a QR code that prompts a camera to take and  
time-stamp their picture,  
indicating when they star-
ted and stopped work.32 
Finally, BMO Harris Bank  
is launching cardless ATM  
machines where customers 

Bar code a visual pattern that 
represents numerical data by 
varying the thickness and pattern 
of vertical bars
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use their bank app to indicate how much money they 
want to withdraw. The app generates a QR code that the 
ATM machine scans and authorizes before dispensing 
cash in just fifteen seconds, or just one-third of the time 
of a card-based transaction. Also, QR codes eliminate  
the risk of card skimming in which hackers tap into  

the card-reading device  
in the ATM machine.33

Radio frequency 
identification (RFID) 
tags contain minuscule 
microchips and antennas 
that transmit information 
via radio waves.34 Unlike bar 
codes, which require direct 
line-of-sight scanning, RFID 
tags are read by turning on 
an RFID reader that, like a  
radio, tunes into a specific 
frequency to determine 
the number and location of 
products, parts, or anything 
else to which the RFID 
tags are attached. Turn 
on an RFID reader, and  
every RFID tag within the 
reader’s range (from several 
hundred to several thousand 
feet) is accounted for.

Because they are now so inexpensive, RFID tags 
and readers are being put to thousands of uses in all 
kinds of businesses. Disney World is using RFID sen-
sors to offer guests an efficient, personalized vaca-
tion experience through RFID-equipped wristbands. 
MagicBands, as Disney calls them, allow customers to 
enter the park with a quick wrist swipe instead of using 
paper tickets, and can be linked to visitors’ payment 
information, which means not having to carry cash or 
credit cards to pay for a third plate of Mickey waffles. 
MagicBands also facilitate a personalized experience 
by sharing names, birthdays and preferences with park 
employees (at the parents’ discretion, of course) so 
that a birthday girl meeting Cinderella, her favorite 
princess, is greeted by name and with special wishes 
for a happy birthday. None of this could happen with-
out RFID.35

Electronic scanners, which convert printed text 
and pictures into digital images, have become an increas-
ingly popular method of capturing data electronically 
because they are inexpensive and easy to use. The first 
requirement for a good scanner is a document feeder 
that automatically feeds document pages into the scan-
ner or turns the pages (often with a puff of air) when 
scanning books or bound documents. Text that has been 
digitized cannot be searched or edited like the regu-
lar text in your word processing software, however; so 
the second requirement for a good scanner is optical 
character recognition software to scan and convert 
original or digitized documents into ASCII (American 
Standard Code for Information Interchange) text or 
Adobe PDF documents. ASCII text can be searched, 
read, and edited with standard word processing, email, 
desktop publishing, database management, and spread-
sheet software, and PDF documents can be searched 
and edited with Adobe’s Acrobat software.

17-3b Processing Information
Processing information means transforming raw 
data into meaningful information that can be applied to 
business decision making. Evaluating sales data to de-
termine the best- and worst-selling products, examin-
ing repair records to determine product reliability, and 
monitoring the cost of long-distance phone calls are all 
examples of processing raw data into meaningful infor-
mation. And with automated, electronic capture of data, 
increased processing power, and cheaper and more plen-
tiful ways to store data, managers no longer worry about 
getting data. Instead, they scratch their heads about how 
to use the overwhelming amount of data that pours into 
their businesses every day. Furthermore, most managers 

Radio frequency 
identification (RFID) 
tags tags containing minuscule 
microchips that transmit 
information via radio waves and 
can be used to track the number 
and location of the objects into 
which the tags have been inserted

Electronic scanner  
an electronic device that converts 
printed text and pictures into 
digital images

Optical character 
recognition the ability of 
software to convert digitized 
documents into ASCII (American 
Standard Code for Information 
Interchange) text that can be 
searched, read, and edited by word 
processing and other kinds of 
software

Processing information  
transforming raw data into 
meaningful information

With mobile phone apps, bar codes are 
becoming ubiquitous in travel (mobile 
boarding passes), for customer loyalty, 
payment programs and in entertainment, 
such as movies (Fandango), and live events 
(TicketMaster).
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know little about statistics and have neither the time nor 
the inclination to learn how to use them to analyze data.

One promising tool to help managers dig out from 
under the avalanche of data is data mining. Data mining 
is the process of discovering patterns and relationships in 
large amounts of data.36 Data mining is carried out using  
complex algorithms such as neural networks, rule induc-
tion, and decision trees. If you don’t know what those  
are, that’s okay. With data mining, you don’t have to. Most 
managers only need to know that data mining looks for 
patterns that are already in the data but are too complex for 
them to spot on their own. Netflix is a subscription-based 
service for streaming movies and TV shows and renting 
DVDs, so many felt it was taking a risk by producing its first 
series, House of Cards, a political drama featuring Kevin 
Spacey. However, with 33 million subscribers hitting “play” 
30 million times a day, adding 4 million ratings each day to 
what they watch, and searching its website 3 million times 
per day, Netflix had data to mine that most entertainment 
businesses don’t have. Those data showed that customers 
liked actor Kevin Spacey, the original British version of 
House of Cards, and films by director David Fincher. Chief 
communications officer Jonathan Friedland says, “Because 
we have a direct relationship with consumers, we know 
what people like to watch and that helps us understand how 
big the interest is going to be for a given show. It gave us 
some confidence that we could find an audience for a show 
like ‘House of Cards.’” 37

Data mining typically splits a data set in half, finds 
patterns in one half, and then tests the validity of those 
patterns by trying to find them again in the second half 
of the data set. The data typically come from a data  
warehouse, which stores huge amounts of data that 
have been prepared for data mining analysis by being 
cleaned of errors and redundancy. The data in a data 
warehouse can then be analyzed using two kinds of data 
mining. Supervised data mining usually begins  
with the user telling the data mining software to look and 
test for specific patterns and relationships in a data set.  
Typically, this is done through a series of “what-if?” ques-
tions or statements. For instance, a grocery store manager 
might instruct the data mining software to determine if 
coupons placed in the Sunday paper increase or decrease 
sales. By contrast, with unsupervised data mining, 
the user simply tells the data mining software to uncover 
whatever patterns and relationships it can find in a data 
set. For example, because New York City (NYC) experi-
ences about 3,000 major fires a year, analysts at the NYC 
Fire Department use data mining to predict which of the 
330,000 buildings in New York are at most risk of catching 
fire. The data mining program checks for sixty different  
risk factors commonly correlated with fires, such as the 

building’s age, elevators (which allow smoke and super 
heated air to move from floor to floor), and whether 
the building is vacant, abandoned, or has had electri-
cal problems, and then generates a risk score for each  
building, allowing fire inspectors to prioritize high-risk 
buildings for on-site inspections.38 Unsupervised data 
mining is particularly good at identifying association or 
affinity patterns, sequence patterns, and predictive pat-
terns. It can also identify what data mining technicians 
call data clusters.39 

Association or affinity patterns occur when 
two or more database elements tend to occur together 
in a significant way. Most retailers send flyers and cou-
pons about baby products after a woman has given 
birth (after the birth announcement is made public), 
but Target wanted to act earlier, sometime around the 
first twenty weeks of pregnancy, when mothers-to-be 
start buying items to get ready for their new baby. So it 
turned to association and affinity patterns to see if there 
was a way to identify through purchasing patterns when a 
woman was pregnant. Target’s Guest Marketing Analytics 
department analyzed consumer data from Target’s baby 
registry and found that around the beg inning of their 
second trimester, pregnant women often bought lotion, 
mineral and vitamin supplements, unscented soap, hand 
sanitizer, and washcloths. 
Target found a pattern of 
twenty-five products that 
identified pregnant cus-
tomers with such accuracy 
that the company could 
even estimate a due date. 
For example, if you’re  
female, are 23 years old, 
and have bought cocoa-
butter lotion, a large purse 
that doubles as a diaper bag, 
zinc and magnesium sup-
plements (taken by preg-
nant women), and a blue 
or pink throw rug, there’s 
an 87 percent chance that 
you are pregnant. Why?  
Because those purchases 
are almost always associ-
ated with being pregnant.40

Sequence patterns 
appear when two or more 
database elements occur 
together in a significant 
pattern in which one of 
the elements precedes 

Data mining the process of 
discovering unknown patterns  
and relationships in large amounts 
of data

Data warehouse a database 
that stores huge amounts of data 
that have been prepared for data 
mining analysis by being cleaned 
of errors and redundancy

Supervised data mining  
the process when the user tells 
the data mining software to look 
and test for specific patterns and 
relationships in a data set 

Unsupervised data 
mining the process when the user 
simply tells the data mining software 
to uncover whatever patterns and 
relationships it can find in a data set

Association or affinity 
patterns when two or more 
database elements tend to occur 
together in a significant way

Sequence patterns when 
two or more database elements 
occur together in a significant 
pattern in which one of the 
elements precedes the other

361CHAPTER 17: Managing Information

61592_ch17_ptg01.indd   361 10/23/15   4:39 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



the other. Sequence patterns appear when two or more 
database elements occur together in a significant pat-
tern in which one of the elements precedes the other. 
Hospitals employ the Modified Early Warning Score 
(MEWS), which uses commonly me a sured vital signs, 
such as blood pressure, temperature, and heart rate, 
to predict the likelihood of a patient going Code Blue, 
that is, respiratory or cardiac arrest. Patients with 
higher MEWS scores are monitored more closely. Doc-
tors at Chicago’s NorthShore University HealthSystem 
used data mining to see how well seventy-two medi-
cal variables predicted the likelihood of a patient going 
Code Blue. On a data set of 133,000 patients, data min-
ing correctly predicted Code Blues 72 percent of the 
time—four hours before they happened. By contrast, 
MEWS scores accurately predicted Code Blues just  
30 percent of the time.41 

Predictive patterns are 
just the opposite of asso-
ciation or affinity patterns. 
Whereas association or af-
finity patterns look for da-
tabase elements that seem 
to go together, predictive 
patterns help identify da-
tabase elements that are 
different. Banks and credit 

card companies use data mining to find predictive pat-
terns that distinguish customers who are good credit risks 
from those who are poor credit risks and less likely to pay 
their loans and monthly bills. Likewise, InterContinental 
Hotels Group uses data mining to customize market-
ing messages for different kinds of customers. A typical 
marketing campaign will have seven to fifteen marketing 
messages aimed at the typical InterContinental customer. 
But thanks to data mining, InterContinental’s market-
ing campaigns now have 1,500 marketing messages for 
twelve different customer groups, each defined thanks to 
clear differences across 4,000 variables or attributes. For 
instance, one customer group looking for bargains uses 
reward points and tends to stay on weekends. So they 
only get marketing messages about weekend packages 
and events, in contrast to business travelers who are less 
price sensitive, pay with corporate credit cards, and stay 
during the week.42 

Data clusters are the last kind of pattern found by 
data mining. Data clusters occur when three or more 
database elements occur together (that is, cluster) in a 
significant way. For example, after analyzing several  
years’ worth of repair and warranty claims, Ford  
Motor Company might find that, compared with cars 
built in its Chicago plant, the cars it builds in Kansas City 
(first element) are more likely to have problems with 
over-tightened fan belts (second element) that break  

Predictive patterns  
patterns that help identify 
database elements that are 
different

Data clusters when three or 
more database elements occur 
together (that is, cluster) in a 
significant way
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(third element) and result in overheated engines (fourth 
element), ruined radiators (fifth element), and payments 
for tow trucks (sixth element), which are paid for by 
Ford’s five-year, 60,000-mile power train warranty.

Traditionally, data mining has been very expensive 
and very complex. Today, however, data mining services 
and analyses are much more affordable and within reach 
of most companies’ budgets. And, if it follows the path of 
most technologies, data mining will become even easier 
and cheaper to use in the future.

17-3c Protecting Information
Protecting information is the process of ensuring 
that data are reliably and consistently retrievable in a us-
able format for authorized users but no one else. Unfor-
tunately, that didn’t happen when North Korean hackers 
broke into Sony Pictures corporate computers, releasing 
malware that completely destroyed key databases, and 
then revealing embarrassing emails in retribution for a 
movie comedy, The Interview, in which two journalists 
are recruited by the CIA to assassinate North Korean 
leader Kim Jong Un.43 The hackers also released copies 
of five Sony movies on the Internet, as well as sensitive 
personal information, including Social Security numbers 
of 47,000 people. The amount of data des troyed made it 
difficult at first for investigators to identify the hackers. 
Sony Entertainment CEO Michael Lynton said, “It took 
me twenty-four or thirty-six hours to fully understand 
this was not something we were going to be able to re-
cover from in the next week or two.”44

People inside and outside companies can steal or 
destroy company data in various ways, including denial- 
of-service web server attacks that can bring down 
some of the busiest and best-run sites on the Internet;  
viruses and malware, spyware, or adware that spread 
quickly and can result in data loss and business dis-
ruption; keystroke monitoring, in which every mouse 
click and keystroke you make is monitored, stored, 
and sent to unauthorized users; password-cracking  
software that steals supposedly secure passwords; and 
phishing, where fake but real-looking emails and websites 
trick users into sharing personal information (user names, 
passwords, account numbers) leading to unauthorized 
account access. On average, 30 percent of computers are in-
fected with malware. Of those, 57 percent are infected with 
viruses, and 21 percent are infected with Trojans, which is 
malware disguised to look like a normal file or program.45  
Studies show that the threats listed in Exhibit 17.3  
are so widespread that automatic attacks will begin on an 
unprotected computer just fifteen seconds after it con-
nects to the Internet.46

As shown in the right-hand column of Exhibit 17.3, 
numerous steps can be taken to secure data and data 
networks. Some of the most important are authentica-
tion and authorization, firewalls, antivirus software for 
PCs and email servers, data encryption, and virtual pri-
vate networks.47 We will review those steps and then 
finish this section with a brief review of the dangers of 
wireless networks.

Two critical steps are required to make sure that data 
can be accessed by authorized users and no one else. One 
is authentication, that is, making sure users are who 
they claim to be.48 The other is authorization, that is, 
granting authenticated users approved access to data,  
software, and systems.49 When an ATM prompts you to  
enter your personal identification number (PIN), the 
bank is authenticating that you are you. After you’ve 
been authenticated, you are authorized to access your 
funds and no one else’s. Of course, as anyone who has 
lost a PIN or password or had one stolen knows, user 
authentication systems are not foolproof. In particu-
lar, users create security risks by not changing their  
default account passwords (such as birth dates) or by using  
weak passwords such as names (“Larry”) or complete 
words (“football”) that are quickly guessed by password- 
cracking software.50

This is why many companies are now turning to 
two-factor authenticat ion, which is based on what 
users know, such as a password, and what they have, in 
their possession, such as a secure ID card, their phones, 
or unique information that only they would know.51 When 
logging in, users are first asked for their passwords. But 
then they must provide a second authentication factor, 
such as an answer to a security question (that is, unique 
information) or a valida-
tion code that has been 
sent to their mobile phone. 
Google, for example, re-
quires two-factor authenti-
cation for its Google Apps 
(Gmail, Calendar, Drive, 
Docs, and so on). After 
entering their passwords, 
users can either use the 
code sent via text to their 
phone, or a code generated 
by Google’s Authenticator 
app. Google Authentica-
tor works via your mo-
bile phone connection or  
Wi-Fi, gives you the ability 
to generate authentication 
codes for multiple accounts 

Protecting information  
the process of ensuring that 
data are reliably and consistently 
retrievable in a usable format for 
authorized users but no one else

Authentication making sure 
potential users are who they claim 
to be

Authorization granting 
authenticated users approved access 
to data, software, and systems

Two-factor  
authentication  
authentication based on what 
users know, such as a password 
and what they have in their 
possession, such as a secure ID 
card or key
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(including non-Google accounts), and generates codes 
that are only good for sixty seconds.52

Unfortunately, stolen or cracked passwords are not 
the only way for hackers and electronic thieves to gain 
access to an organization’s computer resources. Unless 
special safeguards are put in place, every time corporate 
users are online, there’s literally nothing between their 
PCs and the Internet (home users with high-speed DSL 
or cable Internet access face the same risks). Hackers 

can access files, run pro-
grams, and control key 
parts of computers if pre-
cautions aren’t taken. To 
reduce these risks, compa-
nies use firewalls, hard-
ware or software devices  
that sit bet ween the com-
puters in an internal or-
ganizational network and 
outside networks such as 
the Internet. Firewalls filter  
and check incoming and 
outgoing data. They prevent  

company insiders from accessing unauthorized sites 
or from sending confidential company information to 
people outside the company. Firewalls also prevent out-
siders from identifying and gaining access to company 
computers and data. If a firewall is working properly, the 
computers behind the company firewall literally cannot 
be seen or accessed by outsiders.

A virus is a program or piece of code that, without 
your knowledge, attaches itself to other programs on your 
computer and can trigger anything from a harmless flash-
ing message to the reformatting of your hard drive to a 
system-wide network shutdown. You used to have to do 
something or run something to get a virus, such as double-
clicking an infected email attachment. Today’s viruses are 
much more threatening. In fact, with some viruses, just 
being connected to a network can infect your computer.  
Antivirus software for PCs scans email, downloaded files, 
and computer hard drives, disk drives, and memory to de-
tect and stop computer viruses from doing damage. How-
ever, this software is effective only to the extent that users 
of individual computers have and use up-to-date versions. 
With new viruses appearing all the time, users should 
update their antivirus software weekly or, even better, 

Firewall a protective hardware 
or software device that sits between 
the computers in an internal 
organizational network and outside 
networks, such as the Internet

Virus a program or piece 
of code that, without your 
knowledge, attaches itself to 
other programs on your computer 
and can trigger anything from a 
harmless flashing message to the 
reformatting of your hard drive to 
a system-wide network shutdown

Can Your Typing Pattern Replace 
Your Passwords?

While passwords have long been a staple of digital security, their shortcomings are  
apparent: simple passwords can be hacked, and complicated passwords can be difficult 

to remember. A new keyboard that identifies users by their unique typing styles could spur 
progress toward a “post-password” era, and improve corporate security. The keyboard picks 
up electrical charges from human skin and uses software to find patterns in users’ typing. The  
scientists behind the keyboard say human typing patterns, comprising rhythm and time  
between keystrokes, are comparable in uniqueness to fingerprints. The technology does little 
to advance corporate network security, but it could still be a significant deterrent to hackers 
targeting individual machines.
Source: C. Boulton, “Keyboard Identifies Computer Users by Their Typing Patterns,” Wall Street Journal, february 13, 2015,  
accessed May 13, 2015. http://blogs.wsj.com/cio/2015/02/13/keyboard-identifies-computer-users-by-their-typing 
-patterns/.

iS
to

ck
ph

ot
o.

co
m

/G
ra

ph
ic

He
ad

61592_ch17_ptg01.indd   364 10/23/15   4:39 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



365CHAPTER 17: Managing Information

Exhibit 17.3

Security Threats to Data and Data Networks
Security Problem Source Affects Severity The Threat The Solution

Denial of service; web 
server attacks and 
corporate network 
attacks

Internet hackers All servers High Loss of data, disruption of 
service, and theft of service.

Implement firewall, password 
control, server-side review, 
threat monitoring, and bug fixes; 
turn PCs off when not in use.

Password cracking 
software and 
unauthorized access 
to PCs

Local area 
network, Internet

All users, especially 
digital subscriber line 
and cable Internet 
users

High Hackers take over PCs. Privacy 
can be invaded. Corporate 
users’ systems are exposed 
to other machines on the 
network.

Close ports and firewalls, disable 
file and print sharing, and use 
strong passwords.

Viruses, worms,  
Trojan horses, and 
rootkits

Email, 
downloaded 
and distributed 
software

All users Moderate 
to high

Monitor activities and cause 
data loss and file deletion; 
compromise security by 
sometimes concealing their 
presence.

Use antivirus software and 
firewalls; control Internet access.

Malware, spyware,  
adware, malicious scripts, 
and applets

Rogue web 
pages

All users Moderate 
to high

Invade privacy, intercept 
passwords, and damage files  
or file system.

Disable browser script support; 
use security, blocking, and 
spyware/adware software.

Email snooping Hackers on your 
network and the 
Internet

All users Moderate 
to high

People read your email from 
intermediate servers or packets, 
or they physically access your 
machine.

Encrypt messages, ensure strong 
password protection, and limit 
physical access to machines.

Keystroke  
monitoring

Trojan horses, 
people with 
direct access 
to PCs

All users High Records everything typed at 
the keyboard and intercepts 
keystrokes before password 
masking or encryption occurs.

Use antivirus software to  
catch Trojan horses, control 
Internet access to transmission, 
and implement system 
monitoring and physical access 
control.

Phishing Hackers on your 
network and the 
Internet

All users, including 
customers

High Fake but real-looking emails 
and websites that trick 
users into sharing personal 
information on what they 
wrongly think is a company’s 
website. This leads to 
unauthorized account access.

Educate and warn users and 
customers about the dangers. 
Encourage both not to click on 
potentially fake URLs, which 
might take them to phishing 
websites. Instead, have them 
type your company’s URL into 
the web browser.

Spam Email All users and 
corporations

Mild to high Clogs and overloads email 
servers and inboxes with 
junk mail. HTML-based spam 
may be used for profiling and 
identifying users.

Filter known spam sources 
and senders on email servers; 
have users create further lists 
of approved and unapproved 
senders on their PCs.

Cookies Websites you 
visit

Individual users Mild to 
moderate

Trace web usage and permit 
the creation of personalized 
web pages that track behavior 
and interest profiles.

Use cookie managers to control 
and edit cookies, and use ad 
blockers.

Sources: “The 11 Most Common Computer Security Threats . . . And What You Can do to Protect Yourself from Them,” Symantec-norton, accessed May 12, 2015. http://www 
.symantec-norton.com/11-most-common-computer-security-threats_k13.aspx; K. Bannan, “Look out: Watching You, Watching Me,” PC Magazine, July 2002, 99; A. dragoon, 
“fighting Phish, fakes, and frauds,” CIO, September 1, 2004, 33; B. glass, “Are You Being Watched?” PC Magazine, April 23, 2002, 54; K. Karagiannis, “ddoS: Are You next?” PC 
Magazine, January 2003, 79; B. Machrone, “Protect & defend,” PC Magazine, June 27, 2000, 168–181; “Top 10 Security Threats,” PC Magazine, April 10, 2007, 66; M. Sarrel, “Master 
End-User Security,” PC Magazine, May 2008, 101.
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configure their virus software to automatically check 
for, download, and install updates. By contrast, corpo-
rate antivirus software automatically scans email attach-
ments such as Microsoft Word documents, graphics, or 
text files as they come across the company email server. 
It also monitors and scans all file downloads across com-
pany databases and network servers. So, while antivirus 
software for PCs prevents individual computers from  
being infected, corporate antivirus software for email 
servers, databases, and network servers adds another 
layer of protection by preventing infected files from mul-
tiplying and being sent to others.

Another way of protecting information is to encrypt 
sensitive data. Data encryption transforms data into 
complex, scrambled digital codes that can be decrypted 
only by authorized users who possess unique decryption 
keys. One method of data encryption is to use products 
by Symantec (http://buy.symantec.com/estore/clp/home) 
to encrypt the files stored on PCs or network servers and 
databases. This is especially important with laptop com-
puters, which are easily stolen. With people increasingly 
gaining unauthorized access to email messages—email 
snooping—it’s also important to encrypt sensitive email 
messages and file attachments. You can use a system 
called “public key encryption” to do so. First, give cop-
ies of your “public key” to anyone who sends you files or 
email. Have the sender use the public key, which is actu-
ally a piece of software, to encrypt files before sending 
them to you. The only way to decrypt the files is with a 
companion “private key” that you keep to yourself.

Although firewalls can protect PCs and network serv-
ers connected to the corporate network, people away from 

their offices (for example, 
salespeople, business trav-
elers, telecommuters) who 
interact with their company 
networks via the Internet 
face a security risk. Because  
Internet data are not en-
crypted, “packet sniffer” 
software easily allows hack-
ers to read everything sent 
or received except files that 
have been encrypted before 
sending. Previously, the 
only practical solution was 
to have employees dial in 
to secure company phone 
lines for direct access to 
the company network. 
Of course, with interna-
tional and long-distance  

phone calls, the costs quickly added up. Now, virtual 
private networks (VPNs) have solved this problem 
by using software to encrypt all Internet data at both 
ends of the transmission process. Instead of making 
long-distance calls, employees connect to the Internet. 
But, unlike typical Internet connections in which data 
packets are decrypted, the VPN encrypts the data sent 
by employees outside the company computer network, 
decrypts the data when they arrive within the company 
network, and does the same when data are sent back to 
the computer outside the network. VPN connections 
provide secure access to everything on a company’s net-
work. If your employer or university doesn’t provide a 
VPN, you can purchase VPN services for personal use 
and protection from well-known providers, such as  
AnchorFree Hotspot Shield (www.anchorfree.com) 
or Cloak VPN (www.getcloak.com), for about $3 a 
month. VPN services should be used when connected to  
public Wi-Fi systems, such as in hotels, airports, or cof-
fee shops, where anyone on the public network can mon-
itor or spy on what you’re doing.

Alternatively, many companies are now adopting 
web-based secure sockets layer (SSL) encryption 
to provide secure off-site access to data and programs. If 
you’ve ever entered your credit card in a web browser to 
make an online purchase, you’ve used SSL technology to 
encrypt and protect that information. 

You can tell if SSL encryption is being used on a web-
site if you see a padlock icon (gold in Internet Explorer 
or Firefox, green in Google Chrome, silver in Safari) or if 
the URL begins with “https.” SSL encryption works the 
same way in the workplace. Managers and employees who 
aren’t at the office simply connect to the Internet, open a 
web browser, and then enter a user name and password to 
gain access to SSL-encrypted data and programs.

Finally, many companies now have wireless net-
works, which make it possible for anybody with a lap-
top and a wireless card to access the company network 
from anywhere in the office. Though wireless networks 
come equipped with security and encryption capabilities 
that, in theory, permit only authorized users to access the 
wireless network, those capabilities are easily bypassed 
with the right tools. Compounding the problem, many 
wireless networks are shipped with their security and en-
cryption capabilities turned off for ease of installation.53 
Caution is important even when encryption is turned on, 
because the WEP (Wired Equivalent Privacy) security 
protocol is easily compromised. If you work at home  
or are working on the go, extra care is critical because 
Wi-Fi networks in homes and public places such as hotel  
lobbies are among the most targeted by hackers.54 See 
the Wi-Fi Alliance site at www.wi-fi.org for the latest 

Data encryption  
the transformation of data into 
complex, scrambled digital codes 
that can be decrypted only by 
authorized users who possess 
unique decryption keys

Virtual private network 
(VPN) software that securely 
encrypts data sent by employees 
outside the company network, 
decrypts the data when they arrive 
within the company computer 
network, and does the same when 
data are sent back to employees 
outside the network

Secure sockets layer (SSL) 
encryption Internet browser–
based encryption that provides 
secure off-site web access to some 
data and programs
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information on wireless security and encryption proto-
cols that provide much stronger protection for your com-
pany’s wireless network.

Finally, companies are combating security threats by 
hiring white hat hackers, so-called good guys, who test 
security weak points in information systems so that they 
can be fixed. While this is typically done using traditional 
hacking tools, as discussed in Exhibit 17.3, white hat 
hackers also test security via social engineering, in which 
they trick people into giving up passwords and authenti-
cation protocols or unknowingly providing unauthorized 
access to company computers. One test involves email-
ing a picture of a cat with a purple mohawk and this sub-
ject line, “Check out these kitties!” to employees with a 
link to more cute kitty photos. When you click an em-
bedded link to “more cute kitty photos,” you’re taken to a 
company website warning about the dangers of phishing 
scams. Think that you wouldn’t fall for this? Forty-eight 
percent of employees receiving this email click the link.55 
Another test involves “lost or left-behind” USB thumb 
drives, ostensibly belonging to competitors. When the 
person who picked up the thumb drive inserts it into a 

computer, it installs software that uses the webcam to 
snap a picture of the employee, who then receives a visit 
from the IT security team.56

ACCESSIng 
And SHARIng 
InfoRMATIon  
And KnoWLEdgE

Today, information technologies are letting companies 
communicate data, share data, and provide data access 
to workers, managers, suppliers, and customers in ways 
that were unthinkable just a few years ago.

After reading this section, you should be able to explain 
how companies use information technology to improve 
17-4a internal access and sharing of information, 
17-4b external access and sharing of information,  
and 17-4c the sharing of knowledge and expertise.

17-4a Internal Access and Sharing
Executives, managers, and workers inside the company  
use three kinds of information technology to access 
and share information: executive information systems, 
intranets, and portals. An executive information  
system (EIS) uses internal and external sources of data 
to provide managers and executives the information 
they need to monitor and analyze organizational per-
formance.57 The goal of an EIS is to provide accurate, 
complete, relevant, and timely information to manag-
ers. With just a few mouse clicks and basic commands 
such as find, compare, and show, the EIS displays costs, 
sales revenues, and other kinds of data in color-coded 
charts and graphs. Managers can drill down to view 
and compare data by global region, country, state, time 
period, and product. Managers at Colgate-Palmolive, 
which makes dental (Colgate toothpastes), personal 
(Irish Spring soap and Speed Stick antiperspirants), 
and home care (Palmolive dish soaps) products, as well 
as pet nutrition (Hill’s Sci-
ence Diet), use their EIS, 
which they call their “dash-
board,” to see how well 
the company is running. 
Ruben Panizza, Colgate’s  
global IT director of busi-
ness intelligence, says, 

17-4

Hiding from Big Data

In the chapter, you read that Target was able to determine 
that a woman was pregnant—even before she knew it  

herself—using data collections. Assistant professor of soci-
ology at Princeton University Janet Vertesi decided to try an  
experiment: she endeavored to keep her own pregnancy  
secret from big data for as long as possible. Vertesi censored 
what she did and said on social media, and asked her friends 
to do the same. She conducted all baby-related web browsing 
using a traceless browser and made all baby-related purchases 
with cash or Amazon gift cards bought with cash. She even 
had orders mailed to an anonymous drop box so that they 
wouldn’t be linked to her home address. “I didn’t expect it to  
be as hard as it was,” Vertesi says. “It was extremely impracti-
cal and inconvenient.” She discovered it was much more  
expensive, too; avoiding loyalty cards meant missing out on a 
lot of deals. Vertesi noted that many of the things she had to 
do, taken together at face value, made it appear like she was 
doing something illegal. Her final verdict: “I wouldn’t recom-
mend [opting out].” Spreading activity over different servers is 
more effective and less inconvenient.
Source: J. goldstein, “Meet the Woman Who did Everything in Her Power to  
Hide Her Pregnancy from Big data,” ThinkProgress, April 29, 2014, accessed  
June 2, 2014. http://thinkprogress.org/culture/2014/04/29/3432050/can 
-you-hide-from-big-data/.

Executive information 
system (EIS) a data 
processing system that uses 
internal and external data sources 
to provide the information 
needed to monitor and analyze 
organizational performance
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“These real-time dashboards are a change for people 
who are used to seeing a lot of numbers with their data. 
But they quickly realize they can use the information 
as it’s presented in the dashboards to make faster deci-
sions. In the past, executives relied on other people to 
get custom reports and data. Now, they can look at the 
information themselves. They see the real data as it is 
in the system much more easily and quickly. For the 
first time, many of the company’s business leaders are 
running BI [business intelligence] tools—in this case, 
dashboards—to monitor the business to see what’s  
going on at a high level.”58

Intranets are private company networks that allow 
employees to easily access, share, and publish informa-
tion using Internet software. Intranet websites are just 
like external websites, but the firewall separating the 
internal company network from the Internet permits only 
authorized internal access.59 Companies typically use in-
tranets to share information (e.g., about benefits) and to 
replace paper forms with online forms. Many company 
intranets are built on the web model as it existed a decade 
ago. Intranets are evolving to include:

▸   collaboration tools, such as wikis, where team  
members can post all relevant information for a  
project they’re working on together

▸   customizable email accounts

▸   presence awareness (information on whether 
someone you are looking for on the network is in 
the office, in a meeting, working from home, and  
so on)

▸   instant messaging

▸   simultaneous access to 
files for virtual team 
members

Acorda Therapeu-
tics, which develops drugs 
for neurological condi-
tions, operates a company 
intranet called Synapse 
that was recognized as one 
of the world’s ten best in-
tranet sites. Acorda, which 
doubled in size over the 
past five years, “needed to 
develop a tool that would 
help our associates remain 
connected to the Com-
pany’s culture and values, 
and keep pace with the 
growing business needs of 

our organization,” says CEO Ron Cohen, MD. One sec-
tion of Synapse hosts documents that employees might 
need, from human resources policies and forms to re-
search and development projects and updates. Another 
feature, called Chatter, functions like Twitter, allowing 
employees to share photos, documents, and news. Chat-
ter also shows a live feed, where employees respond to 
Chatter comments, news, and documents, which has the  
effect of collaboratively shaping ideas. Synapse also has 
a company-wide seating chart showing where everyone’s  
office is and enabling communication by automatically 
dialing a person’s office phone when you click on his or 
her profile on Synapse.60 

Finally, corporate portals are a hybrid of execu-
tive information systems and intranets. While an EIS pro-
vides managers and executives with the information they 
need to monitor and analyze organizational performance, 
and intranets help companies distribute and publish 
information and forms within the company, corporate 
portals allow company managers and employees to 
access customized information and complete specialized 
transactions using a web browser.

17-4b External Access and Sharing
Historically, companies have been unable or reluctant to 
let outside groups have access to corporate information. 
Now, however, a number of information technologies—
electronic data interchange, extranets, web services, and 
the Internet—are making it easier to share company data 
with external groups such as suppliers and customers. 
They’re also reducing costs, increasing productivity by 
eliminating manual information processing (70% of the 
data output from one company, such as a purchase order, 
ends up as data input at another company, such as a sales 
invoice or shipping order), reducing data entry errors, 
improving customer service, and speeding communica-
tions. As a result, managers are scrambling to adopt these 
technologies.

With electronic data interchange, or EDI, two  
companies convert purchase and ordering information 
to a standardized format to enable direct electronic 
transmission of that information from one company’s 
computer system to the other company’s system. For 
example, when a Walmart checkout clerk drags an 
Apple iPod across the checkout scanner, Walmart’s 
computerized inventory system automatically reorders 
another iPod through the direct EDI connection that 
its computer has with Apple’s manufacturing and ship-
ping computer. No one at Walmart or Apple fills out 
paperwork. No one makes phone calls. There are no 
delays to wait to find out whether Apple has the iPod 

Intranets private company 
networks that allow employees to 
easily access, share, and publish 
information using Internet 
software

Corporate portal a hybrid  
of executive information systems 
and intranets that allows 
managers and employees to use 
a web browser to gain access to 
customized company information 
and to complete specialized 
transactions

Electronic data 
interchange (EDI) when 
two companies convert their 
purchase and ordering information 
to a standardized format to enable 
the direct electronic transmission 
of that information from one 
company’s computer system to the 
other company’s computer system
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in stock. The transaction takes place instantly and auto-
matically because the data from both companies were 
translated into a standardized, shareable, compatible 
format.

Web services are another way for companies to 
directly and automatically transmit purchase and or-
dering data from one company’s computer system to 
another company’s computer system. Web services 
use standardized protocols to describe and transfer 
data from one company in such a way that those data 
can automatically be read, understood, transcribed, 
and processed by different computer systems in an-
other company.61 Route One, which helps automobile 
dealers process loans for car buyers, was started by the  
financing companies of DaimlerChrysler, Ford, General  
Motors, and Toyota. Not surprisingly, each auto com-
pany had a different computer system with different  
operating systems, different programs, and different  
data structures. RouteOne relies on web services to 
connect these different computer systems to the wide 
variety of different databases and software used by 
various auto dealers, credit bureaus, banks, and other 
auto financing companies. Without web services, 
there’s no way these different companies and systems 
could share information.62

Now, what’s the difference between web services 
and EDI? For EDI to work, the data in different 
companies’ computer, database, and network systems 
must adhere to a particular set of standards for data 
structure and processing. For example, company X, 
which has a seven-digit parts numbering system, and 
company Y, which has an eight-digit parts number-
ing system, would agree to convert their internal parts 
numbering systems to identical ten-digit parts num-
bers when their computer systems talk to each other. 
By contrast, the tools underlying web services such as 
extensible markup language (or XML) automatically do 
the describing and transcribing so that data with differ-
ent structures can be shared across very different com-
puter systems in different companies. (Don’t worry if 
you don’t understand how this works, just appreciate 
what it does.) As a result, by automatically handling 
those differences, web services allow organizations to 
communicate data without special knowledge of each 
other’s computer information systems.

In EDI and web services, the different purchasing 
and ordering applications in each company interact au-
tomatically without any human input. No one has to lift 
a finger to click a mouse, enter data, or hit the Enter key. 
An extranet, by contrast, allows companies to exchange 
information and conduct transactions by purposely pro-
viding outsiders with direct, password-protected, web 

browser–based access to authorized parts of a company’s 
intranet or information system.63

In an attempt to improve the marketing efforts of  
the contractors that it works with, Mitsubishi Electric  
Cooling & Heating developed its Creative Center 
extranet. The site provides a host of tools that contractors 
can use to grow their business. These include a range of 
company-approved marketing tools such as newspaper 
ads, posters, and banners that each contractor can cus-
tomize to his or her preference and use to promote both 
the contractor’s business and the Mitsubishi Electric 
Cooling & Heating brand.64 

Finally, companies are reducing paperwork and 
manual information processing by using the Internet 
to electronically automate transactions with customers; 
this is similar to the way in which extranets are used 
to handle transactions with suppliers and distributors. 
For example, most airlines have automated the tick-
eting process by eliminating paper tickets altogether. 
Simply buy an e-ticket via the Internet, and then check 
yourself in online via an app on your smart phone, or 
by printing your boarding pass from your PC or an air-
port kiosk. Internet purchases, ticketless travel, and au-
tomated check-ins have together fully automated the 
purchase of airline tickets. Use of self-service kiosks is 
expanding, too. 

At Hertz Rent-a-Car locations, self-service kiosks  
come equipped with two monitors. Customers can use 
one monitor to go through the entire rental process, 
from verifying identity and insurance to making a pay-
ment with a credit card. Customers who need help with 
the process, especially the first time, can use the other 
monitor to video chat with a customer service agent 
who guides them through the process. When done, the 
kiosk distributes a card with an RFID chip to unlock the 
customer’s rental car. The kiosks allow Hertz to offer 
24-hour rentals in nontra-
ditional locations, such as 
car repair shops or cen-
trally located parking lots, 
without hiring agents for 
each location.65 

In the long run, the 
goal is to link customer In-
ternet sites with company 
intranets (or EDI) and ex-
tranets so that everyone—
all the employees and 
managers within a com-
pany as well as the suppli-
ers and distributors outside 
the company—involved in 

Web services software that 
uses standardized protocols to 
describe data from one company 
in such a way that those data can 
automatically be read, understood, 
transcribed, and processed by 
different computer systems in 
another company

Extranets networks that 
allow companies to exchange 
information and conduct 
transactions with outsiders by 
providing them direct, web-based 
access to authorized parts of a 
company’s intranet or information 
system
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providing a service or making a product for a customer is 
automatically notified when a purchase is made. Compa-
nies that use EDI, web services, extranets, and the Inter-
net to share data with customers and suppliers achieve 
increases in productivity 2.7 times larger than those  
that don’t.66

17-4c Sharing Knowledge  
and Expertise
At the beginning of the chapter, we distinguished 
between raw data, which consist of facts and figures, 
and information, which consists of useful data that in-
fluence someone’s choices and behavior. One more 
important distinction needs to be made, namely, that 
data and information are not the same as knowledge.  

Knowledge is the under-
standing that one gains 
from information. Impor-
tantly, knowledge does 
not reside in information. 
Knowledge resides in 
people. That’s why com-
panies hire consultants 
and why family doctors  
refer patients to specialists. 
Unfortunately, it can be 
quite expensive to employ 
consultants, specialists, 
and experts. So companies 
have begun using two in-
formation technologies to 

capture and share the knowledge of consultants, spe-
cialists, and experts with other managers and workers: 
decision support systems and expert systems.

Whereas an executive information system speeds 
up and simplifies the acquisition of information, a  
decision support system (DSS) helps managers un-
derstand problems and potential solutions by acquiring 
and analyzing information with sophisticated models and 
tools.67 Furthermore, whereas EIS programs are broad 
in scope and permit managers to retrieve all kinds of in-
formation about a company, DSS programs are usually 
narrow in scope and targeted toward helping managers 
solve specific kinds of problems. DSS programs have 
been developed to help managers pick the shortest and 
most efficient routes for delivery trucks, select the best 
combination of stocks for investors, and schedule the flow 
of inventory through complex manufacturing facilities.

It’s important to understand that DSS programs don’t 
replace managerial decision making; they improve it by fur-
thering managers’ and workers’ understanding of the prob-
lems they face and the solutions that might work. Though 
used by just 2 percent of physicians, medical DSS programs 
hold the promise of helping doctors make more accurate 
patient diagnoses. A British study of eighty-eight cases 
misdiagnosed or initially misdiagnosed (to be correctly  
diagnosed much later) found that a medical DSS made the 
right diagnosis 69 percent of the time.68 With a medical 
DSS, doctors enter patient data such as age, gender, weight, 
and medical symptoms. The medical DSS then produces 
a list of diseases and conditions, ranked by probability, 
low or high, or by medical specialty, such as cardiology or 
oncology. For instance, when emergency room physician 
Dr. Harold Cross treated a 10-year-old boy who had been 
ill with nausea and dizziness for two weeks, he wasn’t sure 
what was wrong because the boy had a healthy appetite, 
no abdominal pain, and just one brief headache. However, 
when the medical DSS that Dr. Cross used suggested a pos-
sible problem in the back of the boy’s brain, Cross ordered 
an MRI scan that revealed a tumor, which was success-
fully removed two days later. Says Dr. Cross, “My personal 
knowledge of the literature and physical findings would not 
have prompted me to suspect a brain tumor.”69

Expert systems are created by capturing the  
specialized knowledge and decision rules used by ex-
perts and experienced decision makers. They permit 
nonexpert employees to draw on this expert knowledge 
base to make decisions. Most expert systems work by 
using a collection of “if–then” rules to sort through 
information and recommend a course of action. For  
example, let’s say that you’re using your American 
Express card to help your spouse celebrate a promo-
tion. After dinner and a movie, the two of you stroll by 

Customers can use video monitors at Hertz 
to verify their identities and car insurance 
and pay for their car with a credit card.

Knowledge the 
understanding that one  
gains from information

Decision support system 
(DSS) an information system 
that helps managers understand 
specific kinds of problems and 
potential solutions

Expert system an 
information system that contains 
the specialized knowledge and 
decision rules used by experts and 
experienced decision makers so 
that nonexperts can draw on this 
knowledge base to make decisions
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a travel office with a Las Vegas poster in its window. 
Thirty minutes later, caught up in the moment, you 
find yourselves at the airport ticket counter trying to 
purchase last-minute tickets to Vegas. But there’s just 
one problem. American Express didn’t approve your 
purchase. In fact, the ticket counter agent is now on 
the phone with an American Express customer service 
agent. So what put a temporary halt to your weekend  
escape to Vegas? An expert system that American  
Express calls Authorizer’s Assistant.70

The first “if–then” rule that prevented your purchase 
was the rule “if a purchase is much larger than the card-
holder’s regular spending habits, then deny approval of 
the purchase.” This if–then rule, just one of 3,000, is built 
into American Express’s transaction-processing system 
that handles thousands of purchase requests per second. 
Now that the American Express customer service agent 
is on the line, he or she is prompted by the Authorizer’s 
Assistant to ask the ticket counter agent to examine your 
identification. You hand over your driver’s license and 
another credit card to prove you’re you. Then the ticket 
agent asks for your address, phone number, Social Se-
curity number, and your mother’s maiden name and re-
lays the information to American Express. Finally, your 
ticket purchase is approved. Why? Because you met the 
last series of “if–then” rules. If the purchaser can provide 

Got Your Data! What Are You Going  
to Do About It?

Security through obscurity used to be a mantra of small businesses.  
Often operating in limited geographic areas, small businesses 

were too, well, small for cybercriminals to notice, let alone care—
until recently. Small businesses are increasingly falling victim to 
“ransomware,” a type of malicious code introduced into their servers 
that locks up their data. The only way to regain access to the data is by 
paying a ransom. And even though the ransoms are generally low—$500 
or so—the downtime associated with the attack, paying the ransom, and getting 
back online can seem an eternity for small businesses, 80 percent of which don’t use data 
protection. If your company falls victim to a ransomware attack, disconnect the computer from 
the network, scrub it, and check other computers on the network for contamination. Then upgrade your Internet security protection.
Source: R. Simon, “’Ransomware’ Becomes Bigger Company Threat,” Wall Street Journal, April 16, 2015, B1.
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proof of identity and if the purchaser can provide personal  
information that isn’t common knowledge, then approve 
the purchase.

61592_ch17_ptg01.indd   371 10/23/15   4:39 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



18
Managing Service 
and Manufacturing 
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LEARNING OutcOmEs

Discuss the kinds of productivity and their importance in managing 
operations.

Explain the role that quality plays in managing operations.

Explain the essentials of managing a service business.

Describe the different kinds of manufacturing operations.

Explain why and how companies should manage inventory levels.

18-1

18-2

18-3

18-4

18-5

After you finish 

this chapter, go  

to PAGE 392 for

STUDY TOOLS
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PROduCTiviTy
Furniture manufacturers, hospitals, restaurants, auto-
makers, airlines, and many other kinds of businesses 
struggle to find ways to produce quality products and 
services efficiently and then deliver them in a timely 
manner. Managing the daily production of goods and ser-
vices, or operations management, is a key part of a 
manager’s job. But an organization depends on the qual-
ity of its products and services as well as its productivity.

On turnaround day, Royal Caribbean’s Oasis of the 
Seas cruise ship sails into port at 6:00 a.m., dropping 
off 6,000 passengers, restocking supplies, taking on 
6,000 new passengers, and departing by 4:30 p.m. Pro-
vision master Rodolfo Corrales says, “Embarkation day 
is frantic. It’s not just busy, it’s crazy busy.”1 Corrales  
and other crewmembers will load 12,000 bags, 24,000 beer  
bottles, 1,400 champagne bottles, 15,000 pounds of 
potatoes, 9,000 pounds of tomatoes, and 9,000 cans 
of soft drinks onto the ship. In 2,700 rooms, attendants 
will strip the beds and towels, which go into green and 
red bags (for easier handling of 93,000 pounds of laun-
dry). One hundred eighty-nine housekeepers clean 
2,700 cabins and bathrooms. Precisely choreographed 
jobs and tasks, as well as a service corridor (which pas-
sengers never see), nicknamed I-95 because it runs the 
length of the ship making it easy to quickly get anything 
anywhere, make all of this happen. None of it is acci-
dental. In fact, Royal Caribbean brought in productiv-
ity experts from Porsche, the German carmaker, and 
DHL, the delivery logistics firm to learn how to best 
manage the flow of goods, people, and luggage. The 
ship’s hotel director, Martin Rissley, says, “The minute 
efficiencies you can create in the process make a big 
difference in the end.”2 

At their core, organizations are production systems. 
Companies combine inputs such as labor, raw materials, 
capital, and knowledge to produce outputs in the form 
of finished products or services. Productivity is a mea-
sure of performance that indicates how many inputs it 
takes to produce or create an output. 

The fewer inputs it takes to create an output (or 
the greater the output from one input), the higher the 
productivity. For example, ArcellorMittal, which owns 
steel factories all over the world, measures productivity 
in terms of man-hours per ton of steel. The fewer man-
hours it takes to produce a ton of steel, the higher the 

18-1
productivity. In the United States, average productivity 
in steel mills is two man-hours per ton of steel. Arcellor-
Mittal’s best plant, in Gent, Belgium, is 35 percent more  
efficient than that as it makes a ton of steel using only 
1.3 man-hours.3

Let’s examine 18-1a why productivity matters and 
18-1b the different kinds of productivity.

18-1a Why Productivity Matters
Why does productivity matter? For companies, higher 
productivity—that is, doing more with less—results in 
lower costs for the company, lower prices, faster ser-
vice, higher market share, and higher profits. In 1989, 
85 percent of the items on a UPS delivery truck were 
shipped to businesses. Today, 60 percent of those 
items are delivered to consumers, with one-third  
shipping from Amazon.com. Although UPS earns 
$11 billion a year from e-commerce deliveries, revenues 
per package are dropping, while per-package delivery 
costs are rising, all thanks to rising home deliveries. 
Consequently, UPS is intensifying its already strong 
focus on productivity by spending $500 million in 
preparation for the holiday season where, at its peak, 
it will deliver 34 million packages in one day (dou-
ble an average day). It is getting large productivity 
increases, however, from its “Next Generation Sort 
Aisle,” where sorters scan a package barcode (just like 
in stores), hear a beep (indicating a successful scan), 
and then read the name of a color-coded chute to 
which the packages needs to go. Before the scanning 
system, employees trained for two weeks on comput-
ers to memorize 120 ZIP codes. Now, new employees  
can be trained in two or three days. Rosemary Etheredge, 
who has worked at UPS for ten years, says, “For 
new employees, it is much better.”4 In fact, with the 
Next Generation scanning system, sorters can process 
15 percent more packages per day, which means that 
UPS can hire the same number of temporary holiday 
season workers as it did two years ago, even though 
product volumes are rising more than 10 percent 
per year.5

Productivity matters 
because it results in a higher 
standard of living in terms 
of higher wages, charitable 
giving, and making prod-
ucts more affordable. When 
companies can do more 
with less, they can raise 
employee wages without 

Operations management  
 managing the daily production of 
goods and services

Productivity a measure of 
performance that indicates how 
many inputs it takes to produce or 
create an output
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increasing prices or sacrificing normal profits. For instance, 
recent government economic data indicated that U.S. com-
panies were paying workers 2.6 percent more than in the 
previous year. But because workers were producing 
1.5 percent more than they had the year before, real 
labor costs actually increased.6

The average American family earned approximately 
$63,815 in 2013. If productivity grows 1 percent per year, 
that family’s income will increase to $81,838 in 2038. But 
if productivity grows 2 percent per year, their income in 
2038 will be $104,695, an increase of $22,857, and that’s 
without working longer hours.7 

Thanks to long-term increases in business productivity,  
the average American family today earns 12.7 percent 
more than the average family in 1980 and 31.9 percent 
more than the average family in 1967—and that’s after 
accounting for inflation.8 Productivity increased an 
average of 2.2 percent between 1997 and 2006, and then 
slowed to an average of 1.2 percent from 2007 to 2012.9 
And, from 2002 to 2012, the U.S. economy created 
nearly 10.1 million new jobs.10

And when more people have jobs that pay more, 
they give more to charity. For example, 2013 Ameri-
cans donated more than $335 billion to charities, 
compared to 230 billion in 2000 and $261 billion in 
2009.11 Did Americans become more thoughtful, 

caring, conscientious, and giv-
ing? Probably not. Yet, because 
of increases in productivity 
during this time, the average 
American’s income increased 
by 50 percent, from $36,433 in 
2000 to $54,597 in 2014.12 Be-

cause people earned more money, they were able to 
share their good fortune with others by giving more to 
charity.13 

Another benefit of productivity is that it makes 
products more affordable or better. One way to dem-
onstrate this is by comparing how many work hours it 
would take to earn enough money to buy a product now 
versus in the past. For instance, in 1958 when the aver-
age U.S. wage was $1.98 an hour, a toaster cost $12.95. 
But in 2012, when the average hourly wage was $19.19, 
a toaster cost $25.99. The 2012 toaster is not only bet-
ter (it is, take my word for it), it’s cheaper because it 
took only 1.35 hours of work to pay for it compared to 
6.54 hours in 1958. Likewise, a 1958 24-inch black-and-
white TV (prime time TV shows weren’t broadcast in 
color until 1965) cost $270 and 136.3 work hours com-
pared to a 2012 26-inch LCD HDTV which cost $250 
and 13.03 work hours. Finally, a 1958 stereo phono-
graph that played vinyl records (look in the attic, your  
grandparents might still have some) cost $84.95 and  
43 work hours, while a 2012 iPod Classic cost $235 and 
just 12.25 work hours.14 People like to reminisce about 
the “good ‘ol days,” when things were “cheaper.” But, 
mostly, they really weren’t. Thanks to steady increases 
in productivity, most goods become more affordable 
over time. 
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Aging U.S. Machinery Ready for Replacement

Many U.S. manufacturers are forsaking capital investments for acquisitions and stock buybacks, putting domestic manufacturing 
capabilities at risk of falling even further behind foreign competitors in the future. American manufacturers are replacing aging 

equipment at historically low rates. As of 2014, the average age of industrial equipment in the country was more than ten years, a figure  
not seen since 1938. Instead, U.S. manufacturers are putting their money toward acquiring other companies, spending more than  
$80 billion on acquisitions in the first half of 2014, up from $69.5 billion in 2013. Although in the short-term acquisitions can seem 
like a safer investment than capital equipment, old equipment can only last so long—continued postponement will eventually result 
in a breakdown that could damage productivity or even endanger workers. Moreover, as the types of manufacturing evolve to meet 
new product innovations, older machinery may simply not be capable of producing the new products buyers are looking for. Daniel 
Meckstroth, chief economist for the Manufacturers Alliance for Productivity and Innovation, expects to see a rise in spending on capital 
equipment, saying, “We’ve postponed investment so long that it almost has to occur.” 
Source: J. R. Hagerty,  “u.S. Manufacturing is Rolling on Aged Wheels,” Wall Street Journal, September 3, 2014, accessed 5 June 2015. http://www.wsj.com/articles/u-s-manufacturing 
-is-rolling-on-aged-wheels-1409677342.

61592_ch18_ptg01.indd   374 10/23/15   4:42 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.
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18-1b Kinds of Productivity
Two common measures of productivity are partial produc-
tivity and multifactor productivity. Partial productivity 
indicates how much of a particular kind of input it takes 
to produce an output.

Labor is one kind of input that is frequently used when 
determining partial productivity. Labor productivity typi-
cally indicates the cost or number of hours of labor it takes 
to produce an output. In other words, the lower the cost 
of the labor to produce a unit of output, or the less time it 
takes to produce a unit of output, the higher the labor pro-
ductivity. Labor cost as a percentage of revenue is a basic 
measure of labor productivity used in the airline industry. 
The lower the percentage of revenue attributable to labor 
costs, the more productively an airline uses labor to gener-
ate a unit of revenue (that is, dollars, euros, and so on). In 
Europe, for example, Wizz Air (6.5%), Ryanair (9.5%), and 
easyJet (12.4%) have some of the lowest labor costs per unit 
of revenue, especially when compared to major carriers 

such as British Airways (21.7%), Lufthansa (23.4%), Air 
France (29.9%), and Scandinavian Airlines (32.1%).15

Partial productivity assesses how efficiently companies 
use only one input, such as labor, when creating outputs. 
Multifactor productivity is an overall measure of productiv-
ity that assesses how efficiently companies use all the inputs 
it takes to make outputs. More specifically, multifactor 
productivity indicates how much labor, capital, materials, 
and energy it takes to produce an output.16

Exhibit 18.1 shows the 
trends in multifactor pro-
ductivity across a number of 
U.S. industries since 1987.

With a 15.7 percent 
increase between 2009 
(scaled at 100) and 2012 
and a 7.5 fold increase 
since 1987, the growth 
in multifactor productiv-
ity in the computer and 

Exhibit 18.1

Multifactor Productivity Growth Across Industries

Source: “Nonmanufacturing Sectors and NiPA-level Nonmanufacturing industries KLEMS Multifactor Productivity Tables by industry: Table Multifactor Productivity and Related 
KLEMS Measures from the NiPA industry database, 1987 to 2012,” Bureau of Labor Statistics, division of industry Productivity Studies, September 18, 2014, accessed May 11, 
2015. http://www.bls.gov/mfp/special_requests/klemsmfpxg.zip; “Manufacturing Sector and NiPA-level Manufacturing industries KLEMS Multifactor Productivity Tables by  
industry: Table Multifactor Productivity and Related KLEMS Measures from the NiPA industry database, 1987 to 2012,” Bureau of Labor Statistics, division of industry Productivity 
Studies, August 21, 2014, accessed May 11, 2015. http://www.bls.gov/mfp/special_requests/prod3.klemsmfp.zip.
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Partial productivity  
a measure of performance that 
indicates how much of a particular 
kind of input it takes to produce 
an output

Multifactor productivity  
an overall measure of performance 
that indicates how much labor, 
capital, materials, and energy it 
takes to produce an output
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electronic products industry far exceeded the productiv-
ity growth in mining, utilities, auto manufacturing, retail 
stores, air transportation, and financial and insurance 
services, as well as most other industries tracked by the 
U.S. government.

Should managers use multiple or partial produc-
tivity measures? In general, they should use both. 
Multifactor productivity indicates a company’s over-
all level of productivity relative to its competitors. In 
the end, that’s what counts most. However, multifac-
tor productivity measures don’t indicate the specific 
contributions that labor, capital, materials, or energy 
make to overall productivity. To analyze the contribu-
tions of these individual components, managers need 
to use partial productivity measures. Doing so can help 
them determine what factors need to be adjusted or in 
what areas adjustment can make the most difference in 
overall productivity.

QuALiTy
With the average car costing $33,560, car buyers 
want to make sure that they’re getting good quality 
for their money.17 Fortunately, as indicated by the 
number of problems per 100 cars (PP100), today’s 
cars are of much higher quality than earlier models. 
In 1981, Japanese cars averaged 240 PP100. GM’s  
cars averaged 670, Ford’s averaged 740, and Chrysler’s 
averaged 870 PP100! In other words, as measured by 
PP100, the quality of American cars was two to three times 
worse than that of Japanese cars. By 1992, however, U.S. 
carmakers had made great strides, significantly reducing 
the number of problems to an average of 155 PP100. 
Japanese vehicles had improved, too, averaging just 125 
PP100. According to the 2014 J. D. Power and Associates 
survey of initial car quality, as shown in Exhibit 18.2,  

18-2

Exhibit 18.2

2014 J. D. Power Initial Quality Survey

Source: Press Release, “J.d. Power Reports: initial Quality Problems increase as Automakers Struggle to Launch vehicles with Technology That 
Consumers find Easy to use,” J.d. Power, June 18, 2014, accessed May 11, 2015. http://www.jdpower.com/sites/default/files/2014087_iQS.pdf.
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377CHAPTER 18: Managing Service and Manufacturing Operations

however, overall quality improved to 116 problems per 
100 vehicles, and even the worst rated cars beat the 
scores of the Japanese cars of decades ago. Category 
leaders such as Porsche, Jaguar, Lexus, and Hyundai 
came in with scores under 100. That means less than 
one problem per car!18

The American Society for Quality gives two mean-
ings for quality. It can mean a product or service free 
of deficiencies, such as the number of problems per 100 
cars, or it can mean the characteristics of a product or 
service that satisfy customer needs.19 Today’s cars are 
of higher quality than those produced twenty years ago 
in both senses. Not only do they have fewer problems 
per 100 cars, they also have a number of additional stan-
dard features (power brakes and steering, stereo/CD/
MP3 player, power windows and locks, air bags, cruise 
control).

In this part of the chapter, you will learn about 18-2a 
quality-related characteristics for products and 
services, 18-2b ISO 9000 and 14000, 18-2c the Baldrige 
National Quality Award, and 18-2d total quality 
management.

18-2a Quality-Related Characteristics  
for Products and Services
Quality products usually possess three 
characteristics: reliability, service-
ability, and durability.20 A breakdown 
occurs when a product quits working 
or doesn’t do what it was designed to 
do. The longer it takes for a product 
to break down, or the longer the time 
between breakdowns, the more reli-
able the product. Consequently, many 
companies define product reliability 
in terms of the average time between 
breakdowns. Serviceability refers to how 
easy or difficult it is to fix a product. The 
easier it is to maintain a working product 
or fix a broken product, the more service-
able that product is.

A product breakdown assumes that 
a product can be repaired. However, some 
products don’t break down; they fail. Product 
failure means products can’t be repaired. They 
can only be replaced. Durability is defined as 
the mean time to failure. A typical incandes-
cent lightbulb, for example, has a mean time of  
failure of 1,000 hours. By contrast, LED bulbs, which use 
the same technology that lights up HDTVs and cell phone 

screens, have a mean time to failure of between twenty 
and twenty-five years. Furthermore, the energy savings 
from one $10 LED bulb means it will pay for itself within 
two years and then provide twenty more years of lighting 
while saving $149 in energy costs over the longer lifetime 
of the bulb.21 

While high-quality products are characterized by reli-
ability, serviceability, and durability, services are different. 
There’s no point in assessing the durability of a service 
because services don’t last but are consumed the minute 
they’re performed. For example, after a lawn service has 
mowed your lawn, the job is done until the mowers come 
back next week to do it again. Services also don’t have ser-
viceability. You can’t maintain or fix a service. If a service 
wasn’t performed correctly, all you can do is perform it 
again. Rather than serviceability and durability, the qual-
ity of service interactions often depends on how the ser-
vice provider interacts with the customer. Was the service 
provider friendly, rude, or helpful? Five characteristics 
typically distinguish a quality service: reliability, tangibles, 
responsiveness, assurance, and empathy.22

Service reliability is the ability to consistently per-
form a service well. Studies clearly show that reliabil-
ity matters more to customers than anything else when 
buying services. When you take your clothes to the dry 
cleaner, you don’t want them returned with cracked but-

tons or wrinkles down the front. If your dry 
cleaner gives you perfectly clean and 

pressed clothes every time, it’s provid-
ing a reliable service.

Also, although services themselves 
are not tangible (you can’t see or touch 
them), services are provided in tan-
gible places. Thus, tangibles refer to 
the appearance of the offices, equip-
ment, and personnel involved with the 
delivery of a service. One of the best 

examples of the effect of tangibles on 
the perception of quality is the restroom. 
When you eat at a fancy restaurant, you 
expect clean, upscale restrooms. How 
different is your perception of a busi-
ness, say a gas station, if it has clean rest-

rooms rather than filthy ones?
Responsiveness is the promptness and 

willingness with which service providers give 
good service. As-
surance is the 

confidence that 
service providers are 

knowledgeable, courteous, 
and trustworthy. Empathy  

Quality a product or service  
free of deficiencies, or the 
characteristics of a product or 
service that satisfy customer needs
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is the extent to which service providers give individual 
attention and care to customers’ concerns and problems.

When Apple first launched its retail stores, they 
were widely predicted to fail given all of the locations 
already available where consumers could buy com-
puter and electronics equipment. Those predictions 
were wrong, however, as 395 million people visited 
Apple’s 416 stores in 2013.23 Why? Because the stores 
are great at delivering responsiveness, assurance, and 
empathy.

At Apple stores, responsiveness manifests itself in a 
sales philosophy of not selling. Instead, Apple store em-
ployees are trained to help customers solve problems. An 
Apple training manual says, “Your job is to understand all 
of your customers’ needs—some of which they may not 
even realize they have.” David Ambrose, a former Apple 
store employee, says, “You were never trying to close a 
sale. It was about finding solutions for a customer and 
finding their pain points.”

Apple store employees demonstrate assurance 
through the high level of training that they receive. Apple 
“geniuses,” who staff the Genius Bar in each Apple store, 
are trained at Apple headquarters and, according to  
Apple’s website, “can take care of everything from trouble-
shooting your problems to actual repairs.” Geniuses are 
regularly tested on their knowledge and problem-solving 
skills to maintain their certification. Other Apple store 
employees are highly trained, too, and are not allowed 
to help customers until they’ve spent two to four weeks 
shadowing experienced store employees.

The acronym APPLE instructs employees on how 
to empathetically engage with customers: “Approach 
customers with a personalized warm welcome,” “Probe 
politely to understand all the customer’s needs,” “Pres-
ent a solution for the customer to take home today,” 
“Listen for and resolve any issues or concerns,” and 
“End with a fond farewell and an invitation to return.” 

And when customers are 
frustrated and become 
emotional, the advice is 
to “listen and limit your 
responses to simple re-
assurances that you are 
doing so. ‘Uh-huh,’ ‘I un-
derstand,’ etc.”

The results from 
Apple’s retail approach 
speak for themselves, as 
Apple retail sales average 
$4,551 per square foot, 
higher than Tiffany & Co. 

jewelry stores ($3,043), Coach luxury retail ($1,532), or 
Deckers Outdoor ($1,246), a function-oriented footwear 
company.24 

18-2b ISO 9000 and 14000
ISO, pronounced eye-so, comes from the Greek word 
isos, meaning “equal, similar, alike, or identical” and 
is also an acronym for the International Organization  
for Standardization, which helps set standards for  
163 countries. The purpose of this agency is to develop and 
publish standards that facilitate the international ex-
change of goods and services.25 ISO 9000 is a series 
of five international standards, from ISO 9000 to ISO 
9004, for achieving consistency in quality management 
and quality assurance in companies throughout the 
world. ISO 14000 is a series of international standards 
for managing, monitoring, and minimizing an organiza-
tion’s harmful effects on the environment.26 (For more 
on environmental quality and issues, see subsection 
16-3e of Chapter 16 on sustainability.)

The ISO 9000 and 14000 standards publica-
tions, which are available from the American  
National Standards Institute (see the end of this sec-
tion), are general and can be used for manufacturing 
any kind of product or delivering any kind of service. 
Importantly, the ISO 9000 standards don’t describe 
how to make a better-quality car, computer, or wid-
get. Instead, they describe how companies can ex-
tensively document (and thus standardize) the steps 
they take to create and improve the quality of their 
products. Why should companies go to the trouble 
to achieve ISO 9000 certification? Because their 
customers increasingly want them to. In fact, stud-
ies show that customers clearly prefer to buy from 
companies that are ISO 9000 certified. Companies,  
in turn, believe that being ISO 9000 certified helps  
them keep customers who might otherwise switch to 
an ISO 9000–certified competitor.27

To become ISO certified, a process that can take 
months, a company must show that it is following its 
own procedures for improving production, updating 
design plans and specifications, keeping machinery 
in top condition, educating and training workers, and 
satisfactorily dealing with customer complaints.28 An 
accredited third party oversees the ISO certification 
process, just as a certified public accountant verifies 
that a company’s financial accounts are up to date 
and accurate. After a company has been certified as 
ISO 9000 compliant, the accredited third party will 
issue an ISO 9000 certificate that the company can 

ISO 9000 a series of five 
international standards, 
from ISO 9000 to ISO 9004, 
for achieving consistency in 
quality management and 
quality assurance in companies 
throughout the world

ISO 14000 a series of 
international standards for 
managing, monitoring, and 
minimizing an organization’s 
harmful effects on the 
environment

61592_ch18_ptg01.indd   378 10/23/15   4:42 PM

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



379CHAPTER 18: Managing Service and Manufacturing Operations

use in its advertising and publications. This is the 
quality equivalent of the Good Housekeeping Seal 
of Approval. But continued ISO 9000 certification 
is not guaranteed. Accredited third parties typically 
conduct periodic audits to make sure the company 
is still following quality procedures. If it is not, its 
certification is suspended or canceled.

To get additional information on ISO 9000 guide-
lines and procedures, see the American National Stan-
dards Institute (www.webstore.ansi.org; the ISO 9000 
and ISO 14000 standards publications are available 
here for about $550 and $599, respectively), the Ameri-
can Society for Quality (www.asq.org), and the IOS 
(www.iso.org).

18-2c Baldrige Performance 
Excellence Program
The Baldrige Performance Excellence Awards, which 
are administered by the U.S. government’s National 
Institute for Standards and Technology, is given “to 
recognize U.S. companies for their achievements in 
quality and business performance and to raise aware-
ness about the importance of quality and performance 
excellence as a competitive edge.”29 Each year, up to 
three awards may be given in the categories of manu-
facturing, education, health care, service, small busi-
ness, and nonprofit.

The cost of applying for the Baldrige Award in-
cludes a $360 eligibility fee, an application fee of 
$18,000 for manufacturing firms and $9,600 for 
small businesses, and a site visitation fee of $50,000 
to $60,000 for manufacturing firms and $30,000 to 
$35,000 for small businesses.30 Why does it cost so 
much? Because you get a great deal of useful infor-
mation about your business even if you don’t win. At 
a minimum, each company that applies receives an 
extensive report based on 300 hours of assessment 
from at least eight business and quality experts. At 
$10 an hour for small businesses and about $20 an 
hour for manufacturing and service businesses, the  
Journal for Quality and Participation called the Baldrige 
feedback report “the best bargain in consulting in 
America.”31 Arnold Weimerskirch, former chair of 
the Baldrige Award panel of judges and former vice 
president of quality at Honeywell, says, “The appli-
cation and review process for the Baldrige Award is 
the best, most cost-effective and comprehensive busi-
ness health audit you can get.”32

Businesses that apply for the Baldrige Award are 
judged on the seven criteria shown in Exhibit 18.3: 

leadership; strategic planning; customers; measure-
ment, analysis, and knowledge management; workforce; 
operations; and results.33 Results are typically the most 
important category. In other words, in addition to the 
six other criteria, companies must show that they have 
achieved superior quality when it comes to products 
and process, its customers, workforce, leadership, gov-
ernance (social responsibility), and financial and market 
results. This emphasis on results is what differentiates 
the Baldrige Award from the ISO 9000 standards. The 
Baldrige Award indicates the extent to which compa-
nies have actually achieved world-class quality. The 
ISO 9000 standards simply indicate whether a company 
is following the management system it put into place to 
improve quality. In fact, ISO 9000 certification covers 
less than 10 percent of the requirements for the Baldrige 
Award.34

Why should companies go to the trouble of ap-
plying for the Baldrige Award? Baldrige program ex-
aminer Betsy Beam explains that it’s not just about 
winning the award; it’s about the opportunity to im-
prove. “Ritz-Carlton has won the Baldrige Award 
twice,” Beam says. “Even in . . . the years they won, 
there were 35 opportunities for improvement identi-
fied. This is a very difficult journey for any organiza-
tion, but it’s well worth it as changes [that are needed] 
become obvious.”35

Robotic Bellhop

The next time you order a spare toothbrush or towel from a 
hotel’s front desk, you may find that the delivering bellhop 

is a little shorter—and more mechanical—than expected. The 
aloft Hotel in Cupertino, California, employed a three-foot-tall 
robot named Botlr to complement its human customer service 
staff. The automated bellhop might be an obvious addition to 
aloft’s service staff, considering the hotel sits across the street 
from Apple’s corporate campus. Both aloft Hotels and the robot’s 
designer, Savioke, insist Botlr isn’t going to replace human tal-
ent. Instead, the robot is intended to help deliver small items, 
such as razors, smartphone chargers, and snacks. Traveling up to 
four miles per hour, Botlr can reach any of the aloft’s 150 rooms 
in less than three minutes. Botlr works for reviews—which can 
be input on a frontal display—rather than tips. Best of all, the 
friendly robot will perform a small dance for guests upon receiv-
ing a positive review.  
Source: J. Markoff, “‘Beep’ Says the Bellhop,” New York Times, August 12, 2014, B1. 
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18-2d Total Quality Management
Total quality management (TQM) is an integrated, 
organization-wide strategy for improving product and 
service quality.36 TQM is not a specific tool or technique. 
Rather, TQM is a philosophy or overall approach to man-
agement that is characterized by three principles: cus-
tomer focus and satisfaction, continuous improvement, 
and teamwork.37

Although most economists, accountants, and fi-
nanciers argue that companies exist to earn profits for 
shareholders, TQM suggests that customer focus and 
customer satisfaction should be a company’s primary 
goals. Customer focus means that the entire organiza-
tion, from top to bottom, should be focused on meet-
ing customers’ needs. The result of that customer focus 
should be customer satisfaction, which occurs when 
the company’s products or services meet or exceed cus-
tomers’ expectations. 

At companies where customer satisfaction is taken 
seriously, such as Alaska Airlines, paychecks depend 
on keeping customers satisfied. Everyone at Alaska 
Airlines, from the CEO to pilots to people who handle 
baggage, gets a monthly bonus, 70 percent of which 
is based on earnings, with the remaining 30 percent 
split among costs, safety, and customer satisfaction. 
J.D. Power and Associates rates Alaska Airlines as 
the highest in customer satisfaction among traditional 
U.S. airlines from 2008 to 2013. Likewise, accord-

ing to FlightStats, Alaska  
Airlines was the best 
North American airline 
in terms of on-time arriv-
als, a key issue in terms 
of customer satisfaction, 
from 2010 to 2014.38 

Continuous im-
provement is an ongoing 
commitment to increase 
product and service qual-
ity by constantly assess-
ing and improving the 
processes and procedures 
used to create those prod-
ucts and services. How do 
companies know whether 
they’re achieving con-
tinuous improvement? 
Besides higher customer 
satisfaction, continuous 
improvement is usually as-
sociated with a reduction 

in variation. Variation is a deviation in the form, condi-
tion, or appearance of a product from the quality stan-
dard for that product. The less a product varies from the 
quality standard, or the more consistently a company’s 
products meet a quality standard, the higher the quality. 
Beyond safety, the quality standard for an airline is on-
time departure and arrival. Variation from that standard 
means delays, and even worse, cancellations. On average, 
1.7 percent of flights are cancelled each year, sometimes 
because of weather, but often because of poor manage-
ment decisions. Delta Airlines, however, cancels only  
0.3 percent of its flights because it stocks extra parts 

Exhibit 18.3

Criteria for the Baldrige National  
Quality Award

2015–2016 Categories/Items

1 Leadership
1.1 Senior Leadership
1.2 Governance and Social Responsibilities

2 Strategic Planning
2.1 Strategy Development
2.2 Strategy Implementation

3 Customers
3.1 Voice of the Customer
3.2 Customer Engagement

4 Measurement, Analysis,  
and Knowledge Management
4.1 Measurement, Analysis, and  
Improvement of Organizational Performance
4.2 Knowledge Management, Information,  
and Information Technology

5 Workforce
5.1 Workforce Environment
5.2 Workforce Engagement

6 Operations
6.1 Work Processes
6.2 Operational Effectiveness

7 Results
7.1 Product and Process Results
7.2 Customer-Focused Results
7.3 Workforce-Focused Results
7.4 Leadership and Governance Results
7.5 Financial and Market Results 

Source: “2015–2016 Baldrige Performance Excellence framework” Baldrige Performance 
Excellence Program, accessed May 11, 2015. http://www.nist.gov/baldrige/publications 
/upload/2015_2016_Category_and_item_Commentary_BNP.pdf.

Total quality management 
(TQM) an integrated, principle-
based, organization-wide strategy 
for improving product and service 
quality

Customer focus an 
organizational goal to concentrate 
on meeting customers’ needs at all 
levels of the organization

Customer satisfaction an 
organizational goal to provide 
products or services that meet or 
exceed customers’ expectations

Continuous 
improvement an 
organization’s ongoing commitment 
to constantly assess and improve the 
processes and procedures used to 
create products and services

Variation a deviation in the 
form, condition, or appearance of a 
product from the quality standard 
for that product
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381CHAPTER 18: Managing Service and Manufacturing Operations

(engine starters) that often cause delays, maintains 
twenty extra planes that are brought into service when 
a jet encounters mechanical problems, and gets around 
flight hour limitations for flight crews (typically eight 
hours within twenty-four hours) by having planes make 
interim stops (meaning less than eight hours) with new 
crews taking over. With 15,000 daily flights, Delta can-
cels just forty-five flights per day. But if Delta had an 
average cancellation rate, it would cancel 255 flights per 
day, or more than five times as many.39 

The third principle of TQM is teamwork. Teamwork 
means collaboration between managers and non-
managers, across business functions, and between the 
company and its customers and suppliers. In short, qual-
ity improves when everyone in the company is given the 
incentive to work together and the responsibility and au-
thority to make improvements and solve problems. At the 
beginning of the chapter, you learned that ArcellorMittal’s 
Gent, Belgium, plant needs only needs 1.3 man-hours to 
make a ton of steel, or one-third less than average. One of 
ArcellorMittal’s practices is to “twin” its best plants, such 
as Gent, with its poor performing plants, such as its Burns 
Harbor, Indiana, plant. Then, it uses teamwork—and  
competition—to improve both. So it flew 100 Burns Harbor 
engineers and managers to Gent and told them, “Do as the 
Belgians do,” whereas the Belgians were told to maintain 
their advantage. Founder Lakshmi Mittal says, “The pro-
cess doesn’t change: melt iron, cast, roll [steel]. But there 
are always incremental improvements you can make. We 
wanted Burns Harbor to be more like Gent.”40 Teamwork 
comes into play as teams from both plants meet regularly 
to discuss plant performance and share the steps they’re 
taking to improve it. Following practices at Gent, Burns 

Harbor began using a different high pressure water nozzle 
to remove flakes (that is, imperfections) from super-heated 
steel. Not only did steel quality improve, the nozzle used 
less water and power, saving $1.4 million in annual energy 
costs. Likewise, Burns Harbor workers began trimming less 
steel off the sides of steel coils, saving 725 coils of steel per 
year, the equivalent of 17,000 cars. Today, thanks to twin-
ning and teamwork, Burns Harbor now produces 900 tons 
of steel per employee each year, close to Gent’s 950.

Customer focus and satisfaction, continuous im-
provement, and teamwork mutually reinforce each other 
to improve quality throughout a company. Customer- 
focused, continuous improvement is necessary to increase 
customer satisfaction. At the same time, continuous im-
provement depends on teamwork from different func-
tional and hierarchical parts of the company.

SERviCE OPERATiONS
At the start of this chapter, you learned that operations 
management means managing the daily production of 
goods and services. Then you learned that to manage pro-
duction, you must oversee the factors that affect produc-
tivity and quality. In this half of the chapter, you will learn 
about managing operations in service and manufacturing 
businesses. The chapter ends with a discussion of inven-
tory management, a key factor in a company’s profitability.

Imagine that your trusty TiVo digital video recorder 
(DVR) breaks down as you try to record your favorite TV 
show. You’ve got two choices. You can run to Walmart 
and spend $250 to purchase a new DVR, or you can 
spend less (you hope) to have it fixed at a repair shop. 
Either way, you end up with the same thing, a working 
DVR. However, the first choice, getting a new DVR, in-
volves buying a physical product (a good), while the sec-
ond, dealing with a repair shop, involves buying a service.

Services differ from goods in several ways. First, goods 
are produced or made, but services are performed. In 
other words, services are almost always labor-intensive in 
that someone typically has to perform the service for you. A 
repair shop could give you the parts needed to repair your 
old DVR, but you’re still going to have a broken DVR with-
out the technician to perform the repairs. Second, goods 
are tangible, but services are intangible. You can touch and 
see that new DVR, but you 
can’t touch or see the service 
provided by the technician 
who fixed your old DVR. 
All you can “see” is that the 
DVR works. Third, services 

18-3

Teamwork collaboration 
between managers and 
nonmanagers, across business 
functions, and between companies, 
customers, and suppliers

Everyone at Alaska Airlines, from the CEO 
to the pilots to the people who handle 
baggage, gets a monthly bonus based, in 
part, on customer satisfaction.
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are perishable and unstorable. If you don’t use them when 
they’re available, they’re wasted. For example, if your DVR 
repair shop is backlogged on repair jobs, then you’ll just 
have to wait until next week to get your DVR repaired. You 
can’t store an unused service and use it when you like. By 
contrast, you can purchase a good, such as motor oil, and 
store it until you’re ready to use it. 

Because services are different from goods, man-
aging a service operation is different from managing a 
manufacturing or production operation. 

Let’s look at 18-3a the service-profit chain and 18-3b 
service recovery and empowerment.

18-3a The Service-Profit Chain
One of the key assumptions in the service business is that 
success depends on how well employees—that is, service 
providers—deliver their services to customers. But suc-

cess actually begins with 
how well management 
treats service employees, 
as the service-profit chain, 
depicted in Exhibit 18.4, 
demonstrates.41

The key concept behind the service-profit chain is 
internal service quality, meaning the quality of treat-
ment that employees receive from a company’s internal 
service providers, such as management, payroll and ben-
efits, human resources, and so forth. For example, em-
ployees at Clif Bar, a maker of organic energy bars and 
drinks, get 2.5 hours a week to work out at the company’s 
fitness center, which is equipped with a climbing wall 
and everything from yoga to spin classes to free sessions 
with trainers and nutritionists; have a concierge that pro-
vides car washes, laundry, dry cleaning, and other ser-
vices; are eligible for incentives for car pools (up to $960 
a year), buying a biodiesel car ($6,500) or a commuter 
bike ($500), or making eco-improvements in their homes 
($1,000); and are enrolled in the employee stock owner-
ship plan, which vests after three years, at which point 
the employee receives full ownership shares of the com-
pany. These extraordinary benefits are clearly a sign of 
a company with an internal service quality orientation.42

As depicted in Exhibit 18.4, good internal service 
leads to employee satisfaction and service capability. 
Employee satisfaction occurs when companies treat 
employees in a way that meets or exceeds their expecta-
tions. In other words, the better employees are treated, 
the more satisfied they are, and the more likely they 

are to give high-value service 
that satisfies customers. How 
employers treat employees is 
important because it affects 
service capability. Service ca-
pability is an employee’s per-
ception of his or her ability to 
serve customers well. When 
an organization serves its 
employees in ways that help 
them to do their jobs well, 
employees, in turn, are more 
likely to believe that they can 
and ought to provide high-
value service to customers.

Finally, according to the 
service-profit chain shown in 
Exhibit 18.4, high-value ser-
vice leads to customer satis-
faction and customer loyalty,  
which, in turn, lead to long-term  
profits and growth.43 What’s 
the link between customer 
satisfaction and loyalty and 
profits? To start, the aver-
age business keeps only 70 
to 90 percent of its existing 

Exhibit 18.4

Service-Profit Chain

Upper
Management

Capability

Service

Employee
Satisfaction

Internal Service Quality

Service
Customer Satisfaction
Customer Loyalty
lead to

High Value

=

Employees Customers

Profit and Growth
Sources: R. Hallowell, L. A. Schlesinger, and J. Zornitsky, “internal Service Quality, Customer and Job Satisfaction:  
Linkages and implications for Management,” Human Resource Planning 19 (1996): 20–31; J. L. Heskett, T. O. Jones,  
G. W. Loveman, W. E. Sasser Jr., and L. A. Schlesinger, “Putting the Service-Profit Chain to Work,” Harvard Business  
Review (March–April 1994): 164–174.

Internal service 
quality the quality of 
treatment employees receive from 
management and other divisions 
of a company
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customers each year. No big deal, you say? Just replace 
leaving customers with new customers. Well, there’s one 
significant problem with that solution. It costs ten times 
as much to find a new customer as it does to keep an 
existing customer. Also, new customers typically buy 
only 20 percent as much as established customers. In 
fact, keeping existing customers is so cost-effective that 
most businesses could double their profits by simply 
keeping 5 percent more customers per year!44 How does 
this work? Imagine that keeping more of your customers 
turns some of those customers into customers for life. 
How much of a difference would that make to company 
profits? Consider that just one lifetime customer spends 
$8,000 on pizza and over $330,000 on luxury cars!45

18-3b Service Recovery  
and Empowerment
When mistakes are made, when problems occur, and 
when customers become dissatisfied with the service 
they’ve received, service businesses must switch from 
the process of service delivery to the process of service 
recovery, or restoring customer satisfaction to strongly 
dissatisfied customers.46 Or as business consultant Barry 
Moltz explains, “When a customer says they are dissatis-
fied, the company gets a chance to fix it and turn them 
into a more loyal customer.”47 Service recovery some-
times requires service employees to not only fix whatever 
mistake was made but also perform heroic service acts 
that delight highly dissatisfied customers by far surpass-
ing their expectations of fair treatment. Jason Friend, 
co-founder of 37signals.com, which provides web-based 
collaboration software such as Basecamp and Campfire, 
bought a custom bike via the Web from Mission Bicycle 
Company in San Francisco. When the bike arrived, he 
found a large gash on the side of the bike’s frame. He 
described what happened when he contacted Mission: 
“They said sending the whole bike back would be overkill  
since the only thing that was damaged was the frame. Fur-
ther, the bike was rideable—it was just a paint problem— 
so sending the bike back would mean I didn’t have a 
bike for a week or so. They didn’t feel good about that. 
So here’s what they did: They called up a local shop (On 
The Route) and arranged to ship a new frame to them. 
Then one of their bike techs would drive down to my of-
fice and swap the frames and reassemble the bike for me 
while I waited. All of this at Mission’s expense.” He con-
cluded by saying, “That’s incredible customer service. 
I’m a happy customer for life. If you’re in the market 
for a great custom bike, check out the good people and 
products at Mission Bicycle Company.”48

Unfortunately, when mistakes occur, service employ-
ees often don’t have the discretion to resolve customer 
complaints. Customers who want service employees to 
correct or make up for poor service are frequently told, 
“I’m not allowed to do that,” “I’m just following company 
rules,” or “I’m sorry, only managers are allowed to make 
changes of any kind.” In other words, company rules 
prevent them from engaging in acts of service recovery 
meant to turn dissatisfied customers back into satisfied 
customers. The result is frustration for customers and 
service employees and lost customers for the company.

Now, however, many companies are empowering 
their service employees.49 In Chapter 9, you learned 
that empowering workers means permanently passing  
decision-making authority and responsibility from managers 
to workers. With respect to service recovery, empower-
ing workers means giving service employees the author-
ity and responsibility to make decisions that immediately 
solve customer problems.50 For example, when custom-
ers call into Nicor National, an energy utility, to ask for 
credits to their accounts, they are not transferred to a 
billing department. They are not put on hold while the 
operator looks for a supervisor or manager. Instead, 
the operator, who is empowered to make this decision, 
simply awards the credit without having to check with 
anyone. According to Barbara Porter, the company’s vice 
president of business development and customer service, 
empowering the call centers in this way is a quick, easy 
resolution. “They’re professionals and we trust them to 
make the right decisions,” says Porter.51

When things go wrong for customers, how well does 
service recovery work? Sixty-nine percent of customers 
see quick resolution of their problems as central to good 
customer service. Furthermore, about half of customers 
will stop buying from a company when bad customer 
service is not resolved. Either way, roughly nine out of 
ten customers will tell others about their poor customer 
service or how you fixed their problem.52

MANufACTuRiNG 
OPERATiONS

Ford makes cars, and Dell does computers. BP produces  
gasoline, whereas Sherwin-Williams makes paint. Boeing  
makes jet planes, but 
Budweiser makes beer. 
Maxtor makes hard drives, 
and Maytag makes appli-
ances. The manufacturing 

18-4

Service recovery restoring 
customer satisfaction to strongly 
dissatisfied customers
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operations of these companies all produce physical 
goods. But not all manufacturing operations, especially 
these, are the same. 

Let’s learn how various manufacturing operations differ in 
terms of 18-4a the amount of processing that is done 
to produce and assemble a product and 18-4b the flex-
ibility to change the number, kind, and characteristics 
of products that are produced.

18-4a Amount of Processing  
in Manufacturing Operations
Manufacturing operations can be classified according 
to the amount of processing or assembly that occurs 
after a customer order is received. The highest degree 
of processing occurs in make-to-order operations. 
A make-to-order operation does not start processing or 
assembling products until it receives a 
customer order. In fact, some make-
to-order operations may not even 
order parts until a customer order is 
received. Not surprisingly, make-to-
order operations produce or assemble 
highly specialized or customized prod-
ucts for customers. The John Deere 
8R tractor, for example, comes with 
thousands of options that can be cus-
tomized to the needs of a corn farmer in 
Kansas or a rice farmer in India. Buyers  

choose from six types of 
axles, five transmissions, 
thirteen types of rear 
hitches, and fifty-four dif-
ferent wheel and tire con-
figurations. There are 354 
option bundles for the ba-
sic tractor and 114 option 
bundles for attachments. 
Thanks to so many option 
combinations, Deere pro-
duced 7,800 unique 8R 
tractors in the past year. 
On average, each tractor 
configuration was built just 
1.5 times, and over half of 
the configurations were 
built just once—truly a 
make-to-order operation.53

A moderate degree 
of processing occurs in 
a s s e m b l e - t o - o rd e r 

operations. A company using an assemble-to-order 
operation divides its manufacturing or assembly process 
into separate parts or modules. The company orders 
parts and assembles modules ahead of customer orders. 
Then, based on actual customer orders or on research 
forecasting what customers will want, those modules 
are combined to create semicustomized products. For 
example, when a customer orders a new car, GM may have 
already ordered the basic parts or modules it needs from 
suppliers. In other words, based on sales forecasts, GM 
may already have ordered enough tires, air-conditioning 
compressors, brake systems, and seats from suppliers to 
accommodate nearly all customer orders on a particular 
day. Special orders from customers and car dealers are 
then used to determine the final assembly checklist for 
particular cars as they move down the assembly line.

The lowest degree of processing occurs in make-
to-stock operations (also called build-

to-stock). Because the products are 
standardized, meaning each prod-
uct is exactly the same as the next, 
a company using a make-to-stock 
operation starts ordering parts 
and assembling finished prod-
ucts before receiving customer 
orders. Customers then purchase 
these standardized products— 
such as Rubbermaid storage contain-

ers, microwave ovens, and vacuum 
cleaners—at retail stores or directly from 

the manu facturer. Because parts are ordered and prod-
ucts are assembled before customers order the products, 
make-to-stock operations are highly dependent on the 
accuracy of sales forecasts. If sales forecasts are incor-
rect, make-to-stock operations may end up building too 
many or too few products, or they may make products 
with the wrong features or without the features that cus-
tomers want.

18-4b Flexibility of Manufac turing 
Operations
A second way to categorize manufacturing operations is 
by manufacturing flexibility, meaning the degree 
to which manufacturing operations can easily and 
quickly change the number, kind, and characteristics of 
products they produce. Flexibility allows companies to 
respond quickly to changes in the marketplace (that is, 
respond to competitors and customers) and to reduce 
the lead time between ordering and final delivery of 
products. There is often a trade-off between flexibility 

Make-to-order operation a 
manufacturing operation that does 
not start processing or assembling 
products until a customer order is 
received

Assemble-to-order 
operation a manufacturing 
operation that divides 
manufacturing processes into 
separate parts or modules 
that are combined to create 
semicustomized products

Make-to-stock 
operation a manufacturing 
operation that orders parts and 
assembles standardized products 
before receiving customer orders

Manufacturing 
flexibility the degree to which 
manufacturing operations can 
easily and quickly change the 
number, kind, and characteristics 
of products they produce
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385CHAPTER 18: Managing Service and Manufacturing Operations

and cost, however, with the most flexible manufacturing 
operations frequently having higher costs per unit, and 
the least flexible operations having lower costs per unit. 

Some common manufacturing operations, arranged in 
order from the least flexible to the most flexible, are 
continuous-flow production, line-flow production, 
batch production, and job shops.

Most production processes generate finished prod-
ucts at a discrete rate. A product is completed, and then— 
perhaps a few seconds, minutes, or hours later—another 
is completed, and so on. For instance, if you stood at 
the end of an automobile assembly line, nothing much 
would seem to be happening for fifty-five seconds of 
every minute. In that last five seconds, however, a new 
car would be started and driven off the assembly line, 
ready for its new owner. By contrast, in continuous-
flow production, products are produced continu-
ously rather than at a discrete rate. Like a water hose 
that is never turned off and just keeps on flowing, pro-
duction of the final product never stops. Until recently, 
drug companies used discrete production operations to 
make drugs, mixing ingredients in huge vats at separate 
factories. But to cut costs and increase quality, many 
are switching to continuous-flow production where the 
raw materials used to make drugs are “fed into a single, 
continuously running process.”54 Johnson & Johnson, 
GlaxoSmithKline, and Novartis are building continuous-
flow factories, which should reduce operating costs by  
30 percent and increase quality because corrections can 
be made immediately and not after large batches have 
been produced. Furthermore, continuous-flow pharma-
ceutical factories are much smaller at 4,000 square feet 
compared to the typical 100,000 square foot drug making 
facility, and thus, much less costly to build. Finally, pro-
duction speeds and output can be dramatically higher. 

For instance, while it takes four to six weeks to make 
100,000 tablets of Vertex’s new cystic-fibrosis drug, its new 
continuous-flow factory will be able to make that many  
tablets in an hour!55 Despite their many advan tages, 
continuous-flow production processes are the most stan-
dardized and least flexible manufacturing operations. 
In other words, a continuous-flow factory dedicated to 
making cystic-fibrosis drugs could not be used to make 
another kind of drug.

Line-flow production processes are preestab-
lished, occur in a serial or linear manner, and are dedi-
cated to making one type of product. In this way, the ten 
different steps required to make product X can be com-
pleted in a separate manufacturing process (with sepa-
rate machines, parts, treatments, locations, and workers)  
from the twelve different steps required to make prod-
uct Y. Line-flow production processes are inflexible be-
cause they are typically dedicated to manufacturing one 
kind of product. For example, the production process for 
Tesla Motors’ Model S car starts with large rolls of alu-
minum, which are flattened, cut, and then stamped into 
the shapes of the car’s body panels (that is, roof, trunk, 
left front, and so on). Stamped panels are then moved to 
the body shop, where the car’s underbody, sides, and front 
are joined via robotic weld-
ing machines. After the 
shell of the car is formed, 
it is primed, painted, and 
moved to the assembly line. 
There, 3,000 workers and 
160 robots install the bat-
tery, motor, wiring, interior, 
seats, and the rest of the 
car’s 30,000-plus parts. The 
assembly process for a car 

Continuous-flow 
production a manufacturing 
operation that produces goods at a 
continuous, rather than a discrete, 
rate

Line-flow production  
manufacturing processes that are 
preestablished, occur in a serial or 
linear manner, and are dedicated 
to making one type of product

The Hunt for U.S. Contract Manufacturers

A quick search for contract manufacturers on Chinese website Alibaba.com produces thousands of listings. It used to be just as easy to 
find a contract manufacturer in the United States, but not anymore. When K’Nex Brands LP, a family-owned toy maker, wanted to bring 

production of the iconic toy Lincoln Logs back to the United States from China, it encountered problems finding a domestic factory that could 
produce the small wooden blocks. The remaining wood factories in the United States were set up to make large items, such as furniture and 
cabinetry. Likewise, when Marshmallow Fun Co., which designs toy guns that shoot marshmallows, wanted to repatriate its toy manufactur-
ing, CEO Beaver Raymond searched for months to find a U.S. factory. The specialty manufacturer he found in Wisconsin required a minimum 
order quantity of 60,000 units to justify the $80,000 it would need to spend on tooling and plastic molds. (Raymond wanted to order only 
10,000.) Managers at K’Nex had better luck. After reading an article about their search in the Wall Street Journal, a golf-tee manufacturer in 
Maine contacted them to let them know their equipment could make Lincoln Logs, the first batch of which hit the shelves in 2015.
Sources: J. R. Hagerty, “it’s No fun Making Toys or Toasters in the uSA,” Wall Street Journal, february 10, 2015, B1, B2; J. R. Hagerty, and M. Magnier, “Companies Tiptoe Back 
toward `Made in the uSA’,” Wall Street Journal, January 14, 2015, A1, A12.
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that handle special manufacturing processes or jobs. In 
contrast to batch production, which handles large batches 
of different products, job shops typically handle very 
small batches, some as small as one product or process 
per batch. Basically, each job in a job shop is different, 
and after a job is done, the job shop moves on to a com-
pletely different job or manufacturing process for, most 
likely, a different customer. For example, Grauch En-
terprises in Philipsburg, Pennsylvania, is a job shop that 
mills, turns, drills, paints, and finishes everything from 
plastics, such as nylon, polycarbonates, and laminates, 
to metals, such as brass, aluminum, stainless and alloy 
steels, titanium, and cast iron. It made 650 different parts 
for one customer alone and received one order to make 
5,000 units out of 20,000 individual parts. When it comes 
to making different parts for different customers, owner 
Fred Grauch says, “There’s very little we won’t try.”57

iNvENTORy
Inventory is the amount and number of raw materials, 
parts, and finished products that a company has in its pos-
session. When Ebola killed 5,000 people in West Africa 
in the fall of 2014, at the time, only a few suppliers made 
the protective suits (PS) that shield caregivers from direct 
contact with the deadly bodily fluids of Ebola patients. 
Manufacturers, such as DuPont, were forced to triage buy-
ers, selling first to those treating Ebola patients, and then 
to those who were preparing for that possibility, such as 
the U.S. Centers for Disease Control and Prevention that  
bought $2.7 million worth of PSs to create a Strategic 
National Stockpile in the event that Ebola became wide-
spread in the U.S. Still, there were critical shortages. 
Finally, it took six months to accomplish, but PS maker 
Lakeland Industries doubled production capacity by buy-
ing new manufacturing machines and hiring new workers.58 

In this section, you will learn about 18-5a the different 
types of inventory, 18-5b how to measure inventory 
levels, 18-5c the costs of maintaining an inventory, and 
18-5d the different systems for managing inventory.

18-5a Types of Inventory
Exhibit 18.5 shows the four kinds of inventory a manu-
facturer stores: raw materials, component parts, work-
in-process, and finished goods. The flow of inventory 
through a manufacturing plant begins when the pur-
chasing department buys raw materials from vendors. 
Raw material inventories are the basic inputs in the 

18-5
takes three to five days. In total, Tesla’s Model S factory 
produces about 400 cars per week.56

The next most flexible manufacturing operation is 
batch production, which involves the manufacture 
of large batches of different products in standard lot 
sizes. A worker in a batch production operation will 
perform the same manufacturing process on 100 copies  
of product X, followed by 200 copies of product Y, 
and then 50 copies of product Z. Furthermore, these 
batches move through each manufacturing department 
or process in identical order. So, if the paint department 
follows chemical treatment, and chemical treatment is 
now processing a batch of 50 copies of product Z, then 
the paint department’s next task will be to paint 50 copies  
of product Z. Batch production is finding increasing 
use among restaurant chains. To ensure consistency in 
the taste and quality of their products, many restaurant 
chains have central kitchens, or commissaries, that pro-

duce batches of food such 
as mashed potatoes, stuff-
ing, macaroni and cheese, 
rice, quiche filling, and 
chili, in volumes ranging 
from 10 to 200 gallons. 
These batches are then 
delivered to the individ-
ual restaurant locations, 
which in turn serve the 
food to customers.

Next in terms of flex-
ibility is the job shop. Job 
shops are typically small 
manufacturing operations 

Batch production a 
manufacturing operation that 
produces goods in large batches in 
standard lot sizes

Job shops manufacturing 
operations that handle custom 
orders or small batch jobs

Inventory the amount and 
number of raw materials, parts, 
and finished products that a 
company has in its possession

Raw material 
inventories the basic inputs in 
a manufacturing process

The Tesla Model S starts with large rolls 
of aluminum, but is stamped out into the 
shape of the car.
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387CHAPTER 18: Managing Service and Manufacturing Operations

The component parts are then assembled to make 
unfinished work-in-process inventories, which are 
also known as partially finished goods. This process is 
also called initial assembly. For example, steel body pan-
els are welded to each other and to the frame of the car 
to make a “unibody,” which comprises the unpainted in-
terior frame and exterior structure of the car. Likewise, 
pistons, camshafts, and other engine parts are inserted 
into the engine block to create a working engine.

Next, all the work-in-process inventories are as-
sembled to create finished goods inventories, 
which are the final outputs of the manufacturing pro-
cess. This process is also called final assembly. For a car, 
the engine, wheels, brake system, suspension, interior, 
and electrical system are assembled into a car’s painted 
unibody to make the working automobile, which is the 
factory’s finished product. In the last step in the process, 
the finished goods are sent to field warehouses, distribu-
tion centers, or wholesalers, and then to retailers for final 
sale to customers.

18-5b Measuring Inventory
As you’ll learn next, uncontrolled inventory can lead to 
huge costs for a manufacturing operation. Consequently, 
managers need good measures of inventory to prevent in-
ventory costs from becoming too large. Three basic mea-
sures of inventory are average aggregate inventory, weeks 
of supply, and inventory turnover.

If you’ve ever worked in a retail store and had to 
take inventory, you probably weren’t too excited about 
the process of counting every item in the store and 
storeroom. It’s an extensive task that’s a bit easier today 
because of bar codes that mark items and computers 
that can count and track them. Nonetheless, inventories 
still differ from day to day. An inventory count taken 
at the beginning of the 
month will likely be dif-
ferent from a count taken 
at the end of the month. 
Similarly, an inventory 
count taken on a Friday 
will differ from a count 
taken on a Monday. Be-
cause of such differences, 
companies often mea-
sure average aggregate 
inven tory, which is the 
average overall inventory 
during a particular time 
period. Average aggre-
gate inventory for a month 

Component parts 
inventories the basic parts 
used in manufacturing that are 
fabricated from raw materials

Work-in-process 
inventories partially finished 
goods consisting of assembled 
component parts

Finished goods 
inventories the final outputs 
of manufacturing operations

Average aggregate 
inventory average overall 
inventory during a particular time 
period

Exhibit 18.5

Types of Inventory
Manufacturing Plant

Purchasing

Purchasing

Customers

Wholesalers

Retailers

Raw
Material

Inventories

Vendors Fabrication

AssemblyInitial

AssemblyFinal

Component
Parts

Inventories

Work-in-
Process

Inventories

Field
Warehouses

Distribution
Centers

Finished
Goods

Inventories

Source: from Markland/vickery/davis. Operations Management, 2E. 
Cengage Learning, inc. 

manufacturing process. For example, to begin making a 
car, automobile manufacturers purchase raw materials 
such as steel, iron, aluminum, copper, rubber, and un-
processed plastic.

Next, raw materials are fabricated or processed into 
component parts inventories, meaning the basic 
parts used in manufacturing a product. For example, 
in an automobile plant, steel is fabricated or processed 
into a car’s body panels, and steel and iron are melted 
and shaped into engine parts such as pistons or engine 
blocks. Some component parts are purchased from ven-
dors rather than fabricated in-house.
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86 percent, 100 McDonald’s in Venezuela found them-
selves unable to sell french fries to customers. So they 
substituted fried arepa flatbreads or fried yuca (a starchy 
vegetable used in South American cooking). Maria 
Guerreiro left a Caracas McDonald’s unhappy because 
she had wanted to buy a Happy Meal (with fries) as a 
treat for her 2-year old. Said Guerreiro, whose daughter 
won’t eat yuca, “It’s a total débâcle.”59 

Another common inventory measure, inventory 
turnover, is the number of times per year that a 
company sells, or “turns over,” its average inventory. 
For example, if a company keeps an average of 100 
finished widgets in inventory each month, and it sold 
1,000 widgets this year, then it turned its inventory ten 
times this year.

In general, the higher the number of inven-
tory turns, the better. In practice, a high turn-
over means that a company can continue its daily 
operations with just a small amount of inven-
tory on hand. For example, let’s take two compa-
nies, A and B, which have identical inventory levels  
(520,000 widget parts and raw materials) over the 

can be determined by simply averaging the inventory 
counts at the end of each business day for that month. 
One way companies know whether they’re carrying too 
much or too little inventory is to compare their aver-
age aggregate inventory with the industry average for 
aggregate inventory. For example, seventy-two days of 
inventory is the average for the automobile industry.

The automobile industry records inventory in terms 
of days of supply, but most other industries measure in-
ventory in terms of weeks of supply, meaning the num-
ber of weeks it would take for a company to run out of 
its current supply of inventory. In general, there is an 
acceptable number of weeks of inventory for a particu-

lar kind of business. Too 
few weeks of inventory 
on hand, and a company  
risks a stockout—running  
out of inventory. When 
a West Coast dock-
workers’ contract dispute  
slowed shipments of 
U.S. frozen potatoes by  

Americans’ Addiction to Free Shipping Gives 
Rise to Reverse Logistics

It is hard to beat e-commerce for convenience. Not sure what size 
shoe will fit best? Buy two (or three) different sizes from Zappos.

com; when they arrive the next day, try them all on, and simply 
return the ones that are too tight or too loose. Or return them all if 
you don’t like the color. Regardless, all you need to do is pack them 
up, affix the return shipping label, and let UPS do the rest. 

Over the past twenty years, retailers have developed sophisti-
cated logistics operations designed to deliver products ordered over 
the Internet to the doorsteps of U.S. consumers in a matter of days 
or, in some places, even hours. In today’s retail environment, how-
ever, it is no longer the low price and fast delivery of the product that 
give a company a competitive edge; low-cost shipping and easy 
customer returns are also part of escalating competition among 
retailers. According to Gailen Vick of the Reverse Logistics Associa-
tion, returns come at a hefty price, particularly for companies that 
don’t have a solid program in place. “If they’re doing nothing today, 
they’re losing about 5 percent to 7 percent of their bottom line.” That 
figure is much higher at electronics retailer Best Buy, which in 2014 
lost 10 percent of its revenue, or $400 million, because of returned 
products. Companies without an efficient system for processing 
customer returns and getting returned product back on the shelves 

risk customer dissatisfaction as well as losing money from stockouts 
or product obsolescence. Gary Shapiro of the Consumer Electronics 
Association says that the challenges of reverse logistics are here to 
stay for one simple reason, “Americans think they have a constitu-
tional right to have their products returned.”
Source: E. Phillips, “do Customers Have a Constitutional Right to Return Stuff 
Ordered Online?” Wall Street Journal, May 1, 2015. http://www.wsj.com/articles/do 
-customers-have-a-constitutional-right-to-return-stuff-ordered-online-1430490642.
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Stockout the point when a 
company runs out of finished 
product

Inventory turnover the 
number of times per year that a 
company sells, or “turns over,” its 
average inventory
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389CHAPTER 18: Managing Service and Manufacturing Operations

correcting mistakes, and simply deter-
mining when and how much new 

inventory should be reordered. 
For example, ordering costs are 
relatively high in the restaurant 
business because 80 percent of 

foodservice orders (in which res-
taurants reorder food supplies) are 

processed manually. A report, Enabling 
Profitable Growth in the Food-Prepared-Away-

From-Home Industries, estimated that the food indus-
try could save $14.3 billion if all restaurants converted 
to electronic data interchange (see Chapter 17), in 
which purchase and ordering information from one 
company’s computer system is automatically relayed 
to another company’s computer system. Toward that  
end, an industry-wide effort, Efficient Foodservice 
Response (EFR), is underway to improve efficiencies 
in the foodservice supply chain.63

Setup cost is the cost of changing or adjusting a 
machine so that it can produce a different kind of in-
ventory.64 For example, 3M uses the same production 
machinery to make several kinds of industrial tape, but 
it must adjust the machines whenever it switches from 
one kind of tape to another. There are two kinds of setup 
costs: downtime and lost efficiency. Downtime occurs 
whenever a machine is not being used to process in-
ventory. If it takes five hours to switch a machine from  
processing one kind of inventory to another, then  
five hours of downtime have occurred. Downtime is costly 
because companies earn an economic return only when 
machines are actively turning raw materials into parts or 
parts into finished products. The second setup cost is lost 
efficiency. Recalibrating a machine to its optimal settings 
after a switchover typically takes some time. It may take 
several days of fine-tuning 
before a machine finally 
produces the number of 
high-quality parts that it 
is supposed to. So, each 
time a machine has to be 
changed to handle a differ-
ent kind of inventory, setup 
costs (downtime and lost 
efficiency) rise.

Holding cost, also 
known as carrying or 
storage cost, is the cost of 
keeping inventory until 
it is used or sold. Hold-
ing cost includes the 
cost of storage facilities, 

course of a year. If 
company A turns its 
inventories twenty-six 
times a year, it will 
completely replenish 
its inventory every 
two weeks and have 
an average 
inven-
tory of 
20,000 
w i d g e t p a r t s 
and raw materials. By 
contrast, if company 
B turns its inventories 
only two times a year, it 
will completely replen-
ish its inventory every 
twenty-six weeks and 

have an average inventory of 260,000 widget parts and 
raw materials. So, by turning its inventory more often, 
company A has 92 percent less inventory on hand at 
any one time than company B.

The average number of inventory turns across all 
kinds of manufacturing plants is approximately eight 
per year, although the average can be higher or lower 
for different industries.60 For example, whereas the 
average auto company turns its entire inventory thirteen 
times per year, some of the best auto companies more  
than double that rate, turning their inventory  
27.8 times per year, or once every two weeks.61 Turning  
inventory more frequently than the industry average 
can cut an auto company’s costs by several hundred 
million dollars per year. Finally, it should be pointed 
out that even make-to-order companies such as Dell 
turn their inventory. In theory, make-to-order compa-
nies have no inventory. In fact, they’ve got inventory, 
but you have to measure it in hours. For example, Dell 
turns the inventory in its facilities 35.6 times a year, 
which means that on average it has ten days of inven-
tory on hand in its factories.62

18-5c Costs of Maintaining  
an Inventory
Maintaining an inventory incurs four kinds of costs: or-
dering, setup, holding, and stockout. Ordering cost is 
not the cost of the inventory itself but the costs associ-
ated with ordering the inventory. It includes the costs 
of completing paperwork, manually entering data into a 
computer, making phone calls, getting competing bids, 

“ In theory, 
make-to-order 
companIes have 
no Inventory. 
In fact, they’ve 
got Inventory, 
but you have to 
measure It In 
hours.”

Ordering cost the costs 
associated with ordering 
inventory, including the cost of 
data entry, phone calls, obtaining 
bids, correcting mistakes, and 
determining when and how much 
inventory to order

Setup cost the costs of 
downtime and lost efficiency that 
occur when a machine is changed 
or adjusted to produce a different 
kind of inventory

Holding cost the cost of 
keeping inventory until it is 
used or sold, including storage, 
insurance, taxes, obsolescence, 
and opportunity costs
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Economic order quantity (EOQ) is a system of 
formulas that helps determine how much and how often 
inventory should be ordered. EOQ takes into account 
the overall demand (D) for a product while trying to 
minimize ordering costs (O) and holding costs (H). The 
formula for EOQ is

For example, if a factory uses 40,000 gallons of 
paint a year (D), ordering costs (O) are $75 per order, 
and holding costs (H) are $4 per gallon, then the optimal 
quantity to order is 1,225 gallons:

With 40,000 gallons of paint being used per year, the 
factory uses approximately 110 gallons per day:

Consequently, the factory would order 1,225 new 
gallons of paint approximately every eleven days:

In general, EOQ formulas do a good job of letting 
managers know what size or amount of inventory they 
should reorder to minimize ordering and holding costs. 
Mark Lore, former founder of Diapers.com, explains 
how it used EOQ formulas to decide precisely how 
much inventory to keep on hand. He says, “We built 
software with computational algorithms to determine 
what the optimal number of boxes to have in the ware-
house is and what the sizes of those boxes should be. 
Should we stock five different kinds of boxes to ship 
product in? Twenty kinds? Fifty kinds? And what size 
should those boxes be? Right now, it’s twenty-three box 
sizes, given what we sell, in order to minimize the cost 
of dunnage (those little plastic air-filled bags or pea-
nuts), the cost of corrugated boxes, and the cost of ship-
ping. We rerun the simulation every quarter.”67 As this 
example makes clear, EOQ formulas and models can 
become much more complex as adjustments are made 
for price changes, quantity discounts, setup costs, and 
many other factors.68

While EOQ formulas try to minimize holding and 
ordering costs, the just-in-time (JIT) approach to in-
ventory management attempts to eliminate holding 
costs by reducing inventory levels to near zero. With a 

insurance to protect inventory from damage or theft, 
inventory taxes, the cost of obsolescence (holding in-
ventory that is no longer useful to the company), and 
the opportunity cost of spending money on inventory 
that could have been spent elsewhere in the company. 
For example, it’s estimated that U.S. airlines have a 
total of $48 billion worth of airplane parts in stock at 
any one time for maintenance, repair, and overhauling 
of their planes. The holding cost for managing, stor-
ing, and purchasing these parts is nearly $12 billion— 
or roughly one-fourth of the cost of the parts 
themselves.65

Stockout cost is the cost incurred when a com-
pany runs out of a product. There are two basic kinds of 
stockout costs. First, the company incurs the transaction 
costs of overtime work, shipping, and the like in trying to 
quickly replace out-of-stock inventories with new inven-
tories. The second and perhaps more damaging cost is 
the loss of customers’ goodwill when a company cannot 
deliver the products it promised. Stockouts occur more  
often than you might think. In the United States, 
the supermarket industry’s average out-of-stock rate 
(the percentage of items that are unavailable at a given 
time) is 7.9 percent, according to research firm Market6. 
Highly promoted items have, as would be expected, a 
higher average out-of-stock rate of 13.1 percent. How 
costly is it for stores to run out of stock? Market6 
estimates that running out of stock on the twenty-five 
best-selling product categories reduces a grocery store’s 
revenue by an average of $200,000 per year, per store.66 
In general, retailers can increase sales 4 percent if they 
never run out of stock.

18-5d Managing Inventory
Inventory management has two basic goals. The first is to 
avoid running out of stock and thus angering and dissat-
isfying customers. This goal seeks to increase inventory 
to a safe level that won’t risk stockouts. The second is to 
efficiently reduce inventory levels and costs as much as 

possible without impairing 
daily operations. This goal 
seeks a minimum level 
of inventory. The follow-
ing inventory management 
techni ques—economic or-
der quantity (EOQ), just-
in-time inventory (JIT), 
and materials requirement 
planning (MRP)—are dif-
ferent ways of balancing 
these competing goals.

Stockout cost the cost 
incurred when a company runs out 
of a product, including transaction 
costs to replace inventory and the 
loss of customers’ goodwill

Economic order quantity 
(EOQ) a system of formulas that 
minimizes ordering and holding 
costs and helps determine how 
much and how often inventory 
should be ordered
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just-in-time (JIT) inventory system, component 
parts arrive from suppliers just as they are needed at each 
stage of production. By having parts arrive just in time, 
the manufacturer has little inventory on hand and thus  
avoids the costs associated with holding inventory. Thanks 
to its strict JIT inventory system, Apple carries the  
smallest amount of inventory among technology com-
panies, averaging just 5.2 days of inventory of iPhones, 
iPads, and MacBook Pros waiting to be shipped. That 
five days of inventory is equivalent to an inventory turn 
of 69.2 times a year (remember, more turns is better). 
Samsung Electronics was next with 18.1 turns a year, 
followed by Cisco Systems with 12.3 turns a year and 
Amazon with 8.9.69

To have just the right amount of inventory arrive 
at just the right time requires a tremendous amount of 
coordination between manufacturing operations and 
suppliers. One way to promote tight coordination under 
JIT is close proximity. Most parts suppliers for Toyota’s 
JIT system at its Georgetown, Kentucky, plant are lo-
cated within 200 miles of the plant. Furthermore, parts 
are picked up from suppliers and delivered to Toyota as 
often as sixteen times a day.70 A second way to promote 
close coordination under JIT is to have a shared infor-
mation system that allows a manufacturer and its sup-
pliers to know the quantity and kinds of parts inventory 
the other has in stock. Generally, factories and suppli-
ers facilitate information sharing by using the same part 
numbers and names. Ford’s seat supplier accomplishes 

this by sticking a bar code on each seat, and Ford then 
uses the sticker to route the seat through its factory.

Manufacturing operations and their parts suppliers 
can also facilitate close coordination by using the system  
of kanban. Kanban, which is Japanese for “sign,” is a 
simple ticket-based system that indicates when it is time 
to reorder inventory. Suppliers attach kanban cards to 
batches of parts. Then, when an assembly-line worker 
uses the first part out of a batch, the kanban card is  
removed. The cards are then collected, sorted, and 
quickly returned to the supplier, who begins resupplying 
the factory with parts that match the order information 
on the kanban cards. Glenn Uminger, former man-
ager of production control 
and logistics at Toyota’s  
Georgetown, Kentucky, 
plant, said they would place,  
“orders for new parts as 
the first part is used out of 
a box.” Because prices and 
batch sizes are typically 
agreed to ahead of time, 
kanban tickets greatly re-
duce paperwork and or-
dering costs.71

A third method for 
managing inventory is 
materials require-
ment planning (MRP). 

Just-in-time (JIT) 
inventory system an 
inventory system in which 
component parts arrive from 
suppliers just as they are needed 
at each stage of production

Kanban a ticket-based JIT 
system that indicates when to 
reorder inventory

Materials requirement 
planning (MRP) a 
production and inventory system 
that determines the production 
schedule, production batch sizes, 
and inventory needed to complete 
final products

GM Takes the Long View on EOQ

General Motors is taking the long view with its inventory man-
agement program and asking its vendors to sign long-term 

contracts, maybe even lasting decades, for automotive parts. Es-
tablishing an economic order quantity minimizes costs, but GM is 
hoping that locking in longer parts contracts—for higher quanti-
ties and higher overall dollar values—will produce a host of other 
benefits. Longer contracts signal greater commitment to vendors, 
which GM hopes will improve its vendor relationships. (Parts sup-
pliers rank the quality of GM’s relationships with its vendors as 
poor, behind Toyota, Nissan, and Honda.) In turn, GM hopes bet-
ter relationships will produce greater collaboration with suppliers 
and give GM access to more advanced technologies earlier in their 
development cycle. GM Purchasing Chief Steve Keifer justified the change to longer contracts by saying, “We want [our suppliers] to 
double down on us.” By 2017, GM expects to sign billions of dollars in these contracts with its 30 biggest suppliers. 
Source: J. Bennett, “GM Wants Long-Term Parts Contracts,” Wall Street Journal, April 15, 2015, B3.
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392 PART fivE

MRP is a production and inventory system that, from 
beginning to end, precisely determines the produc-
tion schedule, production batch sizes, and inventories 
needed to complete final products. The three key parts 
of MRP systems are the master production schedule, 
the bill of materials, and the inventory records. The 
master production schedule is a detailed schedule that  
indicates the quantity of each item to be produced,  
the planned delivery dates for those items, and the 
time by which each step of the production process 
must be completed to meet those delivery dates. Based 
on the quantity and kind of products set forth in the 
master production schedule, the bill of materials  
identifies all the necessary parts and inventory, the 
quantity or volume of inventory to be ordered, and 
the order in which the parts and inventory should 
be assembled. Inventory records indicate the kind, 
quantity, and location of inventory that is on hand or 
that has been ordered. When inventory records are 
combined with the bill of materials, the resulting  
report indicates what to buy, when to buy it, and what 
it will cost to order. Today, nearly all MRP systems are 
available in the form of powerful, flexible computer 
software.72

Which inventory man-
agement system should 
you use? Economic order 
quantity (EOQ) formulas 
are intended for use with 
independent demand 
systems, in which the 
level of one kind of in-
ventory does not depend 
on another. For example, 
because inventory levels 
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for automobile tires are unrelated to the inventory  
levels of women’s dresses, Sears could use EOQ for-
mulas to calculate separate optimal order quantities 
for dresses and tires. By contrast, JIT and MRP are 
used with dependent demand systems, in which 
the level of inventory depends on the number of fin-
ished units to be produced. For example, if Yamaha 
makes 1,000 motorcycles a day, then it will need  
1,000 seats, 1,000 gas tanks, and 2,000 wheels and 
tires each day. So, when optimal inventory levels de-
pend on the number of products to be produced, use 
a JIT or MRP management system.

Independent demand 
system an inventory system 
in which the level of one kind of 
inventory does not depend on 
another

Dependent demand 
system an inventory system 
in which the level of inventory 
depends on the number of 
finished units to be produced
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Expert systems, 370–371
Export Now, 161
Exporting, 161
Extended Stay America, 140
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External attribution, 313
External environments, 45
External recruiting, 223–225
Externals, 300
Extinction, 282
Extranets, 369–370
Extraversion, 257
Extrinsic rewards, 270–271
Extroverts, 290
Exxon Mobile, 80
Eye contact, 321

F
Facebook, 103, 224, 225, 251, 272, 328, 

357–358
“Failure is an Option” advertising 

campaign (Domino’s), 299
Fair Labor Association, 85
Fair Labor Standards Act (FLSA), 275
Fallavollita, Scott, 217–218
Families, relocating overseas, 173–174
Family and Medical Leave Act (1993), 

51, 217–218
Fandray, Dayton, 78
Al-Farabi, 24
Farm Bill (2008), 155
Farming, 23
Farrugia, Mark, 235
Fast Company, 301
Fast-food industry jobs, 187
Faulty action stage of organizational 

decline, 144
Fayol, Henri, 4, 32–33, 34
Fayol’s fourteen principles of 

management, 34
Federal Communications Commission 

(FCC), 55
Federal employment laws, 217–219
Federal News Service, 12
Federal regulatory agencies and 

commissions, 55
Federal Reserve System, 55
Federal Trade Commission, 55
FedEx, 153, 204
Feedback, 189
Feedback channels, 190
Feedback control, 335–336
Feedback to sender, 316
Feedforward control, 336
Feintzeig, R., 252
Feitelberg, R., 138, 334
Felice, Sergio, 51
Feminine cultures, 170–171
Fendi, 11
Ferrari, 126
Ferrero Group, 47
FICO, 8
“Fiction of superior authority,” 38
Fiedler’s contingency theory, 294–298
Field simulation training, 173

Figaro’s Pizza, 56
Figurehead role, 11
Films and videos, training through, 233
Final assembly, 387
Financial ratios, 343
Financial Review Card, 343
Finished good inventories, 387
Firefighter job description, 222
Firefighters, benchmarking, 334
Firewalls, 364, 366
Firing employees, 241–242, 261
Firm-level strategy, 127–130
First Air, 356
First Student, 220
First-line managers, 7, 9
First-mover advantage, 353
Fisher, Roger, 35
Fisher-Price toys, 62
5G devices, 137
Fixed interval reinforcement 

schedules, 282, 283
Fixed ratio reinforcement 

schedules, 282
Flemming, Bill, 289
Flexibility, of manufacturing operations, 

384–385
Flexible leadership style, 296
Flexon, Bob, 64
Flextronics International, 239
Flickinger, Burt, 124–125
FlightStats, 380
Flow, 139
FM Global, “Resilience Index,” 167
Focus strategy, 125
Follett, Mary Parker, 33, 35, 36
Food and Drug Administration (FDA), 

55
Ford, Bill, 13
Ford, Henry, 24, 133
Ford Motor Company, 13, 24, 53, 

362–363, 391
Foreign Corrupt Practices Act, 83
Foreign direct investment, 153–154
Formal authority system, 300
Formal communication channels, 

317–318
Forming, 210
Fortune “100 Best Companies to Work 

for in America,” 20, 21
Fortune 500 Companies, 169, 254, 353
Four-fifths (or 80%) rule, 220
Fowler, A., 233
Foxconn, 84–85, 163, 276, 333
Foxconn factories, Taiwan, 57
Fracking, 56–57
Frady, Kelly, 241
Franchise, 162–163
Franchisee, 162
Franchisor, 162
Freame, John, 122
Fredeen, Ingrid, 251

Frederickson, Valerie, 65
Free shipping, 388
Free trade, 157–159
Freeborn & Peters law firm, 272
Freedom, 140
Freestyle self-serve soda machines, 99
Freetextbooks.com, 271
Frelin, Johanna, 259
French Open grand slam tennis 

tournament, 333
Fresh & Easy stores, 90
Fresh Brew, 146
Fried, Jason, 267
Friedlander, Jonathan, 361
Friedman, Milton, 80
Friend, Jason, 383
Friesen, Candy, 326
Fry, Jason, 323
Fuerst, W.L., 354
Fugere, Danielle, 80
Functional departmentalization, 

178–179
Functional turnover, 244
Functions of the Executive, The 

(Barnard), 38
Fundamental attribution error, 

313–314
Funeral businesses, 45
Fung, Sandra, 200
Furlong, Tom, 357–358
Futter, M., 6
Futterman, Robert, 3

G
Gainsharing, 215
Galaxy Tab, 109
Galdwell, Malcolm, 290
Gales, Jean-Marc, 51
Galinsky, Adam, 213
Gallo, Carmine, 193
Gallo Communications Group, 193
Gantt charts, 28–30
Gantt, Henry, 28–29, 30
GATT (General Agreement on 

Tariffs and Trade), 155–156
Gawande, Atul, 206–207
Gayle, Helene, 185
Gazelle.com, 349
GE Aircraft Engines, 301
General Agreement on Tariffs and 

Trade (GATT), 155–156
General and Industrial Management 

(Fayol), 30, 34
General Electric (GE), 97, 118, 

129–130, 250
General Electric workout, 149
General environment, 48–52

defined, 48–49
economy, 50
political/legal component to, 51–52
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General environment (Continued)
sociocultural component to, 51
technological component to, 50–51

General Mills, 82, 83
General Motors (GM), 84, 86–87, 168, 

207, 391
Generational change, 143
Genetic Information Nondiscrimination 

Act (2008), 218
Geographic departmentalization, 

181–182
Geometric Ltd., 170–171
George, C.S. Jr., 24
Germano, S., 120
Getting to Yes: Negotiating Agreement 

without Giving In (Fisher, Ury, 
and Patton), 35

Ghazali, 24
Ghosn, Carlos, 293
Gibson, Kristen, 125
Gilbert, Phil, 105
Gilbreth, Frank, 27–28
Gilbreth, Lillian, 27–28
Gilbreth’s motion studies, 27, 28
Gino, Francesca, 238
GitHub, 10
Gladwell, Malcolm, 290
Glass ceiling, 252–253
GlaxoSmithKline, 385
Global business, 153. See also Global 

management
Global competition, analyzing degree 

of, 166
Global consistency, 160
Global management, 153–175

business climate, finding best, 164–169
cooperative contracts, 161–163
cultural differences, 169–171
direct foreign investment, 153–154
exporting, 161
franchises, 162–163
GATT, 155–156
global consistency, 160
growth potential of foreign markets, 

165–166
local adaptation, 160
office/manufacturing location, 

166–167
overseas assignment preparation, 

171–175
political risk, 167–169
regional trading zones, 156–157, 158
strategic alliances, 163
trade agreements, 155–159
trade barriers, 154–155
wholly owned affiliates, 163–164
World Trade Organization (WTO), 

156, 157
world’s best and worst countries for 

business, 168
Global new ventures, 163

Global sourcing standards, 56
Glocer, Thomas, 177
GM. See General Motors (GM)
Goal, 284
Goal acceptance, 285
Goal commitment, 91–92
Goal congruence, 302–303, 304, 305
Goal congruence rule, 303
Goal difficulty, 285
Goal setting

developing commitment to, 91–92
diversity, 263
teams, 209, 211–212
tracking progress toward achieving, 

92–93
Goal specificity, 284–285
Goal-setting theory, 284–286
Gobillot, Lori, 5
Go-Daddy.com, 123
Goizueta, Roberto, 343
Golden, Jocelyn, 225
Goldstein, J., 367
Good boy, nice girl stage (Kohlberg), 

73, 74
Good housekeeping, 348
Google, 4, 57, 110, 137, 142, 357, 

363–364
Google Advanced Technology and 

Project Lab, 142
Google Maps, 57
Google X, 212
Gordon-Levitt, Joseph, 57
Gossip, 318, 319
Gossip chain, 319
Gould, Thomas, 122
Government import standards, 154, 

155
Government subsidies, 154, 155
Grand strategies, 121–122
Grapevines, 319–320
Graphic rating scale (GRS), 235, 236
Grauch Enterprises, 386
Grauch, Fred, 386
Gravity Payments, 277
Grazier, Peter, 214
Great Little Box Company (GLBC), 200
“Great person” theory (trait theory), 

290–292
Grech, Pippa, 354
Green Depot, 333–334
Greenberg, Josh, 83
Greenfield, Rich, 82
Greer, Lindred, 184
Griggs v. Duke Power Co., 222
GROHE Group, 164
Grooveshark, 83
Group decisions, 301
Group discussion training, 233
Group dynamics and cohesion, 35, 37
Groupthink, 103
Growth strategy, 121

GTE Financial, 331
Gucci, 334
Guerreiro, Maria, 388
Guitar Center, 99, 100
Gun finishers, 38–39
Gupta, Kamlesh, 168
Gutenberg, Johannes, 39–40
Gyllenhaal, Maggie, 57

H
Habitat for Humanity, 38
Hachette Book Group, 191
Haden, Jeff, 11, 37
Hadomi, Ori, 330
Hagerty, J.R., 374, 385
Haines, Ray, 261
Hallatt, Mike, 125
Halo error, 235
Hammer, Michael, 145, 190–191, 192
Hammon, Becky, 262
Hammurabi, 24
Handler, Charles, 230
Hansen, Gail, 86
Hardee’s, 53
Harker, Susan, 65
Harris, Parker, 254
Harvard Business Review, 25, 173–174
Hawthorne Effect, 35
Hawthorne Studies, 35, 37
Hayase, Hiroshi, 54
Hayes, Phillip, 155
HCL Technologies, 3
Hearing, 324
Hearing loops, 133
Hehir, Patrick, 318
Heinz, 343
Helmrich, B., 272
Hendricks, D., 195
Hernandez, Manny, 338
Hershey’s code of ethics, 76–77
Hertz Rent-a-Car, 369
Hewitt Associates, 270
Hewlett Packard (HP), 48, 123, 163
Hewlett-Packard (HP), 55
Heyl Logistics, 227
Hideki Hada, 141
Hierarchical pay structures, 241
Higher-order needs, 269, 271
High-value service, 382
Hilgert, Ray, 320
Hill, Linda, 17
Hillary, Doug, 263
Hinshaw, Scott, 299
Hire Results, 229
Hirease, 226
Hiring employees

in bureaucratic organizations, 30–31
changing company culture and, 64–65
competitive advantage and selective, 

19
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hiring ethical employees, 76
normative control and, 339
scientific management and, 26
selection process, 225–231

Hispanic population, 247
Historical overview, 23–42

administrative management, 32–33
ancient Sumer and Egypt, 23
bureaucratic management, 30–32
constructive conflict and coordination, 

33, 35, 36
contributors to management ideas and 

practices, 24
cooperation and acceptance of 

authority, 37–38
cottage industry/farming and, 23
Gantt charts, 28–30
Hawthorne studies, 35, 37
Industrial Revolution, 24
information management, 39–40
motion studies, 27–28
operations management, 38–39
time study, 28

Hitchcock, Steven, 204
HIV Connect, 320–321
H&M, 348
Hoag, Jay, 207
Hoffman, Michael, 78
Hofstede, Geert, 170
Hofstede’s six cultural dimensions, 

170–171
Holding cost, 389–390
Holland, Judy, 174
Holley, Rick, 274
Holmes, Ryan, 328
Holtz, Dave, 98
Home Depot, 114, 115, 160
Honda, 53
Honesty, in leaders, 291
Honeywell, 280–281
Hootsuite, 328
Horizontal communication, 318
Hormel Foods, 121
Horowitz, Ben, 61
Horvitz, Eric, 356
Hosmer, LaRue, 74
Hostile work environment, 220–221
Howell, J.M., 308
Hoyt, Brian, 223
HTC, 46
Huawei Enterprises, 11
Hulu, 53
Human Equation: Building Profits 

by Putting People First, The 
(Pfeffer), 19

Human Problems of an Industrial 
Civilization, The (Mayo), 35

Human relations management (HRM), 
33, 35–38, 217

Human resource information 
system (HRIS), 225

Human resource management 
(HRM), 217–244. See also Hiring 
employees

adverse impact, 220
background checks, 226–228
compensation decisions, 239–241
defined, 217
discrimination, 219–221
disparate treatment, 219–220
downsizing, 242–243
employee separation, 239, 241–244
employee turnover, 244
external recruiting, 223–225
federal employment laws, 217–219
four-fifths (or 80%) rule, 220
internal recruiting, 223
interviews, 226, 230–231
job analysis, 221–223
onboarding, 238
performance appraisal, 235–239
process, 217
recruiting, 221–225
references, 227–228
retirement, 243–244
safety standards, 219
selection, 225–231
selection tests, 228–230
sexual harassment, 220–221
terminating employees, 241–242
training, 232–235

Human skills, 14
Humor, 209
Humphries, Paul, 318
Hurd, Mark, 184
Hurricane Sandy, 83–84
Hutchins, David, 340
Hydraulic fracturing (fracking), 56–57
Hyland-Savage, Gail, 221
Hymowitz, Carol, 317
Hyundai, 53

I
Iams, 117
IAT (Implicit Association Test), 263
IBM, 54, 105, 289
IBM Credit, 191
Ice, Jim, 234
ICloud, 110–111
Identify, 283
“If-then” rules, 370–371
IGATE, 153
Immediacy behaviors, 324, 325
Immediate feedback, 326
Imperfectly imitable resources, 110
Implicit Association Test (IAT), 263
Impoverished leader, 293, 294
Inaction stage of organizational decline, 

144
In-basket exercise, 229, 230
Income statements, 343

Incredible Universe, 144
Incremental change, 138–139
Independent demand systems, 392
India

Amazon/Junglee.com, 169
coffee shops, 166
Dunkin’ Donuts in, 163
retail market in, 167–168
social responsibility in, 85

Individualism-collectivism, 212
Individualistic cultures, 170
Individualized consideration, 309
Indulgence versus restraint, cultural 

dimension of, 171
Industrial psychology, 28
Industrial Revolution (1750-1900), 24
Industry regulation, 55–56
Industry-level strategies, 122–127
Industry-level strategy, 122–124
Informal communication channels, 

319–320
Informal meetings, 330
Information, 351. See also Managing 

information
Information management, 23, 39–40. 

See also Managing information
Information sharing, 19
Information Technology & Innovation 

Foundation, 156
Informational roles, 11–12
Initial assembly, 387
Initiating structure, 293
Initiation of effort, 267
Initiative, in Fayol’s fourteen principles 

of management, 34
Innovation. See Organizational 

innovation
Innovation streams, 134–138
Inputs, 273, 274, 275–276
InsightSquared, 334
Inspirational motivation, 308
Instacart, 13
Installation & Services Technologies, 

240
Institute for Data Driven Design, 89
Instrumental exchange stage 

(Kohlberg), 73, 74
Instrumentality, 278
Integrated model for motivation, 287
Integration, 35
Integrative conflict resolution, 35
Integrity, in leaders, 291
Intel, 134, 138, 263, 351
Intellectual stimulation, 308–309
Intentional discrimination, 219
Interactive Excellence (Schlossberg), 

136
Interchangeable parts, 39
InterContinental Hotels Group, 362
Intermittent reinforcement 

schedules, 282, 283
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Internal attribution, 313
Internal environment, 59–60. See also 

Organizational culture
Internal motivation, 189
Internal recruiting, 223
Internal service quality, 382–383
Internals, 300
International assignments, preparing 

for, 171–175
International Federation of the 

Phonographic Industry, 156
International Telecommunication Union 

(ITU), 137
International Telegraph Convention, 

137
Interorganizational processes, 193–196
Interorganizational processes, 

193–196
Interpersonal roles, 10–11
Interpersonal skills, 214
Interpretation (perception process), 

311, 312
Interpretation of environmental factors, 

58–59
Interval reinforcement schedules, 282, 

283
Intervene, 283
Interviews, 226, 230–231
Intranets, 368
Intraorganizational process, 190–193
Intrinsic rewards, 270–272
Introverts, 290
Intuit, 334
Intuitive research and Technology 

Corp., 78
Inventory, 39
Inventory, 386–392
Inventory records, 392
Inventory turnover, 388–389
Involuntary separation, 239
IPads, 54, 55, 109, 110, 111, 354
IPhone, 46, 54, 55, 110, 333
IPod, 110
Irani, J.J., 306–307
Iraq, ancient, 23
ISO 9000, 378–379
ISO 14000, 378–379
Iteration, 141
ITunes, 53, 110–111
ITunes Match, 111
ITunes Radio, 111, 353

J
Japan, Novartis scandal in, 85–86
Japanese-style role-playing games 

(JRPGs), 6
Jargon, 317
J.D. Power Initial Quality Survey, 

376–377
Jefferson, Thomas, 39

Jeffried, Mike, 90
Jervell, E.E., 120
JetBlue, 280
Jetstar Airways, 328–329
JIT (Just-in-time) inventory, 390–391
Job Accommodation Network, 256
Job analysis, 221–223
Job characteristics model (JCM), 

188–190
Job description, 221, 222
Job design, 187–190
Job enrichment, 188
Job evaluation, 239
Job interviews, 225, 226, 230–231
Job performance

accurately measuring, 235–237
motivation and, 267–268

Job postings, 223
Job rotation, 187–188
Job satisfaction, teamwork and, 199–200
Job shops, 386
Job specialization, 187
Job specifications, 221, 222
Job-centered leadership, 292
Job-knowledge questions, in interviews, 

231
Jobs, Steve, 61, 143, 209
John Deere, 384
Johnson & Johnson, 280, 385
Johnson, Devra, 237
Johnson, Doug, 201–202
Johnson, K., 174
Joint ventures, 163
Jonath, Franklin, 9
Jones, A., 137
Journal for Quality and Participation, 

379
Journal of Applied Psychology, 25
J.P. Morgan, 84
JPMorgan Chase, 338–339
Junglee.com, 169
Just-in-time inventory (JIT), 39, 

390–391
Justus, J.R., 62

K
Kamath, Suresh, 256
Kanban, 391
Karp, H., 83
Katz, J., 62
Katz, Joel, 77
Kaur, Daljit, 354
Kay, Alan, 213
Keifer, Steve, 391
Kellogg’s, 58–59
Kennedy Center, Washington D.C., 133
Kennedy, John F., 96
Kenny, David, 52–53
Kent, Muhtar, 99, 100, 291
Kering, 334

Keurig Green Mountain Inc., 99
Keystone XL Pipeline, 81, 82
Keystroke monitoring, 365
Khadaied, Abdul Kareem, 57
Khufu, King, 23
Kia Optima, 53, 346
Kidder Resources, 256
Kiel, Dana, 320
Kilburg, Richard, 17
Kim, Charlie, 298
Kimberly-Clark, 140, 250
Kindle, 126
Kindle Fire, 109
Kindle Paperwhite, 129
Kinesics, 321–322
King, Aaron, 240
King, Jan, 99
King, Mark, 120
Kirshner, Ben, 339
Kiss of Yes, 145
K’Nex Brands, 385
Knowledge, 370
Knowledge, sharing, 370–371
Kohlberg, Lawrence, 73
Kohlberg’s stages of moral development, 

73
Koontz, H., 335
Korn/Ferry International, 227
Kotter, John, 146, 148
Kraft, 343
Kroc, Ray, 89
Kroger, 163, 337, 355
Krzanich, Brian, 138
Kyocera, 348–349

L
Labor laws, 219
Labor productivity, 375
Lacher, Joseph, 319–320
Ladders.com, 224
Lafley, A.G., 91, 95
Lakeland Industries, 386
Lampa, Henrik, 348
Landline phones, 136
Language training, 1172
Large-system interventions, 150–151
Laser Soft Info Systems, 256
Late responders, 130
Lauzon, Armand, 149
Lavin, Frank, 161
Lawler, Edward, 212
Layoffs, 242–243
Lazzo, Mike, 291
Leader information rule, 302–303, 304
Leader role, 11
Leaderless group discussion, 229
Leader-member relations, 296
Leadership, 289–309

Blake/Mouton leadership grid, 293, 
294
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charismatic, 305–307
defined, 289
Fiedler’s contingency theory, 294–298
leaders/managers comparison, 

289–290
normative decision theory, 301–305
path-goal theory, 298–301
trait theory, 290–292
transactional, 309
transformational, 307–309
visionary, 305–309

Leadership behaviors, 292–293
Leadership style, 294–298

contingency theory, 295–298
defined, 294
Least Preferred Coworker (LPC) 

scale, 295–296
matched to situations, 296–298
path-goal theory, 298–300

Leadership traits, 290–292
LeadGenius, 195
Leading, 5
Leahy, Terry, 90
Learning and effectiveness paradigm, 

260–261
Least Preferred Coworker (LPC) scale, 

295–296
Lectures, training through, 233
Lee, Angela, 275
Lee, David, 207
Lee, Hope, 58
Legal influences, 51–52
Legal responsibility, 82–83
Legere, John, 324
Leniency error, 235
Lennon, Sean, 57
Leno, Jay, 307–308
Lenovo, 275
“Let’s Talk Ethical with Hal” program, 

78
Leung, Tom, 224–225
Level of offense, U.S. Sentencing 

Guidelines, 71
Levi Strauss, 192, 320–321
Lewin, Kurt, 145
LG Electronics, 137
Liason role, 11
Licensed Taxi Driver Association, 

London, 45
Licensee, 161–162
Licensing, 161–162
Licensor, 161–162
Life cycle theory of organizations, 81
Light, Marita, 174–175
Lincoln Electric, 270
Line authority, 185
Line function, 185
Line-flow production, 385–386
LinkedIn, 103, 224, 225, 227
Linton, Tom, 239
Lintz, Janice Schacter, 133

Listen360, 52
Listening, 323–326
Little Gym, 52
Lixil, 164
Local adaptation, 160
Locke, Edwin, 27, 92
Locomotive manufacturing, 129
Locus of control, 300
Long-term orientation, 171
Long-term profits and growth, 382
Lore, Mark, 390
Lost efficiency, 389
Low tolerance for change, 145
Low-cost strategy, 166
Lower-order needs, 269, 271
Lowe’s, 115
Loyalty Institute, 271
Lozano, Bobby, 349
Luby’s Cafeterias, 128
Lukits, A., 340
Luthans, Fred, 283
Lyft, 345
Lync, 328
Lynton, Michael, 363

M
M City, 141
Ma, Jack, 5, 291
Maastricht Treaty of Europe, 156, 

157, 158
Machiavelli, 24
Machinery, aging, 374
Mackey, John, 13, 307
Magellan Health, 320
Magnet makers, 56
Magnitude of consequences, 73
Mahler, J., 191
Mainstream, 256
Make-to-order operations, 384
Make-to-stock operations, 384
Malaysian Ministry of Health, 57
Malware, 363, 365
Management

academic journals, 25
contingency, 41–42
defined, 3
functions, 4–6
history of.See Historical overview
information.See Managing 

information
operations.See Operations 

management
systems, 40–41
transition to, 17–19

Management by objectives, 97
Management functions, 4–6
Management skills, 13–15
Managerial roles, 10–13
Managers. See also CEOs (chief 

executive officers)

influencing ethical behavior in others, 
78

leaders vs., 289–290
managerial functions performed by, 

4–6
mistakes made by, 15–17
starting at the bottom, 3
top managers, 6–8
what companies look for in, 13–15

Managing change. See Change 
management

Managing information, 351–371
accurate information, 355
acquisition costs, 357–358
capturing information, 359–360
communication costs, 358–359
competitive advantage, 353–354
complete information, 355–356
external access and sharing, 368–370
first-mover advantage, 353
internal access and sharing, 367–368
Moore’s law, 351, 352
overview, 29–30
processing costs, 357
processing information, 360–363
protecting information, 363–367
raw data-information distinction, 351, 

353
relevant information, 356
retrieval costs, 358
security threats, types of, 365
sharing knowledge and expertise, 

370–371
storage costs, 357–358
timely information, 356–357
useful information, 354–357

Mandi, Jacob, 68
Mangas, Thomas, 174
Manjoo, Farhad, 327
Manning, Peyton, 338
Manthey, Brian, 335
Manual typewriter, 40
Manufacturers Alliance for Productivity, 

374
Manufacturing flexibility, 384–385
Manufacturing, history of, 24
Manufacturing location, choosing, 

166–167
Manufacturing operations, 383–386
Marathe, Paraag, 347–348
March Madness, 68
Maritz Incentives, 279
Mariwalla, Kavita, 356
Mark, Gloria, 139
MarkerBot, 164
Market commonality, 127–128, 129
Market6, 390
Markoff, J., 379
Marks & Spencer, 349
Marks, Michael, 54
Marlow Industries, 243
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Marshmallow Fun Co., 385
Martens, Phil, 8
Martinson, Eileen, 5
Marvel, 292
Mary Kay, 112
Masculine cultures, 170–171
Maslow’s Hierarchy of Needs, 269, 271
Mass production, 24
Master production schedule, 392
Mata, F.J., 354
Material/product substitution, 348
Materials requirement planning 

(MRP), 390, 391–392
Matrix departmentalization, 182–184
Matrix organizations, 184
Matsuda, Yosuke, 6
Mattel, 62, 82
Mattrick, Don, 82
Maximize (decisions), 103
Mayer, Marissa, 290
Mayo, Elton, 35, 37
Mazor Robotics, 330
MBC Group, 161–162
McAfee, Andrew, 140
McCall, Ginger, 322
McCartney, Stella, 334
McClelland’s Learned Needs Theory, 

269
McCoy, Sherilyn, 112
McDonald, James, 225
McDonald’s, 86, 97, 128, 137, 162, 186, 

187, 189, 247–248
McGee, Tom, 263–264
McKenna, Mark, 139
McKinsey & Company, 80
McNamara, Steve, 45
Meadowbrook Maple Syrup, 356, 357
Measure, 283
Mechanistic organizations, 190
Media advocacy, 57
Medici family, 40
Meggy, Robert, 200
Mehta, Manish, 331
Meliones, Jon, 341–342
Menard, Greg, 355
Mentoring, 233, 254, 263–264
Menu-labeling regulations, 56
Menzies, Kate, 160
Mercedes, 127
Merck, 194
Mercy General Hospital, Sacramento, 

220–221
Mergers and acquisitions, 32, 166
Merit-based promotions, 31
Merrill, Douglas, 104
Merrill Lynch, 250
Metropolitan Life Insurance, 359
Meyer, Herbert, 237
Michaels, David, 79
Michaels stores, 53
Michaelson, Connor & Boul, 221

Microsoft, 7, 48, 120, 148, 172, 
177–178, 327
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a gu ide for new managers: six steps to become  
a successful manager

—ed muzio
If you’ve recently been hired as a manager, you know the dirty secret: Management positions come with surprisingly little 
guidance. Whether you were promoted internally or brought in from outside, you were probably expected to hit the ground 
running, toward only the vaguest of goals.

Many of the problems new managers experience stem from that secret. They are faced with an ill-defined job and equally 
intense pressure from above and below. Plus, as the pivot points in the information revolution, they are barraged with queries 
about the work of their groups.

It’s easy to see why capable, well-meaning managers resort to micromanagement, detachment, grandstanding, or sheer 
blockheadedness in an effort to find some sort of stability for themselves and their employees.

How can you avoid these pitfalls? The following six steps will help you define your purpose as manager:

1. Define your own job clearly.
If you’re a new manager, this is your first and most important step. You need a memorable, meaningful definition, something 
that you can figuratively (or literally) write across your bathroom mirror so that you see it every morning.

I suggest “engender useful output.” Your primary responsibility as a manager is to maximize the likelihood that your employees 
will be productive; your task is to create an environment in which employee output is clearly defined and realistically 
achievable. If you’re not doing that, then it doesn’t matter what data you’re gathering, which employees you’re monitoring, or 
whose ear you’re bending. You may be busy, you may be stressed, and you may look managerial, but you’re not doing your job.

2. Define your group’s output.
To engender output you must first define it. This task is easier said than done. Today’s workplace changes quickly, and 
managers at all levels are expected to turn the work of their groups on a dime. Your own manager may not be terribly clear on 
long range company plans, so neither of you may fully understand how the work of your group will change in the next quarter, 
month, or even week.

Uncertainty about the future is not an excuse for lack of productivity in the present. If your plan is to wait around until 
everything is known before doing anything, you might as well lock the doors and go home for good! Things will change again 
and again, and only by delivering on current plans will you and your company learn what works, and what changes to make 
next. Besides, the definition of your group’s required output is the definition of YOUR required output as manager. Defining it is 
one part good management practice and one part career survival.

3. seek momentary clarity rather than permanent answers.
Speak with your leaders about what your group can reasonably produce right now and then agree to task your group with 
producing it right now. Make it clear that unless you hear otherwise, until the next scheduled check-in you will follow the 
current plan. Then, verbally summarize the output you are committing to engender in about 90 seconds. During follow-up 
discussions with your management, use that mini-commercial as a way to gently remind them what you are working on so 
that they can edit your understanding if needed.

When changes, do come, don’t fight them. Welcome the new information, openly revise your understanding of what you need 
to produce, and clearly explain the time and resources you need to accomplish the change. If you can’t turn the boat in an 
hour, say so. It’s far better to be up front when something isn’t possible than to agree to it under duress but fail to deliver.

4. become an expert in Defining anD communicating expectations.
Of course, your definition is only half the story. To engender output from your group, you need to convert from the 
commitment you made as manager into what each of your employees must do individually.

Contrary to popular opinion, this doesn’t mean telling your employees what to do. It means teaching them to discuss what 
they are doing themselves—to create their own 90-second mini-commercials—and then working with them on a shared 
understanding of what’s needed. You haven’t successfully taught an employee his or her expected output until you hear that 
person say it to you spontaneously, in a way that matches your own understanding. Then you know it’s happening.

This also means your employees must be in the habit of speaking openly about what they are doing. To get honesty, avoid 
using discussions about current objectives as pop quizzes! When you need to adjust an employee’s understanding of his or her 
work, frame your conversation as being about expectations for the future and defining how to succeed. Don’t let it degrade
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into how the employee should already know these things. Remember: When your employees don’t know what they’re 
supposed to be doing, it’s at least as likely to be your fault as theirs.

5. keep talking about output.
A VSO, or verbalized summary objective statement, is a kind of mini-commercial in which you state the output you’re trying to 
deliver at the moment. It should take about 90 seconds and should list about 5–7 output goals that together cover about 
80% of what you are working on. It’s yours to change, adjust, and modify whenever you see fit. It’s also yours to use as your 
introduction whenever you’re talking to people in or about your workplace. Use VSOs with your management and teach your 
employees to use them with you.

Why? Your VSO trains people as to what to expect—and not expect—from you. It provides an avenue for a manager to edit 
an employee’s understanding of the job, and a basis for you to accept or decline requests for additional work. As time goes 
by, and you deliver on your VSO, you also increase your credibility within the organization as people see that you are following 
through on your commitments.

6. keep at it.
Management is like exercise: it’s often difficult, you’re never done, and it requires self-discipline.

Get in the habit of having conversations with superiors about the output needed from your group and discussions with your 
employees about their individual contributions to that output. Then remind yourself that your job is to maximize the chances 
that your employees will produce. This won’t make management easy, but it’s the first step in making you better at it.

author bio
Edward G. Muzio, CEO of Group Harmonics, is the author of the award winning books Make Work Great: Supercharge Your 
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Key terms

1-1
Management getting work done through 
others

Efficiency getting work done with a 
minimum of effort, expense, or waste

Effectiveness accomplishing tasks that help 
fulfill organizational objectives

1-2
Planning determining organizational goals 
and a means for achieving them

Organizing deciding where decisions will 
be made, who will do what jobs and tasks, and 
who will work for whom

Leading inspiring and motivating workers to 
work hard to achieve organizational goals

Controlling monitoring progress toward 
goal achievement and taking corrective action 
when needed

1-3
Top managers executives responsible for the 
overall direction of the organization

Middle managers responsible for setting 
objectives consistent with top management’s 
goals and for planning and implementing 
subunit strategies for achieving these objectives

First-line managers responsible for 
training and supervising the performance of 
nonmanagerial employees who are directly 
responsible for producing the company’s 
products or services

Team leaders managers responsible 
for facilitating team activities toward goal 
accomplishment

1-4
Figurehead role the interpersonal role 
managers play when they perform ceremonial 
duties

Leader role the interpersonal role managers 
play when they motivate and encourage 
workers to accomplish organizational objectives

Liaison role the interpersonal role managers play 
when they deal with people outside their units

Monitor role the informational role managers 
play when they scan their environment for 
information

Disseminator role the informational role 
managers play when they share information 
with others in their departments or companies

Learn ing outcomes

1-1 (p. 3)
Describe what management is. Good management is working through others to 
accomplish tasks that help fulfill organizational objectives as efficiently as possible.

1-2 (p. 4)
Explain the four functions of management. Henri Fayol’s classic management 
functions are known today as planning, organizing, leading, and controlling. Planning is 
determining organizational goals and a means for achieving them. Organizing is deciding 
where decisions will be made, who will do what jobs and tasks, and who will work for 
whom. Leading is inspiring and motivating workers to work hard to achieve organizational 
goals. Controlling is monitoring progress toward goal achievement and taking corrective 
action when needed. Studies show that performing the management functions well leads 
to better managerial performance.

1-3 (p. 6)
Describe different kinds of managers. There are four different kinds of managers. 
Top managers are responsible for creating a context for change, developing attitudes of 
commitment and ownership, creating a positive organizational culture through words and 
actions, and monitoring their companies’ business environments. Middle managers are 
responsible for planning and allocating resources, coordinating and linking groups and 
departments, monitoring and managing the performance of subunits and managers, and 
implementing the changes or strategies generated by top managers. First-line managers 
are responsible for managing the performance of nonmanagerial employees, teaching 
entry-level employees how to do their jobs, and making detailed schedules and operating 
plans based on middle management’s intermediate-range plans. Team leaders are 
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Exhibit 1.2

what the Four Kinds of managers Do

Jobs Responsibilities

Top Managers 

CEO CIO
COO Vice president
CFO Corporate heads

Change
Commitment
Culture
Environment

Middle Managers

General manager
Plant manager
Regional manager
Divisional manager

Resources
Objectives
Coordination
Subunit performance
Strategy implementation

First-Line Managers

Office manager
Shift supervisor
Department manager

Nonmanagerial worker supervision
Teaching and training
Scheduling
Facilitation

Team Leaders

Team leader
Team contact
Group facilitator

Facilitation
External relationships
Internal relationships
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Technical skills are most important for team leaders and lower-level managers, human skills are equally important at all levels of management, 
and conceptual skills and motivation to manage both increase in importance as managers rise through the managerial ranks.

1-6 (p. 15)
Discuss the top mistakes that managers make in their jobs. Another way to understand what it takes to be a manager is to 
look at the top mistakes managers make. Five of the most important mistakes made by managers are being abrasive and intimidating; 
being cold, aloof, or arrogant; betraying trust; being overly ambitious; and being unable to delegate, build a team, and staff effectively.

1-7 (p. 17)
Describe the transition that employees go through when they are promoted to management. Managers often begin 
their jobs by using more formal authority and less people management skills. However, most managers find that being a manager has little 
to do with “bossing” their subordinates. According to a study of managers in their first year, after six months on the job, the managers were 
surprised by the fast pace and heavy workload and by the fact that “helping” their subordinates was viewed as interference. After a year 
on the job, most of the managers had come to think of themselves not as doers but as managers who get things done through others. 
And, because they finally realized that people management was the most important part of their job, most of them had abandoned their 
authoritarian approach for one based on communication, listening, and positive reinforcement.

1-8 (p. 19) 
Explain how and why companies can create competitive advantage through people. Why does management matter? Well-
managed companies are competitive because their workforces are smarter, better trained, more motivated, and more committed. Furthermore, 
companies that practice good management consistently have greater sales revenues, profits, and stock market performance than companies 
that don’t. Finally, good management matters because it leads to satisfied employees who, in turn, provide better service to customers. Because 
employees tend to treat customers the same way that their managers treat them, good management can improve customer satisfaction.

Spokesperson role the informational role 
managers play when they share information 
with people outside their departments or 
companies

Entrepreneur role the decisional role 
managers play when they adapt themselves, 
their subordinates, and their units to change

Disturbance handler role the decisional 
role managers play when they respond to 
severe pressures and problems that demand 
immediate action

Resource allocator role the decisional role 
managers play when they decide who gets 
what resources and in what amounts

Negotiator role the decisional role 
managers play when they negotiate 
schedules, projects, goals, outcomes, 
resources, and employee raises

1-5
Technical skills the specialized procedures, 
techniques, and knowledge required to get 
the job done

Human skills the ability to work well with 
others

Conceptual skills the ability to see the 
organization as a whole, understand how the 
different parts affect each other, and recognize 
how the company fits into or is affected by its 
environment

Motivation to manage an assessment 
of how enthusiastic employees are about 
managing the work of others

responsible for facilitating team performance, fostering good relationships among team 
members, and managing external relationships.

1-4 (p. 10)
Explain the major roles and subroles that managers perform in their 
jobs. Managers perform interpersonal, informational, and decisional roles in their jobs. In 
fulfilling interpersonal roles, managers act as figureheads by performing ceremonial duties, 
as leaders by motivating and encouraging workers, and as liaisons by dealing with people 
outside their units. In performing informational roles, managers act as monitors by scanning 
their environment for information, as disseminators by sharing information with others in their 
companies, and as spokespeople by sharing information with people outside their departments 
or companies. In fulfilling decisional roles, managers act as entrepreneurs by adapting their units 
to change, as disturbance handlers by responding to larger problems that demand immediate 
action, as resource allocators by deciding resource recipients and amounts, and as negotiators 
by bargaining with others about schedules, projects, goals, outcomes, and resources.

1-5 (p. 13)
Explain what companies look 
for in managers. Companies do 
not want one-dimensional managers. 
They want managers with a balance 
of skills. Managers need to have the 
knowledge and abilities to get the job 
done (technical skills), must be able 
to work effectively in groups and be 
good listeners and communicators 
(human skills), must be able to 
assess the relationships between the 
different parts of their companies 
and the external environment and 
position their companies for success 
(conceptual skills), and should want 
to assume positions of leadership 
and power (motivation to manage). 
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Chapter reVIeW
The History of Management      

Key terms

2-2
Scientific management thoroughly 
studying and testing different work methods 
to identify the best, most efficient way to 
complete a job

Soldiering when workers deliberately slow 
their pace or restrict their work output

Rate buster a group member whose work 
pace is significantly faster than the normal pace 
in his or her group

Motion study breaking each task or job into 
its separate motions and then eliminating 
those that are unnecessary or repetitive

Time study timing how long it takes good 
workers to complete each part of their jobs

Gantt chart a graphical chart that shows 
which tasks must be completed at which times 
in order to complete a project or task

2-3
Bureaucracy the exercise of control on the 
basis of knowledge, expertise, or experience

2-4
Domination an approach to dealing with 
conflict in which one party satisfies its desires 
and objectives at the expense of the other 
party’s desires and objectives

Compromise an approach to dealing with 
conflict in which both parties give up some of 
what they want in order to reach agreement on 
a plan to reduce or settle the conflict

Integrative conflict resolution an 
approach to dealing with conflict in which 
both parties indicate their preferences and 
then work together to find an alternative that 
meets the needs of both

Organization a system of consciously 
coordinated activities or forces created by two 
or more people

2-5
System a set of interrelated elements or parts 
that function as a whole

Subsystems smaller systems that operate 
within the context of a larger system

Synergy when two or more subsystems 
working together can produce more than they 
can working apart

Learn ing OutcOmes

2-1 (p. 23)
Explain the origins of management. Management as a field of study is just 125 
years old, but management ideas and practices have actually been used since 5000 BCE. 
From ancient Sumer to sixteenth-century Europe, there are historical antecedents for each 
of the functions of management discussed in this textbook: planning, organizing, leading, 
and controlling. However, there was no compelling need for managers until systematic 
changes in the nature of work and organizations occurred during the past two centuries. 
As work shifted from families to factories; from skilled laborers to specialized, unskilled 
laborers; from small, self-organized groups to large factories employing thousands under 
one roof; and from unique, small batches of production to standardized mass production; 
managers were needed to impose order and structure, to motivate and direct large 
groups of workers, and to plan and make decisions that optimized overall performance by 
effectively coordinating the different parts of an organizational system.

2-2 (p. 25)
Explain the history of scientific management. Scientific management involves 
studying and testing different work methods to identify the best, most efficient way to 
complete a job. According to Frederick W. Taylor, the father of scientific management, 
managers should follow four scientific management principles. First, study each element 
of work to determine the one best way to do it. Second, scientifically select, train, teach, 
and develop workers to reach their full potential. Third, cooperate with employees to 
ensure that the scientific principles are implemented. Fourth, divide the work and the 
responsibility equally between management and workers. Above all, Taylor believed these 
principles could be used to align managers and employees by determining a fair day’s work 
(what an average worker could produce at a reasonable pace) and a fair day’s pay (what 
management should pay workers for that effort). Taylor believed that incentives were one 
of the best ways to align management and employees.

Frank and Lillian Gilbreth are best known for their use of motion studies to simplify work. 
Whereas Taylor used time study to determine a fair day’s work based on how long it took a 
“first-class man” to complete each part of his job, Frank Gilbreth used motion-picture films 
and microchronometers to conduct motion studies to improve efficiency by eliminating 
unnecessary or repetitive motions. Henry Gantt is best known for the Gantt chart, which 
graphically indicates when a series of tasks must be completed in order to complete a 
job or project, but he also developed ideas regarding worker training, specifically, that all 
workers should be trained and their managers should be rewarded for training them. 

2-3 (p. 30) 
Discuss the history of bureaucratic and administrative management. Today, 
we associate bureaucracy with inefficiency and red tape. Yet German sociologist Max 
Weber thought that bureaucracy—that is, running organizations on the basis of knowledge, 
fairness, and logical rules and procedures —would accomplish organizational goals much 
more efficiently than monarchies and patriarchies, where decisions were based on personal 
or family connections, personal gain, and arbitrary decision making. Bureaucracies are 
characterized by seven elements: qualification-based hiring; merit-based promotion; chain 
of command; division of labor; impartial application of rules and procedures; recording 
rules, procedures, and decisions in writing; and separating managers from owners. 
Nonetheless, bureaucracies are often inefficient and can be highly resistant to change.
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ii PART ONE

Closed systems systems that can sustain 
themselves without interacting with their 
environments

Open systems systems that can sustain 
themselves only by interacting with their 
environments, on which they depend for their 
survival

Contingency approach holds that there 
are no universal management theories and 
that the most effective management theory 
or idea depends on the kinds of problems 
or situations that managers are facing at a 
particular time and place

The Frenchman Henri Fayol, whose ideas were shaped by his more than twenty years 
of experience as a CEO, is best known for developing five management functions 
(planning, organizing, coordinating, commanding, and controlling) and fourteen principles 
of management (division of work, authority and responsibility, discipline, unity of 
command, unity of direction, subordination of individual interests to the general interest, 
remuneration, centralization, scalar chain, order, equity, stability of tenure of personnel, 
initiative, and esprit de corps).

2-4 (p. 33)
Explain the history of human relations management. Unlike most people 
who view conflict as bad, Mary Parker Follett believed that it should be embraced rather 
than avoided. Of the three ways of dealing with conflict—domination, compromise, and 
integration—she argued that the latter was the best because it focuses on developing 
creative methods for meeting conflicting parties’ needs.

chapter reView 2
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Elton Mayo is best known for his role in the Hawthorne Studies at the Western Electric Company. In the first stage of the Hawthorne Studies, 
production went up because both the increased attention paid to the workers in the study and their development into a cohesive work 
group led to significantly higher levels of job satisfaction and productivity. In the second stage, productivity dropped because the workers 
had already developed strong negative norms. The Hawthorne Studies demonstrated that workers’ feelings and attitudes affect their work, 
that financial incentives aren’t necessarily the most important motivator for workers, and that group norms and behavior play a critical role 
in behavior at work.

Chester Barnard, president of New Jersey Bell Telephone, emphasized the critical importance of willing cooperation in organizations. In 
general, Barnard argued that people will be indifferent to managerial directives or orders if they (1) are understood, (2) are consistent with 
the purpose of the organization, (3) are compatible with the people’s personal interests, and (4) can actually be carried out by those people. 
Acceptance of managerial authority (that is, cooperation) is not automatic, however.

2-5 (p. 38)
Discuss the history of operations, information, systems, and contingency management. Operations management uses 
a quantitative or mathematical approach to find ways to increase productivity, improve quality, and manage or reduce costly inventories. 
The manufacture of standardized, interchangeable parts; the graphical and computerized design of parts; and the accidental discovery of 
just-in-time inventory systems were some of the most important historical events in operations management.

Throughout history, organizations have pushed for and quickly adopted new information technologies that reduce the cost or increase 
the speed with which they can acquire, store, retrieve, or communicate information. Historically, some of the most important technologies 
that have revolutionized information management were the invention of machines to produce pulp for paper and the printing press in the 
fourteenth and fifteenth centuries, the manual typewriter in 1850, the telephone in the 1880s, the personal computer in the 1980s, and the 
Internet in the 1990s.

A system is a set of interrelated elements or parts (subsystems) that function as a whole. Organizational systems obtain inputs from both 
general and specific environments. Managers and workers then use their management knowledge and manufacturing techniques to 
transform those inputs into 
outputs that, in turn, provide 
feedback to the organization. 
Organizational systems must 
also address the issues of 
synergy and open versus 
closed systems.

Finally, the contingency 
approach to management 
clearly states that there are no 
universal management theories. 
The most effective management 
theory or idea depends on the 
kinds of problems or situations 
that managers or organizations 
are facing at a particular time. 
This means that management is 
much harder than it looks.
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systems View of Organizations
Economy

Suppliers Components of Specific Environment

Components of General Environment

Organization

Technical Trends

Products

Services

Feedback from Environments

Sociocultural Trends

Advocacy Groups

Political/Legal Trends

Industry Regulation Customers

Competitors

Inputs from General
& Specific
Environments

Inputs
Transformed
into Outputs

   Management
   Knowledge
   Manufacturing,
   Production, and
   Service
   Techniques

61592_RC_03_rev02.indd   2 14/10/15   10:40 am

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter reVIeW
Organizational Environments and Cultures

Key terms

3-1
External environments all events outside a 
company that have the potential to influence 
or affect it

Environmental change the rate at which a 
company’s general and specific environments 
change

Stable environment an environment in 
which the rate of change is slow

Dynamic environment an environment in 
which the rate of change is fast

Punctuated equilibrium theory the theory 
that companies go through long periods of 
stability (equilibrium), followed by short periods 
of dynamic, fundamental change (revolutionary 
periods), and then a new equilibrium

Environmental complexity the number 
and the intensity of external factors in the 
environment that affect organizations

Simple environment an environment with 
few environmental factors

Complex environment an environment with 
many environmental factors

Resource scarcity the abundance or 
shortage of critical organizational resources in 
an organization’s external environment

Uncertainty extent to which managers can 
understand or predict which environmental 
changes and trends will affect their businesses

3-2
General environment the economic, 
technological, sociocultural, and political/legal 
trends that indirectly affect all organizations

Specific environment the customers, 
competitors, suppliers, industry regulations, 
and advocacy groups that are unique to an 
industry and directly affect how a company 
does business

Business confidence indices indices that 
show managers’ level of confidence about 
future business growth

Technology the knowledge, tools, and 
techniques used to transform inputs into 
outputs

3-3
Competitors companies in the same 
industry that sell similar products or services to 
customers

Learn ing OutcOmes

3-1 (p. 45)
Discuss how changing environments affect organizations. Environmental 
change, environmental complexity, and resource scarcity are the basic components of 
external environments. Environmental change is the rate of variation in a company’s 
general and specific environments. Environmental complexity is the number and intensity 
of factors in the external environment. Resource scarcity is the abundance or shortage 
of critical resources in the external environment. As the rate of environmental change 
increases, as the environment becomes more complex, and as resources become more 
scarce, managers become less confident that they can understand, predict, and effectively 
react to the trends affecting their businesses. According to punctuated equilibrium theory, 
companies experience long periods of stability followed by short periods of dynamic, 
fundamental change, followed by a return to stability.

3-2 (p. 48)
Describe the four components of the general environment. The general 
environment consists of trends that affect all organizations. Because the economy 
influences basic business decisions, managers often use economic statistics and business 
confidence indices to predict future economic activity. Changes in technology, which 
transforms inputs into outputs, can be a benefit or a threat to a business. Sociocultural 
trends, such as changing demographic characteristics, affect how companies staff their 
businesses. Similarly, 
sociocultural changes 
in behavior, attitudes, 
and beliefs affect the 
demand for businesses’ 
products and services. 
Court decisions and 
new federal and state 
laws have imposed 
much greater political/
legal responsibility on 
companies. The best 
way to manage legal 
responsibilities is to 
educate managers and 
employees about laws 
and regulations as well 
as potential lawsuits that 
could affect a business.

3-3 (p. 52)
Explain the five components of the specific environment. The specific 
environment is made up of five components: customers, competitors, suppliers, 
industry regulations, and advocacy groups. Companies can monitor customers’ needs 
by identifying customer problems after they occur or by anticipating problems before 
they occur. Because they tend to focus on well-known competitors, managers often 
underestimate their competition or do a poor job of identifying future competitors. 
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ii PART ONE

Competitive analysis a process for 
monitoring the competition that involves 
identifying competition, anticipating their 
moves, and determining their strengths and 
weaknesses

Suppliers companies that provide material, 
human, financial, and informational resources 
to other companies

Supplier dependence the degree to which 
a company relies on a supplier because of the 
importance of the supplier’s product to the 
company and the difficulty of finding other 
sources of that product

Buyer dependence the degree to which 
a supplier relies on a buyer because of the 
importance of that buyer to the supplier and 
the difficulty of finding other buyers for its 
products

Opportunistic behavior a transaction in 
which one party in the relationship benefits at 
the expense of the other

Relationship behavior the establishment 
of mutually beneficial, long-term exchanges 
between buyers and suppliers

Industry regulation regulations and 
rules that govern the business practices and 
procedures of specific industries, businesses, 
and professions

Advocacy groups concerned citizens who 
band together to try to influence the business 
practices of specific industries, businesses, and 
professions

Public communications an advocacy group 
tactic that relies on voluntary participation by 
the news media and the advertising industry 
to get the advocacy group’s message out

Media advocacy an advocacy group 
tactic that involves framing issues as public 
issues; exposing questionable, exploitative, 
or unethical practices; and forcing media 
coverage by buying media time or creating 
controversy that is likely to receive extensive 
news coverage

Product boycott an advocacy group tactic 
that involves protesting a company’s actions 
by persuading consumers not to purchase its 
product or service

3-4
Environmental scanning searching the 
environment for important events or issues 
that might affect an organization

Cognitive maps graphic depictions of how 
managers believe environmental factors relate 
to possible organizational actions

3-5
Internal environment the events and 
trends inside an organization that affect 
management, employees, and organizational 
culture

Suppliers and buyers are very dependent on each other, and that dependence sometimes 
leads to opportunistic behavior in which one party benefits at the expense of the 
other. Regulatory agencies affect businesses by creating rules and then enforcing them. 
Advocacy groups cannot regulate organizations’ practices. Nevertheless, through public 
communications, media advocacy, and product boycotts, they try to convince companies 
to change their practices.

3-4 (p. 57)
Describe the process that companies use to make sense of their changing 
environments. Managers use a three-step process to make sense of external 
environments: environmental scanning, interpreting information, and acting on threats 
and opportunities. Managers scan their environments in order to keep up to date 
on factors influencing their industries, to reduce uncertainty, and to detect potential 
problems. When managers identify environmental events as threats, they take steps 
to protect their companies from harm. When managers identify environmental events 
as opportunities, they formulate alternatives for taking advantage of them to improve 
company performance. Using cognitive maps can help managers visually summarize the 
relationships between environmental factors and the actions they might take to deal 
with them.

3-5 (p. 59)
Explain how organizational cultures are created and how they can help 
companies be successful. Organizational culture is the set of key values, beliefs, and 
attitudes shared by members of an organization. Organizational cultures are often created 
by company founders and then sustained through repetition of organizational stories and 
recognition of organizational heroes. Companies with adaptable cultures that promote 
employee involvement, make clear the organization’s strategic purpose and direction, and 
actively define and teach organizational values and beliefs can achieve higher sales growth, 
return on assets, profits, quality, and employee satisfaction. Organizational cultures exist 
on three levels: the surface level, where visible artifacts and behaviors can be observed; 
just below the surface, where values and beliefs are expressed; and deep below the 
surface, where unconsciously held assumptions and beliefs exist. Managers can begin to 
change company cultures by focusing on the top two levels. Techniques for changing 
organizational cultures include using behavioral substitution and behavioral addition, 
changing visible artifacts, and selecting job applicants who have values and beliefs 
consistent with the desired company culture.
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Organizational culture the values, beliefs, 
and attitudes shared by organizational 
members

Organizational stories stories told by 
organizational members to make sense of 
organizational events and changes and to 
emphasize culturally consistent assumptions, 
decisions, and actions

Organizational heroes people celebrated 
for their qualities and achievements within an 
organization

Company mission a company’s purpose or 
reason for existing

Consistent organizational culture  
a company culture in which the company 
actively defines and teaches organizational 
values, beliefs, and attitudes

Behavioral addition the process of having 
managers and employees perform new 
behaviors that are central to and symbolic 
of the new organizational culture that a 
company wants to create

Behavioral substitution the process 
of having managers and employees 
perform new behaviors central to the new 
organizational culture in place of behaviors 
that were central to the old organizational 
culture

Visible artifacts visible signs of an 
organization’s culture, such as the office 
design and layout, company dress code, and 
company benefits and perks, such as stock 
options, personal parking spaces, or the 
private company dining room
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Chapter reVIeW
Ethics and Social Responsibility

Key terms

4-1
Ethics the set of moral principles or values 
that defines right and wrong for a person or 
group

Ethical behavior behavior that conforms 
to a society’s accepted principles of right and 
wrong

Workplace deviance unethical behavior that 
violates organizational norms about right and 
wrong

Production deviance unethical behavior 
that hurts the quality and quantity of work 
produced

Property deviance unethical behavior aimed 
at the organization’s property or products

Employee shrinkage employee theft of 
company merchandise

Political deviance using one’s influence to 
harm others in the company

Personal aggression hostile or aggressive 
behavior toward others

4-3
Ethical intensity the degree of concern 
people have about an ethical issue

Magnitude of consequences the total harm 
or benefit derived from an ethical decision

Social consensus agreement on whether 
behavior is bad or good

Probability of effect the chance that 
something will happen that results in harm to 
others

Temporal immediacy the time between an 
act and the consequences the act produces

Proximity of effect the social, psychological, 
cultural, or physical distance between a 
decision maker and those affected by his or her 
decisions

Concentration of effect the total harm or 
benefit that an act produces on the average 
person

Preconventional level of moral 
development the first level of moral 
development, in which people make decisions 
based on selfish reasons

Conventional level of moral 
development the second level of moral 
development, in which people make decisions 
that conform to societal expectations

Learn ing OutcOmes

4-1 (p. 67)
Identify common kinds of workplace deviance. Ethics is the set of moral 
principles or values that define right and wrong. Workplace deviance is behavior that 
violates organizational norms about right and wrong and harms the organization or its 
workers. There are four different types of workplace deviance. Production deviance and 
property deviance harm the company, whereas political deviance and personal aggression 
harm individuals within the company.

4-2 (p. 69)
Describe the U.S. Sentencing Commission Guidelines for Organizations, 
and explain how they both encourage ethical behavior and punish 
unethical behavior by businesses. Under the U.S. Sentencing Commission 
guidelines, companies can be prosecuted and fined up to $300 million for employees’ 
illegal actions. Fines are computed by multiplying the base fine by a culpability score. 
Companies that establish compliance programs to encourage ethical behavior can reduce 
their culpability scores and their fines.

4-3 (p. 72)
Describe what influences ethical decision making. Three factors influence 
ethical decisions: the ethical intensity of the decision, the moral development of the 
manager, and the ethical principles used to solve the problem. Ethical intensity is high 
when decisions have large, certain, immediate consequences and when the decision 
maker is physically or psychologically close to those affected by the decision. There are 
three levels of moral development. At the preconventional level, decisions are made for 
selfish reasons. At the conventional level, decisions conform to societal expectations. At 
the postconventional level, internalized principles are used to make ethical decisions. 
Each of these levels has two stages. Managers can use a number of different principles 
when making ethical decisions: long-term self-interest, religious injunctions, government 
requirements, individual rights, personal virtue, distributive justice, and utilitarian benefits.

4-4 (p. 76)
Explain what practical steps managers can take to improve ethical decision 
making. Employers can increase their chances of hiring ethical employees by testing 
all job applicants. Most large companies now have corporate codes of ethics. In addition 
to offering general rules, ethics codes must also provide specific, practical advice. Ethics 
training seeks to increase employees’ awareness of ethical issues; make ethics a serious, 
credible factor in organizational decisions; and teach employees a practical model of 
ethical decision making. The most important factors in creating an ethical business climate 
are the personal examples set by company managers, the involvement of management 
in the company ethics program, a reporting system that encourages whistle-blowers to 
report potential ethics violations, and fair but consistent punishment of violators.

4-5 (p. 79)
Explain to whom organizations are socially responsible. Social responsibility is 
a business’s obligation to benefit society. According to the shareholder model, a company’s 
only social responsibility is to maximize shareholder wealth by maximizing company 
profits. According to the stakeholder model, companies must satisfy the needs and 
interests of multiple corporate stakeholders, not just shareholders. The needs of primary 
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ii PART ONE

Postconventional level of moral 
development the third level of moral 
development, in which people make decisions 
based on internalized principles

Principle of long-term self-interest an 
ethical principle that holds that you should 
never take any action that is not in your or 
your organization’s long-term self-interest

Principle of religious injunctions an 
ethical principle that holds that you should 
never take any action that is not kind and that 
does not build a sense of community

Principle of government requirements an 
ethical principle that holds that you should 
never take any action that violates the law, for 
the law represents the minimal moral standard

Principle of individual rights an ethical 
principle that holds that you should never take 
any action that infringes on others’ agreed-
upon rights

Principle of personal virtue an ethical 
principle that holds that you should never 
do anything that is not honest, open, and 
truthful and that you would not be glad to see 
reported in the newspapers or on TV

Principle of distributive justice an ethical 
principle that holds that you should never 
take any action that harms the least fortunate 
among us: the poor, the uneducated, the 
unemployed

Principle of utilitarian benefits  
an ethical principle that holds that you should 
never take any action that does not result in 
greater good for society

4-4
Overt integrity test a written test that 
estimates job applicants’ honesty by directly 
asking them what they think or feel about 
theft or about punishment of unethical 
behaviors

Personality-based integrity test a written 
test that indirectly estimates job applicants’ 
honesty by measuring psychological traits, 
such as dependability and conscientiousness

Whistle-blowing reporting others’ ethics 
violations to management or legal authorities

4-5
Social responsibility a business’s obligation 
to pursue policies, make decisions, and take 
actions that benefit society

Shareholder model a view of social 
responsibility that holds that an organization’s 
overriding goal should be profit maximization 
for the benefit of shareholders

Stakeholder model a theory of corporate 
responsibility that holds that management’s 
most important responsibility, long-term 
survival, is achieved by satisfying the interests 
of multiple corporate stakeholders

stakeholders, on which the organization relies for its existence, take precedence over those 
of secondary stakeholders.

4-6 (p. 82)
Explain for what organizations are socially responsible. Companies can best 
benefit their stakeholders by fulfilling their economic, legal, ethical, and discretionary 
responsibilities. Being profitable, or meeting its economic responsibility, is a business’s 
most basic social responsibility. Legal responsibility consists of following a society’s laws 
and regulations. Ethical responsibility means not violating accepted principles of right 
and wrong when doing business. Discretionary responsibilities are social responsibilities 
beyond basic economic, legal, and ethical responsibilities.

4-7 (p. 84)
Explain how organizations can respond to societal demands for social 
responsibility. Social responsiveness is a company’s response to stakeholders’ 
expectations concerning socially responsible behavior. There are four social responsiveness 
strategies. When a company uses a reactive strategy, it denies responsibility for a problem. 
When it uses a defensive strategy, a company takes responsibility for a problem but does 
the minimum required to solve it. When a company uses an accommodative strategy, it 
accepts responsibility for problems and does all that society expects to solve them. Finally, 
when a company uses a proactive strategy, it does much more than expected to solve 
social responsibility problems.

4-8 (p. 86)
Explain whether social responsibility hurts or helps an organization’s 
economic performance. Does it pay to be socially responsible? Studies show that 
there is generally no trade-off between social responsibility and economic performance. 
In most circumstances, there is generally a small positive relationship between social 
responsibility and economic performance that becomes stronger when a company or its 
products have a positive reputation. Social responsibility, however, does not guarantee 
profitability, as socially responsible companies experience the same ups and downs as 
other companies.

chapter reView 4

4-7
Social responsiveness refers to 
a company’s strategy to respond to 
stakeholders’ economic, legal, ethical, or 
discretionary expectations concerning social 
responsibility

Reactive strategy a social responsiveness 
strategy in which a company does less than 
society expects

Defensive strategy a social responsiveness 
strategy in which a company admits 
responsibility for a problem but does the least 
required to meet societal expectations

Accommodative strategy a social 
responsiveness strategy in which a company 
accepts responsibility for a problem and does 
all that society expects to solve that problem

Proactive strategy a social responsiveness 
strategy in which a company anticipates a 
problem before it occurs and does more than 
society expects to take responsibility for and 
address the problem

Stakeholders persons or groups with a 
stake, or legitimate interest, in a company’s 
actions

Primary stakeholder any group on which 
an organization relies for its long-term survival

Secondary stakeholder any group that 
can influence or be influenced by a company 
and can affect public perceptions about the 
company’s socially responsible behavior

4-6
Economic responsibility a company’s 
social responsibility to make a profit by 
producing a valued product or service

Legal responsibility a company’s social 
responsibility to obey society’s laws and 
regulations

Ethical responsibility a company’s 
social responsibility not to violate accepted 
principles of right and wrong when 
conducting its business

Discretionary responsibilities the social 
roles that a company fulfills beyond its 
economic, legal, and ethical responsibilities
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Chapter reVIeW
Planning and Decision Making

Key terms

5-1
Planning choosing a goal and developing a 
strategy to achieve that goal

5-2
S.M.A.R.T. goals goals that are specific, 
measurable, attainable, realistic, and timely

Goal commitment the determination to 
achieve a goal

Action plan a plan that lists the specific steps, 
people, resources, and time period needed to 
attain a goal

Proximal goals short-term goals or subgoals

Distal goals long-term or primary goals

Options-based planning maintaining 
planning flexibility by making small, simultaneous 
investments in many alternative plans

Slack resources a cushion of extra resources 
that can be used with options-based planning 
to adapt to unanticipated changes, problems, 
or opportunities

5-3
Strategic plans overall company plans that 
clarify how the company will serve customers 
and position itself against competitors over the 
next two to five years

Purpose statement a statement of a 
company’s purpose or reason for existing

Strategic objective a more specific goal that 
unifies company-wide efforts, stretches and 
challenges the organization, and possesses a 
finish line and a time frame

Tactical plans plans created and implemented 
by middle managers that direct behavior, 
efforts, and attention over the next six months 
to two years

Management by objectives a four-step 
process in which managers and employees 
discuss and select goals, develop tactical plans, 
and meet regularly to review progress toward 
goal accomplishment

Operational plans day-to-day plans, 
developed and implemented by lower-level 
managers, for producing or delivering the 
organization’s products and services over a 
thirty-day to six-month period

Single-use plans plans that cover unique, 
one-time-only events

Learn ing OutcOmes

5-1 (p. 89)
Discuss the benefits and pitfalls of planning. Planning is choosing a goal and 
developing a method or strategy for achieving it. Planning is one of the best ways to 
improve organizational and individual performance. It encourages people to work harder 
(intensified effort), to work hard for extended periods (persistence), to engage in behaviors 
directly related to goal accomplishment (directed behavior), and to think of better ways to 
do their jobs (task strategies). However, planning also has three potential pitfalls. Companies 
that are overly committed to their plans may be slow to adapt to environmental changes. 
Planning can create a false sense of security: planning is based on assumptions about the 
future, and when those assumptions are wrong, plans can fail. Finally, planning can fail 
when planners are detached from the implementation of their plans.

5-2 (p. 90)
Describe how to make a plan that works. There are five steps to making a plan 
that works: (1) Set S.M.A.R.T. goals—goals that are Specific, Measurable, Attainable, Realistic, 
and Timely. (2) Develop commitment to the goals. Managers can increase workers’ goal 
commitment by encouraging their participation in goal setting, making goals public, and 
getting top management to show support for goals. (3) Develop action plans for goal 
accomplishment. (4) Track progress toward goal achievement by setting both proximal 
and distal goals and by providing workers with regular performance feedback. (5) Maintain 
flexibility by keeping options open.

5
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5-3 (p. 94)
Discuss how companies can use plans at all management levels, from 
top to bottom. Proper planning requires that the goals at the bottom and middle of 
the organization support the objectives at the top of the organization. The goals at the 
top will be longer range than those at the bottom. Top management develops strategic 
plans, which start with the creation of an organizational purpose statement and strategic 
objectives. Middle managers use techniques such as management by objectives to 
develop tactical plans that direct behavior, efforts, and priorities. Finally, lower-level 

Exhibit 5.1

How to make a Plan that works

Revise existing plan
or

Begin planning process
anew

4
Track

progress
toward

goal
achievement

5
Maintain
flexibility

1
Set

goals

2
Develop

commitment

3
Develop
effective
action
plans

Who
What
When
How

61592_RC_06_rev02.indd   1 14/10/15   10:43 am

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ii PART ONE

Standing plans plans used repeatedly to 
handle frequently recurring events

Policies standing plans that indicate the 
general course of action that should be taken 
in response to a particular event or situation

Procedures standing plans that indicate the 
specific steps that should be taken in response 
to a particular event

Rules and regulations standing plans 
that describe how a particular action should 
be performed or what must happen or not 
happen in response to a particular event

Budgeting quantitative planning through 
which managers decide how to allocate 
available money to best accomplish company 
goals

5-4
Decision making the process of choosing a 
solution from available alternatives

Rational decision making a systematic 
process of defining problems, evaluating 
alternatives, and choosing optimal solutions

Problem a gap between a desired state and 
an existing state

Decision criteria the standards used to 
guide judgments and decisions

Absolute comparisons a process in which 
each decision criterion is compared to a 
standard or ranked on its own merits

Relative comparisons a process in which 
each decision criterion is compared directly 
with every other criterion

Maximize choosing the best alternative

Satisficing choosing a “good-enough” 
alternative

5-5
Groupthink a barrier to good decision 
making caused by pressure within the group 
for members to agree with each other

C-type conflict (cognitive conflict)  
disagreement that focuses on problem- and 
issue-related differences of opinion

A-type conflict (affective conflict)  
disagreement that focuses on individuals or 
personal issues

Devil’s advocacy a decision-making 
method in which an individual or a subgroup 
is assigned the role of critic

Dialectical inquiry a decision-making 
method in which decision makers state the 
assumptions of a proposed solution (a thesis) 
and generate a solution that is the opposite 
(antithesis) of that solution

Nominal group technique a decision-
making method that begins and ends by 
having group members quietly write down 
and evaluate ideas to be shared with the group

managers develop operational plans that guide daily activities in producing or delivering 
an organization’s products and services. There are three kinds of operational plans: single-
use plans, standing plans (policies, procedures, and rules and regulations), and budgets.

5-4 (p. 99)
Explain the steps and limits to rational decision making. Rational decision 
making is a six-step process in which managers define problems, evaluate alternatives, 
and compute optimal solutions. Step 1 is identifying and defining the problem. Problems 
are gaps between desired and existing states. Managers won’t begin the decision-
making process unless they are aware of a gap, are motivated to reduce it, and possess 
the necessary resources to fix it. Step 2 is defining the decision criteria used to judge 
alternatives. In Step 3, an absolute or relative comparison process is used to rate the 
importance of the decision criteria. Step 4 involves generating many alternative courses 
of action (that is, solutions). Potential solutions are assessed in Step 5 by systematically 
gathering information and evaluating each alternative against each criterion. In Step 6, 
criterion ratings and weights are used to compute the weighted average for each 
alternative course of action. Rational managers then choose the alternative with the 
highest value.

The rational decision-making model describes how decisions should be made in an 
ideal world without constraints. However, managers’ limited resources, incomplete and 
imperfect information, and limited decision-making capabilities restrict their decision-
making processes in the real world. 

5-5 (p. 103)
Explain how group decisions and group decision-making techniques 
can improve decision making. When groups view problems from multiple 
perspectives, use more information, have a diversity of knowledge and experience, and 
become committed to solutions they help choose, they can produce better solutions 
than do individual decision makers. However, group decisions can suffer from several 
disadvantages: groupthink, slowness, discussions dominated by just a few individuals, 
and unfelt responsibility for decisions. Group decision making works best when group 
members encourage c-type (cognitive) conflict. Group decision making doesn’t work 
as well when groups become mired in a-type (affective) conflict. The devil’s advocacy 
approach improves group decisions because it brings structured c-type conflict into the 
decision-making process. By contrast, the nominal group technique improves decision 
making by reducing a-type conflict. Because it overcomes the problems of production 
blocking and evaluation apprehension, electronic brainstorming is more effective than 
face-to-face brainstorming.

cHaPter reView 5

Production blocking a disadvantage of 
face-to-face brainstorming in which a group 
member must wait to share an idea because 
another member is presenting an idea

Evaluation apprehension fear of what 
others will think of your ideas

Delphi technique a decision-making 
method in which members of a panel of 
experts respond to questions and to each 
other until reaching agreement on an issue

Brainstorming a decision-making method 
in which group members build on each 
others’ ideas to generate as many alternative 
solutions as possible

Electronic brainstorming a decision-
making method in which group members 
use computers to build on each others’ ideas 
and generate as many alternative solutions as 
possible
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Chapter reVIeW
Organizational Strategy

Key terms

6-1
Resources the assets, capabilities, processes, 
employee time, information, and knowledge 
that an organization uses to improve its 
effectiveness and efficiency and create and 
sustain competitive advantage

Competitive advantage providing greater 
value for customers than competitors can

Sustainable competitive advantage a 
competitive advantage that other companies 
have tried unsuccessfully to duplicate and have, 
for the moment, stopped trying to duplicate

Valuable resource a resource that allows 
companies to improve efficiency and 
effectiveness

Rare resource a resource that is not 
controlled or possessed by many competing 
firms

Imperfectly imitable resource a resource 
that is impossible or extremely costly or 
difficult for other firms to duplicate

Nonsubstitutable resource a resource that 
produces value or competitive advantage and 
has no equivalent substitutes or replacements

6-2
Competitive inertia a reluctance to change 
strategies or competitive practices that have 
been successful in the past

Strategic dissonance a discrepancy between 
a company’s intended strategy and the strategic 
actions managers take when implementing that 
strategy

Situational (SWOT) analysis an assessment 
of the strengths and weaknesses in an 
organization’s internal environment and 
the opportunities and threats in its external 
environment

Distinctive competence what a company 
can make, do, or perform better than its 
competitors

Core capabilities the internal decision-
making routines, problem-solving processes, 
and organizational cultures that determine 
how efficiently inputs can be turned into 
outputs

Shadow-strategy task force a committee 
within a company that analyzes the 
company’s own weaknesses to determine 
how competitors could exploit them for 
competitive advantage

Learn ing OutcOmes

6-1 (p. 109)
Specify the components of sustainable competitive advantage, and 
explain why it is important. Firms can use their resources to create and sustain a 
competitive advantage, that is, to provide greater value for customers than competitors 
can. A competitive advantage becomes sustainable when other companies cannot 
duplicate the benefits it provides and have, for now, stopped trying. Four conditions must 
be met if a firm’s resources are to be used to achieve a sustainable competitive advantage. 
The resources must be valuable, rare, imperfectly imitable, and nonsubstitutable.

6-2 (p. 111)
Describe the steps involved in the strategy-making process. The first step 
in strategy making is determining whether a strategy needs to be changed to sustain a 
competitive advantage. The second step is to conduct a situational (SWOT) analysis that 
examines internal strengths and weaknesses as well as external opportunities and threats. 
The third step involves choosing a strategy. Strategic reference point theory suggests 
that when companies are performing better than their strategic reference points, top 
management will typically choose a risk-averse strategy. When performance is below 
strategic reference points, risk-seeking strategies are more likely to be chosen. 

6-3 (p. 117)
Explain the different kinds of corporate-level strategies. Corporate-level 
strategies, consisting of portfolio strategies and grand strategies, help managers determine 
what businesses they should be in. Portfolio strategy focuses on lowering business risk by 
being in multiple, unrelated businesses and by investing the cash flows from slow-growing 
businesses into faster-growing businesses. One portfolio strategy is based on the BCG 
matrix. The most successful way to use the portfolio approach to corporate strategy is to 
reduce risk through related diversification.

The three kinds of grand strategies are growth, stability, and retrenchment/recovery. 
Companies can grow externally by merging with or acquiring other companies, or they can 
grow internally through direct expansion or creating new businesses. Companies choose 
a stability strategy when their external environment changes very little or after they have 
dealt with periods of explosive growth. Retrenchment strategy, shrinking the size or scope 
of a business, is used to turn around poor performance. If retrenchment works, it is often 
followed by a recovery strategy that focuses on growing the business again.

6-4 (p. 122)
Describe the different kinds of industry-level strategies. The five industry 
forces determine an industry’s overall attractiveness to corporate investors and its potential 
for long-term profitability. Together, a high level of these elements combine to increase 
competition and decrease profits. Industry-level strategies focus on how companies 
choose to compete in their industries. The three positioning strategies can help companies 
protect themselves from the negative effects of industry-wide competition. The four 
adaptive strategies help companies adapt to changes in the external environment. 
Defenders want to defend their current strategic positions. Prospectors look for new market 
opportunities to bring innovative new products to market. Analyzers minimize risk by 
following the proven successes of prospectors. Reactors do not follow a consistent adaptive 
strategy but instead react to changes in the external environment after they occur.

6
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ii PART ONE

Strategic group a group of companies 
within an industry against which top 
managers compare, evaluate, and benchmark 
strategic threats and opportunities

Core firms the central companies in a 
strategic group

Secondary firms the firms in a strategic 
group that follow strategies related to but 
somewhat different from those of the core firms

Strategic reference points the strategic 
targets managers use to measure whether a 
firm has developed the core competencies it 
needs to achieve a sustainable competitive 
advantage

6-3
Corporate-level strategy the overall 
organizational strategy that addresses the 
question, “What business or businesses are we 
in or should we be in?”

Diversification a strategy for reducing risk 
by buying a variety of items (stocks or, in the 
case of a corporation, types of businesses) so 
that the failure of one stock or one business 
does not doom the entire portfolio

Portfolio strategy a corporate-level strategy 
that minimizes risk by diversifying investment 
among various businesses or product lines

Acquisition the purchase of a company by 
another company

Unrelated diversification creating or 
acquiring companies in completely unrelated 
businesses

BCG matrix a portfolio strategy developed 
by the Boston Consulting Group that 
categorizes a corporation’s businesses 
by growth rate and relative market share 
and helps managers decide how to invest 
corporate funds

Star a company with a large share of a fast-
growing market

Question mark a company with a small 
share of a fast-growing market

Cash cow a company with a large share of a 
slow-growing market

Dog a company with a small share of a slow-
growing market

Related diversification creating or 
acquiring companies that share similar 
products, manufacturing, marketing, 
technology, or cultures

Grand strategy a broad corporate-level 
strategic plan used to achieve strategic goals 
and guide the strategic alternatives that 
managers of individual businesses or subunits 
may use

Growth strategy a strategy that focuses on 
increasing profits, revenues, market share, or 
the number of places in which the company 
does business

6-5 (p. 127)
Explain the components and kinds of firm-level strategies. Firm-level 
strategies are concerned with direct competition between firms. Market commonality 
and resource similarity determine whether firms are in direct competition and thus likely 
to attack each other and respond to each other’s attacks. In general, the more markets in 
which there is product, service, or customer overlap and the greater the resource similarity 
between two firms, the more intense the direct competition between them will be.

chapter reView 6

Focus strategy the positioning strategy 
of using cost leadership or differentiation to 
produce a specialized product or service for a 
limited, specially targeted group of customers 
in a particular geographic region or market 
segment

Defenders companies using an adaptive 
strategy aimed at defending strategic positions 
by seeking moderate, steady growth and by 
offering a limited range of high-quality products 
and services to a well-defined set of customers

Prospectors companies using an adaptive 
strategy that seeks fast growth by searching 
for new market opportunities, encouraging 
risk taking, and being the first to bring 
innovative new products to market

Analyzers companies using an adaptive 
strategy that seeks to minimize risk and 
maximize profits by following or imitating the 
proven successes of prospectors

Reactors companies that do not follow a 
consistent adaptive strategy but instead react 
to changes in the external environment after 
they occur

6-5
Firm-level strategy a corporate strategy 
that addresses the question “How should we 
compete against a particular firm?”

Direct competition the rivalry between 
two companies that offer similar products and 
services, acknowledge each other as rivals, and 
act and react to each other’s strategic actions

Market commonality the degree to which 
two companies have overlapping products, 
services, or customers in multiple markets

Resource similarity the extent to which a 
competitor has similar amounts and kinds of 
resources

Attack a competitive move designed to 
reduce a rival’s market share or profits

Response a competitive countermove, 
prompted by a rival’s attack, to defend or 
improve a company’s market share or profit

Stability strategy a strategy that focuses on 
improving the way in which the company sells 
the same products or services to the same 
customers

Retrenchment strategy a strategy that 
focuses on turning around very poor company 
performance by shrinking the size or scope of 
the business

Recovery the strategic actions taken after 
retrenchment to return to a growth strategy

6-4
Industry-level strategy a corporate 
strategy that addresses the question, “How 
should we compete in this industry?”

Character of the rivalry a measure of the 
intensity of competitive behavior between 
companies in an industry

Threat of new entrants a measure of the 
degree to which barriers to entry make it easy 
or difficult for new companies to get started 
in an industry

Threat of substitute products or 
services a measure of the ease with 
which customers can find substitutes for an 
industry’s products or services

Bargaining power of suppliers a measure 
of the influence that suppliers of parts, 
materials, and services to firms in an industry 
have on the prices of these inputs

Bargaining power of buyers a measure of 
the influence that customers have on a firm’s 
prices

Cost leadership the positioning strategy of 
producing a product or service of acceptable 
quality at consistently lower production costs 
than competitors can, so that the firm can 
offer the product or service at the lowest price 
in the industry

Differentiation the positioning strategy 
of providing a product or service that is 
sufficiently different from competitors’ 
offerings that customers are willing to pay a 
premium price for it
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Chapter reVIeW
Innovation and Change

Key terms

7-1
Organizational innovation the successful 
implementation of creative ideas in organizations

Technology cycle a cycle that begins with 
the birth of a new technology and ends 
when that technology reaches its limits and 
is replaced by a newer, substantially better 
technology

S-curve pattern of innovation a pattern of 
technological innovation characterized by slow 
initial progress, then rapid progress, and then 
slow progress again as a technology matures 
and reaches its limits

Innovation streams patterns of innovation 
over time that can create sustainable 
competitive advantage

Technological discontinuity the phase 
of an innovation stream in which a scientific 
advance or unique combination of existing 
technologies creates a significant breakthrough 
in performance or function

Discontinuous change the phase 
of a technology cycle characterized by 
technological substitution and design 
competition

Technological substitution the purchase of 
new technologies to replace older ones

Design competition competition between 
old and new technologies to establish a new 
technological standard or dominant design

Dominant design a new technological 
design or process that becomes the accepted 
market standard

Technological lockout the inability of a 
company to competitively sell its products 
because it relies on old technology or a 
nondominant design

Incremental change the phase of a 
technology cycle in which companies 
innovate by lowering costs and improving the 
functioning and performance of the dominant 
technological design

7-2
Creative work environments workplace 
cultures in which workers perceive that new 
ideas are welcomed, valued, and encouraged

Flow a psychological state of effortlessness, in 
which you become completely absorbed in what 
you’re doing, and time seems to pass quickly

Learn ing OutcOmes

7-1 (p. 133)
Explain why innovation matters to companies. Technology cycles typically 
follow an S-curve pattern of innovation. Early in the cycle, technological progress is slow, 
and improvements in technological performance are small. As a technology matures, 
however, performance improves quickly. Finally, as the limits of a technology are reached, 
only small improvements occur. At this point, significant improvements in performance 
must come from new technologies. The best way to protect a competitive advantage 
is to create a stream of innovative ideas and products. Innovation streams begin with 
technological discontinuities that create significant breakthroughs in performance or 
function. Technological discontinuities are followed by discontinuous change, in which 
customers purchase new technologies, and companies compete to establish the new 
dominant design. Dominant designs emerge because of critical mass, because they solve 
a practical problem, or because of the negotiations of independent standards bodies. 
Because technological innovation both enhances and destroys competence, companies 
that bet on the wrong design often struggle, while companies that bet on the eventual 
dominant design usually prosper. When a dominant design emerges, companies focus on 
incremental change, lowering costs, and making small but steady improvements in the 
dominant design. This focus continues until the next technological discontinuity occurs.

7-2 (p. 138)
Discuss the different methods that managers can use to effectively 
manage innovation in their organizations. To successfully manage innovation 
streams, companies must manage the sources of innovation and learn to manage 
innovation during both discontinuous and incremental change. Because innovation begins 
with creativity, companies can manage the sources of innovation by supporting a work 
environment in which creative thoughts and ideas are welcomed, valued, and encouraged. 
Creative work environments provide challenging work; offer organizational, supervisory, 
and work group encouragement; allow significant freedom; and remove organizational 
impediments to creativity.

Discontinuous and incremental change require different strategies. Companies that 
succeed in periods of discontinuous change typically follow an experiential approach 
to innovation. The experiential approach assumes that intuition, flexible options, and 
hands-on experience can reduce uncertainty and accelerate learning and understanding. 
A compression approach to innovation works best during periods of incremental change. 
This approach assumes that innovation can be planned using a series of steps and that 
compressing the time it takes to complete those steps can speed up innovation. 

7-3 (p. 143)
Discuss why not changing can lead to organizational decline. The five-stage 
process of organizational decline begins when organizations don’t recognize the need 
for change. In the blinded stage, managers fail to recognize the changes that threaten 
their organization’s survival. In the inaction stage, management recognizes the need to 
change but doesn’t act, hoping that the problems will correct themselves. In the faulty 
action stage, management focuses on cost cutting and efficiency rather than facing up 
to the fundamental changes needed to ensure survival. In the crisis stage, failure is likely 
unless fundamental reorganization occurs. Finally, in the dissolution stage, the company is 
dissolved through bankruptcy proceedings; by selling assets to pay creditors; or through 
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ii PART ONE

Experiential approach to innovation an 
approach to innovation that assumes a highly 
uncertain environment and uses intuition, 
flexible options, and hands-on experience to 
reduce uncertainty and accelerate learning 
and understanding

Design iteration a cycle of repetition in which 
a company tests a prototype of a new product 
or service, improves on that design, and then 
builds and tests the improved prototype

Product prototype a full-scale, working 
model that is being tested for design, 
function, and reliability

Testing the systematic comparison of 
different product designs or design iterations

Milestones formal project review points 
used to assess progress and performance

Multifunctional teams work teams 
composed of people from different 
departments

Compression approach to innovation an 
approach to innovation which assumes that 
incremental innovation can be planned using 
a series of steps and that compressing those 
steps can speed innovation

Generational change change based on 
incremental improvements to a dominant 
technological design such that the improved 
technology is fully backward compatible with 
the older technology

7-3
Organizational decline a large decrease 
in organizational performance that occurs 
when companies don’t anticipate, recognize, 
neutralize, or adapt to the internal or external 
pressures that threaten their survival

7-4
Change forces forces that produce 
differences in the form, quality, or condition of 
an organization over time

Resistance forces forces that support the 
existing conditions in organizations

Resistance to change opposition to change 
resulting from self-interest, misunderstanding 
and distrust, and a general intolerance for 
change

Unfreezing getting the people affected by 
change to believe that change is needed

Change intervention the process used to 
get workers and managers to change their 
behaviors and work practices

Refreezing supporting and reinforcing new 
changes so that they stick

Coercion the use of formal power and 
authority to force others to change

Results-driven change change created 
quickly by focusing on the measurement and 
improvement of results

the closing of stores, offices, and facilities. If companies recognize the need to change early 
enough, however, dissolution may be avoided.

7-4 (p. 145)
Discuss the different methods that managers can use to better 
manage change as it occurs. The basic change process involves unfreezing, 
change intervention, and refreezing. Resistance to change stems from self-interest, 
misunderstanding, and distrust as well as a general intolerance for change. Resistance 
can be managed through education and communication, participation, negotiation, top 
management support, and coercion. Knowing what not to do is as important as knowing 
what to do to achieve successful change. Managers should avoid these errors when 
leading change: not establishing a sense of urgency, not creating a guiding coalition, 
lacking a vision, undercommunicating the vision, not removing obstacles to the vision, not 
creating short-term wins, declaring victory too soon, and not anchoring changes in the 
corporation’s culture. Finally, managers can use a number of change techniques. Results-
driven change and the General Electric workout reduce resistance to change by getting 
change efforts off to a fast start. Organizational development is a collection of planned 
change interventions (large-system, small-group, person-focused), guided by a change 
agent, that are designed to improve an organization’s long-term health and performance.

chapter reView 7

Change agent the person formally in charge 
of guiding a change effort

General Electric workout a three-day 
meeting in which managers and employees 
from different levels and parts of an 
organization quickly generate and act on 
solutions to specific business problems

Organizational development  
a philosophy and collection of planned 
change interventions designed to improve 
an organization’s long-term health and 
performance

www.cengagebrain.cOm

Exhibit 7.6

Different Kinds of Organizational Development interventions
Large-System Interventions

Sociotechnical 
systems

An intervention designed to improve how well employees use and adjust to the work technology used in an 
organization.

Survey feedback An intervention that uses surveys to collect information from the members of the system, reports the results of that 
survey to the members, and then uses those results to develop action plans for improvement.

Small-Group Interventions

Team building An intervention designed to increase the cohesion and cooperation of work group members.

Unit goal setting An intervention designed to help a work group establish short- and long-term goals.

Person-Focused Interventions

Counseling/
coaching

An intervention designed so that a formal helper or coach listens to managers or employees and advises them on how 
to deal with work or interpersonal problems.

Training An intervention designed to provide individuals with the knowledge, skills, or attitudes they need to become more 
effective at their jobs.

Source: W. J. Rothwell, R. Sullivan, and G. M. McLean, Practicing Organizational Development: A Guide for Consultants (San Diego: Pfeiffer & Co., 1995).
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Chapter reVIeW
Global Management

Key terms

8-1
Global business the buying and selling of 
goods and services by people from different 
countries

Multinational corporation a corporation 
that owns businesses in two or more countries

Direct foreign investment a method of 
investment in which a company builds a new 
business or buys an existing business in a 
foreign country

Trade barriers government-imposed 
regulations that increase the cost and restrict 
the number of imported goods

Protectionism a government’s use of trade 
barriers to shield domestic companies and 
their workers from foreign competition

Tariff a direct tax on imported goods

Nontariff barriers nontax methods of 
increasing the cost or reducing the volume of 
imported goods

Quota a limit on the number or volume of 
imported products

Voluntary export restraints voluntarily 
imposed limits on the number or volume of 
products exported to a particular country

Government import standard a standard 
ostensibly established to protect the health 
and safety of citizens but, in reality, is often 
used to restrict imports

Subsidies government loans, grants, and tax 
deferments given to domestic companies to 
protect them from foreign competition

Customs classification a classification 
assigned to imported products by government 
officials that affects the size of the tariff and the 
imposition of import quotas

General Agreement on Tariffs and Trade 
(GATT) a worldwide trade agreement 
that reduced and eliminated tariffs, limited 
government subsidies, and established 
protections for intellectual property

World Trade Organization (WTO) the 
successor to GATT; the only international 
organization dealing with the global rules 
of trade between nations; its main function 
is to ensure that trade flows as smoothly, 
predictably, and freely as possible

Regional trading zones areas in which 
tariff and nontariff barriers on trade between 
countries are reduced or eliminated

Learn ing OutcOmes

8-1 (p. 153)
Discuss the impact of global business and the trade rules and agreements 
that govern it. Today, there are 103,000 multinational corporations worldwide; just 9.4 
percent are based in the United States. Global business affects the United States in two 
ways: through direct foreign investment in the United States by foreign companies and 
through U.S. companies’ investment in businesses in other countries. U.S. direct foreign 
investment throughout the world amounts to more than $4.2 trillion per year, whereas 
direct foreign investment by foreign companies in the United States amounts to more 
than $2.5 trillion per year. Historically, tariffs and nontariff trade barriers such as quotas, 
voluntary export restraints, government import standards, government subsidies, and 
customs classifications have made buying foreign goods much harder or more expensive 
than buying domestically produced products. In recent years, however, worldwide trade 
agreements such as GATT and the WTO, along with regional trading agreements such 
as the Maastricht Treaty of Europe, NAFTA, CAFTA-DR, UNASUR, ASEAN, and APEC have 
substantially reduced tariffs and nontariff barriers to international trade. Companies 
have responded by investing in growing markets in Asia, Eastern Europe, and Latin 
America. Consumers have responded by purchasing products based on value rather than 
geography.

8-2 (p. 159)
Explain why companies choose to standardize or adapt their business 
procedures. Global business requires a balance between global consistency and local 
adaptation. Global consistency means using the same rules, guidelines, policies, and 
procedures in each location. Managers at company headquarters like global consistency 
because it simplifies decisions. Local adaptation means adapting standard procedures to 
differences in markets. Local managers prefer a policy of local adaptation because it gives 
them more control. Not all businesses need the same combination of global consistency 
and local adaptation. Some thrive by emphasizing global consistency and ignoring 
local adaptation. Others succeed by ignoring global consistency and emphasizing local 
adaptation.

8-3 (p. 161)
Explain the different ways that companies can organize to do business 
globally. The phase model of globalization says that, as companies move from a 
domestic to a global orientation, they use these organizational forms in sequence: 
exporting, cooperative contracts (licensing and franchising), strategic alliances, and wholly 
owned affiliates. Yet, not all companies follow the phase model. For example, global new 
ventures are global from their inception.

8-4 (p. 164)
Explain how to find a favorable business climate. The first step in deciding 
where to take your company global is finding an attractive business climate. Be sure to 
look for a growing market where consumers have strong purchasing power, and foreign 
competitors are weak. When locating an office or manufacturing facility, consider both 
qualitative and quantitative factors. In assessing political risk, be sure to examine both 
political uncertainty and policy uncertainty. If the location you choose has considerable 
political risk, you can avoid it, try to control the risk, or use a cooperation strategy.

8
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ii PART ONE

Maastricht Treaty of Europe a regional 
trade agreement among most European 
countries

North American Free Trade Agreement 
(NAFTA) a regional trade agreement among 
the United States, Canada, and Mexico

Dominican Republic-Central America Free 
Trade Agreement (CAFTA-DR) a regional 
trade agreement among Costa Rica, the 
Dominican Republic, El Salvador, Guatemala, 
Honduras, Nicaragua, and the United States

Union of South American Nations 
(UNASUR) a regional trade agreement 
among Argentina, Brazil, Paraguay, Uruguay, 
Venezuela, Bolivia, Colombia, Ecuador, Peru, 
Guyana, Suriname, and Chile

Association of Southeast Asian Nations 
(ASEAN) a regional trade agreement among 
Brunei Darussalam, Cambodia, Indonesia, 
Laos, Malaysia, Myanmar, the Philippines, 
Singapore, Thailand, and Vietnam

Asia-Pacific Economic Cooperation 
(APEC) a regional trade agreement among 
Australia, Canada, Chile, the People’s Republic 
of China, Hong Kong, Japan, Mexico, New 
Zealand, Papua New Guinea, Peru, Russia, 
South Korea, Taiwan, the United States, and all 
the members of ASEAN except Cambodia, Lao 
PDR, and Myanmar

8-2
Global consistency when a multinational 
company has offices, manufacturing 
plants, and distribution facilities in different 
countries and runs them all using the same 
rules, guidelines, policies, and procedures

Local adaptation modifying rules, guidelines, 
policies, and procedures to adapt to differences 
in foreign customers, governments, and 
regulatory agencies

8-3
Exporting selling domestically produced 
products to customers in foreign countries

Cooperative contract an agreement 
in which a foreign business owner pays a 
company a fee for the right to conduct that 
business in his or her country

Licensing an agreement in which a 
domestic company, the licensor, receives 
royalty payments for allowing another 
company, the licensee, to produce the 
licensor’s product, sell its service, or use its 
brand name in a specified foreign market

Franchise a collection of networked firms 
in which the manufacturer or marketer of a 
product or service, the franchisor, licenses 
the entire business to another person or 
organization, the franchisee

Strategic alliance an agreement in which 
companies combine key resources, costs, risks, 
technology, and people

8-5 (p. 169)
Discuss the importance of identifying and adapting to cultural differences.  
National culture is the set of shared values and beliefs that affects the perceptions, 
decisions, and behavior of the people from a particular country. The first step in dealing 
with culture is to recognize meaningful differences such as power distance, individualism, 
masculinity, uncertainty avoidance, and short-term/long-term orientation. Cultural 
differences should be interpreted carefully because they are based on generalizations 
rather than specific individuals. Adapting managerial practices to cultural differences is 
difficult because policies and practices can be perceived differently in different cultures.

8-6 (p. 171)
Explain how to successfully prepare workers for international 
assignments. Many expatriates return prematurely from international assignments 
because of poor performance. This is much less likely to happen if employees receive 
language and cross-cultural training, such as documentary training, cultural simulations, 
or field experiences, before going on assignment. Adjustment of expatriates’ spouses and 
families, which is the most important determinant of success in international assignments, 
can be improved through adaptability screening and language and cross-cultural training.

chapter reView 8

Policy uncertainty the risk associated with 
changes in laws and government policies that 
directly affect the way foreign companies 
conduct business

8-5
National culture the set of shared values 
and beliefs that affects the perceptions, 
decisions, and behavior of the people from a 
particular country

8-6
Expatriate  someone who lives and works 
outside his or her native country

Joint venture a strategic alliance in which 
two existing companies collaborate to form a 
third, independent company

Wholly owned affiliates foreign offices, 
facilities, and manufacturing plants that are 
100 percent owned by the parent company

Global new ventures new companies that 
are founded with an active global strategy 
and have sales, employees, and financing in 
different countries

8-4
Purchasing power the relative cost of a 
standard set of goods and services in different 
countries

Political uncertainty the risk of major 
changes in political regimes that can result 
from war, revolution, death of political leaders, 
social unrest, or other influential events

www.cengagebrain.cOm

Exhibit 8.8

hofstede’s six cultural Dimensions
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Individualism
Masculinity
Uncertainty Avoidance
Long-Term Orientation
Indulgence

Power Distance

To determine the cultural characteristics of a country, compare the number and vertical distance 
(higher means more) of that country on a particular cultural dimension (color coded and labeled on 
the right side of the exihibit) with those of other countries.  For example, with a score of 87, China 
has the second-highest long-term orientation; it is exceeded only by Japan, which has a score of 88.  
By contrast, with a score of 13, Nigeria has the weakest long-term orientation. Likewise, while China 
has a strong long-term orientation (87), it has a very weak individualistic orientation (20).
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Source: G. H. Hofstede, “Cultural Constraints in Management Theories,” Academy of Management Executive 7, no. 1 (1993): 81–94.
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Chapter reVIeW
Designing Adaptive Organizations

Key terms

9-1
Organizational structure the vertical and 
horizontal configuration of departments, 
authority, and jobs within a company

Organizational process the collection of 
activities that transforms inputs into outputs 
that customers value

Departmentalization subdividing work 
and workers into separate organizational units 
responsible for completing particular tasks

Functional departmentalization  
organizing work and workers into separate 
units responsible for particular business 
functions or areas of expertise

Product departmentalization organizing 
work and workers into separate units responsible 
for producing particular products or services

Customer departmentalization organizing 
work and workers into separate units 
responsible for particular kinds of customers

Geographic departmentalization  
organizing work and workers into separate 
units responsible for doing business in 
particular geographic areas

Matrix departmentalization a hybrid 
organizational structure in which two or more 
forms of departmentalization, most often 
product and functional, are used together

Simple matrix a form of matrix 
departmentalization in which managers in 
different parts of the matrix negotiate conflicts 
and resources

Complex matrix a form of matrix 
departmentalization in which managers in 
different parts of the matrix report to matrix 
managers, who help them sort out conflicts 
and problems

9-2
Authority the right to give commands, 
take action, and make decisions to achieve 
organizational objectives

Chain of command the vertical line of 
authority that clarifies who reports to whom 
throughout the organization

Unity of command a management principle 
that workers should report to just one boss

Line authority the right to command 
immediate subordinates in the chain of 
command

Learn ing OutcOmes

9-1 (p. 177)
Describe the departmentalization approach to organizational 
structure. There are five traditional departmental structures: functional, product, 
customer, geographic, and matrix. Functional departmentalization is based on the 
different business functions or types of expertise used to run a business. Product 
departmentalization is organized according to the different products or services a 
company sells. Customer departmentalization focuses its divisions on the different 
kinds of customers a company has. Geographic departmentalization is based on 
the different geographic areas or markets in which the company does business. 
Matrix departmentalization is a hybrid form that combines two or more forms of 
departmentalization, the most common being the product and functional forms. There is 
no single best departmental structure. Each structure has advantages and disadvantages.

9-2 (p. 184)
Explain organizational authority. Organizational authority is determined by the 
chain of command, line versus staff authority, delegation, and the degree of centralization 
in a company. The chain of command vertically connects every job in the company 
to higher levels of management and makes clear who reports to whom. Managers 
have line authority to command employees below them in the chain of command but 
have only staff, or advisory, authority over employees not below them in the chain of 
command. Managers delegate authority by transferring to subordinates the authority and 
responsibility needed to do a task; in exchange, subordinates become accountable for task 
completion. In centralized companies, most authority to make decisions lies with managers 
in the upper levels of the company. In decentralized companies, much of the authority 
is delegated to the workers closest to the problems, who can then make the decisions 
necessary for solving the problems themselves. 

9-3 (p. 187)
Discuss the different methods for job design. Companies use specialized jobs 
because they are economical, easy to learn, and don’t require highly paid workers. However, 
specialized jobs aren’t motivating or particularly satisfying for employees. Companies have 
used job rotation, job enlargement, job enrichment, and the job characteristics model to 
make specialized jobs more interesting and motivating. The goal of the job characteristics 
model is to make jobs intrinsically motivating. For this to happen, jobs must be strong on five 
core job characteristics (skill variety, task identity, task significance, autonomy, and feedback), 
and workers must experience three critical psychological states (knowledge of results, 
responsibility for work outcomes, and meaningful work). If jobs aren’t internally motivating, 
they can be redesigned by combining tasks, forming natural work units, establishing client 
relationships, using vertical loading, and opening feedback channels.

9-4 (p. 190)
Explain the methods that companies are using to redesign internal 
organizational processes (that is, intraorganizational processes). Today, 
companies are using reengineering and empowerment to change their intraorganizational 
processes. Reengineering changes an organization’s orientation from vertical to horizontal 
and changes its work processes by decreasing sequential and pooled interdependence 
and by increasing reciprocal interdependence. Reengineering promises dramatic increases 
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ii PART ONE

Staff authority the right to advise, but not 
command, others who are not subordinates in 
the chain of command

Line function an activity that contributes 
directly to creating or selling the company’s 
products

Staff function an activity that does not 
contribute directly to creating or selling the 
company’s products but instead supports line 
activities

Delegation of authority the assignment 
of direct authority and responsibility to a 
subordinate to complete tasks for which the 
manager is normally responsible

Centralization of authority the location 
of most authority at the upper levels of the 
organization

Decentralization the location of a 
significant amount of authority in the lower 
levels of the organization

Standardization solving problems 
by consistently applying the same rules, 
procedures, and processes

9-3
Job design the number, kind, and variety of 
tasks that individual workers perform in doing 
their jobs

Job specialization a job composed of a 
small part of a larger task or process

Job rotation periodically moving workers 
from one specialized job to another to give 
them more variety and the opportunity to use 
different skills

Job enlargement increasing the number of 
different tasks that a worker performs within 
one particular job

Job enrichment increasing the number of 
tasks in a particular job and giving workers 
the authority and control to make meaningful 
decisions about their work

Job characteristics model (JCM) an 
approach to job redesign that seeks to 
formulate jobs in ways that motivate workers 
and lead to positive work outcomes

Internal motivation motivation that comes 
from the job itself rather than from outside 
rewards

Skill variety the number of different 
activities performed in a job

Task identity the degree to which a job, from 
beginning to end, requires the completion of a 
whole and identifiable piece of work

Task significance the degree to which a job 
is perceived to have a substantial impact on 
others inside or outside the organization

Autonomy the degree to which a job 
gives workers the discretion, freedom, and 
independence to decide how and when to 
accomplish the job

in productivity and customer satisfaction, but it has been criticized as simply an excuse 
to cut costs and lay off workers. Empowering workers means taking decision-making 
authority and responsibility from managers and giving it to workers. Empowered workers 
develop feelings of competence and self-determination and believe that their work has 
meaning and impact. 

9-5 (p. 193)
Describe the methods that companies are using to redesign 
external organizational processes (that is, interorganizational 
processes). Organizations are using modular and virtual organizations to change 
interorganizational processes. Because modular organizations outsource all noncore 
activities to other businesses, they are less expensive to run than traditional companies. 
However, modular organizations require extremely close relationships with suppliers, 
may result in a loss of control, and could create new competitors if the wrong business 
activities are outsourced. Virtual organizations participate in a network in which they share 
skills, costs, capabilities, markets, and customers. Virtual organizations can reduce costs, 
respond quickly, and, if they can successfully coordinate their efforts, produce outstanding 
products and services.

chapter reView 9

Sequential interdependence work 
completed in succession, with one group’s 
or job’s outputs becoming the inputs for the 
next group or job

Reciprocal interdependence work 
completed by different jobs or groups 
working together in a back-and-forth manner

Empowering workers permanently passing 
decision-making authority and responsibility 
from managers to workers by giving them the 
information and resources they need to make 
and carry out good decisions

Empowerment feelings of intrinsic 
motivation in which workers perceive their 
work to have impact and meaning and 
perceive themselves to be competent and 
capable of self-determination

9-5
Interorganizational process a collection 
of activities that take place among companies 
to transform inputs into outputs that 
customers value

Modular organization an organization 
that outsources noncore business activities to 
outside companies, suppliers, specialists, or 
consultants

Virtual organization an organization that 
is part of a network in which many companies 
share skills, costs, capabilities, markets, and 
customers to collectively solve customer 
problems or provide specific products or services

Feedback the amount of information the 
job provides to workers about their work 
performance

9-4
Mechanistic organization an organization 
characterized by specialized jobs and 
responsibilities; precisely defined, unchanging 
roles; and a rigid chain of command based 
on centralized authority and vertical 
communication

Organic organization an organization 
characterized by broadly defined jobs and 
responsibilities; loosely defined, frequently 
changing roles; and decentralized authority 
and horizontal communication based on task 
knowledge 

Intraorganizational process the collection 
of activities that take place within an 
organization to transform inputs into outputs 
that customers value

Reengineering fundamental rethinking 
and radical redesign of business processes 
to achieve dramatic improvements in critical 
measures of performance, such as cost, 
quality, service, and speed

Task interdependence the extent to which 
collective action is required to complete an 
entire piece of work

Pooled interdependence work completed 
by having each job or department 
independently contribute to the whole

www.cengagebrain.cOm

61592_RC_10_rev02.indd   2 14/10/15   10:49 am

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter reVIeW
Managing Teams

Key terms

10-1
Work team a small number of people 
with complementary skills who hold 
themselves mutually accountable for pursuing 
a common purpose, achieving performance 
goals, and improving interdependent work 
processes

Cross-training training team members to do 
all or most of the jobs performed by the other 
team members

Social loafing  behavior in which team 
members withhold their efforts and fail to 
perform their share of the work

10-2
Traditional work group a group composed 
of two or more people who work together to 
achieve a shared goal

Employee involvement team team that 
provides advice or makes suggestions to 
management concerning specific issues

Semi-autonomous work group a group 
that has the authority to make decisions and 
solve problems related to the major tasks of 
producing a product or service

Self-managing team a team that manages 
and controls all of the major tasks of producing 
a product or service

Self-designing team a team that has the 
characteristics of self-managing teams but also 
controls team design, work tasks, and team 
membership

Cross-functional team a team composed of 
employees from different functional areas of 
the organization

Virtual team a team composed of 
geographically and/or organizationally 
dispersed coworkers who use 
telecommunication and information 
technologies to accomplish an 
organizational task

Project team a team created to complete 
specific, one-time projects or tasks within a 
limited time

10-3
Norms informally agreed-on standards that 
regulate team behavior

Cohesiveness the extent to which team 
members are attracted to a team and 
motivated to remain in it

Learn ing OutcOmes

10-1 (p. 199)
Explain the good and bad of using teams. In many industries, teams are growing 
in importance because they help organizations respond to specific problems and 
challenges. Teams have been shown to increase customer satisfaction (specific customer 
teams), product and service quality (direct responsibility), and employee job satisfaction 
(cross-training, unique opportunities, and leadership responsibilities). Although teams can 
produce significant improvements in these areas, using teams does not guarantee these 
positive outcomes. Teams and teamwork have the disadvantages of initially high turnover 
and social loafing (especially in large groups). Teams also share many of the advantages 
(multiple perspectives, generation of more alternatives, and more commitment) and 
disadvantages (groupthink, time, poorly run meetings, domination by a few team 
members, and weak accountability) of group decision making. Teams should be used for 
a clear purpose, when the work requires that people work together, when rewards can 
be provided for both teamwork and team performance, and when ample resources can 
be provided.

10
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Exhibit 10.1

when to use and when not to use teams
Use Teams When . . . Don’t Use Teams When . . .

there is a clear, engaging reason or purpose. there isn’t a clear, engaging  reason or purpose. 

the job can’t be done unless people work  
together.

the job can be done by people  working 
independently. 

rewards can be provided for teamwork and team 
performance.

rewards are provided for individual  effort and 
performance.

ample resources are available. the necessary resources are not available. 

Source: R. Wageman, “Critical Success Factors for Creating Superb Self-Managing Teams,” Organizational 
Dynamics 26, no. 1 (1997): 49–61.
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10-2 (p. 202)
Recognize and understand the different kinds of teams. Companies use 
different kinds of teams to make themselves more competitive. Autonomy is the key 
dimension that makes teams different. Traditional work groups (which execute tasks) 
and employee involvement groups (which make suggestions) have the lowest levels of 
autonomy. Semi-autonomous work groups (which control major direct tasks) have more 
autonomy, while self-managing teams (which control all direct tasks) and self-designing 
teams (which control membership and how tasks are done) have the highest levels of 
autonomy. Cross-functional, virtual, and project teams are common but are not easily 
categorized in terms of autonomy. Cross-functional teams combine employees from 
different functional areas to help teams attack problems from multiple perspectives and 
generate more ideas and solutions. Virtual teams use telecommunications and information 
technologies to bring coworkers together, regardless of physical location or time zone. 
Virtual teams reduce travel and work time, but communication may suffer because team 
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ii PART ONE

Forming the first stage of team 
development, in which team members meet 
each other, form initial impressions, and begin 
to establish team norms

Storming the second stage of development, 
characterized by conflict and disagreement, in 
which team members disagree over what the 
team should do and how it should do it

Norming the third stage of team 
development, in which team members begin 
to settle into their roles, group cohesion 
grows, and positive team norms develop

Performing the fourth and final stage of 
team development, in which performance 
improves because the team has matured into 
an effective, fully functioning team

De-norming a reversal of the norming stage, 
in which team performance begins to decline 
as the size, scope, goal, or members of the 
team change

De-storming a reversal of the storming 
phase, in which the team’s comfort level 
decreases, team cohesion weakens, and angry 
emotions and conflict may flare

De-forming a reversal of the forming stage, 
in which team members position themselves 
to control pieces of the team, avoid each 
other, and isolate themselves from team 
leaders

10-4
Structural accommodation the ability to 
change organizational structures, policies, and 
practices in order to meet stretch goals

Bureaucratic immunity the ability to make 
changes without first getting approval from 
managers or other parts of an organization

Individualism-collectivism the degree to 
which a person believes that people should 
be self-sufficient and that loyalty to one’s self 
is more important than loyalty to team or 
company

Team level the average level of ability, 
experience, personality, or any other factor on 
a team

Team diversity the variances or differences 
in ability, experience, personality, or any other 
factor on a team

Interpersonal skills skills, such as listening, 
communicating, questioning, and providing 
feedback, that enable people to have effective 
working relationships with others

Skill-based pay compensation system that 
pays employees for learning additional skills or 
knowledge

Gainsharing a compensation system in 
which companies share the financial value 
of performance gains, such as increased 
productivity, cost savings, or quality, with their 
workers

members don’t work face-to-face. Finally, project teams are used for specific, one-time 
projects or tasks that must be completed within a limited time. Project teams reduce 
communication barriers and promote flexibility; teams and team members are reassigned 
to their departments or to new projects as their current projects are completed.

10-3 (p. 206)
Understand the general characteristics of work teams. The most important 
characteristics of work teams are team norms, cohesiveness, size, conflict, and 
development. Norms let team members know what is expected of them and can influence 
team behavior in positive and negative ways. Positive team norms are associated with 
organizational commitment, trust, and job satisfaction. Team cohesiveness helps teams 
retain members, promotes cooperative behavior, increases motivation, and facilitates team 
performance. Attending team meetings and activities, creating opportunities to work 
together, and engaging in nonwork activities can increase cohesiveness. Team size has a 
curvilinear relationship with team performance: teams that are very small or very large do 
not perform as well as moderate-sized teams of six to nine members. Teams of this size are 
cohesive and small enough for team members to get to know each other and contribute in 
a meaningful way but are large enough to take advantage of team members’ diverse skills, 
knowledge, and perspectives. Conflict and disagreement are inevitable in most teams. The 
key to dealing with team 
conflict is to maximize 
cognitive conflict, which 
focuses on issue-related 
differences, and minimize 
affective conflict, the 
emotional reactions that 
occur when disagreements 
become personal rather 
than professional. As teams 
develop and grow, they 
pass through four stages 
of development: forming, 
storming, norming, and 
performing. If a team is 
not managed well, its 
performance may decline 
after a period of time as the 
team regresses through the 
stages of de-norming, de-
storming, and de-forming.

10-4 (p. 211)
Explain how to enhance work team effectiveness. Companies can make teams 
more effective by setting team goals and managing how team members are selected, 
trained, and compensated. Team goals provide a clear focus and purpose, reduce the 
incidence of social loafing, and lead to higher team performance 93 percent of the time. 
Extremely difficult stretch goals can be used to motivate teams as long as teams have 
autonomy, control over resources, structural accommodation, and bureaucratic immunity. 
Not everyone is suited for teamwork. When selecting team members, companies should 
select people who have a preference for teamwork (that is, are more collectivists than 
individualists) and should consider team level (average ability of a team) and team diversity 
(different abilities of a team). Organizations that use teams successfully provide thousands of 
hours of training to make sure that teams work. The most common types of team training 
are for interpersonal skills, decision-making and problem-solving skills, conflict resolution, 
technical training to help team members learn multiple jobs (that is, cross-training), and 
training for team leaders. Employees can be compensated for team participation and 
accomplishments in three ways: skill-based pay, gainsharing, and nonfinancial rewards.
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Chapter reVIeW
Managing Human Resource Systems

Key terms

11-1
Human resource management (HRM) the 
process of finding, developing, and keeping 
the right people to form a qualified workforce

Bona fide occupational qualification 
(BFOQ) an exception in employment law that 
permits sex, age, religion, and the like to be 
used when making employment decisions, but 
only if they are “reasonably necessary to the 
normal operation of that particular business.” 
BFOQs are strictly monitored by the Equal 
Employment Opportunity Commission

Disparate treatment intentional 
discrimination that occurs when people 
are purposely not given the same hiring, 
promotion, or membership opportunities 
because of their race, color, sex, age, ethnic 
group, national origin, or religious beliefs

Adverse impact unintentional discrimination 
that occurs when members of a particular race, 
sex, or ethnic group are unintentionally harmed 
or disadvantaged because they are hired, 
promoted, or trained (or any other employment 
decision) at substantially lower rates than others

Four-fifths (or 80%) rule a rule of thumb used 
by the courts and the EEOC to determine whether 
there is evidence of adverse impact. A violation of 
this rule occurs when the impact ratio (calculated 
by dividing the decision ratio for a protected 
group by the decision ratio for a nonprotected 
group) is less than 80%, or four-fifths

Sexual harassment a form of discrimination 
in which unwelcome sexual advances, requests 
for sexual favors, or other verbal or physical 
conduct of a sexual nature occurs while 
performing one’s job

Quid pro quo sexual harassment a form 
of sexual harassment in which employment 
outcomes, such as hiring, promotion, or simply 
keeping one’s job, depend on whether an 
individual submits to sexual harassment

Hostile work environment a form of 
sexual harassment in which unwelcome and 
demeaning sexually related behavior creates an 
intimidating and offensive work environment

11-2
Recruiting the process of developing a pool 
of qualified job applicants

Job analysis a purposeful, systematic process 
for collecting information on the important 
work-related aspects of a job

Learn ing OutcOmes

11-1 (p. 217)
Explain how different employment laws affect human resource 
practice. Human resource management is subject to numerous major federal 
employment laws and subject to review by several federal agencies. In general, these laws 
indicate that sex, age, religion, color, national origin, race, disability, and genetic history 
may not be considered in employment decisions unless these factors reasonably qualify as 
BFOQs. Two important criteria, disparate treatment (intentional discrimination) and adverse 
impact (unintentional discrimination), are used to decide whether companies have wrongly 
discriminated against someone. The two kinds of sexual harassment are quid pro quo 
sexual harassment and hostile work environment.

11-2 (p. 221)
Explain how companies use recruiting to find qualified job 
applicants. Recruiting is the process of finding qualified job applicants. The first step 
in recruiting is to conduct a job analysis, which is used to write a job description of basic 
tasks, duties, and responsibilities and to write job specifications indicating the knowledge, 
skills, and abilities needed to perform the job. Whereas internal recruiting involves finding 
qualified job applicants from inside the company, external recruiting involves finding 
qualified job applicants from outside the company.

11-3 (p. 225)
Describe the selection techniques and procedures that companies use 
when deciding which applicants should receive job offers. Selection is the 
process of gathering information about job applicants to decide who should be offered 
a job. Accurate selection procedures are valid, are legally defendable, and improve 
organizational performance. Application forms and résumés are the most common 
selection devices. Managers should check references and conduct background checks 
even though previous employers are often reluctant to provide such information for fear 
of being sued for defamation. Unfortunately, without this information, other employers are 
at risk of negligent hiring lawsuits. Selection tests generally do the best job of predicting 
applicants’ future job performance. The three kinds of job interviews are unstructured, 
structured, and semistructured. 

11-4 (p. 232)
Describe how to determine training needs and select the appropriate 
training methods. Training is used to give employees the job-specific skills, experience, 
and knowledge they need to do their jobs or improve their job performance. To make sure 
training dollars are well spent, companies need to determine specific training needs, select 
appropriate training methods, and then evaluate the training. 

11-5 (p. 235)
Discuss how to use performance appraisals to give meaningful 
performance feedback. The keys to successful performance appraisals are 
accurately measuring job performance and effectively sharing performance feedback 
with employees. Organizations should develop good performance appraisal scales; train 
raters how to accurately evaluate performance; and impress upon managers the value 
of providing feedback in a clear, consistent, and fair manner, as well as setting goals and 
monitoring progress toward those goals. 
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ii PART ONE

Job description a written description of 
the basic tasks, duties, and responsibilities 
required of an employee holding a 
particular job

Job specifications a written summary of 
the qualifications needed to successfully 
perform a particular job

Internal recruiting the process of 
developing a pool of qualified job applicants 
from people who already work in the company

External recruiting the process of 
developing a pool of qualified job applicants 
from outside the company

11-3
Selection the process of gathering 
information about job applicants to decide 
who should be offered a job

Validation the process of determining 
how well a selection test or procedure 
predicts future job performance; the better 
or more accurate the prediction of future job 
performance, the more valid a test is said to be

Human resource information system 
(HRIS) a computerized system for gathering, 
analyzing, storing, and disseminating 
information related to the HRM process

Employment references sources such as 
previous employers or coworkers who can 
provide job-related information about job 
candidates

Background checks procedures used 
to verify the truthfulness and accuracy of 
information that applicants provide about 
themselves and to uncover negative, job-
related background information not provided 
by applicants

Specific ability tests (aptitude tests) tests 
that measure the extent to which an applicant 
possesses the particular kind of ability needed 
to do a job well

Cognitive ability tests tests that measure 
the extent to which applicants have abilities 
in perceptual speed, verbal comprehension, 
numerical aptitude, general reasoning, and 
spatial aptitude 

Biographical data (biodata) extensive 
surveys that ask applicants questions 
about their personal backgrounds and life 
experiences

Work sample tests tests that require 
applicants to perform tasks that are actually 
done on the job

Assessment centers a series of managerial 
simulations, graded by trained observers, that 
are used to determine applicants’ capability 
for managerial work

Interview a selection tool in which company 
representatives ask job applicants job-related 
questions to determine whether they are 
qualified for the job

11-6 (p. 239)
Describe basic compensation strategies and discuss the four kinds 
of employee separations. Compensation includes both the financial and the 
nonfinancial rewards that organizations give employees in exchange for their work. 
There are three basic kinds of compensation decisions: pay level, pay variability, and pay 
structure. Employee separation is the loss of an employee, which can occur voluntarily or 
involuntarily. Companies use downsizing and early retirement incentive programs (ERIPs) to 
reduce the number of employees in the organization and lower costs. However, companies 
generally try to keep the rate of employee turnover low to reduce costs associated with 
finding and developing new employees. Functional turnover, on the other hand, can be 
good for organizations.
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Job evaluation a process that determines 
the worth of each job in a company by 
evaluating the market value of the knowledge, 
skills, and requirements needed to perform it

Piecework a compensation system in which 
employees are paid a set rate for each item 
they produce

Commission a compensation system in 
which employees earn a percentage of each 
sale they make

Profit sharing a compensation system in 
which a company pays a percentage of its 
profits to employees in addition to their regular 
compensation

Employee stock ownership plan (ESOP) a 
compensation system that awards employees 
shares of company stock in addition to their 
regular compensation

Stock options a compensation system that 
gives employees the right to purchase shares 
of stock at a set price, even if the value of the 
stock increases above that price

Wrongful discharge a legal doctrine that 
requires employers to have a job-related 
reason to terminate employees

Downsizing the planned elimination of jobs 
in a company

Outplacement services employment-
counseling services offered to employees who 
are losing their jobs because of downsizing

Early retirement incentive programs 
(ERIPs) programs that offer financial benefits 
to employees to encourage them to retire 
early

Phased retirement employees transition to 
retirement by working reduced hours over a 
period of time before completely retiring

Employee turnover loss of employees who 
voluntarily choose to leave the company

Functional turnover loss of poor-
performing employees who voluntarily 
choose to leave a company

Dysfunctional turnover loss of high-
performing employees who voluntarily 
choose to leave a company

Unstructured interviews interviews 
in which interviewers are free to ask the 
applicants anything they want

Structured interviews interviews in 
which all applicants are asked the same set 
of standardized questions, usually including 
situational, behavioral, background, and job-
knowledge questions

11-4
Training developing the skills, experience, 
and knowledge employees need to perform 
their jobs or improve their performance

Needs assessment the process of 
identifying and prioritizing the learning needs 
of employees

11-5
Performance appraisal the process of 
assessing how well employees are doing 
their jobs

Objective performance measures  
measures of job performance that are easily 
and directly counted or quantified

Subjective performance measures  
measures of job performance that require 
someone to judge or assess a worker’s 
performance

Behavior observation scales (BOSs)  
rating scales that indicate the frequency with 
which workers perform specific behaviors that 
are representative of the job dimensions critical 
to successful job performance

Rater training training performance 
appraisal raters in how to avoid rating errors 
and increase rating accuracy

360-degree feedback a performance 
appraisal process in which feedback is 
obtained from the boss, subordinates, peers 
and coworkers, and the employees themselves

11-6
Compensation the financial and 
nonfinancial rewards that organizations give 
employees in exchange for their work

Employee separation the voluntary or 
involuntary loss of an employee
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Chapter reVIeW
Managing Individuals and a Diverse Workforce

Key terms

12-1
Diversity a variety of demographic, 
cultural, and personal differences among an 
organization’s employees and customers

Affirmative action purposeful steps taken 
by an organization to create employment 
opportunities for minorities and women

12-2
Surface-level diversity differences such as 
age, sex, race/ethnicity, and physical disabilities 
that are observable, typically unchangeable, 
and easy to measure

Deep-level diversity differences such 
as personality and attitudes that are 
communicated through verbal and nonverbal 
behaviors and are learned only through 
extended interaction with others

Social integration the degree to which 
group members are psychologically attracted 
to working with each other to accomplish a 
common objective

Age discrimination treating people 
differently (for example, in hiring and firing, 
promotion, and compensation decisions) 
because of their age

Sex discrimination treating people 
differently because of their sex

Glass ceiling the invisible barrier that 
prevents women and minorities from 
advancing to the top jobs in organizations

Racial and ethnic discrimination  
treating people differently because of their 
race or ethnicity

Disability a mental or physical impairment 
that substantially limits one or more major life 
activities

Disability discrimination treating people 
differently because of their disabilities

12-3
Disposition the tendency to respond to 
situations and events in a predetermined manner

Personality the relatively stable set of 
behaviors, attitudes, and emotions displayed 
over time that makes people different from 
each other

Extraversion the degree to which someone 
is active, assertive, gregarious, sociable, 
talkative, and energized by others

Learn ing OutcOmes

12-1 (p. 247)
Describe diversity and explain why it matters. Diversity exists in organizations 
when there are demographic, cultural, and personal differences among the employees and 
the customers. A common misconception is that workplace diversity and affirmative action 
are the same. However, affirmative action is more narrowly focused on demographics; is 
required by law; and is used to punish companies that discriminate on the basis of race/
ethnicity, religion, sex, or national origin. By contrast, diversity is broader in focus (going 
beyond demographics); voluntary; more positive in that it encourages companies to value 
all kinds of differences; and, at this time, substantially less controversial than affirmative 
action. Affirmative action and diversity thus differ in purpose, practice, and the reactions 
they produce. Diversity also makes good business sense in terms of reducing costs 
(decreasing turnover and absenteeism and avoiding lawsuits), attracting and retaining 
talent, and driving business growth (improving marketplace understanding and promoting 
higher-quality problem solving).

12-2 (p. 250) 
Understand the special challenges that the dimensions of surface-level 
diversity pose for managers. Age, sex, race/ethnicity, and physical and mental 
disabilities are dimensions of surface-level diversity. Because those dimensions are (usually) 
easily observed, managers and workers tend to rely on them to form initial impressions and 
stereotypes. Sometimes this can lead to age, sex, racial/ethnic, or disability discrimination 
(that is, treating people differently) in the workplace. In general, older workers, women, 
people of color or different national origins, and people with disabilities are less likely to 
be hired or promoted than are white males. This disparity is often due to incorrect beliefs 
or stereotypes such as “job performance declines with age,” or “women aren’t willing 
to travel on business,” or “workers with disabilities aren’t as competent as able workers.” 
To reduce discrimination, companies can determine the hiring and promotion rates for 
different groups, train managers to make hiring and promotion decisions on the basis 
of specific criteria, and make sure that everyone has equal access to training, mentors, 
reasonable work accommodations, and assistive technology. Finally, companies need to 
designate a go-to person to whom employees can talk if they believe they have suffered 
discrimination.

12-3 (p. 257) 
Explain how the dimensions of deep-level diversity affect individual 
behavior and interactions in the workplace. Deep-level diversity matters 
because it can reduce prejudice, discrimination, and conflict while increasing social 
integration. It consists of dispositional and personality differences that can be 
recognized only through extended interaction with others. Research conducted in 
different cultures, settings, and languages indicates that there are five basic dimensions 
of personality: extraversion, emotional stability, agreeableness, conscientiousness, and 
openness to experience. Of these, conscientiousness is perhaps the most important 
because conscientious workers tend to be better performers on virtually any job. 
Extraversion is also related to performance in jobs that require significant interaction 
with others. 
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ii PART ONE

Emotional stability the degree to which 
someone is not angry, depressed, anxious, 
emotional, insecure, and excitable

Agreeableness the degree to which 
someone is cooperative, polite, flexible, 
forgiving, good-natured, tolerant, and trusting

Conscientiousness the degree to which 
someone is organized, hardworking, 
responsible, persevering, thorough, and 
achievement oriented

Openness to experience the degree to 
which someone is curious, broad-minded, and 
open to new ideas, things, and experiences; 
is spontaneous; and has a high tolerance for 
ambiguity

12-4
Organizational plurality a work 
environment where (1) all members are 
empowered to contribute in a way that 
maximizes the benefits to the organization, 
customers, and themselves, and (2) the 
individuality of each member is respected 
by not segmenting or polarizing people on 
the basis of their membership in a particular 
group

Skills-based diversity training training 
that teaches employees the practical 
skills they need for managing a diverse 
workforce, such as flexibility and adaptability, 
negotiation, problem solving, and conflict 
resolution 

Awareness training training that is 
designed to raise employees’ awareness 
of diversity issues and to challenge the 
underlying assumptions or stereotypes they 
may have about others

Diversity audits formal assessments 
that measure employee and management 
attitudes, investigate the extent to which 
people are advantaged or disadvantaged with 
respect to hiring and promotions, and review 
companies’ diversity-related policies and 
procedures

Diversity pairing a mentoring program 
in which people of different cultural 
backgrounds, sexes, or races/ethnicities are 
paired together to get to know each other and 
change stereotypical beliefs and attitudes

12-4 (p. 259) 
Explain the basic principles and practices that can be used to manage 
diversity. The three paradigms for managing diversity are the discrimination and fairness 
paradigm (equal opportunity, fair treatment, strict compliance with the law), the access and 
legitimacy paradigm (matching internal diversity to external diversity), and the learning 
and effectiveness paradigm (achieving organizational plurality by integrating deep-
level diversity into the work of the organization). Unlike the other paradigms that focus 
on surface-level differences, the learning and effectiveness paradigm values common 
ground, distinguishes between individual and group differences, minimizes conflict and 
divisiveness, and focuses on bringing different talents and perspectives together. What 
principles can companies use when managing diversity? Follow and enforce federal and 
state laws regarding equal employment opportunity. Treat group differences as important 
but not special. Find the common ground. Tailor opportunities to individuals, not groups. 
Solicit negative as well as positive feedback. Set high but realistic goals. The two types 
of diversity training are awareness training and skills-based diversity training. Companies 
also manage diversity through diversity audits and diversity pairing and by having top 
executives experience what it is like to be in the minority.
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Diversity  
Paradigm Focus

Success  
Measured By Benefits Limitations

Discrimination & 
Fairness

Equal opportunity

Fair treatment

Recruitment of 
minorities

Strict compliance 
with laws

Recruitment, 
promotion, and 
retention goals for 
underrepresented 
groups

Fairer treatment

Increased demo-
graphic diversity

Focus on surface-
level diversity

Access &  
Legitimacy

Acceptance and 
celebration of 
differences

Diversity in 
company matches 
diversity of primary 
stakeholders

Establishes a 
clear business 
reason for 
diversity

Focus on surface-
level diversity

Learning &  
Effectiveness

Integrating deep-
level differences 
into organization

Valuing people on 
the basis of indi-
vidual knowledge, 
skills, and abilities

Values common 
ground

Distinction be-
tween individual 
and group differ-
ences

Less conflict, 
backlash, and 
divisiveness

Bringing differ-
ent talents and 
perspectives 
together

Focus on deep-
level diversity, 
which is more dif-
ficult to measure 
and quantify

paradigms for managing Diversity
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Chapter reVIeW
Motivation

Key terms

13-1
Motivation the set of forces that initiates, 
directs, and makes people persist in their 
efforts to accomplish a goal

Needs the physical or psychological 
requirements that must be met to ensure 
survival and well-being

Extrinsic reward a reward that is tangible, 
visible to others, and given to employees 
contingent on the performance of specific 
tasks or behaviors 

Intrinsic reward a natural reward associated 
with performing a task or activity for its own sake

13-2
Equity theory a theory that states that 
people will be motivated when they perceive 
that they are being treated fairly

Inputs in equity theory, the contributions 
employees make to the organization

Outcomes in equity theory, the rewards 
employees receive for their contributions to 
the organization

Referents in equity theory, others with whom 
people compare themselves to determine if 
they have been treated fairly

Outcome/input (O/I) ratio in equity theory, 
an employee’s perception of how the rewards 
received from an organization compare 
with the employee’s contributions to that 
organization

Underreward a form of inequity in which you 
are getting fewer outcomes relative to inputs 
than your referent is getting 

Overreward a form of inequity in which you 
are getting more outcomes relative to inputs 
than your referent

Distributive justice the perceived degree 
to which outcomes and rewards are fairly 
distributed or allocated

Procedural justice the perceived fairness 
of the process used to make reward allocation 
decisions

13-3
Expectancy theory the theory that people 
will be motivated to the extent to which they 
believe that their efforts will lead to good 
performance, that good performance will 
be rewarded, and that they will be offered 
attractive rewards

Learn ing OutcOmes

13-1 (p. 267) 
Explain the basics of motivation. Motivation is the set of forces that initiates, 
directs, and makes people persist in their efforts over time to accomplish a goal. Managers 
often confuse motivation and performance, but job performance is a multiplicative 
function of motivation times ability times situational constraints. Needs are the physical or 
psychological requirements that must be met to ensure survival and well-being. Different 
motivational theories (Maslow’s Hierarchy of Needs, Alderfer’s ERG Theory, and McClelland’s 
Learned Needs Theory) specify a number of different needs. However, studies show that 
there are only two general kinds of needs: lower-order needs and higher-order needs. Both 
extrinsic and intrinsic rewards motivate people. 

13-2 (p. 272) 
Use equity theory to explain how employees’ perceptions of fairness 
affect motivation. The basic components of equity theory are inputs, outcomes, and 
referents. After an internal comparison in which employees compare their outcomes to 
their inputs, they then make an external comparison in which they compare their O/I ratio 
with the O/I ratio of a referent, a person who works in a similar job or is otherwise similar. 
When their O/I ratio is equal to the referent’s O/I ratio, employees perceive that they are 
being treated fairly. But, when their O/I ratio is lower than or higher than their referent’s O/I 
ratio, they perceive that they have been treated inequitably or unfairly. There are two kinds 
of inequity: underreward and overreward. Underreward, which occurs when a referent’s 
O/I ratio is higher than the employee’s O/I ratio, leads to anger or frustration. Overreward, 
which occurs when a referent’s O/I ratio is lower than the employee’s O/I ratio, can lead to 
guilt but only when the level of overreward is extreme. 

13-3 (p. 276) 
Use expectancy theory to describe how workers’ expectations about 
rewards, effort, and the link between rewards and performance influence 
motivation. Expectancy theory holds that three factors affect the conscious choices 
people make about their motivation: valence, expectancy, and instrumentality. Expectancy 
theory holds that all three factors must be high for people to be highly motivated. If any 
one of these factors declines, overall motivation will decline, too. 

13-4 (p. 279) 
Explain how reinforcement theory works and how it can be used to 
motivate. Reinforcement theory says that behavior is a function of its consequences. 
Reinforcement has two parts: reinforcement contingencies and schedules of reinforcement. 
The four kinds of reinforcement contingencies are positive reinforcement and negative 
reinforcement, which strengthen behavior, and punishment and extinction, which weaken 
behavior. There are two kinds of reinforcement schedules, continuous and intermittent; 
intermittent schedules, in turn, can be divided into fixed and variable interval schedules 
and fixed and variable ratio schedules. 

13-5 (p. 284) 
Describe the components of goal-setting theory and how managers can 
use them to motivate workers. A goal is a target, objective, or result that someone 
tries to accomplish. Goal-setting theory says that people will be motivated to the extent 
to which they accept specific, challenging goals and receive feedback that indicates their 
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ii PART ONE

Valence the attractiveness or desirability of a 
reward or outcome

Expectancy the perceived relationship 
between effort and performance

Instrumentality the perceived relationship 
between performance and rewards

13-4
Reinforcement theory the theory that 
behavior is a function of its consequences, 
that behaviors followed by positive 
consequences will occur more frequently, 
and that behaviors followed by negative 
consequences, or not followed by positive 
consequences, will occur less frequently

Reinforcement the process of changing 
behavior by changing the consequences that 
follow behavior

Reinforcement contingencies cause-
and-effect relationships between the 
performance of specific behaviors and specific 
consequences

Schedule of reinforcement rules that 
specify which behaviors will be reinforced, 
which consequences will follow those 
behaviors, and the schedule by which those 
consequences will be delivered

Positive reinforcement reinforcement that 
strengthens behavior by following behaviors 
with desirable consequences

Negative reinforcement reinforcement 
that strengthens behavior by withholding an 
unpleasant consequence when employees 
perform a specific behavior

Punishment reinforcement that weakens 
behavior by following behaviors with 
undesirable consequences

Extinction reinforcement in which a 
positive consequence is no longer allowed to 
follow a previously reinforced behavior, thus 
weakening the behavior

Continuous reinforcement schedule a 
schedule that requires a consequence to be 
administered following every instance of a 
behavior

Intermittent reinforcement schedule a 
schedule in which consequences are delivered 
after a specified or average time has elapsed 
or after a specified or average number of 
behaviors has occurred

Fixed interval reinforcement schedule an 
intermittent schedule in which consequences 
follow a behavior only after a fixed time has 
elapsed

Variable interval reinforcement 
schedule an intermittent schedule in 
which the time between a behavior and 
the following consequences varies around a 
specified average

Fixed ratio reinforcement schedule an 
intermittent schedule in which consequences 

progress toward goal achievement. The basic components of goal-setting theory are goal 
specificity, goal difficulty, goal acceptance, and performance feedback. Goal specificity 
is the extent to which goals are detailed, exact, and unambiguous. Goal difficulty is the 
extent to which a goal is hard or challenging to accomplish. Goal acceptance is the extent 
to which people consciously understand and agree to goals. Performance feedback is 
information about the quality or quantity of past performance and indicates whether 
progress is being made toward the accomplishment of a goal. 

13-6 (p. 287) 
Discuss how the entire motivation model can be used to motivate workers.

chapter reView 13

accept specific, challenging goals and receive 
feedback that indicates their progress toward 
goal achievement

Goal specificity the extent to which goals 
are detailed, exact, and unambiguous

Goal difficulty the extent to which a goal is 
hard or challenging to accomplish

Goal acceptance the extent to which people 
consciously understand and agree to goals

Performance feedback information about 
the quality or quantity of past performance 
that indicates whether progress is being made 
toward the accomplishment of a goal

are delivered following a specific number of 
behaviors

Variable ratio reinforcement schedule an 
intermittent schedule in which consequences 
are delivered following a different number of 
behaviors, sometimes more and sometimes 
less, that vary around a specified average 
number of behaviors

13-5
Goal a target, objective, or result that 
someone tries to accomplish

Goal-setting theory the theory that people 
will be motivated to the extent to which they 

www.cengagebrain.cOm

motivating with the integrated model
Motivating with Managers should . . .

The Basics  ● Ask people what their needs are.
 ● Satisfy lower-order needs first.
 ● Expect people’s needs to change.
 ● As needs change and lower-order needs are satisfied, satisfy 

higher-order needs by looking for ways to allow employees 
to experience intrinsic rewards.

Equity Theory  ● Look for and correct major inequities.
 ● Reduce employees’ inputs.
 ● Make sure decision-making processes are fair.

Expectancy Theory  ● Systematically gather information to find out what employ-
ees want from their jobs.

 ● Take specific steps to link rewards to individual performance 
in a way that is clear and understandable to employees.

 ● Empower employees to make decisions if management really 
wants them to believe that their hard work and efforts will 
lead to good performance.

Reinforcement 
Theory

 ● Identify, measure, analyze, intervene, and evaluate critical 
performance-related behaviors.

 ● Don’t reinforce the wrong behaviors.
 ● Correctly administer punishment at the appropriate time.
 ● Choose the simplest and most effective schedules of rein-

forcement.

Goal-Setting Theory  ● Assign specific, challenging goals.
 ● Make sure workers truly accept organizational goals.
 ● Provide frequent, specific, performance-related feedback.
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Chapter reVIeW
Leadership

Key terms

14-1
Leadership the process of influencing others 
to achieve group or organizational goals

14-2
Trait theory a leadership theory that holds 
that effective leaders possess a similar set of 
traits or characteristics

Traits relatively stable characteristics, such as 
abilities, psychological motives, or consistent 
patterns of behavior

Initiating structure the degree to which 
a leader structures the roles of followers 
by setting goals, giving directions, setting 
deadlines, and assigning tasks

Consideration the extent to which a leader 
is friendly, approachable, and supportive and 
shows concern for employees

14-3
Leadership style the way a leader generally 
behaves toward followers

Contingency theory a leadership theory 
states that to maximize work group performance, 
leaders must be matched to the situation that 
best fits their leadership style

Situational favorableness the degree to 
which a particular situation either permits or 
denies a leader the chance to influence the 
behavior of group members

Leader-member relations the degree to 
which followers respect, trust, and like their 
leaders

Task structure the degree to which the 
requirements of a subordinate’s tasks are clearly 
specified

Position power the degree to which leaders 
are able to hire, fire, reward, and punish workers

14-4
Path-goal theory a leadership theory that states 
that leaders can increase subordinate satisfaction 
and performance by clarifying and clearing the 
paths to goals and by increasing the number and 
kinds of rewards available for goal attainment

Directive leadership a leadership style 
in which the leader lets employees know 
precisely what is expected of them, gives 
them specific guidelines for performing tasks, 
schedules work, sets standards of performance, 
and makes sure that people follow standard 
rules and regulations

Learn ing OutcOmes

14-1 (p. 289) 
Explain what leadership is. Management is getting work done through others; 
leadership is the process of influencing others to achieve group or organizational goals. 
Leaders are different from managers. The primary difference is that leaders are concerned with 
doing the right thing, while managers are concerned with doing things right. Organizations 
need both managers and leaders. But, in general, companies are overmanaged and underled. 

14-2 (p. 290) 
Describe who leaders are and what effective leaders do. Trait theory says that 
effective leaders possess traits or characteristics that differentiate them from nonleaders. 
Those traits are drive, the desire to lead, honesty/integrity, self-confidence, emotional 
stability, cognitive ability, and knowledge of the business. These traits alone aren’t enough 
for successful leadership; leaders who have many or all of them must also behave in ways 
that encourage people to achieve group or organizational goals. Two key leader behaviors 
are initiating structure, which improves subordinate performance, and consideration, which 
improves subordinate satisfaction. There is no ideal combination of these behaviors. The best 
leadership style depends on the situation.

14-3 (p. 294) 
Explain Fiedler’s contingency theory. Fiedler’s contingency theory assumes 
that leaders are effective when their work groups perform well, that leaders are unable 
to change their leadership styles, that leadership styles must be matched to the proper 
situations, and that favorable situations permit leaders to influence group members. 
According to the Least Preferred Coworker (LPC) scale, there are two basic leadership 
styles. People who describe their LPC in a positive way have a relationship-oriented 
leadership style. By contrast, people who describe their LPC in a negative way have a 
task-oriented leadership style. Situational favorableness, which occurs when leaders 
can influence followers, is determined by leader-member relations, task structure, and 
position power. In general, relationship-oriented leaders with high LPC scores are better 
leaders under moderately favorable situations, whereas task-oriented leaders with low LPC 
scores are better leaders in highly favorable and highly unfavorable situations. Because 
Fiedler assumes that leaders are incapable of changing their leadership styles, the key is 
to accurately measure and match leaders to situations or to teach leaders how to change 
situational factors. Though matching or placing leaders in appropriate situations works 
well, reengineering situations to fit leadership styles doesn’t because the complexity of the 
model makes it difficult for people to understand.

14-4 (p. 298) 
Describe how path-goal theory works. Path-goal theory states that leaders can 
increase subordinate satisfaction and performance by clarifying and clearing the paths to 
goals and by increasing the number and kinds of rewards available for goal attainment. For 
this to work, however, leader behavior must be a source of immediate or future satisfaction 
for followers and must complement and not duplicate the characteristics of followers’ work 
environments. In contrast to Fiedler’s contingency theory, path-goal theory assumes that 
leaders can and do change their leadership styles (directive, supportive, participative, and 
achievement-oriented), depending on their subordinates (experience, perceived ability, 
and internal or external locus of control) and the environment in which those subordinates 
work (task structure, formal authority system, and primary work group).

14

www.cengagebrain.cOm

61592_RC_15_rev02.indd   1 14/10/15   11:02 am

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ii PART ONE

Supportive leadership a leadership style in 
which the leader is friendly and approachable 
to employees, shows concern for employees 
and their welfare, treats them as equals, and 
creates a friendly climate

Participative leadership a leadership style 
in which the leader consults employees for 
their suggestions and input before making 
decisions

Achievement-oriented leadership  
a leadership style in which the leader sets 
challenging goals, has high expectations 
of employees, and displays confidence that 
employees will assume responsibility and put 
forth extraordinary effort

14-5
Normative decision theory a theory 
that suggests how leaders can determine 
an appropriate amount of employee 
participation when making decisions

14-6
Strategic leadership the ability to 
anticipate, envision, maintain flexibility, think 
strategically, and work with others to initiate 
changes that will create a positive future for an 
organization

Visionary leadership leadership that 
creates a positive image of the future that 
motivates organizational members and 
provides direction for future planning and 
goal setting

Charismatic leadership the behavioral 
tendencies and personal characteristics of 
leaders that create an exceptionally strong 
relationship between them and their followers

Ethical charismatics charismatic leaders 
who provide developmental opportunities for 
followers, are open to positive and negative 
feedback, recognize others’ contributions, 
share information, and have moral standards 
that emphasize the larger interests of the 
group, organization, or society

Unethical charismatics charismatic leaders 
who control and manipulate followers, do 
what is best for themselves instead of their 
organizations, want to hear only positive 
feedback, share only information that is 
beneficial to themselves, and have moral 
standards that put their interests before 
everyone else’s

Transformational leadership leadership 
that generates awareness and acceptance 
of a group’s purpose and mission and gets 
employees to see beyond their own needs 
and self-interests for the good of the group

Transactional leadership leadership based 
on an exchange process in which followers 
are rewarded for good performance and 
punished for poor performance

14-5 (p. 301)
Explain the normative decision theory. The normative decision theory helps leaders 
decide how much employee participation should be used when making decisions. Using the 
right degree of employee participation improves the quality of decisions and the extent to 
which employees accept and are committed to decisions. The theory specifies five different 
decision styles or ways of making decisions: autocratic decisions (AI or AII), consultative 
decisions (CI or CII), and group decisions (GII). The theory improves decision quality via decision 
rules concerning quality, leader information, subordinate information, goal congruence, and 
problem structure. The theory improves employee commitment and acceptance via decision 
rules related to commitment probability, subordinate conflict, and commitment requirement. 
These decision rules help leaders improve decision quality and follower acceptance and 
commitment by eliminating decision styles that don’t fit the decision or situation the group 
or organization is facing. Normative decision theory operationalizes these decision rules in the 
form of yes/no questions, as shown in the decision tree displayed in Exhibit 14.8.

14-6 (p. 305) 
Explain how visionary leadership (that is, charismatic or transformational) 
helps leaders achieve strategic leadership. Strategic leadership requires visionary 
leadership, which can be charismatic or transformational. Visionary leadership creates a 
positive image of the future that motivates organizational members and provides direction 
for future planning and goal setting. Charismatic leaders have strong, confident, dynamic 
personalities that attract followers, enable the leader to create strong bonds, and inspire 
followers to accomplish the leader’s vision. Followers of ethical charismatic leaders work 
harder, are more committed and satisfied, are better performers, and are more likely to trust 
their leaders. Followers can be just as supportive and committed to unethical charismatics, 
but these leaders can pose a tremendous risk for companies. Unethical charismatics control 
and manipulate followers and do what is best for themselves instead of their organizations. 
Transformational leadership goes beyond charismatic leadership by generating awareness 
and acceptance of a group’s purpose and mission and by getting employees to see beyond 
their own needs and self-interests for the good of the group. The four components of 
transformational leadership are charismatic leadership or idealized influence, inspirational 
motivation, intellectual stimulation, and individualized consideration.

chapter reView 14
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Exhibit 14.8

normative Decision theory tree for Determining the Level of participation  
in Decision making

Source: Figure 9.3, Decision-Process Flow Chart for Both Individual and Group Problems, from Leadership and Decision-Making (Pittsburgh: University of Pittsburgh 
Press, 1973), by V. H. Vroom and P. W. Yetton.
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Chapter reVIeW
Managing Communication

Key terms

15-1
Communication the process of transmitting 
information from one person or place to another

Perception the process by which individuals 
attend to, organize, interpret, and retain 
information from their environments

Perceptual filters the personality-, 
psychology-, or experience-based differences 
that influence people to ignore or pay 
attention to particular stimuli

Selective perception the tendency to notice 
and accept objects and information consistent 
with our values, beliefs, and expectations, 
while ignoring or screening out inconsistent 
information

Closure the tendency to fill in gaps of missing 
information by assuming that what we don’t 
know is consistent with what we already know

Attribution theory the theory that we all 
have a basic need to understand and explain 
the causes of other people’s behavior

Defensive bias the tendency for people 
to perceive themselves as personally and 
situationally similar to someone who is having 
difficulty or trouble

Fundamental attribution error the 
tendency to ignore external causes of behavior 
and to attribute other people’s actions to 
internal causes

Self-serving bias the tendency to overestimate 
our value by attributing successes to ourselves 
(internal causes) and attributing failures to others 
or the environment (external causes)

15-2
Encoding putting a message into a 
written, verbal, or symbolic form that can be 
recognized and understood by the receiver

Decoding the process by which the receiver 
translates the written, verbal, or symbolic form 
of a message into an understood message

Feedback to sender in the communication 
process, a return message to the sender that 
indicates the receiver’s understanding of the 
message

Noise anything that interferes with the 
transmission of the intended message

Jargon vocabulary particular to a profession 
or group that interferes with communication in 
the workplace

Learn ing OutcOmes

15-1 (p. 311)
Explain the role that perception plays in communication and 
communication problems. Perception is the process by which people attend to, 
organize, interpret, and retain information from their environments. Perception is not a 
straightforward process. Because of perceptual 
filters such as selective perception and closure, 
people exposed to the same information 
or stimuli often end up with very different 
perceptions and understandings. Perception-
based differences can also lead to differences 
in the attributions (internal or external) that 
managers and workers make when explaining 
workplace behavior. In general, workers are 
more likely to explain behavior from a defensive 
bias, in which they attribute problems 
to external causes (that is, the situation). 
Managers, on the other hand, tend to commit 
the fundamental attribution error, attributing 
problems to internal causes (that is, the worker 
made a mistake or error). Consequently, when 
things go wrong, it’s common for managers 
to blame workers and for workers to blame 
the situation or context in which they do their 
jobs. Finally, this problem is compounded by a 
self-serving bias that leads people to attribute 
successes to internal causes and failures to 
external causes. So, when workers receive 
negative feedback from managers, they may 
become defensive and emotional and not 
hear what their managers have to say. In short, perceptions and attributions represent a 
significant challenge to effective communication and understanding in organizations.

15-2 (p. 315) 
Describe the communication process and the various kinds of 
communication in organizations. Organizational communication depends on 
the communication process, formal and informal communication channels, one-on-
one communication, and nonverbal communication. The major components of the 
communication process are the sender, the receiver, noise, and feedback. Senders often 
mistakenly assume that they can pipe their intended messages directly into receivers’ 
heads with perfect clarity. Formal communication channels such as downward, upward, 
and horizontal communication carry organizationally approved messages and information. 
By contrast, the informal communication channel, called the grapevine, arises out of curiosity 
and is carried out through gossip or cluster chains. There are two kinds of one-on-one 
communication. Coaching is used to improve on-the-job performance, while counseling is 
used to communicate about nonjob-related issues affecting job performance. Nonverbal 
communication, such as kinesics and paralanguage, accounts for as much as 93 percent of 
the transmission of a message’s content. 

15
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Exhibit 15.1
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ii PART ONE

Formal communication channel the system 
of official channels that carry organizationally 
approved messages and information

Downward communication  
communication that flows from higher to 
lower levels in an organization

Upward communication  
communication that flows from lower to 
higher levels in an organization

Horizontal communication  
communication that flows among 
managers and workers who are at the same 
organizational level

Informal communication channel 
(grapevine) the transmission of messages 
from employee to employee outside of formal 
communication channels

Coaching communicating with someone for 
the direct purpose of improving the person’s 
on-the-job performance or behavior

Counseling communicating with someone 
about non-job-related issues that may be 
affecting or interfering with the person’s 
performance

Nonverbal communication any 
communication that doesn’t involve words

Kinesics movements of the body and face

Paralanguage the pitch, rate, tone, volume, 
and speaking pattern (that is, use of silences, 
pauses, or hesitations) of one’s voice

15-3
Communication medium the method used 
to deliver an oral or written message

Hearing the act or process of perceiving 
sounds

Listening making a conscious effort to hear

Active listening assuming half the 
responsibility for successful communication 
by actively giving the speaker nonjudgmental 
feedback that shows you’ve accurately heard 
what he or she said

Empathetic listening understanding the 
speaker’s perspective and personal frame of 
reference and giving feedback that conveys 
that understanding to the speaker

Destructive feedback feedback that 
disapproves without any intention of being 
helpful and almost always causes a negative 
or defensive reaction in the recipient

Constructive feedback feedback intended 
to be helpful, corrective, and/or encouraging

15-4
Online discussion forums the in-house 
equivalent of Internet newsgroups. By using 
web- or software-based discussion tools that 
are available across the company, employees 
can easily ask questions and share knowledge 
with each other

chaPter reView 15
Exhibit 15.3
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15-3 (p. 322) 
Explain how managers can manage effective one-on-one communication.  
One-on-one communication can be managed by choosing the right communication 
medium, being a good listener, and giving effective feedback. Managers generally prefer oral 
communication because it provides the opportunity to ask questions and assess nonverbal 
communication. Oral communication is best suited to complex, ambiguous, or emotionally 
laden topics. Written communication is best suited for delivering straightforward messages 
and information. Listening is important for managerial success, but most people are terrible 
listeners. To improve your listening skills, choose to be an active listener (clarify responses, 
paraphrase, and summarize) and an empathetic listener (show your desire to understand, 
reflect feelings). Feedback can be constructive or destructive. To be constructive, feedback 
must be immediate, focused on specific behaviors, and problem-oriented. 

15-4 (p. 327)
Describe how managers can manage effective organization-wide 
communication. Managers need methods for managing organization-wide 
communication and for making themselves accessible so that they can hear what 
employees throughout their organizations are feeling and thinking. Email, collaborative 
discussion sites, televised/videotaped speeches and conferences, and broadcast voice mail 
make it much easier for managers to improve message transmission and get the message 
out. By contrast, anonymous company hotlines, survey feedback, frequent informal 
meetings, town halls and surprise visits help managers avoid organizational silence and 
improve reception by giving them the opportunity to hear what others in the organization 
think and feel. Monitoring internal and external blogs is another way to find out what 
people are saying and thinking about your organization.

www.cengagebrain.cOm

Televised/videotaped speeches and 
meetings speeches and meetings originally 
made to a smaller audience that are either 
simultaneously broadcast to other locations 
in the company or videotaped for subsequent 
distribution and viewing

Organizational silence when employees 
withhold information about organizational 
problems or issues

Company hotlines phone numbers that 
anyone in the company can call anonymously 
to leave information for upper management

Survey feedback information that is 
collected by surveys from organizational 
members and then compiled, disseminated, 
and used to develop action plans for 
improvement

Blog a personal website that provides 
personal opinions or recommendations, news 
summaries, and reader comments
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Chapter reVIeW
Control

Key terms

16-1
Control a regulatory process of establishing 
standards to achieve organizational goals, 
comparing actual performance against the 
standards, and taking corrective action when 
necessary

Standards a basis of comparison for 
measuring the extent to which various kinds of 
organizational performance are satisfactory or 
unsatisfactory

Benchmarking the process of identifying 
outstanding practices, processes, and 
standards in other companies and adapting 
them to your company

Cybernetic the process of steering or 
keeping on course

Feedback control a mechanism for gathering 
information about performance deficiencies after 
they occur

Concurrent control a mechanism for gathering 
information about performance deficiencies as 
they occur, thereby eliminating or shortening the 
delay between performance and feedback

Feedforward control a mechanism for 
monitoring performance inputs rather than 
outputs to prevent or minimize performance 
deficiencies before they occur

Control loss the situation in which behavior 
and work procedures do not conform to 
standards

Regulation costs the costs associated with 
implementing or maintaining control

Cybernetic feasibility the extent to which 
it is possible to implement each step in the 
control process

16-2
Bureaucratic control the use of hierarchical 
authority to influence employee behavior 
by rewarding or punishing employees 
for compliance or noncompliance with 
organizational policies, rules, and procedures

Objective control the use of observable 
measures of worker behavior or outputs to 
assess performance and influence behavior

Behavior control the regulation of the 
behaviors and actions that workers perform 
on the job

Output control the regulation of workers’ 
results or outputs through rewards and 
incentives

Learn ing OutcOmes

16-1 (p. 333) 
Describe the basic control process. The control process begins by setting 
standards and then measuring performance and comparing performance to the 
standards. The better a 
company’s information and 
measurement systems, the 
easier it is to make these 
comparisons. The control 
process continues by 
identifying and analyzing 
performance deviations 
and then developing and 
implementing programs for 
corrective action. Control 
is a continuous, dynamic, 
cybernetic process, not 
a one-time achievement 
or result. Control requires 
frequent managerial 
attention. The three basic 
control methods are 
feedback control (after-
the-fact performance 
information), concurrent 
control (simultaneous 
performance information), 
and feedforward control 
(preventive performance 
information). Control has regulation costs and unanticipated consequences and therefore 
isn’t always worthwhile or possible.

16-2 (p. 337) 
Discuss the various methods that managers can use to maintain 
control. There are five methods of control: bureaucratic, objective, normative, concertive, 
and self-control (self-management). Bureaucratic and objective controls are top down, 
management based, and measurement based. Normative and concertive controls 
represent shared forms of control because they evolve from company-wide or team-based 
beliefs and values. Self-control, or self-management, is a control system in which managers 
and workers control their own behavior.

Bureaucratic control is based on organizational policies, rules, and procedures. Objective 
control is based on reliable measures of behavior or outputs. Normative control is based 
on strong corporate beliefs and careful hiring practices. Concertive control is based on the 
development of values, beliefs, and rules in autonomous work groups. Self-control is based 
on individuals setting their own goals, monitoring themselves, and rewarding or punishing 
themselves with respect to goal achievement.

Each of these control methods may be more or less appropriate depending on the 
circumstances.  

16
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Exhibit 16.1
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Source: From Business Horizons, June 1972, H. Koontz and R. W. 
Bradspies, “Managing through Feedforward Control: A Future 
Directed View,” pp. 25–36.
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ii PART ONE

Normative control the regulation of 
workers’ behavior and decisions through 
widely shared organizational values and 
beliefs

Concertive control the regulation of 
workers’ behavior and decisions through work 
group values and beliefs

Self-control (self-management) a 
control system in which managers and 
workers control their own behavior by 
setting their own goals, monitoring their own 
progress, and rewarding themselves for goal 
achievement

16-3
Balanced scorecard measurement of 
organizational performance in four equally 
important areas: finances, customers, internal 
operations, and innovation and learning

Suboptimization performance 
improvement in one part of an organization 
but only at the expense of decreased 
performance in another part

Cash flow analysis a type of analysis that 
predicts how changes in a business will affect 
its ability to take in more cash than it pays out

Balance sheets accounting statements that 
provide a snapshot of a company’s financial 
position at a particular time

Income statements accounting statements, 
also called “profit and loss statements,” that 
show what has happened to an organization’s 
income, expenses, and net profit over a period 
of time

Financial ratios calculations typically used 
to track a business’s liquidity (cash), efficiency, 
and profitability over time compared to other 
businesses in its industry

Budgets quantitative plans through which 
managers decide how to allocate available 
money to best accomplish company goals

Economic value added (EVA) the amount 
by which company profits (revenues, minus 
expenses, minus taxes) exceed the cost of 
capital in a given year

Customer defections a performance 
assessment in which companies identify 
which customers are leaving and measure the 
rate at which they are leaving

Value customer perception that the product 
quality is excellent for the price offered

16-3 (p. 341) 
Describe the behaviors, processes, and outcomes that today’s managers 
are choosing to control in their organizations. Deciding what to control is 
just as important as deciding whether to control or how to control. In most companies, 
performance is measured using financial measures alone. However, the balanced 
scorecard encourages managers to measure and control company performance from 
four perspectives: financial, customer, internal, and innovation and learning. Traditionally, 
financial control has been achieved through cash flow analysis, balance sheets, income 
statements, financial ratios, and budgets. (For a refresher on these traditional financial 
control tools, see the Financial Review Card.) Another way to measure and control financial 
performance is to evaluate economic value added (EVA). Unlike traditional financial 
measures, EVA helps managers assess whether they are performing well enough to pay 
the cost of the capital needed to run the business. Instead of using customer satisfaction 
surveys to measure performance, companies should pay attention to customer defections, 
as customers who leave are more likely to speak up about what the company is doing 
wrong. From the internal perspective, performance is often measured in terms of quality, 
which is defined in three ways: excellence, value, and conformance to specifications. 
Sustainability has become an important part of innovation and learning in companies. The 
four levels of sustainability are waste prevention and reduction, recycling and reuse, waste 
treatment, and waste disposal.

chaPter reView 16
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Exhibit 16.5

advantages and Disadvantages of Different measures of Quality
Quality Measure Advantages Disadvantages

Excellence Promotes clear organizational vision. Provides little practical guidance for managers.

Being/providing the “best” motivates and inspires 
managers and employees. Excellence is ambiguous. What is it? Who defines it?

Value
Appeals to customers who know excellence “when 
they see it.” Difficult to measure and control.

Customers recognize differences in value. Can be difficult to determine what factors influence whether 
a product/service is seen as having value.

Easier to measure and compare whether products/
services differ in value.

Controlling the balance between excellence and cost (that is, 
affordable excellence) can be difficult.

Conformance to
Specifications

If specifications can be written, conformance to 
specifications is usually measurable.

Many products/services cannot be easily evaluated in terms 
of conformance to specifications.

Should lead to increased efficiency. Promotes standardization, so may hurt performance when 
adapting to changes is more important.

Promotes consistency in quality. May be less appropriate for services, which are dependent on 
a high degree of human contact.

Source: Briar Cliff Manor, NY, 10510-8020; C. A. Reeves and D. A. Bednar, “Defining Quality: Alternatives and Implications,” Academy of Management Review 19 (1994): 419–445. 
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Steps for a Basic Cash Flow Analysis
1. Forecast sales (steady, up, or down).

2. Project changes in anticipated cash inflows (as a result of changes).

3. Project anticipated cash outflows (as a result of changes).

4. Project net cash flows by combining anticipated cash inflows and outflows.

Parts of a Basic Balance Sheet (Assets 5 Liabilities 1 Owner’s Equity)
1. Assets
 a. Current assets (cash, short-term investment, marketable securities, accounts receivable, and so on)
 b. Fixed assets (land, buildings, machinery, equipment, and so on)

2. Liabilities
 a. Current liabilities (accounts payable, notes payable, taxes payable, and so on)
 b. Long-term liabilities (long-term debt, deferred income taxes, and so on)

3. Owner’s Equity
 a. Preferred stock and common stock
 b. Additional paid-in capital
 c. Retained earnings

Basic Income Statement
SALES REVENUE

2 sales returns and allowances
1 other income
5 NET REVENUE
2 cost of goods sold (beginning inventory, costs of goods purchased, ending inventory)
5 GROSS PROFIT
2 total operating expenses (selling, general, and administrative expenses)
5 INCOME FROM OPERATIONS
2 interest expense
5 PRETAX INCOME
2 income taxes
5 NET INCOME

basic accounting Tools for controlling Financial Performance

Revenue Budgets—used to project or forecast future sales.  ● Accuracy of projection depends on economy, competitors, sales force estimates,  and so on
 ● Determined by estimating future sales volume and sales prices for all products and services.

Expense Budgets—used within departments and divisions to determine how 
much will be spent on various supplies, projects, or activities.

 ● One of the first places that companies look for cuts when trying to lower expenses.

Profit Budgets—used by profit centers, which have “profit and loss” responsibility.  ● Profit budgets combine revenue and expense budgets into one budget.
 ● Typically used in large businesses with multiple plants and divisions.

Cash Budgets—used to forecast how much cash a company will have on hand to 
meet expenses.

 ● Similar to cash-flow analyses.
 ● Used to identify cash shortfalls, which must be covered to pay bills, or cash excesses, which 

should be invested for a higher return.

Capital Expenditure Budgets—used to forecast large, long-lasting investments 
in equipment, buildings, and property.

 ● Help managers identify funding that will be needed to pay for future expansion or strategic 
moves designed to increase competitive advantage.

Variable Budgets—used to project costs across varying levels of sales and 
revenues.

 ● Important because it is difficult to accurately predict sales revenue and volume.
 ● Lead to more accurate budgeting with respect to labor, materials, and administrative 

expenses, which vary with sales volume and revenues.
 ● Build flexibility into the budgeting process.

common Kinds of budgets
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ii PART ONE

Ratios Formula What It Means When to Use

Liquidity Ratios

Current 
Ratio

  Current Assets  ______________  
Current Liabilities

   ● Whether you have enough assets on hand to pay for 
short-term bills and obligations. 

 ● Higher is better.
 ● Recommended level is two times as many current 

assets as current liabilities.

 ● Track monthly and quarterly.
 ● Basic measure of your company’s health.

Quick (Acid  
Test) Ratio   

 (Current Assets 2          
Inventories)

  
  _______________  

Current Liabilities 
  

 ● Stricter than current ratio. 
 ● Whether you have enough (that is, cash) to pay short-

term bills and obligations. 
 ● Higher is better. 
 ● Recommended level is one or higher. 

 ● Track monthly.
 ● Also calculate quick ratio with potential 

customers to evaluate whether they’re 
likely to pay you in a timely manner.

Leverage Ratios

Debt to  
Equity 

  Total Liabilities  ____________ 
Total Equity 

   ● Indicates how much the company is leveraged (in 
debt) by comparing what is owed (liabilities) to what 
is owned (equity). 

 ● Lower is better. A high debt-to-equity ratio could 
indicate that the company has too much debt.

 ● Recommended level depends on industry.

 ● Track monthly.
 ● Lenders often use this to determine the 

creditworthiness of a business (that is, 
whether to approve additional loans).

Debt  
Coverage 

  

  (Net Profit 1            
Noncash Expense)

 

  _______________ 
Debt 

  

 ● Indicates how well cash flow covers debt payments. 
 ● Higher is better. 

 ● Track monthly.
 ● Lenders look at this ratio to determine 

if there is adequate cash to make loan 
payments.

Efficiency Ratios

Inventory  
Turnover 

  Cost of Goods Sold  _______________  
 Average Value of          

Inventory 
  

   ● Whether you’re making efficient use of inventory. 
 ● Higher is better, indicating that inventory (dollars) isn’t 

purchased (spent) until needed.
 ● Recommended level depends on industry.

 ● Track monthly by using a twelve-month 
rolling average.

Average  
Collections  
Period 

  Accounts Receivable  ________________  
 (Annual Net Credit            

Sales 4 365)
   

   ● Shows on average how quickly your customers are 
paying their bills. 

 ● Recommended level is no more than fifteen days 
longer than credit terms. If credit is net thirty days, 
then average should not be longer than forty-five 
days.

 ● Track monthly.
 ● Use to determine how long company’s 

money is being tied up in customer credit.

Profitability Ratios

Gross Profit  
Margin 

  Gross Profit _________ 
Total Sales 

   ● Shows how efficiently a business is using its materials 
and labor in the production process. 

 ● Higher is better, indicating that a profit can be made if 
fixed costs are controlled. 

 ● Track monthly.
 ● Analyze when unsure about product or 

service pricing.
 ● Low margin compared to competitors 

means you’re underpricing.

Return on  
Equity 

  Net Income _____________  
Owner’s Equity 

   ● Shows what was earned on your investment in the 
business during a particular period. Often called 
“return on investment.” 

 ● Higher is better. 

 ● Track quarterly and annually.
 ● Use to compare to what you might have 

earned on the stock market, bonds, or 
government Treasury bills during the same 
period.

common Financial ratios
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Chapter reVIeW
Managing Information

Key terms

17-1
Moore’s law the prediction that about every 
two years, computer processing power would 
double and its cost would drop by 50 percent

Raw data facts and figures

Information useful data that can influence 
people’s choices and behavior

First-mover advantage the strategic 
advantage that companies earn by being the 
first to use new information technology to 
substantially lower costs or to make a product 
or service different from that of competitors

17-2
Acquisition cost the cost of obtaining data 
that you don’t have

Processing cost the cost of turning raw data 
into usable information

Storage cost the cost of physically or 
electronically archiving information for later 
retrieval and use

Retrieval cost the cost of accessing already-
stored and processed information 

Communication cost the cost of 
transmitting information from one place to 
another

17-3
Bar code a visual pattern that represents 
numerical data by varying the thickness and 
pattern of vertical bars

Radio frequency identification (RFID) 
tags tags containing minuscule microchips that 
transmit information via radio waves and can be 
used to track the number and location of the 
objects into which the tags have been inserted

Electronic scanner an electronic device that 
converts printed text and pictures into digital 
images

Optical character recognition the ability of 
software to convert digitized documents into 
ASCII (American Standard Code for Information 
Interchange) text that can be searched, read, 
and edited by word processing and other kinds 
of software

Processing information transforming raw 
data into meaningful information

Data mining the process of discovering 
unknown patterns and relationships in large 
amounts of data

Learn ing OutcOmes

17-1 (p. 351) 
Explain the strategic importance of information. The first company to use new 
information technology to substantially lower costs or differentiate products or services 
often gains a first-mover advantage, higher profits, and a larger market share. Creating a 
first-mover advantage can be difficult, expensive, and risky, however. According to the 
resource-based view of information technology, sustainable competitive advantage occurs 
when information technology adds value, is different across firms, and is difficult to create 
or acquire.

17-2 (p. 354) 
Describe the characteristics of useful information (that is, its value and 
costs). Raw data are facts and figures. Raw data do not become information until they 
are in a form that can affect decisions and behavior. For information to be useful, it has to 
be reliable and valid (accurate), of sufficient quantity (complete), pertinent to the problems 
you’re facing (relevant), and available when you need it (timely). Useful information is not 
cheap. The five costs of obtaining good information are the costs of acquiring, processing, 
storing, retrieving, and communicating information.

17-3 (p. 359) 
Explain the basics of capturing, processing, and protecting 
information. Electronic data capture (using bar codes, radio frequency identification 
[RFID] tags, scanners, or optical character recognition), is much faster, easier, and cheaper 
than manual data capture. Processing information means transforming raw data into 
meaningful information that can be applied to business decision making. Data mining helps 
managers with this transformation by discovering unknown patterns and relationships in 
data. Supervised data mining looks for patterns specified by managers, while unsupervised 
data mining looks for four general kinds of data patterns: association or affinity patterns, 
sequence patterns, predictive patterns, and data clusters. Protecting information ensures 
that data are reliably and consistently retrievable in a usable format by authorized users 
but no one else. Authentication and authorization, firewalls, antivirus software for PCs and 
corporate email and network servers, data encryption, virtual private networks (VPNs), and 
web-based secure sockets layer (SSL) encryption are some of the best ways to protect 
information. Be careful when using wireless networks, which are easily compromised even 
when security and encryption protocols are in place.

17-4 (p. 367) 
Describe how companies can access and share information and 
knowledge. Executive information systems, intranets, and corporate portals facilitate 
internal sharing and access to company information and transactions. Electronic data 
interchange and the Internet allow external groups such as suppliers and customers to 
easily access company information. Both decrease costs by reducing or eliminating data 
entry, data errors, and paperwork and by speeding up communication. Organizations use 
decision support systems and expert systems to capture and share specialized knowledge 
with nonexpert employees.

17
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ii PART ONE

Data warehouse a database that stores 
huge amounts of data that have been 
prepared for data mining analysis by being 
cleaned of errors and redundancy

Supervised data mining the process when 
the user tells the data mining software to look 
and test for specific patterns and relationships 
in a data set

Unsupervised data mining the process 
when the user simply tells the data mining 
software to uncover whatever patterns and 
relationships it can find in a data set

Association or affinity patterns when 
two or more database elements tend to occur 
together in a significant way

Sequence patterns when two or more 
database elements occur together in a 
significant pattern in which one of the 
elements precedes the other

Predictive patterns patterns that help 
identify database elements that are different

Data clusters when three or more database 
elements occur together (that is, cluster) in a 
significant way

Protecting information the process of 
ensuring that data are reliably and consistently 
retrievable in a usable format for authorized 
users but no one else

Authentication making sure potential users 
are who they claim to be

Authorization granting authenticated users 
approved access to data, software, and systems

Two-factor authentication authentication 
based on what users know, such as a 
password and what they have in their 
possession, such as a secure ID card or key

Firewall a protective hardware or software 
device that sits between the computers in an 
internal organizational network and outside 
networks, such as the Internet

Virus a program or piece of code that, 
without your knowledge, attaches itself to 
other programs on your computer and can 
trigger anything from a harmless flashing 
message to the reformatting of your hard 
drive to a systemwide network shutdown

Data encryption the transformation of data 
into complex, scrambled digital codes that 
can be decrypted only by authorized users 
who possess unique decryption keys

Virtual private network (VPN) software 
that securely encrypts data sent by employees 
outside the company network, decrypts the data 
when they arrive within the company computer 
network, and does the same when data are sent 
back to employees outside the network

Secure sockets layer (SSL) 
encryption Internet browser–based 
encryption that provides secure off-site web 
access to some data and programs

chapter reView 17

Web services software that uses 
standardized protocols to describe data 
from one company in such a way that those 
data can automatically be read, understood, 
transcribed, and processed by different 
computer systems in another company

Extranets networks that allow companies 
to exchange information and conduct 
transactions with outsiders by providing them 
direct, web-based access to authorized parts 
of a company’s intranet or information system

Knowledge the understanding that one 
gains from information

Decision support system (DSS) an 
information system that helps managers 
understand specific kinds of problems and 
potential solutions

Expert system an information system that 
contains the specialized knowledge and 
decision rules used by experts and experienced 
decision makers so that nonexperts can draw 
on this knowledge base to make decisions

17-4
Executive information system (EIS) a 
data processing system that uses internal 
and external data sources to provide the 
information needed to monitor and analyze 
organizational performance

Intranets private company networks that 
allow employees to easily access, share, and 
publish information using Internet software

Corporate portal a hybrid of executive 
information systems and intranets that 
allows managers and employees to use a 
web browser to gain access to customized 
company information and to complete 
specialized transactions

Electronic data interchange (EDI) when 
two companies convert their purchase and 
ordering information to a standardized format 
to enable the direct electronic transmission 
of that information from one company’s 
computer system to the other company’s 
computer system

www.cengagebrain.cOm

Exhibit 17.3

security threats to Data and Data networks
Security Problem Source Affects Severity The Threat The Solution

Denial of service; web 
server attacks and 
corporate network 
attacks

Internet hackers All servers High Loss of data, disruption of 
service, and theft of service.

Implement firewall, password 
control, server-side review, 
threat monitoring, and bug fixes; 
turn PCs off when not in use.

Password cracking 
software and 
unauthorized access 
to PCs

Local area 
network, 
Internet

All users, especially 
digital subscriber line 
and cable Internet 
users

High Hackers take over PCs. Privacy 
can be invaded. Corporate 
users’ systems are exposed 
to other machines on the 
network.

Close ports and firewalls, disable 
file and print sharing, and use 
strong passwords.

Viruses, worms,  
Trojan horses, and 
rootkits

Email, 
downloaded 
and distributed 
software

All users Moderate 
to high

Monitor activities and cause 
data loss and file deletion; 
compromise security by 
sometimes concealing their 
presence.

Use antivirus software and 
firewalls; control Internet access.

Malware, spyware,  
adware, malicious scripts, 
and applets

Rogue web 
pages

All users Moderate 
to high

Invade privacy, intercept 
passwords, and damage files  
or file system.

Disable browser script support; 
use security, blocking, and 
spyware/adware software.

Email snooping Hackers on your 
network and the 
Internet

All users Moderate 
to high

People read your email from 
intermediate servers or packets, 
or they physically access your 
machine.

Encrypt messages, ensure strong 
password protection, and limit 
physical access to machines.

Keystroke  
monitoring

Trojan horses, 
people with 
direct access 
to PCs

All users High Records everything typed at 
the keyboard and intercepts 
keystrokes before password 
masking or encryption occurs.

Use antivirus software to  
catch Trojan horses, control 
Internet access to transmission, 
and implement system 
monitoring and physical access 
control.

Phishing Hackers on your 
network and the 
Internet

All users, including 
customers

High Fake but real-looking emails 
and websites that trick 
users into sharing personal 
information on what they 
wrongly think is a company’s 
website. This leads to 
unauthorized account access.

Educate and warn users and 
customers about the dangers. 
Encourage both not to click on 
potentially fake URLs, which 
might take them to phishing 
websites. Instead, have them 
type your company’s URL into 
the web browser.

Spam Email All users and 
corporations

Mild to high Clogs and overloads email 
servers and inboxes with 
junk mail. HTML-based spam 
may be used for profiling and 
identifying users.

Filter known spam sources 
and senders on email servers; 
have users create further lists 
of approved and unapproved 
senders on their PCs.

Cookies Websites you 
visit

Individual users Mild to 
moderate

Trace web usage and permit 
the creation of personalized 
web pages that track behavior 
and interest profiles.

Use cookie managers to control 
and edit cookies, and use ad 
blockers.

Sources: “The 11 Most Common Computer Security Threats . . . And What You Can Do to Protect Yourself from Them,” Symantec-Norton, accessed May 12, 2015, http://www 
.symantec-norton.com/11-most-common-computer-security-threats_k13.aspx; K. Bannan, “Look Out: Watching You, Watching Me,” PC Magazine, July 2002, 99; A. Dragoon, 
“Fighting Phish, Fakes, and Frauds,” CIO, September 1, 2004, 33; B. Glass, “Are You Being Watched?” PC Magazine, April 23, 2002, 54; K. Karagiannis, “DDoS: Are You Next?” PC 
Magazine, January 2003, 79; B. Machrone, “Protect & Defend,” PC Magazine, June 27, 2000, 168–181; “Top 10 Security Threats,” PC Magazine, April 10, 2007, 66; M. Sarrel, “Master 
End-User Security,” PC Magazine, May 2008, 101.
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Chapter reVIeW
Managing Service and Manufacturing Operations

Key terms

18-1
Operations management managing the 
daily production of goods and services

Productivity a measure of performance that 
indicates how many inputs it takes to produce 
or create an output

Partial productivity a measure of performance 
that indicates how much of a particular kind of 
input it takes to produce an output

Multifactor productivity an overall measure 
of performance that indicates how much 
labor, capital, materials, and energy it takes to 
produce an output

18-2
Quality a product or service free of 
deficiencies, or the characteristics of a product 
or service that satisfy customer needs

ISO 9000 a series of five international 
standards, from ISO 9000 to ISO 9004, for 
achieving consistency in quality management 
and quality assurance in companies 
throughout the world

ISO 14000 a series of international standards 
for managing, monitoring, and minimizing 
an organization’s harmful effects on the 
environment

Total quality management (TQM) an 
integrated, principle-based, organization-wide 
strategy for improving product and service 
quality

Customer focus an organizational goal to 
concentrate on meeting customers’ needs at 
all levels of the organization

Customer satisfaction an organizational 
goal to provide products or services that meet 
or exceed customers’ expectations

Continuous improvement an organization’s 
ongoing commitment to constantly assess and 
improve the processes and procedures used to 
create products and services

Variation a deviation in the form, condition, 
or appearance of a product from the quality 
standard for that product

Teamwork collaboration between managers 
and nonmanagers, across business functions, 
and between companies, customers, and 
suppliers

Learn ing OutcOmes

18-1 (p. 373)
Discuss the kinds of productivity and their importance in managing 
operations. Productivity is a measure of how many inputs it takes to produce or create 
an output. The greater the output from one input, or the fewer inputs it takes to create an 
output, the higher the productivity. Partial productivity measures how much of a single 
kind of input, such as labor, is needed to produce an output. Multifactor productivity is 
an overall measure of productivity that indicates how much labor, capital, materials, and 
energy are needed to produce an output.

Partial Productivity 5
Outputs

Single Kind of Input

18-2 (p. 376)
Explain the role that quality plays in managing operations. Quality can 
mean that a product or service is practically free of deficiencies or has characteristics that 
satisfy customer needs. Quality products usually possess three characteristics: reliability, 
serviceability, and durability. Quality service includes reliability, tangibles, responsiveness, 
assurance, and empathy. ISO 9000 is a series of five international standards for achieving 
consistency in quality management and quality assurance, while ISO 14000 is a set of 
standards for minimizing an organization’s harmful effects on the environment. The 
Baldrige Performance Excellence Program recognizes U.S. companies for their achievements 
in quality and business performance. Each year, up to three Baldrige Awards may be given 
in the categories of manufacturing, service, small business, education, nonprofit, and 
health care. Total quality management (TQM) is an integrated organization-wide strategy 
for improving product and service quality. TQM is based on three mutually reinforcing 
principles: customer focus and satisfaction, continuous improvement, and teamwork.

18-3 (p. 381)
Explain the essentials of managing a service business. Services are different from 
goods. Goods are produced, tangible, and storable. Services are performed, intangible, and 
perishable. Likewise, managing service operations is different from managing production 
operations. The service-profit chain indicates that success begins with internal service quality, 
meaning how well management treats employees. Internal service quality leads to employee 
satisfaction and service capability, which, in turn, lead to high-value service to customers, 
customer satisfaction, customer loyalty, and long-term profits and growth. Keeping existing 
customers is far more cost-effective than finding new ones. Consequently, to prevent 
disgruntled customers from leaving, some companies are empowering service employees to 
perform service recovery—restoring customer satisfaction to strongly dissatisfied customers—
by giving employees the authority and responsibility to immediately solve customer problems. 
The hope is that empowered service recovery will prevent customer defections.

18-4 (p. 383)
Describe the different kinds of manufacturing operations. Manufacturing 
operations produce physical goods. Manufacturing operations can be classified according to 
the amount of processing or assembly that occurs after receiving an order from a customer.

Manufacturing operations can also be classified in terms of flexibility, the degree to which 
the number, kind, and characteristics of products can easily and quickly be changed. 

18
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ii PART ONE

18-3
Internal service quality the quality 
of treatment employees receive from 
management and other divisions of a company 

Service recovery restoring customer 
satisfaction to strongly dissatisfied customers

18-4
Make-to-order operation a manufacturing 
operation that does not start processing or 
assembling products until a customer order is 
received

Assemble-to-order operation a 
manufacturing operation that divides 
manufacturing processes into separate parts 
or modules that are combined to create 
semicustomized products

Make-to-stock operation a manufacturing 
operation that orders parts and assembles 
standardized products before receiving 
customer orders

Manufacturing flexibility the degree to 
which manufacturing operations can easily 
and quickly change the number, kind, and 
characteristics of products they produce

Continuous-flow production a 
manufacturing operation that produces goods 
at a continuous, rather than a discrete, rate

Line-flow production manufacturing 
processes that are preestablished, occur in a 
serial or linear manner, and are dedicated to 
making one type of product

Batch production a manufacturing 
operation that produces goods in large 
batches in standard lot sizes

Job shops manufacturing operations that 
handle custom orders or small batch jobs

18-5
Inventory the amount and number of raw 
materials, parts, and finished products that a 
company has in its possession

Raw material inventories the basic inputs 
in a manufacturing process

Component parts inventories the 
basic parts used in manufacturing that are 
fabricated from raw materials

Work-in-process inventories partially 
finished goods consisting of assembled 
component parts

Finished goods inventories the final 
outputs of manufacturing operations

Average aggregate inventory average 
overall inventory during a particular time period

Stockout the point when a company runs 
out of finished product

Inventory turnover the number of times 
per year that a company sells, or “turns over,” 
its average inventory

chapter reView 18
Flexibility allows companies to respond quickly to competitors and customers and to 
reduce order lead times, but it can also lead to higher unit costs.

18-5 (p. 386)
Explain why and how companies should manage inventory levels. There 
are four kinds of inventory: raw materials, component parts, work-in-process, and finished 
goods. Because companies incur ordering, setup, holding, and stockout costs when 
handling inventory, inventory costs can be enormous. To control those costs, companies 
measure and track inventory in three ways: average aggregate inventory, weeks of supply, 
and turnover. Companies meet the basic goals of inventory management (avoiding 
stockouts and reducing inventory without hurting daily operations) through economic 
order quantity (EOQ) formulas, just-in-time (JIT) inventory systems, and materials 
requirement planning (MRP). The formula for EOQ is

EOQ 5Î2DO
H

Use EOQ formulas when inventory levels are independent, and use JIT and MRP when 
inventory levels are dependent on the number of products to be produced.

www.cengagebrain.cOm

Ordering cost the costs associated with 
ordering inventory, including the cost of data 
entry, phone calls, obtaining bids, correcting 
mistakes, and determining when and how 
much inventory to order

Setup cost the costs of downtime and 
lost efficiency that occur when a machine is 
changed or adjusted to produce a different 
kind of inventory

Holding cost the cost of keeping 
inventory until it is used or sold, including 
storage, insurance, taxes, obsolescence, and 
opportunity costs

Stockout cost the cost incurred when a 
company runs out of a product, including 
transaction costs to replace inventory and the 
loss of customers’ goodwill

Economic order quantity (EOQ) a system 
of formulas that minimizes ordering and 

holding costs and helps determine how much 
and how often inventory should be ordered

Just-in-time (JIT) inventory system an 
inventory system in which component parts 
arrive from suppliers just as they are needed at 
each stage of production

Kanban a ticket-based JIT system that 
indicates when to reorder inventory

Materials requirement planning 
(MRP) a production and inventory system 
that determines the production schedule, 
production batch sizes, and inventory needed 
to complete final products

Independent demand system an 
inventory system in which the level of one 
kind of inventory does not depend on another

Dependent demand system an inventory 
system in which the level of inventory depends 
on the number of finished units to be produced

Exhibit 18.4

service-profit chain
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Sources: R. Hallowell, L. A. Schlesinger, and J. Zornitsky, “Internal Service Quality, Customer and Job Satisfaction:  
Linkages and Implications for Management,” Human Resource Planning 19 (1996): 20–31; J. L. Heskett, T. O. Jones,  
G. W. Loveman, W. E. Sasser Jr., and L. A. Schlesinger, “Putting the Service-Profit Chain to Work,” Harvard Business  
Review (March–April 1994): 164–174.
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