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1 Inventing the Organizations of the 21st Century

Now and then in human history, there come periods of dramatic change. After an
era of relative stability, many things are suddenly transformed, seemingly all at
once, in profound ways. Looking back on such times, we realize that the choices
made during the transition laid the foundations for a new era—for better or for
worse. The Industrial Revolution was one such period, and to a lesser degree, so
were the years just after World War II and after the fall of communism in the Soviet
Union.

We believe we have now entered such a period of momentous change in the ways
businesses are organized. Buzzwords from the 1980s and 1990s like “downsizing”
and “reengineering” gave us a hint of what was to come, and the dot-com bubble
of the late 1990s gave us a premature—but partly correct—sense of the scope of the
changes still in store for us.

Buffeted today by powerful forces like deregulation and globalization, rapid
advances in computer and communications technologies, and the increasing educa-
tion and affluence of people around the world, we now face profound choices about
how we organize work. These choices are not a simple matter of selecting from a
few well-understood alternatives. Instead, some of the most important choices
involve possibilities we haven’t even imagined yet. In fact, the factors transforming
the business world today are making it possible to organize work in ways that have
never before been possible in history.

To take full advantage of these new ways of organizing, we first have to invent
them. Successful invention requires more than just knowledge and creativity. It also
requires a sense of values. If you are only trying to predict what is going to happen,
what you want doesn’t matter very much. But if you are trying to invent new things,
your own values and desires are very important indeed.

To achieve the full potential of the opportunities that face us, therefore, we need
to think deeply about what we really want—as individuals, as organizations, and as
societies—and to imagine creatively how new technologies and new ways of organ-
izing work can help us achieve those things. In other words, we need to invent the
organizations that we, and our children, will inhabit for the rest of the twenty-first
century.

It was in this spirit that we undertook a five-year research initiative at the MIT
Sloan School of Management called “Inventing the Organizations of the 21st
Century.” It is in the same spirit that we offer in this book some of the major results
of that initiative’s work. The Initiative included more than 20 MIT faculty members
and researchers from many different academic disciplines. It was sponsored by a
dozen leading international corporations from many different industries and coun-
tries. Together, our mission was “not only to understand emerging ways of working,
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but also to invent entirely new and more effective approaches and put them into
practice.”

Before proceeding to the Initiative’s results, it is useful to reflect on how we got
to where we are today. To do that, we need to look at the hierarchical corporations
that dominated the global economy throughout most of the twentieth century and
at the forces that are now leading them to change.

The 20th-Century Organization

The corporation is an institution so familiar that we take its existence for granted.
Yet large firms of the sort we have today simply did not exist as recently as the first
half of the nineteenth century. Even in the industrializing nations of Europe and
North American, localized agriculture and craft production remained the core of
the economy. The most advanced enterprises of the age—textile factories operating
water- or steam-powered looms, New England shipping firms plying the East Asian
trade routes—were organized as small partnerships, whose legal structure and finan-
cial practices would have been familiar to the Italian merchants of the Renaissance.
Commerce proceeded across well-established networks; manufactured goods and
imports from overseas moved from cities into the hinterland via complex webs of
wholesalers and local merchants (Chandler 1977).

In the second half of the nineteenth century, the building of railroad and tele-
graph systems in the United States led to the creation of organizations with unprece-
dented financial and administrative scale. These were the first modern corporations.
After the Civil War, the United States rail and telegraph network was completed,
providing for the first time ready access to a market that was national in scope,
plus a mode of communication to manage far-flung operations. This enabled, by the
end of the nineteenth century, the development of large-scale mass production in
the U.S. and the rise of the first giant, vertically integrated industrial enterprises
(Chandler 1977). The completion of rail and telegraph networks in Europe and
Japan led to the rise of national markets and large mass-production firms in those
regions as well (Chandler 1990).

These early corporations began as single-product firms. Over the last quarter of
the nineteenth century, through a combination of economic adaptation and emula-
tion of leading firms, a rough consensus emerged about how the large corporation
should be organized. They typically featured a handful of major departments with
specific functional expertise—purchasing, engineering, manufacturing, logistics,
finance—with the employees inside each unit organized in hierarchical bureaucra-
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cies. The whole was overseen by a small senior management group, which set overall
direction and coordinated interactions between the functional units. This structure
came to be known by later students of organization as the unitary form, or some-
times, more simply, as a functional hierarchy (Williamson 1975, chapter 8).

Over the first decades of the twentieth century, many such single-business firms
began to migrate into new product areas. This greater level of complexity required
new organizational principles. Fitfully, over the first quarter of the new century,
another structure emerged—the multidivisional form. The multidivisional cor-
poration featured a series of separate business units, each producing a portfolio of
related products and having the requisite set of functional hierarchies. A head-
quarters group oversaw the lines of businesses and assumed responsibility for a
series of central corporate activities, the most important being allocation of capital
among the divisions (Chandler 1962).

A key feature of the modern corporation was the separation of the firm’s
owners—the shareholders—from its managers—the cadre of experts responsible for
overseeing day-to-day operations. Over the course of the late nineteenth and early
twentieth centuries, management gradually established itself as a profession, with
the rise of separate schools, specialized publications, and recognized sub-fields with
their own distinct career paths.

The rise of the corporation triggered a period of wrenching social change as the
railroad timetable and demands of the assembly line supplanted the rhythms of field
and workshop. Millions streamed from the countryside to take jobs in city factories
(Handlin 1951), which were the site of bitter, often violent, labor strife. The violence
ranged from local clashes between workers and police to revolutionary upheaval
that toppled national governments in Europe on several occasions, most notably
with the Russian Revolution in 1917. While not the proximate cause, the social and
economic upheaval spurred by the rise of mass production greatly contributed to
the tensions that ignited war in 1914. The direst crisis of the modern corporate
system, the Great Depression of the 1930s, led directly to the outbreak of the Second
World War.

Over the first half of the twentieth century, as this upheaval was churning, groups
of social reformers, labor activists, personnel managers inside firms, academics, and
government officials across the industrial world worked out a series of arrangements
to reconcile the existence of the large mass-production firm with the needs of
workers and society. The details differed from nation to nation, but the common ele-
ments of this accommodation included union recognition, the national government
assuming a referee role in labor-management relations, and forms of social insur-
ances to mitigate the risks faced by individual workers (Jacoby 1985, Brody 1993,
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Jacoby 1993). After World War 11, these reforms brought an end to virulent labor
unrest and solidified the place of the large corporation in modern industrial society.
A relatively stable corporate system held sway in North America, Western Europe,
and Japan for the next quarter-century.

This system featured several key characteristics. In major industries, there was
oligopolistic competition among a handful of large firms operating primarily in
national markets, many of which were heavily regulated. Shareholders were for the
most part wealthy individuals or large financial institutions, content to leave man-
agement alone as long as they delivered stability and modest returns. At most large
firms, an implicit contract existed between workers and their employers; employees
offered loyal service in return for job security and opportunities for advancement.
Collective bargaining agreements were either in place or were emulated across
broad sectors of the economy, and ensured that workers shared in the broad pro-
ductivity gains enjoyed by the industrial economies during this period (Cappelli
1999, chapter 2; Osterman 1999, pp. 21-32). Senior management’s energies were
devoted to positioning their business units in their respective product markets,
deciding which were “cash cows” to be milked, “stars” to be fed, or “dogs” to be
sold off (Ghemawat 2002).

This consensus left some out, most notably women and minorities. But for a good
part of the population in the industrial world, it worked well, leading to a wide-
spread diffusion of prosperity throughout the 1950s and 1960s and into the 1970s.
A version of this corporate form also spread to the newly industrializing countries
of the Far East—Korea, Taiwan, Singapore and its cousins in Southeast Asia—bring-
ing a promise of broad-based prosperity there.

Perhaps the high-water mark of this arrangement came in 1976. In December of
that year, a New York Magazine article speculated that by century’s end, the editors
of Fortune would be unable to compile their annual list of the 500 largest American
firms, because with the anticipated progress of mergers and conglomeration, there
would be only 479 independent companies left (Tobias 1976, Useem 1996a).

The Old Order Upended

Even as some voiced concern about the future plight of Fortune’s editors, a series
of developments had begun to undo the post-war corporate order. The twin oil
shocks of the 1970s ushered in an era of sluggish economic growth and high infla-
tion throughout the industrial world. As national economies limped along, many
observers came to question the fundamental underpinnings of the post-war order.
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One influential critique claimed that the combination of regulation in product
markets and institutionalized collective bargaining created systemic rigidities that
stifled growth and innovation (Yergin and Stanislaw 1998, chapters 4-5). Another
contended that corporate management teams were insufficiently attentive to share-
holders’ interests. The adherents of this position argued that managers needed a
greater financial stake in the firms they ran to align incentives properly (Jensen and
Meckling 1976).

With the election of Margaret Thatcher as British prime minister in 1979 and
Ronald Reagan as U.S. president in 1980, the first of these critiques became a
guiding force behind public policy. Deregulation swept through a series of British
and American industries—oil and gas, trucking, aviation, telecommunications,
banking—spurring unfettered competition in some of these sectors for the first time
ever. With the subsequent evolution of the common European market into a more
tightly federated European Union, deregulation eventually spread across the con-
tinent (Yergin and Stanislaw, chapters 4, 11-12).

The European and Japanese economies had been fully reconstructed by this time
as well and were aggressively exporting to the United States in key sectors, most
notably autos and consumer electronics. U.S. firms responded in kind, which served
to trigger an ever-widening spiral of global competition.

Spurred by deregulation, a series of financial and management innovations
emerged, most notably leveraged buyouts and incentive compensation for man-
agers, that more closely aligned the interests of shareholders and management. At
the same time, shares increasingly came to be concentrated in the hands of a group
of institutional investors—primarily pension fund and mutual fund managers—who
competed fiercely to deliver the highest returns. This new class of investors was far
more demanding than the shareholders of the post-war era and exerted pressure on
managers to deliver financial results on a quarterly basis (Useem 1996b).

While these developments were shifting the framework within which business was
run, a series of new technologies—low-cost jet travel and air transport, packetized
freight shipping, cheap long-distance phone service, overnight package delivery, the
fax machine and, most importantly, the PC and computer network—made it vastly
easier and cheaper to move people, goods and information (Butler et al. 1997).

The combined result of these changes was twofold. The business world became
far more competitive, and tools were available that allowed firms to compete in new
ways. The locus of senior management attention moved away from thinking about
the product divisions’ positions vis-a-vis the external environment. The action
instead began to center inside the functional units, as managers asked questions
about the arrangement of the shop floor, the R&D lab, the sales force, and about
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the interactions between these groups. Out of this new emphasis came a series of
novel management concepts—total quality, lean manufacturing, re-engineering—
that gained great currency and challenged central aspects of the traditional
corporate model.

By the early 1990s, some of the leading names in the old corporate firmament had
stumbled in the new, more demanding business environment. The editors of Fortune,
far from struggling to find 500 candidates to fill out the their annual roster of leading
firms, were documenting the travails of major U.S. companies that formerly seemed
impregnable. Their May 1993 issue featured a cover story on the troubles then
afflicting IBM, General Motors and Sears—among the most prominent American
corporations of the twentieth century. To dramatize the plight of these companies,
and the larger forces that seemed to be undermining the traditional corporation as
an institution, the cover of this issue of Fortune depicted IBM, GM, and Sears as
three tottering dinosaurs (Loomis 1993).

What’s Happening Now?

Today, the changes that began in the 1980s and 1990s are in full swing, working their
way through business after business and industry after industry. New IT tools are
constantly enabling new ways for firms to compete, and the notched up-competitive
environment creates the pressure that pushes companies to adopt new practices.

Start-up firms and the new venture sector, for example, are vastly more impor-
tant than in the past. This phenomenon emerged first in Silicon Valley and along
Boston’s Route 128, and subsequently took root in high-tech districts in other parts
of the United States and the world. The new venture sector represents a novel way
of doing business that in its leanness and agility departs in significant ways from
the traditional hierarchical approaches (Saxenian 1994). The spectacular success of
firms like Apple and Microsoft in the 1980s and early 1990s only made the organi-
zational model embodied by the new venture sector more prominent and influen-
tial. Not all startups survive. Many of the new firms launched during the dot-com
craze, for instance, did not have the attributes needed to compete over the long
term. But others were successful and carried on the legacy of the PC-era startups—
eBay is one of the most prominent examples.

An even more extreme development than the rising profile of startups has been
e-lancing—electronically connected freelancing—in which individuals or small
teams link up over the Internet to collaborate on a project basis (Malone and
Laubacher 1998). The techniques of e-lancing were used by the programmers who
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created Linux and other open-source software applications. And a group of recent
startups—guru.com, elance.com and freeagent.com—have created global Internet
marketplaces where talent is bought and sold on a project basis.

At the same time, large organizations, in many cases responding to the setbacks
they faced in the 1980s and 1990s, have been decentralizing and doing less inter-
nally. Inspired by the example of ABB and GE (Taylor 1991, Bartlett and Ghoshal
1993), many global companies underwent major restructurings in the 1990s, break-
ing up unwieldy product divisions into a series of small, relatively autonomous units,
each with responsibility for its own profit-and-loss statement. Inside business units,
there has been a move to team-based work, with many of the teams operating across,
and in the process undermining, the old functional hierarchies. In addition, there
has been growing reliance on temporary project teams inside large firms. The overall
result has been to push decision-making and accountability to lower levels in the
organizations. At the same time, large firms have focused on what they do excep-
tionally well and have shed activities they cannot perform better than their com-
petitors (Prahalad and Hamel 1990). As a result, big companies are relying on
contractors and outsourcing relationships to do much work that was formerly under-
taken inside the firm.

Given the growing prominence of small startups and large companies’ increasing
reliance on contracting and outsourcing, inter-firm relationships have become much
more important than in the past. The most prominent such relationships are not the
short-term, opportunistic buyer-seller ties that tended to characterize component
markets in the industrial era, but rather, longer-standing links driven by a desire to
pursue mutual interests over years or even decades. This has led to a move away
from oligopolistic competition among stand-alone firms selling individual products
and toward new kinds of networked industry structures (Powell 1990). These struc-
tures are called “supply chains” in established sectors like autos. To Silicon Valley
insiders they’re known as industry “ecosystems.” Such webs often develop around
a lead firm, a company with a strong position or one that has established an
industry-wide technical standard. Around these lead firms are clustered groups of
suppliers and “complementors,” companies that buy or sell complementary prod-
ucts and services (Brandenburger and Nalebuff 1996). Similar clusters can develop
when a group of firms collaborate to provide customers with tailored solutions
comprised of bundles of related products and services (Foote et al. 2001).

In all, the late twentieth century has seen a trend toward the externalization
of functions by large firms and decentralization of activities still undertaken
internally. Functions formerly administered bureaucratically inside the walls of the
firm are now contracted out or handled through long-term partnership arrange-
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ments. Matters decided in the past by the senior leadership of large business units
are now the province of managers inside smaller, autonomous units; formerly mono-
lithic factory floors are now run by independent work teams.

This movement toward externalization and decentralization has been pro-
nounced; but the same factors that have driven that trend—advances in technology,
more stringent competition—also drive the business systems of today to operate at
previously unimaginable scale. Global mergers are creating huge firms selling into
global product markets. Yet even these massive firms are subject to the organiza-
tional innovations of the time: internal disaggregation, partnerships with members
of industry ecosystems or supply chains, reliance on the new venture sector to
develop new products or technologies. In sectors like technology and pharmaceuti-
cals, feverish merger activity has been accompanied by continued close ties with
partners and innovative startups. The extreme embodiment of these new organiza-
tional principles is the so-called “virtual company,” where a small core is linked by
technology to a web of partners. The much-examined tech firms Dell and Cisco
embody this concept in scaled-up form. New startups and e-lancing represent the
most granular versions.

So as the twenty-first century begins, business organizations, paradoxically, appear
simultaneously large and small, global in overall reach, but with that reach often
achieved through a stitching together of small pieces—either business units under
a corporate umbrella or a group of value chain partners—working together in a
patchwork, linked manner.

History of the Initiative

What is really happening with all these changes? Where are they taking us? And
what choices do we have for the future? To help answer these questions, we began
the MIT Initiative on “Inventing the Organizations of the 21st Century” in 1994.
Three existing Sloan School research centers—the Center for Coordination Science
(CCS), the Center for Information Systems Research (CISR) and Organizational
Learning Center (OLC)'—jointly launched the Initiative.

The Initiative had two major constituencies: MIT researchers who were interested
in the changes going on and where they might lead, and executives from sponsor
firms with a parallel interest from the practitioner’s perspective. The three found-
ing sponsors were British Telecommunications, EDS/A. T. Kearney and National
Westminster Bank. They were joined by a larger group of global firms active in a
broad range of industries—AMP, Eli Lilly, Ericsson, LG Electronics, McKinsey &
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Company, Siemens Private Communication Systems, Siemens-Nixdorf, Union Bank
of Switzerland—and the Norwegian Business Consortium (a collaboration involv-
ing Norsk Hydro, the Norwegian Confederation of Business and Industry, the
Norwegian School of Management, and Telenor). The researchers provided frame-
works for thinking about the issues and a set of specific projects in which to anchor
the larger themes of the Initiative. The executives from sponsor firms provided
funding and ongoing input about the direction of the overall Initiative and of
specific projects.

The Initiative itself worked as loose confederation of research projects. More than
20 MIT faculty members and researchers carried out individual projects under the
Initiative’s umbrella. In addition, MIT researchers and sponsors collaborated on
several special projects in areas of mutual interest. In one special project, for
instance, consultants from A.T. Kearney, along with an internal task force from an
A.T. Kearney client, worked closely with an MIT research team to develop novel
approaches to redesigning the client’s hiring process.

Three faculty working groups also met to discuss specific issues. One addressed
firm boundaries and transfer pricing; another met over the course of an academic
year to think about the possible evolution of research universities in the twenty-first
century. A third group met to reflect upon the social and value implications of new
organizational practices, and produced a “Manifesto for the Organizations of the
21st Century,” which is included in this volume.

Three integrating projects—the Process Handbook, the Interesting Organizations
Database, and Scenarios of 21st Century Organizations—worked to pull together
cross-Initiative themes. The Process Handbook project developed a systematically
structured database of knowledge about business activities using insights from
coordination science. Applications include process invention and knowledge man-
agement. The Interesting Organizations Database project gathered information on
organizations with characteristics that were “unusual today, but likely to become
more common in the future.” Brief descriptions of more than 250 organizations were
collected in a Web-based repository, and more detailed information was gathered
on a subset of those o