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The information revolution
is tranforming
the nature
of competition

Michael E. Porter and
Victor E. Millar

How information
gives you
competitive
advantage

It is hard to underestimate the strategic
significance of the new information technology. This tech-
nology is transforming the nature of products, processes,
companies, industries, and even competition itself. Until
recently, most managers treated information technology as
a support service and delegated it to EDP departments.
Now, however, every company must understand the broad
effects and implications of the new technology and how it
can create substantial and sustainable competitive
advantages.

The authors of this article provide a useful
framework for analyzing the strategic significance of the
new information technology. They show how and why the
technology is changing the way companies operate inter-
nally as well as altering the relationships among compa-
nies and their suppliers, customers, and rivals. They go on
to identify three specific ways that the technology affects
competition: it alters industry structures, it sSupports cost
and differentiation strategies, and it spawns entirely new
businesses. They outline five steps to help managers assess
the impact of the information revolution on their own com-
panies.

Mr. Porter is professor of business adminis-
tration at the Harvard Business School. He is the author of
the new best-seller Competitive Advantage (Free Press,
1985) and Competitive Strategy (Free Press, 1980), and he
recently served on the Presidential Commission on Indus-
trial Competitiveness.

Mr. Millar is the managing partner for
practice of Arthur Andersen & Co. and is responsible for
the professional practices of the firm worldwide. He has
worked extensively with executives to increase their un-
derstanding of information in the management function.

The information revolution is sweeping
through our economy. No company can escape its ef-
fects. Dramatic reductions in the cost of obtaining,
processing, and transmitting information are changing
the way we do business.

Most general managers know that the
revolution is under way, and few dispute its impor-
tance. As more and more of their time and investment
capital is absorbed in information technology and its
effects, executives have a growing awareness that the
technology can no longer be the exclusive territory of
EDP or IS departments. As they see their rivals use in-
formation for competitive advantage, these executives
recognize the need to become directly involved in the
management of the new technology. In the face of rapid
change, however, they don’t know how.

This article aims to help general manag-
ers respond to the challenges of the information revo-
lution. How will advances in information technology
affect competition and the sources of competitive ad-
vantage? What strategies should a company pursue to
exploit the technology? What are the implications of
actions that competitors may already have taken? Of
the many opportunities for investment in information
technology, which are the most urgent?

To answer these questions, managers
must first understand that information technology is
more than just computers. Today, information technol-
ogy must be conceived of broadly to encompass the in-
formation that businesses create and use as well as a
wide spectrum of increasingly convergent and linked
technologies that process the information. In addition
to computers, then, data recognition equipment, com-
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munications technologies, factory automation, and
other hardware and services are involved.

The information revolution is affecting
competition in three vital ways:

It changes industry structure and, in so
doing, alters the rules of competition.

It creates competitive advantage by giv-
ing companies new ways to outperform
their rivals.

It spawns whole new businesses, often
from within a company’s existing
operations.

We discuss the reasons why informa-
tion technology has acquired strategic significance and
how it is affecting all businesses. We then describe how
the new technology changes the nature of competition
and how astute companies have exploited this. Finally,
we outline a procedure managers can use to assess the
role of information technology in their business and to
help define investment priorities to turn the technol-
ogy to their competitive advantage.

Strategic significance

Information technology is changing the
way companies operate. It is affecting the entire pro-
cess by which companies create their products. Fur-
thermore, it is reshaping the product itself: the entire
package of physical goods, services, and information
companies provide to create value for their buyers.

An important concept that highlights
the role of information technology in competition is
the “value chain.”’ This concept divides a company’s
activities into the technologically and economically
distinct activities it performs to do business. We call
these “‘value activities.” The value a company creates
is measured by the amount that buyers are willing to
pay for a product or service. A business is profitable if
the value it creates exceeds the cost of performing the
value activities. To gain competitive advantage over its
rivals, a company must either perform these activities
at a lower cost or perform them in a way that leads to
differentiation and a premium price (more value).?

A company’s value activities fall into
nine generic categories (see Exhibit I). Primary activi-
ties are those involved in the physical creation of the
product, its marketing and delivery to buyers, and its
support and servicing after sale. Support activities pro-
vide the inputs and infrastructure that allow the pri-
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mary activities to take place. Every activity employs
purchased inputs, human resources, and a combination
of technologies. Firm infrastructure, including such
functions as general management, legal work, and ac-
counting, supports the entire chain. Within each of
these generic categories, a company will perform a
number of discrete activities, depending on the partic-
ular business. Service, for example, frequently includes
activities such as installation, repair, adjustment, up-
grading, and parts inventory management.

A company’s value chain is a system of
interdependent activities, which are connected by
linkages. Linkages exist when the way in which one
activity is performed affects the cost or effectiveness of
other activities. Linkages often create trade-offs in per-
forming different activities that should be optimized.
This optimization may require trade-offs. For example,
a more costly product design and more expensive raw
materials can reduce after-sale service costs. A com-
pany must resolve such trade-offs, in accordance with
its strategy, to achieve competitive advantage.

Linkages also require activities to be co-
ordinated. On-time delivery requires that operations,
outbound logistics, and service activities |installation,
for example) should function smoothly together. Good
coordination allows on-time delivery without the need
for costly inventory, Careful management of linkages
is often a powerful source of competitive advantage be-
cause of the difficulty rivals have in perceiving them
and in resolving trade-offs across organizational lines.

The value chain for a companyin a
particular industry is embedded in a larger stream of
activities that we term the ‘‘value system’’ (see Exhib-
it I1). The value system includes the value chains of
suppliers, who provide inputs {such as raw materials,
components, and purchased services) to the company’s
value chain. The company’s product often passes
through its channels’ value chains on its way to the ul-
timate buyer. Finally, the product becomes a purchased
input to the value chains of its buyers, who use it to
perform one or more buyer activities.

Linkages not only connect value activi-
ties inside a company but also create interdependen-
cies between its value chain and those of its suppliers
and channels. A company can create competitive ad-
vantage by optimizing or coordinating these links to
the outside. For example, a candy manufacturer may
save processing steps by persuading its suppliers to de-
liver chocolate in liquid form rather than in molded
bars. Just-in-time deliveries by the supplier may have
the same effect. But the opportunities for savings
through coordinating with suppliers and channels go
far beyond logistics and order processing. The com-
pany, suppliers, and channels can all benefit through
better recognition and exploitation of such linkages.

Competitive advantage in either cost or
differentiation is a function of a company’s value
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chain. A company’s cost position reflects the collective
cost of performing all its value activities relative to ri-
vals. Each value activity has cost drivers that deter-
mine the potential sources of a cost advantage. Simi-
larly, a company’s ability to differentiate itself reflects
the contribution of each value activity toward fulfill-
ment of buyer needs. Many of a company’s activities—
not just its physical product or service —contribute to
differentiation. Buyer needs, in turn, depend not only
on the impact of the company’s product on the buyer
but also on the company’s other activities (for exam-
ple, logistics or after-sale services).

In the search for competitive advantage,
companies often differ in competitive scope—or the
breadth of their activities. Competitive scope has four
key dimensions: segment scope, vertical scope (degree
of vertical integration), geographic scope, and industry
scope (or the range of related industries in which the
company competes).

Competitive scope is a powerful tool for
creating competitive advantage. Broad scope can allow
the company to exploit interrelationships between the
value chains serving different industry segments, geo-
graphic areas, or related industries. For example, two
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business units may share one sales force to sell their
products, or the units may coordinate the procurement
of common components. Competing nationally or
globally with a coordinated strategy can yield a com-
petitive advantage over local or domestic rivals. By em-
ploying a broad vertical scope, a company can exploit
the potential benefits of performing more activities in-
ternally rather than use outside suppliers.

By selecting a narrow scope, on the
other hand, a company may be able to tailor the value
chain to a particular target segment to achieve lower
cost or differentiation. The competitive advantage of a
narrow scope comes from customizing the value chain
to best serve particular product varieties, buyers, or
geographic regions. If the target segment has unusual
needs, broad-scope competitors will not serve it well.

Transforming the value chain

Information technology is permeating
the value chain at every point, transforming the way
value activities are performed and the nature of the
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linkages among them. It also is affecting competitive
scope and reshaping the way products meet buyer
needs. These basic effects explain why information
technology has acquired strategic significance and is
different from the many other technologies busi-
nesses use.

Every value activity has both a physical
and an information-processing component. The physi-
cal component includes all the physical tasks required
to perform the activity. The information-processing
component encompasses the steps required to capture,
manipulate, and channel the data necessary to perform
the activity.

Every value activity creates and uses in-
tormation of some kind. A logistics activity, for exam-
ple, uses information like scheduling promises, trans-
portation rates, and production plans to ensure timely
and cost-effective delivery. A service activity uses in-
formation about service requests to schedule calls and
order parts, and generates information on product fail-
ures that a company can use to revise product designs
and manufacturing methods.

An activity’s physical and information-
processing components may be simple or quite com-
plex. Different activities require a different mix of the
two components. For instance, metal stamping uses
more physical processing than information processing;
processing of insurance claims requires just the oppo-
site balance.

For most of industrial history, techno-
logical progress principally affected the physical com-
ponent of what businesses do. During the Industrial
Revolution, companies achieved competitive advan-
tage by substituting machines for human labor. Infor-
mation processing at that time was mostly the result
of human effort.

Now the pace of technological change is
reversed. Information technology is advancing faster
than technologies for physical processing. The costs of
information storage, manipulation, and transmittal are
falling rapidly and the boundaries of what is feasible in
information processing are at the same time expand-
ing. During the Industrial Revolution, the railroad cut
the travel time from Boston, Massachusetts to Con-
cord, New Hampshire from five days to four hours, a
tactor of 30.° But the advances in information technol-
ogy are even greater. The cost of computer power rela-
tive to the cost of manual information processing is at
least 8,000 times less expensive than the cost 30 years
ago.Between 1958 and 1980 the time for one electronic
operation fell by a factor of 80 million. Department of
Defense studies show that the error rate in recording
data through bar coding is 1 in 3,000,000, compared to
1 error in 300 manual data entries.*

This technological transformation is
expanding the limits of what companies can do faster
than managers can explore the opportunities. The
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information revolution affects all nine categories of
value activity, from allowing computer-aided design in
technology development to incorporating automation
in warehouses {see Exhibit 111). The new technology
substitutes machines for human effort in information
processing. Paper ledgers and rules of thumb have
given way to computers.

Initially, companies used information
technology mainly for accounting and record-keeping
functions. In these applications, the computers auto-
mated repetitive clerical functions such as order pro-
cessing. Today information technology is spreading
throughout the value chain and is performing optimi-
zation and control functions as well as more judgmen-
tal executive functions. General Electric, for instance,
uses a data base that includes the accumulated experi-
ence and |often intuitive) knowledge of its appliance
service engineers to provide support to customers by
phone.

Information technology is generating
more data as a company performs its activities and is
permitting it to collect or capture information that was
not available before. Such technology also makes room
for 2 more comprehensive analysis and use of the ex-
panded data. The number of variables that a company
can analyze or control has grown dramatically. Hunt-
Wesson, for example, developed a computer model to
aid it in studying distribution-center expansion and
relocation issues. The model enabled the company to
evaluate many more different variables, scenarios, and
alternative strategies than had been possible before.
Similarly, information technology helped Sulzer Broth-
ers’ engineers improve the design of diesel engines in
ways that manual calculations could not.

Information technology is also trans-
forming the physical processing component of activi-
ties. Computer-controlled machine tools are faster,
more accurate, and more flexible in manufacturing
than the older, manually operated machines. Schlum-
berger has developed an electronic device permitting
engineers to measure the angle of a drill bit, the tem-
perature of a rock, and other variables while drilling oil
wells. The result: drilling time is reduced and some
well-logging steps are eliminated. On the West Coast,
some fishermen now use weather satellite data on
ocean temperatures to identify promising fishing
grounds. This practice greatly reduces the fishermen’s
steaming time and fuel costs.

Information technology not only affects
how individual activities are performed but, through
new information flows, it is also greatly enhancing a
company'’s ability to exploit linkages between activi-
ties, both within and outside the company. The tech-
nology is creating new linkages between activities, and
companies can now coordinate their actions more
closely with those of their buyers and suppliers. For ex-
ample, McKesson, the nation’s largest drug distributor,

Copyright ©2001. All Rights Reserved.



Competitive advantage

lrifofmafioh Téchnology permeates the value chain ’

153

Support Firm Pianning modals
activities infrastructure Chmmmenannnn
Human resource A .:.
management peIs
Technology smrm
development desi arket research
Procurement Ondine . =
procurament of parts
Autornated: 1 Flexible {Remole
warehouse. menufaciuring sapvicingof -
bsoahhnios i aquipment
Computer
sshgduling an
routingof -
repalr trucks
Inbound FOvperations Outbound Marketing and Service
logistics logistics sales
Primary
activities Margin
Exhibit IV Information intensity matrix Exhibit V Determinants of industry attractiveness
Information
content of the Threat of new
product entrants
Low High
Infor- High e
'matlcr; Gﬂ -
ntens S
Of ty 5 -
the value ‘ L
chain e
Bargaining . ,‘Rtvélryammg Bargaining
power oxi o power
of suppliers - compeliiors of buyers

Coment

Copyright ©2001. All Rights Reserved.

Threat of
substitute
products or
services



154

provides its drugstore customers with terminals. The
company makes it so easy for clients to order, receive,
and prepare invoices that the customers, in return,
are willing to place larger orders. At the same time,
McKesson has streamlined its order processing.

Finally, the new technology has a pow-
erful effect on competitive scope. Information systems
allow companies to coordinate value activities in far-
flung geographic locations. (For example, Boeing engi-
neers work on designs on-line with foreign suppliers.)
Information technology is also creating many new
interrelationships among businesses, expanding the
scope of industries in which a company must compete
to achieve competitive advantage.

So pervasive is the impact of informa-
tion technology that it confronts executives with a
tough problem: too much information. This problem
creates new uses of information technology to store
and analyze the flood of information available to
executives.

Transforming the product

Most products have always had both a
physical and an information component. The latter,
broadly defined, is everything that the buyer needs to
know to obtain the product and use it to achieve the
desired result. That is, a product includes information
about its characteristics and how it should be used and
supported. For example, convenient, accessible infor-
mation on maintenance and service procedures is an
important buyer criterion in consumer appliances.

Historically, a product’s physical com-
ponent has been more important than its information
component. The new technology, however, makes it
feasible to supply far more information along with the
physical product. For example, General Electric’s appli-
ance service data base supports a consumer hotline
that helps differentiate GE's service support from its
rivals’. Similarly, some railroad and trucking compa-
nies offer up-to-the-minute information on the where-
abouts of shippers’ freight, which improves coordina-
tion between shippers and the railroad. The new tech-
nology is also making it increasingly possible to offer
products with no physical component at all. Compu-
stat’s customers have access to corporate financial data
tiled with the Securities and Exchange Commission,
and many companies have sprung up to perform en-
ergy use analyses of buildings.

Many products also process information
in their normal functioning. A dishwasher, for exam-
ple, requires a control system that directs the various
components of the unit through the washing cycle and
displays the process to the user. The new information
technology is enhancing product performance and is
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making it easier to boost a product’s information con-
tent. Electronic control of the automobile, for example,
is becoming more visible in dashboard displays, talking
dashboards, diagnostic messages, and the like.

There is an unmistakable trend toward
expanding the information content in products. This
component, combined with changes in companies’
value chains, underscores the increasingly strategic
role of information technology. There are no longer
mature industries; rather, there are mature ways of do-
ing business.

Direction & pace of change

Although a trend toward information
intensity in companies and products is evident, the
role and importance of the technology differs in each
industry. Banking and insurance, for example, have al-
ways been information intensive. Such industries were
naturally among the first and most enthusiastic users
of data processing. On the other hand, physical process-
ing will continue to dominate in industries that pro-
duce, say, cement, despite increased information pro-
cessing in such businesses.

Exhibit I'V, which relates information
intensity in the value chain to information content in
the product, illuminates the differences in the role and
intensity of information among various industries. The
banking and newspaper industries have a high informa-
tion-technology content in both product and process.
The oil-refining industry has a high use of information
in the refining process but a relatively low information
content in the product dimension.

Because of the falling cost and growing
capacity of the new technology, many industries seem
to be moving toward a higher information content in
both product and process. It should be emphasized that
technology will continue to improve rapidly. The cost
of hardware will continue to drop, and managers will
continue to distribute the technology among even the
lower levels of the company. The cost of developing
software, now a key constraint, will fall as more pack-
ages become available that are easily tailored to cus-
tomers’ circumstances. The applications of informa-
tion technology that companies are using today are
only a beginning.

Information technology is not only
transforming products and processes but also the na-
ture of competition itself. Despite the growing use of
information technology, industries will always differ in
their position in Exhibit IV and their pace of change.
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Changing the nature of
competition

After surveying a wide range of indus-
tries, we find that information technology is changing
the rules of competition in three ways. First, advances
in information technology are changing the industry
structure. Second, information technology is an in-
creasingly important lever that companies can use to
create competitive advantage. A company’s search for
competitive advantage through information technol-
ogy often also spreads to affect industry structure as
competitors imitate the leader’s strategic innovations.
Finally, the information revolution is spawning com-
pletely new businesses. These three effects are critical
for understanding the impact of information technol-
ogy on a particular industry and for formulating effec-
tive strategic responses.

Changing industry structure

The structure of an industry is embod-
ied in five competitive forces that collectively deter-
mine industry profitability: the power of buyers, the
power of suppliers, the threat of new entrants, the
threat of substitute products, and the rivalry among
existing competitors (see Exhibit V). The collective
strength of the five forces varies from industry to
industry, as does average profitability. The strength of
each of the five forces can also change, either improv-
ing or eroding the attractiveness of an industry*

Information technology can alter each
of the five competitive forces and, hence, industry
attractiveness as well. The technology is unfreezing
the structure of many industries, creating the need and
opportunity for change. For example:

(0  Information technology increases the
power of buyers in industries assembling purchased
components. Automated bills for materials and vendor
quotation files make it easier for buyers to evaluate
sources of materials and make-or-buy decisions.

(0  Information technologies requiring
large investments in complex software have raised the
barriers to entry. For example, banks competing in
cash management services for corporate clients now
need advanced software to give customers on-line
account information. These banks may also need to
invest in improved computer hardware and other
facilities.

(0  Flexible computer-aided design and
manufacturing systems have influenced the threat of
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Information technology
and industry structure

Buyer power Videotex home shopping ser-
vices, such as Comp-U-Card,
increase buyers’ information.
Buyers use their personal
computers to browse through
electronic catalogs and com-
pare prices and product spe-
cifications. Customers can
make purchases at any hour

at prices typically 25% to 30%
below suggested retail levels.
Comp-U-Card is growing
quickly: revenues have quin-
tupled’in two years to $3.5
million and membership is now
15,000. According to some pro-
jections, by the mid-1990s, 76%
of U.S. households will have
access to such services.

Shelternet, an electronic infor-
mation exchange offered by
First Boston Corporation, allows
real estate brokers to determine
quickly and easity what mort-
gage packages are available
and whether the buyer will qual-
ify for financing. This improves
the position of both brokers and
homebuyers in shopping for
mortgages. The parties can
make preliminary commitmenis
within 30 minutes.

Buyer power

Substitution Electronic data bases, such as
NEXIS, are substituting for
library research and consulting
firms. NEXIS subscribers can
quickly search the full text of any
article in 225 periodicals. Users
drastically reduce the time spent
in literature searches. In addi-
tion, the buyer avoids the cost of
journal subscriptions and pays
only for the information required.

substitution in many industries by making it quicker,
easier, and cheaper to incorporate enhanced features
into products.

[0  The automation of order processing and
customer billing has increased rivalry in many distri-
bution industries. The new technology raises fixed
costs at the same time as it displaces people. As a re-
sult, distributors must often fight harder for incremen-
tal volume.

Industries such as airlines, financial set-
vices, distribution, and information suppliers (see the
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upper right-hand corner of Exhibit IV) have felt these
effects so far.® (See the insert, “Information Technology
and Industry Structure,” for more examples.)

Information technology has had a par-
ticularly strong impact on bargaining relationships be-
tween suppliers and buyers since it affects the linkages
between companies and their suppliers, channels, and
buyers. Information systems that cross company lines
are becoming common. In some cases, the boundaries
of industries themselves have changed.”

Systems that connect buyers and sup-
pliers are spreading. Xerox gives manufacturing data to
suppliers electronically to help them deliver materials.
To speed up order entry, Westinghouse Electric Supply
Company and American Hospital Supply have fur-
nished their customers with terminals. Among other
things, many systems raise the costs of switching to a
new partner because of the disruption and retraining
required. These systems tend to tie companies more
closely to their buyers and suppliers.

Information technology is altering the
relationship among scale, automation, and flexibility
with potentially profound consequences. Large-scale
production is no longer essential to achieve automa-
tion. As a result, entry barriers in a number of indus-
tries are falling.

At the same time, automation no longer
necessarily leads to inflexibility. For example, General
Electric rebuilt its Erie locomotive facility as a large-
scale yet flexible factory using computers to store all
design and manufacturing data. Ten types of motor
frames can be accommodated without manual adjust-
ments to the machines. After installation of a “smart”’
manufacturing system, BMW can build customized
cars {each with its own tailored gearbox, transmission
system, interior, and other features) on the normal
assembly line. Automation and flexibility are achieved
simultaneously, a pairing that changes the pattern of
rivalry among competitors.

The increasing flexibility in performing
many value activities combined with the falling costs
of designing products has triggered an avalanche of
opportunities to customize and to serve small market
niches. Computer-aided design capability not only
reduces the cost of designing new products but also
dramatically reduces the cost of modifying or adding
features to existing products. The cost of tailoring
products to market segments is falling, again affecting
the pattern of industry rivalry.

While managers can use information
technology to improve their industry structure, the
technology also has the potential to destroy that struc-
ture. For example, information systems now permit
the airline industry to alter fares frequently and to
charge many different fares between any two points.
At the same time, however, the technology makes the
flight and fare schedules more readily available and
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allows travel agents and individuals to shop around
quickly for the lowest fare. The result is a lower fare
structure than might otherwise exist. Information
technology has made a number of professional service
industries less attractive by reducing personal interac-
tion and making service more of a commodity. Manag-
ers must look carefully at the structural implications
of the new technology to realize its advantages or to be
prepared for its consequences.

Creating competitive advantage

In any company, information technol-
ogy has a powerful effect on competitive advantage in
either cost or differentiation. The technology affects
value activities themselves or allows companies to
gain competitive advantage by exploiting changes in
competitive scope.

Lowering cost. As we have seen, infor-
mation technology can alter a company’s costs in any
part of the value chain.* The technology’s historical
impact on cost was confined to activities in which
repetitive information processing played a large part.
These limits no longer exist, however. Even activities
like assembly that mainly involve physical pro-
cessing now have a large information-processing
component.

Canon, for example, built a low-cost
copier assembly process around an automated parts-
selection and materials-handling system. Assembly
workers have bins containing all the parts needed for
the particular copier. Canon’s success with this system
derives from the software that controls parts inventory
and selection. In insurance brokerage, a number of in-
surance companies usually participate in underwriting
a contract. The costs of documenting each company’s
participation are high. Now a computer model can op-
timize (and often reduce} the number of insurers per
contract, lowering the broker’s total cost. In garment
production, equipment such as automated pattern
drawers, fabric cutters, and systems for delivering cloth
to the final sewing station have reduced the labor time
for manufacturing by up to 50%. (See the insert, “Aim:
A Competitive Edge,” for further examples.)

In addition to playing a direct role in
cost, information technology often alters the cost driv-
ers of activities in ways that can improve {or erode} a
company’s relative cost position. For example, Louisi-
ana Qil & Tire has taken all ten of its salespeople off
the road and made them into telemarketers. As a
result, sales expenses have fallen by 10% and sales
volume has doubled. However, the move has made the
national scale of operations the key determinant of
the cost of selling, rather than regional scale.
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Aim:
a competitive edge

Lowering Cost  Casinos spend up to 20% of
revenues on complimentary
services for high rollers. One
assignment for pit bosses has
always been to keep an eye out
for the big spenders. Now, how-
ever, many casinos have devel-
oped computer systems to
analyze data on customers.
Caesar's Palace lowered its
complimentary budget more
than 20% by developing a
player-rating system for more
accurate identification of big
spenders.

Enhancing
Differentiation

American Express has devel-
oped differentiated travel ser-
vices for corporate customers
through the use of information
technology. The services include
arranging travel and close moni-
toring of individual expenses.
Computers search for the lowest
airplane fares, track travel
expenses for each cardholder,
and issue monthly statements.

Enhancing differentiation. The impact
of information technology on differentiation strategies
is equally dramatic. As noted earlier, the role of a com-
pany and its product in the buyer’s value chain is the
key determinant of differentiation. The new informa-
tion technology makes it possible to customize prod-
ucts. Using automation, for instance, Sulzer Brothers
has increased from five to eight the number of cylinder
bore sizes of new low-speed marine diesel engines.
Shipowners now choose an engine that is more pre-
cisely suited to their needs and thereby recoup signifi-
cant fuel savings. Similarly, Digital Equipment’s artifi-
cial intelligence system, XCON, uses decision rules to
develop custom computer configurations. This dra-
matically reduces the time required to fill orders and
increases accuracy—which enhances Digital’s image as
a quality provider.

By bundling more information with the
physical product package sold to the buyer, the new
technology affects a company’s ability to differentiate
itself. For example, a magazine distributor offers retail-
ers processing credits for unsold items more efficiently
than its competitors. Similarly, the embedding of infor-
mation systems in the physical product itself is an in-
creasingly powerful way to distinguish it from compet-
ing goods.
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Changing competitive scope. Informa-
tion technology can alter the relationship between
competitive scope and competitive advantage. The
technology increases a company’s ability to coordinate
its activities regionally, nationally, and globally. It can
unlock the power of broader geographic scope to create
competitive advantage. Consider the newspaper indus-
try. Dow Jones, publisher of the Wall Street Journal,
pioneered the page transmission technology that links
its 17 U.S. printing plants to produce a truly national
newspaper. Such advances in communication plants
have also made it possible to move toward a global
strategy. Dow Jones has started the Asian Wall Street
Journal and the Wall Street Journal-European Edition
and shares much of the editorial content while print-
ing the papers in plants all over the world.

The information revolution is creating
interrelationships among industries that were previ-
ously separate. The merging of computer and telecom-
munications technologies is an important example.
This convergence has profound effects on the structure
of both industries. For example, AT&T is using its
position in telecommunications as a staging point for
entry into the computer industry. IBM, which recently
acquired Rolm, the telecommunications equipment
manufacturer, is now joining the competition from the
other direction. Information technology is also at the
core of growing interrelationships in financial services,
where the banking, insurance, and brokerage industries
are merging, and in office equipment, where once dis-
tinct functions such as typing, photocopying, and data
and voice communications can now be combined.

Broad-line companies are increasingly
able to segment their offerings in ways that were previ-
ously feasible only for focused companies. In the truck-
ing industry, Intermodal Transportation Services, Inc.
of Cincinnati has completely changed its system for
quoting prices. In the past, each local office set prices
using manual procedures. Intermodal now uses micro-
computers to link its offices to a center that calculates
all prices. The new system gives the company the ca-
pacity to introduce a new pricing policy to offer dis-
counts to national accounts, which place their orders
from all over the country. Intermodal is tailoring its
value chain to large national customers in a way that
was previously impossible.

As information technology becomes
more widespread, the opportunities to take advantage
of a new competitive scope will only increase. The
benefits of scope (and the achievement of linkages),
however, can accrue only when the information tech-
nology spread throughout the organization can com-
municate. Completely decentralized organizational de-
sign and application of information technology will
thwart these possibilities, because the information
technology introduced in various parts of a company
will not be compatible.
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Spawning new businesses

The information revolution is giving
birth to completely new industries in three distinct
ways. First, it makes new businesses technologically
feasible. For example, modern imaging and telecom-
munications technology blend to support new facsim-
ile services such as Federal Express’s Zapmail. Simi-
larly, advances in microelectronics made personal
computing possible. Services such as Merrill Lynch’s
Cash Management Account required new information
technology to combine several financial products
into one.

Second, information technology can
also spawn new businesses by creating derived demand
for new products. One example is Western Union'’s
EasyLink service, a sophisticated, high-speed, data-
communications network that allows personal com-
puters, word processors, and other electronic devices
to send messages to each other and to telex machines
throughout the world. This service was not needed be-
fore the spread of information technology caused a
demand for it.

Third, information technology creates
new businesses within old ones. A company with in-
formation processing embedded in its value chain may
have excess capacity or skills that can be sold outside.
Sears took advantage of its skills in processing credit
card accounts and of its massive scale to provide simi-
lar services to others. It sells credit-authorization and
transaction-processing services to Phillips Petroleum
and retail remittance-processing services to Mellon
Bank. Similarly, a manufacturer of automotive parts,

A .O. Smith, developed data-communications expertise
to meet the needs of its traditional businesses. When a
bank consortium went looking for a contractor to run
anetwork of automated teller machines, A.QO. Smith
got the job. Eastman Kodak recently began offering
long-distance telephone and data-transmission ser-
vices through its internal telecommunications system.
Where the information technology used in a compa-
ny’s value chain is sensitive to scale, a company may
improve its overall competitive advantage by increas-
ing the scale of information processing and lowering
costs. By selling extra capacity outside, it is at the same
time generating new revenue.

Companies also are increasingly able to
create and sell to others information that is a by-
product of their operations. National Benefit Life re-
portedly merged with American Can in part to gain
access to data on the nine million customers of
American Can’s direct-mail retailing subsidiary. The
use of bar-code scanners in supermarket retailing has
turned grocery stores into market research labs. Retail-
ers can run an ad in the morning newspaper and find
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out its effect by early afternoon. They can also sell

this data to market research companies and to food
Processors.

Competing in the age of
information

Senior executives can follow five steps
to take advantage of opportunities that the informa-
tion revolution has created.

1 Assess information intensity. A compa-
ny’s first task is to evaluate the existing and potential
information intensity of the products and processes of
its business units. To help managers accomplish this,
we have developed some measures of the potential
importance of information technology.

It is very likely that information tech-
nology will play a strategic role in an industry
that is characterized by one or more of the following
features:

0  Potentially high information intensity
in the value chain—a large number of suppliers or cus-
tomers with whom the company deals directly, a prod-
uct requiring a large quantity of information in selling,
a product line with many distinct product varieties, a
product composed of many parts, a large number of
steps in a company’s manufacturing process, a long
cycle time from the initial order to the delivered
product.

[0  Potentially high information intensity
in the product—a product that mainly provides infor-
mation, a product whose operation involves substan-
tial information processing, a product whose use
requires the buyer to process a lot of information, a
product requiring especially high costs for buyer train-
ing, a product that has many alternative uses or is sold
to a buyer with high information intensity in his or her
own business.

These may help identify priority busi-
ness units for investment in information technology.
When selecting priority areas, remember the breadth of
information technology —it involves more than simple
computing.

2 Determine the role of information tech-
nology in industry structure. Managers should predict
the likely impact of information technology on their
industry’s structure. They must examine how informa-
tion technology might affect each of the five competi-
tive forces. Not only is each force likely to change but
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industry boundaries may change as well. Chances are
that a new definition of the industry may be necessary.

Many companies are partly in control of
the nature and pace of change in the industry struc-
ture. Companies have permanently altered the bases of
competition in their favor in many industries through
aggressive investments in information technology and
have forced other companies to follow. Citibank, with
its automated teller machines and transaction process-
ing; American Airlines, with its computerized reserva-
tions system; and USA Tbday, with its newspaper page
transmission to decentralized printing plants, are pio-
neers that have used information technology to alter
industry structure. A company should understand how
structural change is forcing it to respond and look for
ways to lead change in the industry.

3 Identify and rank the ways in which in-
formation technology might create competitive advan-
tage. The starting assumption must be that the tech-
nology is likely to affect every activity in the value
chain. Equally important is the possibility that new
linkages among activities are being made possible. By
taking a careful look, managers can identify the value
activities that are likely to be most affected in terms of
cost and differentiation. Obviously, activities that rep-
resent a large proportion of cost or that are critical to
differentiation bear closest scrutiny, particularly if they
have a significant information-processing component.
Activities with important links to other activities in-
side and outside the company are also critical. Execu-
tives must examine such activities for ways in which
information technology can create sustainable com-
petitive advantage.

In addition to taking a hard look at its
value chain, a company should consider how informa-
tion technology might allow a change in competitive
scope. Can information technology help the company
serve new segments? Will the flexibility of informa-
tion technology allow broad-line competitors to invade
areas that were once the province of niche competi-
tors? Will information technology provide the leverage
to expand the business globally? Can managers har-
ness information technology to exploit interrelation-
ships with other industries? Or, can the technology
help a company create competitive advantage by nar-
rowing its scope?

A fresh look at the company’s product
may also be in order:

Can the company bundle more informa-
tion with the product?

Can the company embed information
technology in it?
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4  Investigate how information technol-
ogy might spawn new businesses. Managers should
consider opportunities to create new businesses from
existing ones. Information technology is an increas-
ingly important avenue for corporate diversification.
Lockheed, for example, entered the data base business
by perceiving an opportunity to use its spare computer
capacity.

Identifying opportunities to spawn new
businesses requires answering questions such as:

What information generated (or poten-
tially generated) in the business could
the company sell?

What information-processing capacity
exists internally to Start a new
business?

Does information technology make it
feasible to produce new items related to
the company’s product?

5  Develop a plan for taking advantage of
information technology. The first four steps should
lead to an action plan to capitalize on the information
revolution. This action plan should rank the strategic
investments necessary in hardware and software, and
in new product development activities that reflect the
increasing information content in products. Organiza-
tional changes that reflect the role that the technology
plays in linking activities inside and outside the com-
pany are likely to be necessary.

The management of information tech-
nology can no longer be the sole province of the EDP
department. Increasingly, companies must employ in-
formation technology with a sophisticated understand-
ing of the requirements for competitive advantage.
Organizations need to distribute the responsibility for
systems development more widely in the organization.
At the same time, general managers must be involved
to ensure that cross-functional linkages, more possible
to achieve with information technology, are exploited.

These changes do not mean that a cen-
tral information-technology function should play an
insignificant role. Rather than control information
technology, however, an IS manager should coordinate
the architecture and standards of the many applica-
tions throughout the organization, as well as provide
assistance and coaching in systems development. Un-
less the numerous applications of information technol-
ogy inside a company are compatible with each other,
many benefits may be lost.

Information technology can help in the
strategy implementation process. Reporting systems
can track progress toward milestones and success fac-
tors. By using information systems, companies can
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measure their activities more precisely and help moti-
vate managers to implement strategies successfully’
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The importance of the information rev-
olution is not in dispute. The question is not whether
information technology will have a significant impact
on a company’s competitive position; rather the ques-
tion is when and how this impact will strike. Compa-
nies that anticipate the power of information technol-
ogy will be in control of events. Companies that do not
respond will be forced to accept changes that others
initiate and will find themselves at a competitive
disadvantage.
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Sears and the
consensus

By the early 1920s, however, the "buyer for the
American farmer” concept had begun to lose its rel-
evance to economic and social realities. With the
coming of the automobile and good roads, rural
America rapidly became less isolated, and the
kinds of merchandise of interest to the farm family
came more and more to be the kinds of merchan-
dise of interest to city dwellers as well. In this pro-
cess, radio advertising also played a significant
role. There was no longer a separately definable
rural market with its own unique characteristics and
needs; that market, and the previously distinct
urban market, were homogenizing into a general
American mass market.

The then managements of Sears and Ward'’s alike
failed to grasp the significance of these new devel-
opments. They knew that their companies had
problems; sales were increasingly difficult to get
and profits were slipping.

Sears found the answer first—fortuitously. By bring-
ing General Wood into the company in November of
1924, Julius Rosenwald acquired much more than
the higher order of managerial skiils he was seek-
ing. He acquired a man who was capable of intro-
ducing a new entrepreneurial concept as fully
responsive to the needs and opportunities of the
times as Rosenwald'’s own had been to the needs
and opportunities of a quarter-century earlier.

One of Wood'’s interesting personal traits was a
fascination with census data. This had its origins
during his years on the Canal, where good reading
material —or, for that matter, any reading material —
was scarce. The story is told that once, while con-
fined to the infirmary with a minor ailment, the only
thing Wood could find to read was the Statistical
Abstract of the United States, which he began
perusing simply to pass the time but soon came to
study avidly. Whether or not the infirmary story is
apocryphal, it is clear that in his Canal experience
he acquired a taste for and an understanding of
demographic and economic’statistics that stayed
with him for the rest of his life. During his mature
years, there was a widely circulated myth (probably
grounded in fact) that the Statistical Abstract was
his favorite bedside reading. In any event, his keen
grasp of major trends in American life was evident
in his business planning and even ordinary
conversation.

From

Shaping an American
Institution: Robert E. Wood
and Sears, Roebuck

by James C. Worthy

(Urbana and Chicago, Ill.:
University of liinois Press)
Copyright © 1984

Reprinted with the permission
of the publisher.
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Special Report

David N. Campbell,
R.L. Fleming, and
Richard C. Grote

Discipline
without
punishment—
at last

When a foreman at Tampa
Electric Company blew up at a line-
man and earned a suspension from
work, the company'’s labor relations
manager knew it was time for a
change in the discipline system.
Tampa Electric’s switch to a nonpuni-
tive approach is only one example of a
growing trend to a disciplinary meth-
od that is now winning broad accep-
tance. In part, a nonpunitive approach
simply fits the times. Shifting attitudes
toward corporate culture, new competi-
tive requirements, a changing work
force, and reforming views on the im-
portance of discipline all add a new
relevance to an issue that was first
broached in HBR 20 years ago by John
Huberman, who introduced a non-
punitive system of discipline at a
Canadian pulp mill.

But most important is the
qualitative difference of the nonpuni-
tive approach. It simply represents a
more realistic, more adult, and more
positive way to encourage a disci-
plined work force. The nonpunitive
system recognizes that workers them-
selves must be the real source of disci-

Why and how
you should implement

a nonpunitive

approach

to discipline

pline and sets up a workable program
that reinforces self-discipline. To be ef-
fective, the new system must be linked
in a consistent manner with the rest of
a company’s human resource manage-
ment programs. In this way discipline
becomes part of the company'’s philos-
ophy, reflecting management’s view of
itself and its work force.

Both Messrs. Campbell,
senior vice president, administration,
and Fleming, director of labor rela-
tions, participated in the implementa-
tion of a nonpunitive system of disci-
pline at Tampa Electric Company of
Tampa, Florida. Mr. Grote is president
of Performance Systems Corporation
of Dallas, Texas, a management
consulting firm that specializes in
helping organizations implement
nonpunitive performance manage-
ment systems.

Authors’ note. We thank Eric L. Harvey
for his contributions to this article.

1 John Huberman,
“Discipline Without Punishment,”
HBR July-August 1964, p. 62.
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It was a particularly nasty
incident involving a foreman that trig-
gered Tampa Electric Company’s
decision to switch to a nonpunitive
approach to discipline. The labor rela-
tions manager recalled the 1977 con-
frontation between the foreman and a
lineman this way: “The lineman’s con-
frontational behavior caused the work-
ing foreman to grab the lineman by his
shirt collar and shake him severely.
This is unacceptable behavior for a
working foreman, and he was suspended
for 13 days.I had no choice under the
existing policy but to support that sus-
pension, but I never felt good about it.
All1did was penalize an employee and
his family; I did not change his behav-
ior in any way. I believe he would have
done the same thing again. I forced
compliance, but he will still believe the
company was wrong.”

His prediction was accurate.
Five months later another disciplinary
situation arose with the same foreman.
The previous suspension had proved
ineffective in improving behavior.

The labor relations manag-
er’s frustration with the company’s pu-
nitive approach resulted in a search for
an alternative. The organization want-
ed a system that provided consistency,
fairness, and lasting corrective mea-
sures without resorting to punishment.
In September 1979, the production
operations and maintenance groups re-
placed the old approach with a nonpu-
nitive system for a one-year trial period.
By January 1981, the new system was in
effect companywide. The pilot project,
which covered 1,000 employees, grew
to include nearly 3,000.

After the program had been
in place in production operations and
maintenance for about a year, Tampa
Electric surveyed the 100 managers and
supervisors in the affected depart-
ments. All but 2 not only agreed that
the program should be continued but
also recommended its expansion.
“When you get 98 out of 100 managers
agreeing on anything,’ one senior exec-
utive commented, ‘‘you know you've
got something that’s very successful ”
Shortly thereafter, Tampa Electric ex-
panded its nonpunitive approach to all
operating, service, and administrative
departments.

Since the program was
adopted companywide in January 1981,
Tampa Electric reports only favorable
results: more effective and accepted
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disciplinary measures, fewer successful
unemployment compensation claims
after employees have been terminated,
less absenteeism, and fewer arbitra-
tions. In fact, in 1982, no union griev-
ance proceeded to arbitration.

The decline in absenteeism
alone resulted in sizable financial sav-
ings for the company. Sick time usage
in maintenance and production opera-
tions dropped from an average of 66.7
hours in 1977 to 36.6 hours in 1983.In
one operating department, the average
use of sick time per employee dropped
from 58.8 hours to 19.5 hours per year
in five years. Based on a 1983 average
wage rate of $11.78 per hour, this
reduction in sick time use saved the
company $439,404, or 1.38% of the
1983 payroll — the equivalent of having
18 additional people on the job.

Tampa Electric’s experience
with its nonpunitive system was best
captured by the words of a long-term
supervisor who expressed relief over
the elimination of the unpaid suspen-
sion. ““I’ve never yet seen a guy come
back from an unpaid suspension,” he
said, “feeling better about his boss, his
job, the company, or himself” {See the
insert, ““Similar Results in Dissimilar
Organizations,” for more information.)

SRS

Resistance & acceptance

Twenty years after its intro-
duction, a growing number of compa-
nies are finally moving to implement
John Huberman’s ““discipline without
punishment” approach.' Five reasons
explain why it has taken so long for
the new system to gain acceptance:

1 No perceived need. Through-
out the 1960s and much of the 1970s,
existing approaches to discipline were
perceived as adequate, if imperfect. In
the industrial sector of the economy,
the traditional disciplinary series of
warnings and suspensions was com-
fortable and familiar; managers didn’t
expect to bring about behavioral
change and commitment to the organi-
zation’s goals. In the professional and
technical sector, organizations tended
to discount the need for a formal disci-
pline system. Formal disciplinary
action was somehow seen as inappro-
priate for this more sophisticated, bet-
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ter educated portion of the work force;
problems were as likely to be avoided
as confronted.

Today, the old standard is not
good enough. Pressures for quality and
productivity demand a work force
committed to meeting organizational
goals and requirements. Companies are
implementing nonpunitive discipline
systems as a strategy to build commit-
ment and productivity.

2 Understanding “corporate
culture.” Until recently, few companies
recognized or cared whether they had a
corporate culture that influenced the
collective behavior of its members.
Discipline was not perceived as a re-
flection of culture —represented, for ex-
ample, in the idea of a well-disciplined
organization. Rather, discipline was
merely something ““done to someone”’
in response to misbehavior. With the
new interest in a company defining its
corporate culture, however, has come a
recognition of the way discipline de-
fines the relationship between manag-
ers and workers.

3 Lack of an effective imple-
mentation process. Huberman's 1964
article merely suggested replacing a
series of punitive steps with a series of
nonpunitive steps. But simply renam-
ing the steps has little impact on the
day-to-day behavior of supervisors con-
fronted with employee misbehavior.
For an organization to change its ap-
proach to discipline, it has to review
and reevaluate its entire approach to
performance management. With more
experience, managers have found meth-
ods to use in moving an organization
from the old style to the new one.

4 Changing work force values.
At the time Huberman introduced his
approach, the “‘baby boomers” —the
huge population born between 1946
and the mid-1960s—had not yet en-
tered the work force. The traditional
values of hard work, diligence, obedi-
ence to authority, and self-discipline
still prevailed. Today, with approxi-
mately 48% of the work force consist-
ing of people born between 1946 and
1964, managers have to deal with em-
ployees who grew up in an era that
spurned discipline for permissiveness,
rejected authority figures, and insisted
on immediate gratification and partici-
pation in decision making, When man-
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agers today complain that the “‘new
breed” is different, they're right.

Moreover, baby boomers not
only make up the great majority of
young employees in an organization,
but also “‘senior boomers,” in their
middle and late thirties, are now as-
suming positions of authority where
they are required to set disciplinary
standards. In their new tasks, many
continue the unconventional attitudes
and approaches they brought with
them to the organization.

5 Changing perceptions.
Twenty years ago, discipline was per-
ceived as a distasteful task best left to
line supervisors ard the labor relations
department. Discipline did not deserve
senior management’s attention.

Because of the tremendous
increases in wrongful termination
suits and challenges to disciplinary ac-
tion by outside third parties, discipline
has assumed a more significant place
on the corporate agenda. Senior manag-
ers are recognizing that the traditional
approach to discipline is out of align-
ment, both with other human resource
systems and, more important, with
most of our beliefs about the worth of
the individual and the best ways to
manage human resources.

These five factors have con-
tributed to the increasing interest in
and introduction of nonpunitive disci-
pline systems in a variety of organiza-
tions. As a result, the purpose of the
disciplinary transaction has changed
from a punishment meted out in re-
sponse to a violation to a process that
requires individuals to accept responsi-
bility for their own behavior, perfor-
mance, and continued participation in
the enterprise.

S ——
s B R

The discipline dilemma

Few systems in American or-
ganizations seem more accepted yet
less productive than the old-line “/pro-
gressive discipline.”” In the desire to
enforce rules in the work force, organi-
zations frequently act in ways that pre-
vent real self-discipline. Consider:

0  Inaplant of a major food-
processing company, disciplinary prob-
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Similar results in dissimilar

organizations

Many organizations that have
adopted a nonpunitive system
have found results similar to those
at Tampa Electric. The Texas
Department of Mental Health and
Mental Retardation, with 26,000
employees spread over 30 facili-
ties, was suffering from high turn-
over and absenteeism, low
morale, and low quality of patient
care. It was also plagued with
assorted labor relations, recruit-
ment, and regulatory problems.
The implementation of its system,
similar to Tampa Electric’s, pro-
duced significant and sustained
results. The first quarter alone pro-
duced a retention of 853 employ-
ees, a 30% reduction in turnover
from the baseline evaluation peri-
od. Using a conservative replace-
ment cost of $2,000 per employ-
ee, the change to a nonpunitive
system saved the department
more than $1.7 million.

Union Carbide has reduced
absenteeism, turnover, and disci-
plinary actions at ten locations
with its positive discipiine program
and is now expanding its use of
the system. W.R. Hutchison, direc-
tor of personnel programs at

Union Carbide, believes that the
company is in a better position to
defend itself against wrongful ter-
mination suits because the sys-
tem obliges a poor performer to
make the decision about his or her
job. “In 90% of the cases where
an employee has been placed on
a decision-making leave and con-
fronted with the need either to quit
or to formulate a list of actions he
will take to keep the job,” explains
Hutchison, “‘employees choose
the latter alternative, improve their
performance, and save their jobs.
Once employees set their own
standards and agree to them, it's a
lot more difficult for them to say
they didn’t understand the rules.”

According to Susan N. Cook, vice
president of personnel at Liberty
National Bank, the Oklahoma
bank's impiementation of a
discipline-without-punishment
approach produced significant
reductions in absenteeism, turn-
over, and disciplinary problems.
“The intangible benefits have also
been great,” she explained. “We
have found a noticeable improve-
ment in morale and greater super-
visory self-confidence in confront-
ing employee problems as well as
reduced exposure to equal oppor-
tunity complaints or lawsuits re-
sulting from unfair or inconsistent
disciplinary action.”

The Somersworth meter business
department of General Electric,
recently featured in an article on
rehabilitated plants, adopted the
approach in April 1981.* Accord-
ing to Alan W. Bryant, employee
and community retations man-
ager, while disciplinary problems
had never been significant in this
nonunion facility, it made opera-
tional the company philosophy of
positive, mature employee rela-
tions: “Implementing a positive
discipline program produced the
results we expected —fewer disci-
plinary problems and transactions,
improved employee morale,
greater supervisory self-confi-
dence, more consistency in admin-
istration. Our experience in install-
ing positive discipline, moreover,
provided two other subtle but im-
portant benefits. First, it fostered
the development of a more col-
laborative climate between oper-
ating managers and the employee
relations function. Second, and
most important for us, it promoted
a shift in supervisory attention to-
ward the ‘forgotten workers’ —that
greater majority of employees who
do their jobs well and never en-
counter any disciplinary problems.”

In installing its system, General
Electric tracked not only the num-
ber of disciplinary discussions but
also “positive contacts” —formal
discussions between a supervisor
and a subordinate about a job well
done. in a two-year period, the
company recorded over 6,200
positive contacts.

The solid data collected from a
variety of organizations (see
Exhibit I1), reinforced by the per-
sonal reactions of the managers
themselves, supports the case for
a positive approach to the applica-
tion of discipline. By confronting
the issue from this different, more
adult perspective, managers per-
ceive the entire issue of discipiine
from a different angle. No longer
caught up in trying to determine
the punishment that fits the crime,
managers now explore positive
ways to build commitment, gener-
ate self-discipline, and ensure
individual responsibility.

*See Jonathan King and Robert E. Johnson,
"Silk Purses from Oid Plants,”
HBR March-April 1983, p. 147.

lems became so severe that in a space
of nine months, managers fired 58 of
the 210 employees. Supervisors eagerly
wrote up infractions with the intent of
running off “troublemakers.” The at-
mosphere turned poisonous; obscene
messages began appearing in the
plant’s products.

[0 A Midwestern office-
furniture manufacturer, responding to
demands from supervisors for a consis-
tent discipline system, concocted a
point scheme that rated the serious-
ness of every conceivable disciplinary
offense. An employee accumulating
200 points earned a written warning;
an employee accumulating 350 points
in a 12-month period earned automatic
termination. Supervisors passing work-
ers loitering by the time clock called
out, ““That’ll cost you 25!"” Every disci-

plinary action was grieved; ‘“point
shaving” was commonplace.

1 Aglassfactory’s system
made final action an unpaid suspen-
sion, the length to be determined by
the facts of the case and the employee’s
record. An employee who had previ-
ously been suspended for one day
would be suspended for three days for
repeating the offense; a five-day sus-
pension might be ten the next time. A
frustrated personnel manager com-
plained of one individual who was now
on his fifth suspension— this time for
one month —and admitted that when
he returned he would be no better than
when he left. “What should we do
next?’ he asked. “‘Suspend him for a
year?” In the meantime, production
was disrupted as less-skilled employ-
ees had to fill in. Overtime increased,
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and other employees kidded the super-
visor about how they too would like a
month’s ‘'vacation.”’

[0  Amiddle manager in a fast-
growing high-tech company was dis-
turbed by a senior engineer’s perfor-
mance. A long-term employee, the
engineer demonstrated his apparent re-
sentment of younger colleagues by
leaving work early, disregarding dead-
lines, and producing second-rate work.
The manager, asked if he had talked to
the engineer about the situation, re-
plied, “No.I know I should, but 1 hate
that kind of confrontation. I'd really
like to give him a written warning, but
that’s only for factory types.”

These examples illustrate
the dilemma of discipline. Attempts to
[Continued on page 168]
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establish a disciplined environment by
using a traditional approach cannot
produce employees who are committed
to the goals of the company and the
policies and rules by which it operates.

Other problems abound.
Supervisors resist and resent a disci-
pline system in which they suffer more
pain than do the employees on the re-
ceiving end. Simply from doing their
job, supervisors may face apathy, hostil-
ity, reduced output, and an uncomfort-
able personal relationship with a sub-
ordinate.

Old-line approaches require
the supervisor to play the heavy and
wear a black hat. By definition, the job
demands that he or she write up, sus-
pend, place on probation, or deliver a
“final warning” to members of the
work group. Because they consider it
an obstacle to developing a profes-
sional image, most supervisors today
avoid this role.

Not only do they catch flak
from below but supervisors also dis-
cover that maintaining discipline may
produce reversed decisions “upstairs,”’
pressure from peers and bosses who are
more tolerant of rule violations, or sub-
tle messages not to “rock the boat.”’
Even more insidious is the perception
that a supervisor who takes many dis-
ciplinary actions demonstrates a lack
of administrative competence.

Furthermore, some supervi-
sors believe that the goal of a disciplin-
ary action is to build a case justifying
an individual’s termination. Reluctant
to enter a one-way street, SUpervisors
often spend too much time in unpro-
ductive counseling sessions to avoid
taking any formal measures before
they have made up their minds that
discharge is the answer. They then be-
gin the discipline process with the
objective of termination rather than
rehabilitation. But this approach has
its own perverse twist: should the em-
ployee improve following a disciplin-
ary step, the supervisor may feel frus-
trated about losing the grounds to jus-
tify recommending dismissal.

Finally, the most significant
problem with a traditional punitive ap-
proach is that it leaves the worker freed
of responsibility for future good perfor-
mance. To the employee, the slate is
now clean: “I1did the deed, I paid the
price, now everything’s back to nor-
mal” But management has neither re-
quested nor received commitment to
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future good performance or acceptance
of reasonable standards. The worker
has been absolved of wrongdoing by
accepting the punishment.

The traditional industrial
system assumes that crime must be
followed by punishment lest chaos
reign. It requires managers to sit in
judgment of the individual to deter-
mine the penalty that fits the crime. It
seems irrelevant that this approach
produces few beneficial results.

While layoffs, probations,
final warnings, and so on may produce
initial compliance, over time this ap-
proach generates more problems than
it solves. A worker punished with a
written warning or unpaid suspension
responds with resentment or apathy;
absenteeism and grievances increase;
communication and trust decline; ‘get
by’’ or ““get even”’ performance results.
In fact, it is the prevalence of these very
problems that has led organizations to
change to a nonpunitive approach.

o
PIOTRIRTRRER ORI -

Basics of a nonpunitive
system

Like Tampa Electric, many
organizations are now adopting an ap-
proach modeled on Huberman'’s sys-
tem. The differences in method show
up not only in the formal steps but also
in the organization’s administrative
policies and in management’s atti-
tudes, beliefs, and behavior.

The first step of formal non-
punitive discipline is to issue an “‘oral
reminder”’ The manager meets privately
with the employee to discuss the prob-
lem. The manager’s primary goal is to
gain the employee’s agreement to solve
the problem. Instead of warning the
employee of more serious disciplinary
action to come, the manager reminds
the individual that he or she has a per-
sonal responsibility to meet reasonable
standards of performance and behavior.
In most organizations the manager
documents the discussion but retains
the documentation in a working file. In
this way the manager extends a strong
incentive for improvement by advising
the individual that although this is the
first formal step of discipline, no record
of the transaction will appear in the
employee’s permanent record unless
the problem arises again.
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Should the problem con-
tinue, the manager moves to the sec-
ond step, the “written reminder.’ The
manager talks to the employee again in
a serious manner but without threats.
The manager reviews the good busi-
ness reasons why the rule or standard
must be observed, discusses the em-
ployee’s failure to abide by the original
agreement, and, through counseling,
again gains the employee’s agreement
to solve the problem. Together they
create an action plan to eliminate the
gap between actual and desired perfor-
mance. Then the manager writes a
memo to the individual summarizing
the conversation, and places a copy in
the employee’s personnel file.

In both steps, the main ob-
jective of the conversation is to gain
the employee’s agreement to change.
This agreement is important for sev-
eral reasons. First, the employee is
more likely to improve if he or she
makes an agreement to change than if
the company mandates compliance.
Second, and more important, if the
problem continues and another disci-
plinary discussion is necessary, the sub-
sequent discussion will focus not only
on the continuing problem but also on
the employee’s failure to abide by the
original agreement-—a much more seri-
ous concern. Finally, should the em-
ployee refuse to agree to meet reason-
able employer expectations, the
documentation of that refusal in the
second step strengthens the company’s
position if a record is needed to justify
the employee’s termination.

Issuing reminders instead of
warnings involves more than a mere
semantic sleight of hand. Warnings
threaten future disciplinary action
should the employee be caught mis-
behaving again; reminders restate the
essentialness of the rule and the indi-
vidual’s responsibility to uphold it (see
Exhibit I). The point is not to repri-
mand for past misbehavior but rather
to create an action plan for the future.

FEs
esecoscEvERER

The decision-making
leave

When disciplinary discus-
sions have failed to produce the desired
changes, management places the indi-
vidual on a paid, one-day, “decision-
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Exhibit!  Warnings vs. reminders

Warnings Reminders
Timing Before the conversation After the conversation
Focus Next step Individual responsibility
Purposse Threaten further negative Remind employee of
consequences performance standard
Time perspective Past Future
Responsibility Supervisor Employee
for action
Supervisor's Judge Coach
role

making leave”” The company pays the
employee for the day to demonstrate
the organization’s desire to see him or
her remain a member of the organiza-
tion and to eliminate the resentment
and hostility that punitive actions usu-
ally produce. But tenure with the orga-
nization is conditional on the individu-
al’s decision to solve the immediate
problem and make a “‘total perfor-
mance commitment”’ to good perfor-
mance on the job. The employee is in-
structed to return on the day following
the leave with a decision either to
change and stay or to quit and find
more satistying work elsewhere.

On returning to the job, the
employee does not immediately begin
work. He or she first meets with the
supervisor to announce the decision. If
the decision is to change and stay, the
employee and supervisor set specific
goals and develop an action plan. The
supervisor expresses confidence in the
individual’s ability to live up to the re-
quirements of the action plan but also
tells the employee that failure to live
up to the organization’s performance
expectations will lead to termination.
This statement is repeated in a formal
memo documenting the step; the origi-
nal is given to the employee and a copy
is placed in the personnel file.

R —.

The rationale for a
nonpunitive system

While most managers can
accept the philosophy of dealing with

e s

poor performance or misconduct in a
nonpunitive way in the early steps, the
concept of a paid disciplinary suspen-
sion still disturbs many managers. Two
issues are involved here. First, why sus-
pend someone as a final disciplinary
step? Second, why pay the person dur-
ing that suspension?

The benefits of suspension
as a final step are many: suspension
clearly demonstrates to the errant em-
ployee the seriousness of the situation;
it provides an opportunity for cool
reflection and decision making for both
the employee and management; it
proves that the company means busi-
ness; and, perhaps most important, it
has been universally accepted by arbi-
trators as sufficient notice to the indi-
vidual that the job is at risk.

Given that suspension can
offer some benefits uncharacteristic of
other “final step” strategies, what does
the company gain from paying the em-
ployee during the leave?

(0  Paying the employee reduces
the need for the individual to “’save
face!’ In contrast, when an individual
returns from an unpaid suspension, the
anger, resentment, or apathy provoked
by the layoff often results in martyr-
dom, reduced output, subtle sabotage,
and other forms of costly antiorganiza-
tion behavior.

[0  Concerns about employee
abuse of the system, such as inten-
tional misbehavior to gain a “‘free day
off,” have proved unfounded. Organiza-
tions using the system have found that
employees treat the leave seriously.
They do make a decision about chang-

Copyright ©2001. All Rights Reserved.

July-August 1985

ing their behavior and maintaining
employment. Unlike the traditional
unpaid suspension in which the indi-
vidual must do no more than ‘‘serve
time,” now the employee must take
responsibility for future performance
and behavior. Employees discover that,
in spite of the pay, they are confronted
with a far tougher company response
to their failure to meet standards. A
Tampa Electric Company employee
who returned from a decision-making
leave commented, ‘‘Believe me, broth-
er, that was no vacation!”

(0  Good workers do not resent
the paid suspension. Virtually all em-
ployees view the leave as a grave step.
Interestingly, what good workers do re-
sent, we have found, is management’s
failure to confront a poor performer,
since they usually must shoulder the
work not done by their colleague.

(0  While the cost of paying the
employee for the day he or she is ab-
sent is a visible one, it usually is the
only cost associated with using the
nonpunitive system. Unpaid suspen-
sions often generate much higher hid-
den costs in overtime, inefficiency, dis-
ruption of others’ work, and reduced
output.

a In unionized organizations,
grievances and arbitrations take on a
totally new perspective. The system
makes moot the question, ‘‘Does the
penalty fit the crime?” Consequently,
it eliminates attempts at penalty re-
ductions, claims of punitive inconsis-
tencies, and deal making. In addition, a
nonpunitive system reduces the num-
ber of discipline-related grievances and
arbitrations.

[1  Finally, the paid suspension
is evidence of the company’s sincere,
good-faith effort to convince the indi-
vidual to change and accept responsi-
bility for appropriate behavior. Should
the company ultimately fire an em-
ployee, this step reduces the chances of
a third party’s reversal of the decision
or a wrongful discharge suit.

Most important, a nonpuni-
tive approach to discipline represents
the company’s refusal to make an em-
ployee’s career decision. Traditional
methods of discipline force manage-
ment to make all the decisions. Is the
offense serious encugh to warrant a
disciplinary transaction? Given the se-
riousness, what is the appropriate level
[Continued on page 174]
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of punishment? Is the punishment for
employee A similar to what we did to B
and C in like situations? Then manage-
ment caucuses, analyzes the available
data, and decides what action is most
appropriate. The decision is then an-
nounced to the employee, who from
the outset, has been outside the process.

Organizations in the white-
collar professional and technical sec-
tors have found this approach more
palatable. Problems that arise on the
factory floor are frequently the same as
those that arise in the office. A final
warning or unpaid suspension for an
engineer, a programimer, or a manager
seems somehow inappropriate, but
most managers can accept a strategy of
reminding a professional to meet the
organization’s standards. The use of a
decision-making leave can be as power-
ful in the executive suite as on the fac-
tory floor.

s S R e R
Making the move

Accepting a new disciplinary
approach leads organizations to de-
velop a complete human resource sys-
tem that integrates the nonpunitive
disciplinary method with all its other
human resource programs.

Employees recognize that
through its approach to discipline, the
company displays its true attitude
about people, professionalism, and pro-
ductivity. Consequently, the company’s
disciplinary program can create either
trust or distrust and produce either
positive or negative results in the rest
of the human-resource-management
system. Discipline touches on the larg-
est organizational questions: How will
good performance be recognized? How
will problems be dealt with? Who has
the responsibility for ensuring accept-
able behavior? Who will be expelled
from membership in the organization
family? How and by whom will that
decision be made?

Since the implementation of
anonpunitive system affects the entire
organization, its philosophy, and val-
ues, a major organizational effort is
required. Formal policies and informal
day-to-day practices must be reviewed
and reconsidered. Supervisors need to
be trained in the new approach, the be-
lief system behind it, and the methods
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for holding nonpunitive disciplinary
discussions. They must learn how to
develop action plans that lead to an
employee’s agreement to change and to
recommit to the company’s objectives.
Management must communicate to
everyone concerned both the general
purpose of the system and the specific
administrative practices.

Finally, management must
link the system with all other existing
human resource programs and policies
such as performance appraisal, atten-
dance management, grievance and ap-
peal procedures, and employee assis-
tance programs. After installing the
new system, managers must measure,
monitor, and maintain it. The process
typically involves several months of
alternatives analysis, decision making,
and training, and requires the efforts
and involvement of a large number of
supervisors and managers.

To develop the system, most
organizations appoint a team of super-
visors and managers from different lev-
els and functions. The team’s task is to
manage the transition to the new sys-
tem by answering questions like:

What are the appropriate
roles of personnel and line manage-
ment? To which categories of employ-
ees will the system apply? How will
the severity of different problems and
offenses be determined? How will un-
related problems with the same indi-
vidual be handled? What authority and
responsibility will first-line supervi-
sors have for each step of the system?
How will they be trained?

While initial answers to
these questions can come from the ex-
perience of other organizations that
have adopted similar systems, ulti-
mately no answers can be adopted off
the shelf. For the policies to be work-
able and appropriate, they must take
into account the organization’s culture
and history.

Once all managers have been
trained and top management has for-
mally approved the policies, the com-
pany communicates the change to all
employees. It holds meetings with all
company members to review the key
elements and operation of the system,
the reasons for the change, and the phi-
losophy behind the program. Managers
also hold meetings with employees
already on a discipline step to advise
them where they will stand when the
new system begins.
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Managers maintain the pro-
gram by measuring the results, feeding
information back to higher level man-
agers and senior executives at regular
intervals, and reinforcing supervisory
counseling skills.

Ensuring a successful
implementation

The secret of nonpunitive
discipline is that there are no secrets.
To produce a committed work force of
professionals, this program, like any
other change process, must be installed
in an open, collaborative, and honest
fashion. Inevitably, problems and pit-
falls present themselves. For example:

0  Some senior managers over-
simplify the cultural and operational
differences between nonpunitive per-
formance management and traditional
approaches. Many executives over-
estimate the ability of supervisors, man-
agers, and employees to translate their
intellectual appreciation of this type of
system into a practical approach. Con-
versely, senior executives may also fail
to appreciate the ease with which some
supervisors, especially those most
experienced with the dismal results of a
a punitive strategy, will accept the new
approach.

[1  Senior managers may recog-
nize the benefits of a new approach;
those benefits, however, must also be
perceived by everyone affected, includ-
ing the great majority of employees
who are never affected by formal disci-
plinary procedures. Every employee
and every manager will evaluate the
program from the perspective of
“What's in it for me?”’ The answers
must be built into the development,
communication, installation, evalua-
tion, and management processes.

] Some managers believe that
once a sensible program is installed, it
will somehow run on automatic pilot.
But experience suggests that unless the
program is tightly managed and main-
tained, it is very easy for old procedures
and practices to creep in. Then, like so
many other well-intended programs, it
will become an event that occurred
some time in the past rather thana
part of the practices ingrained in the
company’s culture.
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