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Keeping a keen eye on
consumer behaviour

Marketers must respond to the radical
change in consumers' priorities but also
ready themselves for recovery. By John
A. Quelch and Katherine E. Jocz

hat promises to be the
longest and deepest
global recession since
the 1930s took many
marketers by surprise.
What appeared first
as a crisis affecting the US home
mortgage market soon morphed into
a global financial meltdown and the
evaporation of consumer credit.
Given an average household debt in
the US of 130 per cent of annual house-
hold income, it was inevitable that a
downturn in consumer confidence
would follow, along with a substan-
tial reduction in consumer spending,
which accounts for 72 per cent of US
gross domestic product. How should
marketers, few of whom are experts
in macroeconomics, respond to these
conditions?
It is important is to understand
how customers are reacting to the
new reality, how their attitudes and

behaviours are changing, how easy it
is for them to switch suppliers or stop
buying your products and services,
and whether the shifts that are evi-
dent today are going to continue once
the economic recovery Kkicks in.

What is certain is that the market
segmentation scheme you were using
to plan your marketing budget and
programmes this time last year is
obsolete. You need to listen to your
customers and possibly develop a
new segmentation approach. We have
identified six segments of consumers
based on their response patterns to
the current crisis.

We have found that the consumer
mix varies across categories and
across brands within categories, with
stronger, trusted brands being less
vulnerable to downward pressure on
prices and margins:

M Naysayers are frightened consum-
ers who have stopped buying any
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discretionary purchases and are trim-
ming their daily purchases. They are,
for example, trading down from fresh
to frozen vegetables, sharing a sin-
gle tube of toothpaste among family
members and switching from single-
purpose, specialised cosmetics to mul-
tipurpose products. They are either
out of work, in fear of being laid off
or know people who have been.
B Short termers are younger, urban
consumers with few savings who
have, therefore, lost little in the fi-
nancial meltdown. They will carry
on as normal unless and until they
lose their jobs. They will then have to
adjust their consumption behaviour
almost overnight, as they have no
savings cushion.
M Long termers are consumers who
see the reduction in their retirement
accounts as an unfortunate bump in
the road. They are worried but not
panicked. They are adjusting their
purchasing behaviour by search-
ing out the best deals, emphasising
functional over emotional benefits,
trading down to simpler versions of
products they need, making fewer
impulse purchases and foregoing
some luxuries. However, they remain
broadly optimistic and are not shut-
ting down their consumption.
M Simplifiers are baby boomers who
have lost a significant percentage of
their savings, and, as a result, have
become more risk averse and are
reassessing their values. Some will
conclude that they must postpone
retirement to recover their net worth.
Others will decide that they can make
do with less, reduce their consump-
tion and simplify their lives.
M Sympathisers are savvy consumers
who switched into cash ahead of the
crash but who know others who did
not. They could afford to buy a new
car but they do not want to appear
ostentatious. They are continuing to
spend at near-normal levels but more
discreetly.
B Permabulls are relentlessly opti-
mistic. Their “here today, gone to-
morrow” attitude has them looking
for opportunities to make up for lost
ground and find the next million dol-
lar idea or stock pick. Their appetite
for consumption remains constrained
only by the availability of credit.
Marketers must understand how
these six segments overlay their
existing customer mix. They must
understand the shifting price sensi-
tivity of their current and potential
customers and how it is affecting
where and how often they shop. They
must adjust accordingly the mix of
marketing devoted to brand franchise
building versus short-term promo-
tions, such as coupons and rebates,
that can sell products quickly, albeit
at lower margins. In this recession,
for example, the BMW 5 series may

gain relative share at the expense of
the pricier 7 series. Sports car sales
may decline but demand for hybrid
vehicles may hold up better than the
rest of the car market.

Hope and change

Marketers must not be glum. They
must balance an empathy for the fi-
nancially distressed consumer with a
resilient, perhaps even defiant, spirit
of hope and optimism. The appropri-
ate blend varies from one product
category to another.

In general, consumers in a recession
will screen out advertising messages
that are based on fear appeals. There
is enough uncertainty in the environ-
ment already. More appropriate are
advertisements that emphasise the
reasons, especially the functional
features, to trust in a brand, evidence
that a brand delivers value, and an
emphasis on core benefits that relate
to family values, friendships and
relationships. Gillette’s ads for its
top-of-the-line Fusion shaving system
justified the premium price by stress-
ing its high-tech features, comparing
the product’s performance to Nascar
race cars.

In the face of doom and gloom, we
all need to be uplifted. Many brands
in the US, for example, are attempt-
ing to piggyback on the enthusiasm
for Barack Obama, US president. Ikea
has called on consumers to change
their furniture to mark the new
president in the White House. Pepsi
launched a new logo and ushered in
2009 with a celebration of “Optimis-
mmm”. Under the umbrella of a new
slogan “Refresh Everything”, the
company’s website invites consumers
to submit their thoughts to “the man
who is about to refresh America”.

When consumer spending power is
limited, marketers are not just com-
peting to maintain or build share in
their own stagnant or shrinking prod-
uct categories. They are competing
against all forms of substitutes and,
in a real sense, competing against all
other expenditures for their share of
the consumer’s wallet. Brands such
as Pepsi and Coca-Cola that depend
for volume on millions of consumers
choosing them every day must con-
tinue to project positive messages in
their advertising while ensuring that
their pack sizes and retail price points
are adjusted to cater for a more frugal
consumer.

The best antidote to margin degra-
dation, in good times or bad, is inno-
vation. Some companies fear launch-
ing new products in recessions — with
good reason if the product is merely
a superficial line extension that adds
little value. But an exciting new
product that offers functional value
as well as emotional appeal should



not be held back. For one thing, the
clutter of new products competing for
consumers’ attention will be less than
normal. Second, if you delay until the
recovery comes, you will join a back-
log of new products all trying to secure
shelf space at the same time. Third,
delaying today’s product launch may
delay launches of additional products
you have in the pipeline, permanently
undercutting your competitive edge.
Rather than delaying a new product
launch, shape the value proposition
to address the information and reas-
surance needs of today’s target con-
sumers while retaining the flexibility
to tweak the positioning as necessary
when economic recovery arrives.

Change or die

A recession is no time to hunker
down. It is a time to question the
strategic rationale for non-core assets
and the fundamental assumptions of
your business model. Monster.com,
a recruitment website, generates al-
most all its revenues from job posters,
not job seekers. This business model
works well when times are good but
not when employers are firing rather
than hiring. Perhaps the model should
be re-evaluated to diversify Monster’s
revenue streams.

More important, recessions often
accelerate rather than decelerate
underlying trends in consumer be-
haviour. Take use of the internet.
With consumers spending more time
at home rather than going out, inter-
net use promises to increase. At the
same time, consumers anxious about
current and future job opportunities
are more keen than ever to develop
the networks that can help them with
advice and job leads. Look for profes-
sional network sites such as LinkedIn

of the communications budget on
search ads, banner ads and building
brand community websites. Indeed,
the major packaged goods companies,
including Unilever and Procter &
Gamble that do not sell their products
directly to consumers online, typi-
cally spend a mere 2 per cent.

However, savvy marketers are ac-
celerating their investment in and
experimentation with digital media
during the downturn. Kraft Foods,
for example, is experimenting with
the downloading of recipes to iPhones
when consumers are shopping for
groceries.

Many brands are running contests
on their websites to encourage the
creation of user-generated videos that
are voted on by visitors to their web-
sites. The goal is to build enthusiasm
for the brand among a loyal cadre of
consumers who will become the elec-
tronic spokespeople for the brand.

Of course, the recession demands
adjustments in the communications
mix to enable penny-pinching market-
ers to stretch their marketing dollars.
These include substituting 15- for 30-
second television ads; using less ex-
pensive radio ads instead of television
to maintain advertising frequency to

Marketers must
balance an empathy
for the financially
distressed consumer
with a resilient, even
defiant, spirit of hope

target customers; reducing outdoor
advertising if fewer people are driv-
ing to jobs each day and others switch
to public transport. But what is most
important is to understand that the
trend to digital is here to stay and to
embrace it.

Planning for recovery

Conventional wisdom suggests that
consumers return eagerly to their old
attitudes and behaviours once a reces-
sion abates. Indeed, the theory is that
pent-up demand during a recession is
unleashed once consumer confidence
rebounds and credit becomes more
readily available.

This may well be true for durable
goods such as cars and home appli-
ances, which demand ever-increasing
servicing costs the longer consumers
hold on to them. It is, therefore, essen-
tial that manufacturers plan ahead to
have the capacity available — whether
internal or outsourced - to ramp up
production and dealer inventories
quickly. It is also predictable that, in
emerging economies, consumers who
were looking forward to owning their
first television set or buying their
first car will still want to do so once
economic circumstances permit.

What is not so clear is whether all
consumers in developed economies
will revert to past behaviours. If the
recession is long, as appears likely,
new attitudes and behaviours are
more likely to become ingrained. For
example, preparing meals at home
rather than eating out or buying in
bulk are just two behaviours born
of economic necessity that may con-
tinue after the recession ends. Coping
mechanisms often involve collabora-
tions with family, friends and neigh-
bours that become a satisfying part
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that we may find more pleasure in
experiences than owning things, that
less is more, these are questions that
we are more likely to ask during an
economic recession. In much the same
way that life-changing events such as
marriage or divorce may prompt us to
reappraise our basic values and goals,
so an economic shock can provoke a
similar response.

In no industry will the challenge of
understanding customer behaviour
and market segmentation be greater
than in retail financial services. Con-
sumer trust has been severely shaken
as the share prices and integrity of
hitherto stalwart institutions have
been undermined.

Millions of investors have seen
their assets slashed. Many feel
cheated. How will they respond to
an economic recovery? Many will
remain more cautious in their invest-
ment portfolios than they should be.
A second group, probably smaller in
number, will be more aggressive than
they should be, feeling the need to
make up lost ground.

Yet opportunities will emerge from
the crisis. It was no accident that
John Bogle launched Vanguard, the
investment management group, and
Charles Schwab founded his broker-
age in the wake of the recession of
the early 1970s. These companies
introduced new value propositions
that resonated with consumers. In
the same way, new value propositions
will emerge from the deficit of trust
induced by the current recession. Ex-
isting companies need to watch out
for the flank attack from such innova-
tive newcomers.

Finally, in planning for recovery,
every marketer must understand the
leading indicators that will signal a
turnround in their industry and com-

Brett Ryder
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lasting the fruits of
effective innovation

Judicious cutting of redundant R&D projects can free
up funds for more deserving projects and spur more
imaginative use of external partnerships for long-term
innovation. By Ranjay Gulati and Nitin Nohria

Ranjay Gulati is the Jaime and
Josefina Chua Tiampo professor
of business administration at
Harvard Business School and
the author of ‘From Inside-Out
to Outside-In: Reconfiguring
Organisational Silos to Build

Customer Centric Organisations:

rgulati@hbs.edu

Nitin Nohria is Richard P.
Chapman professor of business
Administration, senior associate
dean and director of faculty
development at Harvard
Business School.
nnohria@hbs.edu

ecessions bring cuts in the
size of the labour force,
in capital expenditures,
in advertising budgets,
in travel, even in the loss
of coffee and donuts from
our meetings. Sadly, investments in
research and development and inno-
vation, the seed-corns of our future,
are not insulated from these realities
either. Over the past four quarters,
the total R&D expenditures of S&P
500 companies (based on the approxi-
mately 200 companies that report
them quarterly) declined 13 per cent
— from a total of $43.1bn in the fourth
quarter of 2007 to $37.4bn in the third
quarter of 2008 — with more cuts al-
most certain in the near future.
Companies wanting to innovate will
have to do more with less. But how?
The process boils down to three issues:
determining the overall magnitude of
cuts that need to be made; deciding
which projects to cut and which to
maintain; and reconsidering the lo-
cus of innovation, including whether
it can be done outside the traditional
boundaries of the company.

The magnitude of cuts

Some reduction in R&D investments
might not necessarily hurt an organi-
sation’s innovative capacity. During
good times, companies tend to become
lax in choosing which R&D projects
to support. In a study of large multi-
national corporations, we found that
the relationship between innovation
success and resources deployed was
curvilinear.

Too few resources stymied innova-
tion, but so did too many resources,
by breeding a lack of discipline and by
diminishing the incentive to bring in-
novation projects to fruition. As with
downsizing, some degree of R&D cuts
can actually be productive, but going
too far risks permanently shrinking
the bottom line.

Where to cut

Managers must be judicious about
which innovation projects they sup-
port. The example of one big US
electronics manufacturer during the
1990-92 recession is instructive. Told
to trim his spending by 30 per cent,
the head of R&D called a meeting of

everyone involved in leading the ap-
proximately 300 R&D projects then
ongoing in the company. (The exact
number took more than a month to
pin down.) Over the course of an
entire day, he forced the group to
go through a series of exercises de-
signed to slash the R&D budget by 50
per cent, well beyond the target. The
process was painful, but by the end of
the day about 200 projects to be axed
had been identified.

He then asked managers to iden-
tify which of the 100 projects that
remained could most benefit from ad-
ditional spending. About 30 projects
were identified, with some of their
budgets increased by as much as 100
per cent. The results were stunning.
More new products were brought to
market that year than ever before,
and the company felt it had finished
the year with an even healthier
innovation pipeline than it had
started with. The moral of the story:
do not think just about the innova-
tion projects you can cut. Think also
of how you can free up resources to
give a boost to the projects with the
best pay-off.

We label this the “4-4-2 Approach” —
cut four, maintain four and double-up
on two - but it comes with a caveat:
beware that you do not overuse the
approach to privilege what organi-
sational theorist James March calls
“exploitation”-oriented  innovation
— projects that can generate revenues
most quickly or have the best short-
term pay-off — over “exploration”-ori-
ented innovation with more distant
pay-offs that nonetheless might be
vital to the company’s long-term
prospects.

The key lies in the mix. In the ex-
ample discussed above, the company
was careful to continue to invest in

Too few resources
stymied innovation,
but so did too

many resources, by
breeding a lack

of discipline
|

both, which is why it was able to
strengthen its innovation pipeline
while increasing the immediate flow
of what came through the pipe into
the market.

In cutting R&D budgets and projects,
globally distributed companies must
also be careful not to privilege ideas
championed by the centre - those
closest to the company headquarters
and the traditional seats of power
— at the expense of ideas championed
by those who work in the company’s
international locations.

Projects at the centre are often
marquee initiatives that the company
can benefit from across the globe,
what our colleagues Chris Bartlett
and Sumantra Ghoshal have called
“global-for-global innovations”.
But local-for-local innovations can
sometimes grow into local-for-global
blockbusters. Consider, for example,
the small, rugged portable electrocar-
diogram monitor that GE Healthcare
developed in India to serve local
rural markets but which ultimately
found markets in many other coun-
tries. In a world where the emerging
markets of today may become the
most important markets of tomor-
row, protecting and nurturing such
local innovations through the current
downturn is essential.

The locus of innovation

The current turbulent R&D environ-
ment is also leading many companies
to relocate the locus of innovation be-
yond their own boundaries. Increas-
ingly, companies are discovering the
advantages of collaborating with a
range of external entities, from sup-
pliers to universities to customers,
for novel ideas. In some instances,
they rely upon these external entities
to autonomously produce innovation
and in others they actively collabo-
rate with them. Procter & Gamble,
for example, has famously made this
strategy an enterprise-wide mantra
that it loosely describes as “connect
and develop”.

The benefits of externalising inno-
vation are obvious, ranging from cost
sharing to leveraging potential econo-
mies of scale. Outsourcing innovation
can allow companies to both contract
and expand their own footprint at the
same time. As they move to aggres-
sively reapportion R&D, companies
increasingly shrink what they might
consider to be “core” activities. At the
same time, they also become adept at
entering into collaborative ventures
in areas that allow them to expand
their domain of innovation.

This simultaneous contraction
and expansion can play a key role in
enabling both top-line and bottom-
line growth, but there are several
roadblocks to get round. The first is

“core confusion”. Some companies
hesitate because they are unwilling
or unable to reconceptualise what
they consider to be core activities
and end up clinging to more than
they should under the mistaken as-
sumption that certain domains are of
necessity core.

The key distinction here is between
“core” and “critical”. Critical tasks
are things such as clinical trials
which, while vital to the business, do
not necessarily provide much advan-
tage in the marketplace. Core tasks,
on the other hand, are those that
provide companies with a unique ad-
vantage in the marketplace. Elements
of innovation that are critical but not
core can easily be externalised in
ways that ensure reliable delivery
from an external entity without in
any way compromising marketplace
advantage.

Apple’s shrinking core

Perhaps no company has shrunk its
core and expanded its periphery more
adeptly and to greater advantage than
Apple, and no Apple product better
illustrates this than the company’s
iPhone. In creating its first mobile
phone, the company leveraged the en-
gineering capabilities of its partners,
thus allowing Apple to design and
deliver innovative products in record
time and in a much more cost-effec-
tive way than it could have done on
its own. So, while Apple created its
own operating system, it partnered
with developers such as Google to
preload applications such as Google
Maps on to the device.

Similarly, most of the hardware in
the iPhone and all of the manufactur-
ing of it have been outsourced. Apple
carefully guards information on its
supplier partners because it views
this as a key source of strategic ad-
vantage, but shortly after the device
was launched in June 2007, iSuppli,
a third party, took the handset apart
and found a global representation of
third-party companies.

Much of the phone’s core communi-
cation capability came from German
semiconductor supplier Infineon.
Balda, another German group, pro-
vided the display module. The touch
screen itself was provided by multiple
sources including Japanese groups
Epson Imaging Devices, Sharp and
Toshiba Matsushita Display Technol-
ogy. South Korean company Samsung
provided the applications processor
and the technology for the phone’s
memory. iSuppli added up the esti-
mated cost of the entire set of inputs,
and calculated that the margins for
Apple were likely in excess of 50 per
cent.

Apple’s partnership with AT&T,
the sole carrier compatible with the
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iPhone in the US, allowed Apple to
expand its periphery while also giv-
ing its partner a significant upside,
including five years of exclusivity,
approximately 10 per cent of iPhone
sales in AT&T stores, and a small
piece of Apple’s iTunes revenues. In
return, Apple persuaded AT&T to
spend considerable time and resourc-
es to develop a new feature called
“visual voicemail” and to streamline
the in-store sign-up process.

Perhaps the most vivid example of
Apple’s periphery-expanding allianc-
es has been the array of partnerships
it has formed to develop applications
and peripherals that are sold to cus-
tomers in the growing numbers of Ap-
ple stores or via its online store.

The perils of open innovation

Despite the obvious lure of open inno-
vation, especially in perilous budget
times such as these, two issues need
to be tackled to fully leverage the po-
tential advantages this has to offer.
First, skilful companies recognise that
a shift towards open innovation must
be balanced with a strong anchor
around their customers. It is tempt-
ing in an open-innovation model to
be a technology-push company where
countless ideas emerging from a large
partner-base are funnelled through
to customers in a dizzying array of
offerings.

But companies must understand
how to balance this push model with

By choosing

which projects to
cut, protect or

even expand,
companies can do
more with less
|

Nick Lowndes/Eastwing

a customer-driven pull model as well.
They need to find ways to funnel
customer insight to their partner
base while at the same time allow-
ing partners to open up new fron-
tiers that might go beyond customer
imagination.

Apple has succeeded in finding a
balance between what it thinks cus-
tomers want and what they might
need. The company directs its part-
ners on key input requirements while
allowing them considerable freedom
to develop what they consider to be
desirable for customers.

As collaborative innovation moves
to centre stage for companies and
permeates their core, they also have
to recognise the importance of devel-
oping expertise in managing their
growing array of partnerships. Col-
laboration does not come naturally to
most companies.

However, the pioneers in this move-
ment understand the importance of
building a relational capability within
the company. They not only embrace
a set of routines and processes to
become better at identifying partners
and negotiating agreements, they also
embed a collaborative mindset into
their culture. These shifts require
concerted and systematic effort.

Conclusion

Reductions in R&D budgets may be
inevitable for most companies in
the present context. But if made
intelligently, these cuts do not have
to hurt innovation. By choosing
which projects to cut, protect or
even expand, companies can do more
with less.

Moreover, by becoming more adept
at shrinking what they consider core
while leveraging partners who can
help them innovate in ways that are
genuinely customer-centric, compa-
nies can embrace a more open ap-
proach to innovation that may pay
lasting dividends, even when the
economy recovers. |
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Sure ways to tackle
uncertainty in tough times

Company leaders must develop crisis plans and display behaviour
that restores trust among stakeholders. By Neal A. Hartman

Neal A. Hartman is a senior
lecturer in behavioural and
policy sciences at Sloan School
of Management, MIT.
nhartman@mit.edu

s the global economy

slows, managers face a

more uncertain business

environment than they

have probably ever known.

Successful executives will
shape the future by developing a stra-
tegic plan. Uncertainty can be seen as
a threat, or it can be viewed as creat-
ing possibilities.

We do not know how governments
will respond or how global financial
systems will behave, but managers
need to examine their company and
industry and consider the overall eco-
nomic trends.

Challenges in a downturn

How can companies attract and keep
talented employees? How can leaders
reduce the amount of uncertainty sur-
rounding their organisation? And how
do managers create a company cul-
ture that can thrive in uncertainty?

Communicating clearly, consist-
ently and honestly is key. Consider
recent developments at Apple. When
photographs appeared in the press
showing a much thinner Steve Jobs,
investors worried. Mr Jobs, the com-
pany’s chairman and CEO, issued a
statement to put rumours about his
health to rest and this helped ease in-
vestors’ concerns. Shares in Apple fell
again, however, with the news that
Mr Jobs’ health problems were more
complex than previously thought and
that he was taking leave, although he
would continue to be involved with
key decisions. Now Apple must work
hard to alleviate the uncertainty that
investors perceive.

Managers need to deal with un-
certainty directly. It is important to
understand that people perceive un-
certainty in different ways and man-
agers should nurture the idea among
stakeholders that uncertainty brings
possibilities, rather than seeing it just
as a threat. Managers must also share
information; it is generally assumed
that the more input people have into
change, the more they buy into com-
pany goals.

Managers who consistently display
their values and beliefs through their
behaviour have a significant impact
on the culture of the organisation.
If employees understand that the
company leaders view uncertainty as
something that offers opportunities,
this will be embraced throughout the
organisation.

The value of planning

Although no company can develop a
strategy that addresses every uncer-
tainty, having a crisis plan in place
will help, regardless of the situation
that arises. It is doubtful that before
September 11 2001 any of the organi-

sations housed in New York’s World
Trade Center would have considered
the possibility that aircraft would be
flown into the buildings. Yet those
companies that had a crisis plan in
place dealt more effectively with the
crisis and uncertainty following the
event than those that had no plan.

Managers developing a plan should
begin with research, using internal
resources as well as outside consult-
ants. Managers should look broadly
at ideas, borrowing from other com-
panies where appropriate. Companies
should perform scenario analyses by
predicting potential uncertainties,
identifying relevant risks and simu-
lating events. A team needs to be in
place to deal with the events and ad-
dress stakeholders; this ensures clear
and consistent messages. Plans, once
devised, must be constantly reviewed
and revised.

Organisations must also be flex-
ible and have the ability to quickly
and efficiently try new methods in
the face of changed circumstances.
Developing this organisational flex-
ibility should be a central objective of
any company.

Mastering uncertainty

Managers must also pay close atten-
tion to their own actions during un-
certain times. Because many people
perceive uncertainty as frightening,
leaders need to display behaviour
that brings about a sense of trust
and credibility. Uncertainty is often a
source of stress, but it is how people
react to this stress that determines
the kind of decision-making that oc-
curs. Effective managers are those
who develop the emotional maturity
to behave rationally and confidently
in stressful and uncertain situations
and they must nurture this ability in
their employees as well.

Managers should also build social
support systems, both inside and out-
side the organisation. Managers who
work with effective teams can share
experiences and gain new insights,
enabling them to deal more effectively
with uncertainty and sudden change.

Because uncertainty is stressful, it
is important that managers learn how
to manage stress. A person’s ability
to deal with uncertainty is better if
they exercise, maintain a healthy
diet, sleep well and talk about the is-
sues. If one considers uncertainty as
a vehicle of possibilities rather than a
threat to current norms, the attitude
is much more positive.

Managers in the 21st century must
be ready to deal with the threats un-
certainty brings and to think boldly
and creatively about the possibilities
it offers. Organisations with manag-
ers who are able to do so will prosper
for years to come. [ ]
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Managing in a downturn IT investment

Maintaining IT investment is even
more vital for survival than it was
in past downturns. By Vasant
Dhar and Arun Sundararajan

Further reading

To find out more on

how Prof Dhar and Prof
Subdararajan think
managers can engage with
new technologies, visit
http:/ /w4.stern.nyu.
edu/emplibrary/
techstrategy.pdf

Vasant Dhar is professor of
information systems, group
head, IOMS-Information
Systems and co-director, Center
for Digital Economy Research,
NYU Stern School of Business.
vdhar@stern.nyu.edu

Arun Sundararajan is
associate professor of
information, operations and
management sciences and
NEC Faculty Fellow, NYU Stern
School of Business.
asundara@stern.nyu.edu

he current downturn is
unique because it is happen-
ing in the midst of a rapid
transformation of business
by information technolo-
gies. This transformation
has been driven most recently by the
widespread adoption of broadband
and Web 2.0 technologies, mobility
enabled by increasingly powerful wire-
less devices, technological platforms of
unprecedented functionality, and the
emergence of commercially viable com-
puting clouds and software services.
These turbulent economic times
present new opportunities for compa-
nies that invest wisely in information
technologies, and new threats for
those without a sufficiently forward-
looking IT investment strategy. Op-
portunities arise because downturns
can change consumer preferences,
making people experiment with
new lower-cost products or modes of
consumption that were not pursued
seriously during more prosperous
times. Dangers arise if IT spending
is conducted without careful assess-
ment of the long-term impact. This
is more likely when executive atten-
tion is devoted excessively towards
short-term earnings management and
cost control.

IT investment strategies

So,whatistherightITinvestmentstrat-
egy during this economic downturn?
Our academic research frames three
kinds of IT-related business decisions:
those that react to or cause “indus-
try transformation”, where business
models are fundamentally altered by
progress in information technologies;
those that increase operating ef-
ficiency or productivity through the
use of IT infrastructures, enterprise
systems or transactional systems that
enable economies of scale or complex-
ity; and those that lead to acquiring
and leveraging various kinds of “cus-
tomer intelligence” enabled by tech-
nological systems that better connect
customers to products and companies
to consumers.

Viewing IT investment strategy
through this lens requires varying
one’s recessionary reaction based on
which kind of IT-related decisions
one is contemplating. First, IT invest-
ments associated with pending or
ongoing business model transforma-
tion should be continued or ramped
up. The recession will not change the
fact that the basic business models of
numerous industries have been and
will continue to be changed by IT
over the coming years. Furthermore,
such transformation persists in both
good and bad times. For example,
the financial brokerage industry was
transformed by the widespread adop-
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tion of online consumer trading sys-
tems during the build-up to the dot-
com boom of the mid to late 1990s.

In contrast, the wrenching digital
transformation of the music business
over the past few years was affected
most critically by decisions made
soon after the dotcom bust in 2000.
While the roots of change were
evident in the emergence of the MP3
digital music format and peer-to-peer
file sharing, record labels failed to
make intelligent decisions about their
IT strategy, shifting market power
dramatically to newer intermediar-
ies such as Apple, which exploited
emerging technology platforms and
changing user preferences to become
the world’s largest music retailer.

In industries characterised by busi-
ness model transformation during
downturns, it is especially important
not to focus excessively on short-term
IT cost control. Downturns can ac-
celerate the pace of transformation,
making it critical to think about the
opportunities and threats engendered
by the combination of changing pref-
erences and technological change.

An example is video entertainment.
Increasingly, consumers of conven-
tional television and film content are
also turning to alternative forms of
video entertainment that are exclu-
sively internet-based. The recession is
likely to reduce spending on cinema
tickets and DVDs, prompt consumers
to reassess expensive cable subscrip-
tions and shift consumption towards
lower-cost online video content.

As more consumers make this
switch, it is essential that film stu-
dios and TV networks invent a viable
business model, rights management
strategy and delivery infrastructure
that supports revenue-generating dig-
ital consumption. Withdrawing their
IT investments and business model
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development as a cost-cutting meas-
ure could have a disastrous long-term
effect on the current market leaders.

Decisions about investments in
infrastructures and systems that con-
tribute towards operating efficiency
can be made more conservatively.
Returns from IT infrastructure invest-
ments tend to take years rather than
months to materialise. Further, they do
not show up unless augmented by sub-
stantial organisational and employee
behaviour re-engineering, which may
be hard to implement during a period
of widespread hiring freezes.

Downturns induce innovative
investments

In parallel, cost reduction pressures
will catalyse the transition from
proprietary to shared infrastructures
that tap into cloud computing plat-
forms and software as a service. These
new models of corporate computing
are likely to replace self-owned IT
systems for non-mission-critical proc-
esses and applications. The current
downturn may provide the impetus
organisations need to invest in the
assessment and transition planning
necessary for successful migration to
these lower-cost IT infrastructures.

Withdrawing IT
investments as a
cost-cutting
measure could have
a disastrous effect
on current market

leaders
|

°lugging in to transformation

Decisions relating to the use of in-
formation technologies to acquire and
use customer intelligence are affected
in various ways by the downturn. In
a recessionary economy, customer
retention is critical to a company’s
survival.

At the same time, the internet has
enabled an explosion in access to
electronic data, which is becoming
increasingly important to truly “un-
derstanding” people through their
data trails. User-generated content
is widely prevalent as people become
increasingly connected and spread
information about even the most ob-
scure of topics.

Businesses can access this data
relatively cheaply, thus creating the
potential for IT investments that
increase customer intelligence and
improve the business intimacy of con-
sumer contact. For companies that
do not currently leverage electronic
customer data as an asset, now might
be the time to carefully assess how
this could support current and future
business strategy.

This assessment needs to recognise
that the basic model of customer
contact and marketing is being trans-
formed by online advertising and Web
2.0 technologies, whereby companies
move away from directly influencing
their customers and towards either
reacting to their customers’ electron-
ic intent, or mediating the influence
that consumers have on one another.

At the same time, companies are
now positioned to use “crowdsourc-
ing” technologies to obtain more com-
plex intelligence from their custom-
ers. The richness of this intelligence
is expanding substantially through
the use of interactive product design
that involves frequent and active
electronic consumer input; from open
research and innovation through the
use of development contests; and from
superior forecasting and business in-
telligence acquisition through the use
of prediction markets. As customer
preferences evolve in reaction to
the recession, acquiring intelligence
through aggressive Web 2.0 invest-
ment strategy is critical. The simple
user-generated content we have seen
substitute company-generated mes-
sages is just the tip of the iceberg.

Conclusion

We are analysing a unique point in his-
tory. Previous downturns occurred dur-
ing times when our IT infrastructure
was primitive relative to what exists
today. Information has become plenti-
ful and relatively cheap as a torrent
of content flows from users to an in-
creasingly interactive web while people
simultaneously leave richer electronic
data trails of their behaviour. Against
this backdrop, missing the IT invest-
ment boat could set companies back
more than it has done in the past.
Decisions about these investments
need to be forward-looking in a way
that includes an assessment of rele-
vance to both current and anticipated
future business models. Curbing
spending with a short-term focus will
eventually cost more than it saves,
while IT investments based on an
intelligent framework could generate
long-term gain. [ ]
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Fraud and corruption can sink even
a tightly-run ship. So how do you
discover where the threats lie?
How do you measure them? Most
importantly, what do you do about
them? Or are you just keeping your
fingers crossed?

The fact is fraud and corruption
invariably happen below the
waterline. And now, when the
business is under increased pressure,
is the time to be extra vigilant.

ne surface

KPMG Forensic can help identify
and mitigate threats before they
become a real problem. Our member
firms have the people, tools and
technology to help prevent, detect
and respond to fraud and misconduct;
and we have experience in knowing
where it might surface.

In a downturn, keeping your head
above water is hard enough; don't let
fraud sink you. Find out more.

Visit kpmg.com/succeeding.
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Does your M&A add value?

With deal activity slowing to a crawl, managers must look beyond indicators and
focus on delivering shareholder value. By Laurence Capron and Kevin Kaiser

he market for corporate con-

trol is facing a downturn.

Thanks to tough borrowing

conditions, depressed stock

values and the slumping

global economy, the value
of merger and acquisitions transac-
tions cancelled since the beginning
of October almost equals the value
of deals that have been completed,
according to data compiled by Thom-
son Reuters. Those figures do not,
however, include withdrawn deals
for which values were never publicly
disclosed. Notable withdrawn deals
include the $147bn bid for Rio Tinto,
the Anglo-Brazilian mining group, by
BHP Billiton, the Australian mining
giant; and the failed $48.5bn buy-out
of Canada’s BCE telecoms by a con-
sortium of private equity groups. The
total volume of worldwide M&A deals
globally fell 29 per cent in 2008 com-
pared with 2007, with the US (down
32 per cent) and Japan (down 45 per
cent) particularly hard hit.

The reduced activity in the market
of corporate control, along with the
collapse of iconic companies in the ad-
visory community (investment banks,
rating agencies, commercial lenders,
consultants, lawyers, accountants)
could be perceived as a big blow to
many companies for whom acquisi-
tions have been the preferred growth
strategy in past decades. When care-
fully chosen, priced and executed,
M&As help companies create value by
providing access to new technological
or human resources, exploiting learn-
ing opportunities, meeting customers’
needs, exploiting economies of scale
or restructuring industry capacity.

However, the current slowdown in
M&A activity, notably for large trans-
actions, could provide an opportunity
for companies to think more care-
fully about their M&A strategy and
the process they have been using to
buy companies. Indeed, M&As in past
decades have, on average, destroyed
value for the acquirer’s shareholders.
It is therefore timely to step back and
better understand the functioning of
the market for corporate control in
which companies operate.

Failures in the market for
corporate control

Whereas acquisitions have been
touted as a value-creating tool, most
companies have failed to add value
through acquisitions, at least in terms
of shareholder value. Beyond the oft-
cited reasons (failure to deliver on
synergy potential, paying too high a
price and integration issues), the root
cause of most failures is the incentive
system that encourages managers to
ask the wrong questions.

Managers should ask how a poten-
tial acquisition might improve their
company’s ability to meet customer
needs in ways that cannot be eas-
ily matched by its competitors. They
should value this using expected fu-
ture cash flows to ensure that the pur-
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chase price does not exceed this future
value. However, most managers ask
very different questions, such as: how
will this impact on our earnings per
share?; how will this impact on our
growth rate?; how will this help us to
reach market share targets?; and how
will this impact on our share price
and my options pay-offs?

All targets on such indicators can
be achieved by one of two methods:
creating value or destroying value.
The difference hinges on the expected
value of the benefit realised relative to
the price paid to obtain it. Whenever
a manager delivers on an indicator,
the question should be: “What is the
value of delivering on the target and
what will I have to pay to do so?”

It is important to distinguish be-
tween the overriding objective for
companies, which is value creation,
and the indicators that measure how
well they are delivering on this objec-
tive which include, share price, EPS,
market share, growth in any given
indicator, customer satisfaction, etc.
Most managers pursue incentives
based on these indicators. The result
is that managers knowingly destroy
value in the pursuit of promotions/bo-
nuses/option scheme pay-offs.

One symptom of these incentive
compensation schemes is an undue fo-
cus on company size rather than value
creation, due in part to the practice
of benchmarking CEO compensation
across companies of similar size - big-
ger being better. The result is that
managements are willing to overpay
for acquisitions and are encouraged
to do so by advisers whose primary
interest is often ensuring that the
transaction takes place rather than
ensuring that the acquirer creates
value in the process.

Nick Lowndes/Eastwing

Misaligned incentives and
the current crisis

This combination of misaligned in-
centives and a focus on indicators
rather than value contributed to the
decisions made by bankers and mort-
gage brokers, among others, that led
to the current financial crisis.

Finance and strategy scholars have
found evidence of incentives misalign-
ment between investment banks and
their clients that arise when banks put
their own fees and brokerage commis-
sions ahead of client interests. Within
the M&A context, powerful incentives
within M&A advisory banking — such
as the advisory teams’ bonus pool and
the bank’s desire to advance in the
M&A league tables by increasing deal
numbers and volumes — may conflict
with the interests shareholders.

The M&A advisory community has
played a significant role in the failures
in the market for corporate control.
This community, from investment
bankers to corporate lawyers, uses
incentive systems that push for ag-
gressive transaction execution. Certi-
fication agencies have failed to pro-
vide reliable estimation of company
quality and viability. This violation of

Reliable advisers
with the skills to
assess and advise on
the value impact of
M&A opportunities
will gain importance
|

shareholder trust has seriously dam-
aged the M&A advisory community’s
credibility and this is likely to impact
on the role in future. We believe that
reliable advisers with the skills to as-
sess and advise on the value impact
of M&A opportunities will gain in
importance.

Navigating the current M&A
market

In the current situation, companies
will need to resourceful and creative
to navigate through frictions in the
M&A market. Solutions include using
internally generated cash, more ag-
gressive use of shares as acquisition
currency, delayed payment schemes
or other forms of vendor financing,
or even using non-equity securities
as acquisition currency, which es-
sentially turns the selling company’s
shareholders into lenders of acquisi-
tion debt financing. These sources
will be more difficult for financial
buyers to access than for strategic
buyers. For this reason, private eq-
uity-led acquisitions will need to be
more creative still, with recent trends
towards higher equity percentages,
aggressive vendor financing, and
“growth-equity” investments where
the returns will be driven by growth
of the acquired business rather than
cheap leverage.

In every case, it will remain critical
that in addition to simply tapping cre-
ative financing schemes, the acquirer
provides compelling arguments for
value creation. Another important
skill will be persistence. There will be
even fewer “quick and easy” acquisi-
tion opportunities than in the past.

This additional pressure will fur-
ther reinforce the focus on the right
questions, such as how could this
opportunity enhance our competitive
advantage or its sustainability? It will
also drive development of internal
skills for better identifying, screen-
ing, valuing, negotiating, structuring
and integrating the right targets at
the right price. All of this will help
companies to get through what will
be a difficult short term, and simul-
taneously position them to be among
the first to capture the opportunities
that will arise as economies rebound.

In summary, while the crisis will
impose many hurdles to financing
and closing transactions in the mar-
ket for corporate control, it will drive
home the critical need to identify and
capture value from any and all op-
portunities. This should strengthen
the skills, internally and externally,
that are required to deliver on this
value-creation imperative as well
as the corporate governance terms
between shareholders, management
and advisers. More than ever, it will
be crucial for managers not to man-
age the short-term cash positions of
their companies to ensure their sur-
vival, but also prepare for and build
long-term value-creating strategies
for their companies. |
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Risk Mlanagement
N Turbulent Times

A global market post-mortem has begun, giving rise
to questions about how the credit crisis and its
repercussions could have become so severe before
decisive action was taken.

[t's tempting to simply attribute the financial services
meltdown to the heedless pursuit of exponential revenue
growth in a world of easy credit. The reality is, of course,
more complex, pointing to insufficient transparency,
accountability and regulatory oversight.

Also coming into focus are indications of significant
failures on the part of some financial services
organizations to effectively manage risk. In a recent
KPMG survey* of almost 500 global banking executives,
76 percent reported that risk management remains
stigmatized as a support function at their banks. Only 48
percent of the respondents said risk management was
understood to be the responsibility of everyone in the
organization, and 45 percent said their boards lacked risk
experience. Furthermore, 64 percent of respondents said
that their Chief Risk Officer needs to hold greater
influence over strategy development.

Mike Nolan, Global Head of Internal Audit, Risk &
Compliance Services for KPMG and partner in the US
firm, says that all companies, regardless of industry

or size, should reevaluate their views and attitudes toward
risk management. “Senior leadership should strive to
create a risk culture within the organization, which starts
by setting an appropriate tone at the top, reassessing

the risk management practices across the organization
and cultivating the requisite risk management skills.”

"Risk management should be
elevated within organizations,
moving from a back-office
function to become a strategic
partner that has the ear of
senior leadership.”

Cultivating a Risk Culture

Although the credit crisis has claimed some high-profile
companies, others weathered the storm with less
damage. The reason, says Nolan, is that many companies
took decisive action to try to manage and hedge their risks
in advance of the crisis and were able to adapt their risk
model to address market conditions as they worsened.

In strong performers, Nolan says, the risk management

Have you reviewed risk management in your organization?

23%
Yes, and made fundamental changes

29%

Yes, and made minor changes

19%
Currently reviewing and expect to
make fundamental changes

14%
Currently reviewing and expect to
make minor changes

%
Expect to review in future

8%
No intention to review

Source: 2009, KPMG International

function is fully integrated in the business, enabling
insights and best practices to be shared. Key senior
managers are both experienced and fully involved in the
process of managing risk. Risk management
responsibilities are also likely to be streamlined so that
risk can be owned and managed within the business unit
where it occurs, but quickly escalated through the risk
management function to senior leadership and the board
of directors when necessary.

Weak performers, by contrast, may have allowed their risk
management initiatives to splinter into silos, where vital
information can be delayed, distorted or buried. The risk
function also tends to be held at arm’s length from
business operations and senior management.

“Risk management processes are most effective when
they are linked to company strategy and embedded in
the operations of the business,” he adds. “The leadership
team should establish an enterprise-wide framework
within which risk can be measured, reported and
managed.”

Setting the appropriate “tone at the top” is the first
priority. Signaling commitment at the senior level provides
the foundation for effective risk management, affecting an
organization’s governance, risk appetite, limits, compliance
and control. Itis clear from the experience of the last year
that these areas are where problems of risk management
most often start. When asked to rank the leading
contributors to the credit crisis, the banking executives
polled in the KPMG survey* cited risk governance and risk
culture among the top factors.

"Risk management should be elevated within
organizations, moving from a back-office function
to become a strategic partner that has the ear

of senior leadership,” says Nolan.

“KPMG International Survey: Never again? Risk management in banking beyond the credit crisis

Allinformation provided is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we endeavor
to provide accurate and timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to
accurate in the future. No one should act upon such information without appropriate professional advice after a thorough examination of the particular

situation. This article represents the views of the author only, and does not necessarily represent the views or professional advice of KPMG member firms.

© 2009 KPMG International. KPMG International provides no client services and is a Swiss cooperative with which the independent member

firms of the KPMG network are affiliated.

Mike Nolan, Global Head of Internal Audit,
Risk & Compliance Services
for KPMG

Declaring Independence

While it may seem obvious in retrospect, a common risk
management failure was the reporting structure. In one
organization, the Chief Risk Officer's reporting relationship
t0 a senior officer made it impossible for him to effectively
challenge his boss regarding inappropriate risks. In another
instance, a global chief executive who traded on behalf

of his bank, exempted his trading portfolio from the limits
and controls structure that applied to other portfolios.

Companies should ensure that the risk management
function is independent—free from organizational
pressure or influence, says Nolan. In some companies,
this may require a change in reporting structure.

“Risk officers should have direct access to the board
without influence from the CEO,” Nolan says. "And, they
need to know their jobs won't be jeopardized if they raise
ared flag about potential risks.”

Fortunately, there are signs that improving risk
management will move to the top of the corporate
agenda.

According to the KPMG survey*, 85 percent of
respondents said that they have already reviewed, or are
in the process of reviewing, their risk management
procedures, with another 7 percent of respondents saying
that they are planning a review. Further, 62 percent of
those surveyed reported that acquiring or developing risk
management skills will be a top priority, which should help
senior management and other employees to make
educated risk judgments.

“Ultimately, it's not about eliminating risk, but managing
and optimizing it," Nolan says. “CEQOs and CFOs should
become stewards of risk; they must be able to
understand, articulate and manage risk and its impact on
the organization. WWhen the organization is under severe
stress, the risk culture can help ensure that ‘doing the
right thing’ doesn't give way to ‘doing whatever it takes.”

For more information on succeeding in turbulent
times, visit: kpmg.com/succeeding
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Managing in a downturn Management innovation

Thetime isripe
for fresh 1deas

Recessions are a chance for companies to abandon
outdated management practices and experiment
with innovations such as virtual working and group
leadership. By Lynda Gratton
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orget business workshops
and cases studies - reces-
sions provide real-time op-
portunities for executive
learning as old myths are
brought into question and
management innovations emerge.

Historically a downturn has been a
time when business models, organi-
sational structures, labour markets
and employee contracts come under
immense strain. Accepted wisdoms
are challenged and this break in
thinking can result in the adoption
of new practices and the adoption
of new habits and skills. These pres-
sures and fissures — while difficult at
the time - can yield fresh ideas, en-
gaging experiments and interesting
adaptations in the long run.

This is important because while
many managers are adept at inno-
vating products and services, few
have been adept at innovating the
practice of management itself. As a
consequence, businesses are often
cluttered with increasingly outdated
ways of managing: performance man-
agement processes that were invent-
ed in the 1950s; notions of leadership
that go back to the command control
of the second world war; and meeting
protocols that have not changed for
decades. At the same time, potential
innovations such as virtual team
technology are left unheeded.

Lessons of past recessions

To understand this better, let us look
at two recessions the business world
has experienced in the past 30 years.
The 1981-82 recession heralded the
end of the notion of a “job for life”
and marked the rise of what would
eventually be called the “free agent”.
With the greater autonomy of work-
ers came experiments in flexible
working and project-based work.
These nascent attitudes received fur-
ther impetus as technology was able
to support flexibility and enabled the
move of some work from the office to
the home.

The 1990-92 recession accelerated
these changes while adding another
important dimension: globalisation.
The slashing of costs that came with
this recession encouraged manufac-
turers and, later, service providers
to move work out of the developed

economies to the labour markets of
the emerging economies such as In-
dia and eastern Europe. What began
simply as the exodus of low-cost work
to emerging markets accelerated dur-
ing the following 10 years and evolved
into the highly sophisticated globali-
sation of the talent markets in sectors
such as information technology and
research, resulting in the rise of what
has been called the “creative class”.

The current downturn

If recessions are times that enable
accelerated change in management
practices, then to make the most of
this acceleration managers must
identify where the fissures and ten-
sions are likely to emerge. There are
two points of tension emerging in this
recession that may allow for innova-
tion in management practices.

B Wider distribution of leadership
This recession has brought into stark
perspective the role of the leader.
Up to this point, the dominant norm
has been the “command and control”
leadership style. In this model, the
organisation is viewed as a hierar-
chy in which decisions are escalated
to the top, where a CEO makes the
decisions.

But many people are now question-
ing the wisdom of placing so much
power in the hands of so few. At the
same time, insights from research
in decision sciences and technologi-
cal advances have shown that often
the best decisions are made by an
“intelligent crowd”, rather than one
all-powerful individual.

This is a fissure in the norms of or-
ganisational life that could well lead to
the acceleration of a more democratic
and distributed decision-making proc-
ess and the idea that leadership can
be held by a wider group of people.
The wise executive takes this as an
opportunity to think more profoundly
about the selection and development
of leaders and the means of strategic
decision making.

Senior leadership cadres have
traditionally been essentially homog-
enous — middle-aged men with similar
backgrounds. While research on in-
novative teams has shown that such
groups are likely to be less compe-
tent in decision making than diverse
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teams - little change has taken place.
With the dominant model under
question, this is a good time to bring
diversity back on to the agenda.
Businesses should be looking more
closely at the experiences of the Nor-
wegian government, which passed
legislation requiring that women
must comprise 40 percent of boards
of listed companies.

Every six months, a number of
important questions about the future
of the company, its markets and its
technologies are posed by the senior
team to the whole company with the
assumption that anyone can volunteer
their insight and ideas on these ques-
tions. The views of these grass-root
strategists are then brought together
in a series of virtual and real-time
meetings in which the ideas are dis-
cussed and debated. The outcomes of
this collective thinking play a crucial
role in the creation of the company’s
strategic planning and a platform on
which resource allocation decisions
can be made.

B Creating flexible virtual teams
Past recessions have often served

With companies
freezing travel
budgets, many
executives will have
to do more work
virtually
|

to accelerate the adop-
tion of management
practices and processes
that already had some
popularity pre-reces-
sion. The same is true
of the technology and
mindset that supports
virtual working. Assem-
bling teams to work on
projects and task forces
has become more vi-
able in the past decade,
often hastened by the
pressures of globalisa-
tion. Yet while virtual
working is emerging as
a trend, there is still an
assumption that face-
to-face working trumps
virtual working. At the
same time, research I
have conducted with
my colleagues on teams
across the world has
shown that many fail to
utilise the technologies
available to them.

As a result, every
Sunday night thousands of execu-
tives board aircraft and trains to get
to Monday morning meetings. With
many companies freezing travel
budgets, this is likely to change and
many executives will have to do more
work virtually.

At the same time, the entry and
exit roads of the world’s big cities
are clogged from early dawn with
commuters hurrying to and from
work. This movement of people has
been based on two assumptions: that
people need to meet every day to get
their work done; and that when at
home, they are likely to slack and
they, therefore, need the discipline of
an office to ensure they perform.

Both assumptions are wrong. First,
people do not need to meet every day
to get their work done. Our research
has shown that virtual teams — where
members rarely meet — can be highly
productive. What is important in these
teams is that they are all inspired by
a meaningful task, fascinating ques-
tion or compelling vision. So, while
it is indeed important for people to
establish a working relationship, we
have discovered that more produc-
tive and innovative teams focus on
completing a shared task rather than
meeting each other face to face.

For example, the vast majority of
the many thousands of volunteers
across the world who every night
build and repair the Linux open-
source software platform have never
met each other in real life. Theirs is
a community built exclusively in the
virtual world, powered by a compel-
ling vision and shaped by individual
commitment.

The second assumption - that peo-
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ple need the discipline of an office to
ensure they perform - is also a myth
that is well past its sell-by date. Dur-
ing the past decade, much research
and practical examples have shown
that when people have the opportuni-
ty to work on engaging, well-planned
tasks at home they are significantly
more productive and committed than
those who toil through the commuter
traffic every day.

I predict that we will see a sharp
rise in the number of virtual teams
that include home-based members.
This will require us to abandon some
old team habits and learn some new
ones. It will also require us to build a
much deeper understanding of which
factors drive the performance of vir-
tual teams and how these teams can
be actively developed.

Opportunities in a downturn

So how can executives respond to the
opportunities this recession will pro-
vide for innovation in management?
It is a two-stage process. First, create
space by jettisoning what is not need-
ed, and second, begin to experiment
with new practices.

What can be jettisoned? One of
the worst predominant management
practices has been the preponderance
of face-to-face meetings. In highly
skilled hands, these meetings can
be a dynamic activity and a crucial
decision-making platform, but too of-
ten they decay into something much
less productive. Now is a good time
to question the number of face-to-face
meetings. And, if some of these meet-
ings are crucial, then take a leaf out
of BP’s book and train even the most
senior executives in facilitation and
dialogue sKills.

Next, consider which experiments
can be conducted immediately that
would enable the business to develop
new and innovative management
practices. Here are some candidates
for challenging experimentation that
can work well in a recession:

W Follow the lead of the Norwegian
government and rapidly increase
gender diversity at senior levels by
putting in place quotas for the pro-
portion of women short-listed and
appointed in roles.

B Question the existing logic that
determines how decisions are made
by following Nokia’s lead and experi-
menting with strategy formation from
the bottom up - rather than always
going for the top down.

M Restrict travel to encourage virtual
teams. Take a closer look at how they
work and experiment with ways of
supporting them.

B Put group-ware technologies at
the top of the performance agenda.
Experiment with video conferenc-
ing, webcasts and group decision-
making tools.

Not all of these experiments will
flourish and some will die out over
time. I would expect, for example, that
while we will see more virtual teams
and greater use of the technologies
that support them, once cost cutting is
relaxed, some people will return to air-
ports. Others, however, will have fun-
damentally changed their habits and
begun to build working communities
that are virtual and highly productive.

Recessions are a time of destruction
of the old order, a time when assump-
tions are questioned and nascent
practices and ideas are given space to
flourish. That is little cheer for now
but, in the longer term, an enormous
stimulus for change. [ |
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Managing in a downturn People

Play fair with workers
to reap rich rewards

Tough decisions and cost cuts are inevitable, but if properly executed they
can clarify company identity and purpose. By Batia Mishan Wiesenfeld

he economic downturn has

brought millions of lay-offs,

leaving most companies

populated by employees

who could be best charac-

terised as “survivors”. As

the recession continues, some compa-

nies will use this period to establish

a platform on which to shape growth

and success when the economy turns

round. For others, declining perform-

ance will lead to wave after wave of

redundancies in a seemingly inexora-
ble downward spiral.

What differentiates the companies

that will weather this downturn from

the ones that will fail? The ones that
succeed will be those that recognise
that their lifeblood is the motivation
and commitment of their remaining
employees. While the traditional re-
wards that managers use to motivate
employees, such as promotions, pay
increases and bonuses are in scarce
supply in difficult times, there are oth-
er steps managers can take, for free or
at little cost, to strengthen morale.
The single most important thing
managers can do is to plan and im-
plement decisions in a manner that
is fair - especially those related to
downsizing. What do we mean by
fair? Decisions are perceived as fair
when they are implemented consist-
ently and without bias, are based
on thoughtful analysis rather than
politics or whim, and when they are
explained. Employees sense fairness
when they are given advance notice
of changes and an opportunity to pro-
vide input, wherever appropriate, and
are treated with dignity and respect.
Fair procedures reduce the likeli-
hood that employees who are made
redundant will file a wrongful termi-
nation lawsuit. Furthermore, in years

of research studying thousands of
lay-off survivors across organisations
and industries, my colleagues and I
have found that when lay-off proce-
dures are fair, remaining employees
are more committed, more motivated,
more creative, report a more positive
and co-operative work group climate,
and are more confident and less likely
to leave the company.

For example, in one large non-profit
organisation, managers role-played
breaking the bad news to lay-off vic-
tims in order to prepare themselves to
be sensitive, rather than formal and
abrupt. An employee survey showed

_ ~ that morale did not
decline after the
lay-offs because of
how the redundan-
cies were handled.
In a large bank that
was previously riven
by political factions
and infighting, using
consistent and trans-
parent procedures to
allocate jobs and cut
staff after a merger
actually enhanced
esprit de corps and
helped to facilitate
co-ordination across
units.

What do fair pro-
cedures require? One
common misconcep-
tion is that, in order
to be fair, manag-
ers should ensure
organisational sur-
vival while avoiding
tough decisions or
cost cuts. However,
being fair is not
about straying from
hard choices. Fair-
Alastair Taylor/Inkshed ness is not defined
by the what that must be done, but
rather how it is done.

Fair procedures reassure employ-
ees that they will get their share of
desired outcomes in the long run
and can help to convey a company’s
positive character and identity.
Unfair procedures, by contrast, tell
employees that the organisation’s
values are undesirable and that em-
ployees are not valued. My research
has found that employees who are
treated unfairly are more likely to
prioritise their own self-interest,
focus on the short term, micro-
manage subordinates and projects,
and protect themselves through
methods such as deflecting responsi-
bility and avoiding risk.

For example, in a supermarket
chain, employee theft increased sig-
nificantly after a poorly managed cost-
cutting initiative. In stark contrast,
employees who are treated fairly are
more likely to act in the organisation’s
interests, take a long-term view, em-
power and help other employees and
invest themselves in their jobs and
companies, such as through innova-
tive ideas and actions.

Focus on remaining staff

While the global downturn poses a
host of threats, it also provides an
opportunity for savvy managers.
Employees are attempting to make
sense of their circumstances and to
establish a new set of expectations.
They are, therefore, especially open to
words and signals from management
that define the company’s identity
and purpose. Although employees
may exude negativity and cynicism
in difficult times, most are looking
for something to believe in. Manag-
ers must, therefore, refocus employee
attention on goals, missions and pur-
pose. When employees perceive that
purpose as valuable, they are more
likely to accept the organisation’s
identity and work hard to align their
goals with those of the company.
When their assessment is negative,
they are more likely to withdraw.
For example, in a large European
public hospital, staff interpreted cost-
cutting as evidence that management
was willing to sacrifice patient care.
This occurred because managers
failed to draw a link between the cuts
and the aim to remain a local hospital
that could best serve the immediate
community. This failure to connect
managerial decisions with organi-
sational identity led to increases in
employee turnover and absenteeism.

How to make fairness clear

Clarifying what the organisation
stands for requires well thought out
ideas and consistent communication,
but relatively few resources. It is es-
sential that managers articulate why
decisions are made and why the or-
ganisation has set particular goals.
This helps employees to see the
link between their own roles and the
larger whole. An added benefit is that
such discussions prompt reflection,
which can expose erroneous assump-
tions and allow them to be corrected.
Employee attention should be di-
rected outward to combat the tenden-
cy for resource scarcity to provoke un-
productive internal competition. For
example, employees and departments
can evaluate themselves in relation to
the value they deliver to customers,
rather than the return they deliver to
shareholders. Serving the customer
is personally rewarding and builds
employees’ sense of competence. Cus-
tomer feedback directs employee ef-
fort without managerial intervention.
To take advantage of this, managers
must help staff to understand who
their customers are, and the factors
that shape their satisfaction.
Building organisational identity
and implementing change in a fair
manner requires managerial com-
mitment, but it can be accomplished
without additional expenditure. For
managers forced to downsize during
the downturn, this could prove to be
beneficial for business growth and
sustainability in the long term. [ ]
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one's lookout?

Everyone stands to lose from risk.
So shouldn’t everyone be on the
lookout for it? We think so. Yet
some organizations lack a coherent
risk culture — one that's integrated
across business units and from
senior to line management.

These days this may be one risk too
many. KPMG firms are experienced in
helping organizations take a strategic

view on risk. And we're experienced
at integrating risk management
through an organization. Doing this
can help to secure survival in today'’s
hostile conditions. It can also give
an organization more confidence to
capitalize on opportunities. So find
out more. And discover that the best
way to look after number one —

is to look after all.

Visit kpmg.com/succeeding.
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