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Foreword

Charles Handy

This book is a celebration of a sort. Not many people can expect

to see their lifetime’s work entice an entire faculty into a collab-

orative project that builds upon that intellectual legacy. But then, not

many people are Peter Drucker, nor are many faculties like the one

at the School of Management in Claremont that bears the Drucker

name. To have one’s work grow and develop beyond one’s death is

every scholar’s dearest wish. The project that this book outlines is,

therefore, the sincerest compliment that could be paid to a great

thinker, teacher, and wordsmith in the centenary of his birth. 

But it is more than that. It is, or should be, an inspiration and a

challenge to other places of learning and teaching. The editors of this

volume of essays are too modest. The story behind the book is indeed

unique, as they say, but the editors underplay the special institutional

culture that made it possible. Could it have happened at other

schools of business, one wonders, and if not, why not?

As they tell it, a meeting of the entire faculty of the Drucker School

(or the Peter F. Drucker and Masatoshi Ito Graduate School of Man-

agement, to give it its full title) decided spontaneously, “without

prompting or provocation,” to develop a course together. Each week

of the course would be taught by a different faculty member, each

one demonstrating how Drucker’s work was being developed in his

or her own area of study. This book provides an overview of these

individual contributions to the course.
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For 18 professors to work together in harmony is rare enough,

but to agree to weld their individual research and teaching to an-

other person’s work is even more special. Of course, the Drucker

School is not a big school, which can make this easier, but you do not

have to be big in numbers to make a big difference, in this case the

Drucker Difference, as they term it. Indeed, big institutions, in their

pursuit of ever more size and supposed clout, can forget why they

were created in the first place.

Graduate schools of management are unusual places. Most grad-

uate schools focus on one discipline, be it law or medicine or archi-

tecture. Management schools, on the other hand, bring different

disciplines to bear on one area of activity—organizations—usually

leaving it to the student to make all the necessary connections be-

tween the disciplines. The variety of disciplines makes it even harder

to develop a common philosophy or direction. Once, in my earlier

career as a professor at the fledgling London Business School, a jour-

nalist rang up to ask what the school thought about a recent eco-

nomic downturn. I heard myself reply, “The school, as a school, does

not have a view, although individual professors might.” I thought, as

I put the phone down, that ideally the school should have a view, or

at least a shared philosophy.

The Drucker School does. It is a philosophy deeply rooted in Peter

Drucker’s humanistic theory of management and government—a

view of organizations as if people mattered. Peter Drucker lived so

long, was so curious about so much, and covered so many topics in

his writings that there is a deep well of thinking for the school to

draw from. It was once remarked of a potential British prime minis-

ter that he would be a disappointment because “he had no hinter-

land,” meaning that he had a narrow and shallow foundation to his

worldview, clever though he might be professionally. It is a failing

shared by too many leaders of business today. No one could say that

Peter Drucker had no hinterland. Indeed, it was his broad under-
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standing of history, art, and of all the human disciplines, not just of

business, that made him so interesting to so many for so long.

Therefore, the book is, in the first place, an excellent way to un-

derstand how Drucker’s ideas apply to today’s dilemmas, be they the

problems faced by organizations, by governments, or by individuals.

But it also serves as an example of how a management or business

school can use a declared philosophy to blend together what are, at

first sight, very disparate disciplines. I have been privileged to get to

know the Drucker School at close quarters and I know that it works.   

Charles Handy is a social philosopher, author, and broadcaster, living

in London. He was a Visiting Scholar at the Drucker School in 2008.
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Introduction

The Drucker Living Legacy
Craig L. Pearce, Joseph A. Maciariello, and Hideki Yamawaki

The alternative to autonomous institutions that function and perform

is not freedom. It is totalitarian tyranny. 

—Peter F. Drucker

This book provides a current snapshot of the work coming out of

the laboratory that is the Peter F. Drucker and Masatoshi Ito

Graduate School of Management, where faculty, students, and staff

alike explore the frontiers of management together. Peter Drucker,

of course, was a member of our faculty from 1971 to 2005, and he

taught courses right alongside us until he was well into his nineties.

In fact, many of us took great pleasure in sitting in on his classes.

Beyond the classroom setting, most of us had a personal relationship

with him—he influenced our thinking, our culture, and our philoso-

phy. What was so striking about Peter was that he was so humble

and so magnanimous. He gave credit to everyone around him, and

he shared his ideas and his advice freely and respectfully.

Our philosophy of management at the Drucker School is deeply

rooted in Peter’s professional work and in his personal character. Our

approach to organization is keenly focused on the human side of en-

terprise—the idea that people have value and dignity, and that the
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role of management is to provide a context in which people can

flourish both intellectually and morally. This is the philosophical po-

sition that binds our faculty together, it is the message that resonates

with us, and it is what initially attracted us all to the Drucker School.

Today, we aspire to carry the Drucker message forward through our

teaching, our writing, and our consulting, and, it almost goes with-

out saying, through our civic engagement. Peter’s devotion to the

work of social sector organizations has been an example to us all.

It was very sad for all of us when Peter passed away on November

11, 2005. At the Drucker School, naturally, there was a sense of void.

He was, after all, the glue that had initially bound us together in our

quest to improve people’s lives. Initially, we found many people, our-

selves included, asking questions like, what would Peter think? What

questions would Peter ask? Or, what would Peter do? Of course, Peter

would have discouraged such questions—he wanted us all to think for

ourselves, but none of us could ignore Peter’s deep commitment to

management as a human activity, which is what this book is all about.

We discovered, in our journey, that Peter’s philosophy permeated

our worldview in such a profound way that he continues to live on

through the work of all who walk in his footsteps. One thing we all

know so well about Peter is that he did not want us to simply look

back at what he had done. He wanted us to pick up the management

mantle that he carried so aptly for so long and carry it forward, each

on his own path.

During a Drucker School faculty meeting in the spring of 2007, a

remarkable thing happened. Spontaneously, without prompting or

provocation, the entire faculty coalesced around the idea of devel-

oping a course together, in which we could build upon and honor

the intellectual foundations that Peter Drucker had laid for each and

every one of us. It was to be a new course; a different course; a course

that covers the various disciplines of management. It was a course in-

spired by Peter Drucker, and it was meant to continue to build the
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Drucker living legacy within our respective fields and extend his

legacy into the future through our teaching. 

While the “Drucker Difference” course was conceived in the

spring of 2007, it was born in September 2007. The course is unique.

Each week, it is taught by a different faculty member. Each class ses-

sion begins with Drucker’s philosophical foundations, and each fac-

ulty member then extends Drucker’s foundations through his or her

own work. The course perpetuates a living Drucker legacy, and this

book captures the essence of the course.

To some of us, Drucker’s intellectual work can be found traced to

his work on pensions; to others, it is to his work in the nonprofit

sector; to others, it is to his half-century of work on knowledge work;

and to still others, it is in his deep-felt concern for the importance of

creating a functioning society. Peter was prolific. His work touched

on nearly all aspects of society (including art and chaos theory, which

are not included in this book), and each of us draws from the well

different lessons to carry the Drucker philosophy forward. Here we

briefly review the contents of this book.

The Contributions in This Book
This book begins with “Management as a Liberal Art,” by Karen Link -

letter and Joseph A. Maciariello. The authors make concrete Drucker’s

ideas on how management, appropriately practiced, is a liberal art.

What Drucker meant by this is that management is liberal in that it

draws on the fundamentals of life, like knowledge and wisdom, and it

is an art in that it requires application and wisdom to be realized.

Next, in “Drucker on Government, Business, and Civil Society,” Ira

Jackson does three things. First, he introduces Peter Drucker’s philoso-

phy of government. Second, he explores Drucker’s perspective on the

appropriate relationship between business and government. Third, he

examines the common challenges and differentiating characteristics of
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management and leadership in business, government, and civil society

that Drucker was among the first to understand and to champion. In so

doing, the chapter lays a clear course for the future of such endeavors.

In the following chapter, “Leading Knowledge Workers,” Craig

L. Pearce examines the nature of knowledge work, the emergence of

which Drucker identified nearly half-a-century ago. Knowledge work

is fundamentally different from other types of work: it requires vol-

untary contributions of the intellectual capital of the skilled profes-

sionals doing it. Accordingly, Pearce claims that we need to ask

ourselves what type of leadership is most appropriate in the knowl-

edge worker context. Therefore, this chapter discusses multiple forms

of leadership and identifies how each is most appropriately deployed

among knowledge workers.

Next, in “Value(s)-Based Management,” James Wallace examines

the juxtaposition of the creation of wealth-based values with human

values. The value-based management (VBM) approach emphasizes

that the sole purpose of the corporation is to create shareholder

wealth, while the corporate social responsibility (CSR) framework em-

phasizes broader social concerns and multiple stakeholders. Wallace

demonstrates that these two philosophies are really far more comple-

mentary than they are at odds with each other; when both are appro-

priately engaged, they can lead to a virtuous cycle in which doing good

leads to doing well, which can provide the ability to do even more

good. As Drucker stated: “It is not enough to do well; it must also do

good.” But in order to “do good,” a business must first “do well.”

Building on Wallace’s chapter, in “Drucker on Corporate Gover-

nance,” Cornelis de Kluyver expands on Drucker’s views on the crit-

ical role of governance in modern enterprise. This chapter surveys

key issues in the current corporate governance debate and links them

to Peter Drucker’s philosophy and writings.

Then Richard Ellsworth, in “Corporate Purpose,” provides per-

spective on the role of corporate purpose, which Drucker defined as
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the core concept of the corporation. As corporate purpose is the cen-

tral element of strategy—the end toward which strategy is directed—

it can act as a source of organizational cohesion, strategic direction,

and human motivation. Grappling with the fundamental reasons for

a firm’s existence raises issues concerning the means and ends of cor-

porate performance. Thus, this chapter examines the profound in-

fluence that purpose, or the lack thereof, has on the corporation.

Subsequently, Vijay Sathe, in his chapter “Strategy for What Pur-

pose?” provides a powerful framework—the POSE framework—for

assessing strategy, the means through which purpose is achieved, and

the success of strategy. The POSE framework stands for purpose, ob-

jectives, strategy, and execution, and it is firmly embedded in

Drucker’s work on strategy and strategy implementation. It is a use-

ful tool for managers at all levels.

Next, Sarah Smith Orr, in her chapter “The Twenty-First Century:

The Century of the Social Sector,” provides a framework for build-

ing an understanding of the distinctive features of nonprofit/social-

sector organizations by applying and adapting the tools originally

developed by Peter Drucker.

Hideki Yamawaki, in his chapter “Economic Environment, Inno-

vation, and Industry Dynamics,” then provides a more macro view

of the environmental forces acting on firms. In line with Drucker,

Yamawaki examines how a country’s present business environment

is shaped by its historical, political, economic, and societal condi-

tions. By developing a deep understanding of such issues, one is bet-

ter prepared to understand the shape of the future to come for an

industry, for a specific company, and for the global economy.

In the next chapter, “A Pox on Charisma,” Jean Lipman-Blumen

clearly identifies Drucker’s deep concerns about executive leadership.

Drucker insisted that leaders must be judged by their performance

and character, not by the more elusive and seductive quality of

charisma. In this chapter, Lipman-Blumen demonstrates how leaders
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can remain true to their own constituents, maintaining their integrity

and authenticity, while connecting their vision to those of seemingly

antagonistic or competitive groups with whom they must live and

work together in an increasingly interdependent world.

Following, in their chapter “Knowledge Worker Productivity and

the Practice of Self-Management,” Jeremy Hunter and J. Scott Scherer

explain Drucker’s long-established emphasis on the need to manage

oneself. They do so by exploring the notion of “mismanaging” one-

self—something that is commonly experienced as stress and that has

many hidden personal and organizational costs. Accordingly, this

chapter introduces basic concepts and practices of self-management.

Roberto Pedace, in his chapter “Labor Markets and Human Re-

sources,” then exposes the intersection between Peter Drucker’s ideas

on human resources and personnel management and the tools that

economists use in addressing issues in these areas. Although this was

not the primary emphasis of Drucker’s thoughts, much of his work

described the importance of managerial decisions in employee re-

cruitment, training, incentives, and compensation, and Pedace draws

clear lessons for managers in this critical area of enterprise.

The decision an employee makes about motivation critically affects

his or her productivity. Jay Prag subsequently expands on Drucker’s

views of the economy in his chapter “Peter Drucker: The Humanist

Economist.” In this chapter, Prag shows how Drucker came to un-

derstand economic activity through intense observation of human be-

havior—something that is often modeled away in the mathematical

equations espoused by the vast majority of modern economists, which

may lie at the heart of the weakness of modern economics.

In the next chapter, “The Drucker Vision and Its Foundations,”

Richard Smith provides a comprehensive historical review of

Drucker’s intellectual contributions. He then examines how we might

realize Drucker’s vision in our organizations today, particularly with

respect to the role of managers, the function of markets, and the im-
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portance of innovation. Smith illustrates Drucker’s deep commitment

to the Austrian School of economics and to individual responsibility

and freedom and the ever present dangers of losing these freedoms.

In the chapter “Drucker on Marketing,” Jenny Darroch examines

some of the principles of marketing and innovation that Drucker in-

troduced many years ago. Darroch’s chapter emphasizes the need to

look at the business from the customer’s point of view—perhaps the

most important Drucker lesson in marketing. In addition, the chap-

ter examines the ongoing, dynamic tension between serving existing

customers and creating new customers.

Finally, Murat Binay gives an overview of the retirement systems in

the United States and the rest of the world, in “A Closer Look at Pen-

sion Funds.” As Binay explains, Peter Drucker envisioned the poten-

tial significance of public and private retirement systems and made

prescient observations about our pension fund systems. This chapter

explores the economic and social impact of pension funds, along with

their influence on the ownership structure of U.S. corporations.

Tying It All Together
This book provides a veritable cornucopia of ideas that extends the

intellectual fruit cultivated by the master horticulturist, Peter Ferdi-

nand Drucker. As such, it is a living, breathing, organic document.

The people involved in this project are deeply committed to the

Drucker philosophy, which emphasizes lifelong learning and contin-

ual development as knowledge workers and as human beings. We

sincerely hope that you find the contents stimulating and provoca-

tive. Of course, while we are building on Drucker’s foundations, the

views expressed are solely those of the specific authors of the various

chapters—we are all a work in progress. We encourage you to join

us in our quest to make a difference in our lives and work.
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1

Management as a Liberal Art
Karen E. Linkletter and Joseph A. Maciariello

We do not know yet precisely how to link the liberal arts and manage-

ment. We do not know yet what impact this linkage will have on either

party—and marriages, even bad ones, always change both partners.

—Peter F. Drucker

“Teaching the Work of Management,” New Management

News headlines in late 2008 and early 2009 screamed evidence of the

public’s disenchantment with corporate America. Protestors re-

peatedly gathered on Wall Street, voicing disgust with the government

bailout of the financial sector. AIG executives reportedly received death

threats after the firm’s bonus payouts became public. New York At-

torney General Andrew Cuomo launched an investigation into Merrill

Lynch’s accelerated payment of employee bonuses prior to its merger

with Bank of America. Rick Wagoner, CEO of General Motors, along

with fellow CEOs Robert Nardelli of Chrysler and Alan Mulally of

Ford, flew to Washington in private jets to plead for taxpayer money

to rescue the automobile industry, leading many pundits to note how

“out of touch with the real world” corporate America had become.

From bloated salaries and unwarranted bonus payments to out-

right swindles like that of Bernie Madoff, the public image of Amer-
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ican business has taken a beating in recent months. Fueling this pop-

ulist ire is a sense that corporations have lost their moral compass;

who wants to help a bully that doesn’t play by the rules? It seems

that something is drastically amiss in the boardrooms of America.

Do we have the wrong people leading our organizations? Have they

been trained poorly? Or is it simply, as many have argued, that our

brand of capitalism breeds greed and lust for power?

Peter Drucker had a great deal to say about the role of power in or-

ganizations, as well as the selection and training of effective execu-

tives. But his most pressing concern was that organizations direct their

attention to people; organizations must provide human beings with

status, function, and a sense of community and purpose. Viewed in

this context, the management of people within organizations involves

an understanding of human nature and cultural or communal values

and morals—in Drucker’s words, with questions of “good and evil.”1

Although most businesses have some sort of ethics code in their mis-

sion statements, matters of good and evil are perceived as being best

left to the realm of theology or philosophy—not the boardroom. Yet

Drucker insisted on the need for values in organizations. This is clear

not only in his written work but also was evidenced by his teaching

style and philosophy, as both of us witnessed in our years of working

with him. And, given the state of business’s image in the public’s eyes,

perhaps it would help to at least raise the question: What do managers

and executives value and why? If organizations are about human be-

ings, from where do those human beings derive their values?

One way to begin to address this subject is to take seriously

Drucker’s statement that management is a liberal art. Although he

never fully defined this concept, it is clear that he envisioned a link-

age between the liberal arts tradition inherited from Greek and

Roman civilizations and the pragmatic, day-to-day operations of an

organization. One crucial element that links the liberal arts and man-

agement is the fostering and maintenance of cultural values. Histor-
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ically, liberal arts training emphasized the cultivation of beliefs, be-

haviors, and opinions that were thought by a given civilization to be

of high moral quality (good or right). If management is, as Drucker

said, a liberal art, then it must similarly involve the development of

shared codes of conduct and beliefs within an organization. The

practical implications of management as a liberal art for today’s or-

ganizations are far-reaching, and may indeed provide a new blue-

print for redeeming corporate America’s reputation.

The Liberal Arts: A Historical Tradition
The concept of the liberal arts, from which the term liberal art stems,

has a long history. Although the concept originated with the Greeks,

the Romans, notably Cicero, used the Latin term artes liberales be-

ginning around the first century B.C.E. The definition of a liberal art

was a skill or craft practiced by a free citizen who had the time and

means for study; in its classical sense, education in the liberal arts was

meant for the elite, ruling classes of society. Liberal arts training, then,

meant training citizens to be society’s leaders. Therefore, the ideals of

an artes liberales education were to instill standards of conduct and

character, knowledge/mastery of a body of texts, a respect for socie-

tal values and standards, and an appreciation for knowledge and

truth. As the Roman Empire collapsed, the Church incorporated the

classical ideals and curriculum of the liberal arts into Christian edu-

cation, infusing the old artes liberales with a new religious mission.2

As centers of learning were established at the great universities

throughout Europe, and as the ideals of the Renaissance began to

seep into those institutions, the curriculum of liberal arts training

changed, but the emphasis on the values of antiquity and the trans-

mission of moral values in order to refine the human being remained.

The models of higher education developed at Cambridge and Ox-

ford were virtually transplanted to the American colonies as prima-
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rily Protestant denominational colleges, such as Harvard (1636),

William and Mary (1693), and Yale (1701). As in England and Eu-

rope, these early colleges educated an elite corps of young men in

classical literature (in their original Greek and Latin), as well as the

Bible, in order to develop their moral character and their suitability

for further studies in law, medicine, or the ministry.3

Changing attitudes and increasing industrialization fueled a call

for an educational curriculum that was accessible to a broader seg-

ment of the public and suitable for the practical needs of an expand-

ing economy. The Morrill Act of 1862 provided federal funding to

colleges that taught agriculture and vocational subjects, reflecting this

revised definition of what constituted appropriate subject matter for

institutions of higher learning. The model of the German research

university, where scholarly production had replaced teaching as the

source of academic prestige and income, laid the groundwork for the

new American universities, such as Johns Hopkins (1876). In response

to the growing demand for more pragmatic training, several of the

liberal arts colleges established the first graduate schools of business. 

Yet even within these new professional MBA degree schools, there

was an assumption that incoming students would have received a lib-

eral arts education; Dartmouth’s Tuck School of Administration and

Finance (1900), Harvard Business School (1908), and the University

of Pennsylvania’s Wharton School (1921) all required either an under-

graduate degree or a course of undergraduate study concurrent with

business training.4 The reason for requiring a liberal arts education as

a precursor to business studies was to provide a moral foundation for

young people: training in religious and classical values and virtues. 

The concept of the liberal arts, and by extension “management as

a liberal art,” must therefore involve a foundation in values, virtues,

and character formation. An important point, however, is that there

was never a single, agreed-upon curriculum or standard set of disci-

plines that constituted a liberal arts education. The Church signifi-
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cantly modified the pagan Greco-Roman artes liberales tradition,

emphasizing those disciplines (language, grammar, and history) that

would allow for the study of scripture. Liberal arts training changed

again and again to accommodate new information and outlooks.

When new translations of Aristotle’s texts and other philosophical

works became available in the twelfth and thirteenth centuries, logic

was more highly valued as the route to knowledge of “the good.”

The new humanism of the Renaissance, which also embraced classi-

cal texts, injected a focus on the worldly realm; liberal arts education

aimed to prepare one for a moral life on earth, not just the study of

scripture.5 The tension between “learning for learning’s sake” and

learning as preparation for a productive life remains today. There

has never been, nor is there now, a uniform course of study that con-

stitutes a liberal arts education. 

What is constant, however, is the attempt to inculcate a set of

agreed-upon values, or cultural beliefs. The values and beliefs change

over time, but the overarching goal does not. Ultimately, the artes lib-

erales and their various iterations strive to define what is good, right,

and just in a given society or culture. As the tradition has shifted its

context from pagan to Christian to today’s secular society, the ideal

of instilling shared values remains, but has become increasingly com-

plex. In a diverse society, what constitutes “right” and “good”? Who

or what defines them? Where one locates these values is an impor-

tant question. To wrestle with this question is to wrestle with the le-

gitimacy and universality of certain values. Ultimately, it involves

addressing larger theological or philosophical issues: Drucker’s con-

cern with “good and evil.” Such big-picture questions are not con-

fined to the ivory tower; the overwhelming success of Rick Warren’s

book The Purpose Driven Life indicates that there is a global search

for answers to some of life’s most important questions, such as, “Why

am I here?” and, “What is my purpose?” Instilling a liberal arts men-

tality, then, involves an ever-shifting search for the best way to foster
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values based on tradition, even though that tradition may morph over

time. It is to take seriously the counsel of Socrates to examine one’s

life, for “the unexamined life is not worth living.” 

Today, the artes liberales are widely proclaimed to be irrelevant

to American society and education. The past goals of liberal arts

training seem elitist, culturally insensitive, and totally impractical for

today’s cadre of up-and-coming executives and professionals, not to

mention midlevel managers or entrepreneurs. Liberal arts colleges

have radically revamped their curriculum, entrance requirements,

and attitude to try to survive, economically as much as culturally.

Yet there is much evidence to support the view that the erosion of the

liberal arts is in part responsible for our current climate of greed and

profit at any cost. In his recent book, From Higher Aims to Hired

Hands, Rakesh Khurana argues that the business schools’ recent em-

phasis on maximization of shareholder value as the sole measure of

organizational success has demoted professional managers to noth-

ing more than “hired hands.” With no responsibilities to anything

other than themselves, these hired guns lack any sense of a greater

moral, social, or ethical obligation to society or the organizations

that employ them.

In Management, Revised Edition, Peter Drucker, a thinker who

was always ahead of his time, called management a liberal art:

Management is thus what tradition used to call a liberal art: “liberal”

because it deals with the fundamentals of knowledge, self knowledge,

wisdom, and leadership; “art” because it is practice and application.

Managers [should] draw on all the knowledge and insights of the hu-

manities and the social sciences—on psychology and philosophy, on

economics and history, on ethics as well as on the physical sciences.

But they have to focus this knowledge on effectiveness and results—

on healing a sick patient, teaching a student, building a bridge, de-

signing and selling a “user friendly” software program.
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Drucker believed that management would be the key to keeping the

liberal arts sentiment alive in today’s society. He saw an important re-

lationship between the two forms of training. The liberal arts can bring

“wisdom” and “self-knowledge” to the practice of management, while

management can “be the discipline and the practice through and in

which the ‘humanities’ will again acquire recognition, impact, and rel-

evance.” And practicing management as a liberal art might, in fact,

return management to its original, intended professional status.

Applying Management as a 
Liberal Art for Today’s Executives
If Peter Drucker was right about management being a liberal art,

management must return to the original ideals of liberal arts educa-

tion that were fundamental to the concept of professionalism in busi-

ness and to Drucker’s concept of “the educated person.” The

difficulty in implementing management as a liberal art lies in the per-

ceived dichotomy between the “ivory tower” of academia and the

“real world” of business. As we’ve shown, the history of the liberal

arts tradition involved training for the “real world” of politics, law,

medicine, and religious leadership. Furthermore, reconciling the clas-

sical artes liberales with the everyday world has a long tradition in

America. The Puritans established an extremely intellectual society

with one of the highest literacy rates in the western world. Harvard

College’s primary mission was to train ministers in a liberal arts cur-

riculum. But the college also matriculated grammar school teachers

and government leaders, fulfilling its mission of instilling cherished

values and traditions throughout the Massachusetts Bay community.6

The Puritans were also remarkably successful in the material realm;

historian Stephen Innes has argued that the Puritans’ brand of

Calvinism propelled their economic development.7 The Founding Fa-

thers, too, embraced liberal arts ideals in their concept of “republi-

Management as a Liberal Art 7



can virtue,” believing that a republic would survive only if its lead-

ers understood the importance of societal values and the concept of

a common good.8 Education was considered essential to sound gov-

ernance of a free society. Thomas Jefferson founded the University of

Virginia not only to “develop the reasoning faculties of our youth,”

but also “to harmonize and promote the interests of agriculture,

manufactures and commerce.”9

The connection between the goals of the liberal arts and those of

practicing professionals may have been lost, but it can be restored. In

Drucker’s view, it was the liberal arts’ responsibility to “demonstrate

and to embody values, to create vision . . . [and] to lead.”10 Manage-

ment as a liberal art, then, would require practitioners to do the same. 

Peter Drucker codified management both as a discipline and as a

profession embodying both technê,11 which he referred to as special-

ized knowledge or technology, and practice, which he referred to as

art. “Practice” is the art of integrating and harmonizing the various

specialized bodies of knowledge so that the energy turned out by the

organization is greater than the sum of the individual contributions. 

And, as Drucker states in The Practice of Management, “To get

more than is being put in is only possible in the moral sphere.” Con-

sequently, the practice of integrity in the management group, and es-

pecially in top management, is the cornerstone of management.

Executives are exemplars, and their practices set examples for others

to follow. Their practices determine the esprit de corps of the or-

ganization (i.e., what Drucker refers to as the spirit of the organiza-

tion). And for the esprit de corps in an organization to be high,

integrity must permeate management practices.12

In his work Orators and Philosophers, Bruce Kimball argues that

liberal arts education has historically involved a tension between those

who believe that such an education should have as its end the pursuit

of truth (the philosophers) and those who believe that it should allow

people to be functioning members of society (the orators). Manage-
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ment as a liberal art would effectively blend the two models, requir-

ing not only that professionals function as effective managers, but

also that they embody larger values that supersede the mundane, day-

to-day operations of the organization. Drucker showed a clear pref-

erence for executives who possess integrity and good moral judgment

over executives who are more intellectually gifted but who lack in-

tegrity. The heart of the rationale for this preference is his passion for

the growth and development of the individual:

A man might himself know too little, perform poorly, lack judgment

and ability, and yet not do too much damage as a manager. But if he

lacks in character and integrity—no matter how knowledgeable, how

brilliant, how successful—he destroys. He destroys people, the most

valuable resource of the enterprise. He destroys spirit. And he destroys

performance.13

The practice of management as a liberal art thus involves not only

the ability to apply knowledge in the material world, but also a con-

stant reference to higher sources of moral reference. 

One of the legacies of business school training in agency theory

and managerial reliance on financial models as the sole measure of

performance is the absence of any such moral reference. Execu-

tives today are not provided with a moral compass by the market

system. The market is blind to both good and evil and is thus ca-

pable of producing both great good and great evil. Without a

moral reference point, executives are unlikely to act in a responsi-

ble manner toward their own people, toward their customers, or

toward the public. They are especially unlikely to develop the po-

tential of their own people. We are seeing this now (April 2009) as

workers by the millions are being displaced and confidence in our

nation’s financial and regulatory institutions has eroded. It is not

too harsh to proclaim that the public is losing confidence in man-

agement as a profession. 
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Without competent executives who abide by strict principles of

moral conduct, the very survival of our society’s essential institutions is

being jeopardized. It is on these institutions that the survival of our

free-market system as we know it in the United States rests. The idea

that both capacity and integrity are required in society’s executives was

not new in Drucker’s writings. It was firmly established over 80 years

ago by Chester Barnard in his landmark book The Functions of the

Executive. Written during the Great Depression, Barnard’s work served

as a defense of the capitalist system in the face of massive dysfunction

of the American economy. In the 1930s, rampant unemployment

sparked a significant movement against capitalism, fueled by such po-

litical figures as Louisiana Governor Huey Long and California guber-

natorial candidate Upton Sinclair. The perception of inequality, of a

lack of commitment to shared values, led to public disgust with what

had been a cornerstone of American society. We are witnessing a sim-

ilar shift today, as people perceive that corporate America does not

share the same moral values as mainstream Americans. 

Management as a liberal art offers the hope of aligning the values

of business with those of individuals and of the broader society.

Drucker believed that the organization was the key to aligning indi-

vidual and societal values. As a social institution, the organization

has responsibilities to the commonwealth. As a human institution, an

organization depends upon the performance of its people for its suc-

cess. Drucker was fervent about the role of the human being and the

dignity, the growth, and the development of the human being while

at work. In the foreword to Management, Revised Edition, Jim

Collins noted, “To view other human beings as merely a means to an

end, rather than as ends in themselves, struck Drucker as profoundly

immoral. And as much as he wrote about institutions and society, I

believe he cared most deeply about the individual.”

One of the primary goals of a liberal arts education in any era was

to develop a thinking, virtuous individual. In Aristotle’s Greece, the
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study of the liberal arts depended on leisure time: the freedom to pur-

sue intellectual activity for its own sake. In our modern world, very

few of us have the luxury of pursuing the philosophical avenue of

the liberal arts tradition; the oratory model of Cicero, of a virtuous

citizen of the world, is more realistic to most Americans. A liberal

arts approach demands that we connect the mundane world of work

with the erudite world of philosophy and morals. Work is instru-

mental to the development of the person. Management’s task is to de-

velop people so that ordinary people are able to perform in an

extraordinary way. In Concept of the Corporation, Drucker wrote

that “the most successful and the most durable institutions” employ

managers who “induce in their members an intellectual and moral

growth beyond a man’s original capacities.” This end is embodied

in Drucker’s very definition of leadership: “leadership is the lifting of

a person’s vision to higher sights, the raising of a person’s perform-

ance to a higher standard, and the building of a person’s personality

beyond its normal limitations.”14

Where, specifically, have today’s managers failed to model the lib-

eral arts ideal of management? One particularly troublesome area is

the imbalance between executive and worker compensation. Ac-

cording to the Wall Street Journal, in 2007 the average CEO’s in-

come was more than 180 times the income of his typical employee.

Excessive executive compensation was especially troublesome to

Drucker. He saw it as not only unseemly, but immoral. Today we are

experiencing a backlash against executives who led their organiza-

tions into bankruptcy and then reaped large bonuses. In an obituary

written one day after Drucker’s death on November 11, 2005, Pa-

tricia Sullivan of the Washington Post reported that Drucker warned

of the consequences of excessive executive compensation. “In 1997,

he predicted a backlash to burgeoning executive pay, saying, ‘In the

next economic downturn, there will be an outbreak of bitterness and

contempt for the super-corporate chieftains who pay themselves mil-
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lions.’” We are now (April 2009) witnessing an avalanche of criticism

directed at the executives of American International Group (AIG),

who were scheduled to receive $165 million in executive bonuses,

after AIG received $182 billion of bailout funds from the Treasury

of the United States. AIG was deemed “to be too large to fail.” A

public backlash did indeed occur, and a number of AIG executives re-

turned the bonuses. 

Drucker and his longtime colleague and friend Walter Wriston

were like-minded on many issues, including excessive executive com-

pensation. Wriston served as CEO and chairman of Citicorp for 17

years and led the bank to international prominence. He never re-

ceived a salary of $1 million per year, despite Citicorp’s position as

the world’s largest bank. He noted that his annual salary of $950,000

was a far cry from the $200 million compensation that some lesser

lights in banking were earning in 2006. In an interview conducted by

A. J. Vogl, editor of The Conference Board Review™ Magazine (just

weeks before Wriston died), Wriston called for a new breed of cor-

porate statesmen, like those of the not-too-distant past, who would

be willing to speak with authority against executive abuses. “Where

are the business leaders? My mentor George Moore would have de-

scribed them as playing mouse. They’re hiding. Who are the spokes-

men for American business today? Name one quick—Where are

today’s Irving Shapiros, the Reggie Joneses, the Bud Warners? They

stood up and spoke out.” Wriston was recalling a short time ago in

American business history when there were executive statesmen

among the elite of American business leaders. They spoke out against

abuses and solved problems such as the Arab oil boycott of the 1970s

and the elimination of Regulation Q (the prohibition of the payment

of interest on bank demand deposits). Wriston embodied the Drucker

idea of management as a liberal art, in which executives internalize

broader, agreed-upon societal values, communicate those values to

their organizations, and embody those values in their daily behaviors.
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Application of management as a liberal art holds the promise of

providing a moral compass for executives. Drucker’s body of work

provides this moral compass, especially with regard to the treatment

of human beings, management’s most valuable resource. Manage-

ment as a liberal art can restore human dignity in the workplace and

can reverse the degradation of the human being that we are now wit-

nessing in organizations across American institutions. Capitalism is

not a flawless system; economic upheavals are part of the process.

However, unless managers of organizations can prove that they un-

derstand that there is a difference between good and evil, that they

are willing to deal with issues of morality and values, we cannot (and

should not) expect the public to respect management as a profession

or corporate America as a positive force.

Management as a liberal art offers some guidelines for preparing

future executives to successfully carry out the high demands that will

be placed upon them in the twenty-first century if freedom as we

have known it is to survive. To accomplish this, executives must be

educated both in the discipline of management itself (i.e., the body

of knowledge that deals with the practice of management) and in the

humanities and social sciences as well because, as Drucker notes,

management “is deeply involved in spiritual concerns—the nature of

man, good and evil.” 

The question remains: how do we deal with spiritual questions in

a multicultural world? One of the complaints against the liberal arts

is that historically they have been too focused on Western European

values and traditions. Drucker was very conscious of this bias and

advocated a shift in the focus of liberal arts training.15 He was deeply

involved in the post-World War II reconstruction of Japan and con-

tinued his involvement in Japanese business and government for the

remainder of his life. He found in Confucian ethics fundamental

guidelines for moral behavior that are appropriate for all stakehold-

ers in an organization. And these guidelines are modest enough to
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achieve realistic levels of moral behavior given the nature of humans,

good and evil. These guidelines are: 

• clear definitions of the fundamental relationships [among all stake-

holders];

• universal and general rules of conduct—that is, rules that are bind-

ing on any one person or organization, according to its rules, func-

tion and relationships; And finally,

• an effective organization ethic, indeed an organization ethic that

deserves to be seriously considered as ethics, will have to define

right behavior as the behavior which optimizes each party’s bene-

fits and thus makes the relationships harmonious, constructive, and

mutually beneficial.16

These guidelines should be put into practice to accomplish the

twin objectives of enhancing the growth and development of the

person and the performance of the organization. Candid and

timely feedback should be provided to assist the person to attain

these objectives.

Clearly, Drucker’s concept of management as a liberal art invokes

the historical emphasis on the search for the “good” and “right” in

life; it requires a definition of “right behavior.” It also reflects the mu-

tability of the liberal arts ideal; that Confucianism could be brought

into the service of Greco-Roman and Christian tradition speaks vol-

umes about Drucker’s openness to different paths to the ideal. 

Conclusion
Drucker left it to others to define the implications of management as

a liberal art. Given the historical context of the origins of the liberal

arts, as well as the role of liberal arts and professional education in

America, Drucker’s idea of management as a liberal art involves re-

thinking not just how we educate managers, but also how we ap-
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proach management as a profession. By preparing students and man-

agers in management as a liberal art, our society will expand the ca-

pacity of men and women to assume executive responsibility in a

morally and socially constructive manner. 

Peter Drucker was well known as an observer who tried to “see

the future that has already happened.” In a conversation with Bob

Buford on August 10, 1996, he reflected on the condition of Amer-

ican civilization:

I’m going to make myself very unpopular in two weeks in Aspen at the

seminar where I am the keynote speaker; by saying we have no eco-

nomic problems. We have only social problems. But, we have those in

spades. This morning when I woke up at three in the morning, you

have no idea, I had to pray very hard to get over that despair, and I

haven’t gotten over it yet. Yes, I know, and yet the very fact that we are

conscious of it is probably the only optimistic thing.17

In Landmarks of Tomorrow, Drucker argues for humanity’s need

for spiritual values in order to shape culture. In Chapter 10, “The

Human Situation Today,” Drucker explores the question of where

people fit in the postmodern world: “Man has achieved the knowl-

edge to destroy himself physically, emotionally, psychologically, and

morally.” Specifically he refers to advances in knowledge from the

behavioral sciences that through “operant conditioning”18 can “turn

man into a biological machine run by manipulation of fears and emo-

tions, a being without beliefs, without values, without principles,

without compassion, without pride, without humanity altogether.”19

Drucker’s solution was a return to spiritual values in order to guide

the use of the power created by new knowledge to serve the highest

interests of the human being.

Drucker was strongly influenced by his own liberal arts educa-

tion, which led him to see these moral and spiritual dimensions of

management and society. But is there corroborating empirical and
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historical evidence for his views? We believe there is. Robert W.

Fogel, economic historian and 1993 winner of the Nobel Prize in

economics, believes the most pressing problem in the United States

to be the acquisition and egalitarian distribution of spiritual assets,

not material assets: “Although the consolidation of past gains can-

not be ignored, the future of egalitarianism in America turns on the

nation’s ability to combine continued economic growth with an en-

tirely new set of egalitarian reforms that address the urgent spiritual

needs of our age, secular as well as sacred. Spiritual (or immaterial)

inequity is now as great a problem as material inequity, perhaps even

greater.” In The Soul of Capitalism: Opening Paths to a Moral Econ-

omy, journalist William Greider argues that American capitalism can

be modified to “conform more faithfully to society’s broad values,”

essentially tying the engine of economic growth to the goals of the

liberal arts. Sociologist Robert Wuthnow traces America’s long his-

tory of attempting to reconcile religious values with economic

growth, and points out that in today’s society, “Our problems as a

nation are spiritual as well as material.” Drucker was not alone in his

assessment of our need to consider moral and spiritual issues when

operating in the world of management and business.

Ironically, a return to the ideals of the liberal arts may in fact make

management once again valuable to the “real world.” Fueled by cor-

porate scandal and the behavior of out-of-touch executives who seem

to have no moral compass, popular sentiment has turned against

management as a profession; instead, corporate America is greeted

with jeers and signs reading, “Bail out the people, not the banks.”

Perhaps the only hope of redemption for management as a true pro-

fession is to practice management as a liberal art: to ground it in an

understanding of shared cultural values that are inculcated through

education and modeled through executive behavior.
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Drucker on Government, Business, 
and Civil Society: Roles, 

Relationships, Responsibilities
Ira A. Jackson

Henry Y. Hwang Dean of the Peter F. Drucker and Masatoshi Ito Graduate School of
Management and Professor of Management at Claremont Graduate University

There is mounting evidence that government is big rather than strong;

that it is fat and flabby rather than powerful; that it costs a great deal

but does not achieve much . . . just at the time when we need a strong,

healthy, and vigorous government.

We need government as the central institution in the society of or-

ganizations. We need an organ that expresses the common will and the

common vision and enables each organization to make its own best

contribution to society and citizen and yet to express common beliefs

and common values.

The purpose of government, in other words, is to govern. 

—Peter F. Drucker, The Age of Discontinuity

While Peter Drucker is rightly considered by many to be the “father

of modern management” and the twentieth century’s leading

“business guru,” approximately 60 percent of his writing and teaching
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focused on society, not on business per se. Drucker focused on organ-

izations generally, not the private sector exclusively, and he focused not

on how organizations and their people perform as stand-alone institu-

tions, but rather on how they relate with one another across sectors.

Drucker considered himself first and foremost a “social ecologist,” ob-

serving the nature of man-made institutions in society the way a scien-

tist might the nature and ecology of physical life on earth. The central

organizing principle of society, Drucker firmly believed, needed to be

personal, institutional, and collective responsibility—responsibility to

be effective, responsibility to act ethically, responsibility to be respect-

ful of others, and responsibility to the future. 

Perhaps it is surprising, given his status as the “Einstein of busi-

ness,” that Drucker viewed government as the most important of the

three indispensable sectors of society: 

• Public. Government, he implored, needs to be strong and vig-

orous, now more than ever. 

• Private. Business needs to be the engine of innovation, but it

also must view its role as contributing benefits to society, not

just to shareholders. 

• Philanthropic. Nonprofits and civil society are the new glue that

binds a functioning society with engagement and responsibility

to the community. 

With balance among these sectors and with each sector having a

distinctive purpose, society can function, and we can become a re-

sponsible society, as well. Though this is difficult to achieve in prac-

tice, he viewed a “functioning society” as the only likely guarantee

against tyranny and extremism, which he had experienced personally

in his youth. He saw effective and responsible institutions in all sec-

tors as the best hope for civilization to endure and for individuals,

communities, and society to thrive. 
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This chapter attempts to capture Drucker’s observations about the

role of government; the relationship of the public, private, and phil-

anthropic sectors; and the responsibility of all organizations to work

in concert to create and sustain a responsible society. It concludes

with some speculation about how Drucker’s construct and perspec-

tive might inform some of the many challenges that we currently

face, both nationally and globally.

The Need for Government to Steer, Not Row

The choices for the economy—as well as for all other sectors—are no

longer either complete governmental indifference or complete gov-

ernmental control.

—Peter F. Drucker, The Age of Discontinuity

The megastate that this century built is bankrupt, morally as well as

financially. It has not delivered. But its successor cannot be “small

government.” There are far too many tasks, domestically and interna-

tionally. We need effective government—and that is what the voters in

all developed countries are actually clamoring for.

—Peter F. Drucker, “Really Reinventing Government” 

Drucker was an acute observer of politics, business, culture, tech-

nology, history, philosophy, sociology, and human nature. He ap-

proached management as a liberal art, and he was almost a

Renaissance man: expansive, sweeping, holistic, interconnected, and

thoughtful. Indeed, Drucker is best understood as a systems thinker.

He devoted his life to reflecting upon ways to advance coherence, ef-

fectiveness, and purpose in a society of organizations. He had many

original insights that today have been validated by their incorpora-
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tion into our daily DNA. Much of his brilliance is now accepted sim-

ply as common sense. These are among Drucker’s many insights and

observations that continue to shape our understanding of how soci-

ety, business, and organizations generally function:

• We live in a knowledge society. 

• Employees are an asset, not a liability, and knowledge workers

need to be respected and engaged, not directed or controlled.

• Management is about doing things right; leadership is all about

doing the right thing. 

• A healthy economy cannot survive in a sick society.

• The social sector is growing in importance. 

• Managers need to manage and motivate themselves before they

can manage and motivate others.

• Every business must continually innovate and market if it is to

survive and succeed. 

• It is important to “see what is visible and not yet seen” and to

act upon the future that already exists.

• As Drucker’s insight found, “the best way to predict the future

is to create it.”

These and scores of other seminal, original contributions reveal

how much Drucker’s ideas permeate both our vocabulary and our

thinking.

Less well known are Drucker’s thoughts about government. Here,

too, we discover Drucker to be insightful, frequently original, pre-

scient, and incredibly relevant.

What is widely known about Drucker and government is that his

worldview was largely shaped by the rise of fascism and totalitari-

anism in his native Austria and in Germany, where he apprenticed.

His first works were banned and burned by the Nazis. He fled Eu-

rope for America, where he wrote the first of his 39 books, The End
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of Economic Man. Churchill was said to have been so impressed with

this book that he assigned it as required reading for his general staff.

Drucker’s focus on organizations, institutional effectiveness, personal

ethics, and social responsibility all flow from the formative experi-

ence of witnessing the dysfunction of society and the collapse of its

principal institutions. He was haunted by the resulting tyranny and

by the ideology of isms—fascism, totalitarianism, communism.

Drucker was hardly a utopian or a dreamer. He had experienced the

worst of societal failure. He devoted a lifetime to combating the vul-

nerabilities that would allow for a recurrence of extremism as a con-

sequence of ineffective managers, unethical leaders, and irresponsible

citizens. His aim was a functioning or responsible society: balanced,

fair, innovative, effective, sustainable, and just.

Later in life, and largely reflecting upon the contemporary Amer-

ican experience, Drucker wrote about “the sickness of government.”

He was typically incisive and unforgiving in observing in The Age of

Discontinuity that while “government surely has never been more

prominent than today” and is “certainly all-pervasive,” there is

“mounting evidence also that the citizen less and less believes in gov-

ernment and is increasingly disenchanted with it. Indeed, govern-

ment is sick—and just at the time when we need a strong, healthy,

and vigorous government.” He noted that the growing “disenchant-

ment with government cuts across national boundaries and ideolog-

ical lines,” and that “[w]e are rapidly moving to doubt and distrust

of government and, in the case of the young, even to rebellion against

it.” “We no longer expect results from government.” Indeed,

Drucker found that “the greatest factor in the disenchantment with

government is that government has not performed.” In functions

other than waging war and inflating the currency, government was

seen as incompetent. Drucker’s specific criticism was directed at the

failures of the welfare state and the war on drugs, and he finally spec-

ulated in serious conversations that perhaps we should legalize drugs
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and take the profit and crime out of the drug trade. Modern gov-

ernment, he claimed, had become “ungovernable.” Government has

become expensive, “large and cumbersome,” “a poor manager,” a

“government of forms,” and concerned more about procedures than

about results. Elsewhere, in The New Realities, Drucker observed

that “[g]overnments find it hard to abandon an activity even if it has

totally outlived its usefulness . . . [and] thus become committed to

yesterday, to the obsolete, to the no longer productive.” He was

viewed as an early advocate of privatization and was skeptical that

“reinventing government” would lead to the kind of basic restruc-

turing and rethinking of government that he felt was needed.1

Drucker is best remembered for his focus on business, and many

of his observations and prescriptions about the role of the public sec-

tor are less well known, remembered, or embraced. Much of his nar-

rative on the multiple failures of the modern welfare state was

expropriated by conservatives at a time when the pendulum had

swung sharply toward deregulation and the embrace of markets.

Ironically, these forgotten insights are among his most telling, time-

less, and constructive for our current condition.

Today, when public distrust and cynicism are at an all-time high

and confidence in the integrity of both business and government are at

historic lows, Drucker reminds us simply and powerfully, in the chap-

ter “The Sickness of Government” from The Age of Discontinuity,

that the “purpose of government is to make fundamental decisions,

and to make them effectively.” Government of course has a necessary

monopoly on the use of force, because its first obligation is to ensure

the safety and security of its people. But the central purpose of gov-

ernment is to “focus the political energies of society. It is to dramatize

issues. It is to present fundamental choices.” Government is the in-

strument through which we ensure fairness and a level playing field. 

Drucker returns us to the basics and first principles: we need gov-

ernment, and we need it to govern, but we shouldn’t confuse govern-
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ing with bureaucracy. Drucker didn’t foresee or call for the “wither-

ing away of the state.” On the contrary, he asserted that we need “a

vigorous, a strong, and a very active government.” It is not the size or

the cost or the scope of services provided by the government that is

most important; rather, it is the capacity of government to make

major decisions. Drucker invoked vivid imagery to enliven this per-

spective, comparing governing to conducting. “The conductor himself

does not play an instrument. His job is to know the capacity of each

instrument and to evoke optimal performance from each. Instead of

being the ‘performer,’ he has become the ‘conductor.’ Instead of

‘doing,’ he leads.” We need, in essence, a government that steers, not

rows, that “is strong because it confines itself to decision and direc-

tion and leaves the ‘doing’ to others.” 

As the “conductor” of society, government needs to decide the

rules, ration the resources, and deploy the tasks where they best be-

long: delivered by business or nonprofits through competitive bid-

ding, or held exclusively by government where it alone has the

authority (presumably, in conducting wars, ensuring the peace, and

collecting taxes). Rather than signaling a retreat for government,

Drucker paints a portrait of a society that needs a stronger, more ef-

fective, more purposeful, and more deliberate government—but,

hopefully, with less government, per se. 

Putting It All Together
My takeaway from Drucker on government is that, almost pre-

dictably, he was right. Given his 1930s experience in Europe, he

might have been expected to call for a weak state and to minimize the

role of government. Certainly, his experience helped to inform his

outrage and disgust at the excesses of the modern state: its ineffi-

ciencies, its bewildering bureaucracy, its growing size and cost, its

inability to abandon functions that are no longer required, and the
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resulting cynicism of its citizens. He was equally wary of the charis-

matic leader, given the devastation caused by the three most evil but

charismatic leaders of the twentieth century: Hitler, Mao, and Stalin.

Largely as a result of their legacy, Drucker labeled this period the

“lost century.” But, as usual, Drucker surprises us with a firm set of

convictions that assert that we need a strong and effective govern-

ment as a precondition and prerequisite for growth, social justice,

and sustainable progress. Good governance enables the other or-

ganizations in the private and nonprofit sectors to flourish effectively

and to provide balance and ballast for society.

The government’s role of ensuring equity and fairness has to be bal-

anced with the strengths of business to provide efficiency and innova-

tion and the benefits of civil society in creating community and offering

legitimacy. In other words, government needs to govern, business

needs to innovate, and civil society needs to flourish and be encour-

aged. In aligning itself this way, society sets a clear path toward its

goals, channels its activities to those organizations that are best capa-

ble of achieving results, and gains the legitimacy that keeps it grounded

in community and common purpose. Call it equity, efficiency, and le-

gitimacy or public, private, and philanthropic, this is in essence what

Drucker defined and described as a functioning society. At its best, so-

ciety has democratic institutions that govern wisely and implement ef-

fectively and lightly; functioning and efficient markets that encourage

risk taking, innovation, and entrepreneurship to meet customer needs

and to satisfy the need for growth and progress; and nonprofit insti-

tutions at the local and community level that provide needed services

through collective action and reciprocal obligations. Each sector needs

to act according to its role in Drucker’s social symphony: government

ensuring safety, providing fairness, and basically conducting; business

creating, innovating, abandoning, and achieving measurable results;

and nonprofits engendering community and expressing shared inter-

dependence through voluntary action and local initiative.
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On top of that construct, Drucker applies his simple but demand-

ing tests to organizations in every sector: What is your mission? Who

is your customer? What does the customer value? What are the re-

sults? What is our plan? If you didn’t exist, would we need to create

you? Have you outlived your useful life? Are you managing effec-

tively? Are you leading ethically? Are you acting responsibly?

It’s Called Responsibility, Stupid!

Peter Drucker was asked in early 1999, “What do you consider to be

your most important contribution?” His answer:

That I early on—almost sixty years ago—realized that management

has become the constitutive organ and function of the Society of Or-

ganizations; That management is not Business Management;—though

it first attained attention in business—but the governing organ of all

institutions in Modern Society; That I established the study of man-

agement as a discipline in its own right; and That I focused this disci-

pline on People and Power; on Values, Structure, and Constitution;

and above all, on responsibilities—that is, focused the Discipline of

Management on management as a truly liberal art.

—Peter F. Drucker with Joseph Maciariello, 

Management, Revised Edition

During the 1992 presidential campaign, James Carville kept a

plaque on his desk to remind himself, “It’s the economy, stupid.” If

Drucker were with us today, perhaps he’d have suggested something

similar: terse, to the point, and focused. It’s likely that Peter would

have warned about the subprime lending mess, the credit default swap

fiasco, the overleveraging of the banks and hedge funds, and the un-

sustainability of our consumer debt. He would have seen clearly the

shortsightedness of extreme deregulation and unbridled faith in the in-

Drucker on Government, Business, and Civil Society 25



visible hand in channeling the market to new heights of efficiency,

and the consequence of the irrational exuberance, hubris, and greed

that gripped our society and held us hostage to irresponsibility. As far

back as 1980, Drucker wrote about the excesses of CEO compensa-

tion—at a time when the average CEO was earning 40 times what

the average worker on the line received (“Pigs gorging at the trough

are always a disgusting spectacle,” he observed2). By the time the bub-

ble burst in 2008, the ratio had widened to 400:1. Throughout his

writings and teachings, Drucker consistently warned of the excesses

of financial capitalism—our vulnerability to manipulation and creat-

ing financial instruments so sophisticated that only their designers

fully comprehended the likely consequences of their implementation. 

Drucker would have seen in the ideological sweep of the deregu-

lation pendulum a dangerous abrogation of responsibility in ex-

change for blind faith in markets. He was concerned about rising

inequality well before any Gini coefficient registered the growing dis-

parity of income between rich and poor and the declining purchas-

ing power of the middle class. Drucker had an uncanny knack for

looking out the window to see and feel trends and realities that oth-

ers were blind to or blinded by; he saw clearly the future that is al-

ready here. Drucker’s theory and conviction that a functioning

society needs balance, equilibrium, and recognition of the respective

roles of each sector would have led him to see a dangerous disequi-

librium in the excesses of consumerism, borrowing, and greed. His

writings from previous decades suggest what he might have said

about our current predicament and the way forward. 

Perhaps I’m taking too much license, but I think Drucker would

have favored the stimulus bill and certainly the investments in edu-

cation, health care, energy sufficiency, and the environment. I’m less

certain that he would have supported the bank bailout or the subsi-

dies for GM (he first wrote of GM’s problems some 40 years ago,

and he felt that GM’s decline was the result of poor, ineffective, and
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shortsighted management and predicted that restructuring was in-

evitable and needed). He would have favored new international in-

stitutions like the G-20 and the WTO, the increased reach of the IMF,

the emergence of the UN’s Global Compact, and other mechanisms

for tackling global issues that are beyond the power of sovereign

states to manage or control. It would be too hazardous to guess

whether he would have favored all the actions of the Fed or the size

of the likely deficits—I think not. Drucker would have thought that

this was a perfect time to ask some fundamental questions about the

role, responsibility, and capacity of government. He would have been

insistent that the new authority vested in the government should be

temporary and should have a fixed termination, especially with re-

gard to running any previously private function. And he would have

insisted on transparency and accountability, believing, as Frankfurter

suggested, that “sunlight is the best disinfectant.”

Looking Out the Window to See 
What Is Visible but Not Yet Seen Today
If Drucker were alive during this, the 100th year since his birth, what

might he see, looking out his window here at the Drucker School or

from his comfortable home here in Claremont, California? Let me

simply offer a few observations that are suggestive of the value of

seeing things through Drucker-like eyes—looking at current circum-

stances through the lens of Drucker’s systems thinking and his focus

on a functioning society that balances the sectors and places empha-

sis on effectiveness, ethics, and responsibility. These are only a small

fraction of the many issues that would no doubt be preoccupying

Peter, our preeminent social ecologist, if he were alive today. In the

manner in which Drucker approached so many topics, I don’t pos-

tulate answers. These issues elicit, instead, a set of urgent concerns

and probing questions. Let me mention just a few.
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First, at a time when government is growing in size and impor-

tance, we don’t yet see a commensurate increase in the attractiveness

of public-sector employment for what might be called the “best and

the brightest.” As Paul Volcker and others have observed, this is a

“quiet crisis in public service.”3 Declining status, low compensation,

and increased public scrutiny have all combined to make public serv-

ice even less attractive precisely at a time when government needs

the best talent available. This is the moment when society is most in

need of a renewal of trust and competence in public service. The

GAO goes so far as to put the human capital needs of our govern-

ment on its “high risk” list of national vulnerabilities.4 We ignore

this strategic vulnerability at our peril.

Second, government is tackling many intractable problems that

have strategic long-term importance, which is good. But government,

or, rather, the political system that supports our government, hasn’t

yet tackled the need to simultaneously engage in “planned abandon-

ment” by discarding those laws, programs, and costs that are no longer

necessary or relevant to our times. Drucker would warn that we can’t

afford to do one without the other. He would surely join Pete Peterson

and former GAO Administrator David Walker in supporting their jer-

emiad against the unfunded liabilities that we have left for future gen-

erations to confront (in the New York Times, Peterson, the senior

chairman of the Blackstone Group and former U.S. secretary of com-

merce, has called this the “make-or-break point in American history,”5

and that was before the market meltdown in late 2008). As the Peter-

son Foundation advances its cause of keeping “America strong and

the American Dream alive by promoting responsibility and accounta-

bility today to create more opportunity tomorrow,” it warns about a

federal debt burden of $56.4 trillion—or “your share of $184,000.”6

Drucker would have applauded. 

Third, Drucker would have agreed with the assessment made by

the Economist that we are living at a perilous moment, as 40 percent
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of the world lives in “flawed democracies.” These new democracies

are on the knife edge between freedom and tyranny and can go either

way: open or closed, pluralistic or statist.7 We are, Drucker would

have agreed, at a dangerous tipping point. Since the fall of the Berlin

Wall, an unprecedented number of people (2,508,845,187, accord-

ing to the Economist cover story) have joined the ranks of those liv-

ing in quasi-democratic, quasi-market-oriented nations. Drucker

would have asked: Will the center hold? Will prosperity be ade-

quately shared? Will the institutions of an incipient democracy take

hold and mature, along with the rule of law, a free press, and trans-

parency and accountability in major public institutions? Or will an

oligarchy develop, along with a growing divide between rich and

poor? Will strong institutions of civil society be established and en-

couraged, or will the government crush dissent and restrict the free-

doms of nongovernmental organizations (NGOs)? Drucker would

be asking these and other questions, pushing us to provide more

compelling answers and solutions, and warning us that the future

hangs in the balance.

Fourth, Drucker would celebrate the rebirth of volunteerism and

citizen initiative, just as de Tocqueville did nearly two centuries ago.

There has been an explosion in the growth of nonprofit institutions

in the United States and around the world (growing by 36 percent,

from 1.08 to 1.48 million, from 1996 to 2006, according to the Na-

tional Council of Nonprofit Associations, U.S. Census Bureau, and

Bureau of Labor Statistics), which is a welcome and necessary trend.

But he also would have asked: Are we doing enough to support and

encourage the effective management of nonprofit organizations?

Have we created effective capital markets to fund them and to help

bring them to scale? While he was a tremendous advocate and

booster of civil society, I think he would have had the courage to call

into question the quality and effectiveness of nonprofit governance,

and he would have been concerned about what the Association of

Drucker on Government, Business, and Civil Society 29



Certified Fraud Examiners claims is an annual loss of $40 billion to

fraud in the nonprofit sector.

Fifth, Drucker might ask why we aren’t yet capable of harnessing

the productivity of the knowledge worker more effectively. Proudfoot

Consulting finds that on average 34.3 percent of private-sector work-

ing time around the world is effectively wasted.8 Three-quarters of

this wasted time is a result of poor planning and management. What,

we might fearfully ask, is the percentage of public-sector working

time that is wasted? In a world in which global GDP is $50 trillion,

can we really tolerate leaving as much as $15 trillion worth of pro-

ductive value on the table? What mechanisms need to be put in place

to capture this wasted value, just as we are putting in place techni-

cal solutions for capturing wasted energy? How can we better accel-

erate our understanding of how to manage and motivate workers in

an economy that increasingly needs to be driven by the renewable

energy of knowledge? 

Sixth, businesses around the world are beginning to embrace and

act upon Drucker’s insight that “every social and global challenge of

our day is a business opportunity in disguise.” Examples include Eco-

magination at GE, what Procter & Gamble calls “corporate social

opportunity,” and Wal-Mart’s green supply chain. These and other

businesses are seeing in the bottom of the pyramid opportunity for

innovation, new market penetration, and the value of contributing to

social progress and promoting economic opportunity while also ad-

vancing their own bottom line. Drucker would be thrilled by this

new wave of companies that truly “get it”—not by giving more to

philanthropy or making grand pronouncements about corporate so-

cial responsibility, but by internalizing a societal orientation into their

corporate strategy and DNA—and are gaining competitive advan-

tage by being at the cutting edge of creating what I call in Profits

with Principles “value with values.” There are now 3,000 members

of the UN’s Global Compact, which binds multinational corpora-
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tions with governments and NGOs in an alliance committed to vol-

untarily advancing the UN’s Universal Declaration of Human, Labor,

and Environmental Rights. New products are being created and de-

livered in previously marginalized nations, and business is becoming

a very visible force for good in many places, even as it is seen as a vil-

lain elsewhere.9 I believe that if Peter were with us today, he’d say:

amen, what took you so long, why aren’t we yet seeing even more of

this good stuff, and what can we do to provide incentives and accel-

erate this conception of the firm and this commitment of business to

creative and sustainable social problem solving? 

Seventh, we are obviously witnessing another shift, perhaps of tec-

tonic proportions, in the balance of power, resources, and authority

between government and business. No longer commanding from the

towering heights (to use Daniel Yergin’s vivid imagery), the private

sector is in retreat, chastened, weakened, humbled, and occasionally

even a supplicant. Government again commands the high ground

and is back in the business of governing, Drucker might have said.

He would also have cautioned that we seem to lurch from one ex-

treme to the other, when what is really needed is balance, equilib-

rium, and common sense. He’d have been concerned, as we all

should be, about the unprecedented powers of the state in the econ-

omy and about mounting deficits. But he would see in this transi-

tional, perhaps transformational, moment the opportunity to evolve

a new theory and practice of what he called a functioning or re-

sponsible society. This is precisely the time for creative abandonment

of old, useless, and costly functions of government. This is the right

moment to “reprivatize,” to use Drucker’s phrase, much of the ex-

isting work that government does, but that NGOs or businesses

could and should do more effectively. I think he’d see the chance for

a major realignment of sectors along the lines of convergence and

collaboration—but also greater clarity about the respective strengths

of organizations in the different sectors. 
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I also hope that Peter might have reconsidered some of his skep-

ticism about reinventing government. Frankly, I think he was too

harsh on the efforts of many to create or recreate government func-

tions that deliver good “customer” service, to measure their effec-

tiveness, and to engage in the kind of entrepreneurial innovation

that is more typically found in cutting-edge private firms. My per-

sonal and professional experience as commissioner of revenue in the

Commonwealth of Massachusetts 20 years ago is only one of many

examples of the public sector being capable of mission focus. We

captured our new mission in three simple words: “honest, fair,

firm.” We expressed an explicit customer orientation, with a guar-

antee of record fast refund returns and new color-coded tax forms

that have been rewritten from bureaucratese back into English—

so simple that even the commissioner could fill out his own tax re-

turn! We demonstrated effectiveness by increasing the rate of

voluntary compliance through vigorous and visible enforcement, al-

lowing the governor to cut taxes eleven times in five years. And we

worked hard and apparently successfully to restore public trust in

this most pedestrian and basic of governmental functions—by,

among other things, staying open until midnight on April 15 to help

taxpayers fill out their returns; offering a tax amnesty that brought

in 56,000 former delinquents and evaders; showing on the tax forms

themselves where the tax revenue comes from, who pays what, and

where it goes; and convincing honest taxpayers that “tax evasion is

not a victimless crime.”10 I mention my own experience only to sug-

gest that it may well be more typical than exceptional, and that be-

neath the cynicism about the capacity of government to reinvent or

effectively manage itself, there is a proven corps of governmental

professionals who are creating a very different public sector from

what Drucker had time to discover.

Finally, caveat emptor! Peter spent his last 35 years here in Clare-

mont, writing and teaching from his home and in the classroom at
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his school. I am sure he would have been among the first to suggest

that graduate schools of business may have been guilty of at least

contributory negligence in terms of partial responsibility for the se-

rious predicament that we now face as an economy and as a society.

Too many of the titans of industry who were found so lacking in

morality, competence, and ethics were the products of our citadels of

capitalism and our leading MBA programs. Too much of the intel-

lectual capital of the academy may have been devoted to document-

ing the marvels of the market, instead of analyzing the consequences

of its externalities or the destruction of what economists call the com-

mons. Drucker was, as usual, prescient and pointed on this score,

writing in a letter to the Economist back in December 1994 of

“Fagin’s School of Pickpockets and Prostitutes,” a not-so-veiled ref-

erence to the narrow vocational trend that he found alarming in

prominent business schools and the attendant enthusiasm for the

MBA as a credential for financial advancement as opposed to a path

for business as an agent for social progress. As Rakesh Khurana and

others have demonstrated, the marketization of business schools has

led to the deprofessionalization of management education.11 There is

an urgent need for a market correction, so to speak. Happily, it is

well under way. Humbly, I note, values have been part of the main-

stream here at the Peter F. Drucker and Masatoshi Ito Graduate

School of Management for all of our nearly 40 years. BusinessWeek

reports that 56 percent of MBA students nationwide admit to cheat-

ing while earning their MBA.12 Clearly, there is a societal correction

necessary, one that goes well beyond what we do in the classroom,

what we research, and what values we convey by the time our stu-

dents arrive as budding capitalists. 

The good news, I think Peter would have said, is the desire of this

next generation to do good while doing well. Teach for America is as

competitive in its entry requirements as Wharton. Another positive

indicator is that the largest student activity at the Harvard Business
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School isn’t the venture capital or investment banking club, but the

social entrepreneurship organization. 

For our part, we at the Drucker School are trying to play a role in

emphasizing Drucker’s principal insight: that management is first and

foremost a liberal art. We approach management with humility and

values; with an appreciation for history, culture, and philosophy; and

with an integrative approach that places equal emphasis on effec-

tiveness, ethics, and responsibility.
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Leading Knowledge Workers: 
Beyond the Era of Command and Control

Craig L. Pearce

Knowledge has to be improved, challenged, and increased constantly,

or it vanishes.

—Peter F. Drucker

Drucker identified the dawning of the age of knowledge work

more than half a century ago. As was typical of him, he was peer-

ing over the horizon, seeing what was unseen, yet in retrospect has

clearly come to be. In 1968, Drucker, in his prescient book The Age

of Discontinuity, declared, “In the past twenty years the base of our

economy has shifted from manual to knowledge work.” Since that

time, knowledge work has become an increasingly important com-

ponent of the economy, and it has become an increasingly team-

based task. The reason for this shift to team-based knowledge work

is clear. It is ever more difficult for any individual to develop the ex-

pertise required for all aspects of the work that need to be achieved,

no matter what the context, and this phenomenon is being driven

ever deeper into and ever wider across organizations. With this em-

phasis on team-based knowledge work comes the imperative to ques-

tion our traditional models of leadership. 
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Leadership has typically been regarded as the purview of the one

person who is “in charge,” while the rest are simply followers—what

is termed vertical or hierarchical leadership. Having said that, recent

research indicates that leadership can move to the person with the

key knowledge, skills, and abilities for the tasks facing any particular

group at any given moment—what is termed shared leadership. The

research on this is very clear: it indicates that poor-performing groups

tend to be dominated by an appointed leader, while high-performing

groups display more dispersed leadership patterns,1 that is, they share

leadership. Obviously this does not mean that leadership from above

is unnecessary. On the contrary, the role of the hierarchical leader is

absolutely critical to the ongoing success of knowledge work.

What Is Knowledge Work?
Before we proceed much further, it is critical that we move forward

with a common understanding of knowledge work. Knowledge work

requires significant investment in, and voluntary contribution of, in-

tellectual capital by skilled professionals: concomitantly, knowledge

work is increasingly becoming a team-based task.2 The increasing

need for team-based knowledge work is a result of both top-down

and bottom-up pressures. The organizationally based top-down pres-

sures are a result of competition, both domestic and global, which

has caused firms to seek more effective ways to compete.3 As a result,

firms are seeking ways of reducing costs and improving efficiency in

order to remain competitive. Naturally this also entails the need for

a more flexible workforce, a reduction in lead time, and the full en-

gagement of organizationally resident knowledge, which can, at least

partially, be achieved through the synergies of team-based knowl-

edge work and shared leadership.

Conversely, the aggregated individually based bottom-up pressures

that firms face have emerged from the dramatically changing nature
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of the workforce, be it domestic or global. Let us look, for example,

at the fact that the workforce is increasingly more highly educated.

As a result, the workforce has greater knowledge to offer its organ-

izations. Today’s employees also require more from work than a sim-

ple paycheck: they increasingly demand to make a meaningful

impact,4 which is increasingly achieved through team-based ap-

proaches to knowledge work,5 which rely on shared leadership.

This shift toward team-based knowledge work creates the need to

question our traditional models and approaches to leadership—do

they need to be retooled and reshaped? It would appear that the an-

swer is yes. To wit, while we typically think of leadership as a role,

with one person projecting downward influence on followers, if we

instead think of leadership as a process, is it possible for all members

of knowledge worker teams to engage in the leadership process

through shared leadership?6 The research on this is quite clear—

across a wide variety of organizational contexts ranging from the

laboratory to the military, from face-to-face teams to virtual teams,

from top management teams to entire organizations.7 Simply put,

shared leadership entails a simultaneous, ongoing, mutual influence

process within a group that is characterized by the “serial emer-

gence” of both official and unofficial leaders. 

The Challenge of Leading Knowledge Workers
There is one fundamental challenge in leading knowledge workers:

there is generally a knowledge gap between the nominal leader and

the rest of the group, and sometimes this gap is rather extreme. This

naturally calls into question our traditional notions of top-down,

command-and-control leadership, established through historical par-

adigms and reinforced by the popular media—who used to search

for the heroic leader to glorify and currently are looking for the nar-

cissistic leader to vilify.

Leading Knowledge Workers 37



In addition to identifying the dawn of the knowledge economy,

Drucker also foreshadowed the coincidental dawning of the age of

shared leadership. He stated, “Most discussions of decision making

assume that only senior executives make decisions or that only sen-

ior executives’ decisions matter. This is a dangerous mistake.”

Clearly he envisioned a role for wider participation in the knowledge

creation process, whether by design or through mere emergence. In

retrospect, the superior course is obviously through purposeful en-

gagement of the workforce, using such processes as shared leader-

ship. Having said that, as Drucker would instruct, it is imperative

that we look at the evidence, which we do in the following section.

Leadership in Historical Context
It was during the Industrial Revolution that the task of management

began to be formally studied in a scientific manner. Management was

formally recognized as a factor of production in 1803, when Jean

Baptiste Say, a French economist, stated that entrepreneurs “must

possess the art of superintendence and administration.” Prior to Say,

economists were primarily occupied with the other factors of pro-

duction—land, labor, and capital. The Industrial Revolution initi-

ated the concept that leadership might be an important component

of economic endeavors. Nonetheless, the early recognition of lead-

ership as an important component of industrial enterprise was my-

opic: the endorsed view of leadership was one of command and

control, and it was not until much later that the world observed even

a tiny glimpse of concepts related to the notion of shared leadership.

During the Industrial Revolution, the emphasis was on managerial

control or oversight—in other words, the vertical model of leading. For

example, in 1840, James Montgomery published a book that critically

examined and compared the cotton manufacturing industries of the

United States and Great Britain. He lauded the British organizations
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for their enhanced level of managerial expertise, and this expertise was

largely focused on the establishment of tight control systems. 

Throughout the nineteenth century, management thinking was pri-

marily shaped by the needs of the emerging railroad industry. The

advent of the railroads, the first large-scale American business, ne-

cessitated more systematic approaches in order to coordinate and

control these expansive firms that were geographically dispersed, em-

ployed thousands of people, and required enormous capital invest-

ments. One important management thinker of this era was Daniel

C. McCallum. In the mid-1800s, he developed six principles of man-

agement, one of which was unity of command.

By the turn of the twentieth century, and proceeding well into the

twentieth century, thinking on management had crystallized into what

was ultimately termed scientific management. The cornerstone of sci-

entific management was that all work could be studied scientifically,

and optimal procedures could be developed to ensure maximum pro-

ductivity. Importantly, scientific management separated managerial

from worker responsibilities. Managers were given the task of iden-

tifying precise work procedures, and workers were charged with fol-

lowing those protocols equally precisely. Scientific management

clearly articulated a command-and-control perspective on the role of

leaders in organizational life. Leaders were to oversee and direct those

below them. Subordinates were to follow the dictates they were given

unquestioningly. The notion that leaders and their subordinates might

mutually influence one another was unthinkable.

Peter Drucker recalled a conversation that he had with a member

of the National Labor Relations Board (NLRB) in the 1940s that

powerfully illustrates the prevailing attitudes at the time. Drucker

explained that, “When I said something about both management and

workers having ‘a common interest in the survival and prosperity of

the company’ my friend cut me short: ‘Any company that asserts

such a common interest,’ he said, ‘is prima facie in violation of the
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law and guilty of a grossly unfair labor practice.’” Thus, the common

wisdom through the mid-twentieth century (and well beyond) has

been very much one of command and control: leaders and followers

in the modern industrial organization were to have separate roles

and conflicting goals. Influence was to remain vertical and unidirec-

tional—downward—which is diametrically opposed to the needs of

the knowledge era in which we are today. Having said that, once

they are established, paradigms linger, to say the least. 

How to Lead Knowledge Work—It Is All in the Recipe
We need to move beyond the moribund concepts of the past if we are to

take on the challenge of knowledge work in the twenty-first century, and

sharing leadership is central to that challenge. Accordingly, it is critical to

understand the mechanisms through which both vertical and shared lead-

ership can leverage the knowledge, skills, and abilities of knowledge

workers. The following sections detail specific leader behaviors through

which both hierarchical leaders and the knowledge workers they lead

can successfully help one another to mutually beneficial gains.

Decades of research on both leadership and knowledge work have

identified a range of leadership strategies or behaviors that serve as the

bases of knowledge creation in organizations, and when we shift to

shared leadership, these behavioral strategies continue to be relevant,

with one important difference: the agents and targets of influence are

often peers. That said, research has clearly identified four important

types of leadership behavior that can emanate from hierarchical lead-

ers or be shared and distributed among knowledge workers: direc-

tive, transactional, transformational, and empowering.8

Directive Leadership
Directive leadership involves providing task-focused direction, as the

term implies.9 Directive leadership provides much-needed structure
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for inherently unstructured tasks.10 Highly skilled knowledge work-

ers, whether they are designated leaders or “followers,” generally

will find a receptive audience for well-meaning and constructive in-

struction and direction among less-experienced or less-knowledge-

able members. Directive leadership is particularly important in newly

formed teams. For instance, shared directive leadership might be ex-

pressed in conversation as peers explore knowledge boundaries with

one another through a directive give-and-take about how to ap-

proach assignments, allocate roles, or resolve divergent points of

view. Indeed, the CEO of Cisco has been purposely striving to

broaden participation in decision making and direction giving in its

leadership process. Reflecting on difficulties Cisco faced following

the dot-bomb era, CEO John Chambers stated, “All decisions came

to the top 10 people in the company, and we drove things back down

from there.” Now Cisco has a purposeful strategy of engaging shared

leadership, with impressive results. According to Chambers, “The

boards and councils [we created] have been able to innovate with

tremendous speed. Fifteen minutes and one week to get a [business]

plan that used to take six months!” By engaging the directive capa-

bilities of those lower in the hierarchy, Cisco has been able to reap

innovative benefits that elude its hierarchical competitors.

Transactional Leadership 
Transactional leadership entails influence through the strategic supply

of rewards—praise, recognition, compensation, or other valued out-

comes—that are contingent on follower performance.11 The source

of such rewards has traditionally been the appointed, vertical leader;

however, shared transactional leadership in the context of knowledge

work can take the form of collegial praise for exemplary contribu-

tions. In addition, colleagues might also award valued assignments

or recommend financial distributions based on individual- or team-

level attainment of project milestones, quality targets, or other key
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performance metrics. For instance, one management team I have

worked with in my consulting practice, which was in charge of an en-

gine production facility, actively campaigned for and successfully

changed its compensation system from an individually based bonus

system to one that contained team-based bonuses. Naturally, the in-

corporation of team-based bonuses led to positive team outcomes:

this organization recently won its State Senate Productivity Award

(analogous to the Malcolm Baldrige Award at the national level).12

Transformational Leadership 
While transactional leadership emphasizes rewards that are imme-

diate value, transformational leadership adopts a more symbolic em-

phasis on commitment to a collective vision, emotional engagement,

and fulfillment of higher-order needs such as the creation of mean-

ingful professional impact or desires to engage in breakthrough

achievements. One of the tasks of the hierarchical leader, at least ini-

tially, is that of clarifying the vision. On the other hand, knowledge

workers can engage in shared transformational leadership through

peer exhortation or by appealing to collegial desires to design

groundbreaking products and services, launch exciting new ventures,

outmaneuver the competition to capture the most market share in

the industry, or simply make the world a better place to live in.

Shared transformational leadership is particularly critical in the

knowledge worker context because this context depends on signifi-

cant and, by their very nature, voluntary intellectual contributions of

highly skilled professionals. A recent article in Fortune magazine, for

example, declared the creation of a shared vision to be the most im-

portant leadership idea of the twentieth century.13 This idea was re-

siliently echoed in a recent interview with Leslie E. Stocker, president

of the Braille Institute of America. He claimed, “We all have a voice

in creating our common mission . . . the key is to help others lead

you, when they have the relevant knowledge.”
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Empowering Leadership 
The last type of leadership we examine here, and perhaps the most im-

portant type to consider in the context of knowledge work, is em-

powering leadership, which emphasizes employee self-influence rather

than top-down control. In many ways, empowering leadership epit-

omizes the idealized role of the designated leader in knowledge work.

Following are excerpts from interviews of successful leaders of change

management teams from my consulting practice.One team leader

claimed, “My most important role is for building the team—getting

them to interact without being directed,” while another team leader

stated, “You have to play cheerleader sometimes [and] you have to be

careful not to be a dictator.” One team leader, however, summed up

his role in the knowledge creation process by stating: “I have told

them [the team members] their goal is to replace me.” 

Like the other leadership strategies discussed earlier, empowering

leadership can also be shared and projected laterally among peers.

Examples of shared empowering leadership include peer encourage-

ment and support of self-goal-setting, self-evaluation, self-reward, and

self-development. Shared empowering leadership particularly em-

phasizes building self-influence skills that orchestrate performance

while preserving autonomy. As a result, it may be particularly suited

to knowledge workers, who so clearly desire autonomy on the job.14

Scientific Evidence on Shared Leadership
Drucker instructs us to base our conclusions on facts and logic. Ac-

cordingly, we need to examine the scientific evidence on shared lead-

ership in knowledge work. Here the evidence is crystal clear. While

few teams or organizations achieve a high level of shared leadership,

the initial evidence indicates that shared leadership has a significantly

greater impact on team and organizational effectiveness than the

more traditional model of hierarchical leadership alone. This scien-
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tific evidence comes from a wide variety of contexts, including

groups responsible for managing change in organizations (e.g., im-

plementing new protocols, procedures, and work systems), virtual

groups (geographically dispersed teams that primarily interact via

communication technology) and, perhaps most importantly, top

management teams. In every case, the groups that demonstrated

higher levels of effectiveness were those that engaged in higher lev-

els of shared leadership. Low-performing groups tend to be domi-

nated by the leader, while high-performing groups actually have most

of their leadership coming from group members. Thus, a relevant

question is, “Why not just get rid of the hierarchical leaders in

knowledge work and let the experts lead themselves?” Here again,

let’s look at the evidence. From our research, three of the four meas-

ures of hierarchical leadership are higher in high-performing groups.

The only measure of hierarchical leadership that was lower in high-

performing groups was the measure of how much the leader at-

tempted to empower the rest of the group. We might speculate that

the reason for this is that the group members simply didn’t need to

be empowered by the leader; they empowered each other.

Is Shared Leadership a Panacea?
Shared leadership is not a panacea for the plethora of problems that

plague knowledge work. For example, if knowledge workers, and

particularly key organizational leaders, resist the notion of shared

leadership, its potential will be blunted. This raises an important ques-

tion: What should be done with a technically sound and otherwise

successful knowledge worker who rejects shared leadership out of

hand? Here again we can look to Drucker for advice. Drucker stated,

“The task of leadership is to create an alignment of strengths in ways

that make weaknesses irrelevant.” Thus, those who resist shared lead-

ership should be placed in individual contributor roles where their

THE DRUCKER DIFFERENCE44



talents can be nurtured and their contributions reaped. Having said

that, overreliance on any one individual in the knowledge creation

process introduces considerable risk to the organization: what hap-

pens if that person leaves the organization? Clearly this can under-

mine the robustness of the knowledge creation process.15

The Future of Leading Knowledge Work
In the late 1960s, Drucker stated, “We do not know how to manage

the knowledge worker so that he wants to contribute and perform.

But we do know that he must be managed quite differently.” This

chapter is an attempt to address the challenges that Drucker identi-

fied. Leadership is not just a role; it is an unfolding social process,

and it is through this process—one that engages the total human

spirit—that true knowledge work and true breakthroughs can be

achieved. We are indeed in a new era, the era of knowledge work—

one that Drucker so clearly identified over half a century ago.

Is the knowledge era the postvertical, hierarchical leadership era?

Unambiguously no. It is not a matter of choosing between vertical

leadership and shared leadership when it comes to knowledge work.

On the contrary, the issues are (1) When is leadership most appro-

priately shared? (2) How does one develop shared leadership? (3)

How does one facilitate smooth leadership transitions? By address-

ing these issues, we will move organizations toward a more appro-

priate model of leadership in the age of knowledge work. As Drucker

so astutely observed, “Knowledge work [is] a team-based task.”
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4

Value(s)-Based Management: 
Corporate Social Responsibility 
Meets Value-Based Management

James S. Wallace

“It is not enough to do well; it must also do good.” But in order to “do

good,” a business must first “do well.”

—Peter F. Drucker, Management: Tasks, 

Responsibilities, Practices

For a firm to be successful in creating wealth, everyone who has a

stake in the business must receive their share of the economic pie.

—John Martin, William Petty, and 

James Wallace, Value-Based Management 

with Corporate Social Responsibility

Ask an economist why firms exist, and you are likely to be told

that it is far more efficient to perform complex tasks inside a

firm than it would be for an individual to contract separately for the

same task. Just imagine how difficult and costly it would be for an

individual to purchase a cell phone if there were no firms producing

such devices. You would need to contract with one engineer to design

47



the circuits, another to write the software, still another to produce

the case, and on and on. 

Leaving the purely economic reasoning behind, we may also ask

the question: what should be the goal of a firm? At this point, we

are venturing into an area that is filled with far more emotion and far

less hard evidence. In this chapter, I will attempt to explore this ques-

tion through the lens of management as a liberal art, utilizing the

writings of the father of modern management, Peter F. Drucker.

Answers to why firms exist run along a long continuum. At one

end are the followers of the late economist Milton Friedman, who

preached in his 1962 book, Capitalism and Freedom, that the firm

should exist only to make money for its owner shareholders. Any-

thing else, he felt, was wasting money: 

Few trends could so thoroughly undermine the very foundation of our

free society as the acceptance by corporate officials of a social re-

sponsibility other than to make as much money for their stockholders

as possible.

Not everyone shares this view of a corporate purpose. Some have

argued that this value-based management (VBM) approach is simply

greed.1 Questions arise as to whether firms have an obligation to a

multitude of stakeholders. Is making money important only so that

the firm can do something nobler? Followers of the stakeholder the-

ory of the firm will argue that the firm must consider and balance the

needs of all its stakeholders. Stakeholders in this case include any

group that is affected by the actions of the firm. This includes not

only shareholders, but also employees, customers, vendors, the gov-

ernment, the community where the firm is located, and society at

large. As Charles Handy has said, 

The purpose of a business . . . is not to make a profit, full stop. It is to

make a profit so that the business can do something more or better.
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That “something” becomes the real justification for the business. . . .

It is a moral issue. To mistake the means for the end is to be turned in

on oneself, which Saint Augustine called one of the greatest sins. . . .

It is salutary to ask about any organization, “If it did not exist, would

we invent it?” “Only if it could do something better or more useful

than anyone else” would have to be the answer, and profit would be

the means to that larger end. 

A related question is just how the trend toward corporate social

responsibility (CSR) fits into the VBM model. Are they at odds with

each other, or are they perhaps interrelated? To answer these difficult

but very important questions, I will first explore the VBM model,

with its emphasis on the shareholder, and the CSR approach, with its

emphasis on multiple stakeholders. I argue that these two philoso-

phies are really far more complementary than they are at odds with

each other. In fact, successful VBM companies are learning that prac-

ticing a strong CSR program, something that I call value(s)-based

management, can actually be a win-win situation. Rather than these

expenditures amounting to a zero sum, value is added. This can lead

to the “virtuous circle,” where doing good leads to doing well, which

can provide the ability to do more good. As the opening quote by

Peter Drucker states: “‘It is not enough to do well; it must also do

good.’ But in order to ‘do good,’ a business must first ‘do well.’”

Adam Smith, the Invisible Hand, 
and Value-Based Management
The idea that firms exist to make money traces its intellectual roots

back to 1776, when Adam Smith published his seminal work titled

The Wealth of Nations.

Every individual endeavors to employ his capital so that its pro-

duce may be of greatest value. He generally neither intends to pro-
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mote the public interest, nor knows how much he is promoting it.

He intends only his own security, only his own gain. And he is in

this led by an invisible hand to promote an end, which has no part

of his intention. By pursuing his own interest he frequently pro-

motes that of society more effectually than when he really intends

to promote it.

Adam Smith used the invisible hand metaphor to illustrate that

individuals (or firms) seek wealth by following their own self-inter-

est, and in so doing create wealth for the economy as a secondary ef-

fect. To understand how this is accomplished, consider that as long

as consumers are free to choose what to buy and sellers are free to

choose what to sell and how to produce it, the market will determine

the products sold and the prices charged that add value for the en-

tire society. This naturally follows from everyone following his own

self-interest. The idea that profit maximization produces the best out-

come for society in general can be shown with the following simple

example, based on the work of Michael Jensen. A firm purchases re-

sources in the form of materials, labor, and capital. These purchases

are contracted from their owners through voluntary exchanges. The

firm combines these inputs to produce goods and services that are

sold to customers, again through voluntary exchanges. Since all ex-

changes are voluntary, one can conclude that the exchanges are made

at a price where the buyer and seller each place a value on the ex-

changed item that is equal to the price paid. It then follows that value

has been added to society by producing a profit, where the goods

and services are sold at a higher price than the cost of producing

them. The more profit the firm produces, the more value that is

added to society.

An interpretation of Adam Smith’s ideas was repeated a couple of

hundred years later in The Quest for Value by G. Bennett Stewart

III, a leader in value-based management consulting.
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It is easy to forget why senior management’s most important job must be

to maximize its firm’s current market value. If nothing else, a greater value

rewards the shareholders who, after all, are the owners of the enterprise.

But, and this really is much more important, society at large benefits too.

A quest for value directs scarce resources to their most promising uses

and most productive uses. The more effectively resources are deployed

and managed, the more robust economic growth and the rate of im-

provement in our standard of living will be. Adam Smith’s invisible hand

is at work when investor’s private gain turns into a public virtue. Although

there are exceptions to this rule, most of the time there is a happy harmony

between creating stock market value and enhancing the quality of life.

It is not uncommon to see corporate mission statements that en-

dorse the invisible hand concept of creating shareholder value while

improving society as a whole. For example, the 2008 annual report

of the Briggs & Stratton Corporation states: 

We will create superior value by developing mutually beneficial relation-

ships with our customers, suppliers, employees and communities. . . . In

pursuing this mission, we will provide power for people worldwide to

develop their economies and improve the quality of their lives and, in so

doing, add value to our shareholders’ investments.

While some firms may still be promoting their dedication to value-

based management, one unfortunate outcome following the infa-

mous scandals such as Enron and WorldCom is the perception that

somehow value-based management is synonymous with greed, and

that this greed is synonymous with taking advantage of other stake-

holders. This perception is probably the result of a misunderstand-

ing of VBM. Adam Smith believed that when people are free to

pursue their own interests, society will be better off than it would be

under a system where what is “good” is determined externally. Oth-

ers, however, argue a different perspective. 
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A Stakeholder Perspective
What has become known as stakeholder theory was first presented

by Edward Freeman in his 1984 book Strategic Management: A

Stakeholder Perspective. In contrast to Friedman’s shareholder value

theory, which posits that the corporation should be concerned only

about the shareholder, stakeholder theory posits that corporations

have multiple stakeholders, each of them important, and each with

needs that must be balanced. Stakeholders include not only the share-

holders, but also customers, employees, suppliers, the community,

the government, the environment, and society in general.

Closely linked with stakeholder theory is the corporate social re-

sponsibility (CSR) movement. Like stakeholder theory, CSR also in-

volves an organization’s identifying its various stakeholder groups

and then attempting to balance their respective needs within the or-

ganization’s strategy. CSR advocates believe that there are strategic

advantages in considering the needs and values of all stakeholder

groups. This is in sharp contrast to devout followers of Friedman,

who advocate doing for nonshareholder stakeholders only what is

required by regulation and law. 

Value(s)-Based Management: A Marriage of 
Value-Based Management and Stakeholder Theory
On first inspection, it may appear that there is little common ground

between the views of Friedman and Freeman. Fortunately, this is not

the case. Perhaps the greatest mind to address the issue of a firm’s

purpose was that of Peter F. Drucker. Drucker defined the purpose of

a business in terms of the customer in his 1954 book The Practice of

Management:

If we want to know what business is, we have to start with its purpose.

And the purpose must lie outside the business itself. In fact, it must lie
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in society, since a business enterprise is an organ of society. There is

only one valid definition of business purpose: to create a customer.

The customer is the foundation of a business and keeps it in existence.

He alone gives employment. And it is to supply the customer that so-

ciety entrusts wealth-producing resources to the business enterprise. 

Drucker also considered the concept of social responsibility in

depth. His writings incorporated the views of both Friedman and

Freeman; however, Drucker articulated it in a way that brought these

divergent views together in his 2002 book Managing in a Time of

Great Change:

A business that does not show a profit at least equal to its cost of cap-

ital is socially irresponsible; it wastes society’s resources. Economic

profit performance is the base without which business cannot dis-

charge any other responsibilities, cannot be a good employer, a good

citizen, a good neighbor. But economic performance is not the only

responsibility of a business. . . . Every organization must assume re-

sponsibility for its impact on employees, the environment, customers,

and whomever and whatever it touches. That is social responsibility.

But we know that society will increasingly look to major organiza-

tions, for-profit and nonprofit alike, to tackle major social ills. And

that is where we had better be watchful, because good intentions are

not always socially responsible. It is irresponsible for an organization

to accept—let alone pursue—responsibilities that would impede its

capacity to perform its main task and mission or to act where it has

no competence. 

While some may promote the idea of value(s)-based management,

like that of corporate social responsibility, as a “responsibility” of

the firm to do good or to give back to society, others promote the

concept more on economic grounds. Rather than casting it as a cor-

porate obligation, value(s)-based management provides a process for
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structuring win-win agreements between the different stakeholders in

sharing (and creating) value.

Robert Jensen, a noted economist, asks:

Can corporate managers succeed by simply holding up value maxi-

mization as the goal and ignoring their stakeholders? The answer is an

emphatic no. In order to maximize value, corporate managers must

not only satisfy, but enlist the support of, all corporate stakeholders—

customers, employees, managers, suppliers, local communities.

In Strategy and Society, Michael Porter and Mark Kramer explain

further: 

If corporations were to analyze their prospects for social responsibil-

ity using the same framework that guides their core business choices,

they would discover that CSR can be much more than a cost, a con-

straint, or a charitable deed—it can be a source of opportunity, inno-

vation, and competitive advantage. 

Strategic reasons for engaging in a value-based approach to man-

agement include recruitment (potential recruits are increasingly mak-

ing career choices based on social responsibility), risk management,

and brand differentiation.

SCA Packaging, a Sweden-based diversified company employing

more than 43,000 people in 43 countries, found that it needed to close

three factories. When trying to decide how to proceed, the company

“put ourselves in the shoes of our stakeholders, most notably our

staff. The company explained the business case for the closures, but

we also had to be open enough to be questioned and to provide

counter arguments, and in some cases to be sufficiently flexible to

agree to change.” The company worked with its employees in an at-

tempt to mitigate, as much as it could, any hardships. This included

resettling employees at different plants, job search help, and sever-
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ance payments. The company found that it achieved multiple benefits

from acting in a responsible manner. These benefits included a lack of

disruption in running the business during the closures, enhanced staff

loyalty, and a burnished reputation as a responsible employer.

While it often requires decades or more to develop a superior rep-

utation, an accident or scandal can destroy that reputation in days.

Recent examples range from sexual molestation within the Catholic

Church to steroid use in professional baseball. A proactive CSR pro-

gram can help prevent such episodes from occurring and can mitigate

damages if they do occur. High-profile CSR activities can help to di-

vert attention from existing problems. Examples of such CSR activ-

ities include Merck’s partnership with the Bill & Melinda Gates

Foundation and the government of Botswana to fight AIDS, British

American Tobacco’s health initiatives, BP’s alternative energy wind

programs, and Wal-Mart’s decisions to sell organic groceries and

build eco-friendly stores.

Firms are constantly looking for ways to differentiate themselves

from their competitors in an effort to capture the consumer’s dol-

lars. Examples of organizations that have successfully used CSR as

a brand differentiator include Whole Foods Market, Ben & Jerry’s,

and The Body Shop.

C. W. Goodyear, CEO of BHP Billiton, a leading natural resources

company, stated it the following way:

BHP Billiton realized a long time ago that working in partnership with

communities is more than about being a good corporate citizen. It’s a

powerful competitive differentiator. It has the potential to establish

us as the company of choice, giving us better access to markets, natu-

ral resources and the best and brightest employees. By doing so, we

can maximize profits for our shareholders while also ensuring we do

the right thing by those who are impacted by our business.
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Value(s)-Based Management—The Evidence
The statement, “In theory, theory and practice are the same. In prac-

tice, they are not” has been credited to both Albert Einstein and Yogi

Berra. Regardless of who first made the statement, it remains true

that what looks good on paper (theory) does not always hold in the

real world (practice). Therefore, it is instructive to see whether the

theory behind value-based management makes good business sense.

There has been no shortage of studies exploring many facets of

value-based management. The majority of these studies attempt to

answer the question of how operating in a socially responsible man-

ner is linked to a firm’s financial performance. Because of the incon-

sistency among these studies regarding data sets, time periods, and

methodologies, it is very difficult to arrive at any definite conclu-

sions. Fortunately, a team of researchers—Orlitzky, Schmidt, and

Rynes, brought some clarity to this chaos by performing a compre-

hensive analysis of 52 studies that had investigated the relationship

between corporate social performance and corporate financial per-

formance. The researchers discovered commonalities within the prior

research and concluded that corporate social responsibility is likely

to pay off in improved financial performance. Specifically, they found

that (1) corporate social responsibility and financial performance go

hand in hand, (2) there is a so-called virtuous cycle between corpo-

rate social performance and financial performance: financially suc-

cessful companies spend more on CSR outlays because they can

afford to, but CSR also helps them to be more successful financially,

and (3) corporate social responsibility improves financial perform-

ance because it helps the firm build a positive reputation with exter-

nal stakeholders.

This research is consistent with a survey of 500 business executives

conducted by Grant Thornton LLP in 2007. The three greatest ben-

efits of these programs noted in the survey were (1) an improvement
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in public opinion, (2) an improvement in customer relations, and (3)

an improvement in attracting and retaining talent.

A recently published study by this author and Barbara Lougee

went further by looking at not only whether it makes sense for in-

vestors to invest in socially responsible firms but also whether it

makes sense for firms to invest in socially responsible endeavors.

While it is one thing to show that socially responsible investing (SRI)

can make financial sense, this is not the same thing as showing that

it makes business sense for firms to invest in CSR programs.

In order to test whether investing in socially responsible firms

makes financial sense, we compared the returns on the Domini 400

index, one of the portfolios of firms developed to provide an index

for socially conscious investing, with the returns on the S&P 500.

We found a slight advantage for the Domini index from its inception

in April 1990 through December 2006. The Domini 400 has yielded

an annual rate of 12.09 percent over this period, compared to an an-

nual rate of 11.45 percent for the benchmark S&P 500. This study

was completed prior to the recent meltdown of the financial mar-

kets. At the time of this writing, through May 2009, the Domini 400

is still outperforming the S&P 500, but now by a slightly wider mar-

gin of 8.50 percent to 7.77 percent.

In order to test whether it makes business sense for firms to invest

in CSR programs, we next looked at how various CSR behaviors re-

lated to the performance of an individual firm. Characteristics of the

firm that were labeled as CSR strengths showed a very strong posi-

tive association with the firm’s return on assets (ROA), whereas firm

characteristics that were labeled as CSR concerns showed a very

strong negative association with the firm’s ROA. This same rela-

tionship was exhibited for both the Domini 400 and the S&P 500

firms. Overall, the evidence tells a consistent story: value-based man-

agement makes sense from a financial perspective.
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Conclusion
In this chapter, I explore the fundamental question of corporate mis-

sion. Passionate opinions on this issue have ranged from “a firm ex-

ists only to make money” to “the firm should make money only so

that it can do something more or better.” In other words, some see

earning a profit as the ultimate goal, arguably a pure value-based

management approach, while another group considers profits as only

a means to an end, with that end being something more “noble.” 

Rather than looking at this debate as a case of one side being right

and one side being wrong, I take the approach of, “What did Peter

Drucker have to say about this?” As it turns out, he had a great deal

to say. (In fact, in Chapter 5 in this book, Cornelis A. de Kluyver dis-

cusses Peter Drucker’s writings on the impact of corporate social re-

sponsibility on boards of directors.) Not surprisingly, through the

lens of Peter Drucker, it appears that neither side is right, nor is ei-

ther side wrong. An alternative view of this debate takes something

from each side to stake out a place somewhere in the middle, an ap-

proach I label value(s)-based management. 

Value-based management is about providing a cultural mindset

for creating firm value. Value(s)-based management moves this mind-

set toward considering not just what to do (make money), but also

how to do it (operate in a socially responsible manner). Long-run

sustainable wealth creation can be achieved only by involving all the

stakeholders of the firm.

Drucker summed this all up in his 2003 book A Functioning Society:

We no longer need to theorize about how to define performance and

results in the large enterprise. We have successful examples. . . . They

do not “balance” anything. They maximize. But they do not attempt

to maximize shareholder value or the short-term interest of any one of

the enterprise’s “stakeholders.” Rather, they maximize the wealth-pro-

ducing capacity of the enterprise. It is this objective that integrates the
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short-term and long-term results and that ties the operational dimen-

sions of business performance—market standing, innovation, pro-

ductivity, and people and their development—with the financial needs

and financial results. It is also this objective on which all the con-

stituencies—whether shareholders, customers, or employees—depend

for the satisfaction of their expectations and objectives. 

Author’s Note: This chapter is based, in part, on the book Value-

Based Management with Corporate Social Responsibility, 2nd ed.

(Oxford University Press, 2009), with John Martin, William Petty,

and James Wallace.
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Drucker on Corporate Governance
Cornelis A. de Kluyver 

Whenever an institution malfunctions as consistently as boards of di-

rectors have in nearly every major fiasco of the last forty or fifty years,

it is futile to blame men. It is the institution that malfunctions.

—Peter F. Drucker

The most remarkable aspect of this quote is not its forthrightness

(which characterizes much of Drucker’s writing), but its timing.

He made it in 1976, when institutional investing in U.S. public com-

panies had just gained momentum—well before the highly publicized

takeovers and restructurings of the 1980s and the corporate scan-

dals at Enron, WorldCom, Tyco, and others that occurred around

the turn of the century, and certainly well before the financial crisis

of 2008. It also suggests a question: has anything changed? 

Boards: The Perennial Villain
Skepticism about the efficacy of boards of directors and the corpo-

rate governance function is not a recent phenomenon. When Drucker

reached his conclusion, boards all over the world were also under

attack and being pressured to change. In Europe, “codetermination”
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(including labor union representatives on the board) was the issue

of the day. In the United States, the focus was on representation of

minorities and the “public interest” in the boardroom, not only for

public companies, but also for the boards of universities, hospitals,

and professional societies.

Like Berle and Means, who, in their widely cited 1932 book The

Modern Corporation and Private Property, had warned of the con-

centration of economic power brought about by the rise of the large

corporation and the emergence of a powerful class of professional

managers, insulated from the pressure not only of stockholders but of

the larger public as well, Drucker worried about the growing rift be-

tween the values of top executives and those of their constituencies.

And, as a lawyer, historian, and economist, he appreciated the inertia

of legal systems and the gap that this was creating between corpora-

tion law and the challenges of creating transparency and accountabil-

ity in an increasingly complex and global corporate environment: 

The rules for boards in our corporation law—in this country as well

as in Western Europe—were written in the middle of the nineteenth

century. They assume a business which is small and regional, if not

local. It has one or two products. It is owned by a very small number

of individuals, either the people who started it or their descendants. In

turn, their stake in the business is the major, if not the only, property

of these people or their families. So they have a strong interest in its

performance and success. In such a situation the board can be what

the law expects it to be, i.e. knowledgeable and close to the affairs of

the business. And it can give direction to management.1

The 2002 U.S. Governance Reforms
Drucker rarely spoke and never wrote about the avalanche of struc-

tural and procedural reforms adopted in the aftermath of the corpo-
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rate scandals at the turn of the century. Taking a Drucker-like per-

spective on this issue is therefore a speculative exercise. In particular,

I refer to the Sarbanes-Oxley Act of 2002, which imposes significant

new disclosure and corporate governance requirements for public

companies, and also provides for substantially increased liability for

public companies and their executives and directors under the federal

securities laws; and subsequent rule changes by the New York Stock

Exchange, the Nasdaq Stock Market, Inc., and the Securities and Ex-

change Commission aimed at strengthening transparency and ac-

countability through more timely and accurate disclosure of

information about corporate performance.

It is likely that Drucker would have approved of the greater

scrutiny of the behavior of corporate boards by the government, reg-

ulatory authorities, stock exchanges, investors, ordinary citizens, and

the press. He also might have been sympathetic to the rationale be-

hind many of the recent reforms. Consider, for example, the ration-

ale for increasing director independence: that shareholders, by virtue

of their inability to monitor management behavior directly, rely on

the board of directors to perform critical monitoring activities, and

that the board’s monitoring potential is reduced or perhaps elimi-

nated when management itself effectively controls the actions of the

board. Requiring a board and its major subcommittees to have a ma-

jority of independent directors therefore increases the quality of

board oversight and lessens the possibility of damaging conflicts of

interest. At the same time, it is also very likely that he would have

had doubts about the efficacy of many of the new reforms and would

have expressed concern about possible unintended consequences. 

The Board’s Role
Moreover, along with his skepticism and misgivings, Drucker would

have reiterated his strong belief that large, complex institutions,
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whether private or public, need a “truly effective, truly independent

outside” board:

The need is not primarily rooted in the “public interest” or in the wish

to make boards “democratic.” The need is, above all, a need of the in-

stitution itself. It cannot function well in all of its complexity unless it

has an effective board. 

Specifically, he defined the board’s role in terms of six essential

duties, the first and most important of which was to ensure strong,

competent management. He considered the removal of less than fully

competent managers and ensuring orderly management succession

essential to organizational effectiveness. 

Second, he argued that complex organizations need an independent

organ to ask the “hard” questions and make sure that management

thought about them. What is our mission? What are valid “results” in

our undertaking? Who are our stakeholders, and what can they legiti-

mately expect from us? What are our plans for the future? What should

we emphasize? What should we abandon? Are we innovating enough? 

Acting as the organization’s “conscience”—the keeper of its

human and moral values—was the third essential function on

Drucker’s board responsibility list. To do this, he argued that direc-

tors should regularly meet with people other than top management,

both within and outside the organization—an idea that did not en-

dear him to many senior executives.

The fourth board function he identified defines the advisory role

of the board. With greater complexity, he argued, comes the need for

more counsel. An effective board—one that understands the institu-

tion, its opportunities, and its problems—could fill this gap. 

Fifth, as another consequence of the growing complexity of the

business environment, Drucker saw an effective board as the orga-

nization’s “window to the outside world” or, as he once put it, its

“channel of outside perception.” 
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Finally, and also somewhat controversially, he viewed the board as

having a responsibility to communicate what goes on “on the four-

teenth floor” to the organization’s various constituencies and the

community at large through regular, open dialogue.2

Interestingly, today’s conceptions of a board’s responsibility are

not that different. The frequently cited definition by the Business

Roundtable, issued in 2005, for example, apart from its greater em-

phasis on shareholders, has many similar elements, as does the

slightly broader perspective taken by governance scholars such as

Milstein, Gregory, and Grapsas.3

The fact that such descriptions have changed little also points to

a common weakness. Descriptions are useful for developing a basic

understanding of a board’s responsibilities: (1) to make decisions, (2)

to monitor corporate activity, and (3) to advise management. How-

ever, they do not provide much guidance or insight into resolving a

board’s principal dilemma: deciding which posture is appropriate at

what time. Indeed, while the law, corporate bylaws, and lists of re-

sponsibilities frame many of the key decisions that a board must

make, such as appointing a CEO or approving the financials, they do

not provide much guidance with respect to the board’s most impor-

tant decision: when must board oversight become active interven-

tion? When, for example, should a board step in and remove the

current CEO? When should it veto a major capital appropriation or

strategic move?

What’s more, the precise role of a board will vary depending on the

nature of the company, its industry and competitive situation, and the

presence or absence of special circumstances such as a hostile takeover

bid or a corporate crisis, among other factors. The challenges faced

by small private or closely held companies are not the same as those

faced by larger public corporations. In addition to their traditional fi-

duciary role, directors in small companies are often key advisors in

strategic planning, raising and allocating capital, human resources
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planning, and sometimes even performance appraisal. In larger pub-

lic corporations, strategic oversight rather than planning, capital allo-

cation and control more than the raising of capital, and management

development and succession instead of a more broadly defined human

resources role better describe the board’s main domains of activity.

Similarly, global corporations face different challenges from domestic

ones, the issues in regulated industries are different from those in tech-

nology or service industries, and high-growth scenarios make different

demands on boards from more mature situations. 

Finally, in times of turbulence or rapid change in an industry,

boards are often called upon to play a more active, strategic role than

in calmer times. Special events or opportunities such as takeovers,

mergers, and acquisitions fall into this category. Company crises can

take many different forms: defective products, hostile takeovers, ex-

ecutive misconduct, natural disasters that threaten operations, and

many more. But, as boards know very well, they all have one thing

in common: crises threaten the stock price and sometimes the con-

tinued existence of the company. And, as many directors have

learned, there are few situations in which a board’s fiduciary duty is

more clearly on view as in times of crisis.

Management versus Governance
In the aftermath of the recent governance debacles, the issue of what

differentiates management from governance has received a lot of at-

tention. Many scholars and practitioners, for example, counseled

boards to become more involved. Rubber-stamping decisions, pop-

ulating boards with friends of the CEO, and convening board meet-

ings on the golf course are out, they said; engagement, transparency,

independence, knowing the company inside and out, and adding

value are in. This all sounds good. There is a real danger, however,

that the rise in shareholder activism, the new regulatory environ-
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ment, and related social factors are pushing boards toward micro-

management and meddling. 

This issue is troubling, and there is clear evidence that the impor-

tant differences that separate governance from management—which

are critical to effective governance—are still not sufficiently well un-

derstood. And, regrettably, faced with the need to be more involved,

the most obvious opportunity (and danger) is that boards will ex-

pand their involvement into—or, more accurately, intrude into—

management’s territory.

The key issue is how and to whom boards add value. Specifically,

and in this respect I beg to differ with the venerable Peter Drucker,

the potential of directors to add value is all too often framed in terms

of their ability to add value to management by giving advice on is-

sues such as strategy, choice of markets, and other factors affecting

corporate success. While this may be valuable, it obscures the pri-

mary role of the board—to govern, the purpose of which is to add

value to shareholders and other stakeholders.

A greater arm’s-length relationship between management and the

board therefore is both desirable and unavoidable. Recent governance

reforms focused on creating greater independence and minimizing

managerial excess while enhancing executive accountability have al-

ready created greater tension in the relationship between management

and the board. Sarbanes-Oxley, for example, effectively asks boards

to substitute verification for trust. Section 404 of the act requires man-

agement at all levels to “sign off” on key financial statements. 

This is not necessarily bad, because trust and verification are not

necessarily incompatible. In fact, we need both. But we should also

realize that effective governance is about striking a reasonable ac-

commodation between verification and trust, not about elevating one

above the other. The history of human nature shows that adversar-

ial relationships can create their own pathologies of miscommunica-

tion and mismanaged expectations with respect to risk and reward.
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This is what makes defining the trade-offs that shape effective gov-

ernance so difficult. Is better governance defined primarily by the ac-

tive prevention of abuse? Or is it defined by the active promotion of

risk taking and profitability? The quick and easy answer is that it

should mean all of those things. However, as recurrent crises in cor-

porate governance around the world have shown, it is hard to do

even one of those things consistently well. What is more, a board

that is trying to do all of these things well is not merely an active

board; it is a board that is actively running the company. This is not

overseeing management or holding management accountable—it is

management. So the corporate governance reform agenda risks be-

coming an initiative that effectively dissolves most of the critical, tra-

ditional distinctions between the chief executive and the board. 

Director Independence versus Board Independence
The recent reform movement’s almost exclusive focus on director in-

dependence also merits reexamination. The proposition that boards

should “act independently of management, through a thoughtful and

diligent decision-making process” has been a major focus of corpo-

rate governance reform in recent years.4 In the United States, the Sar-

banes-Oxley Act of 2002, as well as the revised NYSE and Nasdaq

listing rules as affirmed by the SEC, are premised on a belief that di-

rector independence is essential to effective corporate governance. In

the United Kingdom, the Cadbury Commission’s report of 1990 (the

Code of Best Practice) included a recommendation that there be at

least three nonexecutive directors on the board. Reflecting this broad

consensus, today about 10 out of the average 12 directors of a major

U.S. public company board are nonexecutives; in the United King-

dom, the corresponding number is a little less than half.

The idea of an independent board is intuitively appealing. Specif-

ically, director independence, defined as the absence of any conflicts
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of interest through personal or professional ties with the corpora-

tion or its management, suggests objectivity and a capacity to be im-

partial and decisive, and therefore a stronger fiduciary ability. At

times, a board needs to discuss issues that involve some or all of the

company’s senior executives; this is difficult to do when senior exec-

utives are on the board. The independence requirement also stops

destructive practices such as “rewarding” former CEOs for their ac-

complishments by giving them a role on the board. Having the for-

mer CEO on the board almost always limits the ability of the new

CEO to develop his own relationship with the board and put his im-

print on the organization. There is also limited evidence that out-

sider-dominated boards are more proactive in firing underperforming

CEOs, less willing to go along with outsized compensation propos-

als, and less willing to vote for poison pills.   

Director independence should not be viewed as a proxy for good

governance, however. At times, not having more insiders on the

board can actually reduce a board’s effectiveness as an oversight

body or as counsel to the CEO. Independent, nonexecutive directors

can never be as knowledgeable about a company’s business as direc-

tors who are executives or senior managers. CEOs say that some of

their most valuable directors are those with experience in the same

industry, contrary to the current independence tests. The higher the

proportion of outside directors, therefore, the more difficult it is to

foster high-quality, deep board deliberations. Moreover, it is less

likely that a CEO can mislead a board, intentionally or otherwise,

when some of the directors are insiders who also have intimate

knowledge of the company.5 Boards that are mostly made up of in-

dependent directors must therefore, at a minimum, create regular op-

portunities for the board members to interact with senior executives

other than the CEO. The more complex a company’s business is, the

more important such communications are. The bottom line is that ef-

fective corporate governance depends not on the independence of
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some particular subset of directors, but on the independent behavior

of the board as a whole. The focus should be on fostering board in-

dependence as a behavioral norm, a psychological quality, rather

than on quasi-legal definitions of director independence. Drucker

would probably have agreed with the conclusion that director inde-

pendence contributes to but is no guarantee of better governance.  

The New Focus: Board Leadership
Board leadership was not making headlines when Drucker wrote his

essay. Today, few issues in corporate governance are as contentious as

the question of whether the roles of chairman and CEO should be sep-

arated or combined. In the United Kingdom, about 95 percent of all

FTSE 350 companies adhere to the principle that different people

should hold each of these roles. In the United States, by contrast, most

companies still combine them, although the idea of splitting the two

roles is gaining momentum. In the last few years, Boeing, Dell, the Walt

Disney Company, MCI, Oracle, and Tenet Healthcare all have done

so, and a new study finds that roughly one-third of U.S. companies

have adopted such a split-leadership structure, up from a historical level

of about one-fifth. This issue surfaced again recently when Kenneth D.

Lewis, the beleaguered head of Bank of America, was stripped of his

chairman’s title. This action was taken at a contentious annual general

meeting at which frustrated investors held him accountable for a series

of missteps that made it necessary for the bank to accept two succes-

sive government bailouts. While the board expressed its unanimous

support for Mr. Lewis’s remaining as CEO, its decision to remove him

as chairman reflected the bank’s directors’ recognition that he had lost

the confidence of a large number of shareholders.

Arguments for splitting the two roles, which are emanating chiefly

from the United Kingdom and other countries that overwhelmingly

embrace the idea of separate roles (particularly Germany, the Nether-
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lands, South Africa, Australia, and, to a lesser extent, Canada), fall

into four categories. 

The first is that the separation of the chairman and CEO positions

is a key component of board independence because of the funda-

mental differences and potential conflicts between these roles. The

CEO runs the company (the argument goes), and the chairman runs

the board, one of whose responsibilities it is to monitor the CEO. If

the chairman and the CEO are one and the same, it is hard for the

board to criticize the CEO or to express independent opinions. A

separate chairman who is responsible for setting the board’s agenda

is more likely to probe and encourage debate at board meetings.

Therefore, separating the two roles is essentially a check on the

CEO’s power. 

A second argument is that a nonexecutive chairman can serve as

a valuable sounding board, mentor, and advocate to the CEO. Pro-

ponents of this view note that CEOs today face enough challenges

without having to run the board as well and that a relationship with

the chairman based on mutual trust and regular contact is good for

the CEO, shareholders, and the company. For this to happen, how-

ever, it is essential that the two roles be clearly defined from the out-

set to avoid territorial disputes or misunderstandings. 

A third reason for supporting the two-role model is that a nonex-

ecutive chairman is ideally placed to assess the CEO’s performance,

taking into account the views of fellow board members. Advocates

maintain that the presence of a separate, independent chairman can

help maintain a longer-term perspective and reduce the risk that the

CEO will focus too much on shorter-term goals, especially when

there are powerful incentives and rewards for doing so. They add

that he is also in a good position to play a helpful role in succession

planning. And when a CEO departs, voluntarily or otherwise, the

chairman’s continued presence in charge of the board can reduce the

level of trauma in the business and the investor community.   
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A fourth and final argument concerns the time needed to do both

jobs and do them well. It can be argued that as companies grow more

complex, a strong board is more vital than ever to the health of the

company, and this requires a skilled chairman who is not distracted by

the daily pull of the business and can devote the required time and en-

ergy. This may take one or more days per week and involve such tasks

as maintaining contact with directors between meetings, organizing

board evaluations, listening to shareholder concerns, acting as an am-

bassador for the company, and acting as a liaison with regulators,

thereby allowing the CEO to concentrate on running the business. 

Although these arguments are increasingly resonating with U.S.

directors and shareholders, many CEOs are resisting the change.

Why, they ask, should corporate wrongdoing at a small number of

S&P 500 companies be a compelling reason for changing a system

that has worked well for so long? Moral and ethical failures are part

of the human condition, they note, and no amount of rules or regu-

lations can guarantee the honesty of a leader. Some allow that a tem-

porary split in roles may be desirable or even necessary at

times—when a company is experiencing a crisis, for example, or

when a new CEO who lacks governance and boardroom experience

is appointed. But they maintain that such instances are infrequent

and temporary and do not justify sweeping change. Overall, they

argue, the combined model has served the U.S. economy well, and

splitting the roles might set up two power centers, which would im-

pair decision making.   

Critics of the split-role model also point out that finding the right

chairman is difficult and that what works in the United Kingdom

does not necessarily work in the United States. Executives in the

United Kingdom tend to retire earlier and tend to view the nonexec-

utive chairman role (often a six-year commitment) as the pinnacle

of a business career. This is not the case in the United States, where

the normal retirement age is higher.    
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To allay concerns that combined leadership compromises a board’s

independence, opponents of separation have proposed the idea of a

“lead director”: a nonexecutive who acts as a link between the chair-

man-CEO and the outside directors, consults with the chairman-CEO

on the agenda of board meetings, and performs other independence-

enhancing functions. Some 30 percent of the largest U.S. companies

have taken this approach. Its defenders claim that, combined with

other measures—such as requiring a majority of independent direc-

tors and holding board meetings without the presence of manage-

ment—this alternative obviates the need for a separate chairman.

On balance, the arguments for separating the roles of chairman

and CEO are persuasive because separation gives boards a structural

basis for acting independently. And reducing the power of the CEO

in the process may not be bad: compared with other leading Western

economies, the United States concentrates corporate authority in a

single person to an unusual extent. Furthermore, rather than creat-

ing confusion about accountability, the separation of roles makes it

clear that the board’s principal function is to govern—that is, to over-

see the company’s management and hence to protect the sharehold-

ers’ interests—while the CEO’s is to manage the company well.   

Separating the two roles, of course, is no guarantee of board ef-

fectiveness. A structurally independent board will not necessarily ex-

ercise that independence: in some companies with a separate

chairman and CEO, the board has failed miserably in carrying out its

oversight functions. What is more, a chairman without a strong com-

mitment to the job can stand in the way of board effectiveness. The

separation of roles must therefore be complemented by the right

boardroom culture and by a sound process for selecting the chair-

man. The challenge of finding the right nonexecutive chairman, who

not only must have the experience, personality, and leadership skills

to mesh with the current board and management but also must show

that the board is not a rubber stamp for the CEO, should not be un-
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derestimated. The ideal candidate must have enough time to devote

to the job, strong interpersonal skills, a working knowledge of the in-

dustry, and a willingness to play a behind-the-scenes role. The best

candidate is often an independent director who has served on the

board for several years. 

Should Directors Engage with Stakeholders?
Although wildly unpopular with and opposed by many CEOs and

other senior executives, Drucker’s recommendation that directors

should engage regularly with people other than top executives and

maintain an ongoing dialogue with the organization’s major con-

stituencies and the community at large is, if anything, more relevant

today. The rise of the “corporate social responsibility” (CSR) move-

ment is leading boards of directors into new governance territory oc-

cupied by stakeholders other than shareholders. While pressure on

corporate executives to pay greater attention to stakeholder concerns

and make corporate social responsibility an integral part of corporate

strategy has been mounting since the early 1990s, such pressure is

only now beginning to filter through to the board. 

Specifically, the emergence of CSR as a more prominent item on

a board’s agenda reflects a shift in popular opinion about the role of

business in society and the convergence of environmental forces,

such as: 

• Globalization. There are now estimated to be more than 60,000

multinational corporations in the world. Perceptions about the

growing reach and influence of global companies have drawn

attention to the impact of business on society. This has led to

heightened demands that corporations take responsibility for

the social, environmental, and economic effects of their actions.

It has also spawned more aggressive demands for corporations

THE DRUCKER DIFFERENCE74



to not just set their sights on limiting harm, but actively seek to

improve social, economic, and environmental circumstances.

• Loss of trust. High-profile cases of corporate financial misdeeds

(Enron, WorldCom, and others) and of social and environ-

mental irresponsibility (e.g., Shell’s alleged complicity in polit-

ical repression in Nigeria, Exxon’s oil spill in Prince William

Sound in Alaska, Nike’s and other apparel makers’ links with

“sweatshop” labor in developing countries, and questions

about Nestlé’s practices in marketing baby formula in the de-

veloping world) have contributed to a broad-based decline in

trust in corporations and corporate leaders. The public’s grow-

ing reluctance to give corporations the benefit of the doubt has

led to intensified scrutiny of corporate impact on society, the

economy, and the environment, and a greater readiness to as-

sume—rightly or wrongly—immoral corporate intent.

• Civil society activism. The growing activity and sophistication

of “civil society” organizations, many of which are oriented to-

ward social and environmental causes, have generated pressure

on corporations to take CSR seriously. Well-known interna-

tional nongovernmental organizations (NGOs) such as Oxfam,

Amnesty International, Greenpeace, the Rainforest Action Net-

work, and the Fair Labor Association have influenced corporate

decision making in areas such as access to essential medicines,

labor standards, environmental protection, and human rights.

The advent of the Internet has increased the capacity of these

organizations—along with a plethora of national and local civic

associations—to monitor corporate behavior and mobilize pub-

lic opinion.

• Institutional investor interest in CSR. The growth in “socially

responsible investing” has created institutional demand for eq-

uity in corporations that demonstrate a commitment to CSR.

Recent growth in assets directed toward socially responsible in-
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vesting has outpaced growth in all professionally managed in-

vestment assets in the United States, even though the main-

stream financial community has been slow to incorporate

nonfinancial factors into its analyses of corporate value. 

These trends indicate that there is both a growing perception that

corporations must be more accountable to society for their actions

and a growing willingness and capacity within society to impose ac-

countability on corporations—what Drucker long wrote about and

called for is finally coming to pass. This greater accountability has

profound implications for the future of corporate governance. It sug-

gests that before long, boards will have to deal with a growing pres-

sure to give stakeholders a role in corporate governance; disclose

more and better information about their management of social, en-

vironmental, and economic issues; cope with increased regulatory

compulsion related to elements of corporate activity that are cur-

rently regarded as voluntary forms of social responsibility; and re-

spond to a growing interest by the mainstream financial community

in the link between shareholder value and nonfinancial corporate

performance. The discussion about corporate accountability to stake-

holders, while often couched in the vocabulary of CSR, is therefore

really a discussion about the changing definition of corporate gov-

ernance, which is why it should receive a greater priority on the

board’s agenda. 

In response, a growing number of boards are creating committees

to better communicate with and stay abreast of the concerns of ex-

ternal stakeholders. Names for such committees include the Corpo-

rate Social Responsibility, Stakeholder Relations, External Affairs,

or Public Responsibilities Committee. The board of General Elec-

tric, for example, has created a Public Responsibilities Committee to

review and oversee the company’s positions on corporate social re-

sponsibility and public issues of significance that affect investors and
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other GE key stakeholders. Also, with the blessing of their boards,

companies are increasingly joining forces—with competitors, human

rights and environmental activists (often formerly considered ene-

mies), socially responsible investors, academics, and government or-

ganizations—to address social issues. At the 2007 World Economic

Forum gathering, for example, two such coalitions were announced

to address the issue of global online freedom of expression, particu-

larly in repressive regimes. One, facilitated by Business for Social Re-

sponsibility (BSR), consists of companies that are facing intense

criticism over their complicity with suppressing online free speech in

China. This coalition includes such big names as Google, Microsoft,

and Yahoo!. The other gathered together socially responsible invest-

ing firms and human rights advocates such as Amnesty International,

Human Rights Watch, and Reporters without Borders. 

Conclusion
So what would Peter Drucker, one of corporate America’s most im-

portant critics, say about the state of corporate governance today?

Undoubtedly, he would remind us that the efficacy of any reform

should be measured in terms of results. By that standard, there have

been some encouraging signs, but real progress has been modest. 

He would also be concerned about “unintended side effects.”

Specifically, preliminary evidence is emerging that some boards have

become even more defensive than before in the face of increased ex-

posure to shareholder and legal action. And although there is no crit-

ical shortage of qualified directors at this time, it is not unreasonable

to ask whether the new regulatory environment has made it harder

to attract the right talent to serve on boards. It is therefore time to

ask some penetrating questions: Has the regulatory pendulum swung

too far? Do more highly regulated boards produce greater value for

shareholders? For other stakeholders? For society? And could the
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additional regulatory burdens reduce business productivity and cre-

ativity, or even board assertiveness, especially in smaller firms?  

His greatest concern, however, would be about the pervasive in-

fluence of greed and its erosive impact on capitalism and corporate

culture. Drucker had long been disturbed and discouraged by boards’

long-standing inability to rein in executive pay. In a 1984 essay, he

persuasively argued that CEO pay had rocketed out of control and

implored boards to hold CEO compensation to no more than 20

times that of the average worker. What particularly enraged him was

the tendency of corporate managers to reap massive earnings while

firing thousands of their workers. “This is morally and socially un-

forgivable,” wrote Drucker, “and we will pay a heavy price for it.”

Maybe that time has come.

Author’s Note: Substantial portions of this article are based on the

author’s recent book, A Primer on Corporate Governance (New

York: Business Expert Press, 2009).
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6

Corporate Purpose
Richard R. Ellsworth

There is only one valid definition of business purpose: to create a 

customer.

—Peter F. Drucker, The Practice of Management

The “Drucker difference” springs from and is grounded in a strong

philosophy of management. This philosophy forms a founda-

tional set of beliefs about the purpose of corporations, about human

aspiration and behavior, and about the responsibilities of leaders to

produce results. Peter Drucker’s work is guided by a clear, coherent,

and cohesive philosophy of management—a philosophy that has

withstood the test of time. Central to his beliefs is a clear, unequivo-

cal understanding of the purpose of businesses—a purpose that fo-

cuses the organization on serving the Good, or as Drucker puts it,

“serving the commonweal.” More than half a century ago, in his

classic work, The Practice of Management, he declared, 

A business’s purpose must lie outside of the business itself. In fact it

must lie in society since business enterprise is an organ of society.

There is only one valid definition of business purpose: to create a cus-

tomer. It is the customer who determines what a business is.
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His philosophy of purpose is even more relevant in today’s world

of knowledge-based competition and global markets. Yet, if you were

to ask U.S. or U.K. executives what they believe the purpose of their

company is, most would answer, “to make a profit” or, more pre-

cisely, “to maximize shareholder wealth.” This outdated ideology has

a stranglehold on the competitive performance of most corporations.

This chapter extends Peter Drucker’s work by exploring the criti-

cal role that a customer-focused purpose has in satisfying valid soci-

etal needs, fostering more effective organizational performance, and

giving work greater meaning. 

What Is Corporate Purpose?
Corporate purpose sits at the confluence of strategy and values and

answers the most fundamental question of corporate life: “Why does

the company exist?” The answer to this question will affect the or-

ganization’s strategy, determine the nature of its goals and objectives,

influence its decisions, shape its way of managing, determine the de-

gree of harmony or conflict among its goals and values, and affect the

intrinsic motivation that employees receive from their work and con-

sequently their commitment, initiative, and creativity. 

At one level, the answer to this central question is easy. Corpora-

tions the world over are creations of their societies, designed to serve

people’s needs. The moral justification of corporate ends and the cor-

poration’s legitimacy to act rest on its benefits to society. Funda-

mentally, corporations exist to satisfy human needs by providing

useful goods and services and meaningful, fulfilling work—and to

do so while adding to society’s wealth.

At the next level, the answer becomes more controversial and is

burdened with greater ideological baggage. What specific purpose best

serves these social ends? When the interests of the corporation’s major

constituents conflict, which interest should dominate? Management
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must ultimately decide whether the firm’s highest priority is to satisfy

customer needs, provide for the employees’ welfare, maximize share-

holder wealth, serve the national or community interest, or some other

end. Peter Drucker is clear: the customer is the business’s raison d’être. 

Why a Customer-Focused Purpose Is Superior 
The leaders of great companies that are capable of exceptional and

sustained achievement—longtime industry-leading companies like

Johnson & Johnson, Hewlett-Packard, Wal-Mart, and Procter &

Gamble—have long known that providing value to customers (not

the maximization of shareholder wealth) is fundamentally why their

organizations exist, and that this purpose is key to their outstanding

performance. In the intensely competitive, knowledge-based global

markets of the future, this will be even more true. 

A customer-focused purpose is superior to alternative formula-

tions of purpose because it satisfies each of the following criteria

more effectively:

• Provide the greatest focus on achieving competitive advantage.

• Create greater harmony among purpose, strategy, goals, and

shared values.

• Raise employees’ moral aspirations by focusing their work on

meaningful human ends. 

• Motivate managers to create the optimal level of total value—

not just value for one particular constituent.

• Heighten intrinsic motivation, subordinating narrow self-inter-

est to corporate ends.

• Enhance the firm’s ability to create knowledge and, as Drucker

admonishes us, to “make knowledge productive.”

• Enable employees to see how their work is related to the firm’s

ultimate end. 
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• Sustain its meaning and relevance across cultural and national

boundaries.  

• Increase the legitimacy of the corporation’s actions in society.

A customer-focused purpose not only satisfies each of these crite-

ria but also can be readily aligned with the strategic needs of the

competitive marketplace, the employees’ welfare, and long-term

shareholder wealth creation. The choice of this raison d’être and its

embodiment in action significantly affect the outcome of critical,

character-defining corporate decisions that shape strategies, commit

resources, build core competencies, stimulate people’s dedication to

their work, and increase organizational cohesiveness. An ultimate

corporate purpose of maximizing shareholder wealth does none of

these things as well as a customer focus does them. 

Balancing Stakeholders’ Interests 
Is a Vacuous Purpose 
Some managers purport to resolve the problem of priorities by stat-

ing: “Our purpose is to balance the interests of all stakeholders.” But

the problem cannot be wished away by such a facile and vague

proclamation. This solution is simply not practical. The interests of

shareholders, customers, and employees often conflict. In fact, some

of the most perplexing and critical decisions that senior managers

face involve conflicts among the main constituents’ interests. Some-

one has to resolve these conflicts.

A purpose that calls for the balancing of all constituents’ interests

provides no cohesive organizational focus. The definition of the ul-

timate purpose of each particular action is left up to the individual

decision makers. Since there is no objective way of measuring the

conflicting claims, managers must apply their own sense of the ap-

propriate balance among the vying interests. A powerful strategy re-

quires coherence and consistency—both internally among its parts
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and externally with the marketplace. A call to balance interests pro-

vides neither coherence nor consistency. 

If corporate leaders do not clearly define and consistently reinforce

a set of priorities, middle managers will do so. And the way they will

do so will often be driven by self-interest, which flourishes in the ab-

sence of clear priorities and under the pressure of reward systems that

are usually dominated by measures of short-term financial perform-

ance. The result often is decisions that are designed to meet budget

targets and further individual managers’ self-interests rather than to

serve customer needs. 

Why Not an Employee-Focused Purpose?
Similarly, a purpose that makes serving employees the ultimate pri-

ority has three major disadvantages. First, the purpose threatens to

create an excessively internal focus that diverts attention and re-

sources from the intense competitive discipline of the marketplace.

There is no compelling force that ensures that an employee-focused

purpose does not degenerate into self-serving complacency. Measures

of success become annual increases in compensation, status, and other

employee benefits. The organization can become quite content with

its internal performance, even when competitors are drubbing it in

the marketplace. Being satisfied with 5 percent growth when the mar-

ket is growing at 8 percent is a formula for competitive extinction. 

Second, the purpose potentially encourages politicization of the

organization as individuals and subgroups compete among them-

selves for a larger share of the corporate pie. 

Third—and this is a subtle, counterintuitive, yet critically impor-

tant distinction—placing paramount emphasis on the employees’ in-

terests does not best serve those interests. Appealing to the

employees’ narrow self-interest, rather than to their service to others,

deprives them of the full measure of satisfaction that comes from

work that is clearly dedicated to ends greater than oneself—ends that
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benefit the lives of others and infuse work with greater significance,

meaning, and intrinsic value.  

Why Not a Shareholder-Focused Purpose?
The roots of the dominant Anglo-American economic ideology of

shareholder wealth maximization can be found in two central be-

liefs. The first is that society as a whole benefits most when corpo-

rations’ primary purpose is the maximization of the shareholders’

wealth. Seeking the greatest return, capital flows to its highest and

best uses as determined by the “vote” of the free markets. This effi-

cient allocation of financial capital is assumed to produce the great-

est amount of wealth for society; greater wealth is believed to equate

to greater happiness and therefore to greater societal well-being.

This line of reasoning raises serious questions. In an age when knowl-

edge has surpassed capital as the dominant source of competitive ad-

vantage (and therefore of wealth creation), is this primary focus on

capital allocation valid? Should we be focused on the productivity of

human capital instead? Is wealth truly the determinant of human

happiness? Most studies have found that above the poverty line,

there is little relationship between wealth and happiness. This seems

to be true across national and cultural boundaries.

The second belief is that since the shareholders are the owners of

the corporation, the only legitimate corporate purpose is to create

wealth for them. This view emanates from deeply ingrained beliefs

about property rights, ideas that originated with the thoughts of

philosophers Thomas Hobbes and John Locke in the seventeenth

century. The way in which historical thought regarding property

rights is currently applied to share ownership ignores the individual

responsibility upon which the moral justification for property rights

is predicated. Ideas developed in a largely agrarian world, where

management and owners were one, are applied today under very dif-

ferent circumstances. As Drucker himself pointed out in Reckoning
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with the Pension Fund Revolution, the separation of management

from ownership and the subsequent institutionalization of that own-

ership through pension funds, mutual funds, and other financial in-

termediaries have dissolved the remnants of the individual

shareholder’s responsibility in exercising her rights. The resulting im-

balance of rights without responsibilities generates a serious tension

in society. Thinking in America regarding how this tension should

be resolved is still evolving.

There is consensus that shareholders “own” the right to the corpo-

ration’s residual cash flow—the cash remaining after employees, sup-

pliers, lenders, government entities, and other claimants have been

satisfied. They also have the right to buy, sell, or give away their com-

mon stock. But do they “own” the right to have corporations managed

primarily to satisfy their financial wants and needs? It would seem not.

Three primary factors limit the shareholders’ rights: first, the share-

holders’ inability (and, in many cases, their unwillingness) to fulfill the

responsibilities commensurate with their ownership rights; second, the

practical limits on their control over corporate actions; and third, the

reality that both competitive advantage and value creation are derived

primarily from the employees’ (not the shareholders’) ability to create

knowledge and make it productive. Consequently, it falls to corporate

leaders and boards of directors to ensure that the purpose, mission,

strategy, and actions of the organization are directed toward aspira-

tional ends and that operations in pursuit of these ends are executed

ethically and in society’s best interests.

Defining corporate purpose in terms of shareholder wealth max-

imization has proved to be quite analytically seductive. The return to

shareholders in the form of dividends and stock-price appreciation is

readily measurable and highly visible, and can be internalized by

management in such seemingly objective metrics as return on in-

vestment, profit margins, and capital turnover. Consequently, total

return to shareholders—particularly through the stock price—is
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seized upon by the business press as a convenient, real-time measure

of corporate and CEO performance. 

The arguments for a purpose of maximizing shareholder wealth

contain several other serious flaws of logic. First, and this might be

their biggest flaw, they ignore the impact of a purpose based on

shareholder value on the members of the organization—on their

commitment, motivation, and decisions. More on this later.

Shareholder Wealth Maximization Measures a Company’s Wealth-
Producing Capacity Too Narrowly  The wealth-producing capaci-

ties of the modern corporation are truly awesome and something to

be treasured. But a single measure that narrowly circumscribes cor-

porate contributions is inadequate to capture the multiplicity of ways

in which a corporation generates value for society. Shareholders’

wealth is a relatively small portion of the total value created by cor-

porations. If society’s interests are to be best served, a much broader

view of the corporation’s contribution is necessary—one that in-

cludes both wealth and value. Corporations can directly improve the

material well-being of their customers, employees, investors, suppli-

ers, distributors, and communities; and indirectly, they benefit soci-

ety through tax payments. Also, customers are often able to purchase

products at prices far below the product’s value to them (for exam-

ple, the value of laptops and lifesaving drugs). The value created is

not all material. By offering employees work that serves worthwhile

ends in an enriching environment, corporations can enable individ-

uals to achieve a greater sense of personal dignity, self-worth, and

meaning for their lives. One might ask, in terms of human benefit, is

the quality of individual lives influenced more by growth in their net

worth through investment income on common stocks than by the

sum of the other benefits produced by corporate activity, including

useful products, income, and the psychological and social benefits

that individuals receive from working? 
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Wealth Capture Is Not Wealth Creation There is a danger that fo-

cusing on shareholder wealth will be transformed into a focus on

“wealth capture” rather than “wealth creation.” Most advocates of

a shareholder-focused purpose agree that beyond a certain point, 

customer satisfaction and employee welfare potentially conflict with

creating the maximum value for shareholders. Consequently, share-

holder wealth measures encourage the development of strategies to

capture wealth from customers, employees, governments, and sup-

pliers for the benefit of shareholders. Strategies that produce the

maximum increase in shareholder wealth are considered good, even

if the wealth of these other constituents has been diminished by an

amount greater than the increase in the shareholders’ wealth. Clearly,

society as a whole does not benefit from such a strategy.

Current Shareholder Value Does Not Equate to Future Competitive-
ness A firm’s long-term ability to create value for society is depend-

ent on its competitiveness—its ability in a fair and open market to

provide customers with products and services that have greater per-

ceived value (in terms of functionality and quality) than those of

competitors at a lower cost, while making the necessary investments

to ensure its future ability to do so. Declining competitiveness even-

tually leads to declining wealth production, and vice versa. There-

fore, measures of wealth-producing capacity need to capture both

the firm’s competitive trajectory and its economic efficiency in using

the human and financial resources at its disposal. Financial meas-

ures such as ROI, net present value, and economic value added are

insufficient to capture the essence of sustained wealth creation.

Competitiveness and the maximization of current shareholder

wealth are not synonymous. Although competitiveness and share-

holders’ returns tend to converge in the long term, it is a fallacy to be-

lieve that future competitiveness can be equated with achieving a high

discounted rate of return on capital today. Often the opposite is true.
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The pursuit of high returns can curtail investment and thus under-

mine competitiveness. The fact is that it may be necessary to sacrifice

some economic value today to ensure tomorrow’s competitiveness.

Even in the long term competitiveness and returns can meet at either

a high or a low level. This raises a critical question for corporate per-

formance. In crafting the company’s strategy, will focusing on the cus-

tomer or on the shareholder—on the product market or on the capital

market—be more likely to cause a higher-level convergence of com-

petitiveness and shareholder wealth in the long term? A drive to max-

imize shareholder wealth potentially constrains expenditures on

people, plant, and research and development, creating a cycle in

which eroding competitiveness causes returns to decline, which mo-

tivates managers to try to bolster returns by further reductions in in-

vestment, leading to a further decline in competitiveness. Returns and

competitiveness converge, but in an ever-downward spiral. The re-

sult is the destruction of a firm’s value-producing capacity.

Managers of Financial Institutions Are at a Disadvantage in Making
Resource Allocation Decisions Implicit in the ideology of share-

holder value maximization is the belief that employees of capital-

market institutions generally make better resource allocation

decisions than do managers of industrial enterprises. Granted, in-

vestment bankers and professional fund managers see a wide array

of investment alternatives and may be able to distance themselves

from the more parochial company-specific concerns of corporate

managers. However, they have serious limitations that prevent them

from making optimal resource allocation decisions. Primary among

these barriers are insufficient access to information, motivations that

are not aligned with value-maximizing decisions, a lack of commit-

ment to the long-term health of individual firms, and little control

over the decisions of the corporate managers who ultimately invest

the funds provided by the capital markets.
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Shareholders Are Not a Monolithic Body Too often, discussions re-

garding shareholder wealth maximization are conducted at a theo-

retical level, ignoring the realities of the shareholders’ widely varying

motivations. The investments of all shareholders are motivated by

the desire to increase their own or their clients’ net worth. But share-

holders are a diverse group made up of individuals (a group that

ranges from the proverbial “widows and orphans” to short-term

speculators); traders; institutional money managers at pension funds,

mutual funds, and insurance companies; and a range of active in-

vestors. These shareholders have diverse objectives, and their time

horizons vary greatly—from literally minutes to a decade or more.

Warren Buffett’s preferred holding period is “forever.” Some share-

holders are deeply concerned that “their” companies conduct them-

selves in a socially responsible manner. Active investors, such as

Buffett, act like true owners and take responsibility for the perform-

ance of “their” companies. For others, a stock purchase is purely a

financial transaction, and they feel no sense of responsibility for the

firm’s behavior. These people own “a stock,” not a company, and

they view their market transactions as “trades,” not investments.

Most individual investors do not even vote their proxies. This diver-

sity among shareholders raises a fundamental question confronting

managers who are seeking to maximize their firm’s shareholders’

wealth, “For which shareholders?” The answer determines the de-

sired strategic action. 

To counter corrosive capital-market pressures for short-term fi-

nancial performance at the expense of longer-term competitive ad-

vantage, some forward-looking corporate leaders have actively

pursued campaigns to increase the amount of their company’s stock

that is in the hands of committed long-term investors who have a true

ownership mentality. Coca-Cola and Nike have been among the pio-

neers in such efforts. In Coca-Cola’s case, one result of the campaign

has been a significant investment by Buffett’s Berkshire Hathaway.
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What Is the Role of Profits?
Nothing that has just been said should be construed as meaning that

customer-focused competitors do not aggressively seek to make a

profit—they do. Profits are critical to a firm’s ability to provide ben-

efits to society and are a measure of its effectiveness and efficiency in

doing so. Profits provide a discipline for management’s decisions, act

as a guide to value creation, and are an important criterion in se-

lecting which customers to serve. The critical issues are the level of

profitability that companies seek, whether profits are viewed as ends

in themselves or as a means to achieving other ends (and therefore

must be adequate to achieve these ends, rather than being maxi-

mized), and how managers trade off profitability against other strate-

gic concerns that directly affect competitiveness.

When the corporation’s purpose is the maximization of share-

holder wealth, the level and growth of profits are the internal meas-

ures of this end. The importance of profits is accentuated because

they are measurable with some precision, provide seemingly objective

measures of performance, and are to a degree under the direct con-

trol of management. Measurability, objectivity, and control are of

critical importance to formal management systems. The results of

decisions can be measured in terms of a common denominator: the

profits and returns on investment that they generate.

When the corporation’s purpose is serving customer needs, prof-

its become a means. They are an important source of funds to fi-

nance actions that serve the organization’s ultimate purpose and fuel

its growth. For U.S. nonfinancial corporations in aggregate, 90 per-

cent of their total sources of funds between 1995 and 2008 was their

own cash flow. Profits are also measures of the firm’s success in

achieving its purpose. They reflect the value that customers place on

the company’s goods or services. They also measure the organiza-

tion’s efficiency in using its resources in the pursuit of its aims. They

are the result of—and an effective measure of—people’s ingenuity in
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increasing the company’s productivity and innovativeness. When a

company is providing greater perceived value to its customers in a

more efficient manner than its competitors, it will be rewarded with

greater operating profitability. However, to increase customer satis-

faction, the company may choose to expend these “profits” on price

reductions; additional research and development; entry into new

markets; greater customer service; or enhanced product quality, per-

formance, and features—actions that reduce accounting profits, but

can increase competitiveness and value creation. Profits also provide

insurance against mistakes, and this allows leaders throughout the

organization to take more risks, thus enabling greater innovation

and longer-term thinking. In addition, high levels of profitability

shield the company from adverse capital-market pressures. 

When profits become a means to achieving valued ends, their role

in the organization is transformed. The pursuit of profits is no longer

seen as a frustrating constraint on creativity and individual initia-

tive, restricting a manager’s freedom to do what he thinks is right. In-

stead, profits come to be valued by virtue of their connection to

worthy ends. This transformation affects morale, decisions, and the

effectiveness of measurement and control systems.

Hewlett-Packard has long held this view of profits. HP’s first stated

objective is “To achieve sufficient profit to finance our company

growth and to provide the resources we need to achieve our other cor-

porate objectives. In our economic system, the profit we generate from

our operations is the ultimate source of the funds we need to prosper

and grow” [emphasis added]. Profits are a means to more important

ends. They provide the necessary financial resources that, as David

Packard said, “make all of the proper ends and aims possible.”1

Similarly, Johnson & Johnson’s credo places customers’ interests

first and shareholders’ last among four priorities. It states, “Our final

responsibility is to our stockholders. Business must make a sound

profit. We must experiment with new ideas. Research must be car-
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ried on, innovative programs developed and mistakes paid for. New

equipment must be purchased, new facilities provided and new prod-

ucts launched. Reserves must be created to provide for adverse times.

When we operate according to these principles, the stockholders

should realize a fair return” [emphasis added]. 

Likewise, Peter Drucker sees profits as a means—often a limiting

factor—not an end. But in Management: Tasks, Responsibilities,

Practices, he goes further, warning of the danger of misunderstand-

ing the role of profits:

A business cannot be defined or explained in terms of profit. Asked

what a business is, the typical businessman is likely to answer, “An or-

ganization to make a profit.” The typical economist is likely to give the

same answer. This answer is not only false, it is irrelevant. . . . The con-

cept of profit maximization is, in fact, meaningless. . . . 

In fact, the concept is worse than irrelevant: it does harm. It is a

major cause for the misunderstanding of the nature of profit in our so-

ciety and for the deep-seated hostility to profit which are among the

most dangerous diseases of an industrial society. And it is in large part

responsible for the prevailing belief that there is an inherent contra-

diction between profit and a company’s ability to make a social con-

tribution. Actually, a company can make a social contribution only if

it is highly profitable. . . .

[P]rofitability is not the purpose of but a limiting factor on business

enterprise and business activity. Profit is not the explanation, cause, or

rationale of business behavior and business decisions, but the test of

their validity.

Purpose and the Making of Meaning 
Work, particularly when it is dedicated to the service of worthwhile

purposes, has long been recognized as being critical to crafting a

meaningful life. A customer-focused purpose has three profoundly
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important, but often unrecognized, roles in the process of making

work a source of meaning. First, it infuses the ends of work with in-

trinsic value. People who “love their job” have been shown to be de-

voted to the intrinsic value of the ends of work rather than the nature

of the tasks per se. This devotion, in turn, helps people transcend the

boundary between the self and the other. As individuals experience

a sense of being united with a cause that they value and with the col-

leagues with whom they work to serve the cause, the boundaries of

the self are enlarged to encompass the relationships with these ends

and people. As the self expands, it also becomes more permeable—

people become more open to new realities, aspirations, and ideas. 

Second, purpose enhances self-actualization. The connection to

valued ends and openness to new ideas and experimentation result in

more rapid development of the self—in skills and knowledge as well

as in the complexity of one’s consciousness. The individual becomes

simultaneously more integrated with her outside world and more dif-

ferentiated as a unique, highly capable human being. Abraham

Maslow (a person who both influenced and was influenced by Peter

Drucker) captures the essence of the human drive to self-actualize,

saying, “What a man can be, he must be.” Maslow, Viktor Frankl,

and others have concluded that self-actualization can be realized only

as a by-product of self-transcendence—of being devoted to a cause

or ideal larger than oneself. In The Farther Reaches of Human Na-

ture, Maslow summarized the findings of his 30 years of research on

self-actualization and self-transcendence:

Self-actualizing people are, without one single exception, involved in a

cause outside their own skin, in something outside of themselves. They

are devoted, working at something, something that is very precious to

them—some calling or vocation in the old sense, the priestly sense. . . .  

The tasks to which [self-actualizing individuals] are dedicated seem

to be interpretable as embodiments or incarnations of intrinsic values
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(rather than as a means to ends outside the work itself, and rather than

as functionally autonomous). The tasks are loved (and introjected2)

BECAUSE they embody these values. . . . [U]ltimately it is the values

that are loved rather than the job as such. 

Third, employees’ personal identification with the customer-fo-

cused purpose, greater self-transcendence, and the resulting self-ac-

tualization have significant beneficial consequences for a company’s

performance. Such a climate generates the intrinsic motivation, com-

mitment, individual initiative, and openness to new ideas that are

the wellsprings of the creation of competitively critical knowledge.

Increased commitment brings with it lower turnover, more stable re-

lationships, and the subordination of narrow self-interest to the com-

mon interest. The firm’s knowledge is less likely to walk out the door,

and knowledge-creating networks remain intact. People are more

aware of those to whom they can go to receive useful insight and

knowledge applicable to solving a particular problem. As the bound-

aries surrounding the self become more permeable, the barriers be-

tween people fall, and trust is enhanced. Consequently, individuals

are more open to the ideas of others, exchange ideas more freely, and

are more willing to take the initiative (and the related risk) in pur-

suing new ideas. Clearly, a company with a committed, creative, ever-

improving workforce that is capable of rapidly generating valuable

knowledge has an advantage over a company with cynical, indiffer-

ent—even alienated—employees. Commitment increases, work be-

comes more focused, greater collaboration and cohesion are fostered

among the organization’s members, actions throughout the organi-

zation are more consistent with the corporate ends, people work

harder and more thoughtfully, and people naturally take more re-

sponsibility for their own development. This purpose-driven self-

actualization unleashes latent human potential and engages more of

the full person. 
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Purpose and Strategy
Corporate purpose is the central unifying concept of strategy—the

core guiding principle to which all aspects of a company’s strategy

should relate. It provides the reason why the company’s strategy is

important and brings significance to the corporate mission and di-

rection to critical decisions. Corporate purpose shapes the content

of strategy, the process by which strategy is formulated, the goals

that flow from the strategy, and the decisions through which strategy

becomes reality. As Vijay Sathe explores in depth in Chapter 7, strat-

egy exists to achieve the purpose of the corporation.

A company’s purpose also affects its vision. Vision is not something

that is separate from purpose, mission, strategy, and shared values. It

is the quality that is ingrained in each of these that defines a desired fu-

ture state resulting from the fulfillment of the purpose and the strat-

egy to get there. If the purpose itself is not inspirational, the envisioned

future certainly cannot be. The vision cannot rise above the quality of

the ultimate ends it is designed to achieve. The power of the vision

rests in its ability to define a future that connects individuals within the

organization with the service of noble ends beyond themselves. The

vision provides people with a clear sense of not only why the company

exists, but why its existence is important. The purpose defines the

cause. The mission gives it depth and richness. Strategy gives it life. 

But not just any purpose will do. The greatest power to infuse vi-

sion with value and a meaningful cause is provided by a customer-

focused purpose.

Purpose and Strategic Orientation
A corporation’s purpose orients its strategy and its dominant oper-

ating goals either internally to the organization or externally to the

capital markets or product markets. 

Regardless of its corporate purpose, a company’s stated strategy is

by its very nature aimed at a product market. Manifestly, a sound
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strategy requires an external focus on the competitive realities of the

marketplace—on customers, competitors, and the firm’s own core

competencies. Because a customer-oriented purpose reinforces strat-

egy by focusing on the product market, it produces the closest align-

ment of purpose, strategy, and operational goals.

For companies with a purpose of shareholder wealth maximiza-

tion, however, the product-market strategy is potentially in conflict

with its capital-market-oriented purpose. This high-level conflict is

reflected throughout the organization in functional policies, subunit

strategies, and the dominance of specific financial goals. While the

firm is espousing a capital-market purpose, the daily decisions that

execute the strategy must deal with specific product-market realities.

Yet, the purpose demands that the goals that guide daily decisions be

oriented to the needs of the capital markets and most particularly of

the shareholders. The purpose and its related financial goals estab-

lish one set of priorities, and the strategy establishes another. The ul-

timate reference points that provide policy with meaning are

ambiguous, causing confusion. The result is organizational schizo-

phrenia, with the purpose and goals saying one thing and the strat-

egy saying another. Consequently, operating decisions often lack

coherence with strategy or are inconsistent at times with the com-

petitive needs of the product markets. In either case, the organization

begins to lose the close, harmonious contact with its competitive

market environment that it needs. 

Purpose and the Way of Managing
Ultimately, purpose must be transformed into action. As purpose is

internalized in the company’s management systems and informal

processes, its influence on decisions affecting strategy and shared val-

ues, and thus on competitive performance, increases. By providing a

strong central value that is capable of guiding thought and action, a
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customer-focused purpose fosters internal consistency, enables

greater decentralization of decision making, and facilitates greater

self-control. 

For purpose to have significance, it must be infused into the way

managers manage—into the way the company’s strategy is formu-

lated, and into the formal management systems (for example, per-

formance measurement, compensation, control, and resource

allocation systems) and organizational structures. It must also per-

meate the informal assumptions, beliefs, and values that form the

company’s culture. When this occurs, corporate purpose influences

the deployment of people and capital, the investment returns deemed

acceptable for these commitments, the time horizon incorporated

into managers’ decisions, and the measures used to judge perform-

ance. In each of these decisions, a customer-focused purpose can be

a powerful counterbalance to short-term financial pressures. 

Purpose and the Strategy Formulation Process
The strategy formulation process can differ significantly depending on

the content of the corporate purpose. When the purpose is share-

holder-focused, strategy is often shaped to conform to top-down fi-

nancial goals such as return on investment and earnings growth.

Measures of competitiveness (such as market share, efficiency, speed

of new product development, and product functionality and quality)

are significant only as means for producing the required returns. As a

result, financial targets drive the decisions that form the real strategy.

In contrast, a customer-focused purpose directs the organization’s

attention to changing customer needs, competitors’ actions, and the

company’s long-term competitiveness. Consequently, there is no in-

herent conflict between purpose-derived corporate goals and busi-

ness-unit strategies. Both are product market–driven. When

managers must make difficult decisions, the central issue guiding

their deliberations is whether the action will enable the firm to serve
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customers better and more efficiently than its competitors can over

time. Financial considerations are an important part of the discus-

sion, but, unlike the situation in shareholder-focused companies, they

do not drive it.

Reflecting Purpose in Operational Goals
The specific goals that guide decisions throughout an organization

have their genesis in the corporate purpose. In essence, goals inter-

nalize the preferences of the markets that the company has chosen to

serve. A principal task of management is to embed the corporate pur-

pose into a set of ever more precise and specific goals and perform-

ance measures that act as targets of aspiration as well as measures of

achievement. Eventually, these strategies and related goals must, as

Peter Drucker says, “degenerate into work.” 

The purposes of increasing shareholder wealth and serving customers’

needs are manifested in fundamentally different priorities among goals.

One set of goals reflects the capital market; the other, the product mar-

ket. One set emphasizes financial returns; the other, market share, cus-

tomer satisfaction, and innovation. For the long-term health of the

company, financial goals should be the results—not the drivers—of

product-market strategies. They should act as guideposts for measuring

progress in achieving the desired competitive results and in generating

the necessary internal funds to finance the chosen strategy.

Unfortunately, however, when budgets, performance measures,

and resource allocation decisions continually reinforce the message

that the shareholders’ interests are paramount, the employees’ incli-

nation to be responsive to customer needs is undermined. Financial

objectives are blunt instruments, providing little strategic direction.

Budgets do not discriminate among the multitude of line items based

on their importance. Each item is a candidate for cutting in order to

“make the budget.” The budget becomes an embodiment of the

disharmony of purposes between the individual and the company.
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But this need not be the case. A remarkable change in mindset oc-

curs when the profit pressures represented by the budget are inter-

nalized as vital means for serving the customer and as measures of

the firm’s success in doing so. When this occurs, the budget becomes

a tool for achieving valued ends. It is no longer seen as an unwanted

financial constraint on a manager’s activities imposed from above. Of

course, the tension between profit and customer interests remains,

but two important transformations take place. 

First, profits are regarded not as ends in themselves, but as a nec-

essary source of funds for investing in the future and as a valid meas-

ure of current performance in serving customers. 

Second, managers at all organizational levels assume greater own-

ership of the responsibility for resolving the tension between current

profits and the interests of the customers and between the short term

and the long term. During the year, actual performance relative to the

budget may present difficult choices—for example, whether to

“make the budget” by cutting costs or to overrun the budget in order

to maintain a given level of service or product development expen-

ditures. The trade-off is made based on what will best serve present

and future customers.

Managerial Influence through Shared 
Values Grounded in Purpose
Corporate purpose is the core end value of the organization. The val-

ues, beliefs, and assumptions embedded in corporate purpose are the

bedrock of the corporate value system. They shape corporate charac-

ter. The values that cluster around alternative conceptions of purpose

have a decidedly different quality, and consequently generate cultures

with disparate strength and character. The company can be viewed ei-

ther as a moneymaking machine or as a vehicle for satisfying human

needs. By definition, if the central end value is not shared—if employ-

ees do not believe in its intrinsic worth—then this foundation and the
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resulting corporate culture are weakened, and corporate values lose

much of their power to influence and direct actions.

Managing Change with Purpose
When a firm focuses on its sustained ability to provide greater value

to customers than competitors do, the organization becomes more

sensitive to anticipating customer needs, competitors’ moves, and the

evolution of the firm’s valued core competencies. A major responsi-

bility of leadership is to make people aware of the contradictions

among their values (for example, the priority among constituents re-

flected in the organization’s purpose) and between reality (the orga-

nization’s current performance and the market dynamics) and their

values (as embodied in the organization’s purpose-driven vision), and

then to recognize and accept the need for change to overcome the

undesirable contradictions. Change may not be comfortable, but it is

seen as necessary. In fact, change can even be valued when it is seen

as a means of better serving the customer—the firm’s most valued

and highest end.

The Responsibilities of Leadership
At the heart of effective corporate leadership is the responsibility to

define, promote, and defend a meaningful, overarching purpose for

corporate activity—one that ennobles those who serve it, stimulates

individual commitment, and brings unity to cooperative action. This

responsibility is at once strategic and moral. It has its origin in two

fundamental duties of management. The first is grounded in duties

to customers, employees, shareholders, and communities—the

leader’s responsibility for corporate performance. The company’s

contribution to each of these constituents can be measured by its

ability to create value (recall the distinction made earlier between

creating value and maximizing shareholder wealth). Value creation
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is determined solely by the contributions of the firm’s people and

their ingenuity in using the resources at their disposal. People who

find meaning and opportunities for personal growth and achieve-

ment through their work perform at higher levels, with more com-

mitment, intensity, cohesion, and creativity; and thus they enhance

corporate performance, to the benefit of all major constituents. 

The second responsibility of management is to ensure that em-

ployees are treated with respect and dignity, not as tools to corporate

ends. In the pragmatic reality of daily competitive life, this is possible

only if there is a harmony of individual and corporate purposes re-

lated to work. When the corporate end is one that the individual finds

to be of personal value and worthy of service, then actions to achieve

this end become, in essence, actions to encourage the achievement of

personal aims. From the employees’ viewpoint, the company becomes

an instrument for realizing some of their highest aspirations through

their work. Only when the corporation truly becomes a path to mean-

ing, fulfillment, and achievement of common purpose for the people

who work there is it possible to treat people as ends in themselves. 

Guided by a constructive, widely shared purpose, the corporation

can be a positive moral force. If they are led well, corporations can

become a source of valued products that enrich lives, opportunities

through work that yield individual self-realization and bring in-

creased meaning to life, and economic performance that increases

society’s wealth. If they are led poorly, they will be a source of in-

creasing personal alienation and frustration—oppressive to the

human spirit and its highest aspirations and corrosive to value cre-

ation. The choice of corporate purpose defines the difference.

Author’s Note: This chapter is based on Richard Ellsworth’s book

Leading with Purpose (Stanford, Calif.: Stanford University Press,

2002).
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7

Strategy for What Purpose?
Vijay Sathe

The profit motive and its offspring, maximization of profits, are just

as irrelevant to the function of a business, the purpose of a business

and the job of managing a business. In fact, the concept is worse than

irrelevant. It does harm. It is a major cause for the misunderstanding

of the nature of profit in our society and for the deep-seated hostility

to profit which are among the most dangerous diseases of an indus-

trial society. 

—Peter F. Drucker, The Practice of Management

In far too many companies, the answer to the “what” question about

vision is “To be #1.” But #1 in what? . . . And even if the “what” is

clear, why should employees and the other stakeholders care?

—Vijay Sathe, Manage Your Career

Strategy integrates the various functional perspectives of a busi-

ness and takes a holistic view of what the firm is trying to achieve

and how it can perform better. It is at the heart of what managers do,

and everyone in the organization must understand and align with

the strategy if the enterprise is to serve its customers better than its

competitors do, thus gaining competitive advantage. 
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But most thinking about strategy fails to ask a fundamental ques-

tion: strategy for what purpose? Strategy as taught and practiced in

most places focuses on industry analysis and competitive advantage

but ignores this fundamental question because the answer is taken for

granted—the purpose of the enterprise is to increase shareholder value.

There are two problems with this line of reasoning. First, how can

strategic thinking be applied to nonprofits, volunteer organizations,

and government agencies that do not have shareholders? Second, how

can strategic thinking be applied in companies and countries that do

not pray at the altar of shareholder value or that are beginning to

question its primacy? Even in the United States, long a bastion of

shareholder value maximization, this dogma is coming unglued. As

the Financial Times recently reported on March 16, 2009: 

A palace revolution in the realm of business is toppling the dictatorship

of shareholder value maximization as the sole guiding principle for cor-

porate action. As so often with regicide, many of the knives are in the

hands of the old regime’s own henchmen. Jack Welch, the former Gen-

eral Electric chief executive who ushered in the reign of shareholder

value maximization a quarter-century ago, told the Financial Times last

week that “shareholder value is the dumbest idea in the world.”1

Welch had told the FT on March 13, 2009:“Shareholder value is

a result, not a strategy. . . . Your main constituencies are your em-

ployees, your customers and your products.”2

But the fundamental question remains unanswered. Shareholder

value is a result, yes, but on the path to what purpose? Drucker was

the first to provide a clear answer more than 50 years ago in The

Practice of Management: “There is only one valid definition of busi-

ness purpose: to create a customer.” 

In Chapter 6 of this book, Richard Ellsworth expands on

Drucker’s seminal work and provides additional rationales for why

the primary purpose of every enterprise must be to create and serve

THE DRUCKER DIFFERENCE104



a customer. As he points out, the so-called balanced approach—

which assumes that the interests of the various stakeholders need to

be traded off, with one stakeholder’s interests receiving priority at

one time and another’s at another time, depending on which wheel

needs the most grease—provides no directional guidance for the en-

terprise. It is equivalent to driving a car with greased wheels but

without any steering mechanism! 

Starting with the primacy of purpose, this chapter will build on

Drucker’s original insights and also incorporate contemporary strate-

gic thinking to present a simple framework for understanding, ana-

lyzing, and executing strategy in any enterprise. The resulting POSE

framework can be used to ask and answer four central questions: 

1. Purpose. What purpose is the strategy supposed to achieve,

why, and how?

2. Objectives. Are there clear objectives to assess progress in the

achievement of that purpose?

3. Strategy. What is the strategy, and is it appropriate for achiev-

ing the objectives?

4. Execution. How well is the strategy being implemented?

All four parts of the POSE framework must be internally consis-

tent and must reinforce one another if the purpose of the enterprise

is to be successfully achieved. I will now describe each part of the

framework (summarized in Figure 7-1 for ready reference) and show

how it can be used to assess and diagnose the success or failure of

strategy.

Purpose
Every enterprise needs to ask three simple questions about its 

purpose:
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PURPOSE
What Purpose Is the Strategy Supposed to Achieve, Why, and How?
Mission What is the purpose of the enterprise?
Vision and Values Why is the purpose worth achieving?
O, S, and E How will the purpose be achieved (via objectives, strategy, and

execution)?
Stakeholders For whose benefit does the enterprise exist? 

To what extent are the expectations of all the stakeholders being met?
What is the priority among the stakeholders? Which stakeholder
is number one? 

OBJECTIVES
Are There Clear Objectives to Measure the Achievement of Purpose?
Financial Return on investment? Shareholder value? Value for other stake-

holders?
Nonfinancial Quantitative and qualitative? (e.g., employee turnover? customer

retention?)

STRATEGY
What Is the Strategy, and Is It Appropriate Given the Objectives?
Drucker What business are we in? Who is the customer? [Business definition]

What does the customer consider value? [Value proposition]
Porter Industry attractiveness: BTE, buyers, suppliers, substitutes, com-

plements, rivals
Competitive strength (versus rivals) [Generic strategic position]

(1) Low economic cost position (not to be confused with low
selling price!)? 

(2) Customer-perceived differentiation (customer WTP higher
price)?

(3) Blue ocean (low cost + differentiation)?
Resources People? Brands? Money? Connections? Locations? Monopolies?
Capabilities Quality? Innovation? Functional competence? Core competence?

Activity system?
[Do these resources and capabilities offer competitive advantages
that support the company’s value proposition per Drucker and its
strategic position per Porter?]

EXECUTION
How Well Is the Strategy Being Executed?
Skills and Fit Are the people properly selected, educated, and trained? (skills

vs. challenge)
Policies Do the policies motivate appropriate behavior? (alignment? 

motivation?)
Responsibility Are the people responsible for performing activities or achieving

results?
Accountability Are the people held accountable? What are the consequences for

nonperformance?

All four parts of this framework (purpose, objectives, strategy, and execution) must be internally
consistent and reinforce one another to achieve success. 

One or more of these elements may be embodied in the culture of the organization, i.e., may be
among its important shared assumptions (cultural roots).

FIGURE 7-1 “POSE” Framework for Assessing and Diagnosing the Success or
Failure of Strategy
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1. What is the purpose of this enterprise? We will refer to this as

its mission.

2. Why does the enterprise exist? Why is it important to employ-

ees and other stakeholders? We will refer to this as its vision

and values.

3. How will the purpose be achieved? For any enterprise, the ap-

propriateness of its objectives, strategy, and execution, and

whether these are all aligned with its mission, vision, and val-

ues, will determine how successful the enterprise is in achieving

its purpose.

The how question is obviously vital, but a focus on the how with-

out the why puts the cart before the horse. The horse is not going to

go very far or very fast.

Ask most people why their company exists, and you get a blank

look. After a moment’s reflection, most people, if they are honest,

will say, “We exist to make money for shareholders.” But as we’ve

seen, Peter Drucker warned more than 50 years ago that profit is not

an objective. Profit is necessary, but the purpose of the business en-

terprise is to create and serve a customer. 

Drucker’s wisdom and foresight unfortunately fell on deaf ears

among the advocates of shareholder value, those who have led their

enterprises with only the shareholder in mind, and this mindset fos-

tered Enronitis and also contributed to the financial meltdown of

2008. There is public anger today, just as Drucker predicted in his fa-

mous quote at the beginning of this chapter, because of the wide-

spread belief that business leaders are interested only in protecting

their shareholders and lining their own pockets with fat paychecks

and big bonuses, even as they beg for taxpayer dollars. 

A recent award-winning documentary, The Corporation, captures

this public perception very well by depicting capitalism’s most im-

portant institution as a psychopath: “Like all psychopaths, the firm
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is singularly self-interested: its purpose is to create wealth for share-

holders. And, like all psychopaths, the firm is irresponsible, because

it puts others at risk to satisfy its profit-maximization goal, harming

employees and customers and damaging the environment.”3

An example of a company that does not fit this stereotype at all

is Edward Jones, which was lucky enough to benefit directly from

Peter Drucker’s advice over many years. The company’s mission is

to offer sound financial advice to the serious long-term individual

investor. Its vision is that this is a worthy undertaking because in-

dividual investors, particularly those without fat wallets, are not

well served elsewhere. What these investors need is sound advice to

secure their financial futures, and the employees of the firm pro-

viding this service can find this work to be meaningful and intrin-

sically rewarding. The values of the firm are to put the client first

and to treat everyone—clients, employees, and suppliers—with in-

tegrity and respect.

Edward Jones is the highest-performing company in an industry

that was dominated by giants such as Merrill Lynch prior to the re-

cent financial implosion because it served its clients better than any-

one else; maximizing shareholder value is not the company’s purpose.

And by the way, in pursuit of the company’s purpose, the financial

advisors (FAs) and other employees derive a special sense of satis-

faction from changing their clients’ financial lives for the better. That

is one reason why the company is routinely in the top ranks of “For-

tune’s 100 Best Companies to Work For” and other similar surveys

of customer and employee satisfaction. As the Wall Street Journal re-

ported, “In the midst of the worst stock market since the 1930s, Ed-

ward Jones has been growing the old-fashioned way. . . . Whereas

other securities firms are shrinking, its 12,000-broker force has

added 998 brokers this year. It plans to add another 5,000 by

2012.”4 Thus, customer-focused Edward Jones continues to prosper

and grow as its shareholder-focused rivals falter and fail.
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I will return to the example of Edward Jones throughout this chap-

ter to illustrate how the POSE framework can be used to both assess

and diagnose a firm’s strategy. 

Traps
Leaders can fall into one or more traps that prevent the development

of a clear and compelling answer to the what and the why questions

concerning the purpose of their enterprise. Some examples of these

traps are

1. Believing that strategic decisions can come only from the top.
Strategic decisions can also come from lower levels—not all

wisdom is in the CEO’s cranium. Intel’s realization that it was

a microprocessor company, not a memory chip company, came

from the actions of its middle managers. Honda’s strategic shift

to lightweight motorbikes for everyone resulted from actions

of its U.S. managers, not Mr. Honda.

2. Going to an executive retreat and coming down with the an-
swer. As has happened at many other companies, the top man-

agers of ESL, a subsidiary of TRW, went to an “executive

retreat” and came down with the answer, just as Moses came

down from the mountaintop with the Ten Commandments!

Unfortunately, unlike the words Moses brought down, the

words of these top managers were neither clear nor compelling

for the intended audience.

3. Becoming obsessed with numbers. Far too many leaders assume

that a stretch target is their mission. For example, the strategy

of the ESL top managers was to reach $1 billion in sales within

five years. The mission was clear enough, but the why question

remained unanswered. As a key lower-level manager observed,

“It is like a book you read where you understand every sen-

tence on every page, but when someone asks you what the book
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is about, you have to say, ‘I don’t really know’ because you can’t

see the big picture.”

4. Letting your need for growth drive your thinking. As Clayton

Christensen points out in The Innovator’s Dilemma, top ex-

ecutives at Apple Computer in the early 1990s believed that

the Newton, the firm’s pioneering personal digital assistant,

had failed because “only” 140,000 units were sold in the first

two years after its introduction, whereas much higher sales

had been expected. In contrast, Apple II, the company’s pio-

neering personal computer, sold 43,000 units in its first two

years after introduction, but this was heralded as a great suc-

cess! Why? Because a few million dollars of sales was seen as

a great result when Apple was a start-up company and had no

sales to speak of, whereas Newton had to become a billion-

dollar business to be of any interest to the top executives of a

$7 billion Apple Computer. 

The lesson for leaders who want to avoid this trap is this: the mar-

ket does not care about your growth needs! So it makes little sense

to judge the success of a pioneering product based on a company’s

growth needs. Newton’s “failure” to achieve its vision led to Palm

Pilot’s “success,” and Palm Pilot did eventually become a billion-

dollar success story. 

Stakeholders
If the what (mission) and the why (vision and values) questions can-

not be readily answered, they may be deciphered by asking the fol-

lowing three questions:

1. For whose benefit does the enterprise exist? These are the key

stakeholders. It is important to distinguish stakeholders from

parasites—those who seek to extract some benefit from the en-
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terprise without making any contribution to it. An example

would be a frivolous lawsuit designed to harass an enterprise

into settling a case without merit out of court.

2. To what extent are the expectations of each stakeholder being
met? This provides an assessment of how successful the enter-

prise is. An enterprise that surpasses the expectations of all its

key stakeholders is successful, and the amount by which their

expectations are exceeded is an indication of its level of success.

Conversely, an enterprise that does not meet the expectations of

all its key stakeholders is unsuccessful, and the number of stake-

holders whose expectations are not met, and by how much, is

an indication of how unsuccessful the enterprise is.

3. What is the priority among stakeholders? Which stakeholder is

the “north star,” the number one stakeholder? When the inter-

ests of stakeholders come into conflict, the one whose interests

prevail is the primary, north-star stakeholder. The unquestioned

assumption that the shareholder is the north-star stakeholder in

for-profit enterprises is now being challenged not only by schol-

ars (see Richard Ellsworth’s chapter in this book), but also by in-

creasing numbers of practitioners, even in America, which is the

bastion of shareholder capitalism. Informal surveys that I have

conducted with managers around the world, for example, indi-

cate that those from Asian cultures point to customers as the

north-star stakeholder, those from France point to employees,

and Scandinavians view society as the north-star stakeholder.

In addition to providing an assessment of the success or failure of

an enterprise’s strategy, the thinking and discussion needed to an-

swer these questions typically provide important clues, if not direct

answers, to the what question (mission) and the why question (vision

and values) concerning purpose. In the case of Edward Jones, for ex-

ample, the answers to the three questions just given are as follows:
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1. The key stakeholders of Edward Jones are (a) its clients, the in-

dividual investors, (b) its financial advisors (FAs) and other staff

members, (c) the suppliers of the financial products it offers to

its clients, and (d) the firm’s partners, who are the owners.

2. Edward Jones surpasses the expectations of all the key stake-

holders. It is number one relative to its competitors in client and

FA satisfaction surveys conducted by J. D. Powers and Regis-

tered Rep, its suppliers covet the firm’s patient investors and its

wide distribution reach, and the partners—whose firm earns

the highest return on equity in the industry—plow capital back

into the firm and have no intention of selling the firm or taking

it public. Thus, we can assess the strategy of Edward Jones as

being highly successful.

3. When the interests of the stakeholders of Edward Jones come

into conflict, the interests of its clients always prevail. Most

tellingly, the firm advises clients to buy and hold high-qual-

ity stocks and mutual funds for the long term; the resulting

low turnover in its clients’ portfolios generates lower trading

commissions for the FAs and lower profit for the partners.

By not yielding to the temptation of manufacturing and sell-

ing its own financial products to make more money for itself,

Edward Jones sidesteps any conflict of interest and advises

clients to choose the suppliers that best fit their needs. Clearly

the clients, the individual investors, are the firm’s north-star

stakeholder.

So far, we have been able to assess the strategy of Edward Jones

as being highly successful and determined that its fundamental pur-

pose is to serve its clients, the individual investors, who are the firm’s

north-star stakeholder. We now need to diagnose why Edward

Jones’s strategy has been so successful in achieving its purpose. The

short answer is that the firm has developed what Drucker calls a
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“theory of the business” that works extremely well, as he points out

in a Harvard Business Review article:

A theory of the business has three parts. First, there are assumptions

about the environment of the organization. . . . Second, there are as-

sumptions about the specific mission of the organization. . . . Third,

there are assumptions about the core competencies needed to accom-

plish the organization’s mission. . . . It usually takes years of hard

work, thinking, and experimenting to reach a clear, consistent, and

valid theory of the business. Yet to be successful, every organization

must work one out. . . . In fact, what underlies the current malaise of

so many large and successful organizations worldwide is that their

theory of the business no longer works.

The POSE framework builds on Drucker’s theory of the business

and also incorporates contemporary strategic thinking on industry

analysis and competitive advantage (see Figure 7-1). Having covered

“P,” let us now turn to “O.” 

Objectives
As Drucker emphasizes in Management: Tasks, Responsibilities,

Practices, “The basic definition of the business and its purpose and

mission have to be translated into objectives. Otherwise they remain

insight, good intentions, and brilliant epigrams which never become

achievement. . . . Objectives are not abstractions. They are the . . .

standards against which performance is to be measured.” 

Objectives may be qualitative or quantitative, financial or nonfi-

nancial, but they must be meaningful milestones on the path to the

achievement of purpose.5 Although most enterprises have plenty of

financial and even nonfinancial targets, these often do not pass the

test of being meaningful milestones. Why? Because most enterprises

cannot answer the question “strategy for what purpose?” Without a
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clearly understood purpose, there is no way to talk about meaning-

ful milestones on the path to that purpose.

A key objective for Edward Jones is healthy growth in the number

of its financial advisors—healthy in the sense that the new FAs, who

are carefully selected and intensively trained, must become produc-

tive quickly, and growth because the firm views the opportunity to

serve its number one north-star stakeholder, the serious long-term

individual investor, to be far greater than its market share currently

is. Specifically, Edward Jones aims to get to 20,000 FAs by 2017. 

Strategy
Drucker’s three famous questions provide clarity regarding the busi-

ness and its customers in light of the purpose of the enterprise: What

business are we in? Who is the customer? What does the customer

consider value? Because all enterprises, whether for-profit, nonprofit,

volunteer, or government, have “customers” that they serve,

Drucker’s approach can be applied to any organization, unlike the

sole goal of maximizing shareholder value.

Once Drucker’s three central questions have been answered, di-

rect competitors can be identified—these are other players that are

attempting to serve the same customers with the same value propo-

sition. Contemporary strategic thinking can then be applied to de-

termine the relative attractiveness of the industry and the firm’s

competitive advantage vis-à-vis its rivals, so there is no need to say

more here except to note that the specific trade-offs that the enter-

prise makes will determine whether the strategy is aligned with the

purpose or not.

The specific trade-offs that Edward Jones made ensured that its

strategy was always pointed to its north-star stakeholder, the indi-

vidual investor. As John Bachmann, who was managing partner of

Edward Jones from 1980 to 2004, wrote:
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As Professor Porter points out in Competitive Strategy, one defines

trade-offs not in terms of what one chooses to do but what one chooses

not to do. . . . I will identify and briefly examine some of the trade-offs

Edward Jones made. None made us unique. None suggests moral su-

periority. However, each makes us a little more different and, together,

they make us very different. So different, in fact, that few if any com-

petitors would even want to emulate us. . . . That led us to a decision

not to serve large institutions. All our competitors were doing so and

we had nothing special to offer. We also chose not to serve those who

trade frequently. . . . We chose not to manufacture our own products.6

Thus, appropriate trade-offs are what give the firm a distinctive

focus, alignment with its north-star stakeholder, and competitive 

advantage.

Execution
There is an old and very silly debate about which is more important,

strategy or execution? The simple answer is both. Without a sound

strategy, the firm will flounder. But what good is a sound strategy

without effective execution? There are four key elements to effective

execution: having people with the right skills that fit the job and the

organization, motivating and aligning them with the purpose of the

enterprise using the right policies, giving people responsibility for re-

sults, and holding them accountable for results.

Skills and Fit
An enterprise needs to carefully select people with the necessary skills

who fit the job and the organization, and then invest in continuous

education and training to facilitate their growth. With the proper

skills and fit, it is possible that people will come to view their work

not just as a job or as a career, but as a calling. 
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Edward Jones selects its financial advisors carefully from thousands

of prospects each year and invests heavily in their education, training,

and mentoring. Most new FAs join the firm viewing it as a job. Those

FAs who learn to do the job well and progress in the organization may

come to see it as a rewarding career that can sustain them and their

families. Later, typically five to ten years after they begin, some of the

FAs begin to hear from their clients about how the financial advice

they gave had changed their clients’ lives for the better, perhaps by en-

abling them to send their kids or grandkids to school or by allowing

them to retire with dignity. For these FAs, what was once a job and

then a career becomes a calling to change people’s financial lives for the

better. These FAs no longer work to make money; they work to serve

others, and money becomes a by-product of a meaningful work life.

For example, more than 1,000 Edward Jones FAs have voluntarily

participated in the firm’s “Goodknight plan,” in which a seasoned FA

gives up some of his compensation by handing over smaller accounts

to a new FA in order to better serve the larger accounts, resulting in

better service for both smaller and larger customers.

Policies
Do the policies of the enterprise motivate the appropriate behavior

by promoting what Peter Drucker calls “self-control”—a situation in

which people understand what needs to be done and why, and feel

emotional ownership of it and accountability for getting it done? To

achieve self-control, people must be given responsibility for deliver-

ing results, not for performing activities spelled out in a job descrip-

tion. And they must be held accountable for results. 

Edward Jones encourages its associates to exercise self-control via

its system of “responsibility-based management” (RBM). In consul-

tation with the person to whom she is responsible (the word boss is

taboo in the firm because it connotes authority rather than respon-

sibility), each associate develops a list of four or five key responsi-
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bilities for which she is accountable, with the understanding that she

has the freedom to determine how best to accomplish these results. 

Responsibility and Accountability for Results, 
Not for Activities
It is easy to fall into the activity trap. For a salesperson, for example,

results are not the number of sales calls made per week but the num-

ber of sales dollars generated. When it is difficult to quantify results,

the danger of falling into the activity trap is greater, and this is an

even larger problem when attempting to measure and improve the

productivity of knowledge work. For developing other people, for

example, it is easy to count the number of days of training provided

for them, but did they develop new knowledge or skills as a result?

Even a rough qualitative assessment of the latter is more meaningful

than a precise quantitative measurement of the former.

What happens when people are held accountable for performing

activities rather than for delivering results? Naturally, their focus then

shifts to performing these activities rather than taking ownership of

finding new and better ways to deliver the best results. Edward

Jones’s RBM system strives to ensure that people are held responsi-

ble and accountable for results, not for activities. For example, the

firm does not use job descriptions, since these tend to focus on ac-

tivities rather than on results. The “Goodknight plan” that the FA

Jim Goodknight created was not part of his job description. He came

up with the idea in the quest for better results. 

Conclusion
The POSE framework is based on Drucker’s seminal work and also

incorporates contemporary thinking on strategy. It explicitly asks,

“Strategy for what purpose?” and provides a method for answering

this question that is at the heart of strategy. 
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As illustrated throughout this chapter with the example of Edward

Jones, POSE is both an assessment tool and a diagnostic tool. It can

be used to assess how well an enterprise is performing relative to its

purpose and objectives. It can also be used to diagnose how an en-

terprise can do better. One common malady is purpose drift, that is,

the strategy remains unchanged, but the purpose has drifted. An-

other is strategy drift, that is, the purpose remains the same, but the

strategy has drifted. POSE can help to diagnose such problems and

ensure that P, O, S, and E are internally consistent and aligned in

order to achieve success.
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The Twenty-First Century: 
The Century of the Social Sector

Sarah Smith Orr

It is in the social sector that we find the greatest innovation, the great-

est results in meeting human needs and what we will do as a sector will

determine the health, the quality and the performance of the twenty-

first-century society.1

—Peter F. Drucker

Peter F. Drucker, who was both pragmatic and prescient about the

turmoil and the challenges facing society in both the United

States and globally in the late twentieth and early twenty-first cen-

turies, offered this observation in various forms in his interactions

with social-sector leaders as the twenty-first century began. He ob-

served further that neither the government sector nor the business

sector would “save”2 society. Drucker was unwavering in this belief.

He foresaw the upheavals in the business sector, and he was very

clear about what government could and could not do. He believed

that the critical components of a healthy civil society are embedded

in the work and performance of the social sector. Indeed, he felt that

the “one thing that stands between us and social catastrophe”3 was

the nonprofit/social sector. 
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Drucker and the Social Sector
During the last 30 years of his work and his life, Drucker became in-

creasingly focused upon the work of the social sector. Beginning in

the early 1970s, Drucker—along with John Gardner,4 an active and

distinguished leader in educational, philanthropic, and political life—

served as an esteemed voice speaking about the social sector as the

indispensable sector of society.  

Seeking another’s perspective on Drucker’s role in and influence

upon the social sector, I spoke with Frances Hesselbein, the found-

ing president of the Peter F. Drucker Foundation for Nonprofit

Management (the Drucker Foundation), and someone for whom

Drucker had great respect.5 Drucker and Gardner, according to Hes-

selbein, “gave leaders in the nonprofit sector the courage to be equal

partners with business and government,” and because of their in-

fluence, people began to listen.6 Drucker’s extensive work in this

sector began to motivate other thought leaders to focus on nonprofit

managers and leaders. 

In August 1989, the Harvard Business Review (HBR) published

an article written by Drucker, “What Business Can Learn from Non-

profits.” Hesselbein had a chuckle in her voice as she described the

general reaction to the article—people thought, “There must be a ty-

pographical error; he can’t really mean nonprofits.”7 In the article,

Drucker described the two areas of practice that he thought business

gave only lip service to: mission and strategy, and the effectiveness of

the board. While he conceded that not all nonprofits are doing well,

he felt that in the crucial areas of motivation and productivity of vol-

unteer knowledge workers, nonprofit management leaders are “truly

pioneers, working out the policies and practices that business will

have to learn tomorrow.”

During the late 1980s and the early 1990s, Drucker began to im-

merse himself in the study and support of the nonprofit sector, pri-

marily through consulting relationships and through the Drucker
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Foundation. His quest, through the foundation that bore his name,

was to improve the performance of nonprofit organizations. Drucker

asserted that “good intentions are no longer enough,” declaring that

“results will be essential as expectations for the sector to perform

will heighten.”8 This admonition was supported by the publication

of a self-assessment tool for nonprofit organizations and leaders en-

titled The Five Most Important Questions You Will Ever Ask about

Your Nonprofit Organization.9 This tool provides a guide for vol-

unteer board members and executives of nonprofit organizations to

use to assess why they are in business, how they are performing, and

what they need to do to improve the performance of their organiza-

tion. It asks five essential questions: What is our mission? Who is

our customer? What does the customer value? What are our results?

and, What is our plan?

The second question is the most challenging one for nonprofit

leaders because customer feels like a business term, not a term, ac-

tivity, or focus for a social-sector organization. But Drucker chal-

lenged nonprofit leaders who resisted looking at their organizations

as entities that served customers: 

You cannot arrive at the right definition of results without significant

input from your customers. . . . In a nonprofit organization . . . the

focus must be on what individuals and groups value—on satisfying

their needs, wants, and aspirations.10

The Drucker self-assessment tool places emphasis on planning as

an ongoing process. The focus on planning and results requires that

an organization assess what it should do and also what it should not

do, including what it should abandon—programs or activities that no

longer contribute meaningful results. 

In my work consulting with nonprofit organizations during the

past two decades, I have seen and continue to see the application of

the concepts promoted by the Drucker Foundation (now the Leader
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to Leader Institute) self-assessment tool within the growing number

of social change initiatives in the United States. These concepts have

become indispensable for nonprofit leaders who are seeking a high

level of effectiveness in leading social change. 

Because Drucker saw the social sector as the collective change

agent of society, he challenged nonprofit leaders to see themselves

“life-sized” and to see the mission of their organizations and the

work they do as the means to “forge new bonds of community, a

new commitment to active citizenship, to social responsibility, to val-

ues”11—the qualities of civil society that many, including Drucker,

saw as decaying and dissolving during the last few decades of the

twentieth century. Thus Drucker’s conclusion was that it will be the

social sector that will save our pluralistic society. 

The Social Sector Defined
Drucker firmly maintained that the use of the term nonprofit to de-

scribe the sector is a misnomer because “nonprofit” is a financial

and tax descriptor. It describes what an organization in the sector

doesn’t do, rather than what it does do. Instead, the terminology pro-

moted by Drucker, which accurately describes the work of these in-

stitutions as a whole, is “the social sector.”  

In the United States, the nonprofit/social sector includes a highly

diverse group of organizations, and it is in fact this very diversity

that characterizes this sector.12 The sector supports and advances a

variety of religious, social, and economic endeavors. These organi-

zations receive tax-exempt status and in return are expected to en-

gage in charitable activities, which, in turn, benefit individuals,

households, and communities. One way to gauge the potential im-

pact of this sector is to consider its size, including the number of or-

ganizations that fall within it. 
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In 1996, the IRS identified a total of 654,186 groups in the

United States that belonged to the social sector. Between 1996 and

2008, the number of social-sector organizations increased 81 per-

cent to a total of 1,186,915. From 2007 to 2008, this sector expe-

rienced one of the highest percentage increases in recent years, rising

by 5.2 percent, or 58,548 organizations. And that doesn’t tell the

whole story; not all nonprofits are included because certain organ-

izations, such as churches, need not apply for tax exemption.13 Fur-

ther evidence of the size and impact of the sector is contained in the

IRS publication Statistics of Income Bulletin, Winter 2008: “The

aggregate book value of assets, as reported by charitable organiza-

tions that filed IRS information returns for Tax Year 2004, was $2.5

trillion, a real increase of 222 percent over the total reported for

Tax Year 1985.”

The same bulletin reported that expenditures by the same or-

ganizations, for the same period, increased by 182 percent, “a real

annual rate of growth of nearly 6 percent,” compared with that of

the GDP, which grew at a real annual rate of 3 percent for the same

period.14

Drucker was astounded by the number of social-sector organi-

zations and their impact as he considered the growth in the sector’s

productivity, the scope of its work, and its contribution to Ameri-

can society15—his prescient view of the impact of the sector became

a reality.  

General acceptance of the label “social sector” has been incre-

mental and, since the mid-1990s, its use has expanded to describe

not only the sector, but also actions within the sector—specifically,

the innovative and entrepreneurial social initiatives undertaken

through traditional nonprofit organizations as well as the more in-

dependent initiatives that reach beyond the traditional definitions of

organizations and sectors. 
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Leading Social Change: Innovation and
Entrepreneurship through the Social Sector
In his classic work Innovation and Entrepreneurship, Drucker de-

scribes innovation as an entrepreneurial strategy. “The product or

service it carries may well have been around a long time . . . but the

strategy converts . . . [an] old, established product or service into

something new.” Those who use innovation as an entrepreneurial

strategy in the social sector are frequently called social entrepreneurs,

a relatively new concept. 

Social entrepreneurs act as the change agents for society, seizing op-

portunities others miss and improving systems, inventing new ap-

proaches, and creating solutions to change society for the better. While

a business entrepreneur might create entirely new industries, a social

entrepreneur comes up with new solutions to social problems and then

implements them on a large scale.16

However, creative and enterprising people who have led innova-

tive, entrepreneurial initiatives that benefit individuals and society

have been around a long time.  

Consider Andrew Carnegie’s gift of millions of dollars to libraries.

He believed that those who accumulated wealth had a moral obli-

gation to give it back to society. From his perspective, however,

“charity” dealt only with symptoms and not with the problem. He

chose, instead, to establish institutions that created opportunities for

“anyone with the right character to be successful and rich”—hence

his establishment of more than two thousand Carnegie Libraries in

Europe, the United States, and the English-speaking world in the late

nineteenth and early twentieth centuries.17

Consider, too, Jane Addams, social worker and reformist, who

founded Hull House in Chicago in 1889. Hull House offered a new

model, a welfare center for the neighborhood poor, that was repli-

cated across the country. Over the past century, there have been nu-
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merous mission-focused individuals, like Addams and Carnegie,

leading social change. 

As stated earlier, however, in more recent years, these change lead-

ers have been described as social entrepreneurs, a term often credited

to Bill Drayton, CEO and founder of Ashoka.18 How have social en-

trepreneurs changed the nonprofit sector of old to the social sector

of today? Ashoka’s description of the social entrepreneur is 

One who develops a strategic service vision, a competitive strategy, a

strategy for building networks and partnerships, leads, retains, and re-

wards people, manages entrepreneurially, treats donors as investors,

works with communities, develops viable earned income strategies,

considers the scale of the project and strategies for success, and is able

to manage organizational change.19

If the conceptual work of social entrepreneurs, either through an

organizational structure or independently, is not new, the question

arises: What is different? Why would Drucker look to the social sec-

tor as the source of the greatest innovation, the greatest results in

meeting human needs? Examining the work of two social entrepre-

neurs, the mission of their ventures, their organizational models, and

the impact of their work reveals a context for Drucker’s viewpoint as

found in the chapter’s opening quotation.  

The following two social entrepreneurs are passionate, innova-

tive, energetic change leaders who have designed new ways to re-

spond not only to social problems, but also to opportunities to

transform those problems. They have created new markets, new

ways of doing business, new ways of creating relationships across

traditionally restrictive boundaries, new financial resource models,

and new types of partnerships, all resulting in the creation of sus-

tainable social change. These are nontraditional entrepreneurs, the

likes of which are flourishing around the world. 
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TransFair USA
Transforming lives and markets are measurable impacts (or results)

that are evident in the work of TransFair USA. Upon graduating from

college, Paul Rice, the founder, president, and CEO of TransFair,

bought a one-way ticket to Nicaragua and spent 11 years working

on economic development projects in remote farming communities.

This experience led him to conclude that international aid, as a model

for addressing poverty and social injustice, was not a sustainable and

empowering change model. Instead, market-based approaches were

more effective. After running a fair trade coffee cooperative in

Nicaragua, Paul moved back to the United States, got an MBA, and

launched TransFair in 1998, a nonprofit, mission-driven organiza-

tion that certifies and promotes fair trade products in the United

States. It audits and licenses U.S. companies to display the Fair Trade

Certified20 label on their products if they meet strict international, so-

cial, and environmental standards. 

At a February 27, 2009, conference sponsored by the Kravis Lead-

ership Institute21 and cosponsored by the Peter F. Drucker/Masatoshi

Ito Graduate School of Management and the Drucker Institute, Rice

described TransFair’s model as one that uses the market and partner-

ships between farmers and companies to address poverty and to lift

farming communities out of poverty. He defined fair trade as a means

of connecting farmers directly with the global market, bypassing the

intermediary, so that farmers get a much better price for their har-

vest. This, in turn, allows farmers to put food on their tables, keep

their kids in school, and invest in sustaining the land. Fair trade helps

farmers build their communities without depending on government or

international aid. Instead, market linkage and an empowered in-

volvement are core strategies for community development—using the

market as a source of opportunity rather than as a problem. 

Why did Rice choose to launch this entrepreneurial initiative

through a nonprofit model? It was due to his passion for social jus-
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tice—a passion from his childhood—and his sense that this was an

organizational model that the social justice movement would accept.

Did that decision help or hinder his initiative? On the plus side, Rice

explained that as his plan to launch TransFair USA evolved, he found

that he was able to establish more credibility with the industry (the

coffee industry initially) because its nonprofit status reinforced the

message to farmers and industry that mission rather than financial

gain was driving TransFair’s certification service. On the minus side,

at least initially, TransFair’s mission and its nontraditional nonprofit

business model created more challenges for him in raising capital to

increase the scale of the venture because it was perceived as being

too much like a business—it didn’t feel or look like a “charity.” In

fact, it took him two years to raise the first $200,000.

If Peter Drucker had been in the audience at the conference at

which Rice spoke, he would have found clarity in TransFair’s mis-

sion, which relates to the first of the five important questions that

Drucker would have asked about TransFair. Next, Drucker would

have appreciated TransFair’s customer focus—not only on Trans-

Fair’s primary customer, the farmer, but also on other customer

groups. Rice described an early need to understand the primary mar-

ket for coffee, the American consumer, and that customer group’s

value proposition; he learned that fair trade, from a consumer’s per-

spective, was not only about charity for farmers who don’t have high

incomes, but, equally important, about access to high-quality prod-

ucts. TransFair, then, was launched based on the alignment between

the interests of the farmers and what the marketplace values. Just as

important for TransFair, it was promoting a connection between the

coffee industry (another customer) and the core values of the cus-

tomers of the coffee industry. As an example, Rice described an early

marketing initiative of fair trade coffee through college campuses

both as a “wake-up call” for the coffee industry to understand what

a current and future consumer group considered value and as a great
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example of the power of social change driven through market forces

(student consumers). 

The example Rice gave was TransFair’s initiative to encourage col-

lege students to call upon campus food-service departments to use

Fair Trade Certified coffee. The food-service department of one large

university declined to do so until students protested, then the de-

partment relented and contacted Starbucks, its provider. The de-

partment discovered that Starbucks didn’t yet offer fair trade coffee

through college campus food-service departments. As a result, the

university canceled the contract with Starbucks and gave it to an-

other company that immediately converted the account to fair trade. 

Starbucks got the message—and shortly thereafter decided to

make fair trade coffee available to all its college campus food-ser-

vice customers nationwide. Currently, TransFair works with leading

brands such as Starbucks, Sara Lee, Green Mountain, and Dunkin’

Donuts. Major retailers, such as Whole Foods Market, Wal-Mart,

Target, and Costco, are partners as well.

What have been TransFair USA’s results, the fourth in Drucker’s

five questions? 

In the past ten years, TransFair has leveraged limited resources to certify

over 334 million pounds of coffee for the U. S. market. This translates to

an additional $140 million flowing back to rural farming communities,

over and above what they would have earned by selling their harvests to

local middlemen. This extra income enabled farming families to achieve

a better standard of living, as well as invest in community development

projects such as schools, healthcare clinics and potable water projects.22

In addition, TransFair is no longer just about coffee. There are

other Fair Trade Certified products: tea, cocoa, fresh fruit, rice, sugar,

wine, spices (vanilla), and flowers. Retail sales of Fair Trade Certi-

fied products in the United States exceeded $1.2 billion in 2008,

while global sales of these products were almost $4 billion. Fair trade
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premium payments helped communities build infrastructure, support

education, deliver affordable health care, protect the environment,

and meet other community needs. 

As a response to Drucker’s fifth question, “What’s our plan?” Rice

sees fair trade as a global mainstream market and movement, one of

the most important and vital sustainability trends in the world today.

Eventually, TransFair USA seeks to extend the fair trade model to

industrial as well as agricultural products, and to goods produced in

the United States as well. In the end, its aim is to channel more of the

opportunities and benefits of globalization to all the underprivileged

farming and working families who today are being left behind.23

YWCA of Greater Los Angeles
The YWCA of Greater Los Angeles (YWCA/GLA) was established in

the late 1880s as an organization for women who needed a safe-

haven residence in an urban setting as they launched their careers. Its

mission today is built upon these early roots—the empowerment of

women and the elimination of racism. Yes, it has its community cen-

ters, swimming pools, exercise programs, and residences, but the dif-

ference now is in the YWCA/GLA’s vision for what it must become

to serve the needs of the community—a highly focused, results-ori-

ented, mission-driven organization. 

Faye Washington, CEO and chief social entrepreneur, described

her journey of transforming the YWCA of Greater Los Angeles at a

February 2009 conference. She defined the YWCA/GLA as an or-

ganization with a rich history, but with built-in obstacles that pre-

vented it from thinking outside the box.24 Washington asserted that

it was a matter of survival that drove the transformation of the

YWCA/GLA.25 As she took the helm as CEO, she found that safe

housing for a key segment of the population that the organization

served—at-risk 16- to 22-year-olds who participate in the YWCA’s

federally funded job corps program—was lacking. Having recently
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retired from a long and successful career in the public sector, Wash-

ington had knowledge of the federal grant process, so she went to the

federal government for assistance in creating a safe housing program.

While there was interest, no timeline was provided for that assis-

tance, so she countered with a different proposal: “Why doesn’t the

YWCA/GLA build a new facility, and you, the federal government,

lease it back?” She knew that if the YWCA/GLA built the building,

it could ensure safe housing arrangements for at-risk youth, but,

equally important, it could create a sustainable funding stream flow-

ing to the organization that could help underwrite other important

programs. After government leaders accepted the proposal, the old

building housing the program was sold and the YWCA purchased a

parcel of land, over an acre in size, in downtown Los Angeles. 

By early 2009 the building project had a cost of $60 million, an

amount that was fully funded. How was that accomplished? The re-

source model that Faye Washington and her board partners designed

involved funds from traditional private donations, foundations, and

negotiated “deals” with other developers in the area: buying and sell-

ing affordable housing credits, selling air space, and the acquisition

of a new-market tax credit. As Washington describes the organiza-

tion’s work, “Every financial instrument was brought to bear on the

project.” With a fully funded project, Faye Washington was able to

negotiate a $4 million per year lease for the building with the federal

government—funds that are now used as resources for the develop-

ment of other programs. 

The success of this project unleashed the YWCA/GLA’s ability to

think differently about what it can do as a nonprofit/social-sector

organization. Through its planning process, there was a decision to

position the YWCA/GLA in certain communities, establishing “em-

powerment centers.” Through a partnership established with Super-

visor Gloria Molina and the Los Angeles Board of Supervisors, the

YWCA/GLA purchased a city block in East Los Angeles for $1,
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where a new $9 million facility is now under construction. The cen-

ter concept includes an “Empowerment Council” composed of grass-

roots community members. The East Los Angeles community fully

embraced the concept, took over the responsibility for raising funds,

and assumed full ownership of the results. Through its partnership

with the YWCA/GLA, the community will have a community center,

a day-care center, online college classes, and workforce development

programs—all free to the public. Washington sees this model as

highly effective and one that will be used for the empowerment of

other communities within the greater Los Angeles area—and one

that exemplifies Drucker’s vision for the social sector, “forging new

bonds of community, a new commitment to active citizenship.”26

Like Paul Rice of TransFair USA, Faye Washington is passionate

about the mission of her organization and has tenaciously held onto

the mission throughout organizational planning and negotiations

with various business partners. By returning to the founding roots of

the YWCA movement, she helped her board of directors stay true to

this mission while engaging in new models of leadership, collabora-

tion, resource development, community building, and program im-

plementation. The leadership of the YWCA/GLA understands its

customers and what they value; it has developed the ability to seek

and secure a wide variety of resources, to know who fits with what,

to engage and leverage various constituent groups, and just as im-

portant, to identify the programs that customers consider to have

value and abandon those that are no longer relevant. According to

Washington, “It’s all a balancing act; you have to have determination

and a commitment to your mission.”27

Creating the Tomorrow of the Social Sector
In the April 1996 issue of Drucker Foundation News, Drucker wrote,

“Innovation is risky, it’s difficult, it’s hard work.” He continued with
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an admonition that to survive in a rapidly changing society, a social-

sector organization will have to innovate, especially in raising rev-

enues. Further, he stated his dislike for the word problem, preferring

instead to talk of opportunities, “for every problem is an opportunity

for us.”28 He affirmed his view that the old ways of doing business in

the sector no longer suffice. “We are moving from charity to the social

sector . . . an enormous opportunity and an enormous challenge.”29

Drucker considered social entrepreneurship to be as important as

economic entrepreneurship: “more important, perhaps. . . . [T]he so-

cial entrepreneur changes the performance capacity of society.”30 His

view was that as a country, we were on the verge of enormous inno-

vation through the social sector.

Nearly a decade and a half later, we have experienced what

Drucker foresaw: enormous opportunity, enormous challenge, and

the changed performance capacity of society through the work of so-

cial entrepreneurs, as the previous two examples illustrate. We are

seeing new and complex economic structures and funding opportu-

nities emerge in the social sector.  

The Edward M. Kennedy Serve America Act was approved by

both houses of Congress and signed into law by President Obama in

April 2009. This landmark bill will greatly enlarge national- and

community-service programs, including the expansion of Ameri-

Corps; the promotion of community- and public-service activities;

and direct aid to nonprofit groups. Included in the aid to nonprofit

groups is the creation of a “Social Innovation Funds” pilot program

to provide money for social entrepreneurs and nonprofit groups that

are developing innovative and effective solutions to national and

local challenges.31 Government, as Drucker often professed, is not

the answer, but it can be a viable partner; he felt that it could be an

important area of entrepreneurship and innovation.32

The whole notion of using market approaches—hybrid ap-

proaches that combine nonprofit with for-profit approaches from
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both the traditional nonprofit model and a corporate social respon-

sibility model, cross-sector partnerships and allies, new legal struc-

tures such as the L3C legal structure,33 and nontraditional

approaches alongside of traditional approaches for generating capi-

tal—is now seen as an acceptable way to respond to social needs. 

Drucker’s championing of the social sector has brought new

thought leaders to the sector. Jim Collins (Good to Great and the

Social Sectors: A Monograph to Accompany Good to Great, 2005)

became a self-described “passionate student” of the social sector.

Collins made this statement as he concluded his author’s note:

I’ve come to see that it is simply not good enough to focus solely on

having a great business sector. If we only have great companies, we

will merely have a prosperous society, not a great one.34

Collins gained a new understanding of the complexities of the so-

cial-sector organization as he explored the application of the Good

to Great principles to social-sector organizations. He found, for ex-

ample, that there are wide variations in the social-sector economic

structures (funding sources), an area identified by Drucker as a pri-

mary focus of innovation for social-sector organizations if they are

to thrive in the twenty-first century. Collins’s study and his height-

ened appreciation of the social-sector organization are best framed in

the following statement: 

The inherent complexity requires deeper, more penetrating insight and

rigorous clarity than in your average business entity. You begin with

passion, then you refine passion with a rigorous assessment of what

you can best contribute to the communities you touch.35

Rice and Washington, the social entrepreneurs featured in this

chapter, demonstrated penetrating insight and rigorous clarity com-

bined with passion, and also demonstrated how they employed vari-

ations in economic structure and diverse social structures to achieve
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greater social impact. Innovative and entrepreneurial efforts such as

theirs will provide the means for us, as a society, to address our most

challenging social and environmental problems by reformulating

them as opportunities. The evolution of social entrepreneurship is a

phenomenon that has a context and is a source of credibility. It is

creating a plethora of options for addressing great societal opportu-

nities (problems) through sustainable social change. Leaders who

may or may not define themselves as social entrepreneurs, who em-

body and act with passionate determination, who have the ability to

build networks of resources, and who employ innovation with the

skillfulness of an entrepreneur will indeed make the twenty-first cen-

tury the century of the social sector that Drucker foresaw.
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9

Economic Environment, Innovation, 
and Industry Dynamics

Hideki Yamawaki

The problem that is usually . . . visualized is how capitalism adminis-

ters existing structures, whereas the relevant problem is how it creates

and destroys them.

—Joseph A. Schumpeter

Capitalism, Socialism, and Democracy

The most important work of the executives is to identify the changes

that have already happened. The important challenge in society, eco-

nomics, politics, is to exploit the changes that have already occurred

and to use them as opportunities.

—Peter F. Drucker, The Age of Discontinuity

In ancient civilizations, whether Egypt, Greece, Rome, or China,

any ruler’s wish list would probably include the supernatural

power to predict the future. In modern corporations, managers also

wish for the ability to see into the future. I can almost hear what they

are wishing: “I wish I could predict the future. Then I could see fu-

ture market and societal needs, start investing now in future tech-
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nology, and leave the competition in the dust when the future ar-

rives.” Unfortunately, most of us are not equipped with such a su-

pernatural ability to predict the future. In Managing for Results,

Peter Drucker even warned us that we will get into trouble if we try

to predict the future. Instead, he suggested the more modest goal of

trying to identify the future that has already happened. Leaving aside

predicting the future, we still face the challenge of identifying the fu-

ture that has already happened. We may then ask, how can we go

about trying to find the changes that have already happened? Is there

any framework available to guide us in our efforts to find the future? 

One way to address this question is to look at the environment

surrounding us. Although we understand the importance of the busi-

ness environment in which a firm operates, we often refer to macro-

economic indicators as the key source of information for assessing

the state of the environment facing a firm. This approach is quite ad-

equate if the question is how current fluctuations in the economy af-

fect the business in the short run. On the other hand, if we want to

ask about the changes that have occurred in the industry, the eco-

nomic structure, and the society, we may want to resort to an alter-

native, more structural approach. 

This chapter proposes three aspects of an organization’s environ-

ment that must be analyzed to help us answer these questions. 

Industrial Environment
No matter what industry you are in, the environment that affects

your managerial decisions most directly is the specific industrial en-

vironment. There are two broadly defined sets of elements that make

up the industrial environment: basic conditions and market struc-

ture. An industry’s basic conditions are those that define the basic

demand and supply conditions. The list of basic conditions on the de-

mand side includes consumer preferences, purchasing patterns and
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methods, the existence of substitutes, the cyclical character of de-

mand, and the marketing attributes of the product being sold. The

list of significant basic conditions on the supply (or production) side

includes the nature of the technology that underlies the production

process; technological characteristics of the product sold; the scope

for customization and standardization; the extent to which various

activities such as product development, procurement, and produc-

tion are coordinated; and the conditions associated with sourcing

raw materials and intermediate inputs. 

Identifying the economically significant basic conditions that are

prevalent in an industry at a particular point in time is essential for

a manager. These basic conditions fundamentally determine the eco-

nomic features of a market (Figure 9-1). For example, consumer pref-

erences, purchasing patterns and methods, and the scope of

marketing attributes of the product being sold determine the price

elasticity of demand, the extent to which product differentiation is an

important element in the industry, and the scope of advertising and

marketing that are present in competition. The characteristics of the

relevant technology determine cost conditions, such as the impor-

tance of economies of scale.

The scope for product differentiation and the presence of

economies of scale are also important sources for creating barriers to

entry and determining the potential number of competitors in the in-

dustry. A variety of conditions associated with the location and own-

ership of raw materials and intermediate inputs and the characteristics

of suppliers certainly determine cost conditions within the industry,

the height of the barriers to entry for new firms, and the concentra-

tion of suppliers. The extent to which product design, procurement,

and production are structured should determine opportunities for ver-

tical integration and sources of operating efficiency and flexibility. 

To summarize, important features of market structure, including

the number of buyers and sellers, the height of the barriers to entry
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for new firms, the extent of product differentiation, cost structures

and the importance of sunk costs, and barriers to exit, are thus most

likely to be dependent on basic conditions.

The notion that the industrial environment or the structure of the

industry influences the conduct of sellers and buyers in the industry,

which, in turn, determines the performance of the industry, was de-

veloped by Edward S. Mason at Harvard in the late 1930s and has

been elaborated by many others, such as Joe S. Bain, Richard E.

Caves, and F. M. Scherer. A firm’s decisions on changing prices and

outputs, product design and quality, R&D expenditures, marketing
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and sales-related expenditures, and investments in physical capacity

are all influenced by the structure of the market. 

This approach is a very general way to organize the key economic

factors that affect your business and industry. In Competitive Strat-

egy, Michael E. Porter reinterpreted and redesigned this approach

for business executives. This approach, captured in his five-force in-

dustry analysis framework, has proved to be very useful.

But how does this approach to organizing the key environmental

factors help us to find the future that has already happened? The tra-

ditional industry analysis conducted for a particular point in time is

static in its nature and may not necessarily give us any clue to what is

happening in the industry. On the other hand, if we take a series of

snapshots of the industry environment over a certain period of time, we

are able to recognize a pattern that suggests that some changes have

occurred in the industry. Think of the PC industry in the United States

in the early 2000s and compare it with the same industry in the late

1980s. As is well known, the difference in basic conditions and market

structure between the two periods was dramatic. The change in mar-

ket structure was induced because the key elements of basic conditions,

such as consumer preferences and knowledge of personal computers,

changed significantly, and all the key elements of basic conditions on

the supply side—technological conditions in particular—also changed

during this period. If we examine the basic conditions of the industry

in the late 1990s through the early 2000s, we can easily observe the

larger role played by the industries using the products and services of

the computer industry in driving demand for the computer industry.

Complementary products such as digital imaging and printing, music,

multimedia, the Internet, e-mail, and smart phones all contributed to

expanding the scope of the computer industry. The emerging new tech-

nologies in the related industries altered the basic conditions of the com-

puter industry, while the emerging new generations of consumers who

appreciated such new innovations and devices also changed the basic
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premise upon which the computer industry had operated for many

years. Identifying the economically significant elements of basic condi-

tions and market structure and recognizing the emerging pattern of

changes in those elements and their trends are the starting points for the

quest to determine the future that has already occurred.

The idea that we must recognize the changes that have taken place

in the industry’s basic conditions and market structure, however, runs

counter to one’s economic intuition. Business managers in an industry

are used to considering market structures as being determined by some

kind of natural force and believe them to last forever. No wonder the

original premise of the structure-conduct-performance model was that

market structure is to a large extent exogenous and solid. However, as

more and more industries are exposed to fast-paced rivalry in techno-

logical innovations, this old premise of market structure being exoge-

nous no longer holds. On the contrary, strategic decisions on R&D

and innovation, and investments in tangible and intangible assets, are

shaping industrial and market structures. In this classical Schum-

peterian world, the firm’s market conduct and interfirm rivalry are the

major forces for changing the industry’s basic conditions and market

structure over time. As Schumpeter mentions in Capitalism, Socialism,

and Democracy, the two prime movers are the inventor, who pioneers

the change, and the entrepreneur, who develops it. In Figure 9-1, the

arrows running from market conduct to basic conditions and market

structure indicate the market forces that alter basic conditions and

market structures. What this indicates to managers is that they need to

recognize not only the discontinuous changes that have occurred in

consumer preferences and behavior and the nature of technology, but

also what forces are driving these changes.

A significant force for change is innovation, which occurs in mul-

tiple areas: design, product, process, or business model. Innovation,

in turn, is induced by three broadly defined drivers: demand condi-

tions, input (factor) conditions, and competition (Figure 9-2). Thus,
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FIGURE 9-2 National Environment, Global Environment, and Innovation Drivers
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the industry’s basic conditions and market structure are altered by in-

novation, which, in turn, is driven by the elements of basic condi-

tions and market structure. It is therefore important to identify those

drivers of innovation and the factors that affect them.

National Environment
Peter Drucker first visited Japan in 1959 to give a seminar for Japanese

managers at Hakone, a mountain resort. He later wrote that the main

reason he accepted this invitation was that it would be a great oppor-

tunity to see Japanese paintings, not that he was interested in meeting

Japanese managers.1 Whatever the reason for his initial visit, he became

a keen observer of Japanese management, the economy, the socioeco-

nomic aspects of Japan, Japanese arts, and the country in general. Japan-

ese managers, in turn, loved his books and writings and read more of his

books on a per capita basis than managers in any other country in the

world. Why did the Japanese read Peter Drucker so much? I guess an an-

swer to this question lies in the way in which Drucker drew the mana-

gerial implications of the changing business environment. His deep

understanding of Japanese history, economy, social aspects, and politi-

cal system, and of course Japanese arts, was the framework that he re-

ferred to when he drew managerial lessons for changing environment

(see Chapter 1 for a detailed discussion of management as a liberal art). 

Given the existing institutions and environment, what would hap-

pen if a societal, political, or economic factor changed? What would

you do if that were to happen? Drucker drew many of his lessons in

terms of the country’s context and its national environment. Many

management consultants went to Japan, but none of them were more

successful than Drucker—the notable exception being W. Edwards

Deming. This presumably is because the consultants offered recom-

mendations without taking the context into account, and their sug-

gestions were often irrelevant in the Japanese setting.
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What does this tell us? First, we must recognize the difference in

the national environment that exists within a country and among

countries. This is important because the national environment af-

fects basic conditions and industrial and market structures, and is an

important element in shaping corporate organization and business

practices for the firms that located in the country (see Figure 9-1). To

make this point, it is sufficient to point out that the representative

models of Japanese, German, and U.S. corporations are distinctive

when they are compared with one another. These corporate models

are different because the underlying economic, social, cultural, insti-

tutional, and historical elements of the national environment differ

among these countries. Second, and more relevant to the topic of this

chapter, the key elements of a national environment—demography,

society, culture, and values—also change and create discontinuities in

the economy and in society. We must recognize these changes in na-

tional environments as well. Third, the elements of the national en-

vironment will affect both the demand and input conditions as they

become drivers of innovation (see Figure 9-2). Market and societal

needs for innovation are determined by the stage of economic devel-

opment, the degree of consumer sophistication, demography, and the

goals of government and its institutions, among other factors. The

availability of creative, innovative, and entrepreneurial talent; the

existence of a well-educated workforce; the existence of scientific

and technological infrastructure; and access to capital to finance

R&D projects and promising new business ventures are all depend-

ent to a certain degree on national environment.

Think about Japan in the late 1950s and early 1960s. If you

worked for one of the Japanese automobile companies, what options

did you have in order to compete with the U.S. and European au-

tomakers? The first thing that managers had to recognize was that

Japan in those days faced a multitude of constraints, both domestic

and international. Given the limited geographic space and the limited

Economic Environment, Innovation, and Industry Dynamics 143



supply of skilled workers after World War II, managers had to ad-

dress the question of how to increase productivity, lower production

cost, and improve quality without damaging labor relations. There

was a growing, potentially huge demand for a wide range of vehicles

in both domestic and international markets. (West) German au-

tomakers had to address the same question during this period. How-

ever, they lived and worked in a context and national environment

different from those in Japan. For Japanese firms, thinking about

using low-wage immigrant workers was a nonstarter, given Japan’s

traditional public sentiment and policy toward immigrant workers.

And, indeed, Japanese firms, particularly Toyota, came up with the

concept of lean production. 

German firms, on the other hand, leaned toward relying on im-

migrant workers from the neighboring lower-wage countries.2 If we

use the terminology of Figure 9-2, the Japanese and German au-

tomakers faced similar situations in terms of demand conditions. In

this competitive situation, Japanese firms felt that it was more ur-

gent to catch up with the U.S. and European automakers. The input

conditions faced by Japanese and German automakers differed

markedly. As Drucker noted in Innovation and Entrepreneurship,

for Japanese firms, the constraints they faced in their national envi-

ronment drove their processes of innovation. Here need was the

source of innovation.

One can then speculate that the type of innovation that one coun-

try tends to pursue is different from another country’s path of inno-

vation because their national environments, basic conditions, and

market structures are different. A casual comparison between the na-

tional and economic constraints faced by the corporations in China

and Japan leads us to conclude, without much doubt, that their cor-

porate models and business practices have developed and are evolv-

ing differently, and that incentives for innovation and innovative

solutions will not be the same. Again, what is important for us is to
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recognize that one country’s national environment differs from an-

other country’s national environment and that their evolutionary and

change patterns are quite distinctive. Accordingly, the differences in

the types of innovation, their patterns, and the speed of innovation

and diffusion that emerge among different countries reflect these un-

derlying national factors. 

As I suggested earlier, it is important to determine the changes that

have occurred in basic conditions and market structure, and also to

recognize the changes that have occurred in the key elements of the

national environment. The changes in the economy and society will

shape a country’s industry structure and corporate organization in

the future. These changes will create opportunities and incentives for

innovation. 

Global Environment
It is not an exaggeration to say that the global environment is cur-

rently the most often discussed of the three environments introduced

in this chapter. It is widely recognized that the following four trends

in the global environment should be integrated into a company’s

product offerings, value system, and strategy in general: 

• Intensifying global competition

• Increasing importance of environmental constraints

• Increasing importance of social value propositions

• Demographic changes

Instead of describing each of these new trends, I would like to use

the remainder of this chapter to illustrate how these trends affect the

other two environments. Figure 9-2 presents three conditions as driv-

ers of innovation: demand conditions, input (factor) conditions, and

competition. These drivers are composed of a number of factors,
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which are, in turn, determined by the elements of market structure

and national environment described in the previous section. For ex-

ample, the availability of innovative and entrepreneurial talent,

which Schumpeter considers to be the prime mover of the economic

frontier, is the key element of the input conditions, and this, in turn,

is determined by a number of nation-specific socioeconomic factors.

The needs of market and society are important elements in the de-

mand conditions. It is increasingly important to recognize the needs

of society, as they are often not adequately served by the market be-

cause they are often caused by market failures. Finally, competition

among corporate innovators and among individual innovators pro-

motes innovation. 

How are these classic national environments influenced by the

newly emerging trends in the global environment? Figure 9-2 super-

imposes the new trends listed previously on the national environ-

ment. The increasing need to conserve energy and recycle resources

and the increasing need to prevent and reduce pollution have become

significant constraints and are beginning to affect the input condi-

tions. They will increase the need for more “green” innovations and

thus change the demand conditions. Intensifying competition in

global markets is raising the level of rivalry in terms of scope and in-

tensity for local as well as international competitors. Demographic

changes in the next decades, particularly the aging and shrinking of

populations in a number of industrialized countries, including Ger-

many, Italy, Spain, Japan, South Korea, and China, will have a sig-

nificant impact on demand and input conditions. They will change

the needs of consumers, both individually and collectively. Aging and

shrinking populations will influence corporate policies on human re-

sources and significantly change the labor-market conditions. These

are indeed the changes that have already happened. 

In the previous section, I referred to the development of lean pro-

duction by the Japanese automakers as an example of the effect of
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national environment on innovation. The recent experience of Japan-

ese corporations is a useful example of the effect of the changing

global environment on innovation because it is in sharp contrast to

the previous example. Many changes have occurred in the national

and global environments that have surrounded Japanese corpora-

tions since the mid-1990s. Among them are the emergence of strong

global competition, particularly from China, and the increasing im-

portance of an aging and shrinking population. Japanese corpora-

tions are faced with the challenge of addressing the issues associated

with their once-successful business model and the relative paucity of

entrepreneurs (corporate and individual) and innovators in the coun-

try. Many of Japan’s manufacturing companies, which were started

by remarkable entrepreneurs and emerged strongly after World War

II, are now reaching the stage of slow growth as they age and as their

primary industries mature. Where is the new generation of innova-

tors and entrepreneurs in Japan? The notion of Schumpeterian com-

petition is now more relevant. The importance of innovation and

entrepreneurs is higher than ever, given the need to address these

challenges. The business model under which many Japanese firms

operated successfully in the past now needs to be revitalized and re-

vamped. The question for managers in Japan and elsewhere now be-

comes: as the national and global environments have changed, what

should you do? Here, the need for managerial ability to understand

and recognize the changing environments and address the relevant

questions on how to manage the future that has happened is much

stronger than ever.

Conclusions
In this chapter, I have introduced three layers of environment—in-

dustrial, national, and global—that a manager needs to recognize

and understand. Industrial environments are not created by natural
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forces, but are endogenous in the sense that they are transformed by

innovative forces and by the entry of new firms. Innovations in prod-

uct, process, or business model are essentially created by the inven-

tor and designed by the entrepreneur, who is nurtured by a variety of

nation-specific socioeconomic conditions. These entrepreneurs take

advantage of technological opportunities and respond to the emerg-

ing new trends in the global environment. Again, it is important to

recognize these national and global conditions and their new trends

as they present to us the future that has happened.

Predicting the future can only get you in trouble. The task is to manage

what is there and to work to create what could and should be.

—Peter F. Drucker, Managing for Results
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A Pox on Charisma: Why Connective
Leadership and Character Count 

Jean Lipman-Blumen

Indeed, charisma becomes the undoing of leaders. It makes them in-

flexible, convinced of their own infallibility, unable to change.

—Peter F. Drucker, The Essential Drucker

Max Weber undoubtedly never envisioned the explosion that his

definition of charisma—a “gift of grace”—would ignite.1 From

academia to the media, Weber’s description of charisma kindled a

firestorm of fascination with the 

quality of an individual personality by virtue of which he is set apart

from ordinary men and treated as endowed with supernatural, super-

human, or at least specifically exceptional powers or qualities.2

According to Weber, observers were “compelled” to regard with

“awe” leaders who emanated this innate “mana.” But not Peter

Drucker. 

A quick Google search for “charisma” produces 11,100,000 hits,

while “charismatic” yields 7,850,000 more citations. Amazon.com

reports that there are 7,956 books on “charismatic leadership” and

another 58,698 with “charisma” in the title. More than a few “how
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to” books blatantly claim to teach the “desperately seeking” reader

the secrets of developing charisma (despite Weber’s insistence on its

rare, inborn character). The number of times the media have used

the term charismatic (mostly loosely and incorrectly) in reference to

leaders, celebrities, and heroes is beyond enumeration. 

Peter Drucker, a contrarian to his marrow, would have considered

most, if not all, of these charisma junkies “dead wrong” (to use one

of his favorite phrases). The media and wooly-headed academics may

have been enthralled by charisma. But not Peter Drucker.

Drucker’s discomfort with charisma stemmed largely from his ob-

servations of European Fascist leaders in the early twentieth century.

Eventually, Drucker tempered his rejection somewhat, allowing that

“good charisma” had its place, particularly as he saw it used in

megachurches.3 Nonetheless, Drucker remained acutely aware of the

rampant misuse of charisma. He worried about how detrimental it

could be to charismatic leaders themselves, as well as to their or-

ganizations and constituents. This apprehension prompted Drucker

to suggest serious controls to protect those very leaders and the or-

ganizations they led from charismatic “fallout.”

Not only was Peter Drucker skeptical about charisma, but for

years he denied the very concept of leadership. In fact, for most of the

several decades that my colleagues at the Drucker/Ito Graduate

School of Management and I knew him, Peter repeatedly insisted

that he “didn’t believe in leadership.” Many of us interpreted that

claim, however, as a Druckeresque indulgence in hyperbole. After

all, we understood that Peter’s lifelong passion was to free the field

of “management” from the long shadow of “leadership” and endow

it with what he considered its rightful seriousness and respect. And

he did just that with immense insight and eloquence. 

Nonetheless, in the last decade of his life, Peter Drucker began—

perhaps somewhat ruefully—to acknowledge books on leadership.

Even then, however, he remained lukewarm to charisma and focused,
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instead, on the foundational issues of character, performance, results,

and responsibility.

When Drucker did write about leadership, he was succinct. He fo-

cused on several related themes. First, he conceptualized leadership

as work, responsibility, and trust earned through the demonstration

of integrity. Second, in a relatively short list, he outlined a set of be-

haviors that he felt encapsulated the sine qua non of leadership. He

emphasized a leader’s

• Performance, that is, achieving the goals or mission of the group

• Exemplary behavior that followers could emulate 

• Selection, support, and pride in qualified people 

• Capacity to make a difference and to do so partly by trans-

forming the personalities of followers 

• Tolerance of diversity 

Then, coming full circle, Drucker demanded

• Performance, standards, and values from followers

Nowhere in this list do we see Drucker bowing at the altar of

charisma. Yet, within this catalog of leadership essentials, I detect

some important characteristic ingredients of what I describe as “con-

nective leadership.”

Charisma versus Character and Performance
As the epigraph at the outset of this chapter suggests, Drucker viewed

charisma quite skeptically. In my mind’s eye, I can almost imagine

Peter muttering, “A pox on charisma!” although I never actually wit-

nessed him doing so. Nonetheless, Drucker regarded charisma as a

force that was quite likely to undermine leaders who were endowed
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with this awesome gift. Charisma, he believed, could bloat leaders

with such inflated self-regard that they would lose their footing and

stumble over their own rigidity and hyperconfidence.

Character, Drucker wrote, requires strength, integrity, and au-

thenticity. For Drucker, character, the bedrock of management, was

perfused with decency, morality, ethics, and a respect for the law.4 In

fact, he often decried the lack of ethics in business.5

Drucker measured a leader’s performance by results. Yet results

do not grow in a vacuum. They are constrained by circumstances.

Performance depends upon the unique demands created by the his-

torical moment. 

And this is where “connective leadership,” an emerging form 

of leadership, imbued with ethics, integrity, authenticity, and 

accountability (all components of character), enters the scene.6

Before we turn to a more detailed discussion of connective lead-

ership and its special characteristics, however, let me first sketch

the background of the Connective Era, which has only recently

come into view.

The End of the Geopolitical Era; 
the Emergence of the Connective Era
Over long periods of time, certain modes of leadership develop in re-

sponse to existing historical circumstances. Currently, we are wit-

ness to the ebbing of one historical era as another comes into full

flow. We are, in fact, poised on the cusp of a new historical era, the

Connective Era, in which everyone and everything are connected. In

the Connective Era, “six degrees of separation” now seriously un-

derstates the tightness of our worldwide interdependence. One thing

is clear: if leaders continue to use outmoded leadership strategies,

they are destined to fail. Only a new leadership paradigm, one that

addresses the challenges of the new historical moment, will promise
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leaders the success they desperately need in these new and perilous

times that I call the “Connective Era.”

The Connective Era began to emerge toward the end of the twen-

tieth century as the Geopolitical Era, defined largely by geographic

boundaries and political ideologies, gradually waned. In the Geopo-

litical Era, authoritarian leaders created and commandeered long-

standing alliances, like the New Deal, the Warsaw Pact, and the

original North Atlantic Treaty Organization (NATO), designed to

act in unison to implement mutually beneficial policies. [In practice,

of course, these policies usually favored the strongest member(s).] By

the end of the cold war, the obsolete “command-and-control” lead-

ership paradigm, as well as the institutions of the Geopolitical Era,

had essentially lost both their vigor and their relevance. 

Simultaneously, a hazy awareness of our complex global inter-

connectedness began to emerge. As the Connective Era gradually

took hold, authoritarianism lost ground to more collaborative, con-

sultative, and connective modes of leadership. Thus, by 2008, the

U.S. presidential candidates who called for change were tapping into

an important burgeoning reality. That historic transformation of the

political landscape brought a fresh political sensibility, not only to the

United States, but to countries around the world. The new-style

American president immediately demonstrated his determination to

reconnect the United States to its global neighbors. Moreover, Pres-

ident Obama’s election symbolized the country’s growing awareness

of the significance of diversity and interdependence (two key aspects

of the Connective Era, as we shall see). In fact, Barack Obama, the

United States’ first African-American president, represented these

forces in his very persona and history. 

Forging new leadership styles and institutions, the Connective Era

gradually swept away all but the empty husks of the rigid, long-term

geopolitical coalitions. In their place, the Connective Era began to

shape short-term, shifting coalitions, focused on narrower, more spe-
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cific topics in limited, periodic meetings, such as economic and en-

vironmental “summits.” These short-term coalitions, with expand-

able membership, zeroed in on clearly defined issues within the

United States and abroad. Other expandable international policy

groups have also appeared. For example, the G-6, a group of finance

ministers from industrialized nations, easily morphed into the G-7

when Canada joined the coalition. The G-8 brought together repre-

sentatives from eight industrialized nations. 

A curious coincidence of timing in the first week of April 2009

underscored the shift from the Geopolitical Era to the Connective

Era: the G-20, representing the “foremost economic countries in the

world,” met in London, while simultaneously a NATO summit, held

in Strasbourg-Kehl, celebrated that organization’s sixtieth anniver-

sary. Pundits nostalgically toasted NATO, with its new, former-So-

viet-bloc members, as an anachronistic forum bereft of power and

purpose. Simultaneously, they hailed the G-20 as the “most impor-

tant global financial meeting in more than 60 years.”7 How much

more clearly could the change be underscored?

Challenges of the Connective Era: 
Diversity and Interdependence 
As the economist John Kenneth Galbraith once suggested, in every

era, effective leaders must confront the major tensions of their

times. That is no less true today. In the Connective Era, however,

leaders face a special, more difficult challenge—the need to con-

nect and integrate two equally important, but intrinsically con-

tradictory, tensions: diversity and interdependence. Those societal

tensions are fundamental to the human condition; they echo the

enduring tensions between self and other. For leaders, they repre-

sent the immense challenge of two major forces pulling in oppo-

site directions.
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Diversity reflects the uniqueness of each group—gender, ethnic, re-

ligious, racial, social, occupational, organizational, and national—and

its claim to independence. It requires us to acknowledge our singular

identities with a sophisticated understanding of and respect for our dis-

similarities to others. Beginning with male/female differences, we wit-

ness diversity and distinctions wherever we look. At the global level, we

observe an ongoing fragmentation and proliferation of distinct nations

seeking independence. Ethnic, cultural, religious, and demographic di-

versity continues to abound. At the organizational level, too, we see in-

creasing diversity, from large, multinational corporations to more

limited joint ventures, partnerships, networks, and temporary alliances,

as well as nonprofit groups and governmental bureaucracies. 

Diversity also characterizes the workforce, both at home and

abroad, with more females and other previously underrepresented

groups increasingly joining the fray. And, of course, every human

being (with the arguable exception of identical twins) represents the

ultimate unit of diversity, with unique and special gifts, as well as di-

verse needs and aspirations. Within each of these groups, myriad dis-

tinctive subgroups call for independence, divergent agendas, and the

right to live according to their own (not others’) lights. 

Faced with growing diversity, some leaders (particularly those who

are still mired in the Geopolitical Era) continue to engage in a Poli-

tics of Differences.8 Leaders who are locked into a Politics of Differ-

ences exploit the disparities among various groups, recruiting their

own supporters as stalwarts in the seemingly “inevitable” conflicts

with “outsiders,” in the ongoing tension between self and other. 

Interdependence, on the other hand, demands recognition of the

complex and multiple interconnections that bind together all the di-

verse individuals, groups, organizations, and nations, willy-nilly, in

this globalized political/economic/environmental world. We need

only log on to the far-flung Internet to see firsthand how it serves as

an appropriate metaphor for the Connective Era. NetCraft reported
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in November 2008 that there were upwards of 182 million known

Web sites and still counting.9 More stunning, perhaps, is the number

of worldwide Internet users: as of March 31, 2009, 1,596,270,108

of the world’s 6,710,029,070 total inhabitants use the Internet.10

That’s some set of connections!

In this globalized milieu, if we are to achieve any modicum of

peace, prosperity, and success, we have no recourse but to respect

those connections, work together, and share and renew the limited re-

sources of the planet. Thus, interdependence calls for collaboration,

mutual respect, at least partially overlapping agendas, and empathy

for people who are quite different from ourselves. In a context

framed by interdependence, leaders need to engage in a Politics of

Commonalities,11 seeking out mutualities and governing from what-

ever common ground they can detect and gradually increase. 

Integrating Diversity and Interdependence
Clearly, diversity and interdependence are centrifugal forces, spiraling in

opposite directions. That is the indisputable character of the Connective

Era, and no amount of ostrichlike denial will diminish it. Thus, we need

leaders who can cope with, and perchance tame, these complex, con-

flicting forces. The Connective Era calls for leaders who can integrate di-

versity and interdependence. It requires leaders who can balance the

needs of self and other to achieve constructive and productive outcomes

for all the diverse groups that must inevitably coexist on a limited planet.

Within these overarching tensions of the Connective Era, leaders

face many challenging questions. Two examples will suffice: 

• How can leaders remain true to their own constituents while

connecting their vision to the visions of seemingly contradic-

tory, competitive groups with which they and their supporters

must necessarily live and work cheek by jowl? 
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• How can leaders effectively address complex issues—from in-

ternational economic meltdowns, to free trade, to pandemics, to

global warming, to nuclear proliferation—without compro-

mising their most fundamental values if those values conflict

with those of other groups?

To maintain their commitment to their followers, their mission,

and their values, leaders who are faced with the clamor of diverse

groups promoting opposing agendas may be tempted to rely solely

on “tried-and-true” charisma. Peter Drucker knew better than that!

A more reliable strategy, however, might be to draw from the well-

springs of connective leadership. This model of leadership acknowl-

edges the occasional, strategic usefulness of principled, nonnarcissistic

charisma. Connective leadership, however, reaches far beyond that

limited traditional leadership strategy to a much broader repertoire of

leadership behaviors that we shall describe later as “achieving styles.”

Connective leadership is deeply rooted in character—that is, integrity,

strength, trust, authenticity, and accountability: all the fundamentals

about which Peter Drucker cared so passionately.

Authenticity and Accountability: 
Hallmarks of Connective Leadership 
Authenticity and accountability are two major imperatives of con-

nective leadership. Without them, the connective leader’s complex

behavior—and we shall soon see just how complex that behavior can

be—can easily arouse suspicion and confusion.

Authenticity carries special meaning within the context of connec-

tive leadership. It refers to the leader’s consistent dedication not to

his personal goals, but to those of the group, organization, or society.

Drawing upon their fundamental integrity and ethical foundation,

connective leaders understand that demonstrating their unwavering

A Pox on Charisma 157



commitment to the group’s mission will sustain their followers’ trust

in the person of the leader, even when the leader’s behavior seems con-

tradictory or confusing.

Authenticity is particularly crucial for connective leaders, who

draw upon a more intricate mosaic of behaviors than their geopolit-

ical predecessors used. It is an array of behavioral strategies that or-

ganizational psychologist Harold J. Leavitt12 and I have called

“achieving styles.”13 Without the reassurance of their unquestion-

able authenticity, connective leaders’ broad behavioral repertoire

may make these new leaders appear more chameleon than champion

to the casual observer. When the leader’s authenticity is palpable, fol-

lowers are more willing to give that individual the benefit of the

doubt, particularly in the face of the confusing behavioral shifts that

connective leaders are able and wont to make.

Accountability, the second imperative of connective leadership,

“means accepting the obligation to explain, the willingness to be held

accountable to a widening jury of stakeholders.”14 Accountability

goes beyond transparency. Accountability not only opens to scrutiny

the leader’s decisions and the rationales prompting them, but also

subjects the leader’s actions to critiques from many quarters. As if

this were not sufficient, accountability bespeaks the leader’s firm

commitment to learn from her mistakes.

Denatured Machiavellianism: 
Ethical Instrumentalism
While authenticity and accountability are critical, so, too, is another

aspect of connective leadership: denatured Machiavellianism. When

we hear the adjective “Machiavellian,” most ethical individuals ex-

perience a distinct unease. We immediately recall the dictionary def-

inition that describes Machiavelli’s advice to the ruler in his

renowned treatise, The Prince, where
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Political expediency is placed above morality and . . . craft and deceit

[are used] to maintain the authority and carry out the policies of a ruler.15

Machiavelli describes manipulating and using individuals covertly

to accomplish the ruler’s ends as well as to keep and enhance the

ruler’s power at any cost. Not surprisingly, most ethical leaders are

repelled by such covert, ego-driven manipulation.

If, on the other hand, we were able to distill Machiavelli’s wis-

dom, purge it of deceit and covert manipulation, and turn such be-

havior into ethical, overt instrumentalism to be exercised only on

behalf of the entire community, we’d have something useful and hon-

orable, to boot. I call such instrumental strategies—that is, the open

and ethical use of self and others in pursuit of moral purposes for

the benefit of the whole group—“denatured Machiavellianism.” 

This moral, sophisticated, altruistic willingness to use—even sac-

rifice—oneself to achieve an important group goal was something

that Gandhi understood and used very effectively and honorably.

When leaders explicitly recruit others to join them as instruments to

achieve valued group goals, they can jump-start their supporters’

flagging motivation.

Connective leaders are very skilled at denatured Machiavellian-

ism. They are quite adept at using these political strategies for the

common good. They understand and openly utilize the “intercon-

nections among persons, institutions, and processes everywhere.”16

Connective leaders part company with the Machiavelli of The

Prince in other important ways that add to their effectiveness.17 Such

connective actions include:

• Joining their vision to the dreams of others; connecting and com-

bining, rather than dividing and conquering

• Striving to overcome mutual problems to attract diverse con-

stituents (instead of using common enemies to corral frightened fol-

lowers behind their leader)
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• Creating a sense of community, where many diverse groups can

hold valued membership

• Bringing together committed leaders and constituents for common

purposes

• Encouraging active constituents to assume responsibilities at every

level, rather than manipulating passive followers

• Collaborating with other leaders, even former adversaries, as col-

leagues, rather than as competitors

• Nurturing potential leaders, including possible successors

• Renewing and building broad-based democratic institutions, in-

stead of creating dynasties and oligarchies

• Demonstrating authenticity through consistent dedication to supra-

egoistic goals, and

• Demanding serious sacrifice first from themselves and only then

from others.18

In some ways, connective leaders resemble Robert K. Greenleaf’s

servant leaders, particularly in their service to the group or society.19

They behave less self-righteously, however, in their stewardship and

more pragmatically in their ethical instrumental action on behalf of

the group. 

As such, connective leaders act with agency and creativity to stitch

together the various connections among people, institutions, visions,

and aspirations to achieve important benefits for the society. These

are people whom Peter Drucker could admire and encourage.

Achieving the Mission through Connections: 
A Repertoire of Achieving Styles 
Using connective leadership requires a detailed understanding of the

behavioral strategies that are available to leaders and anyone else who

is interested in being effective in a world that is pulled asunder by di-
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versity and interdependence. While the Connective Leadership Model

provides the overarching leadership framework, the L-BL Achieving

Styles Model describes the underlying behaviors that leaders—and the

rest of us, too—actually use in accomplishing their goals.

Drucker insisted that executives should “manage for the mission.”

Connective leaders do exactly that, recognizing that their larger mis-

sion is to integrate the antithetical forces of diversity and interde-

pendence. Yet, they wed a principled pragmatism to ethics and

altruism, placing great emphasis upon the group’s mission. They do

so by calling upon a wide range of behavioral strategies or “achiev-

ing styles” to accomplish their goals (see Figure 10-1). Taken to-

gether, these encompassing and flexible behavioral strategies provide

connective leaders with the tools they need to reconcile diversity and

interdependence, that is, to bring together diverse constituencies that

need to work harmoniously.
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The L-BL Achieving Styles Model
In this section, I shall describe the ninefold L-BL Achieving Styles

Model that allows leaders and the rest of us to achieve goals and ac-

complish tasks effectively.

The leadership profile of connective leaders is structured around

a continuum of three major behavioral orientations or sets: Direct,

Instrumental, and Relational achieving styles. Each achieving styles

set comprises three distinctive, but related, styles, resulting in a full

complement of nine achieving styles. Leaders with fully developed

connective leadership profiles use multiple styles easily and simulta-

neously, moving with great agility from one combination to another

as they read and adjust to situational cues. For purposes of simplic-

ity, however, let us describe these nine achieving styles as pure or, as

Weber would say, “ideal types.”20

The Direct Achieving Styles Set: 
Intrinsic, Competitive, and Power
The Direct achieving styles set includes three categories of achieving

styles: Intrinsic, Competitive, and Power. 

Intrinsic: The Intrinsic achieving style involves focusing on one’s

“personal mastery or execution of a task.”21 People who prefer

the Intrinsic style perceive the task as an exciting, compelling

challenge, one that they must meet or, better yet, surpass. The

achievement of the goal is intrinsically satisfying, hence the label.

The Intrinsic style involves an internalized standard of perfec-

tion, one that references that individual’s own previous per-

formances (not any external measure of rivals’ achievements) as

the standard that must be met or exceeded. Being the best is less

important than achieving perfection. Most people with a

predilection for Intrinsic behavior derive an aesthetic sense of

beauty and satisfaction from accomplishing the task—whether
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it be the discovery of a new planet or the design of a political

campaign. They relish having full autonomy over their work,

the freedom that accompanies self-reliance, unlimited options

for creativity and innovation, and the possibility of perfection.

Competitive: Competitive is the second achieving style within the

Direct set. The Competitive achieving style, as its name implies,

involves an external standard of comparison, that is, the meas-

urement of one’s own performance against that of relevant oth-

ers. Beating the competition and being the best, regardless of

the task or level of performance, is what really sets Competitive

achievers’ juices flowing. For Competitive achievers, however,

doing their best is never good enough; true satisfaction comes

only from doing better than everyone else in the game.22

Power: The third member of the Direct achieving styles set is

Power, which involves taking charge and bringing order out of

chaos. People who prefer this style enjoy controlling and coor-

dinating people, resources, situations, and tasks. They direct

and delegate parts of the task to others, offering both sugges-

tions and instructions for how the task should be accomplished

by others, whom they simply expect to implement their orders. 

Connective leaders have little compelling need to be the “leader of

leaders.” As we shall see, they are content with collaborating on a

group mission, contributing behind the scenes to others’ success, or

simply taking pride when “their people” succeed. They seek to take

the lead only when their own skills are the ones required to keep the

work on track.

All three of the Direct achieving styles involve maintaining control

over both the means and the ends desired. The locus of control over

means and ends, as we shall see, changes as we progress around the

Achieving Styles Model. As the reader has probably noticed, the three

Direct achieving styles are familiar holdovers from the Geopolitical
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Era’s focus on command and control. Yet connective leaders are nei-

ther obsessed with, nor limited to, these achieving styles that are so

characteristic of the Geopolitical Era. Nonetheless, they know how

to use them when circumstances demand. In fact, connective leaders

tend to focus more on the additional six styles encompassed in the re-

maining two sets of achieving styles: Instrumental and Relational. 

The Instrumental Achieving Styles: 
Personal, Social, and Entrusting
The Instrumental set also comprises three achieving styles: Personal,

Social, and Entrusting. 

Personal: Leaders who prefer the Personal style use themselves and

everything about them as instruments for accomplishing their

goals. They call upon their own intellect and wit (including self-

deprecating humor); their physical attractiveness and elo-

quence; their charm and persuasiveness; their past achievements

(e.g., educational, athletic, and so on); as well as their geneal-

ogy (drawing sympathy for humble beginnings or awe for high-

status ancestry) to attract others to their cause. 

If you are beginning to sense the possibility of charismatic

leanings in this style, you are right on target. Connective lead-

ers use their charisma to attract others to their cause. Whether

their cause involves building institutions for world peace or or-

ganizations that produce computers, people who prefer Per-

sonal Instrumental behaviors openly and ethically use

themselves and others as instruments to achieve known and val-

ued ends. Here we see that connective leaders do not shrink

from principled charisma, but use it merely as one element in

their repertoire of connective leadership strategies. I think Peter

Drucker would have sanctioned this ethical use of charisma,

deployed without deceit and without narcissism.
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Leaders who tend to select Personal Instrumental strategies

have a flare for using symbolism, ritual, costume, timing, and

theatrics (all part of charismatic action) to communicate their

vision. With great effect, leaders who excel in the Personal

achieving style strategically engage in “counter-intuitive ges-

tures.”23 As you might suspect, counterintuitive gestures are

those unexpected actions, such as reaching out to a former

enemy, that take others by surprise. The unanticipated nature of

the action makes it more likely that its target will respond spon-

taneously and, in most cases, positively, as well. For example,

as of this writing, in the few short months of the Obama ad-

ministration, the new president has unexpectedly reached out to

a variety of groups and nations, including Republicans, Mus-

lims, Iran, and Turkey, as well as others that his predecessors

would have treated as the “enemy.” 

Social: Leaders who are skilled in the second style within the Instru-

mental set, the Social achieving style, use their own and others’ so-

cial connections and experience to create chains of individuals

linked together in successful action. They recognize and use the

connective tissue that binds individuals and groups inside and be-

yond organizations and communities. They build, maintain, and

share large social networks sometimes creating shifting coalitions

of associates, whom they call upon as the situation requires. Faced

with a task, people who are drawn to Social Instrumental behav-

ior identify a specific individual with the most appropriate expe-

rience or connections for that particular assignment. 

Leaders who prefer the Social achieving style masterfully

navigate the informal system. As Weber and others have sug-

gested,24 the informal system is that vast network of interper-

sonal relationships on which various resources, from friendship,

to discretionary time, to solace, political advice, and gossip, are

exchanged. The informal system is the actual birthplace of most
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organizational decisions. Consequently, skilled connective lead-

ers use their Social expertise to test and refine their agenda in

the byways of the informal system. They build interpersonal

capital by various means of communication, from the numer-

ous blogs and social networks on the Internet to direct e-mail,

phone, fax, and even the now-cherished handwritten note, as

well as face-to-face communication.

Entrusting: The third Instrumental style is Entrusting, whereby the

leader empowers another individual to carry out an important

task without concern for that individual’s previous relevant ex-

perience or contacts. Here, we begin to see how the Entrusting

achiever (in sharp contrast to previously described achievers) lets

slip the reins on the means selected, while still sharing the ulti-

mate ends or goal with the person to whom the task is entrusted. 

For example, where the Power achiever would outline and

control the means to the end, the Entrusting achiever leaves that

up to the person he has chosen to attain the shared goal.

Granted, the use of the Entrusting style usually rests on a larger,

more general evaluative process. That is, the Entrusting

achiever relies upon the fact that the group from which she is

selecting the implementer (e.g., the members of a particular or-

ganization, the students admitted to a certain university, or

some similar group) has been previously vetted by some selec-

tive process. In addition, the one who is entrusted with this po-

tentially unfamiliar task has a reputation to maintain within

that larger milieu. Thus, the Entrusting achiever operates within

certain generally known parameters of excellence and recipro-

cal relationships, but pays little attention to the specific rele-

vant experience, talents, or contacts the chosen one may have.

We might think of the Entrusting achieving style as “leader-

ship by expectation.” Here, the leader and the entrusted indi-

vidual share the goal, but choice of the specific means to
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accomplish that goal is left to the implementer. That is the case

as long as the implementer meets the connective leader’s ethical

and legal standards. As Robert Cialdini suggests, the underly-

ing mechanism that makes this seemingly casual, even risky,

style of leadership work is the “principle of reciprocation.”25

More specifically, to maintain balance in an ongoing relation-

ship, the leader’s gift of trust and confidence in the one en-

trusted with an important task must be reciprocated by the

implementer’s fulfillment of those expectations. More often

than not, that grant of confidence is fully repaid by the imple-

menter’s outstanding, creative results—frequently exceeding

even the implementer’s own expectations. 

The Relational Achieving Styles Set: 
Collaborative, Contributory, and Vicarious
The third and last set of achieving styles, the Relational set, also en-

compasses three individual styles: Collaborative, Contributory, and

Vicarious. This triad completes the nine-factor Achieving Styles Model. 

Here, let me inject a brief cautionary note: Relational, in this con-

text, does not refer to liking or needing relationships—merely to the

willingness to contribute either actively or passively to the tasks or

goals of others with whom the individual has some relationship, be it

close or distant. This contrasts sharply with the orientation of the three

Direct achieving styles, which focuses primarily on one’s own tasks. 

Collaborative: The first Relational style, Collaborative, involves

preferring to work actively with others on a common goal

rather than laboring alone on one’s own task. The goal might

be one that has been jointly created or merely mutually agreed

upon, as in winning a game with preestablished rules and out-

comes, such as an athletic contest. Collaborative achievers

enjoy the stimulation of interacting with one or more others.
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They expect to share both the rewards of success and the pain

of defeat with their teammates. Collaboration can occur either

among equals or among individuals with different talents and

statuses, such as the members of a football team, who have dif-

ferent, but related, skills and positions. Creating and sustaining

the circumstances in which former foes can collaborate in in-

terdependent systems is one of the talents of connective leaders.

Collaboration, like most of the other achieving styles, is best

built on trust, reciprocity, and mutual goals.

Contributory: The second Relational style, Contributory, calls for

contributing, often behind the scenes, to another individual’s suc-

cess. Contributory achievers recognize and support the goals es-

tablished by others. They not only are willing to help others

achieve their goals, but also derive a sense of achievement and

satisfaction from putting their shoulder to the wheel of another

individual’s or group’s task. Sociologists would say that they par-

ticipate in the actual “role tasks” of another achiever. For exam-

ple, a speechwriter who writes a talk for the leader to present is

an individual whose role calls for contributory behavior. You will

probably recognize the Contributory style as one set of behaviors

commonly associated with the traditional wife and mother roles,

in which women dedicated their achievement efforts to helping

those they loved accomplish their goals. Typing a family mem-

ber’s term paper is an example of contributory behavior. 

Vicarious: The third Relational achieving style, Vicarious, involves

indirectly or passively deriving a sense of accomplishment from

the achievements of others with whom the Vicarious achiever

identifies. The individual may be someone the vicarious achiever

knows personally, such as a family member, or simply someone

admired from afar, such as a celebrity. The Vicarious achieving

style is another behavioral strategy that was traditionally linked

to women’s roles, in which adult females presumably met their
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own needs for achievement indirectly by taking pride and satis-

faction from the accomplishments of their children and hus-

bands. Unlike Contributory achievers, Vicarious achievers do not

participate directly in the role tasks of others. Rather, they par-

ticipate passively and indirectly, or vicariously, hence the style’s

label. People who prefer the Vicarious style simply identify with,

encourage, and possibly advise other achievers. A mentor advis-

ing a protégé offers one example of vicarious behavior. Sports

fans who cheer on their team from the stands provide another. 

In the Relational set, we see three types of behavior in which the

choice of means and the setting of goals move along a continuum

from mutual activity to relatively passive observation and encour-

agement. That is, the individual achiever or actor who is the focus of

our attention moves along a continuum from active participation in

a mutually set or previously established group goal (Collaborative),

to active, but secondary, participation in achieving a goal set by an-

other (Contributory), to passive observation or encouragement of

other individuals, with whom the actor identifies (Vicarious). Yet,

within each of the three achieving styles in the Relational set, as in

the other six achieving styles, the achiever who is the focus of our at-

tention can derive a genuine sense of achievement satisfaction.

Taken together, the nine achieving styles, grouped in triads within

the Direct, Instrumental, and Relational sets, constitute the full com-

plement of behavioral strategies that are available to individuals en-

gaged in goal-oriented activity. Connective leaders use these

achieving styles adroitly to link their vision to those of their own

constituents, as well as to the dreams of other leaders and their sup-

porters. Moving adeptly from one combination of styles to another,

always aware of situational demands and the tensions between di-

versity and interdependence, connective leaders enlarge their support

base in important and powerful ways. In the process, they envision
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and accomplish goals that their more limited Geopolitical predeces-

sors never could have imagined.

Inventories for Measuring Connective Leadership:
Individual, Organizational, Situational, and 
360º Assessments
As suggested earlier, fully developed connective leaders can easily ac-

cess all nine achieving styles. They call upon these behavioral strate-

gies individually and in various, kaleidescopic combinations, as the

situation demands. But how do we know this?

Since 1984, we have been measuring the connective leadership

profile of individuals by administering the L-BL Achieving Styles In-

ventory (ASI), a 45-item survey, with each item scored on a 7-point

Likert scale. At the present time, our database contains information

on more than 25,000 managers, leaders, and business students from

the United States and countries throughout the world. More than

150 dissertations have been written on different aspects of achieving

styles and connective leadership in the United States, Finland, South

Africa, and other countries around the globe.

Beginning in 1984, we developed an organizational version to meas-

ure the connective leadership profiles and the underlying achieving

styles rewarded by organizations. We call this inventory the L-BL Or-

ganizational Achieving Styles Inventory (OASI). In addition to its use

as a measure of the organizational reward system, the OASI may be

used to measure the underlying values or culture of an organization.

By 1989, we had also designed and tested a third related instru-

ment, the Achieving Styles Situational Evaluation Technique

(ASSET). ASSET may be used to determine the most appropriate

connective leadership profile for success in a specific role/position,

task, or project. Using the data from ASSET in combination with the

individual data (ASI) from a group of relevant candidates, we are
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able to select the individuals who are most likely to succeed in spe-

cific roles, projects, and tasks on the basis of their ASI/ASSET con-

vergence or match. Both the ASI and the OASI have been translated

into numerous languages.

A fourth instrument, the 360° Achieving Styles Assessment In-

ventory (ASAI), is currently under development. As the title suggests,

ASAI allows a focal person to take the individual ASI for herself.

Two additional gender-specific instruments allow peers, direct re-

ports, supervisors, and other relevant individuals and groups to eval-

uate the focal person’s connective leadership profile. Used in various

combinations, these instruments provide useful feedback to the focal

targets regarding other people’s perceptions of their leadership be-

havior. These instruments can be used both inside organizations and

beyond their boundaries with other appropriate individuals and

groups, such as clients, family members, and so on.26

Leadership for What? Dealing with 
the Serious Issues of Life
Before closing this chapter, we need to confront the proverbial ele-

phant in the room. At least, let us raise the larger question: leader-

ship for what? Given the near-universal yearning for leaders, what

exactly do they offer that truly enhances our lives? Clearly, leaders

take responsibility for many rather mundane things that we could

arrange for ourselves if only we were willing to engage in the “valu-

able inconvenience of leadership.”27

The Dangerous Trade-Off
When we view leadership through Peter Drucker’s lens—as respon-

sibility and performance, rather than as privilege—leadership means

taking responsibility not only for our own fortunes, but for others’

as well. Such responsibility demands time and effort that many of us
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prefer to devote to “doing our own thing.” So, we eagerly delegate

the responsibility for those dull, but necessary tasks to someone else

who is willing to develop the budget, arrange for resources, and take

care of all the other life-sustaining, but laborious and unglamorous,

aspects of existence. 

At first glance, the trade-off seems like a no-brainer: we give up

onerous burdens and performance on behalf of the group in ex-

change for time and freedom to indulge our own interests. Only later,

do we notice the danger embedded in relinquishing to others au-

thority for major aspects of our lives. 

We discover, sometimes too late, that our very freedom is at stake.

By then, of course, we can’t complain when these leaders make de-

cisions that we don’t particularly countenance or, worse yet, that

harm us and others. Avoiding the “valuable inconvenience of lead-

ership” is a trap, but one into which we lazily fall until leaders bla-

tantly display their toxic predilections, leaving us worse off than they

found us.28 By then, however, the damage is usually hard to undo, if

not totally irreparable.

One Critical Leadership Contribution 
Aside from making the proverbial trains run on time, I think there is

one critical contribution that truly thoughtful leaders can make: they

can help us deal with the serious issues of life, death, and the search

for the meaning of our lives.29 Most humans ultimately seek to con-

front these existential questions, and the answers are different for

each of us. Yet, the journey is one that is better undertaken in the

company of others, with a decent, intelligent, thoughtful, ethical, and

altruistic leader pointing the way.

This is a huge topic, one that is more fit for a volume of its own.

Still, a chapter on leadership would be remiss indeed if it did not

point the reader to a larger set of issues that are far beyond the con-

fines of this chapter, or even this volume.
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The duality of human nature—our entwined physical and sym-

bolic selves—evokes many questions for us to ponder. How do we

fulfill our symbolic, our more ethereal selves when we know that we

are destined to succumb to our physical finitude, returning to dust

and leaving behind something, we know not exactly what?30 What is

our earthly journey all about, and how do we console ourselves that

it must end? 

One way of dealing with these questions is to ask ourselves what

we wish to leave behind as evidence of our having taken that jour-

ney. This is precisely where leaders have an important role to play if

they are willing and dedicated to a larger goal than their own power. 

We recognize as leaders those who lift our sights to consider im-

portant issues. Such leaders invite us to participate in life-expanding

experiences and identify noble enterprises to which we can devote

ourselves, and through which we can also find the complex, satisfy-

ing meaning of our lives. Good leaders help us to turn our “attention

away from our personal death and direct it instead to a conscious

discourse about pervasive societal issues, a discourse that allows us

to deal symbolically with our unconscious personal fears.”31

This—and much more—is something that connective leaders se-

riously try to do. They act from the depths of their character, not

their ego. They understand the existential angst that we now find

ourselves confronting against the turbulent backdrop of the Con-

nective Era. They recognize that the “thick description” of our lives

that we all eventually seek comes from a dedication to a cause greater

than ourselves.32 And, along with that “thick description,” perchance

we experience happiness and success. As Viktor E. Frankl noted in

his classic work, Man’s Search for Meaning:

Success, like happiness, cannot be pursued; it must ensue, and it only

does so as the unintended side-effect of one’s dedication to a cause

greater than oneself.33
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One obvious benefit of dedication to a cause greater than our-

selves is the possibility of reconciling the global tensions of diversity

and interdependence. Serendipitously and simultaneously, we can

also put to rest the parallel tension between self and other. Without

the rapprochement of these powerful parallel forces, there is no life-

sustaining path to the future. 

Charisma cannot suffice. The challenges of the Connective Era de-

mand far more. At this pivotal historical moment, we need to return

to the bedrock of character and its companions: integrity, authentic-

ity, accountability, trust, and performance. We also need a new, more

appropriate form of leadership, untrammeled by the thirst for power

and privilege, leadership that can reconcile the needs of the many.

That is why we, too, must proclaim, “A pox on charisma.” That is

why connective leadership and character count.

I suspect Peter Drucker would agree.
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Knowledge Worker Productivity and the
Practice of Self-Management

Jeremy Hunter, Ph.D., with J. Scott Scherer

More and more people in the workforce—and mostly knowledge

workers—will have to MANAGE THEMSELVES.

—Peter F. Drucker, Management Challenges 

for the 21st Century

Toward the end of his life, Peter Drucker asserted that making

knowledge workers productive was “the biggest of the 21st cen-

tury management challenges.”1 Other scholars support Drucker’s po-

sition. Tom Davenport, a leading thinker on knowledge workers,

underscores why this productivity is so important: “If our companies

are going to be more profitable, if our strategies are going to be suc-

cessful, if our society is going to become more advanced—it will be

because knowledge workers did their work in a more productive and

effective manner.”2 The task of improving knowledge worker pro-

ductivity is immense, and so are the consequences of failing to do so.

In fact, Drucker warned that improving knowledge worker produc-

tivity is the “first survival requirement” of developed nations.3 Fail-

ure carries dire consequences for a nation’s economy and society. 
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Significant efforts have been made in this quest, with varying degrees

of success. Most endeavors have focused on the logical suspects—work

process, managerial practice, organizational structure, information

technology, and workplace ergonomics.4 Despite these efforts, quan-

tum gains in productivity have not flooded the workplace. In his blog,

Davenport wondered why more headway wasn’t being made, even

going so far as to ask, “Was Drucker wrong?”5 Alas, Drucker’s twenty-

first-century challenge is proving to be a tricky lock to pick.

Perhaps the key lies hidden elsewhere. Thus far, most energy has

focused on the worker’s external environment. If, according to

Drucker, the primary asset of a knowledge economy lies “between

the ears” of its knowledge workers,6 then maybe the key to enhanc-

ing productivity lies within the workers themselves.

Productivity from the Inside Out
An internally based exploration of productivity asks different ques-

tions about how to optimize it. An inner approach examines how a

knowledge worker manages—or mismanages—her internal experi-

ence and helps her to see how her internal processes have a direct

impact on her outward behavior. Some questions to ask are:

• How do knowledge workers use their attention to focus on and

engage with work and one another? 

• How can rigid, judgmental mindsets be shifted toward the

openness, learning, and transformation that are the heart of in-

novation and problem solving? 

• How do negative emotional reactions derail the work process

or corrode the morale of a work group? 

Losses in productivity can often be traced to momentary events

inside a person—events whose outward expression disrupts clear
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thought and effective social interaction. In short, visible behavior re-

sults from invisible processes that occur within a person’s inner black

box, often with negative consequences:

• A senior executive’s emotional volatility makes him a scary per-

son to report to. As a result, bad news does not get delivered,

and the right decisions are not made. The organization begins

to reel off course. Defusing the inner churn that precedes his

eruptions quells his outbursts and, in turn, changes how his

people relate to him. 

• A team leader’s penchant for judgmental and sarcastic comments

erodes team morale and performance. Talent leaves the organiza-

tion, along with the knowledge capital that the company needs if

it is to thrive. Teach the leader not to utter his acerbic thoughts

and to be more supportive, and watch team performance improve.

• An up-and-coming manager’s multitasking BlackBerry addic-

tion compulsively distracts her attention in meetings. She misses

key points, her colleagues feel disrespected, and decision mak-

ing takes longer. Her chances for promotion are diminished. If

the manager keeps her attention focused, decisions proceed

more smoothly and her team feels more respected. 

In each example, maladaptive behavior can be traced to an event

inside the worker that affects outward performance. But why should

management be concerned?

The answer becomes clear upon reflection. Drucker reminded us

that “knowledge workers must be considered a capital asset.”7 If an

organization is seeking to grow its assets and to maximize its return,

and if knowledge workers’ productivity is deeply influenced by the

workers’ inner states, then helping knowledge workers to cultivate

optimal internal states becomes the responsibility of management

and, in effect, becomes an exercise in asset management. 
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If we know that internal states affect behavior, then the produc-

tivity challenge shifts to how to manage these states effectively and

how to improve them. In The Practice of Management, Drucker

“illuminated the dark continent of management”8 and made con-

scious the inner workings of the organization. Analogously, the

practice of self-management, as I have coined the phrase, allows

the worker to shine a light into his own inner black box to illumi-

nate his internal processing, and then to transform these processes

to enhance his effectiveness.

The practice of self-management builds directly on recent ad-

vances in neuroscience, medicine, and psychology. The model melds

Drucker’s classic themes of change and continual transformation

with contemporary views on human development, providing a sys-

tematic framework of theory and practice to help knowledge work-

ers better manage themselves, their work, and their relationships. In

the process, workers transform their individual and collective pro-

ductivity and, in turn, generate more capital for the organization. 

Creating the Practice of Self-Management
I developed the practice of self-management after conducting a re-

search study that involved interviewing prominent, successful profes-

sionals who were dedicated to practicing mindfulness. Mindfulness

practices are a method of attention development that enhances self-

awareness, self-regulation, and self-transformation. I’ll say more

about what that means later. 

In recent years, mindfulness practices have received considerable

scholarly attention. Research studies have demonstrated that these

practices improve numerous measures of well-being, including mental

and physical health, self-regulation, and the quality of relationships.9

Outside of academia, mindfulness practices produce tangible re-

sults in a variety of professional settings. Such methods inform stress
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management programs used in hospitals in more than 26 countries

around the world.10 Mindfulness has been incorporated into legal

training,11 and it has been applied successfully in professional sports,

notably by coach Phil Jackson in his NBA championships with the

Chicago Bulls and Los Angeles Lakers.12

The professionals I interviewed in the research study included a

Fortune 500 CEO, a well-known architect, a financier, senior cor-

porate managers, medical researchers, a film director, and a host of

other prominent knowledge workers. Most of the time, I met these

people in person. Without fail, they were open, relaxed, and atten-

tive. They were not the stereotypical picture of the stressed-out but

“successful” professional. 

Our conversations revealed a common refrain: “My life is so com-

plex and demanding—if I didn’t have these mindfulness practices, I

think I’d be dead.” Often they meant this literally. They produced

medical records showing their previous high blood pressure, heart

problems, and overweight conditions, or they shared stories of di-

vorces and broken relationships.13 Each person attributed her sus-

tained success and well-being to a regular mindfulness practice. Their

sustained internal training had resulted in significant transformation.

During this time, I too was using these practices to confront a per-

sonal challenge. I had been diagnosed with a terminal illness at the

age of 20 and told that I had a 90 percent chance of dying within 5

years. Having outlived that prognosis by decades, I knew the power

of these methods intimately. 

One day, in a conversation about this research, my colleague Jean

Lipman-Blumen pointed out, “We rarely train managers to manage

themselves.” Her comment crystallized an insight for me: the inner

world of the executive remained largely neglected. How ironic this all

seemed to me, since my study had suggested that internal self-man-

agement was the source of both professional effectiveness and pro-

fessional failure.
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The notion of “managing oneself” was already present in

Drucker’s work.14 I realized that mindfulness could be the basis of a

systematic discipline in self-management. The impulse to create a sci-

entifically-based method of self-management for an expanding au-

dience of knowledge workers was born. Recent discoveries in

neuroscience would help to explain why mindfulness works, pro-

viding a biological description for this seemingly mystical process.

Understanding the function of the human nervous system would be

the first step in transforming it for greater professional and personal

effectiveness.

Self-Management Means Managing 
Your Nervous System
Self-management begins with the human nervous system, including

(and especially) the brain. The brain lies at the center of knowledge

work. Knowledge workers use their brains to focus, to decide, and

to act. Unfortunately, few knowledge workers understand how their

brain works. Self-management examines how the brain and the nerv-

ous system function, explores their limits, and demonstrates how

these limits can be effectively managed and transformed. Making

knowledge workers more productive means helping them to use their

brains better.15

From this point onward, I will examine specific internal processes

involved in self-management. The starting place for this examina-

tion is attention. Attention informs how we process experience and,

at the same time, attention powers performance. So I will explore

how attention can be used as a tool in a variety of applications, in-

cluding how to transform nonperforming mindsets and how to man-

age emotional reactivity—two elements that can deeply affect

professional performance.
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Attention Is the Foundation for Self-Management
Attention and our experience of the world are intimately linked: you

are what you attend to. Attention powers our ability to perceive the

outside world as well as to perceive our own actions, thoughts, and

emotions. The first step toward self-awareness, self-control, self-

transformation, and connection with others is to master attention.

Attention is fundamental. 

Over a hundred years ago, the great American psychologist

William James recognized the essential role that attention plays in

self-management. James cited attention as “the very root of judg-

ment, character and will,” and warned that people could not be mas-

ters of themselves if they failed to first control their attention.

Furthermore, James declared that an education that enhances atten-

tion would be “the education par excellence.”16

At this point in the conversation, many people furrow their brows

and say: “Huh? Attention? If it’s so important, why haven’t I heard

of it before?” 

Good question. Here’s why. There are two reasons. First, modern

education has usually favored the conceptual and abstract over the

perceptual, which is one reason that attention and its development

seem foreign to most of us. Second, although Western psychology

after James created theories of development for cognition and emo-

tion, it failed to create a theory of attention development.

“Not paying attention to attention” is a massive cultural blind

spot. The modern West has ignored the importance of preserving and

developing attention, to its peril. Japan, for example, has a well-

developed cultural heritage of “attention-developing arts,” includ-

ing the tea ceremony, calligraphy, flower arrangement, martial arts,

and archery. The fundamental purpose of these methods is to de-

velop focus, awareness as well as mental and emotional stability. A

person is considered mature and civilized if she has at least one of
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these under her belt. Drucker, incidentally, was one of the United

States’s foremost collectors of Japanese art, a hobby that he used to

train his perceptive capacities.

Drucker and the Vital Need to Train Perception
Peter Drucker recognized the West’s perceptual blindness when he

wrote: “Descartes said, ‘I think therefore I am.’ We will now have to

say also, ‘I see therefore I am.’”17 Drucker realized that modern man-

agement had overemphasized analysis and underappreciated per-

ception. (In this discussion, Drucker used perception as a synonym

for attention.) He echoed James’s century-old declaration: “[P]er-

ception is at the center. And it can—indeed it must—be trained.”18

Why is perception important? The greater facility I have in per-

ceiving, the more and more subtle forms I am able to see. A well-

developed perception allows a person to see hidden assumptions as

well as new possibilities. In Innovation and Entrepreneurship, Drucker

reminds us that “when a change in perception takes place, the facts do

not change. Their meaning does.”19 How we see things influences how

we understand them and how we can respond to them. 

Concentrated Attention: Focus Is Power
For the knowledge worker, focused attention is what gets work done.

It is the engine of productivity. Complex mental operations cannot

happen without a focused mind. Mihaly Csikszentmihalyi’s studies of

optimal experience find that focused attention is the basic ingredient

for those exhilarating moments of flow when a person performs to

his highest limits.20

Conversely, distraction decreases cognitive efficiency. Interruptions

in the flow of thought break momentum, which then takes time to

reestablish. Scattered and distracted attention wastes energy and re-

sults in less productive action. Thus, management should design

work systems that help knowledge workers focus their attention.
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In terms of brain structures, attention is associated with the pre-

frontal cortex (PFC), also known as “the inner CEO.” This brain

part is associated with directing and allocating attention. This area

can be strengthened through systematic practice, just as a muscle can

be strengthened through exercise. A more developed prefrontal cor-

tex is associated with an increased ability to concentrate, connect,

learn, and make decisions. However, it can also be weakened through

another “systematic practice”: multitasking.

Multitasking Damages Your Productivity, 
Your Relationships, and Your Brain
Multitasking, or simultaneously splitting one’s attention across many

tasks, has become an all-too-common résumé boast. Many people

erroneously believe that doing multiple things at once makes them

more efficient. After all, if the PC on my desk can multitask, why

can’t I? Workers look over their shoulder at their colleagues who are

simultaneously talking on the phone, writing a report, and eating a

sandwich. They wonder to themselves, “Is that what it takes to sur-

vive?” The good news is: no. 

In fact, research shows that multitasking both slows performance

and increases errors.21 Multitasking also reduces the available at-

tention and increases the chance that disorganizing emotions, like

fear and anxiety, will overwhelm brain function. Chronic multi-

taskers report feeling “out of control.” Over time, regular multi-

tasking can lead to a state of panic. By the end of the day, many

chronic multitaskers feel that they have accomplished little and are

completely spent.

Multitasking also damages relationships. Consider this scenario:

when your boss is pecking away at his keyboard as you attempt to

discuss your pay raise, do you feel heard and respected? Probably

not. Attention is the bridge of relationships, and the quality of a re-

lationship is proportionate to the quality of attention.  When atten-

Knowledge Worker Productivity and the Practice of Self-Management 183



tion is split or scattered, the quality of connection diminishes, and

with it goes the productivity of a team.

It gets worse. Multitasking has a negative effect on how well people

learn. UCLA researchers found that divided attention impairs complex

learning and thus negatively affects decision making, adapting, and a

host of other essential knowledge worker skills.22 In their study, multi-

taskers demonstrated a superficial understanding of issues. Brain scans

showed that they had become habituated to using a more primitive part

of the brain—a part that is responsible for creating rote, inflexible mem-

ories (the basal ganglia). Conclusion: multitaskers use a part of the brain

that leaves them less capable of applying the principles they have learned. 

Study participants who focused their attention, however, relied on a

different brain structure, namely, the hippocampus, a part that creates

more flexible memories and allows for a deeper, more robust knowing.

The focused students were able to apply a more nuanced understanding

when facing problems. Chronic multitasking, therefore, leads to a form

of neural “de-evolution.” That’s not a good recipe for high productivity. 

Breaking the Cycle of Multitasking
Reducing multitasking means increasing effectiveness. Here is an ex-

ample. After I asked her to limit her multitasking for a week, one fi-

nance executive I worked with reported the following: 

When I made a concerted effort not to do it, I was actually very ef-

fective. I finished quite a few tasks. I was able to better prioritize and

minimize distractions. I was more focused. I didn’t get overwhelmed

with all the things I had to do and waste time just thinking about them

in circles. I kept things in perspective. I stayed in the moment, and

things that usually feel insurmountable were actually manageable. 

After making a conscious effort to reduce multitasking, many peo-

ple say that both their productivity and their quality of work increase

significantly. They report connecting more meaningfully with their
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colleagues and loved ones, and becoming better listeners all around.

Becoming aware of the high costs of multitasking and gradually step-

ping away from the habit helps people to preserve attention, con-

centrate, and be more productive. Multitasking is the opposite of

concentrating. The good news is that there are other ways to im-

prove concentration as well. 

Concentration Meditation: Strengthening the Inner CEO
There are numerous methods for developing focused attention or

concentration. Consider a tried-and-true way of developing atten-

tion: concentration meditation practice.23 For many, meditation con-

jures up images of New Age incense and candles. However, for

centuries, meditation served as the “basic training” of the fierce

Japanese samurai warrior. Meditation gave the samurai an intense,

unwavering focus to face a deadly enemy. Meditation can be useful

for corporate warriors, too. 

Plenty of scientific evidence proves that concentration meditation

practice is beneficial. Concentration meditation lowers blood pressure,

helps the stressed body to relax, and decreases difficult emotions.24

Brain research at Harvard Medical School found that the prefrontal

cortex in mindfulness meditators was significantly thicker than in non-

meditators. As people age, the prefrontal cortex thins out, but the study

showed that the cortex of older meditators was substantially thicker

than that of their nonmeditating counterparts.25 A thicker cortex is

thought to mean greater strength in attention. Meditation strengthens

the brain’s ability to focus and is the antidote to multitasking.26

Attention, Mindfulness, and Systematic Abandonment:
Learning to See in Order to Change
Once attention is strengthened through developing concentration, it

can be used as a tool for other tasks, such as bringing things into
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awareness. Mindfulness, introduced earlier, is a way of directing at-

tention to become increasingly more aware of our emotions, beliefs,

and actions. Awareness leads to the possibility of choice. Choice gives

us greater conscious influence over our subsequent actions. As I will

demonstrate, directed attention is closely related to Drucker’s advo-

cacy of systematic abandonment. 

Drucker prescribed that organizations should regularly and dis-

passionately examine their habitual processes and even whole busi-

nesses to determine whether they are still effective, or even necessary.

Nonperforming elements should be systematically abandoned to free

up resources for new, more productive ventures.

The process of systematic abandonment holds true for the knowl-

edge worker as well. Because much of the brain’s processing happens

nonconsciously, or outside of awareness, workers unknowingly cling

to maladaptive habits. For example, a colleague of mine habitually

makes wisecracks in meetings, which often offend people. When I

gently mentioned this to him, I found that he had no idea how fre-

quently he did it, even though he wisecracked nearly every day. At-

tention training expands the scope of what we notice. Again,

attention powers awareness. Mindfully directing attention makes

conscious the nonconscious, enabling us to “see” (perhaps for the

first time) and make more conscious choices about the invisible, in-

effective behaviors that need to be “systematically abandoned” to

achieve greater productivity.  

To understand why systematic abandonment is necessary, let’s ex-

plore the neurobiology behind how conscious actions and assump-

tions become nonconscious habits and beliefs.  The neural root of

the need for systematic abandonment lies in an old part of the brain

called the basal ganglia. In the interest of efficiency and saving cog-

nitive resources, the brain moves a repeated action or belief from the

conscious control of the evolutionarily newer and more complex pre-

frontal cortex to the instinctual and much older basal ganglia. 
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This transfer to the basal ganglia makes conscious and intentional

behavior gradually become nonconscious and automatic—a sort of

behavioral default position. The newly formed habit becomes, liter-

ally, unthinking and nonadapting. Once a habitual action is trig-

gered, it will play out rigidly, automatically, and often unknowingly.

And, yes, frequently unproductively. 

The basal ganglia’s habitual patterning reflex explains why people

often fall into a routine of relying on yesterday’s successes to meet

today’s conditions, showing why “old habits die hard.” These mind-

less habits are wired into the basal ganglia. Training and mindfully

directing attention helps the worker to observe and shift out of de-

fault habitual thinking patterns and behaviors, creating the possibil-

ity for more productive effort.

Neuroplasticity: Rewiring the Network
If the shift to the basal ganglia is one cause of “mindlessness,” the

antidote lies in another well-established neural operation: neuro-

plasticity.27 This term refers to the brain’s ability to rewire itself.

Though scientists previously thought that the brain did not change

radically after adulthood, we now know that this is untrue. Fur-

thermore, not only is the brain capable of change, but the change

can be intentionally self-directed—call it self-directed transforma-

tion. By altering their neural pathways, it is possible for people to

radically alter how they engage with the world. The automatic op-

erations of the basal ganglia are not permanent and can be undone

through practice. 

The kicker? Attention is thought to be what holds the neural cir-

cuitry in place. You get the brain you practice. If you direct attention

to a new behavior by breaking the pattern of the old one, the old be-

havior will gradually dismantle. Neuroplasticity is the biological

basis for personal transformation and greater productivity. This can

be achieved through mindfulness practice. 

Knowledge Worker Productivity and the Practice of Self-Management 187



Mindfulness Means Directing Attention
The process of mindfulness is analogous to Drucker’s systematic

abandonment. Mindfulness directs the attention flashlight inward

and examines what’s working and what isn’t. By illuminating the

inner black box, it creates the possibility of abandoning an unwanted

behavior. 

Mindfulness and Adam Smith
Earlier in the chapter, I introduced the idea of mindfulness as a means

of self-awareness, self-regulation, and self-transformation. You may

be surprised to learn that no less a figure than the founding father of

capitalism, Adam Smith, advocated cultivating mindfulness. Yes,

Adam Smith.

In The Theory of Moral Sentiments, Smith counseled, “We must

become the impartial spectators of our own character and con-

duct.”28 The impartial spectator is the part of you that dispassion-

ately observes your behavior. This is mindfulness, pure and simple.

A helpful metaphor: imagine the mind as a raging river. Normally,

we’re caught in the river and taken for a wild ride by our thoughts

and emotions. To take the perspective of the impartial spectator

means to step out of the river and watch its flow from the shore. The

shift in perceptual stance is critical, fostering the ability to watch our

thoughts from an objective position. You are not your thoughts.

Training his attention helps the knowledge worker to make a sepa-

ration between what he thinks and feels and how he acts. To repeat,

the impartial spectator creates the possibility of witnessing a thought

or emotional reaction erupt inside without it translating into a de-

structive outward action. This distinction, as we shall see, provides

a crucial pivot point for increasing the effectiveness of the knowl-

edge worker.

If someone repeatedly recognizes an internal impulse, but does not

act on it or suppress it, the neural connections between, say, a flash
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of anger and verbally lashing out gradually become disentangled. In

time, the impulse to act no longer holds its gripping charge. The re-

sult: the knowledge worker’s earlier destructive reactivity is now con-

verted into a considered response. Productivity increases. 

Employing the Impartial Spectator
Smith’s impartial spectator turns out to be a powerful ally in re-

sponding to Drucker’s knowledge worker productivity challenge,

so let’s take an in-depth look at how to employ this tool. First, I’ll

explore workers’ mindsets, and second, I’ll look at their emotional

reactivity. 

Mindsets for the Status Quo and Mindsets for Growth
Internal narratives are the ideas, stories, or explanations that we have

about our experience, including the experience of ourselves. Taken as

a whole, they form a mindset. Mindsets serve as an unconscious fil-

ter that predetermines what we see and how we see it. Think of a

mindset as a meta-software program that runs underneath your con-

scious awareness but “preprograms” your perception and response. 

The implications of a mindset for workplace productivity are read-

ily apparent. A manager who automatically thinks about how new

ventures could fail (and reflect poorly on him) and a counterpart

who explores what the possibilities are for moving into an untapped

market are two examples of how mindsets function at work. One

mindset shuts down opportunity; the other creates it. 

Luckily, the impartial spectator can help you uncover which mind-

sets are guiding your behavior and shift to a mindset for growth and

productivity. But first, let’s take a closer look at these mindsets.

Stanford psychologist Carol Dweck, after 30 years of research,

identified two forms of mindset: fixed and growth.29 (Bear in mind

that both forms of mindset can exist within the same person and can

be activated depending on the circumstances.)
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The fixed mindset is rigid and judgmental. It holds that people ei-

ther are or are not born with talent. Subsequently, this mindset will

go to great lengths to protect an ego identity that disallows admitting

mistakes, since “mistakes = failure.” Perfection rules, and, unfortu-

nately, learning, risk taking, and adapting stop. In a networked

knowledge work environment, improvement efforts are uncon-

sciously blocked, and productivity suffers. 

The growth mindset, in contrast, is flexible and generative. It

views talent as something that can be grown with effort. Instead of

trying to impress, this mindset will try to improve. The growth mind-

set is curious and views mistakes not as a cause for condemnation,

but as information—as an opportunity to learn and develop. In the

collaborative world of knowledge work, such a mindset fertilizes new

thought, encourages risk taking, and creates stronger bonds of con-

nection among team members. 

The growth mindset exemplifies Drucker’s notion of continual

learning. By being curious and open to the world, this mindset al-

lows people to take on a wider, empathic, and more hopeful view

that rationally focuses on possibilities and opportunities. Such a

mindset is essential in a knowledge work environment. 

Mindfulness practice illuminates how these mindsets operate, en-

abling the worker to learn how to “switch tracks” from the rigid

world of the fixed mindset to the open and receptive way of the

growth mindset. Take the example of Jack, a banking executive who,

after applying mindfulness practice, had this self-observation: 

A fixed mindset definitely played a role in my reactivity, which was a

problem for me at work. It caused me to make assumptions about a

situation from a negative belief that I held about a coworker’s mo-

tives, and that belief was not based on any real information but de-

rived purely from my own mindset. Had I been more curious, I could

have asked, “What is causing him to respond in that way?” Instead of
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learning something useful about the situation, I reinforced my exist-

ing prejudices about the person and ended up in an argument with no

better understanding of the situation. 

The fixed mindset does not learn. Instead, it seeks to support what

it already knows. Furthermore, feelings of tension, threat, and fear

often accompany the fixed mindset. A stance of defense or attack is

by nature stressful and makes productive interaction difficult. 

By contrast, a growth mindset approaches a situation with greater

calm and openness. Listen to Shirley, an accounting executive, ex-

plain how she successfully employed the growth framework:

In working with a client, I put myself in a more inquiring state of

mind by asking questions from a growth and learning point of view

instead of assuming that this person was acting selfishly and egotis-

tically. First, I sensed a calmer state of mind while I was in an in-

quiring mode. Consequently, it stemmed the urge to feel frustrated or

indignant. In addition, I could see that the other person, although at

first defensive, could sense that I really wanted to understand his

point of view. He gradually opened up to me with a more authentic

and honest manner. We were able to come to common ground that we

didn’t know we had. 

By becoming mindful of both orientations, fixed and growth, a

person becomes aware of her operative mindset and its ramifications.

People are often astonished that a simple change in mindset can pro-

duce dramatically positive results. Consciously shifting to a growth

orientation opens up unforeseen possibilities and solves problems.

The alternative fixed position results in an ego-driven, intractable

emotional battle about right and wrong that goes nowhere. Chang-

ing the mindset opens opportunities to improve productivity.

Now, let’s move to the second application of Smith’s impartial

spectator—the area of reactive emotions. 
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Being Mindful of Reactive Emotions
Reactive emotions happen automatically, without will or effort. They

are nearly always motivated by self-defense or self-gratification—

anger, fear, anxiety, lust, and desire are some examples. Reactive

emotions generally do their jobs well, protecting us, feeding us, and

so on. However, from time to time, these emotions hijack us and pre-

cipitate actions that lead to unwanted results.

Strong reactive emotions affect productivity because they shut

down the brain’s ability to be rational, objective, and adaptive. Re-

active emotions distort perception, as the person interprets events to

confirm, support, and maintain the emotional state. The brain of a

knowledge worker who is in the grip of a reactive emotion cannot ac-

cept information that challenges her thinking or emotional state. 

The attention of the impartial spectator can be a powerful tool

to catch the emotional reaction before it has a chance to lead to de-

structive behavior. Paul Ekman, the pioneering researcher agrees:

“When we are being attentive . . . we are able to observe ourselves

during an emotional episode. . . . We recognize that we are being

emotional and can consider whether or not our response is justi-

fied. We can reevaluate, reappraise, and if that is not successful,

then direct what we say and do. This occurs while we are experi-

encing the emotion, as soon as we have become conscious of our

emotional feelings and actions.”30 Let’s consider a practical ex-

ample to observe how the mindful impartial spectator relates to

emotional reactivity.

The Case of the Anxious Engineer 
I once worked with a respected and technically brilliant engineer who

was affiliated with a large defense contractor. Call him Marv.

Though he was very well liked, he was known to erupt verbally when

he was presented with bad news. This reaction overwhelmed who-

ever delivered the news. To make matters worse, Marv’s eruptions
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took place in meetings with his superiors, and they were negatively

affecting his prospects for promotion. So, he sought my help. 

Marv learned how to train his impartial spectator to become

aware of how the verbal eruption actually worked. With some prac-

tice and observation, he realized that his verbal explosion was actu-

ally the result of something else that he hadn’t noticed before. He

perceived something new.

Preceding the eruption, Marv clearly sensed a rush of energy in

his chest that came out in the form of a panicked verbal reaction.

Armed with this information, he could become mindful of the emer-

gence of the energetic impulse. When he sensed that an eruption was

imminent, that was his signal to take a deep breath and pause for a

moment. The impulse would rise, come to a peak, and then subside.

With practice, he became increasingly able to catch the reaction be-

fore it erupted verbally. Marv used his attention to perceive the sit-

uation and make a different choice. That resulted in better

relationships with his colleagues and higher productivity.  

What Marv did was to use the principle of neuroplasticity to de-

couple the rush in his chest from verbal action. In time, by using his

attention, he became better able to stop himself. He said he felt a

sense of control and confidence that he had never experienced be-

fore. Without the weight of this debilitating reaction, he was freer

to put his brilliant mind to work for the firm. 

Drucker, the Great Liberator
We have only scratched the surface of how self-management im-

proves knowledge worker productivity. There is much more to ex-

plore. We have seen how enhanced perception (or attention) plays a

pivotal role in the process, and we have discussed some basic ways

in which perception can be trained to focus as well as manage the

knowledge worker’s mindset and emotional reactivity. 
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Peter Drucker was gifted with an exceptional perceptive power—

a capacity to see what was already there, but remained largely invis-

ible to most. The author of 39 books and numerous articles, a

one-time apprentice in the cotton trade, journalist, university pro-

fessor, and sought-after consultant, Drucker was a highly productive

knowledge worker. The issue of making other knowledge workers

productive was a central concern of his work for almost 50 years.

In her work The Definitive Drucker, Elizabeth Haas Edersheim

mentioned that a core characteristic of Peter’s personality was his

ability to liberate people.31 By asking the right question, challenging

a closely held assumption, and pushing person after person to see

something that was previously unseen, he liberated them from their

self-imposed boundaries. By shifting our perceptions ever so slightly,

he revealed a new world full of possibilities. Because Drucker is no

longer here to liberate us from our own limitations of thought, emo-

tion, and action, we—guided by his work—must adopt new tools

and learn to liberate ourselves.
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12

Labor Markets and Human 
Resources: Managing Manual 

and Knowledge Workers
Roberto Pedace

In the better use of human resources lies the major opportunity for in-

creasing productivity. . . . The management of men should be the first

and foremost concern of operating managements, rather than the man-

agement of things and techniques. 

—Peter Drucker, The New Society

A lthough it was not always central to Peter Drucker’s thoughts,

much of his work has described the importance of managerial

decisions concerning employee recruitment, training, incentives, and

compensation. In addition, the significance that Drucker placed on

history and institutions is particularly critical in understanding labor-

market behavior and outcomes. The objective of this chapter is to

explore some intersections between Drucker’s ideas on labor mar-

kets and human resource management with the tools that economists

utilize in addressing issues in these areas. Later, I will also use an ex-

ample from my own research to illustrate how Drucker’s ideas shed

light on an important empirical puzzle.
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The subsequent material in this chapter is organized into three sec-

tions. The first section covers broad concepts in the economics of

labor and human resources. Specifically, this section develops some

general principles about worker-firm interaction, illustrating how

labor economics utilizes the basic tools of microeconomics, but has

evolved to analyze scenarios that are unique to markets in which

labor services are bought and sold. Following that section, I describe

the role of management in dealing with issues of employee produc-

tivity. Here, I focus on integrating Drucker’s work with some impor-

tant elements of human resource and personnel economics. The third

section illustrates how some of Drucker’s insights can shed light on a

practical and important question in the area of labor economics. The

chapter concludes with a summary of the most important ideas.

Conceptual Foundations and the 
Importance of Labor Markets

The elasticity of the total wage bill is the key factor in the enterprise’s

ability to survive a business setback. 

—Peter Drucker, The New Society

Drucker had an uncanny ability to make complicated, theoretical

concepts applicable in the real world. The statement just given was

no exception, but without an understanding of some fundamental

microeconomic theory, it is difficult to envision precisely what is im-

plied by his words and the conditions that most influence the rele-

vance of those ideas.

The total wage bill is defined as the wage rate (cost per unit of

labor) multiplied by the total number of labor units employed by the

firm. For a particular type of labor (e.g., machine operator), the wage

paid is determined by the market (the number of people in this line
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of work and the number of firms seeking this type of worker), along

with numerous worker-specific factors (e.g., education and experi-

ence) and job characteristics (e.g., working conditions and nonwage

benefits). After evaluating these existing conditions, potential work-

ers will determine the lowest wage at which they are willing to accept

employment, and firms will determine the highest wage that they are

willing to pay. The firm continues to hire workers as long as the ad-

ditional revenue generated by hiring another worker exceeds the

wage at which those seeking employment are willing to work. When

the firm cannot make more profit by hiring an additional worker, it

has reached its optimal labor input allocation and accordingly de-

termined its total wage bill.

The elasticity of the wage bill is the ratio of the percent change in

the labor costs to the percent change in the firm’s production. The

larger the ratio, the more responsive (or elastic) is the firm’s wage

bill. Drucker’s focus on the elasticity of labor costs suggests that the

ability of a firm to constantly adjust its wages and/or the number of

workers it employs is a critical component of its long-term success.

In response to declining sales of a product or service, a firm will seek

cutbacks in the size of its labor force and in its use of raw materials

and physical capital. Since labor is typically the largest component of

variable production costs, it is sensible that attention would be fo-

cused there.

However, a couple of factors must be considered when examining

a firm’s ability to swiftly adjust its wage bill in the face of a “business

setback.” One is the production technology that is utilized by the

firm or available in the industry. This will determine the firm’s abil-

ity to substitute capital for labor or higher-wage labor for lower-

wage labor. The other element is existing institutional constraints.

This can result from union contracts (which may have predetermined

wage bill targets) or, in the case of knowledge workers, long-term

employment and compensation agreements. Finally, direct govern-
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ment intervention in labor markets with work-time restrictions and

minimum wage laws can directly affect the elasticity of the wage bill.

Consequently, as Drucker often emphasized, an understanding of the

precise conditions in which firms operate and the practicality of ex-

ercising various options is critical for managing an organization’s

human resources effectively.

Human Resources and the Role of Management

Management everywhere faces the same problems. It has to organize

work for productivity; it has to lead the worker towards productivity

and achievement. 

—Peter Drucker, Management:

Tasks, Responsibilities, Practices 

He (the worker) needs above all predictable income on which he can

plan and budget. Hence the worker’s own insistence on “security” as

his first need and as vastly more important than the wage rate. 

—Peter Drucker, The New Society

One reason that labor economics became a specialized field of mi-

croeconomics is that scholars and practitioners recognized the need

to analyze worker-firm interactions beyond the brief and impersonal

transactions characterizing most markets. For example, if I visit the

local convenience store to purchase a candy bar, the store owner will

not know anything about me, but will not care as long as I pay for

the product. Similarly, I will not have any information about the

store owner, but I will not be troubled by this as long as I can pur-

chase the product there. These types of market transactions, in which

buyers and sellers are not concerned about each other’s personal
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characteristics, are sometimes called spot-market transactions. Unlike

transactions in most product markets, a job involves an ongoing per-

sonal relationship between the employer and the employee. These

long-term relationships make spot-market models of labor substitu-

tion incomplete because they ignore the characteristics and outcomes

of “internal labor markets” (ILMs). Generally, ILMs contain job lad-

ders with an inventory of all jobs; job evaluations based on the de-

gree of supervision, skill, and importance of the tasks; and

promotional paths that provide opportunities for professional de-

velopment and wage growth. The ILM provides the “security” that

Drucker describes by defining seniority rules and rewarding workers

for good performance.

While this long-term worker-firm relationship is valuable for

workers in easing anxieties related to unemployment and future earn-

ings, the development of ILMs can also benefit employers. First, im-

perfect information in the labor market typically results in the use of

interviews, tests, and other screening measures, which increase the

costs associated with hiring new workers. Second, once they are on

the job, workers acquire specific skills; this increases the costs of

turnover, since new workers will not have the same productivity lev-

els. Third, an even more radical view argues that when workers

began seeking the protection of unions with industrialization, firm

owners responded with ILMs as a divide-and-conquer tool. That is,

the creation of job categories and hierarchies divided the interests of

the workers, reduced solidarity, and made workers more submissive

to the firm’s demands. A common theme in all of these explanations,

which contrasts with Drucker’s statement, is that the development

of ILMs was largely beneficial to firms.

The reality is likely to lie somewhere in between. In other words,

ILMs improved workers’ well-being by providing them with increased

job security and promotional opportunities, while firms could now

also be more efficient in retaining workers with industry- and job-
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specific skills. The benefits of long-term attachment between workers

and firms make it possible and, in many cases, sensible for firms to

offer wages that exceed those that the worker can obtain elsewhere.

A high wage rate may in effect constitute a very much lower wage cost

per unit of production; it may bring forth much greater productive ef-

fort and efficiency. 

—Peter Drucker, The New Society 

It is in this dimension of labor and personnel economics that

Drucker’s idea that managers should pay workers a wage above the

market rate was truly innovative. While many managers understand

that it makes sense to consider the influence of pay on workers’ sense

of value to their organization, commitment, and productivity, this

was initially resisted by mainstream economists. The idea, now

known as the efficiency wage hypothesis, was first utilized by polit-

ical economists as a complement to Marx’s notion of subsistence

wages during the initial stages of industrialization and the positive re-

lationship among wages, nutritional intake, and worker productiv-

ity. This was later formalized in the context of developing economies

and low-wage, manual-labor markets, where models predicted that,

up to a point, productivity increases would outweigh the higher costs

incurred through wage increases.

It was not until later, however, that the relevance of this concept

in a market for knowledge workers was explored. In this labor mar-

ket, two of the most important hiring issues are adverse selection and

moral hazard. Adverse selection occurs when it is not possible to ob-

serve the abilities of job applicants to perform the required tasks,

and moral hazard results when it is not possible to observe the ac-

tions of employees when they are “on the clock.” As we increasingly

move to a knowledge-based economy, both adverse selection and

moral hazard contribute to the asymmetric information difficulties in
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hiring and retention decisions concerning knowledge workers. This

is something that Peter Drucker saw well ahead of its time.

Efficiency wages mitigate adverse selection problems because higher

wages attract more capable job seekers, and this allows managers to

choose workers from an applicant pool that generally consists of more

productive candidates. While piece rates and commission compensa-

tion schemes solve the moral hazard problem in situations in which

worker output is easily measured, these techniques will not suffice for

most knowledge work, where productivity is not directly observable.

Here, efficiency wages, combined with productivity and seniority re-

wards in the earnings profile of an ILM, increase the cost of job loss

for workers, induce a greater degree of effort (less shirking) and more

productivity, and simultaneously minimize supervising costs. More-

over, these higher wages boost morale and reduce turnover, which in

turn create additional cost savings in hiring and training activities.

Undoubtedly, Drucker had similar views about the positive effects

of paying “high wages.” What is striking, however, is that, while his

observations in labor markets had typically drawn on existing theo-

ries of worker-firm interaction, there are no references to efficiency

wage effects on “productive effort” that predate Drucker’s statement

earlier in this section. Furthermore, he has never been appropriately

recognized for this idea.

Using Drucker’s Insights to Understand the 
Labor-Market Impact of Immigration 
in the United States
One specific area of my research on labor markets estimates the im-

pact of immigration on workers in the United States. A major concern

in the United States is that immigrants will increase the competition

for jobs and, as a result, reduce the wages and employment opportu-

nities available for native-born workers. Since the concentration of
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immigrants varies considerably across the United States, the fear is

that wages and employment of the native-born are disproportionately

affected in high-immigration areas. A classification of metropolitan

areas between 1985 and 1990 revealed that six out of ten high-im-

migration metropolitan areas were located in the southern or western

regions of the country. Furthermore, in 1980 and 1985, three cities

(New York, Los Angeles, and Miami) accounted for more than half

of the immigrants who had arrived in the previous decade. Even data

with a longer time horizon show that only six states (California,

Florida, Illinois, New Jersey, New York, and Texas) have received the

bulk of immigrants over the last 40 years.

While these states must deal with the direct labor-market impacts

of immigration, any migratory response of native-born workers will

transfer some of the effects to numerous labor markets, and therefore

deserves national public policy attention. The debates on this issue

are typically quite emotional, but before joining any mass appeals

for policy change, it is important to review the facts in this area and

understand their relationship to some of the concepts previously dis-

cussed in this chapter.

Many studies have estimated the effects of immigration on wages

and employment. The most common method is a regional or area

approach. This approach typically compares the effects of immigra-

tion on the wages of native-born workers across regions by intro-

ducing a variable that accounts for immigration as a percentage of

the total labor force in a given geographical area, while simultane-

ously controlling for human capital characteristics (education, work

experience, and so on). In most studies, the metropolitan area is used

as the level of aggregation for measuring immigrant concentration.

In studies that have used this approach, there is a small relation-

ship between increased immigration and labor-market outcomes.

Early studies found that a 10 percent increase in the percentage of

immigrants reduces the earnings of the native-born by less than 0.5
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percent and employment of the native-born by a maximum of 1 per-

cent. However, there is also evidence that these effects vary by de-

mographic group, and that some even experience increases in

earnings when there are larger concentrations of immigrants.

More recently, research has focused on controlling for the migra-

tory response of native-born workers and better identifying the ex-

tent of immigrant competition for specific jobs. Measures of the

proportion of immigrants in a metropolitan area may not accurately

capture the extent of immigrant labor-market competition for most

workers, since immigrants are not equally distributed across various

jobs in these local labor markets. However, after using metropolitan

area– and occupation-specific immigration and internal migration

measurements, studies continue to find that the effects of immigra-

tion are small. The largest negative effects estimate that a 10 percent

increase in the immigrant population share reduces wages by only

0.5 percentage point for lower-skilled workers. On the other hand,

these studies also find that wages for some higher-skilled workers

are positively affected by increases in immigration and often offset

the negative effects on lower-skilled workers.

Overall, there is only limited evidence that immigration exerts

downward pressure on wages for native-born workers. Until recently,

many researchers believed that the small effects of immigration were

due to the failure of studies to explicitly control for the internal mi-

gration of native-born workers. Several studies have now incorpo-

rated this into the analysis, but evidence of any convincing negative

effects of immigration remains elusive. Most of the immigration ef-

fects on native-born workers’ wages not only remain positive but

also tend to outweigh the occasional negative effects.

The large number of immigrants who are employed or seeking

work in lower-skilled jobs generates expectations of finding negative

impacts on native-born workers that are much larger than those that

are actually observed. The manual labor employed in these jobs tends
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to be highly substitutable, since the tasks tend to require the acqui-

sition of physical skill, but less “knowledge work.” The result is that

the demand for labor is highly responsive to changes in wages.

If the demand for labor in secondary sector occupations is relatively

elastic, an increase in immigration will initially reduce wages and em-

ployment levels for natives, but the increase in total employment will

outweigh the reduction in wages. 

—Roberto Pedace, “Immigration, Labor Market 

Mobility, and the Earnings of Native-Born 

Workers: An Occupational Segmentation Approach” 

The increase in the total wage bill simultaneously generates a se-

ries of demand effects (from increased aggregate income) that bene-

fits both lower- and higher-skilled workers. This would ultimately

result in higher wages and employment levels. Consequently, some of

the same theoretical tools that Drucker used to understand a firm’s

labor demand response during the business cycle can also be used to

understand this important public policy issue.

Many immigrants have also been working in higher-skilled jobs.

While we would not expect the same degree of labor substitutability

in these jobs, where knowledge becomes the worker’s primary con-

tribution to the production process, the traditional theory of labor

markets would predict at least some wage decreases with increased

competition in this labor market. The absence of negative wage ef-

fects is not due to any lack of immigrant competition for jobs in this

sector. In fact, in the Los Angeles, Miami, New York, San Francisco,

and Washington, D.C., metropolitan areas, more than 10 percent of

the workers in higher-skilled occupations are foreign-born. In some

industries, this percentage is considerably larger. The persistent re-

sults in empirical studies, indicating that the wage outcomes of na-

tive-born workers in these occupations are improved with higher
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levels of immigration, demonstrate that other insights into worker

and firm behavior in labor markets may be useful.

Once again, Drucker’s ideas also shed some light on the observed

immigration effects on higher-skilled workers. Specifically, the exis-

tence of ILMs and efficiency wage structures plays a more important

role in those labor markets in which knowledge workers are most

prevalent. In these circumstances, the diversity and specialization of

knowledge, the accumulation of firm-specific human capital, and the

seniority rules of ILMs provide some shelter from the downward

wage pressures caused by increased labor-market competition. In ad-

dition, immigration allows firms to screen job seekers from a more

diverse labor pool, where they are more likely to find workers with

knowledge and skills that are complementary to those of the exist-

ing workers. Wage increases for these workers result from these com-

plementarities combined with efficiency wages that create better job

matches, reduce incentives to shirk, lower hiring costs, and increase

returns from on-the-job training.

Conclusion
This chapter began with some general concepts of labor and human

resource management and proceeded to a discussion of some spe-

cific tools utilized in labor economics, their relationship with

Drucker’s work, and their relevance to my own research.

The fundamental ideas can be summarized by the following:

1. Management’s understanding of labor markets is essential for

the performance of the most important human resource tasks:

who and how many workers to hire, how much to pay, and

how to motivate employees for maximum productivity.

2. Since labor and knowledge are the most valuable production

assets in the firm, the human resource management tasks
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should not be delegated to departments that are not directly re-

sponsible for strategic decisions on production, pricing, growth,

and mission; general managers must take the initiative and be

responsible for aligning the human resource decisions with the

objectives of the firm.

3. Managers must “look out the window” and attempt to under-

stand how economic conditions, demographic trends, and gov-

ernment policies affect labor-market outcomes in order to better

support the goals of the firm with their human resource decisions.

Author’s Notes: I am indebted to Joe Maciariello and Hideki Yamawaki

for their support and feedback during the Drucker Difference lectures

and to Craig Pearce for his willingness to critique an earlier draft of

this chapter. I would also like to thank the students who have taken

my course on labor and personnel economics; their questions and com-

ments helped me better integrate Peter Drucker’s ideas with labor eco-

nomics generally and my own research specifically.
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Peter Drucker: 
The Humanist Economist

Jay Prag

We have an approach that relates economics to human values.

—Peter F. Drucker, The Daily Drucker

Introduction
Having taught economics for 25 years, I have had occasion to en-

gage with a student or colleague who volunteers (usually with a cu-

rious sense of pride) that he doesn’t like or doesn’t believe in

economics. It was with that perspective that I used to think about

Peter Drucker. After all, he said in Jack Beatty’s Atlantic magazine ar-

ticle “The Education of Peter Drucker” that “there’s one thing econ-

omists and I agree on, I’m no economist.”

Typically, people who don’t believe in economics also don’t be-

lieve in free markets or individual rights, yet they do believe in—or

have a lot of faith in—big governments. So I was surprised when I

first read Drucker’s book The New Realities and found that he and

I have virtually identical perspectives on practically everything eco-

nomic. But how is that possible? I am a tried-and-true, card-carrying
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(University of Rochester Ph.D.) economist, and Peter was an avowed

noneconomist. Having considered his positions and thoughts and my

own on many issues, I have found the answer, and I declare the great

man to be a humanist economist.

Peter Drucker: The Early Years
In “The Education of Peter Drucker,” Jack Beatty writes:

During his four-year stay in England, Drucker sat in on John Maynard

Keynes’s economics seminar at Cambridge University and made an im-

portant discovery: He “suddenly realized that Keynes and all the bril-

liant economics students in the room were interested in the behavior of

commodities while I was interested in the behavior of people.”

With that, Peter Drucker left his early career as an economics

teacher, and many people, including Peter himself, believe that he left

economics itself. While any informed reader of Drucker would dis-

agree with that overstatement, it is clear that Peter had a serious dis-

comfort with the abstractions that economists and their models make.

Economics is a social science. I tell students that repeatedly and

make them think about those words carefully. Economics uses the

tools of mathematics, physics, engineering, and other “hard sciences”

in its models, but what economics is modeling is very human and

very social behavior. Put differently, economics uses mathematical

precision to explain human behavior in the same way that particle

physicists use it to explain the unobservable. From Aristotle to New-

ton to Rutherford to Bohr, particle physics became more refined and,

in many scientists’ opinions, more accurate. They predicted, tested,

proved, and disproved conjectures about the structure of matter.

They could do this because, over time, their tools for observing the

minuscule particles that they postulated became more discerning and

more sophisticated.
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Economists took that cue and also modeled the unobservable with

great mathematical precision. A wonderful example that Drucker

mentions in The New Realities is utility theory. Observations of

human behavior show us that consumers don’t usually consume a

huge quantity of any one good at any one point in time. When I teach

this to students, I ask them to think about something simple like eat-

ing donuts. The first donut makes you very happy, but the sixth

donut adds very little additional happiness to your total. If asked to

explain this, we would simply say that we are sick of donuts, having

already eaten five of them. This behavior is modeled by economists

with a mathematical expression that recreates that pattern.  

We invent a utility function U(x) with properties that mimic the

aforementioned human behavior, happiness rises with every addi-

tional unit of consumption, but it rises at a decreasing rate. Over the

objections of most microeconomic purists, I usually teach this with

a chart that explicitly measures my happiness:

U(Donuts) = Change in 
Donuts Happiness Happiness

1 20 20  
2 35 15  
3 47 12  
4 55 8  
5 58 3  
6 59 1  

There’s nothing wrong with this abstraction, and it does model

simple consumer behavior reasonably well. But when we discuss util-

ity theory in advanced economics classes, we do so with calculus, de-

rivatives, and lots of rules about how consumers must behave. Peter

Drucker would say that’s putting the cart before—or maybe even on

top of—the horse. The math isn’t right; the consumer is. These mi-
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croeconomic, math-based rules are a wrongheaded approach to

teaching and understanding economics. This is where one can truly

see Drucker’s “humanist” approach.

When he said that economists are “interested in the behavior of

commodities,” Peter Drucker likely meant that economists were think-

ing too much as scientists and not enough as sociologists. They wanted

to explain something as well as their hard science colleagues did, and

that something had to be tangible, measurable, and testable—like the

price of commodities. There is nothing wrong with that desire, but in

explaining the price of commodities elegantly, you have to have the

humility to admit that you have explained only that well. 

In The New Realities, Drucker quite accurately skewers Keynes -

ian macroeconomic policy for its uneven track record in curing our

economy’s ills. Drucker likens countercyclical macroeconomic policy

to a drug and says, quite correctly, that if we assessed that drug the

same way we do others, it would probably not be accepted by the

FDA. He also says, again with incredible insight, that the rampant

use of this policy drug during the Great Depression changed the ex-

pectations of the electorate. Even though the effectiveness of this pol-

icy is limited, we now expect the government to do something when

the economy slows or declines. Macroeconomic policy is thus the so-

cial version of the cure for the common cold: a largely useless set of

drugs that do not speed recovery and, at best, treat a few symptoms. 

Our addiction to spurious macroeconomic policy has a curious con-

nection to the government’s response to our current economic crisis.

Like most economists today, Drucker would have said that bailing out

firms that made bad decisions, as in the government’s bailout of the

banking sector, leads only to more bad decisions down the road and an

expectation of another bailout. Perhaps the biggest irony in the current

economic crisis is the near-death and subsequent government takeover

of General Motors. Drucker famously advised GM on a long-term suc-

cess strategy in 1946, but the company largely ignored his advice. One
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can only guess that GM would have been in better shape today if it had

heeded his advice (it certainly couldn’t be in worse shape!).

Abstracting from Drucker a bit, there is a good example of overel-

egance in the related field of finance: efficient markets. This is taught

in finance classes as a theory or hypothesis with proofs that are based

on the mathematics of random numbers and information. These

proofs show that you cannot beat the market (you cannot do better

than buying and holding the market portfolio), and thus, the theo-

rists conclude, investors should not waste their time trying to beat the

market. It’s all very precise. But once again, that’s putting the math

before the reality. Markets probably are efficient, but they are made

so by people who find and invest in mispriced stocks. Put differently,

if people didn’t try to beat the market (if you take people out of the

process), markets would not be efficient!

Peter Drucker, the social scientist, wanted us to remember that the

people are always part of the result. But like it or not, he was a very

astute economist. He discusses incentive structures, productivity, and

motivation as often as the famous economists Alfred Marshall,

Joseph Schumpeter, and Paul Samuelson. Peter just didn’t feel obliged

to model these things with mathematical, overelegant equations. And

while he didn’t rely on first-order conditions derived from con-

strained maximizations in his books and articles, history has proven

that his economic intuition was correct far more often than that of

many of my fellow economists.  

Drucker’s ability to assimilate and interpret a wide array of schol-

arly work (from an even wider array of disciplines) and his keen

sense of observation allowed him to predict changes in the economy

that no narrowly trained economist could have fathomed. To wit,

Drucker noted that he had seen the future of industrial organization

in the empowered American workforce of World War II, and his “re-

sponsible worker” from 1942 is, in many ways, the first sighting of

Craig Pearce’s “shared leadership” of 2004.
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And because he was a truly integrated thinker, he could see that

the parts of the economy that were easily reducible and easily mod-

eled by mathematics were also limited and, in many ways, limiting.

These economic models, and their brethren in related fields like fi-

nance, were empowering decision makers to view their businesses as

abstract entities that could be tweaked to perfection. Drucker never

lost sight of the people. He knew that no set of equations ever pro-

duced a single product and no amount of money could make an em-

ployee a happy cog in an uncaring corporate machine. 

Drucker also reinvigorated the largely dormant economic concept

of human capital. His astoundingly accurate concept of the “knowl-

edge worker” (from 1959!) predicted the time when the typical em-

ployee would use education and training as much as he did

machinery and land. He saw the growth potential in human capital,

especially as it became augmented by things like technology. Fur-

thermore, Drucker understood and predicted that this human capi-

tal would allow the worker to get the fair share of the business profits

that Marx coveted. Marxism never imagined the technological shift

in which the machine would become slave to the worker—but Peter

Drucker did.

Peter Drucker: Groups and Governments
This humanist approach explains Drucker’s insight into the power of

groups. While Drucker knew that the human element would often

dictate the final results in the corporate setting, he also appreciated

the power that was created when that human element banded to-

gether. A major theme of Drucker’s The New Realities is that the

economic and political power of the individual is magnified when

people stop being individuals. He abstracts from Mark Hanna’s late-

nineteenth-century innovations in politics that mobilized the power

of special-interest groups in both business and government.
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This too is a well-known economic concept. But there are two fac-

tors at work here: the collective versus the individual and the power

of bigness. Peter Drucker showed his economic instincts when he

said that collective groups have more power than the sum of their

parts. Unions, clubs, corporations, and other special-interest groups

apply a collective decision-making mentality to get more than the

sum of what they would get as individuals. All of these collectives

were created with good intentions, but all of them are susceptible to

the corruption that is often associated with power.

Unions were formed to prevent large employers from artificially

lowering wages by using individual workers’ incentives against them:

if you don’t take this job at low wages, someone else will. By form-

ing a union, the workers all agreed that none of them would work at

unfairly low wages, thus forcing the firm to be fairer to all of its

workers. But from that noble beginning, the unions used their col-

lective bargaining power to extort an ever-larger share of the pie.

The flaw in the logic then appeared: unless all workers around the

world are members of the group, this wage demand isn’t going to

work. As we have repeatedly seen in recent years, goods can be im-

ported or jobs can be relocated to places that don’t have unions or

where wage demands are more reasonable. And then the union be-

comes a political group rather than an economic group, offering its

massive voting bloc to any candidate who agrees to protect its jobs

from “cheap foreign labor.”

The corporation itself is a collective of people. Because it has its

own legal standing, we often ascribe life to the corporation, and to a

large extent, Peter Drucker’s life’s work was undoing that animation.

In reading Drucker on almost any business topic, you hear his mantra:

what about the people? Thus, the corporation doesn’t try to make

profits, or compete, or survive—its people do. But this human ele-

ment has two sides, as the often misused concept of sustainability

shows. When asked, many executives will say that the corporation
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must find a way to survive. Why? Because it employs a lot of peo-

ple—most notably the executives, who want to keep their jobs. But

the corporation does not exist except as a legal protection for its in-

vestors. And therefore, it should exist only if its investors are being

well served. When the firm’s technologies and products become out-

dated, the firm needs to allow its capital, labor, and other resources

to move into more productive industries. As a matter of good business

practice, Peter Drucker would be appalled by the now popular con-

cept of “too big to fail.” As a student of political power and economic

history, however, he would most certainly predict its assertion.  

But the power of groups, like the precision of the mathematical

models we discussed earlier, has limits. The supergroup known as

the government is often ascribed superhuman power by voters, by

macroeconomists, and even by itself. Keynesian macroeconomics

placed government in its own separate category, like the 800-lb go-

rilla that sleeps wherever it wants. By its nature, government is big,

but why should its size change the rules that apply to it or the ex-

pectations that we have for it?

As Drucker points out, one reason that we ascribe great power to the

government is specifically because it makes the rules, and thus it can

make them in such a way as to create power. A good example of that is

the government’s two primary revenue sources: taxation and seignorage.

We probably think we understand taxation pretty well because we

all pay taxes. But consider the ways in which taxation is different

from other payments in our lives. Income taxes, for example, are not

optional payments for most people. If you don’t think that an apple

is worth its price, you don’t pay the price, and you don’t get the

apple. But once the government decides on taxes, it’s illegal for citi-

zens not to pay them. If you refuse to pay, you go to jail. So taxes are

not a choice in the same way that other prices are. Seignorage, or

paying for its expenditures with newly printed money, is similar. If

the government decides to pay for its expenditures by printing
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money, individuals have little choice other than to keep using money

and pay the subsequent inflation tax.

Given this mandatory aspect, the “how” part of taxation is criti-

cal. Representative government is supposed to work like this: we

send a small group of people to the seat of government to decide for

all of us what the right amount of government spending is and how

the things we collectively need should be paid for. This sounds pretty

straightforward. But deferring for a moment the question of what

the government should be doing, consider the problem of paying for

it. In theory, you should allocate taxes like any other price: people

pay what the government services are worth to them. But that ap-

proach will almost certainly tax poor people too much and rich peo-

ple too little.

Thus, we have progressive taxes, estate taxes, and other “deep

pockets” taxes that arise from the reality that it’s faster, easier, and

more politically astute to tax a few rich people a lot rather than to

try to find a tax system that’s completely fair. But reiterating the

Oliver Wendell Holmes quote that Drucker uses, “The power to tax

is the power to destroy.” Soak-the-rich taxes probably started when

wealth was associated with property and other fixed resources. In

that world, taxes couldn’t change the income that they were taxing

very much. Put differently, the size of the pie that the government

was trying to take a slice from was roughly fixed, so how it took its

slice didn’t matter much. 

Today, most high-income people are highly educated, highly pro-

ductive, and loaded with choices. If the government says that it’s

going to tax away 75 percent of the income that your last hour of

work generates, your incentive to work that hour falls—and by ex-

tension, output falls and society is harmed. That’s also true of the

last dollar that you decide to invest if investment returns are taxed.

And if taxes change the size of the pie, and there’s every indication

that they do beyond some point, then the size of the government’s
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slice and its method of paying for that slice have a potentially nega-

tive effect on the economy.   

So how does the government decide what it does? Drucker be-

lieves that the government should provide only what economists call

public goods. It is known that there are goods that the free market

simply won’t produce on its own—goods like national defense and

public parks have what’s called a free-rider problem. Once these

things are provided by someone, everyone can use them without pay-

ing for them. Given this free-rider problem, no individual has an in-

centive to buy these public goods, since every individual knows that

he’ll be able to use them once someone else buys them. So we need

the group known as government to buy the correct amount of pub-

lic goods, and to charge everyone a fair price. 

All of this works fine until we realize that the government, like the

corporation, is a social construct. It isn’t a machine, a monster, or a

force of nature. It’s an invention of people that is operated entirely by

people. Government, as our collective and representative, does vital

things. But government is also a job and a business and, at heart, just

a very large collective of people. It reacts to the same forces that all

other groups of people react to. It wants to succeed, but success is a dif-

ficult thing to measure here. For the government, is success building a

better mousetrap or getting reelected? That matters a lot. Those with

one of these beliefs see the government as a special, large business.

Those with the other see it as a self-interested special-interest group.

And the correct answer is that government is both of these things. 

Like any business, government cannot be unproductive and inef-

ficient forever if it expects to survive, but it doesn’t have stockhold-

ers and traditional customers that keep it in line with its competitors.

It has lots of voters with lots of reasons to vote. As Peter Drucker

points out in The New Realities, governments respond to groups of

voters more than they do to individual voters. A group with a lot of

votes gets much more of what it wants from the government than
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the same number of unorganized individuals. Drucker understood

that the power of the special-interest group comes from the fact that

the government is itself people—elected officials—with well-paying

jobs that they want to continue doing. 

Peter Drucker had great respect for the power of government to

affect societal outcomes. He saw a lot of different governments do a

lot of different (sometimes terrible) things. But despite its size and

its concentrated economic power, government is not superhuman.

The recent financial bailout and economic stimulus package have

again revitalized the perspective that government will save us and

protect us. The brutal fact is that government is us. It doesn’t know

more just because it is bigger. It doesn’t see the future any better than

we do, and it can’t undo the past. It is our collective wisdom on its

best day, but it is never a deity. We need a government to do the

things that no one of us can do or would do well. We need the gov-

ernment to purchase—although not necessarily to produce—public

goods. And as Peter Drucker pointed out, we need the government

to regulate and control our markets to be sure that there isn’t too

much economic power or influence in any one entity’s hands.

One well-known compelling case for government regulation was

put forth by Nobel Prize–winning economist George Akerloff in

what’s called “The Market for Lemons.”

Suppose there are an equal number of two types of used car: good

ones worth $10,000, and lemons worth $2,000. Suppose further that

only the seller knows which type he has. If you’re a potential buyer

faced with this asymmetric information problem, your best approach

is to offer the average value, $6,000, for a used car. But only the lemon

owner will be willing to sell his car at that price. This result implies

that a poorly informed market often brings forth lower-quality goods.

Here, the need for government regulation in even the simplest 

market is clear. Consumers (and, in fact, the earlier-mentioned utility
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theory) need accurate information if they are to function well. On the

other hand, ethically challenged firms in an unregulated market have

come up with many famous shady business strategies, such as “bait

and switch” and what I call “price confusion” (advertised prices such

as 7 for $19.95, a difficult per unit calculation for most customers). 

Another rationale for regulation can be found in the classic game

theory case known as “Hot Dog Stands on the Beach.” 

Suppose there is a one-mile stretch of beach with people equally dis-

tributed along it. Suppose further that there are two equally popular

hot dog stands that are trying to determine their optimal location. Most

people believe that the two stands would locate at the quarter-mile and

three-quarter-mile points—the socially optimal locations (assuming

that people walk to the closest stand). But strategically, either stand

can see that it would improve its position by moving next to the other

stand, thus taking some business away from its competitor (because

people walk to the closest stand). When the strategic moves are done,

the stands will be located next to each other, but in the center of the

beach. This strategic solution means that consumers have to walk fur-

ther for a hot dog, and thus it is an inferior outcome for society. 

Here, a zoning regulation that forces the stands to stay at the quar-

ter-mile and three-quarter-mile locations will make consumers better

off without making either firm worse off, since neither stand is al-

lowed to move. 

There are many practical applications of this famous game theory

result. I relate this game to the firm’s decision to provide its employ-

ees with education or training programs. If Firm A provides training,

Firm B can save the training cost and use the money to hire away

the trained workers from Firm A! The result is that (strategically), no

firm will be willing to provide enough training. The government can

undo this strategic result by requiring all firms to provide a certain

level of training.
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Now consider the well-known circumstance in which government

regulation is considered necessary: the natural monopoly. Because it

knows that it is able to affect the market price, a monopoly restricts

its output, raises its price, and usually makes excess profits. Compe-

tition can control this incentive, but some markets (electric utilities,

for example) simply can’t support competing firms and thus are

called natural monopolies. Faced with this economic reality, the gov-

ernment usually forms a commission to set the price for these firms,

in theory, at the competitive equilibrium price. But where does the

government get the information that allows it to determine that

price? Again, governments aren’t omniscient. They usually rely on

the firm being regulated for much of the necessary information.  

Adding some strategic thinking to this problem, we can get a wide

range of outcomes. If the firm provides false information—say, higher

costs—it might get a higher price from the regulator. But the regula-

tor knows that, and it might assume some cost overstatement when

it determines the regulated price. But what if the firm provides accu-

rate information and the regulator sets the price as if the firm’s cost

information were inflated? The regulated price will be too low, and

the regulator will have had an adverse effect on the market. Again, the

government, well-meaning though it might be, is not omniscient. 

We also observe that well-meaning government-determined prices

frequently start to have a life of their own. People forget that markets

exist and begin to believe that some prices simply have to come from

the government. Minimum wages began as a Depression-era check

on labor markets that were overrun with unemployed people. Since

there were far more job seekers than there were jobs, employers could

play job seekers against each other and drive wages down. The min-

imum wage is thus a government union of low-skilled workers that

sets a floor on the wage rate to take away that strategic incentive.

Now, 80 years since the beginning of the Great Depression, people

have come to believe that wages are determined by the government.
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Put differently, they forget that wages—even minimum wages—have

to line up with a market. 

Our current economic problems and the solutions that are being

enacted and proposed also remind us that the maker of the rules has

the ability to rewrite the rules if that serves its purpose. A govern-

ment by the people, for the people, but made up of the people can

choose to wipe the slate clean anytime it sees fit. It can take or give,

enforce or forgive, incentivize or protect. But it had better look for-

ward before it panders to the masses too much. The current admin-

istration could order every bank to renegotiate the terms of every

distressed mortgage until all current homeowners can keep their

homes. But if it does so, after this crisis is over, will any bank ever

issue another mortgage to a risky borrower? Rewriting the rules will

always have other—and sometimes unintended—consequences.  

One of the biggest challenges for the government and for the U.S.

economy is the health-care industry. High-quality health care, it is

said, is a right and a public good, and thus it should not be left to the

market. Drucker talks about the issues and problems surrounding

the health-care industry, but again he notes that there are “people”

issues on both sides. No doubt there are some excess profits being

made in health care, and thus it might be possible to regulate parts

of the health-care industry, but which profits are excess? Doctors’

salaries? Drug companies’ earnings? Insurers’ profits? Payments to

hospitals? Guess wrong and regulate poorly, and the market will suf-

fer. And, as Peter Drucker would say, we are the market.

Markets, like governments and corporations, are social inventions.

They are people performing a role. When we think of these creations

as separate, freestanding entities, we often imbue them with ex-

traordinary power and a certain mystique. But, as Peter Drucker al-

ways reminded us, these entities are just people acting, perhaps in

concert, with predictable, comprehensible human behavior.
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The Drucker Vision and Its Foundations:
Corporations, Managers, 
Markets, and Innovation 

Richard Smith

[D]epressions are not simply evils, which we might attempt to sup-

press, but, perhaps undesirable—forms of something which has to be

done, namely, adjustment to previous economic change. . . . There is

no reason to despair—this is the first lesson of our story. Fundamen-

tally the same thing has happened in the past. . . . In all cases . . . re-

covery came of itself. . . . But this is not all: our analysis leads us to

believe that recovery is sound only if it does come of itself. 

—Joseph Schumpeter, “Depressions: Can We 

Learn from Past Experience?” In Essays on 

Entrepreneurs, Innovations, Business Cycles, 

and the Evolution of Capitalism

On the Foundations of the Drucker Vision 
Perhaps no contemporary thinker and writer on management has

had a more profound and far-reaching impact on the practice of

management than Peter Drucker. It would be hard to find any or-
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ganization that does not profess to embody at least some “Drucker

management principles.” Whether one respects Drucker for his

scholarship or dismisses him on the grounds that his scholarship gen-

erally does not conform to academic conventions, it is hard to find

anyone who does not respect and appreciate his influence and in-

sights—particularly his ability to peer into the future with clarity. 

The focus of this chapter is on the foundations—historical and intel-

lectual—upon which Drucker built his ideas. Drucker’s vision and his

management principles are products of his uncompromising application

of economic principles, tempered by a broad grasp of history and by his

exposure, early in his life, to a particularly turbulent sequence of so-

cioeconomic events. The purpose of the first section of this chapter is

simply to review some of the more important historical and intellectual

foundations of his ideas. In the second section, I draw upon these foun-

dations to show their influence on his thinking and writing and to pro-

vide a useful framework for understanding Drucker’s meaning.

First, I provide a brief review of the historical context that was

important in shaping Drucker’s views of the roles of businesses, so-

cial-sector entities, and government. Second, I review the influence of

economics on his views. On many occasions, Drucker was critical of

economics as being overly theoretical and disconnected from reality.

However, we find that his criticisms are directed only at certain as-

pects of the discipline and that he relies heavily on the core principles

of the Austrian School of economics.   

Historical Context
One can neither fully appreciate nor understand Drucker’s perspec-

tives on management without knowing something of the context that

contributes to his emphasis on the centrality of the individual, the im-

portance of the corporation as an institution of society, and his ad-

vocacy of limited government, legitimacy, and the rule of law. Early

in his life, Drucker experienced massive failures of government, the
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rise of a disaffected working class, a cataclysmic world war, and an

economy that oscillated between prosperity and severe depression. 

At the time of Drucker’s birth, in Vienna in 1909, Austria-

Hungary was already heading toward war. The country was an 

agglomeration of diverse and geographically separated ethnicities,

nationalities, and cultures. During the late 1800s and early 1900s,

the Hapsburg monarchy was largely focused on internal dissension.1

World War I pitted Austria-Hungary and Germany against the Al-

lied Powers. Before its end in 1918, the war had decimated the Aus-

trian population and brought about the fall of the Hapsburgs.

Drucker experienced not only the devastation of war, but also a pro-

tracted postwar period of recession and hyperinflation. Much of Aus-

tria’s manufacturing capacity had been destroyed and, in an effort

to rebuild the country’s infrastructure, service its war debt, and sup-

port its population of unemployed workers, the new democratic gov-

ernment resorted to printing money. As a result, between the end of

the war and 1923, the Austrian crown lost 99.9 percent of its value,

and much of the private wealth of the population was lost. Govern-

ment, it appeared, had failed Austrian society in three ways: getting

it into a war that it would ultimately lose, bringing on the postwar

recession, and lacking the discipline to manage the currency.2

The war and what followed it in Europe were outgrowths of so-

cioeconomic changes that had begun much earlier. The Industrial

Revolution led to falling wages in sectors where workers found them-

selves competing with machines. Industrialization gave rise to a mas-

sive dislocation of the workforce.3 While the direct impacts were

immediately negative for workers who were involved in labor-inten-

sive, repetitive work, the impetus that drove the changes was the pur-

suit of the opportunity to create wealth through innovation. These

innovations made goods and services more affordable to those who

were not directly harmed by the dislocations and enabled some in-

novators to become extremely wealthy. 
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Drucker experienced only the fallout from the Industrial Revolu-

tion. Although the pie grew dramatically, many people initially were

left out. Economic dislocation fostered the growth of a disaffected

labor force that saw itself as the ultimate source of wealth creation for

those who were benefiting from the technological changes. The dis-

locations attracted the attention of academic economists and political

scientists and provided a medium on which divisive ideas could thrive.

Karl Marx articulated the view that wealth creation flows from the

value created by labor, a view that implies that labor-saving innova-

tions are expropriations of the value created by labor. (Marx died in

1883, 25 years before Drucker’s birth. The Communist Manifesto

was published in 1848. Das Kapital was published in 1867.)    

Under Marx’s view of capitalism, laws protect the wealthy to the

detriment of workers, but capitalism has inherent contradictions that

will lead to revolution. Marx articulated a labor theory of value in

which workers are not paid the full value of what they produce. The

excess, the capitalist’s profit, is what Marx calls the “unpaid labour of

the working class.” Marx argued that capitalism leads to working-

class poverty. The final stage of the Marxian paradigm is “commu-

nism,” with the working class overthrowing the capitalist system and

ushering in a socialist system based on working for the common good.4

Particularly in Europe, economic dislocation, catalyzed by Marx-

ist political philosophy, fostered support for “social democracy,”

that is, an ideology of using regulation and state-sponsored pro-

grams to redress the perceived injustices of capitalism. Proponents

of social democracy included Marxist or revolutionary socialist

groups that sought to introduce socialism in democratized coun-

tries and democracy in undemocratized countries, including Aus-

tria-Hungary. Social democrats claimed to uphold a reformed

version of Marxism that was less revolutionary and less critical of

capitalism. They argued that socialism should be achieved through

evolution rather than revolution.5
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The Industrial Revolution, Marxism, and the rise of social democ-

racy are all part of the backdrop to the outbreak of World War I.

Opinions at the time concerning the ultimate causes of the war var-

ied, but all drew upon these earlier developments. One view was that

in countries like Germany and Austria-Hungary, war was a conse-

quence of the desire for wealth and military power and a disregard

for democracy. Supporters called for an end to aristocratic rule.

Drawing upon Marxist theories, Vladimir Lenin asserted that capi-

talist imperialism was responsible for the war. This argument res-

onated with the social democratic ideology and supported the rise

of Communism. Both views argued for greater reliance on demo-

cratic political systems. They differed in their perspectives on capi-

talism. During his childhood in Austria, Drucker would have been

exposed to these differing views. The Drucker family was aligned

with the Hapsburg monarchy, as his father was an economist and

government official in the prewar era. 

During the war, the effects of the decimation of the workforce and

the destruction of means of production were severe. In Austria and

other warring European countries, gross domestic product declined

by almost half. The production that did occur was focused on the

war effort. To harness the power of the country’s industrial resources

in a wartime effort, laissez-faire policies gave way to command and

control. New taxes were levied and new laws enacted, all ostensibly

to aid the war effort. The war strained the abilities of large and bu-

reaucratized governments such as that of Austria-Hungary, where

much of the bureaucracy was based in Drucker’s Vienna, and the

postwar shrinkage of the empire did little to shrink the bureaucracy.6

In the aftermath of the war, some European economies resorted to

further bursts of inflation to meet the postwar demand for govern-

ment spending, given the diminished tax base and the burden of

wartime borrowing and reparations. The populace demanded gov-

ernment aid, but as there was little productive activity, there were al-
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most no tax revenues available. The solution that many elected gov-

ernments found was to print money. The first hyperinflation took

place in Austria. Before the war, the Austrian crown had been worth

about 20 cents. By the summer of 1922, it was worth 1⁄100 of a cent.

In Adventures of a Bystander, Drucker recalls how the Austrian hy-

perinflation wiped out his family’s wealth.

The war and the postwar recession provided impetus for the grow-

ing distrust of capitalism that was manifested in rising support for the

agenda of the Social Democratic Party. Drucker left Austria for Ger-

many in 1927 to study and started a career in journalism related to

business and finance.

While Austria and Germany were struggling with hyperinflation

and low productivity, countries that had been less harmed by the war

benefited as exporters to the rest of the world. The “Roaring Twen-

ties” in the United States and the “Golden Twenties” in Europe were

the result. The Great Depression (Great Slump in the United King-

dom) began with the market crash of 1929 but was caused by inad-

vertently contractionary monetary policies engineered by the U.S.

Federal Reserve Bank. While the Depression began in the United

States, it quickly spread to Europe. It lasted for many years, with

devastating effects both in industrialized countries and in those that

exported raw materials.7

At issue was the question of whether the Depression was a failure

of free markets or a failure of government. Those who favored a

large role for government believed that it was mostly a failure of free

markets, and those who favored markets believed that the failure of

government exacerbated the economic problems. 

From 1927 through 1933, Drucker was in Germany. He experi-

enced the German hyperinflation and the increasing militancy of Ger-

many’s labor class. With the growing strength of the Social

Democratic Party and the more militant National Socialist German

Workers Party (Nazi), Drucker left Germany for London in 1933.
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There, at the depth of the recession, he was exposed to the debate

over laissez-faire economics and the interventionist arguments of

John Maynard Keynes. Keynes argued against the self-equilibrating

tendency of the economy, and provided a rationale for government

management of economic activity. He argued that severe recession

could cause consumers to become overly cautious in their

saving/spending behavior. He called this the “paradox of thrift”—

the more people try to save, the poorer they become. Accordingly, an

economy can emerge from a decline only if spending increases. The

argument for activist government is that if consumers won’t spend,

then government must (like priming the pump).8

Keynes argued in his General Theory of Employment, Interest and

Money that lower aggregate expenditures contributed to a massive

decline in income and to employment that was well below the norm.

He argued that the economy could reach equilibrium at a point of

high unemployment. Keynesian economists called upon governments

to pick up the slack during times of economic crisis by increasing

spending and/or cutting taxes. It is important for understanding some

of Drucker’s observations that Keynes developed his General The-

ory in a classical economic model that did not provide for innovation

and ignored the reactions of individual consumers to aggressive gov-

ernment spending.

The General Theory was published in 1936. In 1937, Drucker

moved to the United States. Franklin D. Roosevelt, a proponent of

Keynesian economics, had been elected president in 1932. Echoing

the sentiments of the Social Democrats, he blamed the Depression

on big business and capitalist avarice. Roosevelt’s New Deal was in-

tended to address the perceived deficiencies of laissez-faire capitalism

by empowering labor unions and farmers and by raising taxes on

corporate profits. The Securities and Exchange Commission, the Fed-

eral Trade Commission, and Social Security all are products of the

New Deal.
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Although the U.S. economy grew from 1933 through 1937, much

of the growth was in public-sector projects that competed for re-

sources with private-sector demand. Drucker arrived in the United

States at a time when dissatisfaction with the New Deal was grow-

ing. In the face of this growing dissatisfaction, conservatives were

able to form a coalition to stop further expansion of the New Deal.

By 1943, most New Deal relief programs had been abolished.9

World War II began in Europe in 1939, a consequence, in large

part, of the failure of the German economy to recover from the af-

termath of World War I, partly because of unrealistic demands for

reparations after the war. By 1940, the U.S. GDP still had not re-

turned to 1929 levels, and the unemployment rate was still about 15

percent. The United States was drawn into the war in late 1941. The

unemployment problem was “solved” by the outbreak of World War

II, when about 12 million men were drafted and taken out of the

labor market. In addition, war goods production programs brought

millions of new workers into the labor markets. Wartime production

in the United States was managed by the private sector with public

financing. Drucker witnessed the ability of the highly industrialized

U.S. private sector to innovate and quickly make the transition to

the needs of wartime production.

Economic Foundations
The other important aspect of Drucker’s background is his exposure

to leading thinkers of the Austrian School of economics. Drucker grew

up in Vienna during a time when the Austrian School was particularly

influential in giving perspective on then-recent economic history and

trends. Proponents of the Austrian School advocate adherence to strict

methodological individualism. They hold that to be valid, economic

theory must be logically derived from principles of human action.

Alongside a formal approach to the theory of human action (i.e., prax-

eology, the science of human action), the school advocates a deduc-

THE DRUCKER DIFFERENCE228



tive/interpretive approach to history. The praxeological method allows

for the discovery of economic laws that are valid for all human action,

while the interpretive approach addresses specific historical events.

The Austrian School espouses a rationalist approach that is differ-

ent from the positivist approach of classical economics (i.e., that the

only authentic knowledge is scientific knowledge that can come only

from affirmation of theories through strict scientific method). The

school is sometimes criticized for its rejection of the scientific method

in favor of “self-evident” axioms and verbal logical reasoning.

Just as Marxism was a by-product of the Industrial Revolution

and a reaction to classical economics, the Austrian School was a by-

product of social democracy and a reaction to Marxism and later to

Keynesianism, in particular with regard to the role of markets and

prices as the alternative to central planning, the role of interest rates

and capital in intertemporal allocation, and the role of government

in managing the economy.10

As revealed in his writings, Drucker was deeply influenced by both

the methodology and the ideas of the Austrian School, particularly

the ideas of Schumpeter, with whom he had a long-lasting personal

relationship. 

Carl Menger (1840–1921) In 1871, with the publication of his Prin-

ciples of Economics, Menger became the “father of the Austrian

School.” In this work, he challenged the labor theory of value with

his own theory of marginality. Think of a firm that hires workers to

search for diamonds. Some will be found with little effort, but oth-

ers will take a great deal. Wages will depend on the productivity of

the least productive worker (the marginal worker) and the value of

the diamonds that this worker is able to find. Other workers will be

paid the same, even though what they find is more valuable.11

In 1883, with the publication of his Investigations into the Method

of the Social Sciences with Special Reference to Economics, Menger
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challenged the classical (German Historical School) method of re-

search in economics, which was based on an exhaustive examina-

tion of history. In response, members of the German Historical

School derisively called Menger and his students the “Austrian

School.” They did so to emphasize the departure from what was then

mainstream economic thought.12

Eugen von Böhm-Bawerk (1851–1914) Though he was never

Menger’s student, Böhm-Bawerk was an enthusiastic disciple. In

Books I and II of The Positive Theory of Capital, Capital and Inter-

est, he criticized Marx’s worker exploitation theory. Böhm-Bawerk

argued that capitalists do not exploit workers. Rather, they provide

employees with income in advance of the receipt of revenue from the

goods produced—think of a long production chain. Only the final

sale is not an advance to labor. Thus, he concluded, “Labor cannot

increase its share of the pie at the expense of capital.” He argued

that the Marxist theory of exploitation ignores the time dimension of

production and that redistribution from capitalist industries would

undermine the importance of interest rates in intertemporal alloca-

tion and as a tool for monetary policy. From this, it follows that the

full value of a product is not produced by the worker. Rather, labor

can be paid only the present value of foreseeable output.13

Books III and IV, Value and Price, extended Menger’s ideas of

marginal utility to develop the idea of subjective value as related to

marginalism, in that things have value only insofar as people want

them. This means that we cannot infer that maximum dollar value

is the same as maximum social value and that there is no calculus

that central planners can use to decide what to produce. 

Ludwig von Mises (1881–1973) Mises has been called the “Dean of

the Austrian School.” He was a visiting professor at New York Uni-

versity from 1945 until 1969, overlapping with Drucker. In his trea-
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tise Human Action, Mises introduced praxeology as the conceptual

foundation of the science of human action.14

Many of his works were on the differences between government-

controlled economies and free exchange. Mises argued that (as was

true in the 2008 economic collapse) significant credit expansion

would cause business cycles. He held that socialism must fail because

of the impossibility of a socialist government’s making the economic

calculations needed to organize a complex economy. Mises projected

that without a market economy, there would be no functional price

system, which he held essential for achieving rational allocation of

capital. Socialism would fail because without prices to guide pro-

ductive activity, demand cannot be known.

Friedrich von Hayek (1899–1992) Hayek is best known for his de-

fense of free-market capitalism against socialist and collectivist

thought. Although Hayek enjoyed a reputation as a leading economic

theorist in the 1930s, his models were not well received by followers

of Keynes. In his popular book The Road to Serfdom (1944), Hayek

claimed that socialism requires central planning, which could lead to

totalitarianism because the central authority would have to be en-

dowed with powers that would affect social life as well.15

Hayek argued that in centrally planned economies, an individual

or a select group must determine the distribution of resources, but

that planners can never have enough information to carry out the al-

location reliably. The efficient exchange and use of resources, Hayek

claimed, can be maintained only through the price mechanism in free

markets. In “The Use of Knowledge in Society” (1945), Hayek ar-

gued that the price mechanism serves to share and synchronize local

and personal knowledge, allowing society’s members to achieve di-

verse, complicated ends through spontaneous self-organization.16

In Hayek’s view, the role of the state is to maintain the rule of

law, with as little intervention as possible. Hayek viewed the price
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system not as a conscious invention (intentionally designed by 

people), but as spontaneous order, “the result of human action but

not of human design.” 

In his Prices and Production (1931) and The Pure Theory of Cap-

ital (1941), Hayek explained the origin of the business cycle in terms

of central bank credit expansion. The “Austrian business cycle the-

ory” has been criticized by advocates of rational expectations and

neoclassical economics, who point to the neutrality of money and to

real business cycle theory as providing a sounder understanding.17

Joseph Schumpeter (1883–1950) Schumpeter was a friend of the

Drucker family in Austria. In 1919–1920, during the postwar hy-

perinflation, he served as the Austrian minister of finance. He re-

signed because of his frustration with the failure of the Austrian

government to control the money supply. He moved to Harvard in

1932 and taught there until 1950. 

Schumpeter criticized Keynes for his reliance on models that ig-

nore the complexities of human nature. According to Schumpeter,

Keynes developed his models by freezing all but a few variables,

which led to the mistaken belief that one could deduce policy con-

clusions directly from highly abstract theoretical models.

Schumpeter’s most important contributions are his theories of

business cycles and economic development. In The Theory of Eco-

nomic Development, he starts with a treatise on circular flow that,

since it excludes innovation, leads to a stationary-state equilibrium.

He regards this as the essence of classical economics. He then intro-

duces the entrepreneur, who disturbs the equilibrium and is the cause

of economic development, which proceeds in a cyclical fashion of

boom and bust.18

To Schumpeter, innovation is disruptive in that the pursuit of

profit, while making some part of the population better off, simul-

taneously results in economic dislocation of others. Think of the In-
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dustrial Revolution—while per capita GDP rose dramatically, basic

workers became unemployed. Schumpeter sees capitalism as a

process of “creative destruction,” in which old ways are endoge-

nously destroyed and replaced by new ones. He argues that the im-

portance of the entrepreneur depends on his having access to the

capital necessary to develop and exploit innovations.

Schumpeter rejected Keynesianism on the ground that public pro-

grams intended to address cyclic downturns actually impede long-

run growth and prosperity through innovation. He argued that the

Great Depression would have been shorter and ended better if the

New Deal programs had not been implemented.

Schumpeter is sympathetic to Marx’s conclusion that capitalism

will collapse, but his reasoning is different. In Capitalism, Socialism

and Democracy, he concluded that capitalism could be replaced by

socialism because of failures of the democratic process. The success

of capitalism could foster the popular growth of values that are hos-

tile to capitalism, especially among intellectuals. The intellectual and

social climate needed to allow entrepreneurship to thrive might not

exist in advanced capitalism. Rather than a revolt of the working

class, there could be a tendency to elect candidates from some form

of social democratic party. Thus, capitalism would collapse from

within as democratic majorities voted for the creation of a welfare

state and placed restrictions upon entrepreneurship. 

Schumpeter disputed the idea that democracy is a process by

which the electorate identifies the common good and politicians

carry it out for them. He argued that this is unrealistic, and that peo-

ple are largely manipulated by politicians, who set the agenda. He

advocated a minimalist model of government in which democracy is

simply the mechanism for competition between leaders. 

The concept of entrepreneurship cannot be fully understood with-

out Schumpeter’s contributions. He offered two theories. In the earlier

one, he argued that innovation and technological change come from
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entrepreneurs, or wild spirits. Individuals are the ones who make things

work in the economy. In the latter theory, he pointed out that the ones

who really move innovation are the big companies, which have the re-

sources and the capital to invest in research and development. 

Schumpeter’s influence on Drucker, and particularly on Drucker’s

views of entrepreneurship and innovation, was profound.

Synthesis
In his early life, Drucker witnessed a number of failed states and to-

talitarianism in Europe. Both were to direct his life’s work. When he

called the twentieth century “the wasted century,” it was because of

the two world wars, hyperinflation, genocide, the nanny states, and

the human waste. He did not see a much better situation as he looked

at the world in 2000. 

Throughout his intellectual life, Drucker was focused on people

and the human condition. Fearing the consequences of economic dis-

location and social polarization, he pursued organizational and so-

cial models that he believed had the potential to achieve harmonious

growth. While he accepted the Austrian School’s rejection of gov-

ernment as the solution, he was fearful of the style of laissez-faire

capitalism that characterized the Industrial Revolution and its after-

math. His first attempt to reconcile his economic principles with his

concern for the individual was the idea of the “plant community,” of

which post–World War II Japan is probably the best example. He

later proposed refinements, such as his emphasis on managing inno-

vation, and alternative models, such as his views of the new society

and the postcapitalist society.19

The Drucker Vision 
Business enterprises . . . are organs of society. They do not exist for

their own sake, but to fulfill a specific social purpose and to satisfy a
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specific need of a society, a community, or individuals. (Management:

Tasks, Responsibilities, Practices)

Peter Drucker has written enough and on so many topics that one

can invoke passages that appear to support almost any position. He

is often quoted in support of the proposition that management has a

social and ethical responsibility that transcends the classical economic

notion of profit maximization, and that survival of the enterprise, per

se, has intrinsic value. But are these accurate characterizations of what

Drucker sees as the legitimate responsibility of management?

Understanding what Drucker meant is of interest as a means of

limiting the potential for the power of his words to distort the evo-

lution of the dialogue. My thesis is that Drucker’s vision and his man-

agement principles derive from his uncompromising application of

Austrian School economic principles (reliance on prices to direct eco-

nomic activity and distrust of central planning as an alternative; the

importance of the individual as an economic actor and the conse-

quent rejection of overly abstract economic models; the importance

of capital to support the role of innovation as an engine of growth,

and the resultant inevitability of economic downturns when innova-

tion slows; and the narrow social responsibility of business manage-

ment and the limited role of government), tempered by a broad grasp

of history and by his exposure to a particularly turbulent sequence

of socioeconomic events. Understanding Drucker in this context al-

lows today’s business leaders to apply his management principles cor-

rectly to the issues and decisions they face and to avoid overly broad

interpretations of the social responsibility of management. These

foundations are reviewed in “On the Foundations of the Drucker Vi-

sion” at the beginning of this chapter. 

Drucker’s views are interdependent, but some of his central themes

can be organized under four headings:

• Classical economics and the profit motive
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• Corporate social purpose and the value imperative 

• Corporate social responsibility and managerial ethics

• Corporate purpose and innovation 

In the final section, I draw upon the analysis of his writings to

offer some conjectures as to how he might have viewed the financial

and economic crisis of 2008–2009. 

Classical Economics and the Profit Motive 

On Keynesian Macroeconomics Consistent with the Austrian School

view, Drucker was critical of economic models that are overly math-

ematical and dismissive of the role of the individual. Keynes was a

particular and recurring target. In 1946, Drucker wrote,

Keynes’ work was built on the realization that the fundamental as-

sumptions of nineteenth-century laissez-faire economics no longer

hold true in an industrial society. . . . But it aimed at the restoration

and preservation of . . . the basic institutions of nineteenth-century

laissez-faire politics; above all . . . at the preservation of the autonomy

and automatism of the market. The two could no longer be brought

together in a rational system; Keynes’s politics are magic—spells, for-

mulae, and incantations, to make the admittedly irrational behave ra-

tionally. (The Ecological Vision)

In conceding that laissez-faire economics does not function in in-

dustrialized society, Drucker accepts the idea that the propensity of

the economy to restore full employment through price adjustments

may not hold when the economic actors are large industrial firms,

labor unions, and others, who are bound through long-term con-

tracts. Since policy instruments merely create the illusion of rational

behavior, it does not make sense to stimulate the economy by artifi-

cially increasing labor demand or by tricking people into working
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by inflating. While he argues against the Keynesian solution, he does

not favor government intervention.

On the Profit Motive Drucker consistently regarded economic per-

formance as the overriding social responsibility of an enterprise. 

In any society . . . the first and overriding social function and respon-

sibility of the enterprise is economic performance. . . . The demands of

economic performance which society makes on the enterprise are iden-

tical to the demand of the enterprise’s self-interest: the avoidance of

loss. . . . There is no conflict between the social purpose and the sur-

vival interest of the enterprise. (The New Society)

Drucker acknowledges that a business that is profitable is doing

what society demands. He does so without superimposing norma-

tive judgment about values that are different from prices. While there

may be reasons to suppress the price mechanism, Drucker holds that

it is not the responsibility of business leaders to make such choices.

This is exactly the Austrian view.

Drucker’s view of profit derives directly from economic principles. 

Profit serves three purposes. It measures the net effectiveness . . . of a

business’s efforts. . . . It is the “risk premium” that covers the cost of

staying in business. . . . Finally, profit insures the supply of future cap-

ital for innovation and expansion. (The Practice of Management)

Thus, Drucker accepts the role of prices in directing activity and

the role of profit in directing resource allocation. He articulates the

Austrian School view (in direct challenge to Marx) that profit is the

return to capital. Profit compensates those who have already paid

for the labor services embedded in capital. In saying that profit en-

sures the supply of capital for innovation, Drucker is voicing Schum-

peter’s premise that capital is essential for innovation and growth.
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Drucker always speaks of business purpose in a social welfare con-

text, and he always means the creation of value for society. Profit

(i.e., economic profit) validates that the business is achieving its so-

cial objective.

Business enterprises . . . are organs of society. They do not exist for

their own sake, but to fulfill a specific social purpose and to satisfy a

specific need of a society, a community, or individuals. They are not

ends . . . but means. . . . 

. . . In business enterprise, economic performance is the rationale

and purpose. . . . Business management must always . . . put economic

performance first. . . . A business management has failed if it does not

produce economic results. It has failed if it does not supply goods and

services desired by the consumer at a price the consumer is willing to

pay. It has failed if it does not improve, or at least maintain, the

wealth-producing capacity of the economic resources entrusted to it.

And this . . . means responsibility for profitability. (Management:

Tasks, Responsibilities, Practices)

In 1946, Drucker acknowledges the profit motive as a mechanism

for social efficiency:

The profit motive has a very high . . . social efficiency. All the other

known forms in which the lust for power can be expressed offer sat-

isfaction by giving the ambitious man direct power and domination

over his fellow men. The profit motive alone gives fulfillment through

power over things. (The Concept of the Corporation)

The profit motive is at the core of Austrian School reasoning. Un-

less people are focused on profits, prices cannot direct human activ-

ity. Drucker expressed antipathy for central planning, which the

Austrians criticize as unworkable. He had seen, firsthand, the con-

sequences of failed attempts at central planning.
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But his respect for the profit motive in practice gives rise to a ten-

sion with his disdain for formal economics. Drucker questions the

very existence of the profit motive as a theoretical construct. 

Whether there is such a thing as a profit motive at all is highly doubt-

ful. The idea was invented by the classical economists to explain the

economic reality that their theory of static equilibrium could not ex-

plain. . . .  The profit motive and . . .  maximization of profits are . . .

irrelevant to the function of a business . . . and the job of managing a

business. In fact, the concept . . . does harm. (Management: Tasks, Re-

sponsibilities, Practices)

The contradiction between this and Drucker’s earlier view is ap-

parent. In the first, his focus is on individual behavior. In the second,

he means “equating marginal cost and marginal revenue.” 

References to static equilibrium and the profit motive are pure

Schumpeter. Schumpeter argued that, because there is no innovation

in the classical model, classical economics cannot explain growth or

business cycles. Drucker believed that the neoclassical concept does

harm because it takes the focus off innovation. 

Drucker’s views on profit are easy to misinterpret because he dis-

tinguished between profit as a measure of performance and profit

maximization as a behavioral orientation. Drucker said that the root

of confusion about business purpose is the mistaken belief that the

profit motive is a guide to right action.

The concept of profit maximization is . . . meaningless. . . . Profit and

profitability are, however, crucial—for society even more than for the

individual business. . . . Profit is not the . . . rationale of business be-

havior and business decisions, but rather their validity. . . . The root of

the confusion is the mistaken belief that the motive of a person—the

so-called profit motive . . . is an explanation of . . . behavior or . . .

guide to right action. (Management: Tasks, Responsibilities, Practices)
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This emphasis on human behavior rather than abstract principles

like profit maximization is at the core of Austrian School economics.

There is a tendency to interpret Drucker as supporting stakeholder

rather than shareholder value. What he meant, however, is different.

It is consistent with stakeholder value, but not with interpretations

that imply that managers can legitimately make trade-offs among

stakeholder groups. In fact, Drucker argued that an emphasis on re-

straining the profit motive leads to bad public policy.

It [the profit motive] . . . and . . . deep-seated hostility to profit . . . are

among the most dangerous diseases of an industrial society. It is

largely responsible for the worst mistakes of public policy . . . which

[are] squarely based on the failure to understand the nature, function,

and purpose of business enterprise. . . . Actually, a company can make

a social contribution only if it is highly profitable. (Management:

Tasks, Responsibilities, Practices)

This position is shaped by Drucker’s experience with the reper-

cussions of the Industrial Revolution. If the public believes that share-

holders profit at the expense of employees, they will fight to eliminate

the profits. Policy mistakes (such as price controls and artificial job

creation programs) deprive business of what Drucker (and Schum-

peter) believed are the resources to fund real economic growth.

Another subtlety that is easy to misconstrue is Drucker’s distinc-

tion between profit maximization and profit sufficiency.

Profit is . . . needed to pay for attainment of the objectives of the busi-

ness . . . a condition of survival. . . . A business that obtains enough

profit to satisfy its objectives . . . has a means of survival. A business

that falls short . . . is a marginal and endangered business. . . . The

minimum needed may well turn out to be a good deal higher than the

profit goals of many companies, let alone their actual profit results.

(Management: Tasks, Responsibilities, Practices)
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One can best understand this passage by recalling Schumpeter’s

notion of dynamic competition. Minimum necessary profitability

does not mean that once a firm achieves this, it can do what it wants

with the rest. The minimum must include a normal return on capi-

tal. A firm that temporarily achieves a high return is not sustainable

unless it continues to innovate successfully.

Corporate Social Purpose and the Value Imperative 
Schumpeter expected capitalism to fail because of the inability of

democratic processes to restrain the use of monetary and fiscal 

policy to create short-run benefits, and because an increasingly

wealthy electorate would favor social programs that would un-

dermine innovation. 

Early Views on the Plant Community In his early writings, Drucker

looked to the corporation as a “solution” to Schumpeter’s predic-

tion. He argued that business needed to create a sense of community

within the firm (the “plant community”) to curtail the conflict be-

tween labor and investors. In 1946, Drucker argued that every mem-

ber of an enterprise must be seen as being equally necessary.

The corporation must be organized on hierarchical lines. But also

everybody from the boss to the sweeper must be seen as equally nec-

essary to the success of the common enterprise. At the same time the

large corporation must offer equal opportunities for advancement.

(The Concept of the Corporation)

Drucker recalled the dehumanizing conditions and catastrophic

consequences of the Industrial Revolution. The appeal to mutual re-

spect and equal opportunity reflects his concern with the polarization

of society around the misperception that labor is not a stakeholder in

a capitalist regime. Moreover, it is important for workers to believe in

the rationality and predictability of the forces that control their jobs.
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Insecurity . . . leads to a search for scapegoats. . . . Only if we restore

the worker’s belief in the rationality and predictability of the forces

that control his job, can we expect any policies in the industrial en-

terprise to be effective. (The New Society)

This writing followed the resurgence of labor unrest in the post-

World War II era. By “scapegoats,” Drucker means managers and

capitalists. His concerns about adversarial relationships between

workers and business are natural extensions of his experience. Thus,

he sought to foster the recognition that workers cannot benefit un-

less the business is profitable. 

Later Views on the Plant Community and the “New Society” The

plant community was essentially the model in post–World War II

Japan, as championed by Drucker. The model worked well as long

as Japan had a cost advantage relative to the West and was free of

competition from countries with lower labor costs. Once competition

intensified, many Japanese firms were unable to adhere to the or-

ganic model of the firm, with lifetime employment and internal pro-

motion. Confronted with this reality in the 1990s, Drucker sought

other means of individual fulfillment.

Fifty years ago I believed the plant community would be the succes-

sor of the community of yesterday. I was totally wrong. We proved

totally incapable even in Japan.20

I argued . . . that . . . large business enterprise would have to be the com-

munity in which the individual would find status and function. . . .  This

. . . has not worked. . . . The right answer to the question “Who takes

care of the social challenges of the knowledge society?” is neither the

government nor the employing organization. The answer is a separate

and new social sector. (“How Knowledge Works,” Atlantic Monthly)
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Undaunted by having been wrong about a central tenet of his early

work, Drucker’s concern remained: how do we avoid the divisive im-

pacts of economic change that were so traumatic in the first half of

the twentieth century? When the plant community model proved not

to be able to withstand competitive pressure, Drucker sought solu-

tions in other dimensions.

Later Views on Purpose and Performance In his later writing,

Drucker equivocated on questions related to corporate purpose and

performance assessment. At least in accounting terms, he saw business

as focusing too narrowly on profit and with too short-run a view—

the results of management’s being too oriented toward accounting

performance rather than the creation of true shareholder value.

Neither the quantity of output nor the “bottom line” is by itself an

adequate measure of the performance. . . . Market standing, innova-

tion, productivity, development of people, quality, financial results—

all are crucial to an organization’s performance and survival. (The

New Realities)

Terms like “bottom line” are decidedly different from the notion

of economic profit, which Drucker espouses as the true measure of

enterprise success. Accounting profit, in contrast, is short-run and

does not provide for capital cost.

[W]hat we generally call profits, the money left to service equity, is

usually not profit at all. Until a business returns a profit that is greater

than its cost of capital, it operates at a loss. . . . The enterprise still re-

turns less to the economy than it devours in resources. . . . Until then,

it does not create wealth, it destroys it. By that measurement . . . few

U.S. businesses have been profitable since World War II. (Managing in

Times of Great Change)
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Ultimately, Drucker comes down squarely behind economic profit

as the driver of economic growth.

One may argue (as I have) that the present concentration on “creat-

ing shareholder value” as the sole mission of the publicly owned busi-

ness enterprise is too narrow. . . . But it has resulted in improvement

in these enterprises’ financial performance beyond anything an earlier

generation would have thought possible—and way beyond what the

same enterprises produced when they tried to satisfy multiple objec-

tives, that is, when they were being run (as I have to admit I advo-

cated for many years) in the “best balanced interests” of all the

stakeholders. (“The New Pluralism,” Leader to Leader)

Drucker’s view of profit as the measure of whether a business is serv-

ing society’s needs evolved because of his perception that accounting

profit is too short-run and because of the pressures of the corporate

control market. However, he adhered to the shareholder value model

(economic profit) as the evidence of fulfilling social purpose.

Pension Funds and the Market for Corporate Control During the

hostile takeover era of the 1980s, Drucker expressed concern about

the increasing concentration of equity ownership in the hands of in-

stitutional asset managers.

To whom is management accountable? And for what? On what does man-

agement base its power? What gives it legitimacy? These are not . . . eco-

nomic questions. They are political questions. Yet they underlie the most

serious assault on management in its history—a far more serious assault

than any mounted by Marxists or labor unions: the hostile takeover. . . .

What made it possible was the emergence of the employee pension funds

as the controlling shareholders of publicly owned companies. 

. . . The pension funds, while legally “owners,” are economically

“investors.” . . . They have no interest in the enterprise and its welfare.
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In fact, in the United States at least they . . . are not supposed to con-

sider anything but immediate pecuniary gain. What underlies the

takeover bid is the postulate that the enterprise’s sole function is to

provide the largest possible immediate gain to the shareholder. In the

absence of any other justification for management and enterprise, the

“raider” . . . prevails—and . . . often immediately dismantles or loots

the going concern, sacrificing long-range, wealth-producing capacity

for short-term gains. (The New Realities)

The core of Drucker’s concern was his perception that there is an

inconsistency between short-run and long-run value. Since his vision

for management was based on long-run value, significant ownership

by short-run investors threatens his prescription that managers focus

on long-run value creation. 

Corporate Social Responsibility and Managerial Ethics 

On Responsibility for “Impacts” Drucker’s view of corporate social

responsibility as the pursuit of economic value was strained when this

pursuit is coupled with the production of externalities (“impacts”).

The third task of management is managing the social impacts and the

social responsibilities of the enterprise. . . . Free enterprise cannot be

justified as being good for business; it can be justified only as being good

for society. . . . Business exists to supply goods and services to customers,

rather than to supply jobs to workers and managers, or even dividends

to stockholders. (Management: Tasks, Responsibilities, Practices)

How the conflict is resolved is not a matter of managers weighing

stakeholder interests. While economic value is the yardstick, busi-

ness does not exist narrowly to provide returns to stockholders.

Rather, it must provide returns to stockholders by producing what

society values. What this implies for management is where things be-

come confused. 
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One is responsible for one’s impacts. . . . The first job of management

is, therefore, to identify and to anticipate impacts. . . . Wherever the im-

pact can be eliminated by dropping the activity that causes it, that is

. . . the best . . . solution. . . . In most cases the activity cannot . . . be

eliminated. . . . The ideal approach is to make the elimination of im-

pacts into a profitable business. . . . More often eliminating an impact

means increasing the costs. . . . It therefore becomes a competitive dis-

advantage unless everybody in the industry accepts the same rule. And

this, in most cases, can be done only by regulation. . . .  

. . . Whenever a business has disregarded the limitation of economic

performance and has assumed social responsibilities that it could not

support economically, it has soon gotten into trouble. . . . This, to be

sure, is a very unpopular position to take. It is much more popular to

be “progressive.” But managers . . . are not being paid to be heroes in

the popular press. They are being paid for performance and responsi-

bility. (Management: Tasks, Responsibilities, Practices)

Thus, Drucker’s view of responsibility for managing impacts

was highly circumscribed.  If eliminating an impact would be

costly, the only real issue is whether eliminating it unilaterally

would make the firm noncompetitive. Here, the only viable solu-

tion is cartelization through regulation. Drucker’s view of limited

government clashed at times with his argument here. For exam-

ple, there are better ways to encourage the use of ethanol than by

subsidizing farmers and mandating ethanol use, both of which dis-

tort prices and obfuscate the evidence of whether businesses are

producing social value.

On the Social Responsibility and Ethics of Managers What is the re-

sponsibility of business managers for dealing with social problems?

According to Drucker, the manager is responsible for the success of

the business—not for activities that detract from it. A manager who
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devotes effort to nonbusiness activities is taking resources from the

firm and distorting the profit measure of the firm’s success.

The manager who uses a position . . . to become a public figure and to

take leadership with respect to social problems . . . is irresponsible and

false to his trust. . . . The institution’s performance . . . is also society’s

first need and interest. . . . Performance of its function is the institu-

tion’s first social responsibility. Unless it discharges its . . . responsibil-

ity, it cannot discharge anything else. A bankrupt business . . . is unlikely

to be a good neighbor. . . . Nor will it create the capital for tomorrow’s

jobs and the opportunities for tomorrow’s workers. . . .  

. . . But where business . . . is asked to assume . . . responsibility for 

. . . the problems or ills of society . . . management needs to think

through whether the authority implied by the responsibility is legiti-

mate. Otherwise it is usurpation and irresponsible. . . . Every time the

demand is made that business take responsibility for this or that, one

should ask, Does business have the authority and should it have it? . . .

Management must resist responsibility for a social problem that would

compromise or impair the performance capacity of its business. . . . It

must resist when the demand goes beyond its own competence. It must

resist when responsibility would . . . be illegitimate authority. (Man-

agement: Tasks, Responsibilities, Practices)

Drucker was concerned with management losing its focus on its

responsibility to society and with the competency of managers to deal

with problems that are beyond their expertise. His concern was

shaped by his experiences with the illegitimate use of power in Europe

and the United States.

Drucker saw ethics as important, but he did not see business as in-

volving unique ethical choices. 

Countless sermons have been preached . . . on the ethics of business. 

. . . Most have nothing to do with business and little to do with ethics.
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. . . The problem is one of moral values and moral education. . . . But

neither is there a separate ethics of business, nor is one needed. . . .

All that is needed is to mete out stiff punishments to those . . . who

yield to temptation. . . .  

. . . [M]anagers, we are told, have an “ethical responsibility” . . . to

. . . give their time to community activities. . . . Such activities should,

however, never be forced on them, nor should managers be appraised,

rewarded, or promoted according to their participation. . . . It is the

contribution of an individual in his capacity as a neighbor or citizen.

And . . . [it] lies outside the manager’s job and . . . responsibility. (Man-

agement: Tasks, Responsibilities, Practices)

As with impacts, the Austrian view is that intense competition pre-

vents a business from adhering to a higher ethical standard than its

rivals. In such an environment, only legal restrictions with appro-

priate punishment can align business conduct with ethical norms.

Corporate Purpose and Innovation 

On the Importance of Innovation Schumpeter first saw innovation

as resulting in the continuous displacement of existing businesses by

new ones. He later focused on the ability of businesses to renew

themselves through innovation. The second view is the basis for

Drucker’s aspiration that such innovations can be aligned with the in-

terests of employees. 

[T]he business enterprise has two . . . basic functions: marketing and

innovation. . . . It is not enough . . . to provide just any economic goods

and services; it must provide better and more economical ones. . . .  

Sooner or later even the most successful answer to the question,

What is our business? becomes obsolete. . . .  

. . . Just as important as the decision on what new and different

things to do, is planned, systematic abandonment of the old that . . .
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no longer conveys satisfaction to the customer or customers, no longer

makes a superior contribution. (Management: Tasks, Responsibilities,

Practices)

Schumpeter was interested in the economic dislocations caused by

innovative activity. Drucker, who was much closer to practice, saw

the economic downturns that are derived from innovative waves as

problematic. He hoped for a world in which the innovative efforts of

existing businesses can mitigate the negative impacts of the disloca-

tions. Then, possibly, some of the divisiveness that followed the In-

dustrial Revolution can be avoided.

On the Role of Profit in Innovation Drucker, like Schumpeter, em-

phasized that profit is essential to the pursuit of innovation, but he

argued that innovative activity is guided more by perceived oppor-

tunity to create value than by the pursuit of profit per se. 

Schumpeter’s . . . “creative destruction” is the only theory . . . to ex-

plain why there is something we call “profit.” The classical economists

. . . did not give any rationale for profit. Indeed, in the equilibrium

economics of a closed economic system there is no place for profit. . . .

As soon . . . as one shifts . . . to Schumpeter’s dynamic, growing, mov-

ing, changing economy, what is called “profit” . . . becomes a moral

imperative. (“Schumpeter versus Keynes,” Forbes)

In one of his later efforts to strike a balance between corporate

objectives and individual well-being, Drucker tied economic progress

and social well-being to the presence of entrepreneurial management

and attributed differences in growth across nations to differences in

the entrepreneurial orientation of management. 

Any existing organization . . . goes down fast if it does not innovate.

Conversely, any new organization . . . collapses if it is not managed.

Not to innovate is the single largest reason for the decline of existing
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organizations. Not to know how to manage is the single largest rea-

son for the failure of new ventures. (The New Realities)

Every institution . . . must build into its day-to-day management four

entrepreneurial activities that run in parallel. One is the organized aban-

donment of products . . . that are no longer an optimal allocation of re-

sources. . . . Then any institution must organize for systematic, continuing

improvement. . . . Then it has to organize for systematic and continuous

exploitation, especially of its successes. . . . And finally, it has to organize

systematic innovation.  (“Management’s New Paradigms,” Forbes)

Drawing upon Schumpeter, Drucker recognized that creative destruc-

tion will make the current business of the enterprise obsolete. Based on

Schumpeter’s second model of entrepreneurial activity, he emphasizes

systematic innovation as part of the responsibility of the business. He

credits continuous innovation with enabling firms and economies to

avoid the very long economic downturns that Schumpeter focused on. 

Schumpeter argued that “creative destruction” is what drives eco-

nomic growth and prosperity. The economy necessarily goes through

periods of rapid growth precipitated by transformational innovation,

followed by inevitable economic downturns when the rate of inno-

vation slows. Drucker accepted Schumpeter’s view that important

innovations are likely to be developed by large corporations that

have access to the necessary capital. However, by emphasizing inno-

vation as a responsibility of management, Drucker hoped to develop

a constructive means of dampening economic downturns. He ac-

cepted the idea of creative destruction, but he still saw the corpora-

tion as having survival value if, through innovation, it could mitigate

the impact of economic downturns on its employees. 

Recap
Drucker concluded that the social responsibility of business is to pro-

duce goods and services that are valued by society at more than the
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costs of the inputs and that economic profit is the best measure of

whether a business is achieving what society demands of it. Based

on the Austrian School’s praxeological approach, he advanced the

view that economic reasoning and predictions must begin with a

focus on the individual rather than with abstract concepts like profit

maximization.

Based on economic principles and on his views of power, author-

ity, and legitimacy, Drucker held that a manager’s purpose is to focus

on achieving the profit objectives of the business by creating value for

consumers, not on solving social problems that exist outside the or-

ganization. He emphasized legal and political approaches to dealing

with externalities. In the face of competitive pressure, a business can-

not make ethical choices that involve costs for some stakeholders

and gains for others.

Based on his experience with the disruptions of the post-Indus-

trial Revolution period and not trusting government to address these

problems, Drucker envisioned the possibility of aligning value cre-

ation with a culture of belonging. Though he was eventually forced

to abandon this view, he continued to seek the same objectives

through his emphasis on corporate entrepreneurship and his discus-

sions of the “new social reality.”

A Conjecture on Drucker’s View of 
the Economic Collapse of 2008–2009 
According to the Case-Shiller Housing Index, U.S. housing values in-

creased 123 percent from 2000 through 2006. Driving the increase,

two U.S. government-sponsored enterprises, Fannie Mae and Fred-

die Mac, along with other institutions, aggressively expanded the

availability of funds for home mortgages. To reduce their exposure

to housing market risks, primary lenders, investment banks, and in-

surance companies engaged in a complex array of risk-shifting tac-

tics. The arrangements worked as long as housing prices were rising
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and homeowners continued to make their payments. However, from

mid-2006 through mid-2008, housing values declined by 21 percent.

The declines more than wiped out the homeowners’ equity in many

markets, even for conforming loans. 

Faced with rising defaults, the failures of some counterparties, and

similar repercussions, some banks were confronted with losses of

regulatory capital that forced them to dramatically curtail their lend-

ing activities. The housing-sector decline and the contraction of the

banking sector precipitated a global economic downturn.

Government in the United States responded in a variety of ways,

including capital infusions for some financial institutions, purchases

of underperforming assets to restore banks’ ability to lend, revisions

of mark-to-market rules, capital infusions to support troubled firms,

and aggressive government spending to offset the perceived unwill-

ingness of consumers to spend. 

It is natural to ponder what Peter Drucker would have had to say

about this financial and economic collapse. While conjecture is open

to easy criticism, conjecture based on the foundations of history, eco-

nomics, and Drucker’s own writings is not fundamentally different

from the methodology of economic forecasting. 

Drucker would probably see the collapse as a failure of both man-

agement and government. Concerning management, he might reit-

erate his concern that its incentives were too short-run to align its

decisions with long-run value creation, which would benefit not only

shareholders, but also customers and employees. Concerning gov-

ernment, he might fault policy makers for overreaching in ways that

created incentives for the managers of financial firms to focus their

lending decisions in ways that would not be sustainable. 

Government, according to Drucker, is best if it is limited to pro-

viding an infrastructure of rules and enforcement that can enable

economic enterprises to thrive by offering products and services that

customers demand. Though Drucker was frustrated in his search for
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enterprise models that could achieve complete harmony between cus-

tomer service and employee satisfaction, he never proposed that gov-

ernment has a legitimate role in trading off labor-market and

consumer-market interests. In fact, Drucker was fearful of govern-

ment usurpation of economic power.

Based on his critiques of economic models that are not grounded

in human behavior, Drucker would probably have been critical of fi-

nancial engineering models that were based on statistical arbitrage

and were disconnected from such basic questions as: How will peo-

ple respond if housing values decline and mortgage payments are

sharply increasing? And what will happen to the financial sector if

declining housing values and rising unemployment lead to signifi-

cant defaults? Drucker might argue that if the housing market had

been viewed through the lens of the underlying demographics and

household consumption and investment choices, it would not have

been difficult to anticipate the market decline and predict its impact.

Drucker, as a proponent of the rule of law, did not favor direct

government intervention in the survival of financial firms or specific

industrial firms. The notion of “too big to fail” might have carried

little weight with him, as long as the interests of consumers and coun-

ter parties could be protected. 

It seems likely that Drucker would argue, along the lines of

Schumpeter, that some U.S. automobile producers have failed the

market test. Therefore, perhaps they should be permitted to fail

quickly so that their resources can be redeployed to activities that

society values more highly. 

Based on his experience in Austria, Drucker might be concerned

about the growth of government. He might also have challenged the

efficacy of the regulatory bodies that were supposed to be prevent-

ing the crisis in the first place. Mark-to-market accounting, which

was championed by regulators, actually magnified the impact of the

defaults. Following the Austrian School, Drucker might observe that
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participants in competitive markets will always find the weaknesses

of any regulatory infrastructure, so that unintended consequences

are inevitable.

Based on his exposure to Schumpeter and his experience with the

Great Depression, Drucker would be critical of Keynesian-style at-

tempts to use government spending to restart economic activity. Gov-

ernment inevitably acts politically, and using government spending to

deal with downturns retards the incentives and ability of the econ-

omy to recover through innovation. 

Along with Schumpeter and others of the Austrian School,

Drucker might be critical of government efforts to influence the

course of innovation through direct involvement in such matters as

the environment. While government may provide incentives to help

deal with recognized externalities, there is little evidence to indicate

that it is very effective as a venture capitalist. In contrast, the venture

capital industry, which at its highest point invested only about $100

billion in a single year and is only about 30 years old, is linked to eco-

nomic enterprises that, as of 2007, accounted for 10 percent of non-

government jobs and 17 percent of U.S. GDP.21
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Drucker on Marketing: Remember, 
Customers Are the Reason 

You Are in Business
Jenny Darroch 

Marketing is so basic that it cannot be considered a separate function

within the business . . . it is, first, a central dimension of the entire

business. . . . It is the whole business seen . . . from the customer’s point

of view. 

—Peter F. Drucker, The Practice of Management1

The aim of marketing is to make selling superfluous. The aim of mar-

keting is to know and understand the customer so well that the prod-

uct or service fits him and sells itself. 

—Peter F. Drucker, Management:

Tasks, Responsibilities, Practices2

Although Drucker is often referred to as the “father of modern

management,” his work also had a profound effect on the field of

marketing. For example, as the two opening quotes illustrate, Drucker

reminded those within an organization that customers were the rea-
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son that the organization was in business, and so he argued that mar-

keting was the responsibility of all employees, not just those within

the marketing department. He integrated marketing principles into

his work on management to such an extent that the question of where

marketing begins and management stops is “more a matter of taste.” 

The purpose of this chapter is to explore Drucker’s work on mar-

keting. As such, I have organized the chapter around three themes.

First, in order to give a context to Drucker’s work, I will provide a

brief history of marketing relevant to the time at which he wrote

about marketing and management. Second, I will discuss Drucker’s

key contributions to the field of marketing. And third, I will exam-

ine the relationship between marketing and innovation, organiza-

tional performance, and societal welfare, all themes that were central

to Drucker’s work. 

Rather than update Drucker’s work, I have chosen to showcase it as

a reminder to all of us that his advice is as appropriate today as it was

decades ago when he first started writing about marketing. I remember

once asking Drucker whether he thought managers were better at

blending marketing or innovation; he responded that most companies

do neither well. So, with this in mind, I will use this chapter to revisit

Drucker’s work, using a number of verbatim Drucker quotes, in order

to remind us all about marketing—marketing the Drucker way. 

The History of Marketing
The discipline of marketing is relatively new. In fact, in 1935, the

American Marketing Association (AMA) first defined marketing as,

“The performance of business activities that direct the flow of goods

and services from producers to consumers.” 

This definition was, of course, appropriate to the times. The Great

Depression of the early 1930s had ended, and the United States was

facing a period of economic expansion that lasted until 1937. Man-
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agers were preoccupied with mass production and distribution effi-

ciencies: making large quantities of product, bringing down produc-

tion costs, and moving products to consumers in order to meet a

growing demand. 

Another recession hit in 1937, which was followed by World War

II. Immediately after World War II, households were encouraged to

consume as a way of facilitating a postwar economic recovery; being

a good consumer became synonymous with being a good citizen, and

organizations put strategies and programs in place to encourage con-

sumption. During this period, the selling concept dominated. 

But the selling concept is a very organization-centric approach to

doing business. It means that organizations engage in aggressive sell-

ing and promotional techniques to sell what they make, rather than

make what the market wants. Consumers, however, started to

rebel—they simply did not enjoy having products pushed on them so

aggressively. In response, we saw the rise of the consumer movement

as consumers began to unite with a common voice, feeling empow-

ered to push back against producers.

The early 1950s provided an inflection point in marketing history.

In response to rising consumer advocacy, organizations became more

customer-focused, customers were increasingly consulted by man-

agers, and the customer viewpoint became central to business defi-

nition. During this time, terms such as “the consumer is king” or the

“center of the universe” emerged. This was also the time period when

Drucker began to write prolifically on the practice of marketing. 

Drucker on Marketing

Looking at the Organization from 
the Customers’ Point of View
One of Drucker’s most influential marketing pieces is a chapter from

his 1964 book, Managing for Results, called “The Customer Is the
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Business.” This chapter brings together much of what Drucker wrote

about marketing and is still very relevant today. In fact, I use this

chapter as an assignment in many of my marketing management

classes at the Drucker School and ask students to apply one or a few

of Drucker’s central themes to an organization in which they are in-

terested. The students enjoy this assignment immensely (if assign-

ments are ever truly enjoyable), and the unanimous positive feedback

from students is an element of surprise that something written in

1964 still applies today. I will draw heavily from this chapter as I ex-

amine the field of marketing through a Drucker lens. 

The first area in which Drucker made a substantive contribution

to marketing was teaching managers to look at the organization from

the customers’ point of view, something that Drucker referred to as

the marketing view. As he eloquently put it, 

Attempting to understand seemingly irrational customer behavior

forces the manufacturer to adopt the marketing view rather than

merely talk about it.3

and

Forcing oneself to respect what looks like irrationality on the cus-

tomer’s part, forcing oneself to find the realities of the customer’s sit-

uation that make it rational behavior, may well be the most effective

approach to seeing one’s entire business from the point of view of the

market and customer.4

Drucker added that not only should managers understand the

business from the point of view of the customer, but they should also

seek to identify what customers value:

To start out with the customer’s utility, with what the customer buys,

with what the realities of the customer are and what the customer’s

values are—that is what marketing is all about.5
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Are Customers Rational or Irrational?
The previous quotes make frequent reference to customer irra-

tionality. At the time Drucker wrote about marketing, there was a lot

of discussion about whether customers behaved rationally or irra-

tionally. This interest in rationality arose for a couple of reasons.

First, nineteenth-century economist John Stuart Mill had already in-

troduced the concept of the “Economic Man” or “Homo economi-

cus” to describe how people make decisions. Mill described the

Homo economicus as a rational person, a person who can process a

lot of information to make a decision that will maximize his utility

(i.e., satisfaction). Thus, the idea of rationality was certainly central

to economics and had made its way to marketing and management.

Second, in 1957, Herbert Simon published his groundbreaking

work on what he called “bounded rationality,” which described what

really happens when people make decisions. What made Simon’s

work so important was that he spoke of our reality. Simon argued

that most consumers simply cannot process enough information to

make a decision that will maximize their utility. Instead, they make

decisions by combining a rational decision-making approach with a

degree of emotion, which makes their decisions appear a little irra-

tional to people who are trying to make sense of them. Drucker’s re-

sponse to the increasing discussion of customer irrationality was:

The customers have to be assumed to be rational. But their rational-

ity is not necessarily that of the manufacturer; it is that of their own

situation. To assume—as it has lately become fashionable—that cus-

tomers are irrational is as dangerous a mistake as it is to assume that

the customer’s rationality is the same as that of the manufacturer or

supplier. . . . It is the manufacturer’s or supplier’s job to find out why

the customer behaves in what seems to be an irrational manner.6

Thus, Drucker cautioned managers who dared to describe cus-

tomers as irrational. Instead, Drucker urged managers to ask what
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“is it in his reality that I fail to see?”7 because, after all, “there is only

one person who really knows: the customer.”8

The “Total Marketing Approach”
In a previous section, I discussed Drucker’s notion of the marketing

view or total marketing approach. By suggesting that they adopt the

marketing view, Drucker encouraged managers to look at the or-

ganization from the outside, from the customers’ point of view. This

means that managers need to take the time to understand the needs

and wants that customers seek to satisfy by selecting the organiza-

tion’s products. 

Back in 1964, however, Drucker felt that managers had not com-

pletely embraced the marketing view because they still made refer-

ence to “our products, our customers, our technology.”9 The same

holds true today. How often do you see an advertisement for a mar-

keting manager job, only to find that it is really a sales role in dis-

guise? So, while many organizations are very outward-focused in

their approach to decision making and can claim to have adopted a

marketing view, many others continue to do no more than pay lip

service to it. Drucker perfectly captured this sentiment when he said: 

For a decade now the “marketing view” has been widely publicized.

It has even acquired a fancy name: The Total Marketing Approach.

Not everything that goes by that name deserves it. But a gravedigger

remains a gravedigger, even when called a “mortician”—only the cost

of the burial goes up. Many a sales manager has been renamed “mar-

keting vice-president”—and all that happened was that costs and

salaries went up.10

Market Boundaries and Changing Markets
To achieve their organization’s goals, Drucker encouraged managers

to take an outside-in approach to marketing decision making, which
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influences the way in which marketers define markets and their

boundaries, identify potential competitors, and look for new prod-

uct opportunities that might result in market evolution. For example,

marketers now begin the market segmentation process by grouping

“customers into segments based on similar needs and benefits sought

. . . in solving a particular consumption problem.”11 And so man-

agers are encouraged to ask, “What is the market for what this prod-

uct does?” rather than, “What is the market for this product?”12

Because Drucker took a very outside-in approach to market defi-

nition, he considered competitors to be those organizations that offer

customers alternative products that satisfy the same need or want.

This means that new products (and therefore new competitors)

emerge because they satisfy the same need or want:

The customer rarely buys what the business thinks it sells him. One rea-

son for this is, of course, that nobody pays for a “product.” What is paid

for is satisfaction. Because the customer buys satisfaction, all goods and

services compete intensively with goods and services that . . . are all al-

ternative means for the customer to obtain the same satisfaction.13

As Drucker reminded us, taking the time to identify customer needs

and wants is central to marketing strategy. The following examples il-

lustrate Drucker’s perspective on marketing. When I write and then

mail a letter, what is my underlying need—an efficient postal service,

or the ability to communicate with friends, family, or business asso-

ciates? Similarly, if I buy a compact disc, is my underlying need de-

fined as access to a good selection of compact discs at a reasonable

price, or the ability to listen to music at home, in the car, or in the of-

fice? The point is that if managers were focused on the need I am

seeking to satisfy when I consume a product, then the manager of the

postal service would have asked, “How else can customers commu-

nicate with friends, family, or business associates?” and the manager

of a record label would have asked, “How else can customers listen
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to music at home?” An extension of this might be to ask, “What are

the problems associated with mailing letters to communicate with

friends, family, or business associates?” or, “What are the problems

associated with storing music on compact discs?” By asking such

questions, managers avoid being blindsided by new products and

competitors and thus position themselves at the forefront of new

product development, development that might lead to a shift in prod-

uct-market boundaries and result in the evolution of markets. Had

the postal service or music companies adopted this customer-centric

approach, perhaps they would not have been blindsided by e-mail

and instant messaging or by Apple’s innovative iTunes.

Drucker’s view on market boundaries and competition can be

summarized by the following quote:

What to the manufacturer is one market or one category of products

is to the customer often a number of unrelated markets and a number

of different satisfactions and values.14

Thus, according to Drucker, markets change and evolve when

managers develop new products that satisfy the same underlying

needs or wants, or that solve problems that customers have with ex-

isting products. This outside-in approach to innovation is also re-

ferred to as demand-side innovation.

Drucker also wrote about supply-side innovation and recognized

that managers can sometimes drive changes in the market, a phe-

nomenon that Drucker called “innovative marketing.” A supply-side

approach to innovation is the hallmark of technological new prod-

uct breakthroughs, entrepreneurship, and entrepreneurial market-

ing. Says Drucker: “He must adapt himself to the customer’s

behavior if he cannot turn it to his advantage. Or he has to embark

on the more difficult job of changing the customer’s habits and vi-

sion.”15 Drucker cautioned, however, that even when the ideas for an

innovation originate internally, the “test of the innovation is always
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what it does for the user. Hence, entrepreneurship always needs to be

market-focused, indeed, market-driven.”16

Drucker on Innovation, Organizational 
Performance, and Societal Welfare
Now we must consider one of Drucker’s main contributions to mar-

keting (and to management in general): that is, the relationship be-

tween marketing, organizational performance, and societal welfare. 

First, a reminder of the importance of the role of marketing: since

an organization is in business because it has customers, organizational

performance is largely determined by how effectively the organiza-

tion undertakes marketing activities that ultimately give customers a

reason to buy from, or interact with, that organization. 

Marketing in Different Contexts
Marketers often want to know how marketing principles apply to

charities, utility companies, cities, churches, museums, tourist at-

tractions, and the like. The answer is straightforward: the principles

of marketing apply equally to any organization, no matter what the

organization’s purpose. One of the main differences, however, is that

some organizations have a more complicated array of stakeholders

with a different set of needs and wants. For example, a charity is

likely to have people who use its services, people who provide fund-

ing to keep the charity afloat, and perhaps a government agency tak-

ing an interest in the services that the charity provides. Irrespective

of the context, it is important that you look at your organization

from the perspective of each group of stakeholders (the outside), and

that you understand the stakeholders’ needs and wants, as well as

the problems that the stakeholders are seeking to solve by interact-

ing with the organization. After all, any successful organization is

characterized by its relevance to its stakeholders. Therefore, mar-

Drucker on Marketing 263



keters must not be overwhelmed by the context, but instead must

stay focused on sound principles of marketing.

Marketing and Innovation: The Good and the Bad
Marketing plays a central role in monitoring changes in the external

environment, changes in technology, changes in policy and regula-

tions, changes in competition, changes in market segments, and

changes in customer needs and wants. Marketers, therefore, must

consider how these changes might affect the organization. This is

where the relationship between marketing and innovation becomes

important. Drucker felt strongly that managers need to be adept at

entrepreneurship in order to identify and respond to market oppor-

tunities. That is, the organization must constantly adapt, if for no

other reason than to remain competitive in a changing world. 

The breakdown in the relationship between marketing and inno-

vation is often apparent. For example, the U.S. government has in-

jected billions of dollars into the auto industry and, at the time of

writing this chapter, is still deciding what to do next—whether to

allow the industry to go bankrupt and then restructure it, or to con-

tinue to support it with bailout money. Central to the plight of the

auto industry has been its failure to innovate. Sure, consumers can be

criticized for continuing to demand large gas-guzzling SUVs, but

leaders in the auto industry have to shoulder some of the blame for

not, for example, advancing more fuel-efficient vehicles and then

leading consumers toward these vehicles by shaping tastes and pref-

erences. While we still don’t know what will happen to the auto in-

dustry, one thing is certain: the auto industry has a responsibility to

innovate because a failing industry is a threat to employment, finan-

cial stability, social order, and government responsibility. 

Marketing, however, is not without its critics. It is often held re-

sponsible for creating demand for unwanted goods—that is, goods

for which there was little prior demand—and for contributing to
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overconsumption and environmental damage. Take housing as an

example. Home ownership has always been a priority for American

families. Even as early as 1862, the Homestead Act offered land to

anyone who was willing to “brave the Western frontier.” Over time,

however, our concept of how big a home should be has changed. In

1950, the average American home was just 983 square feet, and peo-

ple thought it was normal for a family to have one bathroom, or for

two or three growing boys to share a bedroom. In 2004, the average

American home was 2,349 square feet, and normal has, no doubt,

been redefined. In fact, 0.5 percent of the homes constructed in 2004

and 2005, or 10,000 homes, were 6,000 square feet or larger, and

questions are being raised about the impact of these homes on the en-

vironment. It seems that marketing has had a role in portraying

larger homes as “normal.”

There has always been a tension between marketing and innovation

that solve consumer problems and make people’s lives easier and mar-

keting and innovation that create needs that result in overconsumption

and environmental damage. Striking a balance between the two is chal-

lenging. Charles Handy, a Drucker Scholar in Residence at the Drucker

School, commented on this tension in a recent radio interview:

Drucker saw business as the agent of progress. Its main responsibil-

ity, he said, was to come up with new ideas and take them to market.

But not just any new ideas, please—only those that bring genuine ben-

efits to the customers, and do not muck up the environment. The mar-

ket, unfortunately, does not differentiate between good and bad. If the

people want junk, the market will provide junk. So we have to fall

back on the conscience of our business leaders. Maybe they should all

be required to sign the equivalent of the Hippocratic Oath that doc-

tors used to be required to swear, including the commitment, “Above

all, do no harm.” No, it couldn’t be a legal requirement, just an indi-

cation of a cultivated responsibility.17
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Conclusion
One of the central tenets of Drucker’s work on marketing was to en-

courage managers to adopt the marketing view and therefore look at

the organization from the outside, from the customers’ point of view.

Implicit in this approach is the need to truly understand what need

or want your customers are seeking to satisfy by consuming your

product or by interacting with your organization. 

But marketing alone is not enough. Organizations must pay at-

tention to innovation, if for no other reason than to stay afloat and

maintain a vibrant organization that continues to make a positive

contribution to society at large. Thus, as Drucker himself stated: 

There is only one valid definition of business purpose: to create a cus-

tomer. . . . Therefore, any business enterprise has two—and only two—

basic functions: marketing and innovation.18

That said, managers today should continue to differentiate be-

tween marketing and innovation that solve consumer problems and

make people’s lives easier and marketing and innovation that create

needs that result in overconsumption and environmental damage. 

As we have seen, as with many other fields Drucker wrote about,

Drucker was always ahead of the game. This is clearly illustrated by

referring to the various American Marketing Association (AMA) def-

initions of marketing.

In 1985, the AMA finally dropped the 1935 definition and devel-

oped a new definition that focused more on the process of market-

ing. Marketing is 

The process of planning and executing the conception, pricing, pro-

motion, and distribution of ideas, goods, and services to create ex-

changes that satisfy individual and organizational objectives. 

This definition remained until 2004, when a new definition was

developed; it was slightly modified in 2007. The 2007 definition is
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Marketing is the activity, conducted by organizations and individuals,

that operates through a set of institutions and processes for creating,

communicating, delivering, and exchanging market offerings that have

value for customers, clients, marketers, and society at large.

What is most interesting, however, is that the AMA only recently

acknowledged that marketing is about creating value for customers

and other stakeholders, a concept that Drucker wrote about in 1964!

Clearly, Drucker was ahead of his time, and remains relevant today. 
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16

A Closer Look at Pension Funds
Murat Binay

Pension funds are very different owners from nineteenth-century 

tycoons. They are not owners because they want to be owners but 

because they have no choice. They cannot sell. They also cannot be-

come owner-managers. But they are owners nonetheless. As such,

they have more than mere power. They have the responsibility to 

ensure performance and results in America’s largest and most im-

portant companies.

—Peter F. Drucker, “Reckoning with 

the Pension Fund Revolution”

In his book The Unseen Revolution: How Pension Fund Social-

ism Came to America, Peter Drucker talked about how the

growth in the pension fund industry would change the ownership

landscape of American companies. In this book, published in 1976,

Drucker accurately prophesied the shareholder structures that we

observe in most of the S&P 500 companies today—that is, large

pension funds owning most of the outstanding shares. The Berle-

Means type of ownership structure, in which atomistic individuals

owned companies, has been replaced with a concentrated structure

in which the main owners of corporations are large public and pri-
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vate pension funds. Institutional ownership has grown drastically

over the last two decades (see Figure 16-1). Today, nearly 60 per-

cent of the U.S. equity market is owned by public and private in-

stitutional investors.

This chapter will investigate the pension fund structure in the

United States in detail. Substantial sums of money are managed by

private pension systems all over the world. Among the major OECD

countries, the United States enjoys by far the largest private pension

portfolio, equaling over $5.1 trillion. The United States is followed

by the United Kingdom, with $1.2 trillion, and Japan, with $800

billion. Naturally, there is a direct relationship between the size of

private pension assets and the country’s economic level. Therefore,

it might be more meaningful to examine the size of private pension

assets relative to the country’s GDP. When this is done, the Nether-

lands tops the list, with assets equaling 113 percent of the country’s

GDP, followed by Switzerland, the United Kingdom, Iceland, and

the United States at 102 percent, 85 percent, 83 percent, and 75 per-

cent, respectively.
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FIGURE 16-1 Institutional Ownership of U.S. Equities 
Murat Binay, “Performance Attribution of U.S. Institutional Investors,”
Financial Management, Vol. 34, Issue 2, Summer 2005.
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The U.S. Investment Market
According to the Federal Reserve, the equity and debt markets in the

United States amount to a total of $31 trillion. About 70 percent of

this capital is allocated to corporate investments: 54 percent to equities

and 16 percent to corporate bonds. The government sector receives

only a 30 percent allocation of this capital. The dominance of the cor-

porate sector, especially corporate equities, is clear from these numbers. 

Pension funds have therefore supplied a continuous flow of invest-

ment funds to the corporate sector, allowing U.S. corporations to grow,

create jobs, and enhance economic growth. The question is, why has

the bulk of investable capital flowed into the corporate sector? 

When we examine the average returns for different asset classes in

the United States over the past 75 years, Ibbotson Associates shows

that stocks have earned on average an 11 to 12 percent annual re-

turn, while bonds have returned only 5 to 6 percent. Investors have

taken on the risk of equities and provided valuable investment cap-

ital to corporations. In return, corporate equities have provided

handsome returns. 

When we investigate the portfolio composition of the U.S. private

pension system, we find that 44 percent of the private pension assets

are directly invested in equities. Another 18 percent are managed by

mutual funds, and most of this is also invested in equities. As a re-

sult, more than half of the U.S. private pension assets are now in-

vested in corporate stock. Fixed-income investments make up only

17 percent of private pension fund portfolios, indicating the domi-

nance of equities as the asset class of choice for U.S. private pension

investments. It’s this preference for corporate stock that supplies

readily available sources of financing to U.S. corporations and also

provides high returns to pension fund investors.

The U.S. retirement system currently consists of a total of $11

trillion of public and private investments, according to the Invest-

ment Company Fact Book. Of these funds, 78 percent, amounting
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to $8.6 trillion, are managed by pension funds, insurance compa-

nies, banks, and brokerage houses. The remaining 22 percent, which

correspond to $2.4 trillion, are under the management of mutual funds.

It’s obvious from these numbers that the U.S. pension system has be-

come a financial giant over the past two decades. The pension fund

revolution has also changed the ownership structure of companies. The

pension funds have become the new owners of U.S. corporations.

Drucker indicates that with this new ownership structure comes

new responsibilities. Pension funds must ensure that the CEO and

the management team maximize what Drucker calls the “wealth-

producing capacity” of the enterprise. In addition, pension funds

have to devise systems to maintain management accountability to

the new owners. This will entail the detailed analysis and scrutiny of

management’s performance by the institutional owners, as well as

maintaining an effective board of directors. These are the issues that

institutional investors have to grapple with currently.

Anatomy of Pension Fund Investors
The growth in the pension fund industry is a direct result of the tec-

tonic shift in the structure of the U.S. retirement system. The first

corporate pension fund was founded by GM’s legendary CEO,

George Wilson, in 1950. Historically, U.S. corporate pension funds

have been predominantly defined-benefit plans. Public pension funds,

which date back to the Civil War era, have always been defined-ben-

efit systems. In a defined-benefit retirement structure, an employee

generally is paid an annual pension payment amounting to the aver-

age of his last few years of salary until the end of his life. Under this

system, all the risk of providing sufficient funds to fulfill the pension

obligations to employees is assumed by the corporation. Over the

last two decades, however, there has been a drastic change in the pen-

sion systems of private corporations. While public pension systems
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have remained defined-benefit structures, with the passage of the Em-

ployee Retirement Income Security Act of 1974 (ERISA) and the es-

tablishment of 401(k) and IRA accounts, most corporations have

switched to a defined-contribution system. 

Under this system, the corporation makes annual payments into

the employees’ tax-exempt private pension accounts. Although the

corporation determines the investment company that will manage

these funds, employees are free to choose their investments from a

spectrum of asset classes. This system allows younger employees to

assume higher risk levels to earn higher returns, and older employ-

ees to invest in more conservative assets, rather than imposing a one-

size-fits-all approach. However, the risk of developing a sufficient

fund base for a comfortable retirement is shifted entirely to the em-

ployee. This change has caused a significant shift in the investment

choices of U.S. individuals. This is most apparent in the composition

of Individual Retirement Account (IRA) portfolios (see Figure 16-2).

For example, while in 1990, 42 percent of IRA assets were in-

vested in bank and thrift deposits (savings accounts and CDs), by

2001, this amount had decreased to 11 percent. In contrast, while 52
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FIGURE 16-2 IRA Assets and Share of Total IRA Assets by Institutions, 1990–2001
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percent of IRA funds were invested in mutual fund and brokerage ac-

counts in 1990, this amount had increased to 82 percent by the end

of 2001. This drastic reallocation coincides with the onset of defined-

contribution plans in corporate America. The individuals, who are

now bearing the brunt of the retirement risk, have decided to allocate

a higher percentage of their retirement funds to riskier asset classes

in return for potentially higher returns.

The private pension system really took hold after the passage of

ERISA in 1974. The U.S. investing public has been through a major

shift in its investment preferences. As a result, the shift we see in IRA

portfolios can also be seen in the overall household assets (see Fig-

ure 16-3).

According to the Securities Industry Association Factbook, while

in 1985 U.S. households split their liquid assets fairly equally be-

tween bank deposits and securities products, including equities and

fixed income, in the year 2000 the share of securities in U.S. house-

hold portfolios had increased to 79 percent and the share of bank

deposits had dropped to only 21 percent. U.S. households are now

keeping most of their financial assets invested in exchange-traded fi-
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FIGURE 16-3 Households' Liquid Financial Assets
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nancial products. This culture shift has also changed the capital al-

location distribution channels from banks to securities markets. 

The U.S. household portfolio is now an equity-centered one. In fact,

42 percent of the household portfolio is now directly invested in equi-

ties, while another 19 percent is invested in mutual funds, and most of

this is also invested in equities. Bank deposits still account for a sub-

stantial 21 percent. The total fixed-income investments amount to only

12 percent of the household portfolio. The percentage of households

that invest their wealth in equities has increased from 19 percent in

1983 to 50 percent in 2002. The number of households investing in

equities has tripled over the past two decades, from 16 million to 53

million households. The investment culture shift in U.S. households has

introduced 40 million new individuals into the equity markets. Given

that the U.S. population is about 250 million, one of every three indi-

viduals now has investments in the equity markets. The average U.S. eq-

uity investor is 47 years old and invests half of his wealth in equities. 

Using the demographic subgroups (Gen X, baby boom, GI gener-

ation), even though the amount of funds invested in equities is the

lowest for Gen-Xers, they are the group that is investing the highest

percentage of its wealth in equities, about 70 percent. As one would

expect, as investors age, the weight of equities in their investment

portfolios decreases. However, regardless of age groups, about half

of all equity investors hold individual stocks and about 90 percent

hold mutual funds in their portfolios. More than 80 percent of all eq-

uity investors are willing to take on average and above-average risk

exposure. Only 15 percent of equity investors target investments with

below-average risk. This profile has remained almost constant be-

tween the peak of the Internet bubble in 1999 and the third year of

the bear market in 2002. U.S. investors include equities in their port-

folios in order to have exposure to a high-risk–high-return asset class.

When we study the reasons that investors decide to invest in indi-

vidual asset classes, we observe that 96 percent of all equity investors
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perceive stocks as long-term savings vehicles and follow a long-term

buy-and-hold investment strategy. Consistent with this behavior, they

don’t get concerned and panic during short-term market fluctuations.

Even after a three-year bear market, 95 percent of equity investors

are optimistic about a recovery in their equity investments, indicat-

ing their level of confidence in the equity markets. Retirement is the

primary goal of 65 percent of all equity investors, followed by edu-

cation. About 60 percent of investors rely on finance professionals in

making investment choices; however, 74 percent of those who inter-

act with a financial advisor make their own fund choices from the al-

ternatives recommended by the professional advisor. In addition, 13

percent delegate all fund purchase decisions to a finance professional.

In this regard, it’s of the utmost importance that the private pension

fund advisors be familiar with the type of information that individ-

ual investors are interested in. 

In making their purchase decisions, investors are most concerned

about the risk level of the funds available for purchase. The expected

return of the financial product and the reputation of the fund com-

pany are the next most important pieces of information. After mak-

ing their asset allocation decisions, investors follow the performance

of their investments closely. They are interested in getting informa-

tion about the total wealth accumulated in their account, the returns

generated by the financial products in their portfolios, and general

economic conditions.

Before investors make their purchase decision, the financial advi-

sor is the most influential source of information for them. The fi-

nancial media also provide a significant amount of information. As

always, word of mouth also appears to be a significant information

source that investors use before making purchase and reallocation

decisions. Investors utilize financial and media reports to follow the

performance of their investments after their asset allocation decisions

are made.
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Harris Interactive, a major market research firm, has studied the

attitudes of pension fund investors toward the securities industry.

The results indicate that investors’ attitudes toward the securities

industry and their brokers are at their lowest levels since the in-

ception of this tracking study in 1995. The percentage holding

“very” favorable views of the securities industry has decreased the

most. Investors’ main concerns have been identified as losing

money in their stock investments and dishonesty in the market-

place. Their primary concern is losing money in their retirement

accounts. However, investors also point to dishonesty in both cor-

porate accounting practices and the securities industry. Investors

believe that the securities industry should be more honest and trust-

worthy, wrongdoers should be punished, internal controls and reg-

ulation should be increased, and a better job of educating investors

must be done. Finally, investors have become more risk-averse, and

fewer feel knowledgeable about investing. However, most investors

continue to embrace a buy-and-hold strategy and do not believe

that the past years’ unfavorable events reduce the wisdom of this

approach to investing. 

The U.S. private pension fund system, with its large capital base,

supplies investment funds to U.S. corporations and promotes eco-

nomic growth and job creation. The power and effectiveness of the

U.S. private pension fund system are based on the unrelenting trust

and confidence of the U.S. investing public in its financial markets

and corporations, and the public’s willingness to provide capital to

the system and maintain a long-term investment focus. When asked

if the unfortunate events of September 11 had led them to change

their asset allocations, 78 percent of the investors surveyed indicated

that they had not touched their portfolios. Of the 22 percent who

had changed their allocations, 60 percent had done so for other rea-

sons; for example, cashing out their portfolios to finance college ed-

ucation or a home purchase. Only 40 percent of the 22 percent (that
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is, only 8.8 percent of the investing public) had changed their asset

allocations based on the events of September 11. The investing pub-

lic’s philosophy can be summarized as a goal-oriented, long-term

buy-and-hold strategy to attain specific financial objectives, mainly

a comfortable retirement.
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