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Who Says Elephants Can’t Dance?

IBM History

IBM was created by Thomas J. Watson, Sr. in the
early 1900’s. Originally, IBM was a collection
of small companies — dealing in everything
from cheese cutters to typewriters. It must be
noted, though, that even in its early stages of
business, IBM had become known as a pioneer in
computation.

In 1956, IBM’s new CEO, Thomas Watson Jr.,
sent IBM into the future with the development
of the System/360, IBM’s collection of highly
successful mainframes. The S/360 was an
expensive undertaking, costing $5 billion (in the
1960s!). IBM went into several new businesses,
among them the semiconductor industry. Software
tools, programming languages and operating
systems had to be developed. The sales force
required knowledgeable, technology-inclined
members with the capacity to assist customers in
reinventing business functions such as accounting,
payroll and inventory management.

These were big risks but customers loved the
S/360. Revenues grew at a compound growth
rate of 14% between 1965 and 1985. Gross profit
margin was at 60%. However, in the late 1980°s
competition in the mainframe business along
with a new technology, the personal computer,
greatly affected IBM’s business.

Grabbing Hold

Lou Gerstner Jr. began his IBM career on April
1, 1993. By then, IBM was in the red and many
thought it would take a miracle to reverse IBM’s
state of finances. That miracle was Lou.

O Early Priorities

Lou’s 90-day priorities included:

= Stop hemorrhaging cash.

= Make sure that IBM is profitable in 1994
to send the message to the world and the
workforce that IBM was stable.

= Develop and implement a key customer
strategy for 1993 and 1994.

= Develop an intermediate-term business
strategy.

During the first few weeks of his tenure, Lou
concentrated on conducting several meetings
with the workforce, senior executives and

[2]




ELTOEEICISEREEN D DT

Q XAV T7L—L%ZRHS

ERICBEINREZ LDV EDITS/360H. 1 /\VDH
7. B1@. AmdahlEWo el T 7H#EbNTWL
BEVWSEELD O, IBMDAA VT L—LIERETRE
DEDELVE, 3. 4BESHh >TcDIE, S/360DMMEER
ElEBTETDTH 5,

H—R T —DORVIOREIMEEZSIETIFHTETHo
feo Z LTRDRMILS/360DT 7 ./ O —%7T Yy TT—
fFBZE, TNHOTOY Y MEEBITGAHFASED
DTHOfeH . IBMOEMEN I ZEB SIS fcdH DD
EDTHB, 10BFIVDREZZ LD, TNHI1997EF
52001 FRE TIC10ERILEVWSERGERNMZVZS
febd T &z b,

Q  faBEE#

H—AF—ISBEEOEBEZIY R e, TaEEE (
Operation Hug) | &#&5 EiFfe, ThIFEH T ofeb
BEDHEDHTE, RAUNITOBEDTH S,

HIF50AD R EEEEED A L ICRIESEFTORER & 5511,
FRLTWABEZICDODWTD T —FNN\v I EBTLSBZ
EErmELTc, L. HRICELTHEARELTVWSD
ThHhNIX, 1. 2=V DREEDN T —AFT— ¢ ZTDRIE
HEHERTEBHADHENTES N, ZTNILIBMEFDE
RICHc2T. BEDROEBINBANETRTHS &
. BREBIHI>TEE S Th o1,

Q EEZSX0ORIE

H—RAFT—DZDOHDHEIFZ. EEEZERDELTH
fco TOEERIFHDETZERT S 6 ADAV/IN=H5%
% EmOMEIME] Thofe, KiIE. HEHNBEDDITE
ICIFBERTEEZRED TEHNHALER LTV, LD
L. COZEERDFENHAICZOIVS>TEAZECCIR
HoTfeDIc, 1993F48. EBEEESRIIELINT .

T ZIE&HT. EVa%EHD

H—AF—DRYIDI00BHRTBESDEE USA by T
A HBIEZEDGWGEEZH L, RITKRELTEILZERHIC
EHfc5 LIFLTeH, BEEZNTTRREFEZTVED D
foo TNHODREGREZ L. TNERTICHEIERLZD
e,

shareholders. Both industry experts and the
media had no faith in Lou Gerstner’s capabilities.

U Saving the Mainframe

A major point of concern was that the S/390 had
lost its significant market share to Hitachi, Fujitsu
and Amdahl — IBM mainframes were easily 30-
40% more expensive than its competitors. The
S/390 was priced too high.

Lou’s first decision was to cut prices. The second
decision was to update the technology of the
S/390. It was an enormously complex project but
one where the technical wizards of IBM succeeded
in. A $1 billion investment in the early 1990s
produced enormous returns from 1997 forward --
$19 billion at the end of 2001.

U Operation “Hug”

Lou launched “Operation Hug” in an attempt to
restore customer faith in IBM. It was the first
of many cultural changes Lou was going to
introduce.

He required each of his 50 senior managers to
visit at least five customers and obtain feedback
about the machines they were currently using. If
a problem was present, a short report was sent
to Lou and anybody else who could solve the
problem. The customers needed to know that they
were the most important considerations for the
development of any IBM product.

U  The Death of the Management Committee

The second cultural change was the abolishment of
the Management Committee. This committee was
the ultimate seat of power in IBM and consisted
of six members who made all the major decisions.
Lou believed in taking responsibility for one’s own
actions and felt that the committee negated that
belief. In April 1993, the Management Committee
died.

Stop the Bleeding (and Hold the Vision)

Lou’s first one hundred days came and went.
USA Today marked the day with a non-flattering
lead story. He had brought significant change to
the company but clearly, no one thought it was
enough. It was time to make major decisions and
act on them.
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U Keeping the Company Together

In the mid-1980s, the trend was for one company
to specialize in just one or two areas of information
technology. If you made databases, then you made
only databases. If you made operating systems, you
stuck with it. So there was pressure to divide the
company into separate specialized companies.

Lou, however, believed that there was still going
to be a need for someone to do all the integration,
making sure that all the pieces could be put
together to make something useful. He firmly
believed that IBM was in the perfect position to
be that “someone.” In what may have been the
most important decision in his entire business
career, Lou chose to keep IBM together as one
single company.

U Saving and Raising Cash in the Billions

At this time it took IBM 42 cents to produce a
dollar while their competitors only needed 31
cents. IBM was spending too much money!

A massive program of expense-reduction was
begun. Every change was called a “reengineering.”
Each of the 24 business unit had its own systems
for inventory, accounting, distribution and the
like. Now, IBM has only one Chief Information
Officer. Data centers were cut down from 155 to
16. Thirty one communications networks were
consolidated into one. Acres of land were sold, in-
cluding buildings and offices that were not being
used or were being used inefficiently. In all, a total
of $9.5 billion in savings was declared between
1994 and 1998.

It wasn’t enough to just save cash; it was also
important to raise it. It was necessary to sell
off most of IBM’s unproductive assets. Most of
the corporate airplane fleet was sold, as were
expensive training centers and an impressive
fine-art collection.

U Holding the Vision

OnlJuly 27,1993, apress conference was conducted
to communicate the state of IBM’s future. During
the conference, Lou stated what would be one of
his most memorable statements:

“There’s been a lot of speculation as to when I’m
going to deliver a vision of IBM, and what I’d like
to say to all of you is that the last thing IBM needs
right now is a vision.”
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The truth of the matter was that IBM did have
vision. What it needed was action. Fundamental
strategic decisions had to be made and focus had
to be given to the stabilization of the company
while seeking growth strategies that would build
on IBM’s unique position in the industry.

O  Creating the Leadership Team

To rebuild and sustain a company as large as
IBM, the proper leaders had to be put in the
proper positions.

The Management Committee was disbanded and
in its place, the Corporate Executive Committee
was created. The committee worked together
in running the collection of companies that
made up IBM. However, the committee did not
micro-manage and did not accept delegation of
problem solving.

Lou also opened up lines of communication with
IBM employees. The voice of IBM’s people had to
be heard. Lou utilized the power of IBM’s internal
messaging system and used it to communicate with
just about everyone. These correspondences were
galvanizing. IBM was ready to move forward.

O  Creating a Global Enterprise

IBM is a huge company with a $86 billion in sales
in 2001. Operating in over 160 countries, it was
nearly impossible to attain any semblance of order
within the various units. There were powerful
geographic units and powerful product division
scattered all over the globe. Each unit guarded its
turf zealously, producing machines and systems
according to what the unit wanted, not necessarily
what the customers needed. Local management
in the Asia-Pacific was different from that in
the USA. Products in the USA weren’t always
available in other parts of the world.

IBM undertook the task of building a global
customer-oriented organization. Eleven industries
taken from the existing customer base were
assigned accounts. Each unit was to take care of its
account, no matter where in the world it was. This
idea of a global organization took root slowly and
was fully accepted after 3 years of hard work.

O Reviving the Brand

In 1993 IBM’s Marketing division conducted a
study to determine where the IBM brand stood. It
was found that in spite of its problems, customers
still believed that when they bought an IBM
product, it was a quality piece of technology. It
was time to market the brand further.

[5]
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To send out a clear message to the world, the
message had to come from a unified IBM.
Individual business units had their advertising
budgets cut off and all of IBM’s global advertising
was assigned to Ogilvy & Mather, an agency with
solid worldwide expertise and experience.

U Resetting the Corporate Compensation
Philosophy

Tom Watson, Jr. had a fixed mind about
compensation: all compensation consisted mostly
of a salary; there was very little variance in the
salaries; and emphasis was placed on benefits. It
represented a paternalistic view of IBM’s culture,
sending the message that sharing and equality were
more important than performance. This drove the
employees to be satisfied with mediocrity; no
matter how badly or well they performed, they
were all paid in the same manner.

Under Lou’s guidance, the compensation systems
at IBM were changed. Emphasis was given to
performance — if you didn’t perform, you simply
didn’t get paid as much as other better-performing
co-workers. Stock options were offered.

Strategy

By the end of 1993, IBM’s first big war, stabilizing
the company, had been won. In 1994, the company
made two strategic bets.

= The first was that customers would increasingly
value companies that offered solutions. These
solutions included the integration of thousands
of pieces of technology and transforming
them into usable systems for customers. IBM
believed that the main thrust of information
technology would be services-led, not
technology-led.

= The second bet would be the networked model
of computing, a model not limited to just
individual PCs. Of course the biggest network
was the Internet — which barely existed in the

early 1990’s.

U Building the World’s Already Biggest
Software Business

Microsoft was always seen as the biggest software
provider when in truth, IBM sold more software
than Microsoft did in 1993. This misconception
probably springs from the fact that IBM never
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really saw itself as a software company. IBM had
concentrated on hardware sales. Each piece of
hardware would need an operating system to get
it running and IBM simply built it in or sold it as
an added feature.

IBM’s goal of building up its software business
was headed by John Thompson. John’s task was
a sizable one. He had to integrate all of IBM’s
software into a manageable program. A new,
highly skilled sales force had to be put to work.
IBM’s 4000 different kinds of software had to
be sorted and consolidated to form only several
brands with distinct capabilities.

IBM decided that it would take the position of
“middleman,” the provider of databases, software
management systems and the like. At the base was
Microsoft who owned the largest market share for
operating systems. At the top were companies like
SAP and Oracle who provided user applications.
IBM wanted to bridge the gap between these two
very different sets of software. IBM re-wrote all
of its software, allowing it to be compatible with
other systems. Proprietary software was out!

U Opening the Company Store

IBM’s Research Division was given focus. IBM
was noted for having one of the best scientific
research laboratories in the world but they were
unable to transform developments into something
that was marketable and profitable. Most of IBM’s
databases were still proprietary to only IBM. This
had to change.

To get started, IBM started licensing its technology
to third parties. No sale was actually involved but it
allowed a larger part of the market, the OEM group,
to access IBM’s technologies. From licensing,
IBM then began to sell individual technology
components to other computer companies. IBM
now stood to gain from the success of other
companies.

IBM just couldn’t be everything to everybody. The
decision to cut-back on developing application
software was made. SAP, Oracle and PeopleSoft
could potentially provide increased hardware sales
for IBM if IBM stopped competing with.

All these shifted focus to IBM’s strategy: they
were going to be integrators.
U The Emergence of E-Business

IBM then created the term “e-business” to signify
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Now

that the Internet was a place where real work
could be done. As a provider of middleware,
IBM was in the perfect position to develop the
capacity for networked applications on the Net.
IBM considers the $5 billion investment it spent
in marketing e-business money well spent; returns
to IBM’s brand and market positioning have been
incalculable.

Culture

Think IBM and you’ll think of blue suits and
white shirts. Tom Watson, Sr. immortalized three
basic beliefs in IBM:

1. Excellence in everything we do;
2. Superior customer service; and
3. Respect for the individual.

Certainly, during his time, these beliefs were
enough. But as enterprises and corporations
change with time, it was necessary to change to
change the focus on culture as well. Lou knew
that this cultural transformation was going to be
one of his biggest challenges.

Teamwork was given new emphasis, as well as
accountability and responsibility. The IBM lingo
was changed to include more understandable and
customer-friendly terms. Leadership was revived
and leaders and executives were reviewed for
possessing what Lou gathered as IBM Leadership
Competencies.

IBM’s basic beliefs were supplemented by the
following principles:

1. The marketplace is the driving force behind
everything we do.

2. We are a technology company with an
overriding commitment to quality.

3. Our primary measures of success are
customer satisfaction and shareholder value.

4.  We operate as an entrepreneurial
organization with a minimum of bureaucracy

and a never-ending focus on productivity.

5. We never lose sight of our strategic vision.

6. We think and act with a sense of urgency.

7. Outstanding, dedicated people make it all
happen, working together as a team.

8. We are sensitive to the needs of all
employees and to the communities in which
we operate.
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Lessons Learned

Q

On Focus

The ordinary day-by-day world of business
doesn’t  produce miracles.  Successful
enterprises and executives always have the
following characteristics:

They are focused.
They are superb at execution.
They abound with personal leadership.

A lack of focus is often the cause of
corporate mediocrity. Any company always
has advantages in its core business. Losing

focus leads to losing those advantages.

A good strategy comes from honest
competitive analysis. Good strategies are
long on detail and resources must be applied

to the most important parts of the strategy.

On Execution

Getting the task done is the most
unappreciated skill of an effective leader.
Strategies that are not acted upon are useless.

Expectations are different from inspections.
People respect only what a leader inspects.
If you want a good strategy to work, make
sure you inspect every aspect of its execution.

Effective execution is built on three attributes
of an institution: world-class processes,
strategic clarity and high-performance culture.

On Leadership

Great institutions are not managed; they are
led. They are driven to ever-increasing levels
of accomplishment by individuals who are
passionate about winning. The best leaders
create high-performance cultures. They set
demanding goals, measure results and hold
subordinates accountable for their actions and
decisions. They are visible in all areas of the
company, rolling up their sleeves and tackling
problems personally.
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= [eadership is all about passion: passion for
the job, passion for the customers, and passion
for the products.

= A leader inspires passion among his people.
Managers, customers, researchers and all
other people within the institution must see
this passion in order for them to become
passionate about their work themselves.

= A leader must be of unquestionable integrity.

Elephants Can Dance

Much has been said about small companies
being better than big ones. It is said that smaller
companies are more responsive, more effective.
IBM’s turnaround is the perfect negation of this
idea. It isn’t a matter of whether or not ants rule
over elephants. If an elephant can dance, ants had
better get out of the way.

There is still a lot of work left for IBM to cover
as more and more developments come up with
each passing day. Lou Gerstner’s successor has
his work cut out for him. For now, though, IBM
is safe.
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