2 00 53 HARVARD BUSINESS SCHOOL
3¢
"

9-411-097

REV: JULY 21, 2011

WILLIAM W. GEORGE

Leading by Values: Sam Palmisano and IBM

In 2002 Sam Palmisano became chairman and CEO of IBM, succeeding the legendary Lou
Gerstner. Gerstner, coming from RJR Nabisco and before that American Express, was sought out by
the IBM board to replace John Akers as CEO when the company was facing the greatest crisis in its
history; Gerstner took over IBM’s helm in 1994. IBM was jon the brink of bankruptcy, with many
shareholders pressuring management to capture near-term value by divesting pieces of IBM. At the
time, Gerstner was viewed as one of the few executives who could:save the company.

When Gerstner arrived on the scene, internal IBM teams were considering splitting IBM into as
many as 13 smaller companies, each of which could compete as an independent entity. Ironically, in
the 1980s under the leadership of former CEO John Opel, IBM had fought off an anti-trust suit from
the U.S. government seeking to break up IBM intormultiple companies because of its dominance of
the mainframe computer business. In this same time frame AT&T was ordered to separate its long-
distance service, local telephone service, manufacturing and R&D into independent companies.

Gerstner quickly concluded that breaking up IBM would be a mistake of historic proportions. He
recognized that IBM had drifted from its roots of providing superior customer service and offering
complete systems to its customers (often criticized as “bundling”). He also realized the company’s
management had become very insular and internally focused. At that time IBM was primarily run by
a series of large committees. The organization had many layers and very high corporate overhead.!

Gerstner decided to restore.the company to its customer-focused roots. To reduce internal
orientation, he simplified its organization and eliminated all the committees, replacing them with a
new Corporate Executive Committee. With the support of new CFO Jerry York, who came from
Chrysler, he reduced billions in operating expenses by cutting back overhead and operating expenses
and eliminating tens of thousands of jobs.

In contrast'to Gerstner, Palmisano was an “IBM Lifer” who had been with the firm for 30 years
before being named CEO. Following IBM’s traditional leadership path, Palmisano began his career in
sales in 1972 in. IBM’s Baltimore branch office, and later became head of IBM Japan. His appointment
in2000'as president and chief operating officer had signaled he was Gerstner’s heir-apparent.?

While proceeding down the same strategic path as Gerstner, Palmisano saw IBM’s unique
strength coming from its capability to offer complete solutions to its customers that were tailored to

a For a complete discussion on Palmisano’s tenure as CEO of IBM, complete with videos of Palmisano’s interviews with the
author, refer to Joseph L. Bower and Sonja Ellingson Hout, “Leaders Who Make a Difference: Sam Palmisano’s Smarter IBM:
Day 1,” HBS Case No. 311-030, (Boston: Harvard Business Publishing, 2010).
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meet their needs. He believed this was something no other information technology company could
match. Executing this strategy required IBM to integrate its product capabilities with its geographic
capabilities in a seamless manner.

In early 2002 Palmisano recognized IBM’s existing organization was a barrier to achieving the
capability needed to operate in this seamless manner, as its product silos and geographic entities
often operated independently from each other. To the customer, they could appear more competitive
than collaborative. Thus, he eliminated the Corporate Executive Committee and substituted three
committees, one each for strategy, technology and operations.?

To overcome these problems, Palmisano decided to reorganize IBM from a multi-national
company into what he termed “the globally integrated enterprise.” To document his concept of the
global organization of the future, Palmisano wrote an article’ entitled “The Globally Integrated
Enterprise,” published in Foreign Affairs in March 2006. He described this new global corporate
model:

Heretofore, the corporation was seen as a collection of country-based subsidiaries, business
units, or product lines. Now the spread of outsourcing is encouraging companies to view
themselves as an array of specialized components: procurement, manufacturing, research,
sales, distribution, and so on. For each of these components, the global integration of
operations is forcing companies to choose where they want the work to be performed and
whether they want it performed in-house or by an outside partner.

The corporation, then, is emergingas a combination of various functions and skills —some
tightly bound and some loosely coupled—and it integrates these components of business
activity and production on a glebal basis to produce goods and services for its customers.?

Palmisano also realized that as IBM had grown to more than 300,000 employees operating in 165
countries, it had developed an extremely complex system of policies and processes to monitor and
control employee behavior. While not eliminating the controls, he decided that IBM needed a new
focus on “Leading by Values.” Rather than having his executive team determine IBM’s new
statement of values, he décided instead to use IBM technology to engage all 300,000 employees in a
“values jam.”4

Members of the IBM board and executive team warned Palmisano that this creative approach
could be very chaotic with widespread engagement in a highly sensitive area. Rather than follow
their advice, Palmisano reaffirmed his belief in this democratic approach and the commitment of IBM
employees to the common good, and moved ahead anyway. During a four-day period in July 2003,
all employees were asked to participate in deciding what IBM’s values should be, using the format of
an on-line interactive dialogue. This resulted in millions of on-line messages. In the end, the
employees settled on three values, defined as follows:

e Dedication to every client’s success
¢ Innovation that matters —for our company and for the world
o Trust and personal responsibility in all relationships®

To turn the values into reality in daily practice, Palmisano created a fourth team, the Integration
and Values Team (IVT). One of the team’s actions was to design a two-day “Leading by Values”
seminar for IBM’s 300 most senior leaders, selected on the basis of track record of business
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performance and demonstrated leadership. The mandate of these leaders was to_integrate /the
capability of IBM and be role models of leading by IBM's values.®

The IVT settled on six principles to build IBM around leading by values:

e Integration of IBM’s capabilities, people and partners more effectively to drive marketplace
results.

e Collaboration and collaborative influence is at the heart of integration: this is beyond the
concept of teamwork, cooperation & the desire to work together. Collaborative influence is
about building commitment across organizational boundaries to a compelling purpose that
puts the organization’s overall best interests first.

e Creation of a common vision by aligning the group around the vision and asking them to
contribute to the vision.

o Get people to do things that are greater than the sum of the parts: it's not about the individual
virtuoso performance, or even a collection of outstanding individuals.

e Interdependence: role of the leader is the integrator, inspiring innovation and performance
while getting people to see and believein the power of the integrated whole.

e Successful integration requires collective leadership. No one can do it alone.”

With regard to establishing trust across such a diverse enterprise, the IVT noted, “Values enable
trust. Trust enables risk-taking and bold action with the parameters of the strategic agenda. Over-
controlling can diminish performance and effectiveness. Trust enables nimbleness and agility. Real
listening is an enabler of trust.”®

In kicking off the values initiative, Palmisano offered a passionate vision of how he saw IBM
operating in the future (see Exhibit 1). He identified the common values as the source of very
powerful control. To reinforce the importance of living the values, he created a Chairman’s Uplift
program. Drawing upon recommendations from IBM’s senior executives, he allocated significant
bonuses based on actions that were emblematic of IBM values.” These efforts, many of them first
implemented in 2005, did not result in overnight success; Palmisano and his senior team recognized
that these efforts would take several years to take hold.1

Typical of this. new collaborative spirit was the $500 million installation of a fully integrated
information and communications system for Industrial and Commercial Bank of China (ICBC). ICBC
wasyin-the process of downsizing its number of branches from 50,000 to 18,000 and this new
integrated system became the central mode of communication between the branches and the
headquarters. Asked how the bank could manage so many branches over such a vast geographic
area, ICBC’s chair credited Palmisano. “We could not have accomplished it without Mr. Palmisano’s
commitment.”!! Palmisano brought in IBM software and systems experts from all over the world to
work on the implementation of ICBC’s system.!?

By early 2011 it was clear that IBM had transformed itself in fundamental ways, most significantly
in its ability to sustain its growth and deliver consistent operating results. (Exhibit 2 compares IBM’s
results in 2002, Palmisano’s first year as CEO, with 2007-2010 results.) Revenues grew to $100 billion
and its earnings per share more than tripled from $3.07 to $11.52. During that period, IBM’s stock
price rose 52%, giving the firm a market capitalization of $190 billion as of March 2011.13 IBM
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navigated the 2008-09 recession especially well, avoiding the significant impact on performance
experienced by several of its leading competitors.

The results reflected many of the bold strategic moves taken by Palmisano-in the previous nine
years, such as spinning off the personal computer and disk drive/ businesses, acquiring
PricewaterhouseCoopers’s consulting organization, shifting software development to India, where in
2011, IBM had more than 100,000 employees, and accelerating and systematizing innovation with the
emerging business opportunities organization. In 2007 IBM decided to put all these initiatives
together under the banner of its Smarter Planet strategy, including a four-year financial plan that was
publicly announced.

Even such an extensive effort to instill values throughout its.organization did not make IBM
immune from inappropriate actions on the part of some of its employees, as a recent settlement with
the United States Securities and Exchange Commission illustrates. Without admitting or denying
wrongdoing, IBM agreed on March 18, 2011 to pay $10 million to settle claims that it gave cash and
gifts to Chinese and South Korean officials in connection with about $54 million in government
contracts. The S.E.C. said that the bribes, which included travel and entertainment, occurred from
1998 through 2009 in violation of the Foreign Corrupt Practices Act. 14)

Of all the initiatives taken under the leadership.of Sam Palmisano and to implement IBM’s
solutions strategy, the alignment of its global organization, now consisting of 425,000 people, around
“Leading by Values” as a globally integrated enterprise may be his most important.
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Exhibit 1 Excerpts from IBM Chairman and CEO Sam Palmisano’s letter to IBM_employees in
launching “Leading by Values” in late 2003

I believe our most significant contribution to IBM’s long-term success will be the launch of our
effort to establish IBM’s values.

Many companies define themselves in terms of technologies, products, pricing or even individual
personalities. This can work well for a time, but when the world changes, they often find themselves
adrift. Our own industry is littered with companies that had their. moment in the sun, but that no
longer exist or are irrelevant. I believe that’s because they anchored themselves - their business
models, brands and cultures - to things that did not endure.

From its inception nearly a century ago, our company has been grounded in strongly held beliefs.
.. (Our founders) committed IBM to a broad definition of leadership - to be a trusted partner for
customers, a reliable long-term investment, a progressive employer, and a responsible corporate
citizen. They guided the company through decades of extraordinary change.

The world is very different today from what it was like when IBM was founded - so different that
it’s now incumbent on us to re-examine our values,as we redouble our commitment to making IBM a
great company.

e How do you channel this diverse array of talent and invaluable experience into a common
purpose?

e How do you marshal the collective aspirations of 316,000 people serving customers in 165
countries?

e How do we ensure, despite our size and complexity, that we work as a unified team, in a
manner that delivers on the promise of IBM’s brand and business model?

We could rely on traditional supervision, process and controls. But in the end our clients simply
wouldn’t stand for that, because it would inhibit our ability to serve them responsively. And neither
would you, because it would stifle your creative energies. We cannot apply Industrial Age
management systems to address a post-Industrial Age need. These must be genuinely shared values.
They can't, today, be imposed top-down.

In this world of intense scrutiny, where everyone is looking at what you do... one reaction is to
create management systems, more process, more controls . . . more bureaucracy. However, there is a
better alternative, which is to trust you, the IBM employee. It says inherently there is something that
binds us together in the absence of controls. There is a glue—a bond. What is that? It's . . . values!
Employees need a framework to make decisions within when the management systems, the process
and procedures are not clear . . . Many times it comes down to judgment.

We needed to find a way to involve all of us in the formulation of what most deeply matters to
each of us. So, for four days this past July (2003), IBMers from every region, division, level and
background talked candidly about our values during a jam on IBM’s worldwide intranet. The jam
told us there is an unmistakable yearning for this to be a great company once again. If there’s one
thing IBMers agree on, it’s that ours can be the greatest company in the world. And we agree that the
essence of that greatness derives from our values.

There is a remarkable agreement on what we value. We talked about heroic efforts in support of
our clients and fellow IBMers, about innovation that goes beyond technology, about trust defining all
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our relationships. You are focused on exactly the right question: whether IBM today is willing and
able to live those values . . . This could not have happened if we had not found a way to engage ‘the
entire IBM population in a genuine, candid conversation.

Although I am certain our values will make a huge impact on achieving our business objectives,
they aren’t so much about where we’re going as about who and what we are as we take that journey.

A Faith in the Future

Many people these days have grown cynical. They've lost faith in the idea that a business, a
government or any other institution can run itself on the basis of enduring, commonly held beliefs.
That's a shame. Maybe people wouldn’t feel that if more individuals in business—not just the
leaders, but people at all levels—stood up, declared what they believe in, and then took meaningful
steps to make it real, to put their values into practice.

Maybe if one important company did that, if its people showed the way, others would follow. Of
course, that would take a special company, and a special group of people. I believe that there is no
company in the world like IBM. And I also believe that our greatest days lie ahead of us.

Source: IBM Employee Manual, “Our Values at Work: On Being an IBMer,” http://www.zurich.ibm.com/
pdf/hr/Our_Values_at_Work.pdf, accessed May 2011.

Exhibit2 Selected Financial Results for IBM ($ in Billions)

2002 2007 2008 2009 2010
Sales $81.6 $98.8 $103.6 $95.8 $99.9
Net Profit $5.3 10.4 12.3 134 14.8
EPS 3.07 7.18 8.93 10.01 11.52
Stock Price 107.84 90.33 98.09 83.72 146.90
As of 3.28.11 161.37
Price / Earnings 36x 12x 11x 8x 13x

Source: .Compiled from IBM Annual Reports, http:/ /www.ibm.com/annualreport/, accessed May 2011.
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