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INNOVATION AND BUSINESS DEVELOPMENT

Case Study – AES Corporation: Rewriting the Rules of Management 

Erst in der Beschränkung zeigt sich der Meister

Johann Wolfgang von Goethe

In 1962 Alfred Chandler, a leading writer on management theory, postulated that structure follows strategy.   This theory has been accepted by some other management theorists (Peters& Waterman, 1982; Ansoff, 1988; Haberberg & Reiple, 2001) and rejected as incomplete or partially wrong by others such as Mintzberg et al (1998, p331) pointing out that goals are conceived within existing environments thus the structure and strategy are created in tandem and will probably alter as conditions change.    The competitive forces that act upon the firm (Porter, 1985) in combination with the environmental factors such as politics, culture and climatic conditions create a place where the game-plan of an enterprise is tested for ‘fitness for purpose’: if the match is good, success follows; if the match is incomplete, failure is likely to follow.        

The purpose of this essay falls into two parts:

a.
To define the corporate structure of Applied Energy Systems, later AES Corporation (AES) during the first two decades of its existence, and identify two organisational strengths that may have contributed to the success of the Corporation during the 1980s and 1990s.

b.
To utilise Handy’s (1999) cultural typology as means to define and identify the prevailing culture that the strategy and structure of AES Corporation created during the same period.

AES was created in 1981 as a result of the 1978 Public Utility Regulatory Policy Act (PURPA), that co-founders of AES, Dennis Bakke and Roger Sant, had helped frame whilst working for the US Government.   PURPA required public utilities to buy power from independent power producers (IPP) where these could produce electricity for less than the utility could itself achieve by operating its own generator, the so-called ‘avoided cost’.   Bakke and Sant realised that the key to a profitable operation lay in the difference between the officially assessed avoided cost figure and the actual production cost that an IPP could attain.   Electricity is like no other public utility in that it cannot be stored and must be consumed as it is generated.    Unless the IPP also controls the production and delivery of fuel (backward integration) and sells power directly to the public rather then to an intermediary (forward integration) the number of people required to actually run a power-generation plant is relatively low.       At the Corporate level the tasks that must be managed fall into three camps:  planning future investment, procuring stocks of fuel and selling electricity produced by running the generator plant.     The AES strategies for controlling the business are simple:
· judicious hedging of fuel, that is buying fuel in advance and betting that the future price  will be higher than that paid; 

· entering into long-term agreements with publicly owned utilities at an agreed price for the electricity delivered;

· ensuring that AES generators were run at the lowest possible cost commensurate with compliance to environmental law and safety constraints

· devolving as much decision making authority as possible as far down the chain of command as practicable;

· retention of financial control measures at the corporate centre;

· ensuring that the external funding of each project is non-recursive, that is the assets of the rest of the corporation are not part of the liability of AES in the event of failure.
· undertaking projects that generate no less than 100 MegaWatts (Mw) to achieve economies of scale
 Figure 1: Example of AES investment
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It is a common practice of AES to take over the generating plant made available through national privatisation programmes and remove as much of the manpower as practicable: 
Figure 2: AES manpower re-engineering policy

The result is that the remaining workforce, survivors of a radical business change, are more able (and willing) to accept a culture change:   "A visible restructuring was considered necessary to press home the message that the company culture really was changing" (Kennedy, 1993, cited in Cooper, 1994).      Having removed layers of hierarchical management there remains a need to ensure the continued control of the organisation does not dissipate into anarchy.   To achieve this AES drive home the message that the empowerment of all employees is fundamental to the continued success of the company.   
Working in teams of 15 to 20 (Bakke, 2004)  the ‘line’ employees are required to fulfil many functions that would normally be undertaken by dedicated ‘staff’ departments such as budgeting, personnel management and production planning.   Specialisations beyond the scope of the employees are bought in.     Burns & Stalker (1961, p234) noted:

“The shift from mechanistic to organic procedures…[requires the worker]….to surrender the safe determinacy of a contractual relationship with the firm for one in which their obligations are far less limited…..to cease being ‘nine-to-fivers’ and turn ‘professionals’.
Regardless of the mechanistic nature of electricity production, the drive toward organic team working seems to indicate a structure that consists of a lattice-work of inter-related, task-orientated elements such as might be found in a matrix organisation: a sort of mechanistic organisation with organic overtones to abuse Burns & Stalker’s theory.    The theme of professionalism can be considered further using Mintzberg’s structural configurations (Mintzberg et al, 1998 ) with which we may place AES in the context of Handy’s Cultural Types (Handy, 1999).   Appendix 1 shows the considerations that have been assessed and the assumptions of ‘fit’ that have been drawn. 
The industry generally ought to fit into the Machine Bureaucracy alone and probably did prior to privatisation.   However AES has been called an adhocracy (Grant, 2004) although Mintzberg’s (ibid, p351) definition of the word bears little resemblance to the electricity generation industry which is unambiguous in its aim and highly regimented in its operation. 
Seeking marketplaces where “knowledge allows targeting of countries where regulatory and business environments can provide attractive returns” (AES, 2003) AES’s lack of  management depth proved damaging as evidenced by Shady Point in the USA, Telasi in Georgia and, lately, Brazil.   In the case of Shady Point, several employees falsified control documentation as they had not ‘bought-in’ to the shift in culture advocated by AES corporate management.   Interestingly Shady Point was one of the few AES acquisitions that did not suffer any immediate redundancies and following the disclosure actually increased its workforce by 30% (Bakke, ibid).    
Difficulties in Less Developed Countries (LDC) have included AES defaulting on debt repayments to banks, a lack of consumer ability to pay radically increased electricity prices and an emphasis on the bottom line regardless of the apparent diffidence shown by Bakke regarding the importance of profit (Markels, 1995).    Thus unable to manage at a distance AES seeks to convert weakness into strength through the delegation of authority and responsibility as close to the action as possible:   
"The modern manager is supposed to ask his people for advice and then make a decision," says Bakke. "But at AES, each decision is made by a person and a team. Their job is to get advice from me and from anybody else they think it's necessary to get advice from. And then they make the decision."

Markels (1998b)
Although ostensibly divisional in form, according to submissions made to the Securities Exchange Commission (SEC), AES does not have a diversified portfolio of product but does operate in diverse marketplaces.   Each generating plant is financed and run as a separate entity through non-recursive external funding that reduces the impact of fiscal failure in one or more marketplaces.    This ‘arms-length’ approach can cause problems as the debt that is incurred to finance acquisitions and new build generating plant will have to be paid for at some later stage.   Where each marketplace is a success insofar as costs are tightly controlled and income is both guaranteed and received, then the flow of cash will keep the AES corporate body afloat.  If there is any discrepancy in the cashflow or reduction in credit rating, the lazier-fair approach to management seemingly adopted by AES will become unsustainable as each investment decision will become a ‘bet the company’ event.
Thus a consequence of the removal of layers of management is that the delegation of authority is an absolute necessity, whether appreciated as empowerment or not, as it is clear that no electricity would be produced for any sustained length of time if the operating decisions were taken centrally from Arlington.   The wide-ranging access to sensitive company information needed to allow informed decision-making means that each employee is considered an insider and so listed on AES submissions to the SEC (Grant, December 2004, Bakke, 2004).   
However delegation has also ensured that AES staff adopts a conservative approach to spending:   an empowered individual, required to make a decision that could cost millions is unlikely to act in any other fashion than with caution.   Despite the loud and constant statement of trust in the competency of their employees, no decision of any significance is made unless wide-reaching requests for advice are first considered, including the Supervisory Board of Directors (Business Week Online, 1999).    
It is clear then that the founders of AES developed a format for expansion that relies on a strategy that emphasises shared values across multi-cultural and geographical borders.   Bakke, and to a lesser degree Sant, emphasise integrity, social responsibility, fairness and fun as the values which ought to appeal across any and all religious and social boundaries.   Bakke in particular has no difficulty in viewing his belief in the Protestant Work Ethic first identified by Weber (Kalberg, 2002):
Now largely retired, Sant, a lapsed Mormon and an agnostic, is concerned that AES not get carried away by the righteousness of its mission. "There are a lot of business models that work," he says. "I would be appalled if we became evangelical and tried to convert others."

  Bakke, however, sounds very evangelical. "I am the keeper of values and principles, the chief teacher," he proclaims. "I am the chief adviser. This is the one requirement in our company; to ask for advice." Like many missionaries, Bakke refuses to mold AES's values to different cultural contexts. "I am a cultural imperialist," he says. "This is what we believe no matter where we go; our values are consistent with all faiths."

 Gopinath (2001)

What is interesting is that AES may have been set up with the concept of ‘having fun’ but this might have referred to Sant and Bakke having fun exploiting the PURPA they helped define.   The possible evidence for this lies in a statement by Bakke where he reveals that:

 “….AES held a two-day retreat where 20 employees hammered out its “shared values”—integrity, social responsibility, fairness, and fun.”  

(Bakke, 2004).   

The impression one gets is that AES was set up from the outset with these values; Bakke’s comment indicates that the values were the result of a combined effort some time after the company started operations. 
The value statements do not mean that AES is a corporate social ‘do-gooder’ as evidenced by their attitude to wasteful over-manning discussed earlier.   Fairness and social responsibility extends to a belief that it is morally wrong to utilise more resources than can be financially justified.   But of greater impact is the need to compensate the lack of middle-management depth by empowerment.   Without a simple set of values that the survivors of  the radical re-engineering techniques applied by AES can identify with and adopt, there is an opportunity for anarchy with several agenda being followed throughout the Corporation.   
The British Army uses the same doctrine, known as ‘Commander’s Intent’.   In this doctrine the intention of the Commander is stated in simple terms (Take the Hill) to be interpreted by those on the ground in the light of prevailing circumstance.   More importantly, any unforeseen circumstance is to be assessed in terms of the intent and, where possible, exploited.   Without a set of shared values, for which the Services are renowned, it is not probable that the individual can act with any degree of assurance that their actions will be condoned by higher authority.    In other words there is an implicit assumption that, whatever the actions of the subordinate, higher management will act in a fashion that is fair and reasonable – so long as the actions remain within the explicit values of the organisation. 
The importance of AES’s shared values, particularly social responsibility and fairness, in shaping the organisation and the actions of employees cannot be overstated.   These values, combined with a determined grip on the substantive inputs (fuel costs) and outputs (guaranteed revenues from the sale of electricity) ensuring a high credit rating that sustains rapid growth and an assured conservatism through employee empowerment with regard to maintenance and capital expenditures, sustained AES’s financial success during the 1980’s and 1990’s.    
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Appendix 1: Analysis of AES within the Mintzberg/Hardy structural/cultural configurations
Table 1: Mintzberg’s structural configurations and Hardy’s cultural types
	Mintzberg’s Configuration
	Prime Coordinating Mechanism
	Key Part of the Organisation
	Strategic Focus
	Limits of Decentralisation
	Handy’s Four Types of Culture

	Simple Structure/

Entrepreneurial Organisation 
	Direct Supervision
	Board of Directors/ Senior Management
	Undifferentiated Products
	Vertical and horizontal centralisation
	Role Culture

	Machine Bureaucracy

	Standard Work Practices
	Techno-structure
	Technical Specialists
	Limited horizontal decentralisation
	Role Culture

	Professional Bureaucracy

	Standardisation of Skills
	Operating Core
	Complex professionalism
	Horizontal decentralisation
	Task Culture/People Culture

	Divisionalised Form/ Diversified Organisation
	Standardisation of Outputs
	Middle Management
	Differentiated Products
	Limited vertical decentralisation
	Power Culture

	Adhocracy/ Innovative organisation
	Mutual Adjustment
	Support staff and Operating Core
	Project Teams
	Selective decentralisation
	Task Culture

	Missionary Organisation

	Standardisation of norms
	Ideology
	Values
	Decentralised
	People Culture/ Task Culture

	Political Organisation

	None
	None
	Temporal
	Variable
	All of them, and at the same time


Adapted from Mintzberg et al (1998) and Handy (1999)
Table 2: AES fit by configuration and type
	Mintzberg’s Configuration
	Prime Coordinating Mechanism
	Key Part of the Organisation
	Strategic Focus
	Limits of Decentralisation
	Handy’s Four Types of Culture

	Simple Structure/

Entrepreneurial Organisation 
	(
	(
	(
	(
	(

	Machine Bureaucracy

	(
	(
	(
	(
	(

	Professional Bureaucracy

	(
	(
	(
	(
	( 

	Divisionalised Form/ Diversified Organisation
	(
	(
	(
	(
	(

	Adhocracy/ Innovative organisation
	(
	(
	(
	(
	( 

	Missionary Organisation

	(
	(
	(
	(
	(

	Political Organisation

	(
	(
	(
	(
	(

















US firm AES took over Kelvin Power Station just outside Johannesburg with a 20 year power purchase agreement with City Power Johannesburg. It was the guarantees that made this an attractive prospect for AES according to the AES Project Director: 


“This is a good business for AES as we have a 20 year power purchase agreement with a fixed capacity payment, hedged against exchange rate risk and a pass-through on the energy cost. The structure of the contract means that AES does not take either heat rate or fuel price risk.”


Adapted from AES Press Release, 9th November 2001 AES To Acquire 600 Mw Coal Plant In South Africa 








Interview with Dennis Bakke by Business Week Online





Q: How often do you fire people?�A: All the time. One of the least socially responsible things in the world is to have one extra person working when they're not needed. In other words, an unproductive person. When they're added to the rest of the group, it makes the whole group unproductive. In either case, it's a travesty to the society to keep that person in an unproductive role.





Business Week Online (1999)





Quote by David Sundstrom, general manager of AES Panama:





 “We reduced staff by two-thirds, which is always traumatic and difficult, but (we acted) in a positive way. You need to assess what your needs are, cut deeply, quickly and be generous. I felt that we were not responsible for the overemployment within a state-owned electric company, but we were certainly responsible for the transition.”





International Reports.net (2004)





On cultural change at NIGEN





When Hollingshead [an executive on the AES Corporate staff based in Arlington] arrived in Belfast, the 356-employee plant was woefully overstaffed. He suggested that management announce one big layoff and then mold the people who remained into a tightly knit team. But he left the final decision up to NIGEN's leaders. They chose a voluntary-severance program instead. 





Many workers declined the package, which forced management to devise other offers. "Every time another scheme was launched, there was a feeling of dread," says Bacon. The necessary workforce reduction (to fewer than 100 employees) is now complete. "But it took five years to get to that number," says Bacon





Markels (1998a)
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