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The psychology

Of change management

Emily Lawson and Colin Price

Companies can transform the attitudes and behavior of their
employees by applying psychological breakthroughs that explain
why people think and act as they do.

0ver the past 15 or so years, programs to improve corporate orga-
nizational performance have become increasingly common. Yet they
are notoriously difficult to carry out. Success depends on persuading hun-
dreds or thousands of groups and individuals to change the way they work,
a transformation people will accept only if they can be persuaded to think
differently about their jobs. In effect, CEOs must alter the mind-sets of their
employees—no easy task.

CEOs could make things easier for themselves if, before embarking on com-
plex performance-improvement programs, they determined the extent of the
change required to achieve the business outcomes they seek. Broadly speak-
ing, they can choose among three levels of change. On the most straightfor-
ward level, companies act directly to achieve outcomes, without having to
change the way people work; one example would be divesting noncore assets
to focus on the core business. On the next level of complexity, employees
may need to adjust their practices or to adopt new ones in line with their
existing mind-sets in order to reach, say, a new bottom-line target. An
already “lean” company might, for instance, encourage its staff to look for
new ways to reduce waste, or a company committed to innovation might
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form relationships with academics to increase the flow of ideas into the
organization and hence the flow of new products into the market.

But what if the only way a business can reach its higher performance goals

is to change the way its people behave across the board? Suppose that it can
become more competitive only by changing its culture fundamentally—from
being reactive to proactive, hierarchical to collegial, or introspective to exter-
nally focused, for instance. Since the collective culture of an organization,
strictly speaking, is an aggregate of what is common to all of its group and
individual mind-sets, such a transformation entails changing the minds of
hundreds or thousands of people.
This is the third and deepest level:
Linking all of the major discoveries  cultural change.

In programs to raise performance

has effected startling changes In such cases, CEOs will likely turn
N the way that employees behave  for help to psychology. Although
breakthroughs have been made in

explaining why people think and
behave as they do, these insights have in general been applied to business
only piecemeal and haven’t had a widespread effect. Recently, however, sev-
eral companies have found that linking all of the major discoveries together
in programs to improve performance has brought about startling changes in
the behavior of employees—changes rooted in new mind-sets. Performance-
improvement programs that apply all of these ideas in combination can be
just as chaotic and hard to lead as those that don’t. But they have a stronger
chance of effecting long-term changes in business practice and thus of sus-
taining better outcomes.

Four conditions for changing mind-sets

Employees will alter their mind-sets only if they see the point of the change
and agree with it—at least enough to give it a try. The surrounding struc-
tures (reward and recognition systems, for example) must be in tune with
the new behavior. Employees must have the skills to do what it requires.
Finally, they must see people they respect modeling it actively. Each of these
conditions is realized independently; together they add up to a way of
changing the behavior of people in organizations by changing attitudes
about what can and should happen at work.

A purpose to believe in

In 1957 the Stanford social psychologist Leon Festinger published his theory
of cognitive dissonance, the distressing mental state that arises when people
find that their beliefs are inconsistent with their actions—agnostic priests
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would be an extreme example. Festinger observed in the subjects of his
experimentation a deep-seated need to eliminate cognitive dissonance by
changing either their actions or their beliefs.

The implication of this finding for an organization is that if its people believe
in its overall purpose, they will be happy to change their individual behavior
to serve that purpose—indeed, they will suffer from cognitive dissonance

if they don’t. But to feel comfortable about change and to carry it out with
enthusiasm, people must understand the role of their actions in the unfold-
ing drama of the company’s fortunes and believe that it is worthwhile for
them to play a part. It isn’t enough to tell employees that they will have to
do things differently. Anyone leading a major change program must take the
time to think through its “story”—what makes it worth undertaking—and
to explain that story to all of the people involved in making change happen,
so that their contributions make sense to them as individuals.

Reinforcement systems

B. F. Skinner is best known for his experiments with rats during the late
1920s and the 1930s. He found that he could motivate a rat to complete the
boring task of negotiating a maze by providing the right incentive—corn at
the maze’s center—and by punishing the rat with an electric shock each time
it took a wrong turn.

Skinner’s theories of conditioning and positive reinforcement were taken
up by psychologists interested in what motivates people in organizations.
Organizational designers broadly agree that reporting structures, manage-
ment and operational processes, and measurement procedures—setting
targets, measuring performance, and granting financial and nonfinancial
rewards—must be consistent with the behavior that people are asked to
embrace. When a company’s goals for new behavior are not reinforced,
employees are less likely to adopt it consistently; if managers are urged to
spend more time coaching junior staff, for instance, but coaching doesn’t
figure in the performance scorecards of managers, they are not likely to

bother.

Some disciples of Skinner suggest that positive-reinforcement “loops” have
a constant effect: once established, you can leave them be. Over time, how-
ever, Skinner’s rats became bored with corn and began to ignore the electric
shocks. In our experience, a similar phenomenon often prevents organiza-
tions from sustaining higher performance: structures and processes that ini-
tially reinforce or condition the new behavior do not guarantee that it will
endure. They need to be supported by changes that complement the other
three conditions for changing mind-sets.
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The skills required for change

Many change programs make the error of exhorting employees to behave
differently without teaching them how to adapt general instructions to their
individual situation. The company may urge them to be “customer-centric,”
for example, but if it paid little attention to customers in the past, they will
have no idea how to interpret this

principle or won’t know what a suc-
If a company urges its employees  cessful outcome would look like.

to be ‘customer-centric’ but paid

little attention to the customer in How can adults best be equipped
the past, they won’t know how with the skills they need to make
relevant changes in behavior? First,

give them time. During the 1980s,
David Kolb, a specialist in adult learning, developed his four-phase adult-
learning cycle. Kolb showed that adults can’t learn merely by listening to
instructions; they must also absorb the new information, use it experimen-
tally, and integrate it with their existing knowledge. In practice, this means
that you can’t teach everything there is to know about a subject in one ses-
sion. Much better to break down the formal teaching into chunks, with time
in between for the learners to reflect, experiment, and apply the new princi-
ples. Large-scale change happens only in steps.

Second, as the organizational psychologist Chris Argyris showed, people
assimilate information more thoroughly if they go on to describe to others
how they will apply what they have learned to their own circumstances. The
reason, in part, is that human beings use different areas of the brain for
learning and for teaching.'

Consistent role models

Most clinical work confirms the idea that consistent role models, whom the
famous pediatrician Benjamin Spock regarded as decisive for the develop-
ment of children, are as important in changing the behavior of adults as the
three other conditions combined. In any organization, people model their
behavior on “significant others”: those they see in positions of influence.
Within a single organization, people in different functions or levels choose
different role models—a founding partner, perhaps, or a trade union repre-
sentative, or the highest-earning sales rep. So to change behavior consis-
tently throughout an organization, it isn’t enough to ensure that people at

These insights into what Argyris called “double-loop learning” were further developed by Noel Tichy
into the “teachable point of view” used at GE’s Crotonville training center and at Ford Motor. In double-
loop learning, the “framing system” (mind-set) that underlies an individual’s actions can be altered
through examination and questioning. In “single-loop learning,” goals, values, frameworks, and mind-
sets are taken for granted and learning occurs within the system.
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the top are in line with the new ways of working; role models at every level
must “walk the talk.”

The way role models deal with their tasks can vary, but the underlying
values informing their behavior must be consistent. In a company that
encourages entrepreneurial decision making at low levels, one middle man-
ager might try to coach junior employees to know how to spot a promising
new venture; another might leave this up to them. Both, however, would
be acting in line with the entrepreneurial principle, whereas a boss who
demanded a lengthy business case to justify each $50 expenditure would
not be. But organizations trying to change their value systems can’t tolerate
as much variance in their role models’ behavior. If entrepreneurial decision
making were a new value, both of these middle managers might have to act
in roughly the same way in order to encourage their subordinates to make
bold decisions.

Behavior in organizations is deeply affected not only by role models but
also by the groups with which people identify. Role modeling by individuals
must therefore be confirmed by the groups that surround them if it is to have
a permanent or deep influence. (Most teenagers could tell you a lot about
this.) Say that a well-respected senior leader is waxing lyrical about making
the culture less bureaucratic and even conforming to the new regime by
making fewer requests for information. If the sales reps in the company can-
teen spend every lunchtime complaining that “we’ve heard this a thousand
times before and nothing happened,” individuals will feel less pressure to
change their behavior. Change must be meaningful to key groups at each
level of the organization.

Putting the approach into practice

The case of a retail bank shows how these four conditions can coalesce

to change mind-sets and behavior and thereby improve performance. But
though we have grouped the actions of the bank under the four conditions,
it didn’t apply them in a neat sequence. As in any change program, there
was much disruption and risk. Nonetheless, basing the program on four
proven principles gave the CEO confidence that it would eventually succeed.

A few years ago, this CEO took the helm of a large European retail bank
that employed more than 30,000 people. He set several targets: doubling the
economic profit of the bank, reducing its cost-to-income ratio to 49 percent
(from 56), and increasing its annual revenue growth from the current 1 to

2 percent to S to 7 percent—all within four years. But retail banking is
almost a commodity business. No financial-engineering shortcuts or super-
ficial changes in practice could win a competitive edge for the bank. It could



36

THE McKINSEY QUARTERLY 2003 SPECIAL EDITION: THE VALUE IN ORGANIZATION

meet these performance goals, the CEO realized, only by galvanizing its
people to deliver far better customer outcomes at a much lower cost. That
meant changing the culture of the bank by transforming it from a bureau-
cracy into a federation of entrepreneurs: managers would be rewarded for
taking charge of problems and deciding, quickly, how to fix them.

The story of change

First, the CEO developed these insights into a story that would make sense
to all of the bank’s employees, top to bottom, and would persuade them to
change their behavior in line with the new principles. His principal tech-
nique was dialogue-based planning, a refinement of double-loop learning
(see sidebar, “People want to develop,” for a different technique). First, he
drafted a top-level story of the way he perceived the bank’s position and
refined the story with the help of his executive directors. Each of them in
turn developed a chapter of the story relevant to his or her direct reports; the
human-resources director, for example, explained how she would improve the
system for identifying potential highfliers and redraw their career paths so
that they would spend less time in low-impact jobs. Every director assigned
responsibility for each “deliverable” in the story to one member of his or her
team. Each team member then had to develop a performance scorecard set-
ting out what he or she would do differently to meet the new goals.

The directors and the CEO then met again to retell their chapters and to get
feedback from one another. Each director shared the amended version
with his or her subordinates, who in turn retold the relevant part of
the story to their own direct reports, and so on down five levels
of the organization to the branch managers. At each retelling, the
emphasis was on making the story meaningful to the people listen-
ing to it and to the groups to which they belonged.

At every level, information flowed upstream as well as down. Part
of the story told by the director of retail operations, for example,
was the customers’ desire for faster banking processes. One thing
slowing them down, according to the staff of the branches, was the
document imagers, which broke down, on average, every three days.
Ordering a new imager thus became a detail in each branch man-
ager’s story, and the branch staff could translate the top-level story—
“our customers want faster operations”—into a practical result that also
made their lives easier. At each level of the organization, an employee heard
the relevant version of the proposed changes from his or her immediate boss,
the person widely regarded as the most effective communications channel.?

°For example, an individual's boss was consistently rated as the most effective communications chan-
nel in a UK survey of HR professionals (Internal Communication, The Work Foundation, December
2002).
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How could the CEO know that people really bought into his story? The
secret, he felt, was to ensure that it described how life would be better for
all of the bank’s stakeholders, not just investors and analysts.

Reinforcing systems

The most dramatic structural change at the bank was eliminating 20 percent
of its managerial jobs. The hypothesis, later proved correct, was that doing
so would remove a swath of useless activity, without any falloff in perfor-
mance. All of the bank’s managerial jobs were terminated, and managers
were invited to apply for the remaining 80 percent. Applicants knew that
they had succeeded if they were invited to a dialogue-based planning ses-
sion—another way of signaling the importance of the process. Unsuccessful
candidates left the bank. The goal was not, primarily, to improve the bank’s
cost-to-income ratio; on the contrary, the cost of laying them off was quite
high. Rather, since fewer managers now had to make the same number of
decisions, this move was intended to force the survivors to make them more
quickly.

Simultaneously, the bank’s performance-management process was sharp-
ened. Under the old system, managers were rated from 1 to 5 each year and
remunerated accordingly. On average, 84 percent of them got a rating of
3 or more, though the performance of the bank was hardly as good as those
results would imply. It injected reality into the process by introducing rank-
ings within cohorts. To reveal the true relative performance of the bank’s
employees, a manager assessing ten people, say, could rank no more than
three as top performers and had to put at least one person in the lowest level.
The ten directors evaluated the top 50 managers in meetings chaired by the
(continued on page 40)

People want to develop

Workshops that draw on transpersonal psychol-
0gy, a progressive branch of the discipline, can
speed up cultural change and make it more
enduring.” Transpersonal psychology suggests
that the innate desire to develop and grow
infuses human beings with energy. Employees
will not put sustained effort into a new kind of
behavior if they have only a rational understand-
ing of why it matters to the company; it must
mean something much deeper to them, some-

thing that they know will have an effect on their
personal growth.

(continued on next page)

1Transpersonal psychology developed in the
1960s, when Abraham Maslow, Stanislav Grof,
and others began integrating the classical Asian
traditions of Zen Buddhism, Taoism, and yoga
into their theories and the practice of humanistic
psychology. To develop the workshops described
here, the authors have also drawn on ideas from
cognitive, behavioral, and gestalt psychology;
neuroscience and quantum physics; emotional
intelligence; and adult learning.

37



THE McKINSEY QUARTERLY 2003 SPECIAL EDITION: THE VALUE IN ORGANIZATION

Giving them an emotional connection to the new
behavior can trigger that shift in perspective. The
workshops help to change behavior by establish-
ing these connections and thus giving change a
personal meaning for participants. When large
numbers of managers go through such transfor-
mational workshops within a brief time frame,
small group by small group, the graduates create
a critical mass of individuals who willingly
embrace the new behavior and culture so that
both are more likely to be sustained.

The format and off-site setting of such work-
shops generally resemble those of other corpo-
rate get-togethers, but their content is unusual.
Facilitators experienced in applying the principles
of adult learning and transpersonal psychology
to business use conversations, role-playing,
and reflection to help participants tap into their
rational and subconscious hopes for the future.
These hopes may contrast uncomfortably with
the current work of the participants—both what
they do and how they do it. The contrast can
unlock a deeply felt need for change.

An international energy company, for example,
had tried for years to make “people develop-
ment” a core value and discipline. It was suc-
ceeding only among the few managers who
already believed that they should serve as
coaches and counselors. Many managers saw
themselves as bosses rather than teachers. To
get the 1,000 most senior managers to adopt a
“coaching” mind-set (and some other positive
cultural attributes), the company put them all, 30
at a time, through a three-day transformational
workshop, starting with the executive team.

The rational case for the importance of people
development to the company’s strategy and

operations was easily stated. Creating an emo-
tional connection between the managers and the
new behavior was harder. The workshop leaders
asked people to discuss, in pairs, the following
question: “When were you mentored in your
career?” Participants had good memories of the
defining moments of mentoring that had helped
them achieve their current positions. They
remembered the people who had the courage
and interest to give them the hard feedback or
encouragement they needed. Then the facilita-
tors asked, “Whom have you mentored? How
does it feel to help others develop?” These ques-
tions too prompted memories that evoked strong
positive emotions.

But transpersonal psychologists think that getting
individuals to have an emotional response to a
required new form of behavior isn’t enough to
persuade them to adopt it permanently. It must
also help to satisfy their innate appetite to grow.
When they view the new behavior's meaning
from this completely different perspective—not
as the fulfillment of an external requirement but
rather as a way of satisfying a personal need—
they are unlikely ever to give it up.

The facilitators stepped up to this level of mean-
ing when they asked the energy company’s man-
agers, “When you leave this company, what do
you want people to say about you?” Given the
opportunity to think about this question, few were
content to answer, “I made the company richer.”
Many hoped to be remembered for the difference
they had made to other people’s lives, for caring
enough to help their colleagues grow. Many

also realized that a big gap separated what they
would like to hear, on the one hand, and what
their coworkers would actually say, on the other.
Often those closest to retirement, with the most
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to offer as mentors, felt this gap the hardest.
They realized that developing other employees
would satisfy their own personal aspirations,
not just the company’s.

After every manager had been through the work-
shop, the group ranked leadership development
as the second most powerfully experienced value
at work (exhibit). Eighteen months previously,
leadership development had received no votes.
The proportion of employees who said that they
had received good feedback and coaching rose
to 80 percent, from 30, while 75 percent said
that the behavior of their managers had changed

EXHIBIT

significantly. The new values would have failed
to take hold if in addition to giving employees
an emotional connection to behavioral change
the company hadn’t implanted the other three
conditions necessary to achieve it: appropriate
skills, supporting structures, and role models.
The workshops helped to promote all of these
conditions as well.

—Gita Bellin and Michael W. Rennie

Gita Bellin is an independent consultant, and
Michael Rennie is a director in McKinsey’s
Sydney office.

Transformation

Organizational values most powerfully experienced in workplace, percentage of respondents’

Preworkshop
Employee safety N - 6
Bureaucracy I 45
Shareholder value NI 35
Caution \IMMMMM 31
Professionalism NI 30
Corporate growth U 29
Empire building QI 28
Process oientation M 27
Performance W 26
Competence il 25
Environmental protection [l 25

Considered limiting to
organizational goals

New to list

Postworkshop
(18 months later)
Employee safety A 63
Leadership development |
Corporate growth || Kl
Achievement N 29
Teamwork I 29
Being the best MM 26
Continuous improvement Wl 26
Performance N 26
Shareholder value U 26
Bureaucracy WM 23
Competence Il 23
Integrity MM 23
Professionalism Il 23

Caution

Empire building

I 5
0

'Survey of 1,000 senior managers of disguised international energy company; respondents selected 10 values from list of 1,000.
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CEO. The bonus for gaining the first rank was increased to 20 percent, from
10. Managers in the lowest rank, who would formerly have received a bonus
of § percent, got none at all. Those who consistently ranked in the lowest
level were asked to leave.

Skills for change

There was more drama to come. After four months of developing the new
strategy with the ten directors, the CEO realized that only five of them were
committed to change and equipped to see it through. To ensure that his bank
had the right skills to change its practices and culture, he replaced the other
five with new directors, three of them outsiders.

Meanwhile, the top 50 managers spent two days at a skill-development
center where their leadership abilities—in coaching and decision making,
for example—were assessed, and

each drew up a personal plan to
Those managers who consistently  develop those talents. The company
ranked in the lowest level were began to assess the performance of

asked to leave the company its people not just on whether they
“made the numbers” but also on the

leadership dimension. One manager
who had consistently won high bonuses was known to be hell to work for, a
fact acknowledged by the new measurement scheme: he was paid the lowest
sum appropriate to his post. This news, which traveled fast on the grapevine,
underlined the message that leadership really counted.

Consistent role models

Dialogue-based planning ensured that leaders at each level of the organiza-
tion were “singing from the same song sheet.” Their planning sessions were
high-profile events where they themselves started modeling the new type of
behavior that the bank wanted its staff to adopt. The CEQ’s enthusiasm also
inspired employees to behave differently. He convinced them that although
change would take a long time and would be very hard to achieve, his pas-
sion for improving the life of everyone involved with the bank was heartfelt.

Both messages came through strongly in the way he reshaped his executive
team. The five departing directors left just as the most disruptive changes
were starting, and the work of the remaining five became even more intense
during the six months it took to find replacements. It would have caused far
less chaos to search for them while leaving the old team in place—and in
the dark—Dbut the CEO’s conscience told him not to do so. Besides showing
other managers that there was nothing soft about the change program, his
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approach demonstrated his integrity and his respect for the needs of all of
the bank’s people, even those he didn’t want to keep in the long term. In
such a large-scale change in behavior, the leader’s character and integrity
matter enormously.

The outcome

The bank, which is now two years into its four-year improvement timetable,
is about halfway toward meeting its targets for reducing its cost-to-income
ratio and increasing its revenue and economic profit. This achievement is a
sure sign that behavior is heading in the intended direction throughout the
bank. Does it prove that mind-sets too are changing? No numerical evidence
is available, but from close observation we can see that the culture really has
evolved. The bank isn’t a comfortable place to work, but the focus on perfor-
mance is far stronger, functional silos are being broken down, and people
treat every task with far more urgency. A small but indicative example: aver-
age queuing times in branches have dropped by over 30 percent, largely
because branch managers can count on their employees to work a more flexi-
ble shift system by making the most of part-time work and temporary cover.
The imagers are working as well.

It is neither easy nor straightforward to improve a company’s performance
through a comprehensive program to change the behavior of employees

by changing their mind-sets. No company should try to do so without first
exhausting less disruptive alternatives for attaining the business outcome it
desires. Sometimes tactical moves will be enough; sometimes new practices
can be introduced without completely rethinking the corporate culture. But
if the only way for a company to reach a higher plane of performance is to
alter the way its people think and act, it will need to create the four condi-
tions for achieving sustained change. Q

Emily Lawson is an associate principal and Colin Price is a director in McKinsey’s London office.
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