of Management Consulting 10 (3): 3-12

contace Seaifen, 1003, mhe lesic of ]ourmll of
MANAGEMENT
CONSUILTING

The Logic of
Management
Consulting

(Part Two)

Staffan Canback

Reprinted from Volume 10, No. 3 - May 1999
Copyright © Journal of Management Consulting

A searchable text version of the article is found at the back of this document




The Logic of
Management Consulting

(Part Two)

STAFFAN CANBACK

EDITOR’S NOTE:

In this second of a two-article series, Staffan
Canback, a consultant at Monitor Company,
draws upon the history of management consult-
ing and the explanation of transaction costs
detailed in the first article to present a unique
rationale explaining the unprecedented
demand for consulting services. Canback

then develops scenarios for the industry’s future
evolution, ending with a perspective on the
future of management consulting.

C onsultants and clients alike often ask
why the management consulting indus-
try has grown so fast over the past
twenty years. Graduating students similarly ask
if the growth can be sustained and if career
opportunities in the industry will continue to
be excellent. Skeptics, such as O’Shea and
Madigan (1997), argue that management con-
sultants often do not add real value to their
clients and that the industry is a fad, albeit a fad
with longevity. Proponents argue that we live
in a free and open economy, and if clients did
not derive value from consulting services, then
they would stop using them.

Transaction cost theory helps us understand
that there are fundamental reasons why man-
agement consultants exist and that the industry
is more than a fad. The theory also helps make
predictons about the future. Under what cir-
cumstances will the industry continue to grow?

Is it possible—or advisable—for clients to
recapture some of the activities that are now
performed by consultants? These issues are dis-
cussed in this article, ending with the perspec-
tive that the industry will continue to grow and
that external management consultants will con-
tnue to increase their “problem-solving mar-
ket share.

Why Do Management Consultants
Exist?

Drucker (1979) argues that “the management
consultant is an extraordinary and indeed truly
unique phenomenon.” He argues that there are
two reasons why they exist. First, management
is neither a science nor an art, it is a practice
learned through exposure to and experience
with a wide variety of companies in a wide
variety of industries. A typical executive, how-
ever, lacks that exposure. As Drucker notes:“He
works with the same organization—or at the
most, with very few. He lacks exposure and can-
not gain it. Nor can he simulate it.” Consultants,
on the other hand, transcend organizations and
thus gain exposure. Second, Drucker observes
that executives yearn for objective insights into
their management problems. Empirical research
by Gattiker and Larwood (1985) confirms that
clients first and foremost look for simulation,
expertise, and objectivity when they turn to
outside consultants. Both these explanations for
why management consultants exist are com-
pelling, but they suffer from not being anchored

| |

Wil consulting soon be
headed for decline and
decay? Or, is expansion
even beyond current
realms in the cards?

| |

La profession de consul-
tant va-t-elle tomber
dans le déclin et la
décrépitude 7 Ou son
expansion va-t-elle se
déployer au-dela des
domaines anticipés ?

| |

Geht es mit Beratungs-
diensten schon bald
bergab? Oder ist
Expansion, gar dber
den derzeitigen Grad
hinaus, machbar?
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in an underlying theory Transaction cost theory
provides a rigorous and consistent explanation
for the existence of management consulting.
To understand the growth of management con-
sulting within a transaction cost economics
context, two fundamental questions need to be
answered:

® Why is there increasing demand for the types
of services management consultants provide?

5 Why is this demand best filled by external
consultants who are not direct employees of
the firm—but rather contracted outsiders?

De-riz;;.td_;i)r?Mez-nagement Consulting
Services

In Part One, Greiner and Metzger (1983) de-
fined what management consultants do: They
help solve management problems by giving
objective and independent advice. Why is there
such extraordinary demand for these types of
services today compared to fifty years ago?

An answer is provided by Wallis and North
{1986) who studied changes in the U.S. econ-
omy between 1870 and 1970 by dividing the
gross national product into production cost and
transaction cost components. They further
divided transaction costs into market transaction
costs (such as the costs of buying and selling in
the marketplace) and bureaucratic transaction
costs (such as the costs of coordinating activities
within firms) along the lines suggested in the

transaction cost framework shown in Figure 1.
While national accounts and census data do
not easily conform to this breakdown, Wallis
and North nevertheless managed to show that
transaction costs have become an increasingly
important part of the U.S. economy.They esti-
mate that transaction costs increased from 8 to
45 percent of the econ-
omy between 1870 and
1970, with the highest
growth occurring in
bureaucratic (internal)
transaction costs. Apply-
ing the same methodol-
ogy to the subsequent
years to date, I found a
continued increase in
transaction costs.

To understand this
trend, consider how the
following underlying
mechanism might oper-
ate. As companies strive to reduce production
costs by exploiting scale and scope economies,
they must specialize—which in turn leads to a
need for internal coordination. If transaction
costs did not exist, then the largest company in
each market would also be the most profitable
company, since coordination between functions
could be achieved without effort. But because
of transaction costs, this does not happen. In-
stead, large companies must deploy considerable
coordination resources in order to realize pro-
duction scale and scope economies. On balance,
this pays off, and total productivity increases

s increasing.

Figure 1 TRANSACTION COST FRAMEWORK
Bounded rationality

Market (external) transaction costs Bureaucratic (internal) transaction costs
* Price determination - Administration

- Negotiation * Resource misallocation

* Long-term deviation * Demotivation

LI LI
Asset specificity Uncertainty Frequency
Opportunism
r Production costs
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year after year. Reductions in production costs
are larger than the additional bureaucratic
transaction costs incurred, and therefore value
added grows.

Thus, wradidonal blue-collar jobs are disap-
pearing as production costs are reduced, while
the number of white-collar jobs aimed at coor-
dination is increasing. Moreover, more effort is
spent on creating the appropriate contractual
mechanisms inside and between firms. Witness,
for example, the increased use of nontraditional
forms of cooperation between firms through
different forms of alliances and parmerships.

As a consequence, senior executives today
deal primarily with abstract issues relating to
transaction costs, while fifty or a hundred years
ago they had more concrete tasks aimed at
reducing production costs. Thereby, the role of
top management in a large company has
changed beyond recognition. In one of the most
famous books by a chief executive, Alfred P.
Sloan, Jr’s ([1963] 1990) description of General
Motors under his stewardship illustrates the
point. The book deals almost exclusively with
production-cost issues in sales, manufacturing,
development, and finance, and has an insignifi-
cant amount of abstraction. Most of the excerpts
from executive-committee meeting minutes
deal with practical issues such as forecasting and
inventory build-up, production schedules,
project-development issues, and cash manage-
ment. Other illustrations can be found in old
corporate annual reports. The opening state-
ment in Asea’s’ 1948 annual report concerns
factory utilization. It goes on to discuss manu-
facturing and product-development issues, and
ignores what today we call strategic and orga-
nizational issues.

In contrast, while today’ executves still must
manage production costs, an even larger chal-
lenge lies in optimizing transaction costs. As
Herbert Simon (1976) anticipated: “In the post-
industrial society, the central problem is not how
to organize production efficiently (although this
will always remain an important consideration),
but how to organize to make decisions, that is,
to process information.” The level of abstrac-
tion has increased commensurately. Today we
talk about vision, strategic intent, learning orga-
nizations, and virtual corporations. We find that
most companies’ value can not be calculated by

studying the income statement and balance
sheet alone, since much of the market value is
embedded in abstractions such as brand image
and intellectual capital.

In this world, it is necessary to be good at
symbol manipulation (Reich, 1991):“Symbolic
analysts solve, identify, and broker problems by
manipulating symbols. They simplify reality
into abstract images that can be rearranged, jug-
gled, experimented with, communicated to
other specialists, and then, eventually, trans-
formed back into reality””The symbols are often
qualitative rather than quantitative. Examples
are the five forces framework and the value
chain developed by Michael E. Porter, and the
7-S framework designed by McKinsey & Com-
pany. Reich estimates that in 1990 close to 20
percent of American jobs were held by “sym-
bolic analysts,” while at midcentury no more
than 8 percent of workers could be so classi-
fied. Thus, as the transaction cost part of the
economy has grown, so has the demand for
symbol manipulation.

Nature of Demand

The transaction cost framework can also be used
to more specifically deduce the nature of this
demand.

First, bureaucratic (internal) transaction costs
principally stem from the cost of administra-
don, the costs of resource misallocation, and the
negative impact of demotivation in large orga-
nizatons. Management techniques aimed at
minimizing these can, for example, be found
within the fields of organizational design, strate-
gic planning, and governance. Organizational
design influences the cost of administration and
the level of motivation significantly. An example

"is the superior performance of multidivisional

organizations over functional organizations
(Armour and Teece, 1978). Strategic planning
reduces resource misallocation by channeling
scarce resources into areas where the company
has a competitive advantage. The choice of gov-
ernance models help improve motivaton
through incentives, and reduces organizational
slack such as excessive bureaucracy. These are
exactly the kinds of problems management
consultants solve.
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Second, market transaction costs derive from
price determination, contract negotiation, and
the risk that there will be long-term deviations
from the contract due to unanticipated events.
To reduce these costs, executives primarily need
information. The demand for market and com-
pettive informaton—and the intelligent syn-
thesis of this information—has increased
dramatically over the last thirty years. Services
such as these are offered by management con-
sultants.

In sum, the increase in demand for man-
agement consulting services is explained by
fundamental shifts in the economy. Today’s
complex business environment requires high
transaction costs in order to funcdon. This in
turn increases demand for symbolic analysts—
the kinds of professionals found in modern
management consulting firms. Stryker (1954)
identified this trend years ago when he ob-
served that consultants used to work on “spe-
cialized problems—in plant layout, for example,
or in wage-incentive programs,” but “a rela-
tively new kind of consultant—the man or firm
that in effect offers to set a company’s basic
objectives, policies, structure, and strategies” was
emerging.

Reasons fbr U;z:_ri;g‘rExtemal
Management Consultants

Why then is the demand for symbol manipula-
tion satisfied largely by external management
consultants? After all, corporate executives could
do the symbol manipulation themselves, or they
could use internal consultants. Instead they often
turn to outside help, causing a 20 percent annual
growth in the industry since 1980. It has not
always been this way. Once upon a time, exec-
utives did the work themselves. Chandler (1962)
describes how executives at the du Pont Com-
pany struggled between 1917 and 1921 with
how to organize the company. They created
working parties and ad hoc committees, and at
the same time worked individually on position
papers and proposals. No consultants were
involved. Similarly, when General Motors faced
a major crisis in 1920, it turned to one of its
senior executives,Alfred P. Sloan, Jr., to diagnose
and solve the problem. Sloan’s write-up, the

Organization Study (1919), soon catapulted him
into the chairmanship of General Motors—
without the help of consultants.

Over time, however, the do-it-yourself ap-
proach has decreased due to it’s inefficiency.
Typically, a senior ex-
ecutive is not familiar
with the particular
problem he or she is
facing and does not
know which problem-~
solving technique to
apply. This is increas-
ingly true as manage-
ment becomes more
complex. Executives
remain boundedly ra-
tional (Simon, 1976); and, of course, they do not
have the capacity to learn everything.

Thus, the choice for the executive often is
whether to turn to internal or external experts
for advice. According to transaction cost the-
ory, this choice hinges on the degree of asset
specificity, demand volatility, technological un-
certainty, and the frequency of tramsactions
involved (as explained in Part One). If these
factors are insignificant, then buying the ser-
vices in the external market will be the better
soluton (Rubin, 1990): “When a compettve
market exists, this usually offers the most pow-
erful method of controlling costs. If a product is
made internally, then the firm must spend sub-
stantial managerial resources monitoring costs
and efficiendies . . . The first presumption shouid
always be for purchasing inputs on the market.”

What, then, can be said about the degree of
asset specificity, uncertainty, and frequency
of transactions in management consulting ser-
vices? The two latter factors have worked in
favor of using outsiders, although their influ-
ence probably is weak. Uncertainty has de-
creased over the last fifty years, as evidenced by
the decline in volatility of the S&P 500 index
and of GDP growth.The frequency of transac-
tions is usuaily low, with most problems to be
solved being unique and singular.

Asset specificity stands alone as the most
important factor and can be broken down into
four components: physical asset specificity,
human asset specificity, site specificity, and ded-
icated assets. Giving consuiting advice does not

in optimizing
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usually require an investment in physical assets
that are specific to the client, and when it does
(such as the purchase of client-specific software),
the cost is usually billed directly to the client.
Site specificity is low since the consultant rarely
moves permanently to the client’s location. Ded-
icated assets that cannot be redeployed are
uncommon. The only aspect of asset specificity
that truly affects the decision to use internal or
external experts is human asset specificity. That is,
the extent to which the consultant’s knowledge
is specific to the client.

Human Asset Specificity

High human asset specificity exists if the con-
sultants need to invest significant time and
effort to understand the client’s business, or
conversely, if the client needs to invest in un-
derstanding how the consultants work. In
Turner’s (1982) eight task categories described
in Part One, there is an increasing degree of
human asset specificity the further down the
list the consultant works. Task 1: Providing infor-
mation to a client, usually does not require a
chient-specific investment, while Task 8: Perma-
nently improving organizational effectiveness,
demands that the consultant have 2 thorough
understanding of the idiosyncrasies of the client
organization—an understanding that often
takes at least a year to build.

If human asset specificity is high, then there
is significant risk that the client or the outside
consultant will try to take advantage of the
other party, a so-called hold-up situation. For
example, the client may try to reduce the price
or ask for free additional work since it knows
that the consulting firm cannot easily reassign
people who have invested in building an under~
standing of the client organization. Similarly,
consultants know that it will take time for the
client to find, evaluate, and build the knowledge
of 2 new consultant. In the end, it may be eas-
ier for the client to avoid the hold-up situation
by using internal resources rather than to go
through a painful negotiation with outsiders.

Thus, all other things being equal, external
consultants can be expected to work on issues
that have low human asset specificity, while
internal experts deal with issues close to the

heart of the organization. Indeed, this is the way
symbol manipulation was done until the 1970s,
with fast-growing internal consulting staffs
(such as those at General Electric and Xerox
[Kelley, 1979]) addressing core issues, and exter-
nal consultants working primarily on projects
with low human asset specificity.

Rationale for External Consultants

But all other things are not equal. External con-
sultants have been able to use three other trans~
action cost—related factors to their advantage,
while trying to minimize the negative impact
of high human asset specificity.

m First, opportunistic behavior can be expected
within and between firms. As specialization to
realize scale and scope economies increases, this
opportunism becomes stronger, given that spe-
cialization leads to goal conflicts between orga-
nizational units and individuals. A manager in
marketing will not necessarily have the same
goal as a manager in manufacturing, even
though the goal of the company is to maximize
shareholder returns. Thus, the risk of efficiency
losses due to misaligned goals increases with the
growth of transaction costs. To offset this, exec-
utives more than ever need objective, detached
advice.

Who then can best provide the objectivity?
External management consultants have the ben-
efit of not being members of the organization.
They usually do not have vested interests or
oblique loyalties. (The counterargument is that
the consultant has one unique sponsor to whom
he or she will yield if necessary. Research [Gat-
tker and Larwood, 1985], however, suggests that
this does not happen often enough to warrant
concern.)

In addition to giving impartial advice on
key issues, consultants can also perform man-
agerial audits. Traditionally, this has been within
the domain of accountants, but as the com-
plexity of organizations has increased, the abil-
ity of accountants to detect shirking has
decreased (Rubin, 1990). External management
consultants have to a large extent filled this
void. In transaction cost terms, the external
management consultant is more likely than an

DEFINITIONS

Transaction costs
The costs of allocating
resources in an
imperfect world of
misunderstandings,
misaligned goals, and
uncertainty. External
transaction costs
center around the
cost of contracting;
internal transaction
costs are dominated
by the cost of coor-
dination. Transaction
costs are often de-
scribed as “economic
friction.”

Asset specificity

The degree thata
particular asset or set
of assets is dedicated
to a given use. In the
context of this article,
the degree that a con-
sulting firm's invest-
ment in the know-how
of its professional
staff—its human asset
specificity—is applica-
ble to an individual
client

Uncertainty

Lack of information
about the future. In
particular, demand
volatility and techno-
logical uncertainty are
important to transac-
tion cost theory; simi-
lar to risk.

Bounded rationality
The notion that human
beings strive to be
rational in making
choices, but since the
brain cannot process
infinite amounts of
information those
choices are not always
correct.
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internal counterpart to lessen the bureaucratic
insularity of top management and to reduce
internal transaction costs due to misallocation
of resources within and between functions.

® Second, for those activities that do not carry
high human asset specificity vis-a~vis the client,
external consultants can build experience more
effectively than can inside consultants. Having
seen similar problems before, the cost to exter-
nal consultants for leveraging this knowledge
base will be low. In contrast, internal consul-
tants are experts in how their own company
works, but seldom are they in a position to cre-
ate an experience base by problem type.

Also, the external consultant often has the
opportunity to engage in joint problem solv-
ing with colleagues (Paroush, 1985). Such col-
laboration is encouraged by the incentive
structure of consulting firms. Replicating this
type of system within a client organization
often is difficult because most client organiza-
tions are joint stock companies with very dif-
ferent reward systems.

® Third, external consulting firms are likely to
outproduce their internal counterparts. Incen-
tives are more easily tatlored to the needs and
performance of individuals in smaller organiza-
tions, while employees in larger organizations
suffer from bureaucratically induced demotiva-
tion (and most consulting firms are smaller than
their clients). A parallel is found in R&D, where
smaller companies have three to ten times
higher productivity than larger companies
(Cooper, 1964; Zenger, 1994).

The three factors just described are advan-
tages held by external consultants relative to
internal consultants. Consulting firms often
manage to offset the negative impact of high
human asset specificity through contractual
mechanisms. In accordance with the transaction
cost framework, it is in external consultants’
interest to minimize the cost of price determi-
nation, negotation, and the impact of long-term
deviations from the agreed-upon contract. Price
determination can be simplified by charging a
fixed monthly fee, and the cost to the client is
proportional to the length of the project. Nego-
tiations are possibly burdensome, but can be alle~

viated by using short and standardized propos-
als. The risk of deviations from the intended task
is usually small because most efforts are relatively
brief and there is constant feedback between
client and consultant. Projects seldom take more
than one year, and the norm is three to nine
months. Consultants further reduce this risk by
providing easy exits for the client, such as agree-
ments that the work can be terminated without
advance notice and without a stated reason.
What is sometimes viewed as a less-than-rigor-
ous contracting policy is in fact a mechanism for
consultants to offer their services more readily.
The above logic can be summarized in Figure 2.

Part One posed the

question of why we g - . .
have seen an explosion Unlike in earlier times,
in the demand for man- abstract issues and
agement consulting in .
the United States, but transaction costs

. 7
not in Japan. The answer demand managements
is complicated. Part of tentio
the answer lies in Japan-~ attention.
ese and Americans be-

ing at different stages in the management-skill
development cycle. More important, Japanese
management tradition places so much reliance
on the long-term predictability of careers and
protecting organizational knowledge that it is
difficult for outsiders to be accepted by large
corporations. External consultants’ disruptive
effects on clients’ management processes, so far,
have outweighed the benefits of their expertise,
stmulation, and objectvity.

How Will Manager;tent Consulting
Evolve?

Management consulting firms exist for good
reasons. The nature of management has
changed. Unlike in earlier times, abstract issues
embodied in the transaction cost part of the
economy demand management’s attention.
Consequently, there is a market for symbol
manipulation—a market that barely existed fifty
to a hundred years ago. External management
consultants are well suited to meet this demand.
They bring objectivity, experience, and high
productivity. Working with outside experts
often, though not always, can cost the client less

JOURNAL OF MANAGEMENT CONSULTING



Figure 2 MANAGEMENT CONSULTANT'S DOMAIN

Task 8:
Permanently improving
organizational effectiveness

TURNER'S EIGHT
TASK CATEGORIES

Not efficient to
use external consultants

Increasing
human asset

specificity

Efficient to use

Task 1: external consultants
Providing information
to a client
Low High
CLIENT'S INTERNAL (BUREAUCRATIC)
L TRANSACTION COST

than using internal resources, when both direct
and indirect costs are factored in. As we will see
in the next section, this is likely to hold true in
the future as well.

Forty-five years ago, management consulting
was considered “one of the hottest—and most
influential—growth industries” (Stryker, 1954).
If anything, today this is even more the case. The
industry may continue to grow, or it could
decline. Many expect that consultants will con~
tinue to increase market share in problem solv-
ing on behalf of corporatons and other
organizations—and thus continue industry
growth. On the other hand, it may be that
clients eventually will reclaim the services pro-
vided by management consultants—especially
those with high human asset specificity. This
would paralle] the disappearance of the inside
contracting system discussed in Part One of this
series. Under this scenario, the consulting indus-
try could stagnate and decline.

Continued Growth Scenario

Remember that the key obstacle to using exter-
nal resources such as management consultants—
according to transaction cost theory—is the
degree of human asset specificity involved, and
that high uncertainty makes it difficult to use
outside contractors. For the growth scenario to
materialize, the following conditions will have
to exist:

® The current trend toward management con-
sultants” deeper involvement in solving
clients’ core problems would have to mod-
erate. If it does not, asset specificity will
increase to the point of making external
sourcing of consulting services unfeasible.
Alternatively, contractual arrangements be-
tween client and consultant would need re-
finement at a sufficient pace in order to
mitigate the increasingly negative effects of
asset specificity; witness, for example, the in-
creasing use of success fees that tend to align
the objectives of clients and consultants.

m The internal bureaucracy costs of client orga-
nizations would have to remain at current or
higher levels. If, however, clients can reduce
the costs of administration, resource misal-
locaton, and demotivation, then transaction
cost theory tells us that symbol manipula-
tion done internally is more advantageous. In-
deed, highly bureaucratic organizations tend
to use more external management consultants
do than lean ones. (A continued high level of
internal bureaucracy costs will stimulate de-
mand for external management consultants.)

® Uncerninty (in terms of demand voladility
or technological uncertainty) could not in-
crease sigmificantly, given that high uncer-
tainty reduces the benefit of buying products
or services from the outside.
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If the foregoing growth scenario develops
more or less as outlined, within fifteen to thirty
years we could see a radically different corporate
world. Initially, we would see continued rapid
expansion of the management consulting indus~
try. Soon there would be as many external sym-
bol manipulators as there are executives in large
companies. Over time, the balance of power
would shift to the management consultants. They
would possess the most knowledge about man-
agement practice in general, and their clients’
problems specifically. They would own the
knowledge networks that will be essential in
the global economy. The management consult-
ing firms would also attract most of the young,
intelligent, and well-educated people forming
the backbone of the future economy. We thus
would see a shift in the balance of influence
from the traditional product and services sec-
tors to the symbolic analyst sector—just as in
the 1800s we saw a shift of influence from the
agriculture sector to the industrial sector.

Ultimately, management consulting firms
would move from being advisors to taking over
the management function of their clients. We
would see a new corporate configuration in
which the consultants work as the symbol
manipulators of corporations, and the old cor-
porate structures are dismanted to provide the
building blocks for those manipulative activities.
Consultants would manage high value-added
networks of product design and delivery activ-
ities, whereby they would provide strategic and
integrative capabilities. The old corporations
would provide low value-added products, sub-
assemblies, and services to the specification of
the network operators—the management con-
sultants.

Decline Scenario

Under the second scenario, management con-
sulting would be doomed, just as inside con-
tracting once flourished and then declined (see
Part One). How would this “doomsday” sce-
nario come to be?

m The asset specificity of management con-
sulting advice would need to be so high that
clients would find it difficult to handle the
interface between themselves and consul-

tants and thus decide to internalize symbol
manipulation.

m Large corporations would have to develop
their management practices to accommodate
the needs of different types of employees—
both symbolic analysts and routine workers.
In particular, this would require different-
ated approaches to performance evaluation
and the setting of incentives (2 process that
has already started as evidenced by the esca-
lating compensation packages lavished on
executves).

® Uncertainty would have to increase to a sig-
nificandy higher level than it is today.

m The types of problems handled by manage-
ment consultants would have to become
more prevalent within client firms. (Re-
member, as an actvity becomes more fre-
quent there is a tendency to internalize it.)

Should all these things happen, we may live
to see a second version of the demise of inside
contracting. Clients would initally hire away
top talent from consulting firms to do the same
jobs as before and with the same compensa-
tion—but now as em-
ployees. The alignment
of high asset specificity
with internal sourcing
would over time prove
more cost effective than
buying consulting ser-
vices from the outside.
Knowledge accumula-
tion then would shift toward the clients, and
management consulting firms would find it
increasingly difficult to provide high value-
added advice. However, since management con-
sultants also would be providing an auditing
function, and assuming they provided objective
advice, they would not disappear entirely. The
nature of their work, however, might well shift
from Schein’s expert and doctor-patient mod-
els to the process consultation model~—one in
which the consultant facilitates and the client
provides the expertise.

Under such a decline scenario, external man-
agement consultants would work primarily on
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routine assignments.Yes, they would continue to
leverage industry knowledge from client to
client, much as McKinsey & Company and oth-
ers do today. But by its very definition, this
knowledge is most unlikely to add unique value
to the individual client. Furthermore, opportu-
nities to work on core issues such as strategy and
governance would be highly limited. In the end,
the consulting process would become substan-
tially streamlined and highly efficient; on the
other hand, the industry no longer would be
able to attract the best people. Management con-
suling will cease to be “one of the hottest—and
most influential—growth industries.”

uture Role of Management
Consultants

In the end, neither of these two scenarios seem
very likely to fully evolve. Nevertheless, looking
to the next ten or fifteen years, several factors
favor the “continued-growth scenario.”

So far, the management consulting industry
has been able to largely surmount the hurdle of
asset specificity and thereby redefine an appro-
priate division of labor between clients and con-
sultants. New forms of collaboration have made
it easier for clients to outsource problem solv-
ing of core issues. An example is the tendency
of consulting firms to strive for long-term rela-
tionships with clients as opposed to working on
one project per client. Another example is that
consultants have been backing away from the
classical model of “consultants analyze and rec-
ommend; clients decide and implement.” Col-
laboration today is much more sophisticated
. than it was a mere fifteen years ago, with clients
and consultants now working together through-
out the entire change process. This trend can be
expected to continue.

Of at least equal significance—with or with-
out reengineering and the like—there is no
indication that internal (bureaucratic) transac-
tion costs within large corporations will decline.
To the contrary, as noted earlier, the transaction
cost part of the economy has grown steadily
since the 1870s. Nor is this trend likely to be
disrupted any time in the foreseeable future. For

Sidney Harris, sharris@aol.com © Journal of Management Consulting

“I made the short list and won the engagement. He was so
pleased with my fee, it was depressing.”

one thing, the increasingly global economy adds
to complexity. Within large corporations, the
demand for coordination continues unabated.
New technologies such as artificial intelligence
appear unlikely within the foreseeable future to
change this picture.

Finally, there is scant evidence that large cor-
porations will be able to realign their manage-
ment processes sufficiently in order to be able to
internalize symbol manipulation. Stinchcombe
(1965) found that the way a company manages
itself to a large degree is determined by when
it was founded. Most large companies, being
fairly old, seem unlikely to fundamentally
change their modus operandi, despite the
opportunities presented by the information
technology revolution.

If the above arguments hold true, the man-
agement consulting industry will continue to
prosper. Consultants, together with other exter-
nal advisers, will play an increasingly important
role in the global economy and may ultimately
take on the role of network managers. Rela-
tionships between clients and consultants will
grow stronger and symbiotic. Management con-
sulting will continue to be a preferred career
choice for many graduating students at the pre-
mier business schools and universities. m
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Note

1. Asea is today part of Asea Brown Boveri (ABB),
the Swedish-Swiss electrical engineering con-
glomerate.
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Editor’s note: In this the second of
two articles in our series, “The Logic
of Management Consulting,” Staffan
Canback, a consultant at Monitor
Company, draws deeply on the in-
dustry background and the explana-
tion of transaction costs detailed in
the first article to present a unique
rationale for the industry’s existence.
He then develops scenarios for the
industry’s evolution, ending with a
perspective on the future of man-
agement consulting. A future charac-
terized by continued growth and in-
creasing influence of consultants.

Consultants and clients alike often
ask why the management consulting
industry has grown so fast over the
last 20 years. Graduating students
similarly ask if the growth can be
sustained and if career opportunities
in the industry will continue to be ex-
cellent. Skeptics, such as O’Shea
and Madigan (1997), argue that
management consultants often do
not add real value to their clients and
that the industry is a fad—albeit a
fad with longevity. Proponents argue
that we live in a free and open econ-
omy and if clients did not derive
value from consulting services, then
they would stop using them.

Transaction cost theory helps us un-
derstand that there are fundamental
reasons why management consult-
ants exist and that the industry is
more than a fad. The theory also
helps make predictions about the fu-
ture. Under what circumstances will
the industry continue to grow? Is it
possible, and advisable, for clients to
recapture some of the activities that

are now performed by consultants?
These issues are discussed in this
article, ending with the perspective
that the industry will continue to grow
and that external management con-
sultants will continue to increase
their “problem solving market share.”

WHY DO MANAGEMENT
CONSULTANTS EXIST?

Drucker (1979) argues that “the
management consultant is an ex-
traordinary and indeed truly unique
phenomenon.” He argues that there
are two reasons why management
consultants exist. First, management
is neither a science nor an art, it is a
practice learned through exposure to
and experience with a wide variety of
companies in a wide variety of indus-
tries. A typical executive, however,
lacks that exposure: As Drucker
notes: “He works with the same or-
ganization—or at the most, with very
few. He lacks exposure and cannot
gain it. Nor can he simulate it.” Con-
sultants, on the other hand, tran-
scend organizations and thus gain
exposure. Second, Drucker observes
that executives yearn for objective
insights into their management prob-
lems. Empirical research by Gattiker
and Larwood (1985) confirms that
clients first and foremost look for
stimulation, expertise, and objectivity
when they turn to outside consult-
ants. Both these explanations for
why management consultants exist
are compelling, but they suffer from
not being anchored in an underlying
theory. Transaction cost theory pro-



vides a rigorous and consistent ex-
planation for the existence of man-
agement consulting. To understand
the growth of management con-
sulting within a transaction cost eco-
nomics context, two fundamental
qguestions need to be answered:

e Why is there increasing demand
for the types of services man-
agement consultants provide?

e Why is this demand best filled by
external consultants who are not
direct employees of the firm—but
rather contracted outsiders?

Demand for management
consulting services

In Part One (Canback 1998),
Greiner and Metzger (1983) defined
what management consultants do:
they help solve management prob-
lems by giving objective and inde-
pendent advice. Why is there such
extraordinary demand for these
types of services today, while the
demand was much lower 50 years
ago?

An answer is provided by Wallis and
North (1986) who studied changes in
the U.S. economy between 1870 and
1970 by dividing the gross national
product into production cost and
transaction cost components. They
further divided transaction costs into
market transaction costs (i.e., the
costs of buying and selling in the
market place) and bureaucratic
transaction costs (i.e., the costs of

coordinating activities within firms),
along the lines suggested in the
transaction cost framework.

TRANSACTION COST FRAMEWORK

Bounded rationality

Market (external) Bureaucratic (internal)

transaction costs transaction costs

*Price determination *Administration

*Negotiation *Resource misallocation

*Long-term deviation *Demotivation

Asset specificity Uncertainty Frequency
Opportunism

While national accounts and census
data do not easily conform to this
breakdown, Wallis and North never-
theless managed to show that trans-
action costs have become an in-
creasingly important part of the U.S.
economy. Their estimate is that
transaction costs have increased
from 8 percent to 45 percent of the
economy between 1870 and 1970,
with the highest growth in bureau-
cratic (internal) transaction costs.
Using the same methodology, this
author found a continued increase in
transaction costs over the past 30
years.




To understand this trend, consider
how the following underlying mecha-
nism might operate. As companies
strive to reduce production costs by
exploiting scale and scope econo-
mies, they need to increase speciali-
zation, which in turn leads to a need
for internal coordination. If transac-
tion costs did not exist, then the
largest company would also be the
most profitable company in each
market, since coordination between
functions could be achieved without
effort. But with transaction costs, this
does not happen. Instead, large
companies need to deploy consider-
able coordination resources to real-
ize the production scale and scope
economies. On balance, this pays off
and total productivity increases year
after year. Reductions in production
costs are larger than the additional
bureaucratic transaction costs in-
curred, and value added grows.

Thus traditional blue collar jobs are
disappearing as production costs are
reduced, while the number of white
collar jobs aimed at coordination are
increasing. Moreover, more effort is
spent on creating the appropriate
contractual mechanisms inside and
between firms. Witness, for example,
the increased use of non-traditional
forms of cooperation between firms
through different forms of alliances
and partnerships.

As a consequence, senior execu-
tives today deal primarily with ab-
stract issues relating to transaction
costs, while 50 or 100 years ago the
management task was more con-
crete and aimed at production cost

reduction. Thus, the role of top man-
agement in a large company has
changed beyond recognition. One of
the most famous books by a chief
executive, Alfred P. Sloan, Jr.’s
([1963] 1990) description of General
Motors under his stewardship, illus-
trates the point. The book deals al-
most exclusively with production cost
issues in sales, manufacturing, de-
velopment, and finance, and has an
insignificant amount of abstraction.
For example, most of the excerpts
from executive committee meeting
minutes deal with practical issues
such as forecasting and inventory
build-up, production schedules, pro-
ject development issues, and cash
management. Other illustrations can
be found in old corporate annual re-
ports. In Asea’s' annual report of
1948 the opening statement con-
cerns factory utilization. The report
then continues to discuss manufac-
turing and product development is-
sues, while it totally ignores what we
today call strategic and organiza-
tional issues.

Today’s executives must still man-
age production costs, but an even
larger challenge lies in optimizing
transaction costs. As Herbert Simon
(1976) anticipated: "In the post-
industrial society, the central prob-
lem is not how to organize produc-
tion efficiently (although this will al-
ways remain an important considera-
tion), but how to organize to make
decisions—that is, to process infor-

! Today part of Asea Brown Boveri (ABB), the
Swedish-Swiss electrical engineering con-
glomerate.



mation.” The level of abstraction has
increased commensurately. Today
we talk about vision, strategic intent,
learning organizations, and virtual
corporations. We find that most
companies’ value can not be calcu-
lated by studying the income state-
ment and balance sheet alone, since
much of the market value is embed-
ded in abstractions such as brand
image and intellectual capital.

DEFINITIONS
Transaction costs: the costs of allocat-
ing resources in an imperfect world of
misunderstandings, misaligned goals,
and uncertainty. External transaction
costs center around the cost of contract-
ing, internal transaction costs are domi-
nated by the cost of coordination. Trans-
action costs are often described as
“‘economic friction.”
Asset specificity: The degree that a
particular asset, or set of assets, is dedi-
cated to a given use. In the context of
this article, the degree that a consulting
firm's investment in know-how of its
professional staff is applicable only to a
single client, i.e., human asset specific-
ity.
Uncertainty: Lack of information about
the future. In particular, demand volatility
and technological uncertainty are impor-
tant to transaction cost theory. Similar to
risk.
Bounded rationality: The notion that
human beings strive to be rational in
making choices, but since the brain can-
not process infinite amounts of informa-
tion those choices are not always cor-
rect.

In this world, it is necessary to be
good at symbol manipulation (Reich
1991): “Symbolic analysts solve,
identify, and broker problems by ma-
nipulating symbols. They simplify re-
ality into abstract images that can be
rearranged, juggled, experimented
with, communicated to other special-
ists, and then, eventually, trans-
formed back into reality.” The sym-
bols are often qualitative rather than
quantitative. Examples are the five
forces framework and the value
chain developed by Michael E. Por-
ter, and the 7-S framework designed
by McKinsey & Company. Reich es-
timates that in 1990 close to 20 per-
cent of American jobs were held by
symbolic analysts, while no more
than 8 percent of workers could be
classified as symbolic analysts at
midcentury. Thus, as the transaction
cost part of the economy has grown,
so has the demand for symbol ma-
nipulation.

Nature of demand

The transaction cost framework can
also be used to more specifically de-
duce the nature of this demand.

First, bureaucratic (internal) transac-
tion costs stem principally from the
cost of administration, the costs of
resource misallocation, and the
negative impact of demotivation in
large organizations. Management
techniques aimed at minimizing
these can, for example, be found
within the fields of organizational de-
sign, strategic planning, and govern-



ance. Organizational design influ-
ences the cost of administration and
the level of motivation significantly.
An example is the superior perform-
ance of multidivisional organizations
over functional organizations
(Armour and Teece 1978). Strategic
planning reduces resource misallo-
cation by channeling scarce re-
sources into areas where the com-
pany has a competitive advantage.
The choice of governance models
help improve motivation through in-
centives, and reduces organizational
slack such as excessive bureauc-
racy. These are exactly the kinds of
problems management consultants
solve.

Second, market transaction costs
derive from the cost of price deter-
mination, the contract negotiation
costs, and the risk that there will be
long-term deviations from the con-
tract since all aspects of the future
can not be anticipated. To reduce
these costs in dealing with custom-
ers, suppliers, and partners, execu-
tives primarily need information. As a
consequence, the demand for mar-
ket and competitive information and
the intelligent synthesis of this infor-
mation has increased dramatically
over the last 30 years. Services such
as these are offered by management
consultants.

In sum, the increase in demand for
management consulting services is
explained by fundamental shifts in
the economy. Today’s complex busi-
ness environment requires high
transaction costs to function. This in
turn leads to an increasing demand

for symbolic analysts—the kinds of
professionals found in modern man-
agement consulting firms. Stryker
(1954) identified this trend years ago
when he observed that consultants
used to work on “specialized prob-
lems—in plant layout, for example,
or in wage-incentive programs,” but
“a relatively new kind of consultant—
the man or firm that in effect offers to
set a company’s basic objectives,
policies, structure, and strategies”
was emerging.

Reasons for using external
management consultants

Why then is the demand for symbol
manipulation to a significant part sat-
isfied by external management con-
sultants? After all, corporate execu-
tives could do the symbol manipula-
tion themselves, or they could use
internal consultants. Instead they of-
ten use external resources. As a re-
sult, since 1980 management con-
sulting has grown by 20 percent per
year. It has not always been that
way, however. Once upon a time,
the executives did indeed do the
work themselves. Chandler (1962)
describes how executives at the du
Pont Company struggled between
1917 and 1921 with how to organize
the company. They created working
parties and ad hoc committees, and
at the same time worked individually
on position papers and proposals.
No consultants were involved. Simi-
larly, when General Motors faced a
major crisis in 1920, it turned to one
of its senior executives, Alfred P.



Sloan, Jr., to diagnose and solve the
problem. Sloan’s write-up, the Or-
ganization Study (1919), soon cata-
pulted him into the chairmanship of
General Motors—without the help of
consultants.

Over time, though, the do-it-yourself
approach to solving business prob-
lems has decreased in importance
because it is inefficient. A senior ex-
ecutive most likely is not familiar with
the particular problem he or she is
facing and does not know which
problem solving technique to apply.
This is increasingly true as man-
agement becomes more complex,
while executives remain boundedly
rational (Simon 1976) and do not
have the capacity to learn every-
thing.

Thus, the choice for the executive
often is whether to turn to internal or
external experts for advice. Accord-
ing to transaction cost theory, this
choice hinges on the degree of asset
specificity, uncertainty due to de-
mand volatility and technological un-
certainty, and the frequency of
transactions involved (as explained
in Part One). If these factors are low,
then buying the services in the ex-
ternal market will be the better solu-
tion (Rubin 1990): “When a competi-
tive market exists, this usually offers
the most powerful method of control-
ling costs. If a product is made inter-
nally, then the firm must spend sub-
stantial managerial resources moni-
toring costs and efficiencies...The
first presumption should always be
for purchasing inputs on the market.”

What then, can be said about the
degree of asset specificity, uncer-
tainty, and frequency of transactions
in management consulting services?
The two latter factors have worked in
favor of using outsiders, although
their influence probably is weak. Un-
certainty has decreased over the last
50 years, as evidenced by the de-
cline in volatility of the S&P 500 in-
dex and of GDP growth. The fre-
quency of transactions is usually low,
with most problems to be solved be-
ing unique and singular.

Asset specificity, which can be bro-
ken down into physical asset speci-
ficity, human asset specificity, site
specificity, and dedicated assets, is
the most important factor. Giving
consulting advice does not usually
require an investment in physical as-
sets that are specific to the client,
and when it does (such as the pur-
chase of client-specific software), the
cost is usually billed directly to the
client. Site specificity is low since the
consultant rarely moves permanently
to the client’s location. Dedicated as-
sets that cannot be redeployed are
uncommon. The only aspect of asset
specificity that truly affects the deci-
sion of using internal or external ex-
perts is human asset specificity. That
is, to what extent is the knowledge of
the consultant specific to the client.

High human asset specificity exists if
the consultants need to invest sig-
nificant time and effort to understand
the client’s business, or conversely,
if the client needs to invest in under-
standing how the consultants work.
In Turner’s (1982) eight task catego-



ries described in Part One, there is
an increasing degree of human asset
specificity the further down the list
the consultant works. Task 1: Provid-
ing information to a client usually
does not require a client-specific in-
vestment, while Task 8: Permanently
improving organizational effective-
ness demands that the consultants
have a thorough understanding of
the idiosyncrasies of the client or-
ganization—an understanding that
often takes at least a year to build.

If human asset specificity is high,
then there is significant risk that the
client or the outside consultant will
opportunistically try to take advan-
tage of the other party, a so-called
holdup situation. For example, the
client may try to reduce price or ask
for free additional work since it
knows that the consulting firm cannot
easily reassign people who have in-
vested in building an understanding
of the client organization. Similarly,
the consultants know that it will take
time for the client to find, evaluate,
and build the knowledge of a new
consultant. In the end, it may be eas-
ier for the client to avoid the hold-up
situation by using internal resources
rather than to go through a painful
negotiation with outsiders.

Thus, all other things equal, external
consultants can be expected to work
on issues that have low human asset
specificity, while internal experts deal
with issues close to the heart of the
organization. Indeed, this is the way
symbol manipulation was done up till
the 1970s, with fast-growing internal
consulting staffs (such as those at

General Electric and Xerox (Kelley
1979)) addressing core issues, and
external consultants working primar-
ily on projects with low human asset
specificity.

All other things are not equal though.
External consultants have been able
to use three other transaction cost-
related factors to their advantage,
while they have tried to minimize the
negative impact of high human asset
specificity.

First, the theory holds that opportun-
istic behavior can be expected within
and between firms. This opportunism
becomes stronger as specialization
to realize scale and scope econo-
mies increases, since specialization
leads to goal conflicts between or-
ganizational units and individuals: A
manager in marketing may not nec-
essarily have the same goal as a
manager in manufacturing, even
though the goal of the company is to
maximize shareholder returns. Thus,
the risk of efficiency losses due to
misaligned goals has increased with
the growth of transaction costs. To
offset this, executives more than
ever need objective, detached, ad-
vice.

Who then can best provide the ob-
jectivity? External management con-
sultants have the benefit of not being
members of the organization. They
usually do not have vested interests
or oblique loyalties. (The counter-
argument is that the consultant has
one unique sponsor to whom he or
she will yield if necessary. Research
(Gattiker and Larwood 1985), how-



ever, suggests that this does not
happen often enough to warrant
concern.)

In addition to giving impartial advice
on key issues, consultants can also
perform managerial audits. Tradi-
tionally, this was within the domain of
accountants, but as the complexity of
organizations increased the ability of
accountants to detect shirking de-
creased (Rubin 1990). External
management consultants have to a
large extent filled this void since they
deal with managerial issues rather
than accounting issues. In transac-
tion cost terms, the external man-
agement consultant is more likely
than an internal counterpart to
lessen the bureaucratic insularity of
top management, and to reduce in-
ternal transaction costs due to misal-
location of resources within and be-
tween functions.

Second, for those activities that do
not carry high human asset specific-
ity vis-a-vis the client, the external
consultants can build experience
more effectively than inside consult-
ants. Since they work in organiza-
tions that essentially are specialized
by competence, they will have seen
similar problems before and the cost
for leveraging this knowledge base
will be low. In contrast, the internal
consultants are experts in how their
own company works, but they sel-
dom have the size to create an ex-
perience base by type of problem.

Also, the external consultant often
has the opportunity to engage in joint
problem solving with colleagues

(Paroush 1985). Such joint problem
solving is encouraged by the incen-
tive structure of the consulting firm.
Replicating this type of incentive sys-
tem within the client organization is
often difficult since most client or-
ganizations are joint stock compa-
nies with very different reward sys-
tems.

Third, the external consulting firm
most likely has higher productivity
than the internal counterpart. The
main reason is that incentives are
more easily tailored to the needs and
performance of individuals in smaller
organizations, while employees in
larger organizations suffer from bu-
reaucratically induced demotivation
(and most consulting firms are
smaller than the their clients). A par-
allel is found in R&D where smaller
companies have 3 to10 times higher
productivity than larger companies
(Cooper 1964; Zenger 1994).

The three factors are advantages
held by the external consultants over
the internal consultants. In addition,
consulting firms often manage to off-
set the negative impact of high hu-
man asset specificity through con-
tractual mechanisms. In accordance
with the transaction cost framework,
it is in the interest of the external
consultant to minimize the cost of
price determination, negotiation, and
the impact of long-term deviations
from the agreed upon contract. Price
determination is simplified since
consulting firms mostly follow the
practice of charging a fixed monthly
fee and the cost to the client is pro-
portional to the length of the project.



Negotiations are possibly burden-
some, but are alleviated by the man-
agement consultant’s propensity to
use short and standardized propos-
als. The risk of deviations from the
intended task is usually small since
most efforts are relatively brief and
there is constant feedback between
client and consultant. Projects sel-
dom take more than one year, and
the norm is three to nine months.
Consultants further reduce this risk
by providing easy exits for the client,
such as agreements that the work
can be terminated without advance
notice and without a stated reason.
What is sometimes viewed as less
than rigorous contracting policy is in
fact a sophisticated way for the con-
sultants to lower the threshold for the
client to retain their services.

The above logic can be summarized
in the following graph:
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Part One posed the question why we
have seen an explosion in the de-
mand for management consulting in
the United States, but not in Japan.
The answer is complicated. Part of
the answer lies in Japanese and
Americans being at different stages
in the management skill develop-
ment cycle. More importantly, the
Japanese management tradition
places so much reliance on long-
term predictability of careers and a
commensurate need to carry organ-
izational knowledge within organiza-
tions, that it is difficult for outsiders to
be accepted by large corporations.
External consultants’ disruptive ef-
fects on clients’ management proc-
esses, so far, have outweighed the
benefits of stimulation, expertise,
and objectivity.

MANAGEMENT CONSULTANTS’ DOMAIN
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consultants

Turner’s eight
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'''''
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human
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specificity

Efficient to use
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Client’s internal (bureaucratic)
"As described in Part One transaction cost
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Management consulting firms exist
for good reasons. The nature of
management has changed: Unlike in
earlier times, abstract issues embod-
ied in the transaction cost part of the
economy demand management’s
attention. Consequently, there is a
market for symbol manipulation—a
market which hardly existed 50 or
100 years ago. External manage-
ment consultants are well suited to
fill this demand. They bring objectiv-
ity, experience, and have high pro-
ductivity. The cost to the client of
working with outside experts is lower
than the cost of using internal re-
sources when both direct and indi-
rect costs are factored in. As we will
see in the next section, this is likely
to hold true in the future as well.

HOW WILL THE
MANAGEMENT CONSULTING
INDUSTRY EVOLVE?

More than forty years ago, manage-
ment consulting was considered
“one of the hottest—and most influ-
ential—growth industries” (Stryker
1954). Today, management consult-
ing arguably is one of the world’s
most rapidly growing industries.
Many expect that consultants will
continue to increase market share in
problem solving on behalf of corpo-
rations and other organizations —
and thus continued industry growth.
On the other hand, it may be that cli-
ents eventually will reclaim the ser-
vices provided by management con-

1"

sultants—especially those services
with high human asset specificity.
This would be akin to the disappear-
ance of the inside contracting system
discussed in Part One of this series.
Under this scenario, the consulting
industry could stagnate or even de-
cline.

Continued growth scenario

Remember that the key obstacle to
using external resources such as
management consultants, according
to transaction cost theory, is the de-
gree of human asset specificity in-
volved, and that high uncertainty
makes it difficult to use outside con-
tractors. For the growth scenario to
materialize the following conditions
will have to be true.

First, the current trend towards man-
agement consultants’ deeper in-
volvement in more and more aspects
of solving core problems of their cli-
ents will have to moderate; other-
wise, asset specificity will increase
so much that external sourcing of
consulting services becomes unfea-
sible. Alternatively, contractual ar-
rangements between client and con-
sultant need to be refined at a pace
that exceeds the increase in asset
specificity (sophisticated contracts
can mitigate the negative effect of
asset specificity; withess for example
the increasing use of success fees
which tend to align the objectives of
clients and consultants).



Second, client organizations will
have to avoid making significant
strides in reducing internal bureauc-
racy costs. If, however, clients can
reduce the costs of administration,
resource misallocation, and demoti-
vation, then transaction cost theory
tells us that it will be relatively more
attractive to do symbol manipulation
internally. Indeed, highly bureau-
cratic organizations tend to use more
external management consultants do
than lean organizations. (A contin-
ued high level of internal bureauc-
racy costs will stimulate demand for
external management consultants.)

The third condition what would have
to prevail is that uncertainty (in terms
of demand volatility or technological
uncertainty) will not increase signifi-
cantly, given that high uncertainty
reduces the benefit of buying prod-
ucts or services from the outside.

Were the foregoing growth scenario
to develop more or less as outlined,
we could, within 15 to 30 years, see
a radically different corporate world.
Initially, we would see continued
rapid expansion of the management
consulting industry. Soon there
would be as many external symbol
manipulators as there are executives
in large companies. Over time, the
balance of power would shift to the
management consultants. They
would possess the most knowledge
about management practice in gen-
eral, and their clients’ problems spe-
cifically. They would own the knowl-
edge networks which will be essen-
tial in the global economy. The man-
agement consulting firms would also
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deplete the stock of young, intelli-
gent, and well educated people form-
ing the backbone of the future econ-
omy. We thus would see a shift in
the balance of influence from the
traditional product and services sec-
tors to the symbolic analyst sector,
just as in the 1800s we saw a shift of
influence from the agriculture sector
to the industrial sector.

Ultimately, management consulting
firms would move from being advis-
ers, to taking over the management
function of their clients. We would
see a new corporate configuration in
which the consultants work as the
symbol manipulators of corporations,
and the old corporate structures are
dismantled to provide the building
blocks for those manipulative activi-
ties. Consultants would manage high
value added networks of product de-
sign and delivery activities, whereby
they would provide strategic and in-
tegrative capabilities. The old corpo-
rations would provide low value-
added products, subassemblies, and
services to the specification of the
network operators —the manage-
ment consultants.

Decline scenario

Under the second scenario, man-
agement consulting would be
doomed, just as inside contracting
once flourished and then declined
(see Part One). How would this
“‘doomsday” scenario come to be?



First, the asset specificity of man-
agement consulting advice would
need to be so high that clients find it
difficult to handle the interface be-
tween themselves and consultants
and, consequently, decide to inter-
nalize symbol manipulation.

Second, large corporations would
have to develop their management
practices to accommodate the needs
of different types of employees, both
symbolic analysts and routine work-
ers. In particular, this would require
differentiated approaches to per-
formance evaluation and the setting
of incentives (a process that has al-
ready started as evidenced by the
escalating compensation packages
lavished on executives).

In a third factor leading to a scenario
of decline, uncertainty would have to
increase to a significantly higher
level than it is today.

Fourth, the types of problems han-
dled by management consultants
would have to become more preva-
lent. (Remember, as an activity be-
comes more frequent there is a ten-
dency to internalize it.)

Should all these things happen, we
may live to see a second version of
the demise of inside contracting. Cli-
ents would initially hire away top tal-
ent from consulting firms to do the
same jobs as before, and with the
same compensation, but now as
employees. The alignment of high
asset specificity with internal sourc-
ing would over time prove more cost
effective than buying consulting ser-
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vices from the outside. Knowledge
accumulation then would shift toward
the clients, and management con-
sulting firms would find it increasingly
difficult to provide high value added
advice. However, since management
consultants also would be providing
an auditing function, and assuming
they provided objective advice, they
would not disappear entirely. The
nature of their work, however, might
well shift from Schein’s expert and
doctor—patient models to the process
consultation model, one in which the
consultant facilitates and the client
provides the expertise.

Under such a decline scenario, ex-
ternal management consultants
would work primarily on routine as-
signments. Yes, they would continue
to leverage industry knowledge from
client to client, much as McKinsey &
Company and others do today. But
by its very definition, this knowledge
is most unlikely to add unique value
to the individual client. Furthermore,
opportunities to work on core issues
such as strategy and governance
would be highly limited. In the end,
the consulting process would be-
come substantially streamlined and
highly efficient; on the other hand,
the industry no longer would be able
to attract the best people. Manage-
ment consulting will cease being
“one of the hottest—and most influ-
ential—growth industries.”

2 Stryker (1954)



The future role of manage-
ment consultants

In reality, neither of these two sce-
narios seem very likely to fully
evolve. Nevertheless, looking to the
next ten or fifteen years, several fac-
tors point to the “continued growth
scenario” as the more likely out-
come.

So far, the management consulting
industry has been able to largely
surmount the hurdle of asset speci-
ficity and, thereby, redefine an ap-
propriate division of labor between
clients and consultants. New forms
of collaboration have made it easier
for clients to outsource problem solv-
ing of core issues. An example is the
tendency of consulting firms to strive
for long-term relationships with cli-
ents as opposed to working on one
project per client. Another example is
that consultants have been backing
away from the classical model of
“consultants analyze and recom-
mend, clients decide and imple-
ment.” Collaboration today is much
more sophisticated than it was a
mere fifteen years ago, with clients
and consultants now working to-
gether throughout the entire change
process. This trend can be expected
to continue.

Of at least equal significance—with
or without reengineering and the
like—there is no indication that inter-
nal (bureaucratic) transaction costs
within large corporations will decline.
To the contrary, as noted earlier, the
transaction cost part of the economy
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has grown steadily since the 1870s.
Nor is this trend likely to be disrupted
anytime in the foreseeable future.
For one thing, the increasingly global
economy adds to complexity. Within
large corporations, the demand for
coordination continues unabated.
New technologies such as artificial
intelligence appear unlikely within in
the foreseeable future to change this
picture.

Finally, there is scant evidence that
large corporations will be able to re-
align their management processes
sufficiently in order to be able to in-
ternalize symbol manipulation.
Stinchcombe (1965) found that the
way a company manages itself to a
large degree is determined by when
it was founded. Most large compa-
nies are fairly old and will continue to
be so, even though the information
technology revolution gradually will
change this picture. In the meantime
though, it is unlikely that corporate
giants will change their modus oper-
andi fundamentally.

If the above arguments hold true, the
management consulting industry will
continue to prosper. Consultants, to-
gether with other external advisers,
will play an increasingly important
role in the global economy and may
ultimately take on the role of network
managers. Relationships between
clients and consultants will grow
stronger and symbiotic. Management
consulting will continue to be a pre-
ferred career choice for many gradu-
ating students at the premier busi-
ness schools and universities.

This article is a reprint from the Journal of
Management Consulting, 1999: Volume
10, issue 3, pp. 3—-12.
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