How Netflix Finds Innovation on
the Edge of Chaos

By Benjamin Kessler , INSEAD Knowledge

How did a DVD-by-mail company transform itself into a leading
global entertainment brand? By rejecting mediocrity, embracing
negative feedback and turning hierarchy on its head.

From its initial incarnation as a DVD-by-mail business, the company morphed
into a video streaming platform, then an owner and distributor of original
content such as the first made-for-Netflix TV series House of Cards, and
finally a full-fledged media company with Academy Awards under its belt -
all in less than two decades.

In the new book No Rules Rules: Netflix and the Culture of
Reinvention, INSEAD’s Erin Meyer and Netflix co-CEO Reed Hastings
describe the highly unusual corporate culture that contributed to this string
of innovative accomplishments - and what organisations can learn from it.

“The whole reason that Netflix has been able to reinvent itself continuously,
is because Reed had the idea of setting up the culture in the organisation to
be primed for this reinvention,” Meyer said in an interview for the INSEAD
Knowledge podcast. “I also think that’s why so many companies across the
world today have so much to learn from this organisation, because this is the
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kind of reinvention we all need going forward.”
Top talent, unleashed

Simply put, Netflix’'s culture cleaves fast to the core principle that if you want
to promote innovation, hire and retain the very best people and place as few
limitations on them as possible. As Meyer says, “Most rules and processes in
an organisation are set up to deal with employees who are not exceptional.”
Move out the non-superstars, and the company guidelines can be reduced
from a book to a pamphlet, or even a single sheet of paper. Netflix's vacation
policy, for example, is that there is no vacation policy: Employees can take
as much or as little time off as they see fit. Its expense policy is five words
long: “Act in Netflix’s best interest.”

Hastings did not develop the idea for Netflix’'s culture in a vacuum. It came
out of bitter experience. His 1990s tenure at Pure Solutions, the company he
co-founded prior to Netflix, taught him that as organisations grow, a natural
tendency towards bureaucracy can stifle originality. Attempting to
compensate for a dearth of in-house innovation through acquisitions only
generated more complexity, giving rise to yet more enervating rules and
processes - a creative death spiral that Hastings later saw as the
consequence of tolerating mediocrity in his organisation.

Then, in the early days of Netflix, the bursting of the dot-com bubble forced
Hastings to undertake a severe round of layoffs he feared would destroy
morale. To his surprise, once the initial shock wore off, the remaining
employees became even more engaged and productive without their less-
stellar colleagues around. “Reed’s understanding of high performance
changed from that event,” Meyer says. “He came to see that, for really top
performers, a great work environment is stunning colleagues.”

Talent density

Like many other innovative companies, Netflix woos top talents with best-in-
class compensation packages and maintains exacting hiring protocols.
Nonetheless, a few merely adequate performers can sometimes slip in. And
that’'s a problem, Meyer says, because it only takes one substandard
member to bring down the performance quality of a larger group. She cites
in which teams of undergraduates were assigned to complete a
management task. Unbeknownst to the participants, some of the teams
included an actor who was directed to display various unproductive
behaviours - launching verbal barbs at teammates, texting instead of
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working, etc. With the joker included, even groups of excellent students
performed 30 to 40 percent worse than the rest.

One method for isolating and removing the lowest achievers is the widely
reviled “stack ranking” system

. Netflix’s less formal alternative for preserving its “talent density” is called
the “keeper test”. When evaluating an employee, managers are asked to
imagine how they would react if that person were to resign. Would they fight
to change the employee’s mind, or feel secretly relieved?

Flunking one keeper test does not automatically result in termination.
Hastings realises that managers are sometimes to blame for employees
falling short. “We might find that actually we haven’t given some of the
feedback that that person needed to succeed,” Meyer says. “And that’'s why
Netflix has the other value of the importance of candid feedback.”

Radical candour

Complacency is often the precursor to mediocrity. To keep employees
striving towards self-improvement, Netflix’s norms prescribe a level of
unvarnished feedback that would be politically unacceptable in most
organisations. Candid critiques flow freely up and down the hierarchy; even
Hastings himself is not spared. “l witnessed this again and again,” says
Meyer. “Reed would give a presentation at the quarterly business results
meeting, and afterwards someone would send him an email saying, ‘Reed,
when you said this, it really came off in a way you didn’t intend. And | think
you would have done better if...” And when he gets an email like that, he
shares it with everybody. So he’s constantly sending emails out saying,
‘Thank you so much. This really helped me."”

At Netflix, negative feedback is considered a form of encouragement, not
chastisement. The difference is defined according to what the book terms
the “4A feedback guidelines”. Feedback should be aimed to assist Netflix or
the individual being addressed, rather than a means of venting frustration.
Feedback should also be actionable: reasonably specific about the source of
the problem, so that the addressee can know how to change course.

For their part, recipients of feedback should react appreciatively rather than
defensively, and express gratitude, but the choice to accept or discard the
advice is ultimately theirs - as is the responsibility for their own performance
at Netflix.
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Releasing controls

With systems in place to attract and retain the top performers, weed out
mediocrities and promote among employees a spirit of mutual
encouragement to be the very best they can be, Netflix believes that
organisations can remove most of the controls designed to limit the damage
higher-maintenance employees could do.

Hastings’s wide-open vacation and expense policies are good symbols of the
trust Netflix invests in its people. But the aversion to top-down controls
extends to essential business decisions as well.

The book describes how Adam Del Deo, director of original documentary
programming at Netflix, mulled his next moves in the bidding war for ,
which had just screened at the Sundance Film Festival. With the price
threatening to rise to unprecedented heights for a documentary, Del Deo
reached out for guidance to Netflix Chief Content Officer Ted Sarandos.
Instead of an executive decision, Sarandos simply told Del Deo to pay what
he thought the movie was worth. If he believed Icarus would be a massive,
award-winning hit for Netflix, an unheard-of amount of money could actually
be a bargain. In the end, Netflix paid US$4.6 million for Icarus - and the film
broke ground for the company by winning a “Best Documentary Feature”
Oscar in 2018.

This is what Netflix calls leading with “context, not controls”. Meyer explains
this as a kind of inversion of the conventional pyramid structure of decision
making, in which the most consequential choices are kicked up the hierarchy
and low-level employees handle smaller matters. “Think of a tree. Reed’s at
the root, and he’s talking about the goals and future direction of the
organisation, where future income will be coming from. And then at the next
level, the next VP is setting more context for his organisation. The director,
more context for her employees. Up until you get to the lower-level
managers, who are really the big decision makers in the organisation.”

As opposed to the pyramid structure, which can lead to bottlenecks as senior
leaders are inundated with diverse problems they may be ill-equipped to
solve, “with a tree, with many, many branches, you can make lots of
decisions all at once. And there is a much faster growth that comes with
that,” Meyer says.

On the edge of chaos
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The book stresses that not every company is suited to operate “on the edge
of chaos”, to use Hastings’s phrase. Creative-economy firms, whose mandate
is to “innovate or die”, have the most to gain from abolishing controls. Those
that prize stability above all else, or for which a minor mistake may have
unacceptable ramifications (e.g. commercial airlines), may be more
dependent on rules and processes.

However, since No Rules Rules was written, Covid-19 has totally reshuffled
consumer priorities and transformed how we work. The old leadership style
of command-and-control is far less viable in the work-from-home era, and
more and more businesses are looking to reinvent themselves to succeed in
these highly uncertain times.

Meyer suggests that going in the direction of Netflix may hold the key.
“You're already giving your employees more freedom. So we need to start
thinking about the other tenets that we can put in place to make your
company more flexible and more innovative. The moment is now.”
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