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DOES ORGANIZATION MATTER?


T he principles of organization got more attention among us than they did then in universities. If what follows seems academic, I assure you that we did not think it so.


                                                                                                         Alfred Sloan

BUSINESS ORGANIZATION                                                                                                             

Crisis and Change at General Motors

When Pierre du Pont appointed Alfred Sloan to head General Motors in 1921, the company was in crisis. The demand for cars had fallen in the 1920 recession, and although the firm already had huge inventories of unsold cars, the factory managers continued to produce with abandon. In response to this falling demand, Ford Motor Company had cut the price of its Model T by about 25 percent a reduction that GM with its higher costs could not match. Trying to hold the line on prices, GM saw its sales fall by 75 percent between the summer and fall of 1920. By 1921, Ford Motor Company's Model T held a 55 percent share of the U.S. automobile market, compared to just 4 percent for Chevrolet and 11 percent for all of General Motors' brands combined. Taking relentless advantage of the huge cost advantage that came from producing a single product at very high volume, Ford was expanding its production capacity in order to increase its already dominant position in the car market.

               Even apart from the immediate difficulties caused by the recession, General Motors faced a fundamental long‑term problem. It simply could not produce a car that would offer more value at a lower price than the Model T, and it was squandering the resources and capabilities it did have, as divisions like Cadillac, Buick, Oakland, Olds, and Chevrolet competed mostly with one another. What was needed first was a new, more coherent marketing strategy focused squarely on competing with Ford. Sloan's plan was as follows: GM would design different cars for different segments of the market. The Cadillac division would make luxury cars for the highest‑income buyers, and the other divisions each would serve successively lower‑income segments, with Chevrolet making a model that would be sold for even less than the Model T. The Model T would still appeal to some buyers, but Sloan believed that most customers would choose to buy cars that were either more luxurious or less expensive than Ford's product.

PRODUCT DIVERSITYAND DESIGN COORDINATION        There was, however, one important hitch: Carrying out this plan involved a combination of diversity of products and close coordination in design that exceeded anything that had ever been attempted before. There would need to be a variety of new car designs, new dealerships, market information about the customers in each new market segment, separate factories to manufacture each type of car, and different supplies for each factory‑a huge amount of variety. At the same time, the many parts of the organization would need to be coordinated in various ways. They would have to cover the different segments of the market without competing too much with each other. They would need to share ideas about how to improve products and reduce manufacturing costs, coordinate their research and development efforts, cooperate with the supply divisions that produced major components like bearings, radiators, and spark plugs, and standardize designs enough to achieve economies of scale in parts production. Compared to Ford's one​ product strategy, Sloan's segmented‑market strategy required that many more decisions be made and much more information be continuously gathered and evaluated. The organization used by Ford Motor Company would be no model for the new General Motors.

      The former organization of General Motors as essentially a collection of car companies and suppliers operating without any central direction was no model either. The car divisions had failed to coordinate their parts designs, raising costs for all of them. The accounting system, which allocated costs among the producing divisions, was unable to keep accurate track of which decisions by which units raised costs and therefore failed to guide divisional managers to economize. For example, the individual divisions continued production even in the face of huge accumulated inventories of unsold cars during the recession because the system failed to assign inventory holding costs to the divisions.

GM's MULTIDIVISIONAL STRUCTURE          
Sloan studied GM's organization and decided a radical change was needed. The new organization would be a multidivisional structure with a strong, professional staff in the central office. There would be no infringement on the basic autonomy of the divisions in making operational decisions. Each separate division would make and sell a car targeted for an assigned market segment. Each would have its own managerial team with authority to make its own operating decisions. Unlike other business organizations, GM's central office would not be responsible for day‑to‑day operations. Instead, its primary roles would be to audit and evaluate each division's performance and to plan and coordinate overall strategy. The central office would also be responsible for the research, legal, and financial functions of the corporation. It would survey market prices to make sure that the prices used for internal accounting purposes were a good reflection of actual costs. This would 
enable the company to evaluate internal supply divisions on the basis of their profitability, as if each were a separate firm.


Henry Ford, accustomed to being well informed about every important decision in his company, was skeptical about GM's reorganization and especially about how far its top management would be removed from its operations. He commented:

To my mind there is no bent of mind more dangerous than that which sometimes is described as the "genius for organization." This usually results in the birth of a great big chart showing, after the fashion of a family tree, how authority ramifies. The tree is heavy with nice round berries, each of which bears the name of a man or an office. . . It takes about 6 weeks for a message from a man living in one berry at the lower left‑hand corner of the chart to reach the president or chairman of the board.

However, Sloan's organization, which looked so cumbersome to Henry Ford, quickly transformed GM into a fearsome competitor. From 1927 to 1937, Ford lost $200 million, whereas GM earned over $2 billion. GM's market share grew to 45 percent in 1940, whereas Ford's once commanding share shrunk to a mere 16 percent.



The creation of a multidivisional structure not only enabled General Motors to compete successfully with its new strategy, it also set the stage for a continuing expansion of the company's product line. In the years that followed, General Motors added products ranging from trucks to kitchen appliances to its product portfolio. Such an expansion would not have been possible using the older forms of business organization. The multidivisional form that GM helped to pioneer has become a standard organizational feature of the corporate world, enabling many companies to produce a wide array of products. General Motors' new organization was well suited to its needs, but GM was hardly the last automobile company to discover the advantages of organizational innovation.

Toyota

In the early 1950s, Toyota was a small automobile manufacturer serving the Japanese market. Compared to its giant U.S. competitors, Toyota suffered from a drastic lack of capital and a tiny scale that made it impossible to match its competitors' low production costs. Although Toyota enjoyed much lower labor costs than the U.S. firms at the time, many other countries had even lower labor costs. However, none had been able to parlay these low costs into a substantial competitive advantage in what was then a high‑technology, capital‑intensive industry.

"JUST‑IN‑TIME"" MANUFACTURING    Like other automobile companies in Europe, Japan, and the Eastern Bloc, Toyota tried for a time to mimic the advanced mass-production techniques of its U.S. competitors. Soon, however, under the leadership of Eiji Toyoda and Taiichi Ohno, it began to develop a distinctive approach that was better suited to the scale and nature of its operations. One of the most famous of Toyota's innovations was the development of the "kanban" or "just‑in‑time" (JIT) manufacturing system. This system was ideally intended to eliminate all inventories
from the production process. In traditional manufacturing industries, goods processed
on one machine would be held in a buffer inventory until the next machine in the sequence was ready for its operation. Inventories separating the successive stages protect each machine's operations from delays or disruptions at adjacent stages of production. However, inventory systems are subject to very large economies of scale, so Toyota could never achieve cost parity (equality) with its larger competitors if it relied on such a system. 


In place of inventories, Toyota established a system of closer communication and tighter coordination between successive stages of the production process, so that each stage would be informed "just in time" when it had to deliver its product to the next stage. Without inventories to buffer the disruptions caused by defective products and broken machines, Toyota engineers had to work to improve the reliability of every step of the process. The same changes that reduced the number of interruptions the production process often reduced the number of defects in Toyota's cars as well, as flaws were caught immediately rather than piling up in the in‑process inventory. The absence of inventories also meant that Toyota had to be linked more tightly to its suppliers than were U.S. firms, communicating with them about day‑to‑day needs and helping them to improve the reliability of their own systems. At the same time, the need to repair broken equipment quickly caused Toyota to train its equipment operators to carry out maintenance and repairs themselves. In contrast, maintaining and repairing machines was a separate specialty with a separate job classification in the United States, and when a machine broke down, its operator stood around waiting until a repair specialist turned up to fix it. 



Under Alfred Sloan's leadership, General Motors moved to take full advantage of the large scale of its operations by including the same parts in many of its different cars. By using the same chassis or engine or brakes in several models, GM could afford to develop specialized manufacturing equipment for these components, substantially reducing the production costs. In contrast, Toyota did not enjoy such scale economies and instead emphasized improving the flexibility of the equipment it did use, so that the same equipment could be quickly reset to produce different models. Given this emphasis, it should come as no surprise that Toyota had become a world leader in the use of industrial robots as early as the 1960s. 



Because General Motors' specialized equipment was not easily adapted to the production of radically new designs, GM had major redesigns of its models only about once every 12 years in the 1950s and 1960s, whereas Toyota redesigned its vehicles twice as often, introducing improvements with each new design. By the early 1970s, Toyota's technological prowess in the design and manufacture of small cars had earned it a considerable share of the world market. As its sales grew, Toyota built new manufacturing plants that were much larger than those built earlier by the U.S. car companies, allowing the company to enjoy many of the scale economies that remained in the production process.

COORDINATION WITH OUTSIDE SUPPLIERS  Another feature that distinguished the Toyota organization from its North American competitors was Toyota's great reliance on outside suppliers. In contrast, GM was very highly vertically integrated. GM's huge volumes and use of the same components for many models allowed the company to utilize fully the output of efficient‑sized parts factories. Furthermore, ready access to capital allowed it to produce these parts and components itself. In its early days, Toyota could not achieve efficient scale in the building of components, nor could it afford to own its own parts makers. Therefore, unlike GM, Toyota chose to rely on outside suppliers not just for its basic inputs like sheet steel, screws, and fabric for seats, but also for the more complex components and systems, such as headlamps, brake systems, and fuel‑injection systems. This also opened the possibility that its suppliers then could achieve larger scale by producing for other auto manufacturers as well. 


The JIT system necessitated close coordination between Toyota and its suppliers. The need was reinforced by the frequent redesign of the vehicles and the fact that the suppliers were providing high‑level components that had to fit together, rather than 
simple standardized commodities. As a result, simple market arrangements with the suppliers became problematic. Instead of seeking numerous suppliers for each part or component and shifting business among them to induce price competition, as GM 
did, Toyota built long‑term relations with a much smaller number of suppliers. These long‑term relations facilitated communication and made the suppliers willing to face the risks of investing heavily in both skills and machinery to meet Toyota's specialized needs.


The Hudson's Bay Company

The history of the automobile industry provides a clear example of the importance of 
a coherent organization that is well suited to the firm's size, capabilities, and market 
strategy. But the importance of the details of business organization can also be seen from centuries past. 




On May 2, 1670, the Governor & Company of Adventurers of England Trading into Hudson's Bay was formed as a joint stock company by a royal charter of King 
Charles 11 of England. The charter gave the company a monopoly over trade in all the lands draining into Hudson's Bay.
 This is an immense area of 1. 5 million square miles, covering much of Quebec, most of Ontario, all of Manitoba, much of 
Saskatchewan and Alberta, the eastern part of the Northwest Territories, parts of Minnesota, North Dakota, and Montana, and a bit of South Dakota. The area is
larger than 10 Japans, 15 United Kingdoms, or 30 states of New York. The company's total legal monopoly nominally covered all trading of goods in the region, but in fact the firm was in the business of trading European manufactures to the native peoples for animal furs, and especially beaver pelts. Now known as the Hudson's Bay Company (HBC), the firm is still in existence. It is the world's oldest commercial entity that continues its original line of business. 
In the late eighteenth and early nineteenth centuries, however, it was in desperate 
shape, being thoroughly beaten by a rival, the North West Company (NWC), that
operated under a minor legal deficiency (it was violating the royal monopoly) and what should have been an absolutely debilitating technological inferiority. However, 
the NWC used a much more effective organizational structure and strategy that put it closer to its customers than the HBC, encouraged more flexible, effective responses to changing conditions than the older company could manage, and gave its employees stronger incentives for initiative and effort. This strategy and structure more than offset the older firm's huge cost disadvantage. Only when the HBC mimicked key aspects of the NWC's strategy and structure was it able to compete effectively.


HBC's ORGANIZATION           The stock in the Hudson's Bay Company was owned by a 
group of wealthy aristocrats in the United Kingdom. Management was provided from London by a committee of the owners under the leadership of one of their number, the Governor. None of these worthies ever set foot in the area of the company's actual operations during the seventeenth and eighteenth centuries, and they were often monumentally ignorant of the conditions that prevailed in the field. They recruited employees to carry out the trade in North America and paid them a flat salary. Both the general strategy that these employees were to implement and many of the finest particulars about operating decisions were made in London (along with detailed rules regarding the employees' conduct and behavior). Of course, communication between London and Hudson's Bay was extremely slow in the days of sail, specially because the bay is frozen solid for much of the year. Therefore, the lag between the reporting of information and the receipt of a response from management was frequently as long as 15 months.


The company's strategy was to build a few trading posts along the shores of Hudson's Bay and to trade only there. Native tribes near the bay were the initial customers, but they rapidly became independent middlemen, obtaining furs from more distant peoples in return for goods obtained from the company. This pattern had the usual inefficiencies of "double monopoly": The intermediaries took a significant markup for their services. However, the strategy fit well with the HBC's personnel and pay policy and with its management's preference for control. In addition, the employees in the field for the most part had no interest in leaving the relative safety and comfort of their dismal "forts" and "factories" to risk the barren wilderness in hopes of increased company profits but with no extra reward for themselves.

The North West Company

Until the surrender of French claims in Canada to the United Kingdom in 1763, the HBC faced intermittent competition from French Canadian coureurs de bois, independent traders from the St. Lawrence who traveled by canoe to trade with the native peoples directly on their home trapping grounds. However, the colonial authorities in New France frowned on such trade, fearing it would lure men awayfrom farming and foster too much independence, and they taxed the returns heavily, quite often simply confiscating the furs. Indeed, the HBC itself had been established at the instigation of two such entrepreneur‑explorer‑traders, Radisson and Groseilliers, who tired of losing their revenues to the French government.


Once British government and commercial law came to Canada, Scottish and other English‑speaking immigrants to Montreal established an effective trade based on the coureurs de bois model which competed with the Hudson's Bay Company. By 1779 these traders had formed a partnership called the North West Company, but even before then they had established permanent fur trade posts as far away as the Athabasca River delta, 3,000 miles northwest of Montreal. 
THE NWC'S PR0BLEM    The North West Company (NWC) suffered under an immense technological disadvantage, but they suffered heroically. Montreal and the Hudson's Bay forts of the HBC were approximately the same sailing distance from the source of trade goods and the market for furs in England. Montreal, however, was separated from the prime fur country by an extra 1,500 miles of trackless swamp, bare rock, and impenetrable bush. The Nor'Westers' (North West Company traders') solution was to move the trade goods to the north and bring the furs back in fragile birch‑bark canoes powered by French Canadian voyageur paddlers. This solution was possible because the interlocking system of Canadian rivers and lakes permits travel from the Atlantic to the Arctic and Pacific Oceans with very few, reasonably short land bridges. Nevertheless, using this system presented monumental challenges.


North West Company canoe brigades would leave the fur‑trading posts in the north as soon as the ice left the rivers, traveling across half the North American continent, through absolute wilderness, along fast, rocky rivers and across storm‑swept lakes, often having to lug their canoes and all the goods they carried around raging rapids. Their destination was the company's inland headquarters, first located at Grand Portage on the northwest corner of Lake Superior, just south of the current border
between Canada and the United States, and later moved 40 miles north to Fort William. There they would meet canoe brigades that had come up from Montreal, loaded with trade goods, via the Ottawa River and Lake Huron. The trade goods and 
furs were exchanged, then the Nor'Westers would retrace their paths back to the fur country, where they would spend the winter trading with the native peoples. Meanwhile, the furs would be carried back to Montreal, where they would (if the 
river was still open) be loaded on ships for England. As a result, there was a minimum lag of 15 to 18 months between the NWC's purchase of trade goods in England and its sale of the furs it traded for them, with 24 months a more common length of time. In contrast, trading at its Hudson's Bay forts allowed the HBC to sell furs within four to six months of buying the goods they traded for them. The difference in working 
capital needs, combined with that in transportation costs, should have made the HBC dominant, for its costs for importing goods were half those of its rival.

THE SUCCESS OF THE NORTH WEST COMPANY  In fact, by the end of the first decade 
of thenineteenth century, the NWC had seized nearly 80 percent of the trade and
was immensely profitable, whereas the HBC was losing money at such a rate that its officers considered getting out of the fur business altogether. A key factor in the 
Nor'Westers' success was their strategy of building trading posts in the fur lands, which put them close to their customers and gave them a market advantage. But at least as important was their organizational structure, which embodied systems of incentives and decision making that encouraged the effort, imagination, flexibility, and innovation that were crucial to making the market‑oriented strategy work. 


The HBC was rigidly hierarchical. Rules and controls from distant London circumscribed every action and decision of its employees in the field, leaving little possibility of flexibly responding to emerging conditions. Innovation was discouraged or even punished, and performance was rewarded only by the possibility of someday gaining a promotion to the next rung of the bureaucratic ladder. Employees were chosen for their ability to withstand the excruciating boredom of their indentured
terms of service by the frozen bay and for their willingness to work cheaply and follow orders. They were disciplined by floggings for breaking the company's myriad regulations.



Organized and managed this way, the HBC was no match for the NWC. The 
NWC was a partnership, with two classes of partners who shared in the profits of the enterprise. The senior, Montreal‑based partners were responsible for acquiring trade goods and financing and for marketing the furs at the London auctions. The "wintering partners" ran the trade in the field. The two groups met annually at Grand Portage or Fort William to exchange information, set policy, and divide the profits that arose 
from their efforts. Operating decisions in the field were largely left to the individual 
wintering partners on site, who could respond quickly and imaginatively and who 
were well motivated by their ownership shares. Other employees were chosen for their fit with the aggressive, entrepreneurial style that characterized the North West 
Company and its partners. These people were given real responsibility, performance​ related pay, and a serious chance to become a partner.

THE REORGANIZATION OF HUDSON’S BAY COMPANY The HBC ultimately responded 
to the NWC's challenge, beginning in 1809 when new owners gained effective control 
of the company after its share price had fallen from E250 to E60. The response was simple: mimic their rival, build trading posts inland to compete directly with the Nor'Westers, institute a profit‑sharing scheme that allocated half the profits to the officers in the field based on performance, give other employees more incentives and more freedom of action, and recruit a new class of employees who would respond to this new organizational strategy.


The Nor'Westers immediately saw the danger that the HBC's new strategy presented, for they always were painfully aware of the cost disadvantage they faced. Their immediate response was an attempted hostile takeover. They sought to buy a controlling block of shares in their rival so as to gain access for themselves to the short transportation route through Hudson's Bay. For once, being based in Canada rather than London was a disadvantage, for before they could implement their strategy, the shares in question had been purchased by the new, aggressive owner‑managers and their allies.


The HBC managed to transform itself remarkably quickly from a feudal royal monopoly to an effective commercial competitor, and its inherent cost advantage became decisive. The competition continued fiercely and even bloodily for a decade, but by 1820 the NWC essentially was beaten. The competition ended in a merger that nominally treated the two rivals as equals but in fact gave control to the victorious HBC. However, the NWC's aggressive spirit survived in the merged company, which expanded its range of successful operations in the next half century across the Rockies to the Pacific and even to the Hawaiian Islands and Asia. Today, the HBC has left the fur business, but it is a major real estate firm and the owner of the largest chain of department stores in Canada.

ORGANIZATIONAL STRATEGIES OF MODERN FIRMS      

     

Providing incentives through compensation and ownership was an important element in the NWC's challenge and in the HBC's successful response. Design of the compensation and ownership structure continues to be an important feature of the organizational strategies of modern firms. A current example from the financial​ services industry involves some interesting twists.

Salomon Brothers and the Investment Banking Industry

Salomon Brothers is a major investment bank headquartered in New York City. Like many other investment banks, Salomon was originally organized as a partnership, but it became a publicly traded corporation after the partners sold their ownership claims in 1981 to Phillips Brothers, a firm in the commodity‑dealing business. In 1984, John Gutfreund, the head of the Salomon subsidiary, became CEO of the parent company, which had been renamed Phibro. The corporate name was subsequently changed to the current Salomon Inc. During the mid‑1980s Salomon was reputed to be the most profitable of all the Wall Street investment banks and, on a per employee basis, the most profitable corporation in the world. Its stock sold in the neighborhood of $60 per share.


Investment banking emerged as a separate industry in the United States after 1934, when the Glass‑Steagall Act prohibited commercial banks, which accept deposits and make loans, from underwriting securities as they had previously. Investment banks arose to take over the underwriting function.
 Modern investment banks, including Salomon, are involved in two main activities: corporate finance, and sales and trading. The former includes underwriting new securities issued by corporations, governments, and not‑for‑profits; advising on, helping with, and organizing financing for mergers, acquisitions, divestures, and financial restructurings; and advising on corporate financial policy. Sales and trading involve the trading of financial instruments (stocks, 
bonds, options, warrants, mortgage‑backed securities, and so on) both for resale and for the firm's own investment account, and the sale of these investments to (large) individual investors and institutions.

BOND TRADING AND THE CULTURE OF SALOMON BROTHERS Salomon Brothers always 
has been particularly strong in "fixed income" sales and trading. The general public 
tends to think of Wall Street in terms of buying and selling stocks. However, in the 1980s the real sales and trading action was in bonds, spurred by the volatility of interest rates that marked the period combined with the huge growth of the U. S. 
government debt and the debts of U.S. corporations and individuals. Because the price of bonds and other securities that pay a fixed rate of interest varies inversely with 
market interest rates
 volatile rates meant that bond prices could swing wildly, creating 
opportunities for speculation (buying or selling bonds in the hopes of realizing large profits when prices change, but risking comparably huge losses) and arbitrage (the process of buying and selling to make a nominally riskless profit by taking advantage of price disparities between markets or equivalent assets). The growth of indebtedness 
meant that there were a great many bonds to trade, especially after Salomon traders 
developed new securities that packaged together home mortgages to form tradable financial instruments. Thus, even before the explosion of "junk bond" activity centered 
on Michael Milken of the rival investment bank of Drexel Burnham Lambert, huge 
profits were being made in bond sales and trading. Salomon traders were the leaders in this business. 

Bond trading is a frenzied business in which immense sums of money are at risk. Traders will buy hundreds of millions of dollars worth of bonds in a day, acting on very limited information and under extreme time pressures from competition. Each trader has a pair of telephones and spends much of the day with one in each ear, screaming orders. Tiny movements in interest rates and bond prices result in gigantic gains and losses. The risks are monumental, but the profits that come from successful trading are commensurate. The sort of people who are attracted to this work are an especially individualistic, risk‑taking, competitive lot. The leaders of the firm, including Gutfreund, are former bond traders, and they have set the style of the corporate culture at Salomon Brothers. In this culture, performance as measured by profits generated is the sole source of power, prestige, status, and respect.


THE PERFORMANCE‑PAY SYSTEM Salomon's compensation system for its employees, 
from the clerical staff through the approximately 150 managing directors and the more 
senior executives, involves a base salary plus an annual bonus. The bonus is determined in a fashion that approaches an individual piece‑rate system. Almost every transaction 
is separately priced, with charges for credit risk and overhead, and the resulting profit is credited to the individuals or departments involved. The individual bonuses then are determined on the basis of performance evaluations in which these calculated profit contributions play a key role. However, the bonus payments actually are negotiated; the bonus is not simply computed by formula from the profit contribution.


Because the bonus payments can be extremely large‑million‑dollar bonuses are not uncommon and the bonus is commonly two thirds of aggregate earnings​ the bonus system is a key incentive device in the firm. This performance‑pay system is quite elaborately defined and extensively applied by the standards of most businesses. It has very effectively encouraged Salomon's people to work extremely hard and to take great risks to increase both their own and their departments' profits. By doing so, it has reinforced the firm's fiercely competitive corporate culture. 


The system has not, however, encouraged cooperation between departments. For example, if corporate bond traders obtained information that might be valuable to Corporate Finance, they might not bother to pass it on because there was nothing in it for them. It also has caused managing directors to focus excessively on their individual departments and accounts, rather than developing the firm as a whole and building its long‑term success. Finally, the performance‑pay system has resulted sometimes in highly dysfunctional attempts to "steal" other departments' profits.

STOCK OWNERSHIP    In May 1990 Salomon Brothers attempted to respond to these drawbacks by reforming its bonus scheme. Myron Scholes, a finance professor on leave at the firm from Stanford University, was instrumental in designing the solution.


Under the new scheme, once the individual bonus has been determined, a fixed percentage is withheld and used to buy stock in the firm. This stock is purchased in the open market, so that the capitalization of the firm will be unchanged. The stock then is held in a trust for the employee, who will not be able to withdraw it for five years. In effect, the value of each employee's current bonus is tied to the overall market value of the firm five years in the future. The plan covers all employees, although there are different percentages applied to those at the managing director level and above. It is estimated that in five years the employees will own 20 percent

of the firm. 


The plan won acceptance because of the incentive effects it embodies. The explicit aims were to change the culture, to encourage a long‑run perspective and cooperation, and to align the employees' interests with one another and with those of the stockholder owners. It was also expected that this scheme would influence favorably the type of people who would be attracted to work for Salomon. In the long run, this “ self‑selection" or "clientele" effect on recruitment and turnover could be very important. Of course, the plan puts a major new element of risk into the employees' personal incomes because they no longer receive cash that they can invest as they choose in a safely diversified portfolio. Instead, they are locked into a single stock whose price might move up or down. One element in the acceptance of the plan was that the company was selling essentially for the book value of its assets at the time the program was introduced; therefore, an upward movement in its stock price was relatively likely. Nevertheless, the firm also attempted to offset the increased risk to some extent by specifying that it would buy 15 percent more stock for the employees' trust than the bonus pool would have generated. 


Many companies attempt to provide incentives to employees, and especially to senior executives, through stock ownership. Employees may be allowed to buy stock at a reduced price, and executive bonuses are often paid in stock or in options that give the right to buy the company's stock in the future at a fixed price. Salomon's technique of using the trust helps ensure that the employees will actually hold on to the stock rather than sell it soon after receiving it. The intent is to ensure that 
employees will be concerned with the firm's long‑run performance.
 The trust also has tax advantages, because any appreciation of the price of the stock that occurs while it is being held in the trust is free of capital gains taxation.


Several years' experience will be needed before we fully can judge the effectiveness of this innovation in compensation. However, the system did pass a key market test: As of 1990, announcement of the plan appeared to have raised the price of the 100 million shares of outstanding Salomon stock by between $1.50 and $2 per share from a base of $21. Thus, the plan raised the market value of the firm by between 7 and 10 percent, and the present value of the firm's profits was estimated to have risen by at least $150 million as a consequence of adopting the plan. Because the plan's direct cost to the firm is, if anything, slightly higher than the original cash‑only bonus (because of the promise to buy the extra 15 percent more stock for the trust), investors in the market estimate that the new incentives' effect on revenues will be even greater than the direct profit effect.

THE CHANGING ECONOMIES OF EASTERN EUROPE
                          

Salomon Brothers' pay reforms are an example of experimentation with ownership 
structure and incentive plans at the level of the individual enterprise. A much more 
dramatic experiment at a macro level was being carried out in the late 1980s and early 1990s in Eastern Europe, where whole economies were being redesigned. 

Recent History


The world was shocked and the Western capitalist democracies were stunned in 1957 
when the Union of Soviet Socialist Republics launched Sputnik, the first space satellite, and then quickly followed this triumph by putting the first man in space. Barely a dozen years before, the Soviet Union had emerged from the Second World War having suffered the deaths of 14 million of its citizens, both in battle and through deprivation, and the occupation and destruction of large portions of its territory. Before 
the war the Soviet economy had been rapidly industrializing under Stalin's Five Year 
Plans, but the progress was uneven and the Soviet economy was still relatively backward. During the war, the Soviets were forced to depend heavily on food and munitions sent by their allies, especially the United States. 



The immediate postwar years saw the outbreak of the Cold War between the 
Soviet Union and its former allies. This conflict initially went very well for the 
communist side, with the installation of Soviet‑dominated communist regimes in the Eastern European countries occupied by the Red Army and the adoption of communism in China, North Korea, and North Vietnam. Suddenly, the Soviet Union had demonstrated scientific and engineering prowess that seemed to exceed 
that of the West, and soon the Soviet leader, Nikita Khrushchev, was boasting that the economic might of the Soviet Union would bury the West. Communism, as an alternative to capitalism, not only seemed to enjoy its claims of ethical superiority but also seemed capable of producing remarkable economic progress. By 1990, however, communism had been rejected as a total failure throughout most of Eastern Europe, and even the Soviet Union itself was struggling to create a market economy after 70 years of communist organization. The system simply had
 not produced. Living standards had been flat or failing for a decade in the Soviet Union and in most of the members of the Soviet bloc. There were constant shortages of food, housing, and all other sorts of consumer products. As a result, workers, with the implicit consent of their managers, took several hours off each day to wait in line at shops. Luck, influence, and patience were the means by which the available goods were rationed; the money that had to be paid for them was at most a secondary consideration: "We pretend to work, and they pretend to pay us." The goods that were available were relatively expensive, shoddy, and often unsafe. For example, more than 2,000 television sets a year exploded in Moscow alone, causing injuries and fires. Agricultural output, which had grown immensely throughout the rest of the world, had stagnated under state control and collectivization, and the Soviet Union had become dependent on grain imports from the West to feed its people. Meanwhile, Soviet agricultural officials annually blamed the repeated crop failures on yet another year of unusually bad weather.


Communist industry was both technologically backward and monumentally inefficient; measured total factor productivity in Soviet industry actually fell in many major sectors in the decades following the triumph of Sputnik, and Eastern Europe faced the most serious industrial pollution problems in the world. Maintaining the Cold War military competition with the United States and NATO was devouring an immense percentage of the already low Soviet gross national product (GNP), nearly bankrupting the country. Instead of the "workers' paradise" and equality that were promised, communism had delivered a repressive, totalitarian government and institutionalized privileges for the politically favored. 

Building Socialism

Soviet communism found its intellectual origin in the writings of Karl Marx, a nineteenth‑century classical economist. However, Marx provided no blueprint for organizing an economy along communist lines. For Marx, the triumph of communism was simply foreordained by the inherent contradictions in the capitalist system. The actual task of designing the first communist system fell initially to Nikolai Lenin, the first leader of the Soviet state that emerged after the Revolution of 1917, and then to Joseph Stalin, who ultimately succeeded Lenin and led the Soviet Union from the late 1920s until after the Second World War. It was Stalin's vision that defined the basic form for the Soviet economy: state socialism and central planning under the direction of the Communist Party. 



The system that Stalin developed replaced private ownership of the means of production by collective‑or, rather, state‑ownership of land, buildings, machines, and other capital. Factories belonged to the communist state as representing the proletariat, and individual farms were forcibly socialized into collective farming enterprises. Private business essentially ceased to exist, except on the smallest scale. Workers were guaranteed jobs and had latitude in their career choices, but their mobility was limited and being unemployed became a criminal offense.


Prices were set by the government and left unchanged for extended periods. They therefore bore little or no connection to costs and could not serve to ration demand when shortages appeared. Prices also were not allowed to direct resources to their highest‑value uses, increasing supplies of goods where there was shortage and favoring purchases from low‑cost producers. Instead, a system of detailed central planning and extensive vertical information flows was instituted to replace the decentralized decision making, horizontal communications, and price‑guided coordi​nation that are characteristic of market systems. Central planners in Moscow decided how much of what goods were to be produced in each period by which factories. The plans directed where inputs were to be obtained, where outputs were to go, and what Organization prices were to be paid. Similar systems were instituted in Eastern Europe after the communists gained control there. In Poland at one point even the production of
pickled cucumbers and the number of hares that would be shot by hunters were included in the plan, although later the planning was less pervasive. In all cases, investment  decisions were centralized, with capital allocated by the state. As circumstances changed and unforeseen contingencies arose that rendered the original plan infeasible, information would be passed up to the central planners who would attempt to redefine the plan and coordinate activities.


The initial intent of the socialist system was to replace economic incentives with political and moral appeals to the workers' patriotism and socialist consciousness. Pay was divorced from supply and demand‑"From each according to h is abilities, to each according to his needs"‑‑and the aggregate amount of GNP to be devoted to consumer goods was determined by the planners so as to leave enough extra resources to finance the planned investments. However, whether the means of realizing the 
plan were administrative orders or designed economic incentives, individual self​ interest intervened. This led to the sort of difficulties epitomized by the familiar (if possibly apocryphal) story of a factory meeting its target of 10,000 kilograms of nails 
by producing a single nail weighing 10,000 kilos. Later, when the planning and incentive systems were refined, incentive problems still arose, especially with regard to quality. A worker in a Baltic television manufacturing facility told of the rush at the end of each month to meet production targets and earn bonuses:

We never use a screwdriver in the last week. We hammer the screws in. We slam solder on the connections, cannibalize parts from other televisions if we run out of the right ones, use glue or hammers to fix switches that 
were never meant for that model. And all the time the management is pressing us to work faster, to make the target so we all get our bonuses.

The 2,000 exploding televisions a year in Moscow are now understandable.
THE RATCHET EFFECT    A particular incentive problem that proved to be of fundamental importance was the ratchet effect. The central planners were never as well informed about the productive capability of any particular factory as were the factory managers. The planners would set targets for input usage and output levels and then use the information gathered from experience to judge what would be possible in future planning periods. Those factories making their quotas were rewarded in various ways; those failing were punished. From the point of view of the factory manager, the incentives inherent in this system were especially perverse. By exceeding the quota this period, the manager could expect to be "rewarded" with a higher quota for the indefinite future, as performance expectations are ratcheted up or raised to a higher level. As a result, there was no reason ever to exceed quota. Instead, the incentives were to meet the quota barely, or even‑provided a good excuse were available-deliberately miss it somewhat so that the next period's quota would be lower and easier to meet. In particular, there was an inexorable tendency to hoard resources, to hold back on effort and output, and to underreport capabilities.

These tendencies were intensified by the experience of factories and managers 
who responded to experiments with stronger and better incentives by increasing production, only to be accused of having defrauded the state before. These perverse incentives led to low productivity in the economy. They also burdened the planners with systematically distorted information. The task of planning even the key resource flows in the economy would have been formidable if the information being conveyed was accurate. Huge amounts of information needed to be transferred. Even employing strong simplifying assumptions about the structure of technology, the computational problems were extreme, and the problems of responding to unforeseen, emergent events were overwhelming. The factory managers' misrepresentation of productivity information and their secret hoarding of resources made the task impossible.


Beginning in the 1960s there were many attempts to reform the communist economies. Moves were made towards decentralization designed to give more decision​ making authority to local planners and individual factories and to provide better incentives. None of these attempts were truly successful, although Hungary's liberaliza​tion moves following 1968 had positive effects.

The Collapse of Communism

The collapse of communism in Eastern Europe was dramatically rapid. There had been a history of worker uprisings and attempted breaks with Moscow‑in East Germany and Hungary in the 1950s, in Czechoslovakia in the 1960s, and in Poland in the late 1970s and early 1980s. All had been more or less successfully squashed, often with the use of Soviet troops. Then in 1989 and 1990, within a single year following signals from Soviet leader Mikhail Gorbachev that the Soviet Union would no longer intervene in the internal affairs of the Eastern European countries, noncommunist governments appeared, the Berlin Wall came down and travel restrictions were removed, independent presses evolved, multiparty elections were held and capitalist‑oriented parties were elected, communist parties were disbanded or re‑formed as socialist parties, East and West Germany were united under the West German model, and experiments in moving to market economies began in the other Eastern European countries. These changes were most radical in Poland, which quite simply decided to restructure itself as a free‑enterprise economy as soon as possible.


In the Soviet Union Gorbachev's policies of Glasnost (openness) and Perestroika (restructuring) were originally meant simply to reform communism and make it work better.
 Even with these intentions, the policies met strong resistance from the entrenched party functionaries and bureaucrats. On the other side, "radicals" and noncommunists won election victories and began exerting pressure for the elimination of communism and its replacement by a market system.

THE CHALLENGES OF ADOPTING A MARKET SYSTEM    These economies face great problems in moving to more market‑oriented systems. They must determine property rights and decide who will be allowed to own the currently state‑owned enterprises, how title will be transferred, and what prices will be charged. They must set up capital markets and create banking, financial, and monetary systems. They have to design meaningful accounting systems so that firms can be valued and their performances judged. They need to redraft their laws to allow for new forms of economic organizations, new patterns of ownership, and new sorts of transactions. They have to find managers who can operate in a market system and compete in a world market. They have to educate their populations to the new rules of the game and gain acceptance for these rules. They must decide on competition and regulatory policies and find a way to deal with the fact that simply privatizing the giant, inefficient state 
firms will yield a system of giant, inefficient private monopolies. They must decide how much to wean their industries from state subsidies and develop tax systems to finance government activities. They have to decide whether and when uncompetitive 
firms will be allowed to fail and create social‑service and support systems to handle the human costs of the dislocations that their economies are sure to face, both during and after the transition.




The great difficulty in all this is that these tasks are all interdependent and in 
need of coordination. Private enterprise will not work without the discipline of potential failure. Output markets are of no use without input markets, including ones for capital, through which producers can obtain the resources they need. Neither of these are of much value without well‑defined property rights and mechanisms for contract enforcement. All the parts have to come together and fit reasonably well for 
the system to work. The worst outcome might be some halfway compromise. Consider the joke told in response to criticisms that Poland's "cold‑turkey" foreswearing of communism and adoption of free enterprise is too much, too soon: It was decided in 
a certain country to change the side of the road on which traffic drove from the left to the right, but there was concern about making too radical and rapid a switch; so as an experiment only the trucks changed sides for the first year.


PATTERNS OF


ORGANIZATIONAL SUCCESS AND FAILURE            
                               

Henry Ford's account of organization missed the mark. The study of organization is 
not about how berries are arranged on a tree of authority but about how people are coordinated and motivated to get things done.


In these few, brief historical accounts, several patterns have begun to emerge. 
First, and most fundamentally, organization and business strategy can be as important 
as technology, cost, and demand in determining a firm's success. Despite its superior technology, greater resources, and scale advantages, Ford Motor Company under Henry Ford's management lost its battle with Alfred Sloan's General Motors. General Motors, in turn, lost market share to a smaller and technologically weaker Toyota, which labored under the same kinds of disadvantages. The Hudson's Bay Company
suffered many defeats in its competition with the fledgling North West Company. The successful competitors in these stories gained advantage partly from the strategies 
they adopted in their markets, but a large part of their advantage also came from their innovative organizational structures and policies and especially from the match of their strategies and their structures. 



Which aspects of organization matter? In these examples, incentives are one 
important element. The Hudson's Bay Company employees were not much inclined 
to show initiative and judgment when they could be flogged for their errors but got no share of any extra profits they earned for the company. At General Motors in 1920, the failure to charge divisions for the cost of the inventories they accumulated was responsible for a huge inventory build‑up leading to a financial crisis. Salomon Brothers, with its many independently operating traders, originally had the incentives 
partly right.However, its emphasis on individual performance evaluation discouraged 
employees from cooperating and from sharing information with one another. Finally, the communist countries, with their ideological commitment to economic equality, ran afoul of incentives at every turn. 




Another important shared feature of successful organizations in these examples is the tendency to place authority for decisions in the hands of those with information. Salomon Brothers, with two telephones and enormous discretion in the hands of its traders, is an extreme example. General Motors, with its multidivisional organization, placed product and marketing decisions in the hands of divisional managers. Toyota's decision to give responsibility and authority for machine repair and maintenance to those who operate the machines led to improved reliability. And the North West Company gained advantage over its larger competitor by operating as a partnership with the wintering partners in the field making timely decisions based on up‑to‑date information about local market conditions.


Although delegating authority to those with the information needed to make good decisions is an important part of good organization design, it is of little use unless the decision makers share the organization's objectives. We have already mentioned incentives as a way to align individual and organizational objectives. The additional point we want to make here is that incentives are especially important when more initiative is expected from employees. The same point, viewed from a different angle, is that delegation of authority is much more valuable when those being empowered have also been given incentives to work for the organization's objectives. It is no accident that the North West Company both relied on the judgments made by traders in the wilderness and made them partners who share in t e profits. Nor is it an accident that the traders at Salomon Brothers whose decisions can have a multimillion‑dollar effect on the company's holdings are provided with both informa​tion and the incentive to use it well. Similarly, in Eastern Europe, giving more discretion to factory managers without also providing for decentralized ownership could not resolve the problems. 


In the language of economics, incentives and delegated authority are complements: each makes the other more valuable. Evaluating complementarities‑how the pieces of a successful organization fit together and how they fit with the company’s strategy‑is one of the most challenging and rewarding parts of organizational analysis. In our General Motors example, the reason for the multidivisional structure was to carry out Sloan's new market‑segmentation strategy. The delegation of decisions to divisional managers was also combined with improved accounting information to help evaluate those decisions and with coordination from the central office to ensure that the parts of the organization were not working at cross purposes. At Toyota, an organization based on very low inventories was naturally vulnerable to disruptions at any stage in the production process and to simple changes in plans. If low inventories were to be achieved, the rest of the organization had to emphasize reliability, quick response to machine breakdowns, quick and close communications with suppliers, stable production plans, and other features that substitute for the buffer function of inventories. Toyota's emphasis on reliability fit with an emphasis on quality in its marketing, and its use of flexible equipment, necessitated by its initially small scale, fit well with its more frequent redesign of its several models.


In this book, our economic analysis of organizations is based on elaborating the several ideas that these brief histories suggest. We study coordination: what needs to be coordinated, how coordination is achieved in markets and inside firms, what the alternatives are to close coordination between units, and how the pieces of the system fit together. We also study incentives and motivation: what needs to be motivated, why incentives are needed and how they are provided in markets and firms, what alternative kinds of incentive systems are possible and what needs to be done to make incentive systems effective. In the last chapters, we see in more detail why these aspects of organization do matter, when we apply the principles to make a detailed study of a few important functions of the business enterprise. 

EXERCISES


Food for Thought


1. In fast‑food chains, some decisions about standards are ' made centrally and others are left to the individual outlet managers. Who typically makes which kinds of decisions? Why? Can you think successfully about the fast‑food business by dividing the issues between coordination and motivation?


2. Armies in battle have especially severe organization problems. What kinds of decisions are made centrally and which are left to commanders in the field? What principles dictate the division? Can you think successfully about the problems of military organization by dividing the issues between coordination and motivation?


3. In late summer of 1991, it was revealed that beginning in February of that year, the Salomon Brothers' managing director in charge of its dealings in the markets for U.S. Treasury securities had secretly violated government rules designed to prevent any one buyer from purchasing more than a specified share of the new government debt obligations being auctioned at any one time. Moreover, senior executives at the firm had learned of these violations of the law but had failed to act on them. In the resulting scandal, four of Salomon's top executives (including Gutfreund) were asked to resign, and the future of the firm was imperiled.

One theory was that the employee who violated the rules was motivated by his competitive, aggressive nature: He bitterly resented the government's attempt to limit his actions and was determined to show them that he was smarter and tougher than they. Another was that he was motivated by greed: He wanted to monopolize the market in these government bonds and reap the rewards. In any case, his actions, and those of the senior executives who failed to stop him and report his wrong‑doing, were very costly to the firm: The stock price, which had risen by almost a half in the preceding year, fell back to where it had been before, and important customers ceased dealing with the firm.

Does this episode mean that the incentive scheme described in the text was fundamentally flawed?






� Alfred Sloan, My Years With General Motors (Garden City, N.Y.: Doubleday, 1964), p. 50.


� Similar organizations were independently developed in the same era by the Du Pont Company, Standard Oil of New Jersey, and Sears. The fascinating history of the emergence of the multidivisional firm is told by Alfred Chandler in Strategy and Structure> Chapters in the History of the American Industrial Enterprise (Cambridge, MA: MIT Press, 1962).


� As quoted in Alfred Chandler, “The Historian and the Enterprise,” Ninth Annual David R. Calhoun, Jr. Memorial Lecture delivered at  Washington University (March 29, 1988); and Alfred Chandler, Strategy and Structure. 


� A well-researched and extremely readable source on these matters is Newman’s two-volume history of the Hudson’s Bay Company. This is the source of most of the details reported here. See Peter C. Newman, Company of Adventures and Caears of the Wilderness (London, New York, and Toronto: Penguin Books, 1998).


� Underwriting the issue of a new security first involves the underwrite’s agreeing on a price for the security with the issuing entity. The underwrite pays this price for the security, then markets it to investors. The underwriter thus bears the risk that the security will not be saleable at the agreed price.


� Consider a bond with a maturity value of $100 that pays $5 in interest per year-a 5 percent rate of interest. Now suppose that interest rates rise to 10 percent, so that newly issued bonds with a maturity value and price of $100 must pay $10 per year in interest. Then investors will be unwilling to pay as much as $100 for the old bond, and its price will fall to a level where it again becomes an attractive investment. For a ten-year bond with a maturity value of $100 to yield 10 percent, its price must fall to $74.28.


� This culture is described very entertainingly in the best seller by Michael Lewis, Liar’s Poker (New York: W.W. Norton&Co., 1989)


� It is possible, especially for sophisticated investors such as these people, to offset the lock-in effects to some degree by adjusting their portfolios. A simple way would be to sell Salomon stock short, contracting to deliver the stock at a fixed price five years hence. This would lock in a price that the employee would be able to get for the stock in the trust; therefore, the future price of the stock would no longer be of concern. The firm no doubt would be very displeased with an employee who shorted its stock.


� If the employee had received the stock outright at the time the bonus was earned, held it for five years, then sold it, the increased value over the period would have been a capital gain and been taxed by the federal (and perhaps) the state and local government).


� Clive Cook, “A Survey of Prestroika,“ The Economist, April 28, 1990,6.


� George Shultz, the former U.S. Secretary of State, is reported to have been told by his Soviet counterpart, Edvard Schevardnadze, that the Chernobyl nuclear accident made the Soviet leadership more fully appreciate the need for Glasnost. The Kremlin leaders were unable to get reliable, timely information on the crisis through their bureaucratic channels. Instead they found that the Cable News Network (CNN) broadcasting by satellite from the United States was their best source of information on a major event in their own country. This drove home to top government leaders that their closed system had to be opened up for the benefit of the country.
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