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1 was happy when your fine President, Mr. David
A. Wright, invited me to address you. I am especially
honored to have a part in your program as you observe
your 50th anniversary.

New York City and state have always possessed a
strange fascination for me. I am thrilled each time
I visit this city, the greatest upon the earth,

New York City is not only the largest center
of population in the world; it is more than that.

It is a symbol of progress, of the most powerful of
all nations. The heartbeat and pulse of American
industry, trade and commerce, growth and development,
are here in this wonderful metropolis. All America
shares your pride in this city and all America has a
part in your success,

We, out in the middle prairies --. all of the
people between the two great mountain ranges, and
those beyond the rugged western Rockies -- have an
interest in your further progress and development.

We see the mystic beauty of your skyline,

unequaled in the realm of architecture; the sweep
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of your harbors; fleets of commerce sailing from
every corner of the seven seas; the hum of your
industries, unparalleled in the annals of time.

All of these we have seen and heard. We have felt
that this is a picture, not only of your progress but
also of the nation's development, of the strength of
all the people, North, East, South and West. For
truly, New York City is an expression of the produc-
tion that takes place throughout the nation and
around the world.

And your city is but a part of the great
"Empire State.'" One of the countless assets of your
state and one of its greatest is a man of rugged
character and manner, and of tremendous ability and
vision —-— Robert Moses.

I wish we had one such human dynamo and leader
in each of the fifty states. It has been my privilege
to watch and feel his drive, not only in connection
with the St. Lawrence power project, but also the
Niagara power project as well., I led the fight to
give the State of New York the right to build the
Niagara hydroelectric power project —— one of the
greatest in the world. You are now building it. You

are bonding your own assets to finance it,
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I led the fight to enable you to consume most
of the power to be generated by it for domestic and
industrial use within your own state.

That power is a necessity for the continued
operation, the growth and expansion of domestic con-
sumption and your thriving industrial economy. That
great project and Robert Moses, who ‘did so much to
get it underway, are, however, but symbolic of the
building of the Empire State.

It was in the early dawn of our nation's history
when the pressure for a transportation route to the
"West'" induced New York to build the Erie Canal. 1Its
promotion and building are now history, but it has
long been a monument to the vision, daring and courage
of the people of your state.

To me, however, its greatest significance is in
what it has meant to the nation and what it symbolizes
as we think of the future.

The Federal Government long since took a leaf
from your book and launched its own program of improve-
ment of rivers and harbors, building of inland waterways,
dams for flood control, hydroelectric power and

irrigation,
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Attracted by these imgrovements, people by
the uncounted millions have migrated to the
improved areas to play their part in the enjoyment
of the benefits and building the econcmy in the
areas where the Federal Government has thus far
spent great sums of Federal tax money. Efforts of
people everywhere have increased to an intensity
never before known to expand the Federal Government's
program of development of our natural resources,
primarily soil and water,

We, in Oklahoma, are working with the zeal of
crusaders for such projects. We know that their
development will determine what opportunity we can
have in building an industrial economy in which our
state and its people can grow, increase and prosper.

Now, the people of New York pay more income
taxes to the Federal Government than those of any
other state. We know that you are keenly aware of
this fact. Yes, even painfully aware of it. I hope
that your feeling in this regard is helped to some
degree by the knowledge and assurance I now give you
that we, in Oklahoma, are really grateful to you for

the tremendous sums of Federal taxes you pay. In

fact, and I say this in all reverence, we hope and
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even pray that you may live long and prosper more

and more and accordingly pay more and more Federal
taxes in order to make it possible for.us.to.expédite
the building of projects in Cklahoma.

We, too, pay vast sums in Federal taxes, and
when we have developed our soil and water potentialities,
we will pay much more. We know that this will be of
benefit to our country, and also to your state which
has the largest volume of trade and commerce of any
state in the union.

And, then I want to make this clear to you that
while we are more interested personally in the
development of the soil and water resources of
Oklahoma, we will work just as diligently for the
development of your soil and water resources as is
appropriately possible.

Your navigable waterways have been of inestimable
value in the development of your industrial econocmy .
If it conforms with you wishes, their improvement,
enlargement, extension and ogeration should be paid
for by the Federal Government as are those throughout
the nation.

Yours are a part of the 23,000 miles of improved

inland waterways which have been develoged since the
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building of the Erie Canal. It was the forerunner
of barge transportation in America. The mighty
St. Lawrence Seaway with its international identity
and its enormous potential for growth and progress,
not only along its shores, but for the nation, is &
product of the same impetus that produced the Erie
Canal.

I am not one who regards the expenditure of
Federal funds for such projects as "pork barrel."
I know of no national and domestic responsibility
of government more worthy and more important than
that of conservation of the water resources and the
development of the waterways in our country. The
need for more and wider and deeper harbors and water-
ways is illustrated by the experience of the first
big trans-Atlantic steamer, '"The Great Eastern,"
which came to our shores a century ago. She required

a channel thirty feet deep. Thus Pcrtland, Maine,

was the only harbor on the Atlantic Sea Coast she could

use. New York harbor was then only twenty-three feet
deep. The Great Eastern failed commercially because

she was too big for her day. She did make history

though, and earned undying fame for making possible

the laying of the Atlantic cable where smaller craft
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had failed. And, also, she pointed the way to the
development of harbors and waterways which could
handle ships not only of her tonnage and draft, but
also those of the super-specifications of today.
Transportation today is one of the largest
business operations in America. The public spends
about $65 billion a year for transportation facilities,
equipment and service., This is about one-sixth of
our national income, Yet the transportation business
is one of the fastest growing in our economy. Its
traffic grew from 544 billion ton miles in 1939 to
one and one-third trillion ton miles in 1957. Only
an integrated system of highways, airways, railroads,
waterways and pipelines has made possible an increase
in industrial production similar to the increase in
transportation, It amounts to more than two and one-
half times what it was twenty years ago. Each type
of transportation has its place in the pattern, Each
complements the other and all are necessary. A
significant fact about the industrial development in
the past ten years has been the growth of new indus-
v//irial plants, facilities and capacities along our
navigable waterways. In ten years we have seen a

$15 billion expansion of industrial plants in the



(8)

Ohio Valley. At the same time, we have seen tremendous
developments along the Mississippi River and its
navigable tributaries, as well as on the Gulf Coast.
This expanded industry along our navigable waterways
not only enables our country to grow more rapidly

than would otherwise be possible, it feeds a constantly
increasing volume of business to the entire nation,
including all other forms of transportation. It is
especially noteworthy that some of our most grosperous
railroads today are those which parallel the tremendous
industrial developments along our water routes.

When I see New York City and state of today in
relation to the nation of today, I wonder what tomorrow
will bring., Let's lift the curtain of the Golden
Sixties and the fabulous decades beyond and inspect
their entrancing possibilities. We are aware that it
has taken 352 years to achieve a population of 180
million Americans. Yet Census Bureau experts assure
us that the number will double in forty years. Our
mighty agricultural and industrial economy is now
producing at the rate of $500 billion gross products
per year, Authoritative engineers assure us that this
production will double in twenty years. By 1980,

they say the value of our gross national production
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will be $1 trillion per year based on the value of
the '59 dollar. It seems very probable that in that
year our population will exceed 240 million.

Where will the agricultural production occur?
Where will the enlarged and new industrial workshops
be located? And, now for the $64 billion question —-
Will New York state achieve for herself the same
relative position in the America of the Eighties
that she now claims as her own? The answer can be
found in the quality and quantity of your water
resources. Look to your inland waterways; look to
your deep channels and enlarged harbors; look to your
industrial, agricultural and municipal water supplies.

The nation as a whole will require two and one-
half times as much municipal water in 1980 as we used
five years ago. The six major water-using industries
will use three and one-half times more water in 1980
than they were using in 1954, The electric power
generating facilities will require four and one-half
times as much water for cooling purposes.

Water is more than a natural resource. It is a

necessity of life. It is the priceless ingredient for
continuing increase in population and growth in

industrial and agricultural production. The necessities
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and uses of water in modern society are so tremendous
that they stagger the imagination. The Department of
Commerce tells us that the cities and towns in
America must invest $80 billion in the next twenty
years to keep abreast of the requirements for domestic
and industrial water. Four years ago the Army Chief
of Engineers reported that many areas even at that
time were "constantly going through the ceiling of
available average water supply.'" Even on the basis
of our present national population, a U.S. Geological
Survey hydrologist finds that most water which is
immediately available, and inexpensive at each
individual point, is already in use.

Please do not misunderstand me. I do not regard
these problems as burdens, but as opportunit ies,
They are burdens for:men of little mind and limited
vision and inadequate initiative or resourcefulness.
They are the source of nearly as much worry to the
pessimist as the pessimists are to a growing, thriv-
ing, prosperous America.

I am reminded of an incident that todk place in
Congress soon after the turn of the century. Members
then complained of the burden of bureaucracy to the

government. People at home were demanding the
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year, complaining that it contained provision for
some sixty new starts which his _Budget Bureau had not
approved. He reminded Congress that he had declared
a policy of '"no new starts." Imagine if you can

what America would have been at any point in her
glorious history had she been shackled by an effective
policy of '"nmo new starts." There would have been no
government of the United States of America had King
George's policy of "no new starts" prevailed. And
then, upon the founding of a government with thirteen
states —- that would have been it!

America has reached the greatest heights of
wealth, power, industrial production, growth and pros-
perity of any nation in all history because its people
believed in and practiced "new starts." I'm glad my
father believed in new starts -- else the log cabin
in which I was born would never have been built. And
then, tragedy of tragedies, had he practiced no new
starts, I would not now be enjoying this blessed
privilege of speaking to you here today!

The America of 1980 with its 240 plus million
people and its gross annual national production in
excess of $1 trillion will be the product of "new

starts" of today and tomorrow.
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I told you a moment ago of the estimate that
our cities and towns must invest $80 billion in the
next twenty years to keep abreast of requirements
for domestic and industrial water. Add the presently
projected Federal program to these figures and we
learn that the total cost of all water development
projects during the next twenty years will require
in excess of $180 billion.

This program is an absolute necessity for the
population, economy, and way of life in our country
two short decades from now., It is an absolute
necessity if we are to maintain and develop the
military strength and power required for our survival
in this modern world. It is an absolute necessity to
meet the challenge of the Soviet rulers whose spokes-
man, Mr. Khrushchev, now says that he will not need
to engage in military conflict to win the cold war
or humble and subdue the free world. He has declared
that Soviet Russia will achieve its aims of world
domination through economic development and power,

We stand today appalled at the sight of a godless
nation and a pagan philosophy daring the free world
to meet it in comgetition for economic growth and

progress.
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Undaunted and unafraid, America will.:-answer
this challenge. I know that the Empire State of
New York and her proud people demand that we accept
this challenge. They will cooperate in meeting it.
To meet this challenge, we will plan ahead, and then
work our plans, to adequately conserve our water
resources and develop them as the prime necessity
in reaching our goal. This we must do to achieve the
agriculture production required. This we must do to
build the industrial workshops our people will require.
This we will do to improve and provide :the recreational
facilities for the teeming millions of Americans of
today and tomorrow, who in their increasing periods
of leisure will need them. Man who is made in the
image of God feels an irresistible urge and necessity
to spend increasing amounts of time in nature's
environment as God made it. He yearns.for the murmar
of flowing water from pure mountain streams. He
yearns to see the glint of the sunshine from the
surface of reservoirs, large and small. Man is renewed
when he walks within the arches of the cathedrals among
the trees of God's forests.

A stronger, nobler America will be built as its

people are permitted to enjoy the recreational
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facilities of a natural environment as nearly as we
can keep it like the Creator fashioned it.

The people of the world respect you of the
Empire State. The peogle of the nation envy you with
your natural resources, and unlimited quantities of
water. They glory in the opportunity which is yours
to play such a great role in the building of the
America of tomorrow.

To contemplate the phenomenon which is the Empire
State not only strains our powers of perception, it
staggers the imagination. Nothing like it has ever
existed before. But mark these words: Your fabulous
economy has been possible under God, but is man made.
And God is no respector of persons. What man has done
here, men are now doing elsewhere. Listen! Are you
listening? If you are, you can hear the thunderous
roar of the proud and mighty production machines in
which the men and women of other states are even now
threatening to catch and surpass you.

I know they cannot do so, except by your permission,
Does their youth and vigor make you relatively old and
feeble? Not at all! Do they possess a boldness and
a daring which you once had but now have lost? Never!

Yours is the tradition and glory of leadership. It is
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written in your factories and mills. It is attested
on your farms and meadows. It is certified in your
giant financial institutions which have achieved

not only nationwide but worldwide leadership.

A1l of these are fortified by the abundance of
your soil and water resources; by your vast forest
and minsral wealth; by the wisdom cf your leaders;
by the daring of your men and women; by the courage

and fidelity in the souls of your sons and daughters.
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Diseconomies of large scale farming. From Pike, Herbert W.( i
"What's wrong with Russia's Farms", USN&WR Sept 2 1955 pp. 28-89.

Cornfield shouldn't be longer than half a mile. You start with
empty wagon at end, don't want it to be full until you get home.

Large fieldg, get different soil conditions that call for different
handling.

Must keep adapting your plans to weather, change daily.

Very hard to supervise men at distance. Russian farm chairman
said his biggest mngmet problem was communicating with his brigades,
was going to instal telephone system for it.

/ Pike sums it up, they need Yg£{ fewer large self-propelled farm
machines and more self-propelled farmers.,

They lose something in yields, but still use many men per &acre,
main loss is in efficient use of manpower. Just can't supervise
effectively and, with so many, ¢ff and low wages, use them for all
kinds of unecescary things.

Fetish toward large machines. Cumbersome and impractical,
inflexible.

' "I think, as we have found in America, that as they et rid of
horses they will need more small tractors.

During war much trouble with collective peasants grasping
more land for individual plots. But then reinventoried, took it
back. And now peasants don't give their private plots better care.

No chemical weed killers such as we use, bad weed probbdems.
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"Some organizations use up so mucin energy and time maintaining a feeling
of harmony they have no force left to work for the object for whica the
organization was created. The only harmonious organization that is worth
anything is one in whieh all members are bent on one purpose -- not to get
along with itself but to get along to the objective. I pity the soft and
flabby who must have an atmosphere of good feeling before they can do their
work." -- Henry Ford

(31!-78: P 278)
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S.F. Needy
To Get Free
Legal Aid

Needy San Franciscans snarled
in knotty legal problems soon wil
be provided with adequate help—-
thanks to the city’s lawyers.

The 2900 attorneys will back a
new Legal Aid Society operating
on a $45,000-a-year budget, the
society’s president, Herbert W.
Clark, told The Chronicle yester-
day.

Clark said it is hoped the new
society will open offices some-
where in the financial district by
October 1.

Clark made the announcement at
the opening of the National Aid
Association” 30th annual confer-
ence at the Sir Francis Drake Ho-
tel yesterday. The three-day gath-
e ring is one of the preliminaries
to the American, Bar Association’s
'meeting here next week.
PART-TIME SOCIETY

A Legal Aid Society has operated
here since 1916, but only on a part-
time basis.

“They've always been hampered
by lack of funds,” Clark explained.
“They’ve never had more than
$13,000 a year to spend and all
of that has been Community Chest
funds.” ¢

The Chest has agreed to give the
new society $15,000 annually, Clark
said.. The other $30,000 .will be con-
tributed by the lawyers.

“We are assessing each law firm
partner $100 and each associate $50.
Individual attorneys with more
than five years experience will pay
$10 a year and with less than five!
years, $5,” Clark said.

The new society: now has nearly
$25,000 in its coffers ahd all that
remains to be done before it starts
operation is to select a chief coun-
sel and his staff.

5000 CASES A YEAR

“We expect a case load of 6000
L year,” Clark said. “We hope to?
ecome so well known that every
oliceman and social worker will
wutomatieally refer indigents who[
1eed legal aid to us.

“In the past many lawyers have
aken these cases out of charity.
ut the situation requires a profes-
ional organization,

“We make much of the phrase
quality. under the law, but you
't have such equality without
‘oper legal counsel.”

The new society will aid only in
vil cases. In criminal actions, the
blic defender’s office provides
e help to defendants in the
ate courts.
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to the records showing the location of the company's land and such

records as he had regarding the amount of timber. He stated that the
company did not have any reliable information regarding the amount of
timbena on its land, & this statement is believed %o have been made in

oh-3 entire good faith. " . S4g
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p. 35 Cites aAlfred P. Slean, sales committee, #& mtg, 1925.

""There are so many people involved and it requires such a tremendous
effort to put sometiiing new into effect that a new idea is likely Sy
to be considered insignificant in comparison with the effort that it 4
takes to put it accross."

Cited from 1939 FTC rep't on motor venhlcle industry.
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9% LAND & L LBERITY.

(Continuation of Conference Report)

1952, for the coming into force of the revised valu-
ation of property consisting in bare land. It remained
to be seen what would result from the publication of
those valuations; they awaited the -prospect of a
Finance Minister seeing the wisdom and justice of
replacing some of the most injurious taxes by a tax
on the value of land alone. Meanwhile, they carried
on, convinced that under the pressure of events in
France, as in other countries, the old way of favour-
ing the selfish and the complacent would inevitably
be abandoned.

Where Smallholdings Excel

At the evening session following an excursion to
the smallholdings colony at Nisley, M\rk_ﬂml,d
Gronborg, principal of the Odense School, spoke to his
IW%mallholdings—Large Farms,” in which he
contrasted the yields and returns under these types
of agriculture. It is a matter on which Mr. Gronborg
has made himself an acknowledged authority. The
comparison is made between 312 smallholdings of
under 10 hectares (24 acres) and 67 large farms of

over 100 hectares, based upon the official agricultural
survey for the year 1949-50. The economic tests as

RESOLUTION OF THE CONFERENCE

WE the members of the Eighth International Conference to
promote Land Value Taxation and Free Trade, assembled at
Odense, Denmark, 28 July to 4 August, 1952, declare:

The fear of war is with us but if we can find and remove
1 war. If we do not destroy the

AUGUST AND SEPTEMBER, 1952

to milk yield per cow, corn and other fodder crops
per hectare, number of domestic animals per
100 hectares, etc., are all decidedly in favour of the
smallholdings. Another table shows that, with the
greater number of cows per unit of area and the
greater milk yield per cow, if 100 hectares now
belonging to large farms were transferred to small-
holding cultivation, the actual increase in milk pro-
duction would be no less than 197,316 kilos. The
general results are the more surprising when it is
realised how _war-time and post-war _restrictions

work especially against the smallholders. No one
should forget, Mr. Gronborg stated, that smallholding
cultivation in Denmark is based on_open frontiers
With_j@,immm_w_r&m&ﬂimg,s\n%&m@ltv,

at low prices. But for several years they had neither
plentiful imports nor low prices for raw materials,
so that the smallholders had not been able to produce
at full power. On the other hand the large farmers
have had a special advantage because they are corn
sellers and corn prices have been high. In spite of
these advantages, the results of smallholding cultiva-
tion are still much superior to those of large farm
cultivation. Moreover, and this was the great point
in the argument, they could see the immense possibili-
ties through the full application of land value taxation
and free trade as demanded in the famous Koge
resolution of 1902, so that, as that resolution said,
“small farms and independent husbandry have proved
the most advantageous form of agriculture in the
interests both of the community and the individual
and may therefore be expected to become the most
general, and in future possibly the only, system of
Danish agriculture.”
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(Continuation of Conference Report)

growth of population increased the land value of
Adelaide from £3,856 to more than £19,000,000. The
paper concludes with a tribute to that enlightened
land reformer and greatest of British Colonial
administrators, Sir George Grey.

There are not toco many People

The cause of apparent over-population to be found
in some countries and the consequent renascence of
Malthusianism was in every case directly attributable
to mis-government. Such was the theme of the paper
entitled “The Dispossessed are Over-Populated” pre-
sented by W. A. Dowe. Specifically this lay in
permitting land monopoly and in fostering protec-
tionism. Governmental direction and control bred
scarcity whereas individual freedom and unprivileged
private enterprise made for plenty. But when people
demanded freedom and equality of opportunity they
were given a plan, involving large expenditure, the
outcome of which was that while temporary relief
was given to the sufferers, the rent of land was raised,
thus benefiting those who could pocket that. These
plans—the Colombo and Marshall Plans and Point
Four Programme, for instance— appeared with
monotonous regularity. They were but sketchily
explained to a credulous world, acclaimed as intelli-
gent statesmanship, and then always revealed by
circumstances to be so inadequate that fresh plans
had to be devised. The greatest evil of our time was
landlordism. It flouted the moral law, standing
athwart all economic well-being. Nothing short of
its abolition and the restoration to the dispossessed

o I
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lay in their own power. Since the State possessed
nothing save that which it had appropriated from its
citizens, every welfare scheme necessarily involved
confiscatory taxation. Producers were impoverished
so that sectional interests might be benefited. The
dispensation of public monies endowed government
with coercive powers to regulate labour, direct in-
dustry, prohibit the building of houses by private
enterprise, impose arbitrary penalties, and exercise
economic pressure. All these were the political
machinery of the Slave-State,

The Welfare State was a complete misnomer. What
they must have was the Just State and this could
be accomplished only by securing the abolition of all
taxation on labour and industry, the repeal of legisla-
tion which denied the individual the right to dispose
freely of his property and which deprived him of
responsibility for his own welfare, and the collection
of the ever fructifying communal wealth, the rent of
land.

Outlook in France

M. Max Toubeau with his son and daughter-in-law
(who herself is of Danish parentage) and M. Pavlos
Gianellias made up the small but select delegation
from the movement in France. The company of two
of their eminent colleagues—M. Daudé-Bancel and
M. J. A. Simonet—had been expected but circum-
stances prevented them from travelling and their pres-
ence was much missed. In his paper, “France Faced
with the Need for radical Fiscal Reform,” M. Toubeau
outlined the developments in the French tax structure
from the days when the Physiocrats led by Quesnay,
Turgot, Dupont de Nemours and others had influenced
T Y ) PP v e -
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367-9 lMany citations that increased size does not bring
more efficiency. The best: sgr

"Knowledge & tecinical abllity have given place to financial
influence .... We have learned that the linit of growth is soon

centralization and combination always produce increased ef'ficiency
and profit is a bubble that has been prickéd." -- ®, 3. Suffern, in
NY Times Annalist, Nov 3 1913, article on "The Apparent Failure .of
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"The majority of the labourers are paid by large estats owners in
money. In the large estates in the Delta labour is organized in

gangs under an overseer, The gang system is dpen to obvious abuses, 5774
employment of children and exploitation by the gang leader being the

worst. It is not uncommon to see gangs of small girls, from five years
upwards, picking cotton, followed by the gang leader with a whip. pp.36-28,
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p-#l
%?£Zé§<f\§ Consider, now, in\ general way, what diseconomies-to-scale are
‘ encountered. Ingenigus plans proposed to make largescale

orzanization economical. Lange even proposed system for

unifying whole economy wunder socialist control, Raziz still

leaving some scope for individuals. Basic problem: operators

deal with capital, must make many little decisions daily about
maintenance, rate of depreciation, etc -- basically, same problem

as with tenant, don't repeat\much. Xoxszmixex Central administrators
always wrestling between allowing scope -- & thus giving rbom to
abuse; or kamxk confining withA red tape, preventing abuse --

thus takinz scope % incentive. \ lhe bigger you get, the harder

to effectively supervise men & maghines; % the more the men's

e ATy

own interests would differ from company's interests -- they would
tekeIiesure, % abuse squipm bl en £ 5 J1O ‘“’r"'"‘ x._-n..._.. )t hiihing.

take on these costs, achieve no returns to scale.

#hen a holding gets so big, are also taking on more & more of
— Qucote Hornecre A s

these costs, with no advantages from increasing scale.} ihen you
just split up into\ several unintegrated operating units, have all
disadvantages, none \of advantages of scale. Thus can consider
those who man outlying bastions of far-flung corp empires as
(Attach sheet. Maybe leave this

being much like tenants

deeper thinking until after hyvothesis)

units /A»g 7‘50&%;' of o W/';?’ bl I




SR G i s TS | P T L ;
| p. 7-8: "Concentration of the ownership of farm lands into the hands

|
f of a few implies uneconomic management: fistrly because life of rela- |
tive ease and comfort deadens thne incentive of owners to

introduce and enforce practices conducive to maximizing

production; 2dly, because the ability of management to render effective
surveillance decreases as the number of units under 5166

supervision increases."




o, T Uit o i

§&+ /w-1?yuywﬂ "The five great southern staples became plan&ation

staples because each o f them permitted long-continued routine work

in their production." "In truck-farming, dairying, cereal production,
when there are long lay-by intervals to be filled economically with
odd jobs, and in most sorts of frontier industry, there are positive
requirements of versatility and reliability on the part of the laborers;
and in these cases no amount of knowledge and will-power on the part
of a large-scale employer can make up for a defieiency in the neces-
sary qualities on the part of his employees. Therefore tne plantation
system, with its crude type of labor, was clearly debarred from these
enterprises." Ulrich Phillips, "The Decadence of the Plantation
System", Annals of Am Ac of Pol % Soc Sci, Jan 1910, pp. 38-39
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Levy, 5 5/0/7L

Sir Francis Channing: "It is an age of extreme luxury, when
estates are bought by the enormously rich for social prestige, and
without thought of the duty that attacnhes to tne owner of land as
the nations trustee. “ith many, tne passion for sport overrides
everything, and will throw every obstacle in the way of sub-division,
which endangers the interests of shooting or of hunting." in
Small Holdings rReport, 1906, p. 52

Generally cusces out backwardness of present English agric. in

these pages. Seems to think it was ok in past, but now he thinks
is too much in corn, should be shifted to smaller holdings,
should rent to "tenants who are prepared to wring greater results
from the soil by the sweat of their brows", but don't, tnus
produce wrong thnings.

Stresses political % social motives.

po. 8-2l;, Excellent. Of larce landholders, interested in sport etc.
Ihe rents may be small, but he has the satisfaction of bein: a
landlord; and so long as this is his object, he is ready to Say more
for the land than its strictly economic value would warrant. 'There
are landlords holding even large estates to whom it is not a matter
of serious issue whether they gzet any profit from their estates.':
(source"of quote: W. J. Malden, "The con version of arable land into
pasture”, 1898, v. 25) and there are othe s who find farming

'the pleasantest of recreations, giving healtn and pleasure farm

Seyondnyacntin% znd horses', even if the 'farm accounts year b

jéar shnow a substantial balance o h ! : z

P e, T &,JM?, — Mon the wrong side' (source: nagsard,
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i large proportion of ‘ population lives on huge
T managed by few wealthy landlords who very seldom see thelr
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"The Sheikh as Landowner. This wholesale alisnation of the land
in large blocks to the sheikhs causes injustice to the cultivators
and also creats great obstacles to future d=velopment. The sheikhs
as a class are wealthy and important, since they control stocks of grain,
and hoard the output of their estates: but they hav= no value in relation
to the mangement of production. 'He is in fact too big a man to £ be a
farmer and too indolent, corrupt and uneducated to make of himself
anything else. As regards agricultural activity, the sheikh 18 completely
unimportant; he takes little interest in seed or ground preparation, is
more ignorant than his farmers about such matters and performs his
large-scale water-sharing functions at the recuest and on the representa-
tions of his farmers and through his agents,'®* Thus the bulk of the
land has come into the hands of a class from whom no leadership in
agricultural methods can be expected and which”tyrannous, callous, and
oppressive." p.113 #From an unpublished report prepared for V.,%,S.C.
on 'Land tenure in Amara Liwa', 1944, s5/7¢ 7A47




One man cannot supervise more than a few other men without
reducing his instructions to covegytﬁe barest outline of their
total behavior, or simplifying their work so they are little better
than machines. He zRkaax®x compromises somehow between routinizing
them on the one hand, and losing control of them on the othef, in

the one case failing to exploit their full abilities, in the other

case failing to turn those abilities to his advantage.
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HWot won “Jp. 358 "The only empirical studies whicn have been made to test

g%ﬁ?”*’ returns to scale in agric. suggest either decreasing or constant
most op-ns returns." But not conclusive. Cites self, 359, "Production Functions
fir — from a Random Saumple", JFE, v. 28, a table showing elasticities
FRe ) of returns to scale for various kinds of farms in Ia. A4ll are less J5/2¢

I-¢. Thatpont than 1: i.e., the proportional increase of output is less than
/h4¢aw;‘ proportional increase of inputs, including land. Indicating they were
‘7 all already large enough or too large. -- whatever their present
wonat . size. Not clear how he did it.
‘ p. 350, says that farm mgmk mgmt studies "over past several decades"
have "provided inferences" R -of returns to scale -- I think he means
they took it for granzfgﬁgp§5 proving, & he is mildly criticizing.

p. 360 M"Wuch work is yet to be done before any refined
knowledge will be had ab onships in farming." 1i.e.,

subject is up in the air. 2
'l LG 3 ——"':c,":‘ - ‘ . ‘ >
Mo ec. o p. 370 Few economi o sca. kﬁanimab.p&a@m&eﬁ—. Upt.
sewle, number that 1 man_ ‘ % 2 do little better. s, 6,4

E e ' - ted . M!‘ mimimize cesry, :
Ia. AES ! ! e 0 Priwin g s
ol ot W roject 1135.  With various kinds of 7 .

st THOY ave reach a minimum at d

ﬂ%:L7;:a coszs dowg?w ?:kigflToge maﬁhines of small sizeiffgigggiggofié
litéle. The 1- - Somewhat below some of bigger
more reduction §i0:0220h1ne combination(whateve%gthagn§:3 ;?zlggrgo
acre is $29.17. The p.. ;20T &cre after 80 acres, where its cost per

1-plow & 2.piow arnlow combo 120 acres, $27.12/acre;

'
3-plow unit, 280 acﬁfg?eggg.igmbined, 20 acres, $26.82 5/2¢4

hese g
effects apt to p ~2886 differences are quit -
e e smal
Check source. —"emPed by other factors. , EE theip
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CW g s 'Large-scale ovmership YlOJ.nS, of crs, tnntry or
: 1BPe o il 1% e.es tnntry here & wg lbr there, accrdg to

M . : . S . S/6
TTnntT prtelr circmsncs nt always easy to floT,; & tho the lbrr may e
77 berm a tnnt & th tnnt an owner, such xfrmbtns are too few &

47

settrd to affet th gnrl cndtns. Th grt mss of th 1nd is held

by an insgnfent few, who do w it as they will, & the ideal of a

rural society composed of man; small um.b owners, each a tiller
‘ of the soil -- the ideal of socially minded men in all times ---

is ong,so far as so.Cal is concerned, for which thr is not the

slightest vresent basis of hope."
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P. 256 Chile.
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"As in Bolivis

» 80 in Chile, tpe enormous size and low 51524 ;‘
effici of the hacienda op fundo is the most striking character-
istic of vhilean agricul ture."



. 80 Two man farm, they think "Witiout question" is most

Fe F,, o 4 S'//?

P. : or livestock rise after nerd
reacrnes certain number. Cites Wileom % Rauchenstein, JFLk, v. 30, S/
pp. 721-22 : "..several herds of 1°0 cows or more were studied.
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P. 56, opine that "In most lines or farming, especially those
involv ng livestock production, eéconomiesg é&rising from the scale
of operation are rather full7 realized on the medium to large
commercial familyﬂ;ﬂsgs."

A L ’ —

- De 252 "o actual work on the haciends
serfs ang slaves, who were in no position to i : -
agricul tural techniques,™ (Venezuela, c. 1908)
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Of Parched Land in Grand
BN ST 51 S

Coulee Dam Area
le rhat ,wvw-m/J-.W

rinel
PN OVmg

?-441 cemmpl,
Special to THE NEW YORK TIMES, 5 P ,//”M

SAN FRANCISCO, June 27—
Water-pumps so big that one
dozen will provide irrigation for
more than 1,000,000 acres are now
under construction for the Grand
Coulee project in eastern Wash-
ington, the semi-annual convention
of the American Society of Me-
chanical Engineers was told here
today. |

They are by far the largest
pumps ever designed. In operation,
each will have a capacity of 1,445
cubic feet per second and each will
be called upon to hoist its water
some - 350 feet. Hach will move
apout ten times the amount of
water used by the entire city of
San Francisco, and lift it twice the
height of Niagara Falls.

The pumps were designed after
two and a half years of research
at the California Institute of Tech-
nology in Pasadena. Research en-
gineers say that even larger pumps
could have been used and are
feasible from an engineering
standpoint. However isting

foundries are capable of building
gger pum and existing rail-

road tunnels and bridges are not
b1<r enough for them to be 1 d.

ix of the pumps are already
under construction and six more
will soon be built. They are ce
trifugal-type pumps, each driven
by a 65,000-horsepower motor at
200 revolutions per minute. When
installed, they will have a capacity
far exceeding that of any pumping
plant now in operation.

They will be used to draw water
from Lake Roosevelt, which
stretches 152 miles behind Grand
Coulee Dam on the Columbia
River. They will lift the water
to a reservoir, whence it will flow
through an intricate system of
canals and ditches to irrigate land
now parched and useless.

The contract for manufacturing
the first six units has been
awarded to the Byron Jackson
Company, pump builders, and the
Pelton Water Wheel Company,
turbine builders.

Details of the pumps were de-
scribed by E. B. Moses, hydraulic
engineer with the Bureau of Rec-
lamation, and by Carl Blom and
Ira Morgan White, engineers for
the manufacturers.

———————————————————
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Contrasts between large and medium-sized firms, 1979

Notes by M. Gaffney for use in Econ. 160, S86

Fortune Magazine publishes annually a summary of data from the
largest 500 industrial firms in the United States, with size
defined by sales. Utilities and financial companies are excluded.
This group is known colloquially as the "Fortune 500". The
following data are for 1979.

Table 1: Employees per $m of Net Worth and Total Assets

Size Group Employees/Net Worth Employees/Total Assets
How ranked: How ranked:
by NW by NI by TA
Top 10 229 19.3 10.8
Next 490 37.2 87 17.2
Middle 10 57 .8 40.5 17.9
Bottom 10 93.5 58.1 40.3

The data show that the larger firms, and especially the top
10, are much less labor-intensive than smaller firms. (The top 10
are so much larger than the average Fortune 500 firm that they
possess 25.2% of all the Net Worth of the 500.)

Note that the method of ranking affects the outcome, a
principle known as "regression fallacy". If we had ranked by
Employees rather than Net Worth the principle would have acted to
weaken the findings. Ranking by NI (Net Income) is more neutral in
this regard (but not completely so, because NI is related to NW).
Statisticians you must watch like a hawk.

But why is the first column more extreme than the last one?
That is because smaller firms use their credit more heavily than
larger ones, as shown in Table 2.

Table 2: Net Worth as share of Total Assets

Size Group Ranked by NW Ranked by TA
Top 10 .49 .49
Next 490 .46 .47
Middle 10 .47 .46
Bottom 10 .33 .46

Table 2 illustrates the tendency of smaller firms to use their
credit harder. The first column is biased to exaggerate the
finding; the second column to offset it. Comparing the two, you
see there really is a finding.
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enator charges that bureaucracy
is undermining the armed forces

(The writer, a Democratic U.S. senator from A new way of looking at the nature of conflict
Colorado, has served on the Senate Armed Services has been explored in the work of a retired Air Force
Committee for seven years.) colonel named John Boyd.

By SEN. GARY HART Conflict, Boyd argues, is a matter of <o a-
New York Times Special Features tion-orientation-decision-action cycles,” which eac

It has been more than 30 years since the last “Gontending commander consistently repeats. First,
c!ear-cut American victory, the brilliant and auda- the commander observes — not only with his eyes
cious landing at Inchon. . and ears but with his radar, reconnaissance, etc. He *

Vietnam, the Pyrrhic victory in the Mayaguez orients — that is, he forms a mental picture of his
affair and the failed Iranian rescue attempt all relationship to his opponent. On the basis of this
attest to some_deep-seated problems in our armed picture, he determines a course of action — he
services. Yet our national defense debate, in Con- decides. He acts. Then he begins observing again, to
gress and in the press, continues to revolve largely gee the effect of his action.
around how much to spend. New ideas, from inside The commander with the faster cycle will even-

or outside the services, are seldom heard and less tyally win, because he i i ething

often welcomed. et by e e e-cpemy. gt Ssacion
A growing number of my congressional col- {aFt of ils own cycle. The enemy’s action becomes

leagues have come to feel that there is something jrrelevant. '

profoundly wrong. We have joined in what amounts It stands to reason that rapid execution of the

to a military reform movement, an alliance of Boyd cycle requires commanders with boldness,
(mostly younger) military officers, civilian defense imaﬁination and _initiative. Yet by and large, {his is

analysts and members of Congress. The reformers’ ngf the type ol person being pro in our armed
goal is to bring our defense priorities back into line SgFvices today. The cycle puts a premium on decen-

with what history tells us is important in winning — tralization, since rapid decisions can be made only
and, therefore, deterring — wars. by the offic et we are busy

In seeking to determine where we have gone Tgr%wmg&ummmw the latest
wrong, we must start by looking at the basic build- {echnology, so the president or a general in Wash-
ing blocks of any military: (1) personnel, (2) tactics ington can direct a platoon halfway around the
and strategy and (3) hardware. : world.

Personnel que.stmns are usually discussed in ~"The Boyd theory has implications for military
terms of pay, service entrance tests, and so on. But equipment as well. In research and development, as

these issues miss many of the most critical aspects well as in procurement of new weapons, the changes
of military personnel policy. made must be quick and major, so as to make the

One such issue is unit cohesion, the Es¥chologi- enemy’s equipment irrelevant. In our military es-
cal bonding between individuals that takes place tabhsEment, tiie changes are far too slow. A major

WITHTA The-small, basic unit — the fire team, the new weapons system_can be 10 to 20 years, in
squad, the aircraft crew, the ship’s section. In the development. Qur procurement policy favors weap-
stress and chaos of combat, people fight less for On——""[—‘T———-“‘Eﬁ"L_‘S 50 complex and expensive that.we must keep
“king and country” than for their buddies. If the them in '—'L_—T—T“P_H—-_servwe or_decades to get our perceived

person next to them is not a buddy but a stranger, money’s worth.

they are more apt to sit out the fight or break and —ZAng@ much of our equipment is too complex to
run. : : i ; work well on the battlefield. Look, for example, at
Cohesion can develop only when a unit contains the Army’s new M-1 tank. It has all the technology
the same people for long periods. It takes time for money can buy — a gas turbine engine like an
strangers to come to rely on one another. Today we ajrplane’s, a computer to control the gun, special
do not provide that time. Many Army combat Jayered armor to stop enemy anti-tank missiles. But
companies have a personnel turpover rate.0f 23 it has to_stop-forrepairs every 43 miles; the engine
W the highest in the eats up so much fuel that it gets only one mile for
. S50 our troops remain strangers to one an- every 3.86 gallons; the troops often_cannot even
other, and strangers do not fight well together. Opﬁm@w'“ﬂ and the
When we look at tactics and strategy, we find armor is ineffective against shells fired by enemy
that here, too, basics tend to be ignored. Our tapks. Is it really an improvement over the proved
doctrine in this field is based on a style of warfare wM-60 tank, which costs half as much?
known as ‘firepower-attrition, the.o.bJect.bemg to Pentagon spokesmen have taken to calling this
destroy the enemy man by man, killing his troops , gepate between quality and quantity. They por-
and blowing up his equipment fasteg' than he can do tray the services as supporters of quality, wanting
the same to us. We have fought this way for more .1y the finest weapons for our soldiers, sailors and
than a'century. : . airmen. They argue that this necessarily leads to
This s_tyle, however, is badl}f outdated. Fl_re- very costly, very complex weapons — the M-1 tank,
power-attrition can work for the side with superior the F-15 fighter, the big nuclear aircraft carrier. By
numbers, an advantage we no longer possess. We contrast, they label the military reformers as peo-
cannot overwhelm the Soviet Union with superiority ple who are willing to accept inferior weapons in

in manpower and material. We need a different ,rder to buy more of them — or, sometimes, simply!
style of warfare — “maneuver warfare.” Here, the {, save money.

object is to destroy the enemy’s cohesion — by . : :
creating surprising and dangerous situations faster In fact, the real debate is between two different
than he can cope with them. (See FORCES, Page A-7)
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Forces . . .

Theirww to problems naturally
leads fo some mistakes, and the promotion system
punishes them for these mistakes without rewarding
them for innovation. So problems persist and grow,
with the underlying reasons often unrecognized and
the proffered solutions largely conventi

(From Page A-6) : uninspired. :
definitions of quality. The Pentagon defines quality ""‘B%vTHid this situation come about? To some

in technical terms: High technology equals quality.

The military reform movement defi i -

tically, in te i tar st

mportant in actual combat. That definition leads
“—the reformers to empﬁasize such characteristics as:
1. Small size. Often, being seen means getting
killed. =

2. Reliability, ruggedness and ease of mainte-
nance. Fragile equipment is soon out of action.

3. Rapi . Our highly touted anti-tank mis-
siles, to cite one shortcoming, require the gunner to
guide the missile for about 20 seconds, a very long
time when someone is shooting at you.

4. tical terms, quantity is an
important quality. The finest fighter plane in the
world is in serious trouble if it is outnumbered 3-to-1
or 5-to-1 by enemy fighters.

The same characteristics that gi;é ‘a weapon -

tactical quality — small size, simplicity, ruggedness
— also tend to it cheaper. Thus, in most cases
we can choose between a small number of weapons
likely to be unreliable in combat and a large num-
ber of more effective weapons. Current Pentagon
policy prefers the former. i

Where have these misguided policies come
from? To answer that question, we must confront
some serious problems in the military education

aﬂf_l_plmmmmn.ﬂgt_em& -
All organizations need a balance among several

different types of abilities — leaders, to motivate
other people to overcome obstacles; ﬁanage;s, to
organize procedures and processes, and.theorists, to
determine ) . In a military
service, the theorist’s role is particularly impor-
tant; it is the theorist, more than the leader or
manager, who understands the art of war as a
whole. ;

Unfortunately, in our armed forces today, these
three roles have gotten badly out of balance. Our
military educational institutions too often stress

' _management, not leadership or theory. A cadet can
graduate from West Point or a midshipman from
.+ Annapolis with o ingle one-seme in

military history. As one cadet recently wrote, ‘“Ca-
dets are not trained to think and lead, but rather to

respond and manage, a situation that we find de-
plorable.” .

Poor education in the military schools is rein-
forced by poor training in the field. To become an
expert in tactics, a commander needs to spend time
in free-play exercises, where he faces an opponent
who is trying to surprise, confuse and defeat him.
Instead, most of our exercises follow rigid scripts,
where everyone knows well in advance what he and
his opponent will do and when. It is more like ballet
than war. It is management, not leadership or
‘actics.

The promotion process further reinforces the
‘nager’s predominance. ‘“Efficiency” and ‘zero
‘cts,” the hallmarks of the successful manager,
the best tickets to success. Yet the leader and
heorist seldom meet the ‘‘zero defects” test.

extent, the question answers itself: If the military
schools do not provide an education in the art of
war, and if those who educate themselves and act
on their knowledge are not promoted, there will be
few at the top to see the need. But that is not the
whole answer. We must look deeper still, into how
our armed services function as institutions.

There are essentially two institutional models,
the bureaucratic and the socialized. In bureaucratic

organizations, individuals focus on doing their jobs,

defined in narrow tﬁ%wms
model has become fypically American. We see the

attitudes it produces in the paper-pushing bureau-

cract, the congressman or senator interested only in

getting more grants for his own district or state, the
assembly-line worker who watches the clock i?tead
L

of the quality of his work, the executive seeking
laws to throttle foreign competition instead of im-
proving his product. ,
~ And we see it in the military. Adm. Elmo R.
Zumwalt Jr., the former chief of naval operations,
has described some of the ways it works in the
Navy. For the last quarter-century or more, he
writes, ‘‘there have been three powerful ‘unions’ as
we call them in the Navy — the aviators, the
submariners and the surface sailors — and their
rivalry has played a large part in the way the Navy
has been directed. . . . Whichever union a ‘com-
mander comes from, it is hard for him not to favor
fellow members, the men he has worked with most
closely, when he constructs a staff or passes out
choice assignments. It is hard for him not to think
first of the needs of his branch, the needs he feels
most deeply, when he - works up a budget. It is hard
for him not to stress the capability of his arm, for he
has tested it himself, when he plans an action.”
The bureaucrat’s narrow focus leads him to
believe that the success of his small group within
the organization is more important than the goals of

the organization as a whole. The socialized model,
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on the other hand, defines an individual’s job quite
differently. It seeks to persuade all who work within
the organization to focus on its overall objectives.

Bureaucratic behavior thus lies at the core of
America’s military inadequacies. It is a far more
fundamental problem than the budget level of any

given year. War demands rapid change, to present
the enemy with the baffling and the opaque, resolv-
ing quickly into th& Surprising and dangerous. But
chalﬁgﬁiﬁﬁy_@_mp_‘iimsets
the existing arrangements, the traditional fiefs. In

industry, bureaucratic behavior leads to bankrupt-
cies like that of Penn-Central. In government, it
leads to massive waste. In war, it leads to defeats
such as Austrglia’s humiliation by Prussia in 1866
and France’s collapse in 1940.

The Pentagon may not be a pleasant place while
we re-examine and reform our military services.
But it is far less pleasant to confront the new
realities for the first time on the battlefield.

The time for reform has come.

= =



The ECONOMIC INSTITUTIONS of CAPITALISM

Firms, Markets, Relational Contracting

Since the publication of Oliver Williamson’s
modern classic Markets and Hierarchies in
1975, transaction cost economics has emerged
as a viable and robust approach for studying
economic organization. Viewing corporations
not as production functions but as govern-
ance structures, its theory focuses on negoti-
ating, executing, modifying, and renewing the
myriad contractual agreements—formal and
informal—by which firms seek to economize
on the cost of transacting business.

Now, in this long-awaited sequel to Markets
and Hierarchies, Williamson develops and ex-
tends the transaction cost approach, applies it
to a range of economic institutions, and
probes its implications for public policy—
including its potential influence on antitrust
and merger guidelines, labor policy, and SEC
and public utility regulations. His brilliant
comparative institutional analysis consist-
ently ties questions of economics directly to
those of organizational theory and contract
law. i

Williamson begins with an overview of
transaction cost economics and its behavioral
assumptions. He also sets forth two crucial—
and closely related—principles: asset specific-
ity, which refers to investments that are highly
specialized and can be redeployed only by
greatly sacrificing productive value, and the
“Fundamental Transformation,’’ in which
the initial winner of a bidding competition
thereafter enjoys an advantage over rival sup-
pliers because of its ownership of or control
over transaction specific assets.

Next, Williamson discusses vertical integra-
tion, showing that it may often result not
from technological determinism or the desire
for monopoly power but from a pragmatic
concern for mitigating the contractual haz-
ards of the Fundamental Transformation.
(The transaction cost hypothesis not only pre-
dicts selective vertical integration but its
results are borne out by the data.) Then, dem-
onstrating that the size of a firm has bounda-
ries imposed by incentive and bureaucratic
limits, he returns to the uses of nonstandard
contracting to achieve lasting commitments

between buyer and supplier. While it was ear-
lier believed that such contracting practices
were contrary to sound public policy, he ar-
gues persuasively that many nonstandard ar-
rangements ‘‘serve legitimate transaction cost
economizing purposes.’’

Finally, Williamson extends the transaction
cost model to the organization of work and la-
bor as well as to that of the corporation itself.
First establishing that hierarchy can be
responsible for comparative organizational
economies, he examines the governance struc-
tures suited to firms with both specific and
nonspecific human assets. He also traces the
evolution of the corporation from its tradi-
tional unitary form to its modern, multidivi-
sional form, and explores the governance
needs met by the corporate board o_f;-.‘ dir::
tors. Concluding chapters analyze regula.ion
in the context of franchise bidding for natural
monopoly, and summarize antitrust issues..

Throughout, Williamson contends that an
accurate assessment of the economic institu-
tions of capitalism cannot be made without
recognizing the central importance of transac-
tion cost economizing and its emphasis on or-
ganizational (as opposed to technological)
features as well as efficient (as opposed to
monopolistic) practices. For economists, spe-
cialists in organizational theory, and attor-
neys in contract, corporate, antitrust, or la-
bor law, it provides a wealth of dramatic
insights into economic organization available
in no other single volume of its kind today.

OLIVER E. WILLIAMSON is Gordon B.
Tweedy Professor of Economics of Law and
Organization at Yale University. A former
Special Economic Assistant to the Antitrust
Division of the U.S. Department of Justice,
he is a Fellow of the Econometrics Society and
the American Academy of Arts and Sciences
and Co-editor of the Journal of Law, Eco-
nomics, and Organization. In addition to
Markets and Hierarchies (also published by
The Free Press), his other books include The
Economics of Discretionary Behavior and
Corporate Control and Business Behavior.
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Executive Flaw
Succession:
When Firms

Often Falter

By JOHN M. BRODER,
Times Staff Writer

David G. Schmidt’s career at
Ducommun Inc. came to an abrupt
end Feb. 26, when he resigned the
company presidency after just 363
daysin the job.

The public explanation was that
Schmidt left because of differences
in business philosophy with his
boss, Wallace W. Booth, Ducom-
mun’s autocratic chairman and
chief executive.

The dispute, however, was deep-
er and far more personal than that.
The issue was who would succeed
Booth as chairman—and when.

Schmidt was Ducommun’s crown
prince, in line for the chairmanship
upon Booth’s planned retirement
next year at age 65. Schmidt, 46,
had been Booth’s protege, almost a
son to him, for more than a decade
at three different firms.

But the plan for a smooth succes-
sion fell apart. Schmidt showed too
much impatience for the top job;
Booth decided that Schmidt was
not the right man to replace him
and reconsidered his retirement.
Schmidt was given a severance
payment and pushed out of the
company.

Problem Spans World

And, like so many neatly laid
plans for transferring power, the
firm’s strategy collapsed in a clash
of ambitions. In the story of Du-
commun, a Los Angeles electronics
and aerospace concern, can be seen
the age-old themes of betrayal and
estrangement, of frustrated prince-
ly ambition and regal refusal to
yield power.

The question of succession be-
devils every organization on Earth,
from the American family to the
Roman Catholic Church. It spawns
bloodshed in organized crime,
shatters families, sparks sectarian
warfare and sets the future course
of nations.

The study of succession is more
an art than a science, a central
concern of prophets, poets,.play-
wrights and psychoanalysts. It is
the motif of the game of chess, in
which the move of every pawn
affects the defense, and ultimately
the demise, of a king.

No Proven Formula

In corporate America, the lan-
guage of succession planning is
borrowed from the Bible and medi-
eval monarchies: dynasty, crown
prince, heir apparent, kingmaker,
the anointed. A multibillion-dollar
industry of management consul-
tants and executive recruiters has
developed to counsel firms on how
to handle the problem, yet there is
no proven formula for successful
transition.

American democracy and the
Roman Catholic papacy have sur-
vived as long as they have, in part,
because both have explicit and
accepted rules of succession. But no
25th Amendment or College of
Cardinals exists in the corporate
sphere to ensure an orderly and
peaceful transfer of power.

“Choosing the next CEO (chief
executive officer) is the single most
important decision any company
makes,” said Alex Kyman, presi-
dent of City National Bank in
Beverly Hills. Kyman is the pre-

Please see POWER, Page 12




flos Angeles Jimes
lompiled from the Los Angeles Times, the
Times-Washington Post news service’ and
O ‘wire and ‘\,J['J;,\‘(}HV(‘,HY{,;", news agencies

| InView: ;i\

; Anna Conrad, who Survived an

avalanche in which seven skiers
| died in 1982, now teaches skiing
| safety at Mammoth. (Page 1.)

|

| Many people appear to favor
| drug-testing in the workplace—as
| long as it’s being done in someone
| else’s profession. (Page 1.)

If William Inge were around to
see the revival of “Picnic” at the
Ahmanson, he’d probably—with
one or two reservations—be
pleased. (Page 1.)
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head of the National Aeronautics
and Space Administration after
leaving General Dynamics. He has
since resigned from NASA.

A Brea metal-plating firm has
been charged with repeated illegal
dumping of toxic chemical solutions
into sewers in what authorities said
was the toughest enforcement ac-
tion yet against Orange County
industrial polluters. The district
attorney’s office and the Orange
County Sanitation Districts are
seeking civil penalties of $266,000
against Bristol Industries and its
president, Frank Claus, for violat-
ing state hazardous waste disposal
laws and sanitation district dis-
charge requirements for the
so-called “batch dumping” of ex-
cessive amounts of heavy metals on
three days in January and Febru-
ary.

Stressing the seriousness of the
crime, U.S. District Court Judge A.
Wallace Tashima sentenced Tony
Carreon, 54, of Pico Rivera to two
years in federal prison for conspir-
acy and fined him $2,000 for pos-
session of more than 60,000 cartons
of stolen untaxed cigarettes. Asst.
U.S. Atty. David A. Katz said
evidence at the trial disclosed that
Carreon and Eugene Edward Seal,
57, still a fugitive, arranged to
bring a truck load of cigarettes—
stolen in transit from Georgia to
Ohio—to Los Angeles for sale for
little more than a dollar a pack. The
criminal operation was discovered
by the FBL.

An accused murderer on the
FBI's 10-most-wanted list was ar-
rested in San Diego after a resident
recognized him from an FBI poster
in a local post office. Brian Patrick
Malverty, 26, using the alias Tom
Louzzi, had been living in San
Diego for several months and was
working as a self-employed carpet
layer, F'BI agents said. Malverty is
wanted in connection with the
double slaying of Gene West, 47,
and Ricky Lee Sims, 17, in Atlanta
on April 23, 1985. Authorities sus-
pect that the killings may have
been drug-related. Malverty is be-
ing held in federal custody pending
his extradition to Georgia.

A 2-day-old boy was in guarded
condition at California Hospital
Medical Center after being found
locked in the trunk of an automo-
bile parked on USC’s fraternity
row. A passerby called police after
hearing the infant'’s cries and trac-
ing them to the car. Officers pried
the trunk open and took the baby to
the hospital, where he was treated
for dehydration and subnormal
body temperature. Nurses said the
child weighed six pounds, six ounc-
es and had blue eyes. Police were
searching for the parents.
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POWER: Most Firms Lack Plans for Succession

Continued from Page 1

sumed heir to Bram Goldsmith, 63,
the bank’s current chairman. As in
many firms, however, the question
has never been broached openly.

“We’ve never discussed it,” Ky-
man, 56, said. “It’'s obviously a
delicate matter, particularly when
you have a dynamic chief executive
who normally is not in the mood to
talk about his human frailty.”

Grooming a new generation of
leaders is at once the most critical
and the most sensitive of tasks for
business managers. Those who do it
poorly—or fail to do it at all—risk
the future of their enterprise.

According to one study, 70% of
family firms collapse or are sold
when their founders die, largely
because of failure to prepare a
successor. Examples abound of
larger companies floundering after
the unexpected death or removal of
their chiefs.

Even the largest multinational
corporations, which would be ex-
pected to groom a sizable pool of
talented executives, can suffer for
years after the departure of a
charismatic chairman who neg-
lected to provide for an orderly
succession.

Reluctance at the Top

Booth of Ducommun spoke can-
didly about his clash with Schmidt
and his desire to find a successor
and step aside. Yet, at this point in
the process, he has shown reluc-
tance to give up authority, and
company insiders are beginning to
doubt his stated intention to retire
next year.

Last month, Booth named W.
Donald Bell, 48, to replace Schmidt
as his No. 2 man, but he is
withholding his endorsement of
Bell as heir apparent.

“I think it’s generally known
that he is the only logical candidate
to succeed me, but others might
come along who are younger,”
Booth said. “If it doesn’t work out,
I’ll probably be going outside” the
company to find the next chairman.

Students of succession say that
this is the classic behavior of a
strong man nearing the end of his
reign.

“CEQs, for the most part, are
passionate, compulsive, driven
people. They don’t want to give up
their power, and there are lots of
things they do to avoid the inevita-
ble,” said Robert Paulson, manag-
ing .director of the Los Angeles
office of management consultants
McKinsey & Co.

Typical Defensive Ploys

The defenses of a chief executive
officer include assuring himself of a
friendly board of directors, stirring

losers. The eventual winner as-
sumes the chairmanship but is
surrounded by enemies or preoccu-
pied with filling top posts vacated
by dispirited losers. In contrast to
his unchallenged predecessor, the
new boss looks weak. In some
cases, the company recalls the
former chief to straighten things
out.

One time-honored tactic, prac-
ticed by industry giants such as
Armand ‘Hammer at Occidental
Petroleum Corp., Harold Geneen at
International Telephone & Tele-
graph Corp., William Paley at CBS,
Henry Ford II at Ford Motor Co.
and Donald T. Regan at Merrill
Lynch Pierce Fenner & Smith Inc.,
is to run several candidates
through the No. 2 job and replace
them after brief tenures because of
age or some unspecified shortcom-
ing.

French History Example

One former Merrill Lynch exec-
utive compared Regan, who ran
the firm from 1971 to 1981, with
Louis XIV, who structured his
kingdom so as to eliminate poten-
tial rivals:

“It’s a fascinating study. Louis
XIV centralized France by bring-
ing in all the nobles from around
the country to a glittering court at
Versailles. They all left their drafty
castles and boring night life—but
they also left their private armies
and independent power bases.

“Regan brought the managers of
major Merrill Lynch offices around
the country to New York. He took
away their real power bases and
gave them staff jobs with no au-
thority.”

Regan then placed a series of
managers in the No. 2 slot, but
never allowed any of them real
power or a realistic chance to
succeed him. Three highly quali-
fied Merrill Lynch managers, sti-
fled under Regan’s autocratic sys-
tem, departed to become chief
executives at other major financial
institutions: George Shinn at First
Boston Corp., John Orb at Smith
Barney Harris Upham & Co. and
Ross Kenzie at Goldome.

Regan’s ultimate successor,
Roger Birk, took over the chair-
manship when Regan left to be-
come President Reagan’s first sec-
retary of the Treasury. Without
Regan’s grasp of the brokerage
house’s levers of power, Birk lasted
only two years in the job.

The companies that have the
least difficulty with succession

generally are those that have care-
fully charted a route to the top,
spelled out the rules of succession
and created a corps of executives
with broad backgrounds of experi-
ence and strong constituencies in
various parts of the firm.

International Business Machines
Corp. is the classic case. The face at
the top of the giant bureaucracy
changes predictably, each -chief
executive stepping aside at age 60
after a comparatively short stint
during which he shares power with
his successor.

The naming of a new IBM chair-
man last month was played on Page
36 of the Wall Street Journal in the
paper’s Who's News column. When
most companies the size of IBM
choose a new chief executive, itisa
major news story.

“From the management-succes-
sion point of view, IBM is a well-
oiled machine,” said a computer
industry analyst. “IBM is organized
like an efficient army. Substitution
of one generalissimo for another
doesn’t make much difference.”

At many other firms, however, it
makes a critical difference. The
most dramatic examples are to be
found in cases of the sudden death
of a founder or central figure in a
business.

Sudden Death Leaves Void

In June, 1983, Eagle Computer
Inc. was a high flier in the booming
computer business. The Los Gatos,
Calif., firm (since moved to Garden
Grove) had grown from $8 million
in annual sales to $80 million in a
little over a year. It had just
announced its first public offering
of stock, which made its president,

Dennis Barnhart, an instant mil-
lionaire. _

The day the stock was issued,
Barnhart accidentally drove his
new Ferrari over a cliff and was
killed. The firm has suffered sever-
al other setbacks since then, in-
cluding a legal fight with IBM and
two consecutive years of multimil-
lion-dollar losses. Barnhart’s re-
placement, Ron Mickwee, lasted
barely a year in the job.

Eagle Computer’s current chief,
co-founder Gary Kappenman, said
that the company would have had
difficulties even if Barnhart had
lived. His sudden death compound-
ed the problems, however.

“I was 38 at the time and Barney
was 40. We certainly weren’t
thinking about drastic things like
that happening. . . . It hurt, on a
personal level and on a production
level.”

‘Clear, Formal Plan’

Kappenman added that, even
today, Eagle does not have a formal
plan for replacing the chief execu-
tive. “It hasn’t really been dis-
cussed. It’s something you don’t
want to face unless you have to.”

One company that has an explicit
plan for dealing with the potential
loss of its top officers is Arrow
Electronics, based in Greenwich,
Conn. Arrow lost 13 of its ranking
executives, including two of its
three founders, in a hotel fire in
suburban New York in December,
1980.

“We have a clear and formal
succession plan,” said John C.
Waddell, the current chief execu-
tive and the surviving co-founder.

Please see POWER, Page 13
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Gavin’s line in a TV liquor
commercial before he became am-
bassador—“Have you tried the test
of maturity?”—triggered endless
plays on words in the Mexican
press as it ridiculed his nomination.

“Perhaps we should name Can-

gan tapped Gavin to be ambassa-
dor, “many of my Mexican friends
said: “That’s an insult, how can you
send us an actor?’ I said: “You don’t
understand, you should take it as
the highest compliment. The Presi-
dent of the United States, who

tinflas to Washington,” a Mexican
official remarked sourly, referring
to the Mexican comedian who
played the part of Passepartout in
the film version of “Around the
World in 80 Days.”

Purcell recalled that when Rea-

thinks highly of himself, chooses
someone who is like himself.’”

The ridicule endured by Gavin
was similar to that heard by Rea-
gan himself —and eventually over-
come—when he ran for governor of
California and for President.

But | didn't get where | am
by paying more than | had to!

Whether you are on your way up, or have
already gotten there, nobody makes it or
keeps it by paying too much money for

anything. Sure, you can pay a big
price for good eyewear. . .

or you can latch on to a great [
pair of glasses for a lot less
than you might think. The
only difference is where you
buy them. The plain truth is, if
you buy them somewhere other

than Rips. . . you'll just pay too much.

Rips also has special savings on

Designer frames. So bring your

prescription to Rips now and save!
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Offer Ends
April 12

Bausch & Lomb
Soft Contact Lenses

Daily Wear *’49 pair
Extended Wear $59 pair

Complete Eyeglasses

Single 2 Pair 559*
Vision for
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Rips
Eyeglasses Unlimited

Tux by Bill Blass, Frames by Guy Laroche

*Designer frames shown are subject to
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Prices Cover:. Normal Power Range, D25/28 Express Service Available
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El Tora, E! Toro Road, Saddleback Valley Plaza . . . ,
Garden Grove, Harbor Town & Country Shopping Center
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Santa Barbara, 3849 State Street, La Cumbre Plaza
Santa Fe Springs, 13447 Telegraph Road, SFS Plaza
Santa Maria, Town Center East Mall, 1st Floor

Santa Monica, 2636 Wilshire Blvd

Sherman Oaks/N. Hollywood, 12900 Riverside Drive
Thousand Daks, Ralph's/Sav-On Cntr, Moorpark at Janss . .
Toluca Lake, Lakeside Von's Center, Pass at Oak

Woodland Hills, 6255 Topanga Canyon Blvd

(805) 687-6555
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(805) 928-8088
(213) 453-6933
(818) 762-9989
(805) 496-4106
(818)841-0157
(213) 542-6583
(818) 787-2172
(805) 643-1630
(818) 338-8854
(714) 894-4515
(213) 470-9998
(818) 884-2056
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Continued from Page 12

“l have a president and chief
operating officer, and he would be
the clear successor.

“I'm perfectly willing to say it
out loud, because that’s why the
plan is there. It’s obviously impor-
tant, given our experience, that
there be a clear line of succession.”

Arrow has trod a rocky path
since the 1980 catastrophe. Earn-
ings plummeted in 1981 and 1982,
rebounded in 1983-84, then fell
again last year. Waddell blamed
many of the problems on an indus-
try-wide slump, but said that re-
building the devastated executive
corps consumed much of the time
and energy he otherwise might
have devoted to corporate strategy.

Turning over the corporate reins
probably is most difficult in fami-
ly-controlled businesses. Families
have been shattered and empires
diminished by disagreements over
who would assume control of the
enterprise.

The Bingham family of Louis-
ville, owners of the Louisville Cou-
rier-Journal and other media prop-
erties, was driven to put its
holdings up for sale earlier this
year after an emotional family feud
erupted over who would operate
the family business. The fight pit-
ted father against son, brother
against sister. Although father and
son have reached a limited recon-
ciliation, the tragedy tore apart a
proud, patrician clan and caused
dissolution of a 70-year-old com-
pany.

Much the same outcome befell
the Uihlein family, which owned
the Schlitz brewery in Milwaukee.
The large family, which controlled

nearly three-fourths of the brew-
ery’s stock, had a history of family
brawls that exploded in tempestu-
ous corporate annual meetings.
When Schlitz President Robert
Uihlein Jr. died in 1975, family
members could not agree on an
acceptable successor. The brew-
ery’s fortunes deteriorated and the
company was sold to Detroit’s
Stroh Brewery Co. in 1982.

Publicly held companies are not
scorched by the emotional heat
that family succession fights en-
gender, but the process is touchy
nonetheless and leaves many—
such as Ducommun’s Schmidt—
feeling betrayed and personally
hurt.

It is a common misconception,
encouraged by corporate public-
relations officers, that chief execu-
tives of major companies are
“elected” by the board of directors
in a rational, democratic way. In
fact, most American CEOs  are
hand-picked by their predecessors.

A 1982 study by the Conference
Board, a business research organi-
zation in New York, found that two
of three current CEOs expect to
name their successor with little or
no involvement of others. Only
about one in five chief executives is
chosen by a corporate board of
directors.

“As long as the corporation is
doing well, the CEQ is able to name
his successor from within the cor-
poration with little interference
from the board,” said Michael P.
Allen, a sociologist at Washington
State University who has written
extensively about the subject.

‘“However, ‘crisis’ succession,
precipitated by some form of fail-

POWER: Few Top Executives Groom Successors

ure, often weakens the hand of the
CEO in naming his successor and is
more likely to involve other board |
members.”

What do CEOs look for in a
successor? Another Conference
Board survey found that by far the
most desired trait is ‘“personal
leadership style,” followed closely
by an ‘“‘aggressive, competitive
outlook.” i

These are qualities most chief
executives ascribe to themselves.
In other words, CEOs seek their
successors in a mirror—and often
are disappointed.

“They tend to look upon them-
selves as almost superhuman be-
ings. An individual like that is
unlikely to tolerate or develop
someone like that under him,” said
management consultant Robert
Waterman, author of the best-sell-
er “In Search of Excellence.”

Creative leaders tend to sur-
round themselves with technicians
or administrators, Waterman said,
while strong potential successors
grow impatient for power and
leave. The ultimate effect, he said,
is “a natural process of decay in
companies.”

William Ouchi, professor of man-
agement at UCLA, said the issue of
succession strikes at the heart of
every chief executive and every
parent. Their actions and motiva-
tions cannot be studied scientifical -
ly, he said, because “fundamental-
ly, it’s not a rational, orderly
process.

“It’s the first time they are
confronted directly with the reality
of their own mortality. And mor-
tality is not something that’s dealt
with rationally by most people.”
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Study Aid #4
Econ. 162, F86

Advantages and disadvantages of large-scale operations

A. Advantages of large-scale operation, ownership and control

1. Engineering indivisibilities. A& anvp Qmiwfl upeded .

a. Simple geometrical laws: the circle, the cube, etc.
Difference of indivisibility and discontinuity. Land and labor
more divisible than capital.

b. Specialization of capital

c. Other
2. Labor specialization and teamwork
3. Reducing transaction costs: substituting intra-mural for
extra-mural transations.

4. More objective, non-familial personnel evaluation and
leadership succession.

5. "Massed reserves"

6. Bulk receiving and deliveries: fuel, utilities, raw materials,
products.

7. Bulk transactions: purchases and sales. By-passing middlemen.
8. Advertising; brand recognition.

9. Diversifying:

a. To pool risk, stabilize returns.

b. To permit assuming greater risks (e.g. o0il exploration,
avoiding "gambler's ruin": safety in large numbers).

c. Diversifying products, supply sources, plants, regions.
10. Vertical integration to protect sources and outlets.

11. "Internalize externalities": capturing and bottling your own
fragrance; minimizing your own stenches.

12. Superior credit rating: lower borrowing rate; longer terms;
less collateral per dollar borrowed; lines of credit; less
transaction-cost per $ borrowed; etc.

Exaggerated need for credit caused by high values of
"good-will" and land. Lower cost of “carrying" durable assets.
13. Reserves for price wars ("predatory" pricing, promotional
pricing, etc.)

14. Full use of tax losses.

15. Political influence. Subsidies; military and other public
contracts; tax preferences; sweetheart leases and other deals;
bail-outs (RFC and its tradition; Continental I11inois Bank;
Chrysler Corp); dealing on equal or superior terms with
governments, from small towns to lst-class sovereign powers;
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“chosen instruments"; utility rate discrimination; support from
social-climbers and yokels; dependence of candidates on large
contributors; etc., etc. The long, sad history of governmental
bias against small business.

16. Use of subsidiaries to avoid regulations (e.g. against trading
with the enemy).

17. Preferential access to markets when access is rationed by
cartels and/or governments based on capacity (e.g. to produce corn
from 300 acres you have to own 400 acres, because there is a 25%
acreage cutback).

18. Market Power. Ability to monopolize markets; "throw weight
around" when dealing with small suppliers and contractors and
customers; dominate trade associations, etc.

Question: which of the above are net social benefits; which are
zero-sum or negative-sum benefits?

kkkkkkkkk

B. Disadvantages of large-scale

1. Space. Long hauls within the firm: example of farm layout. Long
hauls for supplies and markets and waste disposal.

After exhausting scale economies in capital, mitosis sets in,
new nuclei needed -- then where are the scale economies?
2. Gravity vs. geometry. Larger buildings need heavier footings,
have longer spans to support, etc. Russia's ideological fixation
on giant machines and the disaster of Russian farming.
3. Loss of "edge effect". Superior productivity of edges: e.g. in
parks, hotels, retailing; accessibility of edges for maintenance
and repair.
4. Time. Big things are slow to assemble and disassemble, start
and stop: e.g. long trains. Long building period, preceded by
longer period of land assembly or reservation. Once built, many
big hulks don't get used all the time: long build-up period to
full utilization, if built ahead of demand (e.g. many power
plants); low load factors unless prevented by costly connections
to market; kept around after demand has subsided or changed,
wasting their sites. "The case of the traveling demand curve", and
the plant that is always too large or too small.

Inflexibility.
5. Land requirements. Big trucks and turning areas; ocean vessels
and harbor dredging; dumbo airplanes and airports (and reduced
frequency of flights).

TO BE CONCLUDED




Land assembly time for large capital: either assemble small

units; or go to cheap land in bad location; or hold for decades in
advance: all are expensive. Increasing cost of land as neighbors
get crowded.
6. Absentee ownership. Separating owners and managers - crossed
incentives. Tenants vs. owners; workers vs. managers vs. Owners.
Pilferage, loss of surveillance. Effect of absentee ownership on
attitudes toward property, theft and maintenance.

Managers' internalizing profit against wishes of owners,
investing captive capital for low returns.

7. Cross-subsidy, the growth of parasites. Winners carry losers;
past successes carry present failures; good risks cover bad risks
(the seamy side of pooling risk); waste concealed by accumulated
wealth; insiders get to use resources that do not appear in
budget; line workers carry swollen staff; growth of frills,
hobbies, indulgence of uneconomic ideologies.

8. Excessive land and capital-intensity to minimize management
problems. No new jobs are coming from the big firms. Surplus funds
go questing for outlets, and the slower the turnover the longer
before the "problem" of placing the funds returns. Slow turnover,
slow replacement, obsolescence and senility.

Historical success of GM in offsetting this weakness.
Management genius of Du Pont and Donaldson Brown. (Has it finally
run out its string?)

9. Long lines of communication; loss of contact:

a. Owners and managers; b. Managers and workers; c. Salesmen
and customers; d. Engineers and everybody: the propensity to play
with other people's money and rationalize on “technical" grounds.
Replacement of profit motive by “professional fundamentalism":
examples from medicine, education, forest management, research,
nuclear power. Capturing pension funds; etc.

10. Goal displacement. Advancing the firm is submerged to
advancing in the firm. Skills of the courtier win; those of the
producer lose. Creative people leave to start new firms.

11. Alienation. Loss of sense of justice, as top management fails
to reward functional effort.

12. Small things get overlooked. Small things may have high rates
of return, and high growth potential. Examples: U.S. Goverment;
public works planning, with trunks preferred over branches and
twigs; preference for big hardware over humble spare parts -- the
"Russian Disease", right here at home.

13. Innovation gets choked, when it threatens or inconveniences
the main chance of the time. (Case of the Erie Canal and the Pa.
R.R.; case of Calavo and the Gwen Avocado; etc.)

14. Excessive diversification to avoid self-competition. Tendency
of largest firm in cartel to restrict output the most, go into
other lines. (Saudi Arabia and Alaska subsidizing petro-chemical
plants; from USS to USX; from ALCOA to Century City, Kaiser to
Kacor, etc.: what's in a name?)




15. Bureaucratic cultures and distorted reward systems militate
against risk: high penalties for error, low rewards for success.
Rewards for back-scratching, penalties for criticizing. Premium on
herd-following, conventional behavior.

16. Empire-building as a personality disorder: hooked on
acquisition, bored with stewardship. Henry VI effect: "Glory is
like a circle in the water, Which never ceaseth to enlarge itself,
Till by broad spreading it disperse to nought."* Overextension
precipitates liquidation, and you read reports of the wreckage in
the papers every week.

17. Underuse of credit for production; overuse for acquisition.
(This one is frankly tricky and puzzling.)

18. Weak record of innovation per dollar of assets -- a fact
masked and obscured by publicity given to innovations from large
firms.

*Poets seem to relish this theme. Here is Kipling: "Far-called our
navies melt away, On dune and headland sinks the fire; And all our
pomp of yesterday, Is one with Nineveh and Tyre." Or try Omar
Khayyam: “"They say the lion and the lizard keep the courts where
Jamshyd gloried and drank deep; and Bahram, that great hunter, the
wild ass stomps o'er his head but cannot break his sleep." Or,
finally, Shelley: "And on the pedestal these words appear: 'My
name is Ozymandias, King of Kings; Look on my works, ye mighty,
and despair'. Nothing beside remains. Round the decay of that
colossal wreck, boundless and bare, the lone and lTevel sands
stretch far away."
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THINK SMALL

THE EXPORT LESSONS TO BE LEARNED FROM GERMANY’S MIDSIZE COMPANIES
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Germany’s export juggernaut, don’t

go any farther than the Glasbau
Hahn factory on the outskirts of Frank-
furt. Although it has only $12 million in
sales, Glasbau Hahn is the Mercedes-
Benz of glass showcases. Its products
are jammed with technology to protect
the world’s most valuable art objects—
such as the bust of Queen Nefertiti at
Berlin’s Egyptian Museum. Top-drawer
customers such as New York’s Metro-

If you want to get a close look at

politan Museum of Art and London’s

British Museum eagerly fork out up to
$100,000 apiece for custom-built wall-
size showcases from Hahn, complete
with heat-free, fiber-optic lighting and
precision climate control. “Museums al-
ways ask us to do the impossible,” says
ceo Till Hahn.

About 300,000 other small and mid-
size companies such as Hahn—collec-
tively dubbed the Mittelstand, meaning
midranking—perform Mission Impossi-

ble on a daily basis. Although Daimler

Benz and Siemens are best known
abroad, it is these companies with few-
er than 500 employees that produce
two-thirds of Germany’s gross national
product, train 9 out of every 10 appren-
tices, and employ 4 out of every 5 work-
ers. They make everything from the
predictable motors and machine tools to
such consumer goods as camping equip-
ment and high-fashion garments. Some,
such as Krones, a maker of bottle-pro-
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cessing machines, have
become major suppliers
to U.S. industry. Says
Klaus-Peter Miiller, a
board member of
Frankfurt’s Commerz-
bank: “Germany’s post-
war economic miracle
is a Mittelstand wmir-
acle.”

The Mittelstand are
a major reason Germa-
ny is likely to fare well
in the 1990s, despite
the pain of reunifica-
tion. They may even be
a key to turning
around the former East
Germany. These com-
panies are already pow-
erful exporters, used to
competing with Asia’s
and America’s best.
They know how to use
innovation and applied
research to overcome
some of the world’s
highest labor costs and
a strong currency that
makes their exports
more expensive.
BETTER MODEL. In the

U.S., a small but growing number of
executives and gurus think the Mittel-
stand provide a far more relevant mod-
el for American exporters than the Jap-
anese trading companies and industrial
groups often held up to business stu-
dents as organizations to emulate.
That's because the U.S. has hun-
dreds of thousands of small and midsize
companies that, given the proper orien-
tation and support, could become export
powerhouses. “We've got this huge
midsize sector, but it falls through the
cracks,” says management consultant

Excellence. “Before we leap overboard
and say we require the Japanese model,
let’s look at the German model.”
Unlike Japan’s export leaders, the
Mittelstand have collectively grown big

telstand companies col-
lectively generate 30%
of German exports. To
be sure, there are some
who refrain from direct
exports, choosing in-
stead to give a helping
hand to the big guys.
Munich-based luxury-
automobile manufac-
turer BMW, for in-
stance, wuses 1,000
suppliers. Daimler
Benz’s Mercedes-Benz
auto and truck unit
buys more than $15 bil-
lion worth of supplies
annually from 50,000
companies inside Ger-
many. That is similar
to the Japanese model
in which smaller com-
panies supply big ex-
porters in their Fkeir-
etsu, or industrial
group. But in contrast
with Japan, the vast
majority of Mittelstand
companies are fiercely
independent.

The economic payoff
from these companies

The Zuleeg family’s textiles
compete successfully

with low-cost Asian rivals

Tom Peters, co-author of In Search of

risks and unable to innovate. Pouring
huge portions of their revenues into re-
search and development, Mittelstand
companies routinely beat the biggies to
market with new products. One reason
is that they are mostly run by owner-
managers who have their families’
wealth on the line. They are, says Bonn-
based management consultant Wolfram
Hatesaul, “the terriers of the German
economy.”

FREE SPIRITS. While a relative handful
of U.S. companies accounts for the li-
on’s share of exports, thousands of Mit-

is huge. At $1.4 trillion, Germany’s
economy is less than a fourth the size
of that of the U.S., and its work force
of 34 million is dwarfed by America’s
115 million. Yet year in and year out,
Germany has vied with the U.S. to be
top gun in the export battle. Now, with
unification, it’s pulling in front. Last
year, Germany sold $421 billion worth
of exports, comfortably ahead of Amer-
ica’s $394 billion and Japan’s $286 bil-
lion. Those numbers show that dominat-
ing hundreds of small niche markets
works well for Germany.

Part of the Mittelstand’s success
stems from the German business cul-
ture itself. Unlike their Yankee counter-
parts, Mittelstand chiefs aren’t ob-
sessed with quarterly earnings growth.
Instead, they are devoted to quality,

by thinking small. They
work out of small
plants often located in

HOW GERMANY’S EXPORT NETWORK DOES IT

towns you’ve never
heard of, and they tar-
get small but highly
profitable niches in
global markets. Their
bosses belie the card-
board-cutout image of
German managers as
narrow-minded corpo-
rate bureaucrats,
scared to jeopardize
their salaries by taking

chambers of commerce in doz-
ens of countries funnel details
of potential export deals to
companies back home via
newsletters, data bases

nies, and banks help with docu-
mentation, translation, legal,
and shipping services. They also
provide office space and secre-
tarial help in far-flung markets

SPOTTING DOING FINANCING

THE DEAL THE DEAL THE DEAL
Embassies, Trade associa- Specialized
banks, trade as- tions, export - banks or Mittel-
sociations, and trading compa- stand depart-

ments of big banks provide ex-
port finance and arrange credit
and political risk insurance
through government-backed
Hermes export credit agency

THE CORPORATION
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profits, and family ownership. They
place a major emphasis on training ap-
prentices. In their terms, success means
handing a healthy company on to the
next generation, not making a fast
buck selling off shares to the public
once they take off.

But aside from culture, the Germans
also have built an export infrastructure
that greatly assists smaller companies
(table, page 59). Part of it dates back to
the banking and trading system estab-
lished during the last century, but other
aspects developed during the grim days

ters of the U. S. to create the same kind
of support system for an American Mit-
telstand. The thinking is that with a bit
of tinkering, U.S. entrepreneurs and
policymakers could give rise to a grow-
ing core of small and midsize companies
that would be competitive in global
markets. Already, a coalition of busi-
nesses, universities, and local govern-
ments in the Pittsburgh area is trying
to build an export machine based on the
German experience. From Oregon’s
sawmills to New Jersey’s electronics
companies, the Americans are quietly

company in the industry with 65 em-
ployees, has 70% of the global market,
up from 25% 10 years ago. Mayer-Pots-
chak’s infrared technology narrowed
the variance in roasting temperatures
from 5C to 1C—a precision edge that
gave customers such as Ghirardelli
Chocolate Co. and Hershey Foods Corp.
added control over the taste of their
chocolate. “Barth is really strong in
roasting machines,” admits a European
competitor.

RICH WATERS. Another tried-and-true
Mittelstand strategy is to be the big

STEVEN PUMPHREY

following World War II when Germany
faced an export-or-die imperative. The
result is a sort of “export CIA,” peopled
by diplomats, bankers, and trade-associ-
ation officials, that helps spot, process,
and finance export orders. German em-
bassies aggressively promote exports,
and industry associations, usually little
more than lobbying groups in the U. S,
pull out the stops to facilitate their
members’ sales overseas.

While experienced exporters soon
come to rely on their own resources,
the network gives neophytes a head
start. “You don’t have to pay—most of
the information is free,” says Andreas
Mai, a German banker who helped the
New York-New Jersey Port Authority’s
Xport trading company improve its ex-
port-promotion activities.

There is now an effort in some quar-

|  Museums around the world
pay up to $100,000 for
Glausbau Hahn's showcases

fish in small but rich
ponds. Munich-based
Panther, for example,
and its high-tech equip-
ment unit make state-of-
the-art cameraman’s
chairs. They were the
first to install a comput-
er in the chairs used for
filming movies—giving
photographers the abili-
ty to program the
chairs’ movement. Pan-
ther equipment has al-
ready been used on a
string of hits, including
Working Girl and
Broadcast News. The 5-
year-old company now
has 50% of the Europe-
an market for such
chairs and is battling to
boost its 10% share in
the U.S. “In 10 years,
I'll be the world leader,”
says founder Erich Fitz,
surveying his world
map on which colored
pins represent sales.
Mittelstand compa-
nies often take their
ideas to market so fast
that they don’t bother

seeking lessons from the German expe-
rience (page 64).

A key factor in the German compa-
nies’ success is a willingness to pour
big money into R&D. Take Karl Mayer-
Potschak and his cocoa-bean-roasting
machinery. When the 51-year-old chief
executive risked $1.8 million on complex
new technology to boost the yields and
fine- tune the temperature control of
his machines during the 1980s, other
makers were skeptical.

Now, his competitors are scrambling
to catch up. Mayer-Potschak’s Ludwigs-
burg-based G.W. Barth, the smallest

to patent them. For instance, Dort-
mund-based Geers moved the world’s
smallest hearing aid, which uses a mi-
crochip, from drawing board to retail
shops in just nine months. The new
model, which first appeared in 1986,
now generates 30% of Geers’s $34 mil-
lion in sales. Geers, which claims for-
mer President Ronald Reagan among
its satisfied customers, is racing to fill
new markets in the east, opening shops
in Kiev, Prague, and Warsaw. By con-
trast, rival Siemens took nearly three
years to get its micro hearing aid to
market. “We don’t need patents” with
that kind of competition, says owner
Volker J. Geers, also head of the ASU,
the German Association of Entrepre-
neurs—a lobby for Mittelstand owner-
managers.

Mittelstand companies couldn’t cash

60 BUSINESS WEEK/NOVEMBER 4, 1991

THE CORPORATION




el D W—— o

You INVESTED MILLIONS
in your COMPUTERS.
This FREE BOOK wi// help

L.S. planning? We wouldn’t be
surprised if this is one book you
won’t be able to put down.

Because it not only shows you
how to protect your past invest-
ments in Bull, IBM; DEC® and
other vendor systems.

It gives you a comprehensive

inside look on how to enhance them.

ce00 el @ W e
Introducing the
Distributed Computing
Model.

e el (@) W— o

The Distributed Computing
Model is our blueprint for systems
integration.

Using this architecture, we can
connect your different networks.

And get applications based on
one standard to run with applica-
tions based on another.

So instead of being hamstrung
by one technology, you can take
advantage of many.

Buying and using the best solu-
tion no matter who it comes from.

What you buy and plan for will
work both today and tomorrow.

IBMis o d trademark of the |

you SAVE 1.

Diatﬁbu'e'd . ’

. Solyi, o
- ng Prbbloma inthe 1990
- s

current systems can work better,
rcgardless of vendor.
1 veet el @ P00
Call 1-800-233-BULL.
Of course, we’re not claiming this
is easy. If it were, anyone could do it.
The difference is, we already have.

Configuring, implementing and
supporting multi-vendor systems
for private industry and governments

T around the world.

Helping people respond faster, work

Since Bull is a smarter and be more competitive.
founding member of OSF, the Model

is totally compliant with OSF’s

So, before you develop your L.S.
plan send in the coupon or call
1-800-233-BULL, ext. 2220. And
we’ll rush you our free book.

Distributed Computing Environment.
free e D T 0 -

Leap into the future. = =
Bull, P.O. Box 1000, Plymouth, MI 48170-9989

Or tiptoe. : :

oo e @ W0 I i I
“Where do I start? What products | |
do I use? How fast should I go?” : Company :
Because the Model is so flexible | I
you can enhance your system with ][ Address % :
open systems technology at what- | “Systems |
ever pace is right for you. e '
And our consulting services can : :
help. Recommending ways your e LN S R R 2 A =

| Business Machines Corporation. DEC is a reg rk of the Digital E Corp . © 1991 BULL HN Information Systems Inc.

....—*@,—o..-




PATRICK LABANCA

1

e Corporation .

in on their specialized products without
investing big marks in flexible produc-
tion lines. That makes short runs of
such products economical. In 1983,
when Heinz Greiffenberger took over
ABM Baumiiller, an ailing $40 million
maker of motors and gearboxes for
cranes, he did away with standard prod-
ucts and focused on tailoring motors
and gearboxes to customers’ wishes.
Revamping production, he installed $20
million in highly automated machines.
“I can switch production to a different
product within seconds,” boasts Greif-
fenberger. That strategy worked. With-
in one year of a $6 million loss, he was
in the black.

By steadily infusing manufacturing
with high technology, Germany’s little-
known tigers are holding their own in
surprising markets. Wilhelm Zuleeg, an
$18 million textile company, has no
problem fighting low-cost Asian textile
giants as well as high-end Italian and
French rivals. In the middle of the Ba-
varian countryside, computer-controlled

ernment support. Small companies are
eligible for up to $6 million in cheap
funding from the government-owned
Kreditanstalt fiir Wiederaufbau. And
the government reserves a fat slice of
research funds for Mittelstand compa-
nies. Those with annual sales of less
than $590 million can get grants cover-
ing 40% of the costs of developing and
implementing modern biotechnology-
production methods. The growth in R&D
outlays for companies with fewer than
1,000 employees is a stunning 21% a
year. So it's no surprise that nearly
two-thirds of German exports are tech-
nology-intensive.

Moreover, industry associations pro-
duce standard contracts translated into
different languages and offer legal as-
sistance in reading foreign contracts at

looms whir, churning out
high-fashion fabrics for
some of the world’s
swankiest designers, in-

cluding Cerruti, Anne
Klein, and Georges
Resch, with just 85 em-
ployees. “We have the

most modern factory and
no machine older than
five years,” says Stefan
Zuleeg, who has built up
exports from zero to 20%
in three years.

In concert with hun-
dreds of similar compa-
nies, Zuleeg has powered
Germany to a surprise
position as the world’s
No. 1 textile exporter,
selling more than $11 bil-
lion worth a year—a third
more than Hong Kong.
Indeed, Far East rivals
show respect for the Ger-
mans. “They have very
strong technology,” ex-
plains Masanori Yamamo-
to, an international-af-
fairs official at the Small
& Medium Enterprise
Agency of Japan’s Inter-
national Trade & Indus-
try Ministry. “In Japan,
we tend to use German
machines where making
good, precision products
is important.”

All these successes in-
crease the Mittelstand’s
political weight at home,
assuring plenty of gov-
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Putting a computer control in
a cameraman’s chair made Erich
Fitz’s company a global player

no charge to members. They also allow
German companies to use their foreign
offices when negotiating deals, especial-
ly in places where the infrastructure is
poor, such as Moscow.

When a deal needs financing, compa-
nies can turn to a banking system sen-
sitive to the needs of exporters rather
than takeover artists. Deutsche Bank,
for example, offered Barth’s Mayer-
Potschak use of an office and secretary
while prospecting for business in Indo-
nesia, Nigeria, and Russia.

EXTRA MILE. But the vast majority of
Mittelstand CEOs argue it is their own
efforts, not this infrastructure, that
make the difference between success
and failure. Consider the role of unions.
Mittelstand companies seem to enjoy
better labor relations than most foreign
competitors. Under a costly social secu-
rity and health system, employees shell
out 18.4% of their annual wages up to
$45,900, a contribution matched by em-
ployers. But this helps German compa-
nies minimize confrontations with labor.

Only 30% of Mittelstand
companies are unionized
compared with the nation-
al average of 70%.

The Mittelstand work
force is highly trained,
thanks to apprenticeship
programs. Training an
apprentice costs $18,000 a
year for two to four
years, roughly the same
a year as an Ivy League
education. Although
trainees are not required
to stay on after comple-
tion, many remain for
life.

The lack of comparable
training programs in the
U. S. may account for the
problems Germans say
they encounter when try-
ing to find suppliers for
American operations. For
instance, Hans Kniirr,
owner of a Munich-based
electronics components
company, spent two
years scouring the U.S.
for suppliers to his sub-
sidiary there. In the end,
he sent Bavarian punch-
ing, bending, and drilling
machines to the U.S. fa-
cility. “Americans don’t
take the time and trouble
to make a really good
product because they
want an immediate re-
turn,” Kniirr says. Now,
he makes a profit selling
components to customers

THE CORPORATION
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such as NAsA, Hughes Aircraft, and
Texas Instruments.

The Germans are having to apply the
same determination in eastern Germa-
ny. Not surprisingly, Bonn officials see
rebuilding the Mittelstand there as the
fastest way to turn around a collapsed
socialist economy. The Treuhand priva-
tization agency is helping former own-
ers buy back companies that were na-

tionalized and run into the ground.
Already, management buyouts total 500
out of 3,000 companies sold in the past
year. Employment in small and midsize
companies is up to 20% of the work
force, from almost nil. In the east, “the
Mittelstand companies already are the
most successful ones,” says Treuhand
head Birgit Breuel. She is now racing to
chop the former state Kombinate, or

conglomerates, into smaller, more com-
petitive companies to be sold to their
old managers.

With the collapse of the Soviet em-
pire and the need to transform centrally
planned economies to a market system,
policymakers throughout Europe are
watching Breuel’s efforts closely. The
Mittelstand were crucial in transform-
ing Germany’s war-ruined economy in

WHY JOHANN CAN EXPORT,
BUT JOHNNY CAN'T

t a time when U. S. export growth
Ais flagging, the problems that
frustrated Ron Ekas speak vol-
umes. So, too, do the proposed solutions.
As the new international marketing
manager for tiny Benton Corp. in War-
rendale, Pa., Ekas sought help in discov-
ering how to export the company’s navi-
gational testing devices. He got a list of
foreign distributors from the Pittsburgh
office of the U.S. Commerce Dept. But
his quest for working capital took him in
a circuitous route from Duquesne Uni-
versity to the Small Business Adminis-
tration, from the Pennsylvania Com-
merce Dept. to the Export-Import Bank,
and back again. “I got right in the
middle of a big loop,” Ekas says. “Every-
one sent me other places to look for
assistance.”

Benton, with only $4 million in sales,

did eventually sell a $1 million missile
simulator to Australia. But the presence
of dozens of competing yet poorly
staffed agencies in the U.S. export “in-
frastructure” is a major factor holding
back thousands of smaller U.S. compa-
nies such as Benton. To lure more such
companies into the export game, a grow-
ing number of experts argue, the thicket
of federal, state, and local agencies must
be made more rational.
TURF WARS. That's why Germany’s Mit-
telstand system is a model. While the
central governments of Japan and
France take much responsibility for
trade, Germany’s export growth, similar
to America’s, is spurred by coalitions of
local and state agencies backed up by
chambers of commerce, industry associa-
tions, universities, and similar organiza-
tions. With Washington keeping the U. S.
Commerce Dept. and Small Business Ad-
ministration on short leashes, local ex-
port “movements” sprang up in the late
1980s in the dozen or so states that ac-
count for the bulk of America’s manufac-
tured exports.

A key difference from Germany, how-
ever, is that American exporters compete

with one another for money while facing
a morass of conflicting advice and buck-
passing. Because the Germans started
their export drive decades ago, they have
had time to reduce the clutter. “They’ve
eliminated the turf problems,” says Ger-
man-born Burkhart Holzner, director of
the University of Pittsburgh’s University

heads the local U. S. Commerce Dept. of-
fice. Along with Holzner, he has been a
sparkplug behind the initiative.

Nearly a year later, progress has been
slow, but the end result could make a big
difference. One accomplishment has been
to pinpoint what role a World Trade Cen-
ter can play. The World Trade Centers
Assn. puts up major buildings in differ-
ent cities where providers of export ser-
vices, such as translators, can find office
space.

But in U. S. cities such as Minneapolis-
St. Paul, these trade centers have

g

Despite buck-passing by

government officials, Benton
made a $1 million sale

Center for International Studies. “Here,
it is still a problem.”

With Germany as a model, Pitts-
burgh’s civic elders are trying to grease
their export machinery. In December,
1990, more than 200 business, govern-
ment, educational, and nonprofit organi-
zations endorsed the Pittsburgh Interna-
tional Initiative, in large part to make the
export support structure more user-
friendly. “We're trying to sort out the
competition,” says John McCartney, who

sparred with state and other export
agencies for political and financial sup-
port. That's bad news for confused
would-be exporters. So when Allegheny
County decided that it, too, wanted a
trade center in Pittsburgh, it worked
with the other members of the Pitts-
burgh International Initiative to elimi-
nate overlap.

Pittsburgh figures that these midsize
exporters could be the key to future
growth. The city already has such giants
as Westinghouse Electric, USX, Alcoa,
H.J. Heinz, and PPG Industries. A second
tier of Pittsburgh companies, including
Black Box Corp., a $100 million-a-year
distributor of computer gear, and Mine
Safety Appliances Co., is clicking in a big
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, the 1950s. Now, the Germans see them
“ as a model for rescuing eastern Germa-
ny and indeed much of Eastern Europe
from the economic wreckage of commu-
nism. Given the reluctance of Western
European and U.S. governments to
pour in massive amounts of foreign aid,
there may be no other option.

By Gail E. Schares in Munich and John
Templeman in Berlin, with Robert Neff in
Tokyo and William J. Holstein and Stanley
Reed in New York

way on exports. With $474 million in sales,
MSA makes gas masks, chemical suits, and
similar equipment, a prime example of an
American Mittelstand company. These
niche market companies have built their in-
ternational strategies from scratch, and
new expansion is weighted toward faraway
places.

That means smaller companies could be a

major force in creating new jobs for Pitts-
burgh. Of course, a better export infra-
structure won’t help unless the companies
also improve their own business culture.
The depth of resistance is great: A survey
sponsored by the U.S. Commerce Dept.
found that many smaller companies do not
have a basic knowledge of world markets,
do not want to go on trade missions, and do
not want to translate sales material into
foreign languages—all basic requirements
for successful exporters.
QUIET comEeBACK. Others are learning the
same lessons. The state of Oregon commis-
sioned a study of how German Mittelstand
companies can be such successful exporters
of wood-manufacturing equipment. The
New Jersey unit of the American Electron-
ics Assn. is trying to imitate German indus-
try associations by providing its members
with export help. And export-trading com-
panies, widely discredited in the early
1980s, are making a quiet comeback. The
single most successful such company is the
Port Authority of New York & New Jer-
sey’s Xport unit, which says it has helped
smaller companies rack up $200 million in
exports.

It’s not likely that the American Mittel-
stand will ever become as well organized as
Germany’s. “The pieces of it are there, but
there isn’t a consensus about it,” says
James D. Thayer, president of Portland-
based Overseas Strategic Services, which is
conducting the Oregon study.

But even modest progress could have an
impact on faltering U.S. export growth.
“We're in the early days,” says manage-
| ment consultant Tom Peters. “It’s all part
of a long-term transition” to a more globe-
girdling economy. Now that the U.S. has
reaped the full benefits of a cheap dollar,
the tougher step of creating a more export-
conscious manufacturing sector is just be-
ginning. Digging out of hard times may
depend on it.

By William J. Holstein in Pittsburgh
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It's a good time of year to visit us here in Lynchburg. So we hope to see you soon.

WHAT LITTLE TRAFFIC there is in
Lynchburg, Tennessee can be brought to a

standstill by a Mallard hen.

This one came from over by our limestone cave
spring, where Jack Daniel discovered water so
right for whiskey making (it’s iron-
free), he built his distillery alongside.
Of course, that meant sharing the
property with a few ducks. But to
have a source of water this treasured,
we've always been glad to stop

for friends who value it as much

as we do.

SMOOTH SIPPIN:
TENNESSEE WHISKEY

ou: n,,, 4

Tennessee Whiskey ¢ 40-43% alcohol by volume (80-86 proof)  Distilled and Bottled by
Jack Daniel Distillery, Lem Motlow, Proprietor, Route 1, Lynchburg (Pop 361), Tennessee 37352

Placedinthe National Registerof Historic Places bythe United States Government.
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CEO SCHACHT SAYS ADVANCED
ENGINES WILL REGAIN GROUND
LOST TO DETROIT DIESEL

DOES CUMMINS HAVE THE
OOMPH TO CLIMB THIS HILL?

ing Series 60 electronically controlled
diesel engine. Besides offering dramati-
cally better fuel efficiency, it boasts nif-
ty computerized features that diagnose
mechanical problems and can monitor
engine use—and thus track driver pro- 1
ductivity. Detroit Diesel’s market share
has rocketed to roughly 22% this year,

The truck-engine maker faces slack demand—and a strong foe

from 6.5% in 1989, while Cummins’ share
has slid precipitously, to 40% in 1991,
from 50.3% two years ago.

enry B. Schacht won plenty of
Haccolades in the mid-1980s for

fending off a Japanese foray into
the U.S. heavy-duty truck-engine mar-
ket. When rivals such as Mitsubishi
Corp. and Nissan Motor Co. threatened
to win over U.S. customers, the Cum-
mins Engine Co. CEO slashed prices by a
resounding 30%. He then quickly em-
braced such Japanese techniques as just-
in-time inventory management and flexi-
ble manufacturing systems. Although
Cummins lost a truckload of cash—a to-
tal of $207 million in net losses from
1988 to 1990—Schacht kept the Japanese
from denting the company’s command-
ing 50% market share.

Unfortunately, while Schacht was pa-
trolling the borders, all was not well be-
hind the lines. An important new launch
of Cummins engines was a disappoint-
ment, the company was late to develop
key products, and Cummins’ trucking-
industry customers went into the tank
along with the economy. Then, there
was a decidedly un-Japanese competitor
known as Detroit Diesel Corp. The once-
sputtering engine maker, formerly a
unit of General Motors Corp., was being
turbocharged under the leadership of
auto-racing great Roger S. Penske.

Detroit Diesel has been leaving Cum-
mins in the dust for more than two
years now, thanks to its ground-break-

ON THE ROAD. Schacht is responding to
this latest jam with typical fervor. Cum-
mins went into full production of its own
line of electronic heavy-duty diesel en-
gines in late 1990. And nowadays, you’ll
find the patrician 57-year-old Schacht, a |
Harvard MBA, out on the road pressing
the flesh with truckers, something
Penske has done for years. One Cum-
mins customer, U. S. Xpress Enterprises
Chairman Max Fuller, says he had never
met Schacht until this year, despite a 15-
year business relationship. Meanwhile,
Cummins will soon announce a joint ven-
ture with Soviet truckmaker Kamaz to
build engines. 4

Stateside, Schacht has cut overhead

DIESEL-ENGINE MARKET

DATA: FIRST BOSTON CORP.

CUMMINS IS CEDING
GROUND TO RIVALS...
SHARE OF NORTH AMERICAN HEAVYDUTY

«..AND LOSING A
TRUCKLOAD OF MONEY

$3.3 BILLION

IN SALES

NET EARNINGS

$2.3 BILLION
IN SALES

1991

FIRST FIVE MONTHS .

‘87 ‘88
A BILLION OF DOLLARS

‘89
DATA: COMPANY REPORTS, S.G. WARBURG

N
EST.
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Exhibit |

Earnings, including compensation of officers, per dollar of assets for corporations with and

without net income, by asset class, 1972

Asset class

(in thousands Wholesale and
of dollars) Manufacturing Services Construction Transportation retail trade
Under $25 $.49 $2.42 $.85 $.42 $.49
$25-$49 .39 1.03 .53 .26 .34
$50-$99 .35 .53 .40 .26 .29
$100-$249 .28 .29 .30 .23 .24
$250-$499 .24 19 .23 .18 .21
$500-$999 .22 13 19 15 .20
$1,000-$2,499 .18 i 16 13 AT
$2,500-$9,999 .16 .09 13 k| A5
$10,000-$24,999 14 .09 .09 .10 A2
$25,000-$99,999 12 .09 .08 .08 12
$100,000 and over .10 .07 .05 .05 .09

Income = total receipts — (total deductions + interest + officers’ compensation + charitable contributions)

Source: The Office of the Secretary of the Treasury and the Office of Tax Analysis, November 12, 1975.

Exhibit Il

Cash flow of corporations, per dollar of assets, by asset class

Asset class

(in thousands Wholesale and
of dollars) Manufacturing Services Construction Transportation retail trade
Under $25 $.58 $2.44 $.88 $.45 $.53
$25-$49 .48 1.05 .56 .29 .36
$50-$99 .44 58 .43 .29 31
$100-$249 37 .31 .33 .26 .26
$250-$499 .33 .20 25 .20 .23
$500-$999 .31 15 .21 24 .22
$1,000-$2,499 el 12 .18 .15 19
$2,500-$9,999 .18 .10 15 13 .16
$10,000-$24,999 .16 .10 11 12 13
'$25,000-$99,999 14 10 10 10 13
$100,000 and over 14 .08 .07 .07 A0

Source: The Office of the Secretary of the Treasury and the Federal Trade Commission.

ment rate on accounts receivable to
obtain a cash payments schedule.

3. Estimate the total cash inflows by
combining the cash sales, the accounts
receivable payments schedule, and the
projected sale of any business assets.

4. Test the reasonableness of the
estimates by comparing the cash in-
flow with comparable standards for
like companies in the same industry,
such as the data from Exhibit II (which
is on an annual basis) or other more
specific trade association data on cash

flows within one’s own industry. To
use Exhibit II, multiply the appro-
priate number in the exhibit by the
business’s assets to get the cash flow.

5. Make a budget of all operating
and capital expenditures with an esti-
mate of the timing of payment to ar-
rive at a cash outflow schedule.

6. Plan to pay fixed costs first (e.g.,
rent or interest), rolls second, other

7. Pay officer compensation last, if
there is a net balance of cash remain-
ing after all outflows, but do not over-
draw the projected cash balance.

8. If there is no cash balance, see
an accountant and a banker about the
possibilities of using float, accounts
payable, or loans as temporary sources
of cash inflow.

9. If credit is needed to meet the
cash requirements temporarily, go
through the exercises of steps 1
through 7 a second time to see if cash
balances are likely to materialize in
the future by either strengthening
sales or paring costs. If not, the projec-
tion implies impending failure, and
consideration should be given to early
termination to conserve the assets for
the owner as well as for the creditors.

The management discipline in this
process, of course, lies essentially in
steps 3 and 6 where all cash inflows
and outflows are scheduled and com-
pared. To make this comparison, the
manager must have adequate financial
records, budgets, and cash-flow state-
ments.

The reason a cash-flow statement is
so important to a small business is
that it forces a second kind of dis-
cipline—that is, combining the net ef-
fect of operations on the balance sheet
as well as on the income statement.
Herbert N. Woodward has shown that
one of the weaknesses of small busi-
ness is undue concentration on the
income statement, particularly an at-
tempt to achieve growth for growth’s
sake while reducing fixed costs per
unit and trying to optimize net income
on the income statement (which is
on an accrual, not a cash, accounting
basis).*

The fallacy of such strategy is that
there are relatively few true fixed ex-
penses, except in the very short run.
Therefore, to concentrate attention on
them (by trying to reduce fixed costs
per unit on an accrual accounting
basis) can cause a manager to over-
expand operations beyond the capacity
of his cash resources.

Thus the cash-flow statement pro-
vides a check and discipline on the
manager, because it shows him how

4. Herbert N. Woodward, ‘“Management Strategies
for Small Companies,” HBR January-February
1976, p. I13.
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the balance sheet items such as cash,
inventory, accounts receivable, ac-
counts payable, and capital expendi-
tures are likely to be affected by oper-
ating decisions reflected in the income
statement. That is, the cash-flow state-
ment keeps operations (as reflected in
both the balance sheet and the income
statement) within the cash resources
of the business.

In short, the cash-flow statement is
perhaps the single most important
control that the manager of an enter-
prise has, particularly for small com-
panies, which are inclined to be short
of cash.

Capital productivity

So far this discussion has treated
profit estimates and cash-flow planning
as though all or most of the expendi-
tures were operating expenses; this is
likely to be true, especially for the
new companies in trade and services,
where facilities requirements are rela-
tively small and may often be rented.
Even manufacturing organizations fre-
quently start with low overhead in
the owner’s garage.

However, as an enterprise grows,
particularly in manufacturing, capital
equipment or buildings may be needed.
Such capital expenditures should only
be considered when the cash-flow
statement indicates that the net cash
balances are large enough either to
buy the equipment outright or to pay
the service costs on a loan to finance
it. At that time, the entrepreneur or
manager should have some historical
standards by which to compare his
own capital performance before mak-
ing capital expenditures.

One such standard is to calculate
the capital-output ratio of the capital
investment—that is, to see how many
dollars of new output (and sales) can
be produced per dollar of investment
input. The standard to be used might
well be this: the capital budget item
must be able to produce at least $0.30
in new added output for every $1.00
of new capital invested, and, after the
addition, the net capital stock of the
enterprise (i.e., all its capital assets
less depreciation) should be able to
produce at least $0.80 in total output
per $1.00 of capital invested.

Exhibit Il

Capital-output ratios of proprietary and corporate business, 1949-1975 (in constant 1972 dollars

of sector income per dollar of net capital stock)

Average capital-output ratios

Marginal capital-output ratios

Proprietary Corporate Proprietary Corporate
1949-1953 1.34 .92 .37 1.05
1954-1960 112 .90 .30 .19
1961-1969 .92 .96 40 .84
1970-1975 75 .86 .01 i)

Source: U.S. Department of Commerce, Bureau of Economic Analysis.

The reason that marginal productiv-
ity of new capital investment is lower
than the average historical standards
of performance is that the new capital
additions are usually not used to full
capacity immediately on installation,
but rather they provide some excess
capacity. If the proposed capital item
does not meet this test, its inclusion
in a capital budget should be gravely
questioned, because this standard is
about the average performance of busi-
ness investments throughout the econ-
omy in the recent past, as shown in
Exhibit III.

In this exhibit, the average capital-
output ratio, or average capital produc-
tivity, is the net output divided by the
net capital stock. The marginal cap-
ital productivity is the net increase
in output divided by the net increase
in capital stock.

The indication is that the capital
productivity of the United States has
been falling gradually for the past
three decades, for both proprietary and
corporate business, and for both av-
erage and marginal capital produc-
tivity. These facts are cause for con-
siderable concern because they in-
dicate that the growth rate of the
economy is falling and that the econ-
omy is in a state of diminishing re-
turns on capital investment.

A variety of reasons may account
for these diminishing returns on cap-
ital investment, such as (a) declining
rates of technological advancement,
(b) increasing marginal costs of new
resources (e.g., deeper oil wells or less-
concentrated mineral ores), (c) infla-
tion of capital equipment prices, or
(d) poorer management decisions re-
garding the company’s capital budget
expenditures.

Perhaps the entrepreneur or man-
ager can do little about the first three
items, other than encourage effective
research in his own organization and
encourage a more balanced fiscal
policy on the part of the federal gov-
ernment. However, the manager can
do something about the fourth item;
he can make better capital budget
decisions.

One criterion for better decision
making in capital budgeting is that
new expenditures must at least meet
average historical standards in the
economy for capital productivity. That
is, a new investment should be able
to produce at least $o0.30 per $1.00
invested in marginal (net new) output
and $0.80 per $1.00 invested in average
output.

In the final analysis, better decisions
are what management is all about.
Improved decision making is especial-
ly vital when the standards and tech-
niques are relatively simple to use and
when the growth rate of the venture
and the economy depends on it.




B | aca it odis ikl

Harvard Business Review

January-February 1979

(5)

David E. Gumpert

Venture capital
becomin(%
more widely
available

If the 1960s with its anything-goes
investment activity was the venture
capital industry’s drunken spree, then
the 1970s became an awful hangover.
Increased capital gains taxes effective-
ly deterred potential investors from
making risky investments. The public
market for new securities virtually dis-
appeared, removing the most effective
device for venture capital firms to cash
in on successful investments and move
on to new ones.

And those few venture capital firms
with money to invest found that the
sour economy through much of the
early and mid-1970s discouraged prob-
ably the most crucial ingredient in
the venture capital equation—the en-
trepreneurs; they more often than not
decided to remain in secure jobs with
large companies.

Painful changes resulted. Possibly as
many as one-third of the venture cap-
ital firms in existence at the end of
the 1960s failed to survive the first
half of this decade. Most of those that
did became particularly unventure-
some. Some turned totally inward to
concentrate all their energy and avail-
able funds on existing investments.
Others swore off start-up and early-

stage investments and instead put their
money into safer situations such as
relatively large, well-established, prof-
itable companies, sometimes even buy-
ing stock on public markets.

Today, though, there are signs that
the venture capital industry’s gigantic
headache is getting better. Not that the
industry is about to revert to the free-
wheeling style of the 1960s, but sub-
stantial amounts of new capital have
recently become available to venture
capital businesses, and signs point to
increasing amounts of cash becoming
available in the near future.

Equally important, there is renewed
interest in start-up and early-stage
companies to go along with the in-
dustry’s continuing enthusiasm for
more mature companies.

All of which has important implica-
tions for potential entrepreneurs and
owners of fast-growing small busi-
nesses. In light of an expected overall
capital shortage in future years that
will especially hamper smaller busi-
nesses, the new sources available from
the venture industry could be of cru-
cial importance. No one is suggesting
that such capital will satisfy all de-
mand, but for entrepreneurs who de-
cide to pursue it with an understand-
ing of the changes that have occurred
in the venture capital area, there could
be substantial opportunities.

The suddenly revived venture cap-
ital industry—which consists of nearly
600 partnerships, corporate subsidiar-
ies, small business investment com-
panies (SBICs), and wealthy indivi-
duals—invested nearly $500 million
during 1978, compared with from $350
million to $400 million in 1977 and
$300 million in 1976, estimates Stan-
ley Pratt, the publisher of Venture
Capital.

The industry is benefiting partly
from improved new issues and merger
markets, which are enabling venture
capital firms to roll over older invest-
ments and to free up funds for new
investments. For instance, new public
offerings by companies with less than
$s million net worth raised between
$175 million and $200 million last
year versus $118 million in 1977 and
$145 million in 1976, according to
Pratt.

In addition, a relatively buoyant
economy encouraged commitment of
new funds from various sources. Citi-
corp Venture Capital Ltd., the venture
arm of Citicorp, recently announced
availability of $100 million to be in-
vested over five years. American Re-
search & Development Corporation
(AR&D), the venture capital subsidi-
ary of Textron Inc., expects to be in-
vesting from $1o million to $20 mil-
lion or more annually during the next
few years after several years of relative
inactivity. T.A. Associates of Boston
raised $15 million of new funds in
1978 from various investors. And a
group of Massachusetts insurance
companies last year established Massa-
chusetts Capital Resource Corporation
to invest $100 million over five years
exclusively in small Massachusetts
companies.

All told, about $500 million of new
money was committed to the venture
industry in 1978 versus only about
$20 million in the prior year, esti-
mates Pratt.

Moreover, several recent develop-
ments suggest to those who monitor
the venture capital industry that in-
creasing amounts of new money will
become available in the near future.
Among the changes are:

O The capital gains tax reduction.
The venture capital industry has been
clamoring long and hard for a reversal
of the capital gains tax increases in-
stituted in 1969 and 1976 as the single
most effective way to pump new mon-
ey into venture markets. The reduction
in capital gains taxes in the fall of
1978 to a top rate of 28% from a top
rate of 49% was less than the venture
capital industry would have preferred,
but it is expected that any reduction
will encourage more investments in
high-risk situations.

O The liberalization of SEC Rule
144. In September 1978, the SEC es-
sentially doubled the amount of un-
registered stock private investors could
sell in public markets. Now, in most
circumstances, up to 1% of a com-
pany’s capitalization can be sold every
three months instead of 1% or less
every six months, as under previous
rules. The change is expected to help
venture capital companies more quick-
ly recycle funds out of old investments
and into new ones.




(6)

[0 The lifting of the public offering
ceiling under SEC Regulation A, which
provides for exemption from registra-
tion under the 1933 Securities Act. The
regulation allows a simplified registra-
tion procedure to companies seeking
to raise relatively small sums of pub-
lic money. During 1978, Congress
raised the maximum offering under
the regulation from $o0.5 million to $2
million, which is expected to be of
primary benefit to smaller companies
seeking to raise capital and thus could
aid venture capital firms in rolling
over chunks of their investments.

O A revision of the “prudent man”’
rule of the Employment Retirement
Income Security Act of 1974 (ERISA).
ERISA has been widely interpreted to
bar pension funds from investment in
speculative securities. However, the
U.S. Department of Labor recently
adopted regulations that would allow
such investments as long as they do
not endanger an entire portfolio, and,
according to Forbes, some institutions
have begun buying stocks of small and
medium-sized companies.!

Pension fund lawyers would like
Congress to back the regulations with
legislation before allowing riskier in-
vestments. Congressional proposals
have been made to allow between 2%
and 5% of pension fund portfolio
assets to be invested in smaller, riskier
companies; the proposals were bottled
up in the last session, but one could
be passed this year.

Where will the new venture capital
funds be directed? Based on funds that
have been invested over the past
couple of years and plans for the re-
cent commitments, it appears that new
investments will go into a wide variety
of situations ranging from start-ups to
well-established concerns with as
much as $250 million volume. The
wide range of investments contem-
plated suggests to some observers that
perhaps the venture capital industry
has become misnamed and its par-
ticipants should really be known as
““development capitalists.”

New ventures gain support

Nonetheless, probably the most start-
ling aspect of the changed venture

situation is the renewed interest in
start-ups and early-stage businesses.
For example, a dozen of California’s
largest venture capital firms invested
more than $50 million of funds in
new or ongoing ventures during the
year ending September 30, 1978; dur-
ing the same period in 1976, the same
firms invested only $18 million and
none went to start-ups, according to
David Arscott, a San Francisco ven-
ture capital firm principal, who mon-
itored the California firms.

Similarly, the dozen or so sizable
venture capital firms in the Boston
area were not doing any start-ups a
year ago, and now practically all are
involving themselves in start-ups, ac-
cording to C. Kevin Landry, a vice
president of T.A. Associates. Among
the recent commitments involving
several Boston area venture capital
firms is $3.7 million to a start-up com-
puter company in southern New
Hampshire.

Some venture capital firms contend
they cannot find enough suitable start-
ups and early-stage investments to use
all the potential funds available. Citi-
corp Venture Capital invested $10
million last year in a variety of situa-
tions, including start-ups and early-
stage companies, and might have in-
vested from $15 million to $20 million
“if the opportunities were there,” ac-
cording to Russell L. Carson, chair-
man.

T.A. Associates has enlarged its staff
of investment evaluators from four to
seven to search out new investments,
and an official worries that, based on
proposals he has seen, the firm will
have difficulty generating enough
promising new situations to use its
$15 million of funds in three years.

In a few cases, the new zeal has
meant competition for deals. Officials
of General Electric Co.’s venture cap-
ital subsidiary, Business Development
Services Inc., complain that they re-
cently were outbid for a couple of
early-stage investments.

Thus some young small businesses
have discovered themselves in the en-
viable position of being able to choose
among several venture capital firms.
Infotecs Inc., a tiny two-and-a-half-
year-old Manchester, New Hampshire
maker of small business computer
systems, found itself the darling of

three different venture groups early
last year when it sought funds to fi-
nance its rapid expansion. Infotecs
first approached First Capital Corpora-
tion, the venture capital subsidiary of
First National Boston Corporation, the
bank holding company, because Info-
tecs had previously dealt with First
National Bank of Boston.

At about the same time, however,
two other venture capital firms ap-
proached Infotecs separately to inquire
about investing in the company. In-
fotecs ultimately chose First Capital,
primarily because it offered the best
terms—a loan with an option to buy
a minority position of the company
within a few years; one of the com-
peting venture firms was seeking a
majority of Infotecs’s stock.

Also at this time, many venture
capital firms are continuing the trend
started a few years ago of investing
in ongoing and established concerns.
Such investments take the form of
leveraged buy-outs, issuance of con-
vertible debentures, and various other
combination debt-equity packages.

AR&D, the granddaddy of venture
capital firms, which is best known for
its backing of Digital Equipment Cor-
poration as a start-up in the 19508, is
currently scouting out leveraged buy-
outs, public companies, and other
established investments. AR&D is
quick to note that it is still also in-
terested in start-ups and early-stage
ventures.

And Citicorp Venture Capital’s new
$100 million investment commitment
is intended almost exclusively for
companies with volume from $25 mil-
lion to $250 million. (The new com-
mitment is in addition to the $10 mil-
lion the firm invested in 1978 in more
traditional venture situations.)

To long-established smaller compa-
nies, such efforts by venture capital
firms is good and sometimes unex-
pected news. When Emmons Indus-
tries Inc., a York, Pennsylvania build-
er and renter of freight cars, which has
been public since 1959 and has $28
million of assets, was seeking to raise
money early last year, it obtained $5
million from a group of venture cap-
ital firms, which received dividend-
paying convertible preferred stock.

1. Forbes, October 2, 1978.
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“We never anticipated going to ven-
ture capital companies,” says Robert
Grossman, Emmons’s president. “We
thought we were too mature.” The
marriage occurred because Emmons’s
investment banker urged the company
to explore venture sources in light of
expected difficulties in raising public
money.

Obstacles remain

There is a less pleasant side to the
venture capital story, however. Though
more money is available through ven-
ture capital firms, that money must
be spread much more thinly than ven-
ture capital of the 1950s and 1960s,
thanks to demands for venture capital
from mature small companies that
once could go public or, if already
public, could make additional new of-
ferings much easier than today.

Even though the public market is
brightening some, it still has quite a
way to go before it even vaguely ap-
proaches the glory days of the late
1960s. That is made clear in govern-
ment statistics, which show that 8o
companies with less than $5 million
in assets raised $415 million via pub-
lic offerings during the four-year period
of 1974 to 1977; in 1969 alone, 548
such companies raised nearly $1.5 bil-
lion.

One outgrowth of the dampened
public market is that venture capital
firms must hold onto their invest-
ments in successful start-ups longer
than ever before. Whereas in the 1960s
companies with from $3 million to
$5 million in sales went public, today
companies attempting to go public
must typically have $20 million or
more in sales.

A number of factors could inhibit
a resurgence of small company public
offerings. For one thing, the interest
of individual investors, who have
been important supporters of small
company investments, has declined
markedly; currently about 25 million
people own equities versus an all-time
high of 32.5 million in 1972. Moreover,
the recent consolidation of brokerage
firms has eliminated many small re-
gional firms that have traditionally
been most supportive of young, grow-
ing firms’ efforts to go public.

The entrepreneur faces a rocky road
in other respects. Though venture cap-
ital is more widely available than it
has been in recent years, it is still
extremely difficult to obtain for most
entrepreneurs and young companies.
For one thing, not all venture capital
firms have yet escaped the early-1970s
doldrums. One of the nation’s largest
venture capital operations, Heizer Cor-
poration, with $81 million invested,
is so preoccupied nurturing its existing
investments that it still is not making
any new investments.

Also, the weeding-out process that
took place among venture capital firms
in the early 1970s eliminated the least
experienced firms and left survivors
who are more selective than ever.
Venture firms investing in start-ups
and early-stage companies are ex-
tremely discriminating; Citicorp, for
example, figures it comes in contact
with 1,000 potential start-ups and
early-stage investments annually, in-
vestigates 100, and then actually com-
mits itself financially to between 5 and
10. And those statistics reflect greater
interest by Citicorp in such invest-
ments than three years ago.

Probably the most difficult task in
assessing the changing venture capital
situation is judging the extent to which
potential entrepreneurs are seeking to
form new companies. Venture capital
firms complain that they are not seeing
enough promising new ventures, but
to some extent that is a chronic com-
plaint. Nonetheless, there seems little
doubt that the long string of reports
lamenting the dearth of venture cap-
ital has discouraged potential entre-
preneurs from leaving the womb of
safe corporate jobs for the uncertain
world of entrepreneurship. Converse-
ly, venture capitalists expect that as
word gets around about the new avail-
ability of funds, more entrepreneurs
will seek funds.

Entrepreneurial guidelines

What does the changing venture cap-
ital situation mean for the entrepre-
neur contemplating tapping venture
capital sources? Venture capitalists
offer the following guidelines and ad-
vice to entrepreneurs and potential
entrepreneurs:

O Entrepreneurs should try to find
venture capital firms that suit their
special needs. As always, SBICs tend
to favor safer, more cautious invest-
ments than private venture capital
firms. But because venture -capital
firms are currently involved in a wider
variety of investments covering a larg-
er range of company sizes than during
the 1960s, many firms tend to be
particularly interested in only certain
situations; for instance, some still con-
centrate on start-ups and early-stage
investments, but others have shifted
and now emphasize more mature com-
panies and leveraged buy-outs. Thus
it is important for entrepreneurs to
find the most appropriate firms and
not waste time with others.

A starting point in the search is a
directory known as Guide to Venture
Capital Sources.? This book lists near-
ly 600 venture capital sources specify-
ing whom to contact and the type of
investment preferred by each. It also
includes about 30 articles by various
experts providing information on rais-
ing and using venture capital and
guidance for going public, as well as
a bibliography to other venture capital
publications.

[0 For the start-up concern, proven
managerial talent seems crucial to
winning backing. Because venture cap-
italists still view start-ups with ex-
treme caution, entrepreneurs without
a track record of previous start-up suc-
cess can almost forget about obtaining
seed money. They must get their com-
pany going with other capital sources
and show solid evidence of potential
success, preferably a profit, before
they can expect to obtain venture cap-
ital.

The previously cited start-up New
Hampshire computer company that
raised $3.7 million of venture capital
is headed by an entrepreneur who suc-
cessfully started other companies. And
Infotecs, which was able to choose
from three venture capital groups, has
shown impressive profits.

0O Once venture capitalist interest
has been won, expect some leeway in

2. Guide to Venture Capital Sources, ed. Stanley
M. Rubel (Wellesley Hills, Mass.: Capital Publish-
ing Corp., 1977). (Another source of publications
useful to entrepreneurs is Arlyne A. Jackson,
‘‘For the Manager’s Bookshelf,”” HBR
September-October 1977, p.

182.)
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terms. In recent years, venture capital
firms have ordinarily been obtaining
70% ownership of start-ups versus the
30% ownership typical of the late
1960s. However, with more money
and competition for attractive ven-
tures, terms have begun to ease some.
[0 Take great care in choosing a ven-
ture capital backer, considering other
things besides financial terms, because
entrepreneurs and venture capitalists
are involved together for lengthy peri-
ods; thanks to unreceptive public mar-
kets, venture capital firms must hold
onto their investments typically twice
as long as in the 1960s before they can
be taken public. Therefore, it helps for
entrepreneurs to be involved with ven-
ture capitalists who can offer manage-
ment guidance and possible additional
financing as small company invest-
ments reach growth milestones.

For more mature smaller businesses,
the simple knowledge that venture
capital is available to them can be a
crucial revelation. Indeed, such busi-
nesses are likely to find venture capital
more readily available to them than
it is to young up-starts. Terms are
likely to be more flexible too.

Venture capital firms are increasing-
ly seeking investments yielding im-
mediate income, so combination debt-
equity packages can frequently be
negotiated. But the established compa-
nies, accustomed to having more cap-
ital source choices, will inevitably find
themselves wrestling harder than up-
starts over the prospect of giving up
large chunks of equity interest in their
companies.

Like start-up companies, established
small businesses are also advised to
search long and hard for the right
venture capital source. That is partly
because debt-equity packages can come
in more forms than straight equity
deals and because mature companies,
being in greater demand by venture
capital firms, can expect more nego-
tiating leeway.

Also, different types of small com-
panies require different venture capital
sources. A fast-growing $10 million to
$15 million volume computer or med-
ical instruments company with hopes
of eventually going public should not
seek out a small SBIC. But a profitable,
slower-growing company with no pub-

lic issue aspirations and consequently
smaller capital requirements might do
best with a small SBIC.

The rules promise to change even
more because increasing amounts of
venture capital seem likely to become
available. The effective doubling of
the capital gains tax between 1969 and
1976 was cited by nearly every witness
in May 1978 hearings before the Sen-
ate’s Select Committee on Small Busi-
ness as the most serious obstacle to
availability of venture capital; thus
the easing of the capital gains burden
will undoubtedly generate new money.

And a further change in the ERISA
prudent man provision could have
huge ramifications, since pension fund
investments total an estimated $200
billion; even 2% to 5% of that amount
becoming available for smaller com-
pany investment would be quite sig-
nificant.

The end result would be much more
investment activity. Start-ups could
become more widespread as qualified
entrepreneurs go out looking for back-
ing and venture capital firms become
more daring. The public issues market
could improve enough to allow ven-
ture capital firms to cash in on many
of their long-standing investments and
have added funds for new investments;
also, established small companies could
more easily go public, giving them an
alternative capital source.

The implications of such develop-
ments would, of course, be immense.
The opening of new capital sources to
mature, profitable small companies
would slowly remove them from the
venture capital marketplace, forcing
venture capital firms to concentrate
more fully on promising start-up and
early-stage companies. That could
mean a step-up in the pace of tech-
nological progress and innovation
which could aid this country’s capacity
in such areas as energy, international
competition, and employment.

However, it is still a long way back
to the happy investment days of the
1960s.
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Growing Concerns

Edited by David E. Gumpert

Topics of particular

interest to owners and managers

of smaller businesses

In this issue, HBR introduces

a feature intended to inform

and guide owners and managers of
smaller businesses. “Growing
Concerns” will include articles
exploring the ramifications of
legislative and regulatory develop-
ments, rationale for making

wise accounting, computer, and
management succession decisions,
and research on entrepreneurship
and other areas. The column may
also include articles directed

to managers of nonprofit and
government organizations as well
as interviews with business and
government leaders with special
experience or influence on smaller
businesses. This issue’s feature
offers two selections—one by
Stahrl W. Edmunds explaining how
the early detection of venture
success or failure can be improved
by measures of profitability, cash
flow, and capital productivity,
and the other by this column’s
editor documenting the increased
availability of venture capital

and offering guidelines to entre-
preneurs seeking such capital.

Mr. Edmunds is dean of the
Graduate School of Administration
and professor of administration,
University of California,

Riverside. He is also director

of the Dry Lands Research Institute,
University of California,

Riverside.

Stahrl W. Edmunds

Performance
measures

for small
businesses

Large and small businesses have at
least one thing in common. That is,
both types of enterprises start small
and must master successful venturing
to survive and grow. Large businesses
may do their venturing in the form of
new product lines or new venture sub-
sidiaries. Small businesses are usually
entrepreneurial ventures by reason of
their owner’s purposes. Small compa-
nies have trouble surviving, and their
failure rates are high. Large corpora-
tions have been singularly unsuccess-
ful in starting new ventures, because
the requirements of venturing differ
markedly from the more highly struc-
tured regime of a large ongoing cor-
poration.!

Therefore executives of large and
small businesses alike have a common
interest in devising some simplified
schematic for planning and decision
making that will help improve the
probability of venturing success, or at
least give an early indication of the
probable lack of success.

Small as well as large businesses
need benchmark planning data if they
are to develop operating plans and
policies that are effective in control-
ling performance of their enterprises.
The literature suggests that small ven-
tures have more difficulty in planning
than do larger enterprises. The smaller
the venture, the less time and staff
available to search for planning data.
Part of this difficulty may be due to
lack of managerial skill or experience.
Part of the planning problem, too, may
be the greater difficulty of finding ap-
propriate statistics by which small
ventures can measure their perfor-
mance, because small businesses are
numerous and diverse, and the data
base on the U.S. small business uni-
verse is poorly defined.

Statistical measures of planning per-
formance can present insurmountable
obstacles for small businesses. Data
must be locally available or easily at
hand to be usable in a simplified plan-
ning exercise. The following discussion
attempts to provide some rough target
data that may be useful for decision
purposes, together with a simplified
planning framework for their use.

The most comprehensive data on
the business universe, including small
business, are found in the tax returns
of the Internal Revenue Service, the
industry statistics of the U.S. Depart-

1. See, for example, Mack Hanan, ‘‘Venturing
Corporations—Think Small to Stay Strong,’”
HBR May-June 1976, p. 139.
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ment of Commerce, and the credit data
of Dun & Bradstreet, Inc. However,
these data sets are frequently not cur-
rent, reconciled, or tabulated in a form
that reveals size, industry class, or
performance characteristics; indeed,
the special tabulation costs of the huge
data bases are very high.

Fortunately, former Secretary of the
Treasury William E. Simon had a
special tabulation made in 1975 for
his testimony to the Select Committee
on Small Business of the U.S. Senate,
which provides the basis for estimating
several performance targets for busi-
nesses of all sizes.? This tabulation,
together with interpolative data from
the Commerce Department and the
Federal Trade Commission, can be
used effectively as the basis for rough
estimates of profitability, cash flow,
and capital productivity. Taken to-
gether, the use of these measures—
whether these performance targets are
exactly appropriate or not—imposes
a tight planning discipline on man-
agers of small ventures that forces
them away from failure and toward
at least average historical standards of
performance.

Profitability estimates

One measure of profitability is the
amount of net earnings per dollar of
assets employed in the business, which
is the special tabulation Simon pre-
sented to the Select Committee on
Small Business. Corporate earnings
per dollar of assets were compiled by
both industry class and size and in-
cluded and excluded executive com-
pensation.

Excluding officer compensation, the
earnings per dollar of assets were
somewhat lower for businesses having
under $100,000 in assets than for
larger enterprises. Including officer
compensation, shown in Exhibit I, the
earnings per dollar of assets are seen
to be higher for smaller business ven-

2. U.S. Senate Select Committee on Small Business,
The Role of Small Business in the Economy—

Tax and Financial Problems, 94th Congress: 1st
Session (Washington, D.C.: Superintendent of
Documents, November 21, 1975), p. 19.

3. U.S. Federal Trade Comhmission, Quarterly
Financial Report, 4th Quarter (Washington, D.C.,
1975).

tures of every size and of every indus-
try class.

The earnings including officer com-
pensation provide the most compar-
able data across size classes, because
of differences in effective tax rates.
The statutory income tax rate is lower
for small companies than for larger
ones; yet the effective tax rate is con-
sistently higher for small businesses—
averaging 50% for those under $25
million in assets but only 35% for
those over $1 billion in assets.

That is, the corporate income tax
is regressive and declines with com-
pany size. Under these circumstances,
a rational small business executive
would withdraw earnings as personal
income from his enterprise at least
until his personal tax rate exceeded
51%. Of course, in small businesses,
these withdrawals could constitute a
large part of total earnings; hence the
earnings per dollar of assets including
officer compensation provide the most
comparable data across size classes.

Exhibit I presents two significant
sets of fact: the first concerns profit
planning targets and the second, rela-
tive efficiency. For profit planning, a
small business manager can use the
data in this exhibit to set minimum
profit goals for himself, on the as-
sumption that if his enterprise cannot
match the average earnings per dollar
of assets for others in its industry class
and size, then the funds might be
better invested elsewhere. Consider:

A venture with assets of $25,000 to
$50,000 should be able to set planning
targets for earnings (including officer
compensation) of $1.03 per $r.00 of
assets in a service industry, $0.53 per
$1.00 in construction, and $0.34 per
$1.00 in wholesale or retail trade.
Those figures represent averages, of
course, plus or minus what other de-
viations the manager may be able to
ascertain regarding his own two- or
three-digit standard industrial classi-
fication. Such deviations may be ob-
tainable from comparative statistics
within trade associations.

Similarly, a large corporation in
manufacturing or retailing with assets
from $25 million to $100 million could
expect to set a profit target of $o.12
per $1.00 of assets.

For relative efficiency, this exhibit
clearly shows that smaller companies

have higher earnings in every indus-
try group and size class. The smaller
the company, the higher the earnings.
That is, earnings are inversely related
to size.

The data shown in Exhibit I, far
from demonstrating economies in
scale, suggest that there are large dis-
economies of organizational scale. The
small companies (under $250,000 in
assets) consistently show earnings rates
from two to five (or more) times the
largest corporations’ ($10o million and
over in assets). Such findings bely the
common presumption that small busi-
nesses suffer from management inad-
equacies. Indeed, the management of
smaller companies, by this perfor-
mance standard, is superior to that of
the large ones.

Cash-flow planning

Exhibit I also makes it possible to ap-
proximate some rough estimates of
cash flow by industry group and size
class. This may be done by using the
Federal Trade Commission data on
depreciation allowances by asset size
and adding them back to earnings to
obtain the average cash flow.® This
cash flow by industry and size class is
a useful planning target and tool, par-
ticularly since cash-flow planning is
one of the more difficult and vulner-
able areas in small business manage-
ment. Exhibit II shows the average
cash-flow estimates by size and indus-
try class.

The advantage of cash-flow plan-
ning to businessmen, whether in large
or small enterprises, is that it imposes
the discipline of a cash budget, which
is essential to survival. Because rec-
ords, budgets, and cash flow closely
interlink, it is scarcely possible to solve
the cash-flow problem without dealing
with the adequacy of financial records
and budgets as well. Yet the tech-
niques for cash-flow planning are rela-
tively simple, and they may be sum-
marized in the following nine steps:

1. Make a sales projection based on
historical experience by week or
month, broken down by cash and
credit sales.

2. Analyze accounts receivable by
adding projected credit sales weekly
(or monthly) and subtracting the pay-




T stk |
o / W"{/«i?a_u

i ’Wj‘“"" cround eincle WJW s aoé"ui/

dugri 110 cm, o Dol B Letn b

Ad: /mm Tho  [-e 15 T of panth.  Ond

/- (1~ e) (Mot %wt %mwéu'

mmﬁ il s go ahrg. Wl probly oo L]

e

Let o ke no. of otupia ovels
7 MW m ea. s7age.,
T éc W%WM/&W», corel,

c (s)l
I's  coX i-ai'ﬂ/( (5

%W%%@M




hicor sl AJ‘/IMM,/.e-W

o wok (f'Ao"Wt""‘- Af/ﬁ’/r\_

.Wrw») /%% Waates W/
l-2- undries /éff""[

fetuia Loge ansa 7= fad s
L mut hotd Tieen oo Limg
s 00 ahunt MWm
i

@Jmﬂwmlfa/a
Wmmh&t-












homer pica e of v, Incbond
Waiihdos, oo mbiich DY 17> A //a/f{
binds Tz that i what

rop exee. et e

[LAM%MWA ﬂswaf
inoliviaibility = the rop lecisin
% MQ%A/M//& MIWAM
ﬂam?w-uﬂfw, mw&%y%

ey
o, nale, me;m«yoyuuv//udj/f







el Goncency tt 7o @,WVW/ Aoiehy o

B L e ZWW 0(;»47

B e ol s u-w/»a?‘w:.)
/MCHmao&;«_ ‘%J“ MW/AW,M







N

~

Derwing.  Fimamciad Py of - Conpr
IV, 22’7‘%

C)ﬁ{/ 'a 5‘7:}2'»/ che g/m% Comnsotitlatons’

-

- \
NS S SR, e




Opt. size: fluctuating prices
encouraze smaller units, as they are
more flexible, shifting between types
of production. Ilence price fixing by

ovt. increases opt. size.

%MW/MXI?,”‘U?WA ’é,_,

,M%hi7%ukvféwﬂw Aﬂgﬁnpnawéf

¢ wﬂﬁhﬁfAQ%Fnav%U?a4&£&4w?p
Chw/Qﬁﬁkd a¢~W4v«:7%to¢b/?yu(?
4 ) WV/WW (/Véeé/
nbvaeu,{a;ﬁwm ’ 7




