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IT onclusior to be drawn from the Sears story 18 that
usiness ent_cms created and managed &by ) It is not
Jmanaged by “forces.,” Economic forces set hmlts to what manage-
ment can do. They create opportunities for management’s action.
But they, by themselves, do not determine what a business is or
what it does. Nothing could be sillier than the oft-repeated asser-
tion that “management only adapts the business to the forces of

the market.” Mmggglg__g_t:_pg_onlv finds these “forces’; manage-

_Inentare | by jt n I Just as it took al]uhus gosen-
wald) ears ago to make Sears into a business enterprise, and a
(GEIEFJ%VYS@ twenty-five years ago to change its basic nature and
thus insure its growth and success during the depression and World
War II, it will take somébody—and probably quite a few peé\ple—-

to make the decisions that will determine (@hethey Sears is going
to continue to prosper or will decline, whether it will survne or
éerlsgg

ﬂlz;:tr?}d,will eventually And that is true of every business.

S
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} . 1. _ _
{The second conclusionjis that a business cannot be defined or
explained in terms of /profit - ,

The average busines “when asked what a business is, is likely
to answer: “An organization to make a profit.” And the average
economist is likely to give the same answer. But this answer is not
only false; it is irrelevant. |

Similarly, there is total bankruptcy in the prevailing economic

-theory of business enterprise and behavior: the theory of the
“maximization of profits”—simply/ a complic Y rasing
the old saw of “buying cheap and%elli Lhig thedrem may
adequately explain how [Richard; Sperated Fters—bank-

rupt .prerc/i?y_bee&usﬁ canmot ‘explain how Seary/ Roebuck—or
any other’business ent ﬁsHperates, nor how itghoukd operate.
~ This shows cle in the attempts the economists themselves must
rake to salyage the theorem. Joel Dean, the m %;lliant and
fruitful. of the economists analyzing business today, still maintains
the fheorem)as such. But this is how he defines it: Py~

-mfefy,qﬂ— LL

Economic’ theory makes a fundamental assumption that “maximizing
profits is the basic objective of every firm. But in recent years ‘“‘profit
maximization” has been extensively qualified by theorists to refer to the
long run; to refer to management’s rather than to owners’ income; to in-
clude non-financial income such as increased leisure for high-strung execu-
tives and more congenial relations between executive levels within the
firm; and to make allowance for special considerations such as restrain-
ing competition, maintaining management control, warding off wage de-
mands, and forestalling anti-trust suits. The concept has become so gen-
eral and hazy that it seems to encompass most of men’s aims in life.

This trend reflects a growing realization by theorists that many firms,
and particularly the big ones, do not operate on the principle of profit

maximizing in terms of marginal costs and revenues. . . .2

-

Surely a theorem that can be used only when qualified out of
existence has ceased to have meaning or usefulness. bt

This does not mean that profit and profitability are unimportant. Tl «

It does mean that profitability ismo?® the purpose of business enter-

prise and business activity a {limiti if. Profit is not

the explanation, cause or rationale of business behavior and busi-
s s 1 z » - - >
ness dec1s1ons,@ fhe test of the idity} If archangels, instead of

ook

— Dfaﬁf!

- ri
t Managerial Economics (New York: Prentice-Hall. 1ax1). pare 28. Rﬁ;’ﬂ?)
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businessmen, sat in directors’ chairs, they would still have to be
concerned with profitability despite their total lack of personal
interest in making profits. And this applies with equal force to those
far from angelic individuals, the Commissars who run Soviet
Russms business’ enterprises. For the problem of any business is
the maximization of profit l@ the achievement of sufficient
proﬁt to cover the risks of economic activityan thus to avoid loss..

The root of the confusion is the mistaken belief that the motive
of a person—the so-called “profit motive” of the businessman-—is an
explanation of his behavior or his guide to right action. Whether
there is such a thing as a profit motive at all is highly doubtful. It
was invented by the classical economists to explain economic
behavior that otherwise made no sense. Yet there has never been
any but negative evidence for the existence of the profit motive.
And we have long since found the true explanation of the
phenomena of economic change and growth which the profit motive
was first put forth to explain.

But it is irrelevant for an understanding of business behavior,

| including an understanding of profit and profitability, whether there

is a profit motive or not. That Jim Smith is in business to make a
profit concerns only him and the Recording Angel. It does not tell
us what Jim Smith does and how he performs. We do not learn any-
thing about the work of a prospector, hunting for uranium in the
Nevada desert, by being told that he is trying to make his fortune,
We do not learn anything about the work of a heart specialist by
being told that he is trying to make a livelihood, or even that he
is trying to benefit humanity. The profit motive and its offspring,
maximization of profits, are just as irrelevant to the function of
a business, the purpose of a business and the job of managing a
business.

In fact, the concept is worse than irrelevant. It does harm. It is
a major cause for the misunderstanding of the nature of profit in
our society and for the deep-seated hostility to profit which are
among the most dangerous diseases of an industrial society. It is
largely responsible for the worst mistakes of public policy—in this
country as well as in western Europe—which are squarely based

" on a lack of understanding of the nature, function and purpose of

o._-—-_‘—-_-—'—_'~_—‘1—'——
business enterprise.



WHAT 15 A BUDSINEDST 3/

| The Purpose of a Busines:j J-10

If we want to know what a business is we have to start with its
purpose. And its purpose _must lie outside of the business itself.
In fact, it must lie in society since a business enterprise is an organ
of society. There is only one valid definition of business- purpose:

to create a customer.
e —— .
Markets are not created by God, nature or economic forces@

by businessmen. The want they satisfy may have been felt by the

customer before he was offered the means of satisfying it. It may
indeed, like the want for food in a famine, have dominated the
customer’s life and filled all his waking moments. But it was a
theoretical want before; only when the action of businessmen makes
it effective demand js there a customer, a market. It may have been

- an unfelt want. There may have been no want at all until business

action created it—by advertising, by salesmanship, or by inventing

something new. In every case it is business action that creates the

customer. -

It is the customer who determines what a business is. For it is the
customer, and he alone, who through being willing to pay for a
good or for a service, converts economic resources into wealth, things
into goods. What the business thinks it produces is not of first im-
portance—especially not to the future of the business and to its
success. What the customer thinks he is buying, what he considers
“value,” is decisive—it determines what a business is, what it
produces and whether it will prosper.
 The customer is the foundation of a business and keeps it in

existence. He alone gives employment. And it is to supply the con-

sumer that society entrusts wealth-producing resources to the
business enterprise.

' The Two Entrepreneurial Functions P

Becauge it is its purpose to creat¢ 3 customer, any business enter-

prise has two—and only these two—basic functions: marketing and
innovation. They are the entrepreneurial functions.

{ ] Marketing 1is ﬂ_lg_ distinguishing, the unique function of the

business, A business is set apart from all other human organizations
by the fact that it markets a product or a service. Neither Church,




hor Army, nor School nor State does th

fulfils itself through marketmg a product of a servlce,'ls a 1busmess.

Any organization in which marketing is either absent or incidental
is not a business and should never be run as if it were one, St/

The first man to see marketing clearly as the unique and central func-
tion of the business enterprise, and the creation of a customer as the
specific job of management, was Cyrus McCormick. The history books
mention only that he invented a mechanical harvester. But he also in-
vented the basic tools of modern marketing: market research and market
analysis, the concept of market standing, modern pricing policies, the
modern service-salesman, parts and service supply to the customer and
installment credit. He is truly the father of business management. And he
had done ail this by 80l It was not until fifty years later, however,
that he was widely imitated even in his own country.

The economic revolution of the American economy since (1909
has in large part been a marketmg revolution caused 5y the as-

sumption of responsibility for cr e, aggressive, pioneering mar-

keting by American managemen fty years ago the typical atti-

tude of the American businessman toward marketing was still: “The
sales department will sell whatever the plant produces.” Today it is
increasingly: “It is our job to produce what the market needs.” But
our economists and government officials are just beginning to under-
stand this: only now, for instance, is the U. S. Department of Com-
merce setting up an Office of Distribution.

In Europe th ill alm ing that marketing

is the specific business function—a major reason for the stagnation

g
{\.}:7 '7/]

gyHY

of the European economies of today. For to reach full realization of
the importance of marketing requires overcoming a deep-rooted

social prejudice against “selling” as ignoble and parasitical, 4nd) in
favor of “production” as gentlemanly, with its resultant theoretical

fallacy of considering production as the main and determmmg func-

tion of a business.
A good example of this historical attitude toward marketing are

those big Italian companies which have no- domestlc sales managers
even though the home market accounts for 70\}per cent of their

business. = |
Actually marketing is so basic that it is not just enough-to have
a strong sales department and to entrust marketing to ‘it. Marketing
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is not only much broader than selling, it is not a specialized activity
at all. It encompasses the entire business. It is'the whole business
seen from the point of view of its final result, that is, from the
customer’s point of view. Goncern and responsibility for marketing
must therefore permeate all areas of the enterprise. |

One illustration of this concept of marketing is the policy worked
out by the General Electric Company over the last ten years, which at-
tempts to build customer and market appeal into the product from the
design stage on. It considers the actual act of selling but the last step
in a sales effort that began before the first engineer put pencil to drawing
paper. This, according to a statement in the company’s 1952 annual
report, “introduces the marketing man at the beginning rather than the
end of the productibn cycle and would integrate marketing into each
phase of the business. Thus marketing, through its studies and research,
will establish for the engineer, the designer and the manufacturing man
what the customer wants in a given product, what price he is willing to
pay, and where and when it will be wanted. Marketing would have author-
ity in product planning, production scheduling and inventory control,
as well as in the sales distribution and servicing of the product.”

l The Enterprise as the Organ of Economic Growt_hj

But marketing alone does not make a business enterprise. In a
static economy there are no “business enterprises.” There are not
even “businessmen.” For the “middleman” of a static society is
simply a “broker” who receives his compensation in the form of a
fee. ' | |
A business enterprise can exist only in an expanding economy,
or at least in one which considers change both natural and desirable.

And business is the specific organ of growth, expansion and change.
The second function of a business is therefore innovation, that is,

the provision of better and more economic goods and services. It is
not enough for the business to provide just any economic goods and
services; it must provide better and more economic ones. It is not

necessary for a businéss to grow bigger; buk it-is-necessary that it
constantly grow better.
Inpovation may take the form of lower price—the form with

which the economist has been most concerned, for the simple reason
that it is the only one that can be handled by his quantitative tools.
But it may also be a new and better product (even at a higher



@

price), a new convenience or the creation of a new want. It ﬂ ‘o

be finding new uses for old products. A salesman who succeeded in
selling refrigerators to the Eskimos to prevent food from freezing
would be an linnovator’ quite as much as if he had developed
brand-new processes or invented a new product. To sell the Eskimos

a refrigerator to keep food cold, is finding a new market; to sell a
refrigerator to keep food from getting too cold is actually creating
a new product. Technologically there is, of course, only the same

old product; but economically there is innovation.

(® Innovation goes right through all phases of business. It may be
innovation in design, in product, in marketing techniques. It may
be innovation in price or in service to the customer. It may be
innovation in management organization or in management methods.
Or it may be a new insurance policy that makes it possible for a
businessman to assume new risks. The most effective innovations
in American industry in the last few years were probably not the
much publicized new electronic or chemical products and processes
but innovations in materials handling and in manager development.

Innovation extends through all forms of business. It is as im-
portant to a bank, an insurance company or a retail store as it is
to a manufacturing or engineering business.

In the organization of business enterprise innovation can there-
fore no more be considered a separate function than marketing. It
is not confined to engineering or research but extends across all
parts of the business, all functions, all activities. It is not, to repeat,
confined to manufacturing business alone. Innovation in distribu-
tion has been as important as innovation in manufacturing; and so
has been innovation in an insurance company or in a bank.

- The leadership in innovation with respect to product and service
can normally be focused in one functional activity which is responsi-
ble for nothing else. This is always true in a business with a strong
engineering or chemical flavor. In an insurance company, too, a
special department charged with leadership responsibility for the
development of new kinds of coverage is in order; and there might
well be another such department charged with innovation in the
organization of sales, the administration of policies and the settling

- of claims. For both together are the insurance company’s business.
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CHAPTER 6

@)
te

WHAT IS OUR BUSINESS—
AND WHAT SHOULD IT BE>

[What is our business, | neither ¢asy nor obvious—The Telephone
Company example—Failure to answer the question a major source
of business failure—Success in answering it a major reason for
business growth and results—Question most important when
business is successful—Who s the customer’—What does the
customer buy?—Cadillac and Packard—What is value to the
customer>—What will our business be?—What should our busi-
ness be?—Profitability as an objective.

NOTHING may seem simpler or mare ohviong than to answer what a
company’s business is. A steel mill makes steel, a railroad runs trains secap
to carry freight and passengers, an insurance company UNderwrites /i, ..i.
fire risks. Indeed, the guestion looks so simple that it is seldom isk
raised, the answer seems so obvious that it is seldom given.

Actually “what is our business” is almost always a difficult ques-
tion which can be answered only after hard thinking and studying.
And the right answer is usually anything but obvious. '

One of the earliest and most successful answers to' the question was the
one that Theodore N. Vail worked out for American_Telephone and
Telegraph almost fifty years ago:l “Our business is service."j\This sounds
‘obvious once it has been said. But first there had to be the realization
that a telephone system, being a natural monopoly, was susceptible to
nationalization, that indeed a privately owned telephone service in a
developed and industrialized country was exceptional and needed com-
munity support: for its survival. Secondly there had to be the realization

49
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that community support could not be obtained by propaganda cam-
paigns or by attacking critics as “un-American” or “socialistic.” It could
only be obtained by creating customer-satisfaction. This realization meant
b ‘ M in business policy. It meant constant indoctrination
t . In dedication to service for all employees; and public relations which
L stressed service. It meant emphasis on research and technological leader-
ship; and a financial policy which assumed that the company had to give
1 + service wherever there was a demand, and that it was management’s job
| to find the needed capital and to earn a return on it. In retrospect all
ﬁ;l these things are obvious; but it took well over a decade to work them
i out. Yet would we have gone through the New Deal period without a
| serious attempt at telephone nationalization but for the careful analysis
| of its business that the Telephone Company made around 19o5?

‘Ei‘ ‘What is our business i@ ggte'rmined by tb%e@ by
!'\ji the consumer. It is@ deﬁried by the company’s name, statutes
i = articles of incorporation $up by the want the consumer satisfies
’“’g when he buys a product or a service. question can_thereforg
be answereg ) by looking at the business 1 _thef{outsigic
; the point of view of the customer and the market. What the con-
1 sumer sees, thinks, believes and wants at any given time must be
‘ accepted by management as an objective fact deserving to be taken

] as seriously as the reports of the salesman, the tests of the engineer
!

| or the figures of the accountant—something few managements find
11 it easy to do. And management must make a conscious effort to get
honest answers from the consumer himself rather than attempt to.

read nis 1mind. ' : _
1t is, then, the first responsibility of @ol/; man;gement to ask the

‘ question “what is our business?”” and to make sure that it is carefully
studied and correctly answered. Indeed, the one sure way (o tell

|
"5' whether a particular job is top management or not is to ask whether
fi its holder is expected to be concerned with, and responsible for, that
1 answer. '
That the question is so rarely asked—at least in a clear and
sharp form—and so rarely given adequate study and thought, is
perhaps the most important single cause of business failure. Con-
versely, wherever we find an outstandingly successful business we will
almost always find, as we did in the case of the Telephone Company
or in that of Sears, that its success rests to a largé extent onm
the question clearly and deliberately, and on answering it thought-
fully and thoroughly.
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e o Hlom —
(“What Is Our Business?” Most Impo*rtang T S‘Z‘;’“’t’} —-I”{
hann

in_Successful Business g,%
S 3 W
The example of Sears also shows that it is not‘a question that
needs to be raised only at the inception of a business or when the

company is in trouble. On _the contrary: to raise the guestion and

to study it thoroughly is most needed me
For then failure to raise it may result ig—-r;gplg decline.

- At the very inception of a business, the question often cannot be
raised meaningfully. The man who mixes up a new cleaning fluid /&;»»—
and peddles it from door to door need not know more than that
his mixture does a superior Job taking stains out of rugs and
upholstery fabrics. But when the product catches on; when he has
to hire people to mix it and to sell it; when he has to decide

- whether to keep on selling it directly or through retail stores,
whether through department stores, supermarkets, hardware stores
or through all three; what additional products he needs for a full
“line”—then he has to ask and to answer the question: ‘‘what is
my business?” If he fails to_answer it when successful, he will, even
with the best of products, soon be back wearing out his own shoe
leather peddling from door to door.

It is as important a question in a business that appears to have
little control over what it produces physically—a copper mine, for
instance, or a steel mill—as in a business such as a retail store or an
insurance company, that seems to have a great deal of control. To
be sure, a copper mine produces copper. If there is no demand for
copper, it will have to shut down. But whether there is demand for
copper depends substantially on management’s action in creating
markets, in finding new uses, and in spotting, well in advance,
market or technological developments that might create oppor-
tunities for copper or threaten existing uses. | N

‘The product-determined or process-determined industries—steel
making, petroleum chemistry, mining or railroading—differ from
the rest only in their being, inevitably, in many businesses rather
than in one. This means that they have a much more difficult task
deciding which_of the wants that customers satisfy with their

. praducts are most import Imost_promising. :

- What failure to do so can mean is shown by the fate of the
American anthracite coal industry and by the steady decline of the




3 - A LALES A WAL AR £%AlL WL AVARLBLVNA RIS BIILYE AL YV =

{77 railroads’ competitive position in the freight and passenger business.
Neither industry, it can be asserted with confidence, need have
tumbled from the high estate it occupied less than a generation ago
had managements thought through what business they were in,
instead of considering the question so obvious as to answer itself.

Who Is the Customer?:\]‘ | ‘ Z ~1&

The first step toward finding out what our business is, is to raise.
i | the question: “Who is the customer?”—the actual customer and the
lE ! - potential customer? Where is he? How does he buy? How can he
| be reached? - :

b
ﬁ]‘ One of the companies that had come into existence during World War
'.“*i

II decided after the war to go into the production of fuse boxes and

switch boxes for residential use. Immediately it had to decid@ts

g customer should be the electric contractor and_builder@ the_homeowner

/ making his own electric installations and repairs. To reach the first would

j require a major effort at building a distributive organization; the home-

ﬂ owner could be reached through the mail-order catalogues and retail

stores of such existing distributive organizations as Sears, Roebuck and
Montgomery Ward. -

Having decided in favor of the electrical contractor as the larger as

‘%l well as the stabler (though the more difficult and much more competi-

tive) market, the company had to decide where the customer was. This
innocentsounding question required major analysis of population and
market trends. In fact, to go by past experience would have meant disaster
‘ to the company. It would have led them to look for their customer in the
i big cities—and the postwar housing boom was primarily suburban. That
|

the company foresaw this and built a marketing organization centering in
the suburbs—unprecedented in the industry—was the first major reason
i for its success. , .
; The question |'_‘_Igow does the customer buy@ was fairly easy to answer
in this case: the electrical contractor buys through specialty wholesalers.
j But the question of lhow best to reach hfé was hard—indeed, today, after
I almost ten years of Bperations, the compafly is still undecided and is still
trying out various methods such as salesmen or manufacturer’s agents. It
| has tried to sell direct to the contractor—by mail or out of central sales
fi warehouses of its own. It has tried something never attempted before in
‘ the industry: to advertise its products directly to the public so as to build
|
|

up ultimate-consumer demand. These experiments have been successful
enough to warrant the suspicion that the first supplier who finds a wav
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around the traditional wholesaling organization of the industry with je
high distributive expenses will sweep the market. o 7

The next question is; * € customer buy?” The
Cadillac people say that they make an automobile and their busi.
ness is the Cadillac Motor Division of General Motors. But does the
man who spends four thousand dollars on a new Cadillac buy trans.
portation or does he buy primarily prestige? Does the Cadillac, in
other words, compete with the Chevrolet and the Ford; or does it

‘compete—to take an extreme example—with diamonds and mink
coats? T

Packard, alone amornig the independent producers of high-priced cars,

for depression times: a high-priced but carefully engineered, solid and un.
ostentatious car, sold and advertised as a symbol of conservative solvency
and security in an insolvent and Insecure world. By the mid-thirties, how-

to figure out what its market is, Though it has highly priced -cars, they
do. not symbolize that the owner has “arr_ived”—-perhaps because they are
not high-priced enough. Though it brought out medium-priced cars, it
did not succeed in' making them Symbolize the sterling worth and solid
achievement of the successfu] professional. Even a new management re-
cently come in did not find the right answer. As a result, Packard in the

midst of 2 boom had to merge with another Company to stave off disaster.

To raise the question “what does the customer buy?” js enough to
- prove inadequate the concepts of market and competition on which
managements usually base their actions. :

housewife, his customer, does not buy a stove: She buys the easiest wa
Yo cock food. This may-be an electric Stove, a gas stove (whether for
. manufactured, natural or bottled gas), a coal stove, a wood stove, or any
combination thereof. She only rules out—at least in today’s America—
the kettle over the open fire. Tomorrow she might well consider a stove
_lg;hat us€s supersonic waves or infra-red heit {or one that runs water over
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a yet-to-be-discovered chemical). And since she, being the customer, decides
what the manufacturer really produces, since she, being the customer alone
can create an economic good, the gas-stove manufacturer has to consider
his business as that of supplying an easy way to cook, his market as the
cooking-implement market, his competition as all suppliers of acceptable

ways of cooking food. ' .y
Another example: 4

Twenty-five years ago or so a small manufacturer of packaged and
branded foods analyzed his business by raising the question of what his
customer—the retail grocer—actually bought when he bought his product.

he conclusion;-and it took five years of hard work to reach it—was that
_ il grocer looked to the manufacturer for managerial services, espe-
it cxally for advice on buying, inventory keeping, bookkeegmg and dlsglaz,
F. “Tather than f m which he could get from many other sources. As a
'Ii result the company shifted the emphasis m The salesman
i:{ has become a serviceman whose. first responsibility is to help the customer
" work out his own problems. He will, of course, push the company’s
:‘]| products. But he is expected to advise the customer objectively and im-
il! partially on how much of the competitors’ products he needs, how to

display them, how to sell them. And he is being judged by service stand-
' ards and paid first for service performance. ing the company’s own
Jproduct has become a by-product. It was(fthis decisio§ that the company
\ still considers responsible for its rise from a fairly minor to a leading
' position in the industry. ' |

UTWhat 1s(al)d to the M

Finally,‘ﬂgrz is the most difficult question: “What does the cus-
tomer consider value? What does he look for when he buys the
product?”’ g
A Traditional economic theory has answered this question with
j the one Word price. But this is misleading. To be sure, there are
which price is not one of the major considerations.
d)’ is not a simple concept.

To retur for illustration’s sake, to the fuse-box and switch-box manu-
facturer; his customers,.the contractors, are extremely price-conscious.
Since all the boxes they buy carry a quality guarantee accepted by the
trade as well as by building inspectors and consumers (the Underwriters’
Laboratories label), they make few quality distinctions between brands, but
i - shop around for the cheapest product. But to read “cheap” as meaning
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THE OBJECTIVES OF A BUSINESS

The fallacy of the si objective—The eight key areas of busi-

ness enterprise—{"Tangible” and (“intangible” objectives—How

to set objectives—The Iow state of the att and science of measure-

ment—Market standing, Innovation, Productivity and “Contrib-
uted-Value”—The physical and finaiicial resources—How much

Profitability>—A rational capital-investment policy—The remain-

ing key areas. : .

A Most of today’s lively discussion of management by objectives is

concerned with the search for the one right objective. This search is

@only likely to be as unproductive as the_quest for the philoso-_
her’s stone; it is certain to do harm and to misdirect.

To emphasize only profit, for instance, misdirects managers to
-nate sti, the point where ther the survival of the business. To
weeksa~ obtain profit today they tend to_undermine the future. They may
push the most easily saleable product lines and slight those that are Vfi
the market of tomorrow. They tend to short-change research, pro-
motion and the other postponable investments. Above all, they shy
away from any capital expenditure that may increase the invested-
capital base against which profits are measured; and the result is
dangerous gbsolescence of equipment. In other words, they are
directed into the worst practices of management.

To manage a business is to balance a variety of needs and goals.
This requires judgment. The search for the one objective is essen-
tially a search for a magic formula that will make judgment un-
necessary. But the attempt to replace judgment _lg}ﬂformula is always
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Jrrational;. all that can be done is to make judgment possible by nar-
rowing its range and the available alternatives, giving it clear focus,
a sound foundation in facts and reliable measurements of the effects
and validity of actions and decisions. And this, by the very nature
of business enterprise, requires multiple objectives = —

- _What should these objectives be, then? There is onlv ¢ae answer;
Objectivgs are needed in every area where performance and results

Tectly and vitally affect the survival and prosperity of the business.

"These¢ are the areas which are affected by every management de-
cision and which therefore have ‘to be considered in every manage-
ment decision, They decide what it means concretely to manage the
business. They spell out what results the business must alm at and

what is needed to work effectively toward these targets.

Objectives lin th ¢y.areas should enable us to dcj:ﬁmngs_:r

‘@to_organize and explain the whole range of business pTlenomena in

~a small number of general statements% test these statements in
actual experience; t6¥predict behavior; % appraise_the soundness
of decisions when they are still being 1 made~4nd to enable practic-
ing_businessmen to aralyze their own experience and, as a result,
®improve. their performance. It is precisely because the traditional
theorem of thngzgﬁrg“{‘;gti:g&gﬂqaf,qBM cannot meet any of these
tests—let alone all of them—that it has to be discarded.

At first sight it might seem that different businesses would have
entirely different key areas—so different as to make impossible any
general theory. It is indeed true that different key areas require
different emphasis in different businesses—and different emphasis at
different stages of the development of each business. But the areas
are the same, whatever the business, whatever the economic con-
ditions, whatever the business’s size or stage of growth,

min which objectives of performance and
results have to be set:

EMark standing; innova.tion@groductivit ;%ysical and financial
resources; lity; ager 0 t;

'@igrkmpenbmanc&andmuldez,%ublic res;onsibilitj. Ny

- There should be little dispute over the first five objectives. But
i+ there will be real protest against the inclusion of the jfitangibles:
-

. ‘Mmanager performance and _development: ~w rmance
- . 3 . N
" and attitude; and pu responsibility. Co




64 . . THE PRACTICE OF MANAGEMENT L. - 7 &

Yet, even if managing were merely the application of economics,
we would have to include these three areas and would have to
demand that objectives be set for them. They belong in the most
purely formal economic theory of the business enterprise. For neglect
of manager performance and development, worker performance and
public responsibility soon results in the most practical and tangible
loss of market standing, technological leadership, productivity and
profit—and ultimately in the loss of business life. That they look so
different from anything the economisc——especiallmm
nomic analyst—is wont to deal with, that they do not readily submit
to quantification and mathematical-treatment, is the economist’s
7~ bad luck; but it is no argument against their consideration.

The very reason for which economist and accountant consider
these areas impractical—that-they deal with principles and values
rather than solely with dollars and cents—makes them central to
the management of the enterprise, as tangible, as practlcal—and
indeed as measurable—as dollars and cents,

For the enterprise is a community of human beings. Its perform-
ance is the performance of human beings. And a human community
must be founded on common beliefs, must symbolize its cohesion in
common principles. Otherwise it becomes paralyzed, unable to act,
unable to demand and to obtain eftort and performance from its
members.

If such considerations ar@, it{__is_;nanagement"s_h job to
make them tangible by its deeds. To neglect them is to risk not
only business incompetence but labor trouble or at least loss of
worker productivity, and public restrictions on business provoked
by irresponsible business conduct. It also means risking lack-luster,
mediocre, time-serving managers—managers who are being condi-
tioned to “look out for themselves” instead of for the common good
of the enterprise, managers who become mean, narrow and blind
for lack of challenge, leadership and vision.

LHow To Set Objectz'ves.j

The r(@iiﬂiculty lies indee@ in_determining what objectives
we need{ but in deciding how to set them.

" There is only one_ fruitful Way. to ‘make_ thlS decision: by deter-
mining what shall be measured in each area and what the yardstick
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sleep; monopolists have usually .foundered on their own com-
placency rather than on public opposition. For market dominance
creates tremendous internal resistance against any innovation and
thus makes adaptation to change dangerously difficult. Also it
almost always means that the enterprise has too many of its eggs
in one basket and is too vulnerable to economic fluctuations
There is, in other words, an upper as well as a lower margin—
though for most businesses the perils of the former may appear a
good deal more remote.

Io_he_able._to__sﬂ.markm_sj;andmg_gbgﬁgmes _business _must
ﬁrst find out what its market is—who the customer is, where he is
n@t_ﬁg@uys, W_hgthemns__________uiers_____wg_l_qe, what h1s unsatlsﬁed wants
are. On the basis of this study the enterprise must analyze its
products or services according to “lines,” that is, according to the
‘wants of the customers they satisfy.

All electric condensers may look the same, be the same technically and
come off the same production line. Market-wise, condensers for new radios
may, however, be an entirely different line from condensers for radio
repair and replacement, and both again quite different from the physically
indistinguishable condensers that go into telephones. Condensers for
radio repair may even be different lines if customers in the South judge
their value by their resistance to termites, and customers in the Northwest

~ by their resistance to high humidity.

For each liné the market has to be determined—its actual size and
its potential, its economic and its innovating trends. This must be
done on the basis of a definition of the market that is customer-
oriented and takes in both direct and indirect competition. Only
then can marketing objectives actually be set.

In most businesses é&t one’buit seven distinct marketing goals are
necessary:

1. The desired standing of existing products in their present market,
expressed in dollars as well as in percentage of the market measured
against both direct and indirect competition.

2. The desired standing of existing products in new markets set both in
dollars and percentage points, and measured against direct and indirect
competition,

8. The existing that should be abandoned—for technological
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reasons, because of market trend, to improve product mix or as a result
of management’s decision concerning what its business should be.

4. The new products needed in existing markets—the number of
products, their properties, the dollar volume and the market share they
_should gain for themselves.

5. The new markets that new products should develop—in dollars and
in percentage points. | .

6. The distributive organization needed to accomplish- the marketing
‘goals and the pricing policy appropriate to them. -

i 1ecti i well the customer should be sup-
plied with what he considers value by the company, its products, its sales
and service organization. : _

~ At the least the service objective should be in keeping with the targets
ﬁt__fgi_go_;x_x_gﬁtiti% market standing. But usually it is not enough to do
as well as the competition in respect to service; for service is the best and

_the easiest way to build gustomer loyalty and satisfaction. Service perform-
ance should never be appraised by management guesses or on the basis
of occasional chats the “big boss” has with important customers. It should
be measured by regular, systematic and unbiased questioning of the cus-
tomer. '

In a large company this may have to take the form of an annual
customer survey. The outstanding job here has probably been done
by General Motors; and it explains the company’s success in no
small degree. In the small company the same results can be achieved
- by a different method. ”

In one of the most successful hospital-supply wholesalers, two of the top
men of the company—president and chairman of the Board—visit between
them two hundred of the company’s six hundred customers every year.
They spend a whole day with each customer. They do not sell—refuse
indeed to take an order. They discuss the customer’s problems and his
needs, and ask for criticism of the company’s products and service. In this
company the annual customer: survey is considered the first job _of top
management.. And the company’s eighteen-fold growth in the last twelve
years is directly attributed to it. '

Innovation

There are two kinds of innovation in every business: innovation
in_product_or._service; and inpgyation in_the yarious_skills and

et

v e . . . N . A —=i
aetvities needed. to supply them. Innovation may arise out of the
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needs of market and customer; necessity may be the mother of inno-
vation. Or it may come out of the work on the advancement of skill
and knowledge carried out in the schools and the laboratories, by
researchers, writers, thinkers and practitioners.

The problem in setting innovation objectives is the difficulty of
measuring the relative impact and importance of various innova-
tions. Technologlcal leadersh1p is clearly desirable, especially if
the term “technology” is used in its rightful sense as applying to the
art, craft or science of any organized human activity. But how are
we to determine what weighs more: one hundred miner but im-
mediately applicable improvements in packaging the product, or one
fundamental chemical discovery which, after ten more years of hard
.work, may change the character of the business altogether? A depart-
ment store and a pharmaceutical company will answer this ques-
tion differently; but so may two different pharmaceutical companies.

Innovating objectives can therefore never be as clear and as
sharply focused as marketing objectives. To set them, management
must first obtain a forecast of the innovations needed to reach
marketing goals—according to product lines, existing markets, new
markets and, usually, also.according to service requirements. Secondly,
it must appraise developments arising or likely to arise out of tech-
nological advancement in all areas of the business and in all of its

~activities. These forecasts are best organized in two parts: one look-
ing a short time ahead and projecting fairly concrete developments
which, in effect; only carry out innovations already made; another
looking a long time ahead and aiming at what might be.

Here dre the innovation goals for a typical business:

1. New products or services that are needed @r

j(itiyes-.

2. New products or services that will be needed @ of technological
-changes that may make present products. obsolete. | i

8. Product improvements needed both to wd
to_anticipate expected technological changes.

4. New processes and improvements in old processes needed
_market goals—for instance, manufacturing improvements to make possible
‘the attainment of pricing objectives. :

5. Innovations and improvements in all major areas of activity—in ac-

counting or design, office management or labor relations——,@k&w

LS -u

n_marketing
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Management must not forget that innovation is a slow process.
Many companies owe their position of leadership today to the
activity of a generatlon that went to its reward twenty-five years or
so ago. Many companies that are unknown to the public will be
leaders in their industry tomorrow because of their innovations today.
The successful company is always in danger of living smugly off the
-accumiulated innovating fat of an earlier generation. An index of
activity and success in this field is therefore indicated.

An appraisal of performance during the last ten years serves well for
this purpose. Has innovation in all the major areas been commensurate
with the market standing of the company? If it has not, the company is
living off past achievements and is eating up its innovating capital. Has
the company developed adequate sources of innovation for the future? Or
has it come to depend on work done on the outside—in the universities,
by other businesses, maybe abroad—which may not be adequate to the
demands of the future?

Deliberate emphasis on innovation may be needed most -where
technological changes are least spectacular. Everybody in a phar—
maceutical company or in a company making synthetic organic
chemicals knows that the company’s survival depends on its ability
to replace three quarters of its products by entirely new ones every
ten years. But how many people in an insurance company realize
that the company’s growth—perhaps even its survival-—depends on
the development of new forms of insurance, the modification of
existing forms and the constant search for new, better and cheaper.
ways of selling policies and of settling claims? The less spectacular
or prominent technological change is in a business, the greater is
the danger that the whole organization will ossify; the more im-
portant therefore is the emphasis on innovation.

It may be argued that such goals are “big-company stuff” suitable
for General Electric or for General Motors, but unnecessary in the
small business. But although the small company may be less in need
of a complete and detailed analysis of its needs and goals, this means
only that it is easier to set innovation objectives in the smaller busi-
ness—not that the need for objectives is less. In fact, the manage-
ments of several small companies I know assert that the compara-
tive snnphc:lty of plannmg for 1nn0vat10n is. one of the main advan-
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CHAPTER 8 . Ko f

TODAY'S DECISIONS
FOR TOMORROW’S RESULTS
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et
Management must always gntici the future—Getting around
the business cycle—Findin range of fluctuations—Finding

economic bedrock—Trend analysis—Tomorrow’s managers the
only real safeguard.
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@ AN OBJECTIVE, a goal, a target serves to determine what action to
take today to obtain results tomorrow. It is based on anticipating
the future. It requires action to mold the future. It always balances
present means and future results, results in the immediate future
and results in the more distant future. |
helanfes This is of particular importance in managing a business. In the
first place, practically every basic management decision is a'long-
range decision—with ten years a rather short time-span in these
days. Whether on research or on building a new plant, on designing
a new marketing organization or a new product, every major
management decision takes years before it is really effective. And
it takes years for it to be productive, that is, to pay off the invest-
ment of men or money. s A /;a?w
Management has no choice but to anticipate the future, to attempt
to mold it and to balance shortrange and long-range goals. It is
not given to mortals to do either of these well. But lacking divine
guidance, business management must make sure that these difficult
repson51b111t1es are not overlooked or neglected but taken care of
as well as is humanly possible.
| Predictions concerning five, ten or fifteen years ahead are always

00
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“guesses.” Still, there is a difference between an ‘“‘educated guess’ |

] a “hunch,” between a guess that is based upon a rational
appraisal of the range of possibilities@ a guess that is simply a

~ gamble. , -

'l etting around the Business Cycle %

=

B

Any business exists as a part of a larger economic context; a con-
. cern with “general business conditions” isamandatory te any plan
for the future. However, what management needs is not the “busi-
ness forecast” 1n the usual sense, that is, a forecast that attempts to

. [ - T . T - - -
read tomorrow’s weather and to predict what business conditions

;&f,w&md
17 awr

ill be like three, five or ten years ahead.

- r —d - ]
are tools that enable it to free its thinking and planning from
«dependence on_the business cycle. '

At first sight this may look like a paradox. Certainly the business
cycle is an important factor; whether a decision will be carried out
in a period of boom or in a period of depression may make all the
difference in its validity and success. The standard advice of the
economists to make capital investments at the trough of the de-
_pression and to~ from expansion and new investments at the

peak of a boom seems to be nothing but the most elementary com-

mon sense. robpoin = sTop doing G ol Fatehle
an ‘the advicz

Actually it is no more useful and no mor th
to buy cheap and sell dear. It is good advice; but how is it to be
followed? Who knows in what stage of the cycle we are? The batting
average of the economists has not been impressive—and -the fore-
casting success of businessmen has not been much more so. (Remem-
ber the all but general prediction back in 1944 or 1945 of a major
postwar slump?) Even if it were sound, to play the business cycle
- would be unusable advice. : ‘ ;

o Y

“If people could act according to this advice, we would not have
boom and depression to begin with. We have extreme fluctuations
( only because it is psychologically impossible to follow such advice.
In a boom almost everybody is convinced that this time even the
sky will not be the limit. At the bottom of a depression everybody
is equally convinced that this time there will be no recovery but
that we will keep on going down or stay at the bottom forever. As
long as businessmen focus their thinking on the business cycle they
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will be dominated by the business-cycle psychology. They will there-
fore make the wrong decision no matter how good their intentions
and how good the economists’ analytical ability.

Moreover, economists doubt more and more whether there is a
real “cycle.” There are ups and downs, no doubt; but do they

have any (periodicity, any Afiher redictability? The greatest |
of moderﬂsts, the late Joseph;(ﬂ? “’ﬁ%mpeter; labored

mightily for twenty-five years to find the “cycle.” But at best, his
“business cycle” is the result of so many different cyclical movements
that it can only be analyzed @EL_CE ‘And a business-cycle
analysis that only tells where the cycle has been but not where it
will go, is of little use in managing a business.

Finally, the business cycle istoo short a period for a good many
business decisions—and for th  1o0st important ones. A plant ex-
pansion program in heavy indt  y, for instance, cannot be founded
on-a forecast for the next four five or six years. It is a fifteen- or
twenty-year program. And the me is true of a basic change in
product or marketing organizi n, of a decision to build a new
store or to develop a new typ f insurance policy.

‘What business needs therefo are tools which will enable it to
make decisions without having  try to guess in what stage of the
cycle the economy finds itself. "LI'hese tools must enable business to
plan and develop for more than the next three or even the next
seven years, regardless of the economic fluctuations to-be expected

over the cyclical period.
We day'three such tools) In managing a business all thiee )
are useful.

| ) In the first place, we can assume that there will always be fluctua-
tions, without attempting to guess what stage of the cycle the econ-
omy is currently passing through. We can, in other words, free
decisions from cyclical guesswork by testing the business decision
against the worst possible and the sharpest possible setback that
past experience could lead us to expect.!

This method does not indicate whether a decision is right or

! For most American manufacturing industries this was not the “Great Depres-
sion” of 1929-32, but the much shorter “recession” of 1937-88. The rate of decline
during the eight months of that depression was the sharpest ever witnessed in
an industrial country other than the collapse following total defeat in war
such ws that of Germany or Japan. '
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not. It indicates, however, the extremes of cyclical risk involved.
It is therefore the most important forecasting tool in the determina-
tion of the minimum necessary profit.

r§'The second tool—more difficult to handle buf also more produc-
tive——consists of basing a decision on events which are likely to have
heavy impact upon future economic conditiorfs bat which have al-
ready happened. Instead of forecasting the future, this method
“focuses on past events—events whichgBowever, have not vet ex-

\economlc conditions, this method tries to find the edroc und

gessed themselves economically. Instead of attem tin
er- f

lying economic conditions,

We have mentioned before the case of the company which decided
during World War 1I to turn to the production of fuse boxes and switch
boxes-after the war. This decision was based on such an analysis of the

)/ underlying the economy, namely, the pattern of family forma-
“tion and population structure that had emerged in the United States
between 1937 and 1943.

By 1943 it had become clear that something fundamental was happen-
ing to population trends. Even if the population statisticians had turned
out to be right in thelr forecast that the high birthrate was a wartime
phenomenon and would come to an end with the conclusion of the war
(one of the most groundless, if not frivolous, forecasts ever made), it would
not have altered the fact that from a low point in 1937 the rate of family
formation had risen to where it was significantly above the rate of the
depression years. These new families would need houses, even if the rate
of family formation and the birthrate were to decline again after the
end of the war. In addition, there had been almost twenty years of stagna-
tion in residential building, so that there was a tremendous pentup de-
mand for houses. From this it could be concluded that there would be
substantial residential building activity in the postwar period. The only
thing that could have prevented it would have been America’s losing
the war.

If the postwar period had brought a sizable depression, this housing
activity would have been a government project. In fact, population trends
and the housing situation indicated that housing would have to be the
major depression-fighting tool of governmental policy. If the postwar
period were to be a boom period, as it turned out to be, there should be
substantial private housing activity. In other words, housing would be at
2 high level in depression as well as in boom. (In fact, building would
Probably have been on a higher level than the orie we actually experienced
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in the postwar period, had the much-heralded postwar depression actually
come to pass.)

It was on the basis of this analysis of a develoPment that had already
happened and that could be expected to shape the economy regardless of
business conditions, that the company’s management decided to move into
its new business. Management could justifiably claim that, even though
it planned longrange, no forecast regarding the future was actually ip-
volved.

Of course, population structure is only one of thf %edroc}l factord.

In the period 1mmedlate1y following World War IT 1t was probably
a dominant factor in the American economy. In other times, how-
ever, it might well be secondary, if not &@.

However, the basic method used is universally applicable: to
find events that have already occurred, events that lie outside o
economic conditions, but in turn shape those conditions, thus basing
a decision for the future on events_that hayealreadv happened.
is is far from

“ But though the best tool we have, f--

perfect. Exactly the same bedrock analysis—of population trends EY
with the same conclusion for a postwar housing boom could have 7:’
been made in 1944 for France. The analysis would have been right; “ﬂ
but the French housing boom never occurred. Of course, the
reasons may be totally outside of the economic system proper. Per-
haps they are to be found in strangulation by rent controls and
by a vicious tax system. The boom may only be delayed and may
still be “just around the corner.” And the lack of any appreciable
postwar residential building in France may be a major cause of the
French political and economic._sickness, and therefore should not
have been allowed to happen. This would have been cold comfort
to the businessman, however. In France the decision to go into fuse
boxes and switch boxes, though based on rational premises, would
still bave been the wrong decision. .

[ In_other words, one cannot say that anything will (“inevitably”
happen in the future. Even if the inevitable does happen, one does
not know when. Bedrock analysis should therefore never be used
alone. It should always be tested by ird and final method of
limiting the risks of making prediction®™/I'rend analysis—the most
widely used of the three tools in this country today. Where bedrock

92 THE PRACTICE OF MANAGEMENT
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analysis tries to find the “why” of future events, trend analysis asks
“how likely” and “how fast.” '

'T'rend analysis rests on the assumption that economic phenomeéna
—say, the use of electric power by a residential customer or the
amount of life insurance per dollar of family income—have a long-
term trend that does not change quickly or capriciously. The trend
may be confused by cyclical fluctuations; but over the long run it
- will reassert itself. To express it in the terms of the statistician: the
“trend line” will tend to be a “true curve” over a ten-, fifteen- or
twenty-year period. ' .
~ Trend analysis thus tries to find the specific trends that pertain
~ to the company’s business. It then projects them in such a form that
decisions can be taken for the long term without too much atten-
tion to the business cycle. |

As a check of the results of bedrock analysis, trend analysis is in-
valuable. But it, too, should never be used by itself lest it become
blind reliance on the past or on a rather mythical “law of social
inertia.” In fact, though quite different in techniques, the two
analyses are really the two jaws of the same vise with which we
- attempt to arrest fleeting time long enough to get a good look at it.

Despite their shortcomings, the three methods sketched here, if
used consistently, skillfully and with full realization of their limita-
tions, should go a long way toward converting management deci-
sions from “hunch” into “educated guess.” At least they will enable
management to know on what expectations it founds its objectives,
whether the expectations are reasonable, and when to review an
objective because the expected has not happened or has happened
when not expected.

J Tomorrow’s M_anagers'thg Only Real Sdteg_ugé ],

But even with these improved methods, decisions concerning the
Future will always remain anticipations; and the édgs;\,will always be

contain provision for change, adaptation and . Management
must with every decision make provision for mo 1_r£g' - the future as
far as possible toward the predicted shape of things to.come. Other-
wise, despite all technical brilliance in forecasting, management

WGL

against their being right. Any management decision must therefore .
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decistons will be merely wishful thinking—as all decisions based

on long-range prediction alone inevitably are. . s avosof

[ Cancretely this means that today s TramgersTmast-SysEemaGeally )
provide for tomorrow’s managers. Tomorrow’s managers alone can
adapt today’s decision to tomorrow’s conditions, can convert the
“educated guess” into solid achievement. They alone can to- |
morrow’s conditions to conform to the decisions made today. I

94 THE PRACTICE OF MANAGEMENT

In our discussions of manager development we tend to stress that
provision must be made for managers capable of making the deci-
sions of tomorrow. This is true; but systematic manager develop-
ment is first needed for the sake of the decisions made today. It
must, above all, provide for men who know and understand these
decisions and the thinking behind them, so that they can act intel-
ligently when the decisions of today will have become the headaches
of tomorrow.

In the last analysis, therefore, managing a business_always comes
back to the human element—no matter how sound the business
economics, how careful the analysis, how good the tools.
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